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ARTUS Patrick
Chief economist
Ixis Corporate & Investment Bank 

Graduated from École polytechnique in 1970, from Institut d’études politiques de Paris in 1975, from École nationale 
de la statistique et de l’administration économique (ENSAE) in 1975

1975-1980: Administrator at INSEE (national statistical institute); 1980-1982: Economist at OECD; 1982-1985: 
Academic Dean of ENSAE; 1985-1988: Economic Advisor at Banque de France; 1988-2003: Chief economist 
and Head of Market Research, Caisse des dépôts et consignations. He is today the Chief economist of IXIS 
Corporate and Investment Bank, the investment bank of Caisse d’épargne Group (which is one of the largest 
banking network in France).

Professor of Economics and Finance at École polytechnique, Associate Professor at University of
Paris I – Sorbonne, member of the Council of economic Advisors to the French Prime Minister.

« Crises des pays émergents », Economica, Paris, (2000); « L’euro et la Banque centrale européenne », Economica, 
Paris, (2001); « La nouvelle économie », La Découverte, Paris (2001); « La France peut se ressaisir », Economica, 
Paris (2004); « Le capitalisme est en train de s’autodétruire », La Découverte, Paris, 2005.

BALCEROWICZ Leszek
President
Narodowy Bank Polski

Leszek Balcerowicz was born in Lipno, Poland in 1947.

In 1970 he graduated with distinction from Foreign Trade faculty in Central school of Planning and 
Statistics (CSPS) in Warsaw (now Warsaw School of Economics). In 1974 he gained an MBA at St. John’s 
University in New York and in 1975 he received his Ph.D. in economics at the CSPS.

Among his academic distinctions are visiting fellowships at the University of Sussex (1985), and Marburg 
University (1988). Since October 1992 Leszek Balcerowicz has been a Professor at the Warsaw School of 
Economics (WSE), and since 1993 he has been a Director of Chair of International Comparative Studies at 
WSE. He has given many lectures and seminars world-wide. He has numerous publications on economic 
issues in Poland and abroad. He is a member of Polish Association of Sociologists and Polish Association 
of Economists. In 1992-2000 he was a chairman of the Center for Social and Economic Research (CASE) 
based in Warsaw.

In September 1989 Leszek Balcerowicz became Deputy Prime Minister and Minister of Finance in the fi rst 
non-communist government in Poland after II World War. He was also President of the Economic Committee 
of the Council of Ministers. In this vital period in Poland’s transition he designed and executed the radical 
stabilisation and transformation of Polish economy. He retained his positions in the government until 
December 1991.

From April 1995 to December 2000 he was the President of the Freedom Union (UW). From 1997 to 
June 2000 he was Deputy Prime Minister, Minister of Finance and president of the Economic Committee of 
the Council of Ministers. In January 2001, the Sejm of the Republic of Poland appointed Leszek Balcerowicz 
to the post of the President of the NBP.
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BÉNASSY-QUÉRÉ Agnès
Deputy-Director 
CEPII

Agnès Bénassy-Quéré is Deputy-Director at CEPII, the French main research centre in international 
economics. She is in charge of the research programmes in economic policy and international money 
and fi nance. She is also a Professor at University of Paris X-Nanterre and an Associate Professor
at École polytechnique. She owns a Ph.D. in economics from University of Paris IX-Dauphine. After being 
employed as an economist at the French Ministry of Economy and Finance (1991-1992), she worked as an 
Associate Professor at University of Cergy-Pontoise (1993-1996) and as a Professor at University of Lille 2
(1996-1999). She has worked at CEPII as a scientifi c Advisor (1996-1998, 2001-2003) and as a Deputy-Director 
in 1999-2000 and since 2004. She is also a member of the French Commission économique de la Nation
and of the Shadow ECB Council. The research interests of Agnès Bénassy-Quéré cover the international 
monetary system and European economic policy issues.

COHEN Daniel
Professor of Economics
University of Paris (Panthéon-Sorbonne)

Daniel Cohen is Professor of economics, Université de Paris (Panthéon-Sorbonne) and École normale supérieure, 
Paris. He is also a member of the Council of economic analysis of the French Prime Minister and an Op-Ed 
columnist to « Le Monde » magazine.

Mr. Cohen is a distinguished fellow from Association française de sciences économiques in 1987 and was appointed 
“Economist of the year” in 1997, by « Le Nouvel Economiste ».

From 1991 to 1998, he was the co-director of the International Macroeconomics Program at the Center
for Economic Policy Research (CEPR).

Prior to that, Mr. Cohen served as a consultant to the World Bank, from 1984 to 1997. He has served as an 
adviser to the Bolivian government (along with Jeffrey Sachs) and was a visiting Scholar at Harvard University 
from 1981 to 1982.

He has published several books, including “Private lending to sovereign states”, “Our modern times”
and “The wealth of the world and the poverty of nations” which were translated into 15 languages.
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CUMMING Christine M.
First Vice President
Federal Reserve Bank of New York

Ms. Cumming is First Vice President of the Federal Reserve Bank of New York, the second ranking offi cer
in the Bank and serves as its chief operating offi cer, as well as an alternate voting member of the Federal 
Open Market Committee.

Prior to being named to her new position, Ms. Cumming was Executive Vice President and Director of Research with 
responsibility for the Research and Statistics Group. She assumed these responsibilities in September 1999.

From March 1994 until September 1999, she was Senior Vice President responsible for the Bank Analysis
and Advisory and Technical Services Functions in the Bank Supervision Group.

Ms. Cumming joined the Bank’s staff in September 1979 as an economist in the International Research 
Department, and spent several years leading units in research which covered the industrial countries and the 
international fi nancial markets. Later, while in the Bank’s International Capital Markets staff, she worked on 
topics such as the liquidity of banks and securities fi rms, the international competitiveness of US fi nancial 
institutions, and the implications of fi nancial innovation.

In January 1992, she was appointed Vice President and assigned to Domestic Bank Examinations in Bank 
Supervision. A major focus of Ms. Cumming’s work in supervision involved capital markets issues. While in 
supervision, she also was active in the work of the Basel Committee, including participating in the development 
of the market risk amendment to the Basel Accord and co-chairing the Risk Management Group for two and 
a half years. She also chaired task forces on supervisory matters for the Joint Forum, made up of banking, 
securities and insurance regulators.

Ms. Cumming holds both a B.S. and a Ph.D. in economics from the University of Minnesota.

DODGE David A.
Governor
Bank of Canada

Mr. Dodge was appointed Governor of the Bank of Canada on 1 February 2001, for a term of seven years. 
As Governor, he is Chairman of the Board of Directors of the Bank.

A native of Toronto, Mr. Dodge received a bachelor’s degree (Honours) in Economics from Queen’s University, 
and a Ph.D. in Economics from Princeton (1972).

During his academic career he has served as Assistant Professor of Economics at Queen’s University; Associate 
Professor of Canadian studies and International Economics at the School of Advanced International Studies, 
Johns Hopkins University; Senior Fellow in the Faculty of Commerce at the University of British Columbia; 
and Visiting Professor in the Department of Economics at Simon Fraser University. He has also served as 
director of the International economics program of the Institute for Research on Public policy.

During a distinguished career in the federal public service, Mr. Dodge has held senior positions in the 
Central Mortgage and Housing Corporation, the Anti-Infl ation Board, and the Department of Employment 
and Immigration. After serving in a number of increasingly senior positions at the Department of Finance, 
including that of G7 Deputy, Mr. Dodge was appointed Deputy Minister of Finance in 1992. In that role, he 
served as a Member of the Bank’s Board of Directors until 1997.

In 1998, Mr. Dodge was appointed Deputy Minister of Health, where he served until the announcement
of his appointment as Governor of the Bank of Canada.
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FERGUSON Roger W. Jr.
Vice Chairman
Board of Governors

Roger W. Ferguson, Jr. joined the Board of Governors of the Federal Reserve System on November 5, 1997 and 
became Vice Chairman on October 5, 1999. In 2003, Dr. Ferguson became the Chairman of the Committee on 
the Global Financial System (CGFS), a central bank panel that monitors and examines broad issues related 
to fi nancial markets and systems.  During that year he also became the chairman of the Financial Stability 
Forum (FSF), which promotes international fi nancial stability through information exchange and international 
cooperation in fi nancial supervision and surveillance.

Before becoming a member of the Board, Dr. Ferguson was a Partner at McKinsey & Company, Inc., where 
he managed a variety of studies for fi nancial institutions from 1984 to 1997 and where he also served as 
Director of Research and Information Systems, overseeing a staff of 400 research professionals and managing 
the fi rm’s investments in knowledge management technologies. From 1981 to 1984, he was an attorney at 
the New York City offi ce of Davis Polk & Wardwell.

Dr. Ferguson received a Bachelor of Arts degree in Economics in 1973, a J.D. in Law in 1979, and a Professor 
in Economics in 1981, all from Harvard University.

FISCHER Stanley
Governor
Bank of Israel

Stanley Fischer has been Governor of the Bank of Israel since May 2005.

Prior to joining the Bank of Israel, Mr. Fischer was Vice Chairman of Citigroup from February 2002 through 
April 2005, where he was also Head of the Public Sector Group from February 2004 to April 2005, Chairman 
of the Country Risk Committee, and President of Citigroup International.

Mr. Fischer was the First Deputy Managing Director of the International Monetary Fund, from September 
1994 until the end of August 2001.

Before he joined the IMF, Mr. Fischer was the Killian Professor and Head of the department of Economics 
at MIT (Massachusetts Institute of Technology). From January 1988 to August 1990 he was Vice President, 
Development Economics and Chief Economist at the World Bank.

Mr. Fischer was born in Zambia in 1943. He took the B.Sc (Econ) and M.Sc. (Econ) at the London School of 
economics from 1962-1966, and obtained his Ph.D. in Economics at MIT in 1969. He was a Assistant Professor 
of Economics at the University of Chicago until 1973, when he returned to the MIT Department of Economics 
as an Associate Professor. He became Professor of Economics in 1977. He has held visiting positions at the 
Hebrew University, Jerusalem, and at the Hoover Institution at Stanford.
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Mr. Fischer is the author of Macroeconomics (with Rudi Dornbusch and Richard Startz, 9 th edition, 2004).
He is also the author of “Lectures in macroeconomics” (MIT Press, 1989, with Olivier Blanchard),
“Economics” (second edition, McGraw Hill, 1988, with Rudiger Dornbusch and Richard Schmalensee),
IMF essays “From a Time of Crisis” (MIT Press, 2004) and “Indexing, infl ation, and economic policy”
(MIT Press, 1986) and the editor of other books, among them “Securing peace in the Middle East”
(MIT Press, 1994). From 1986 to 1994 he was editor of the NBER Macroeconomics annual; he has also served 
as Associate Editor of other economics journals. He has published extensively in the professional journals.

Mr. Fischer is a Fellow of the Econometric Society and the American Academy of Arts and Sciences, a 
member of the Council on Foreign Relations, the G30, and the Trilateral Commission, a Guggenheim Fellow, 
and a Research Associate of the National Bureau of Economic Research. He has served on the Boards of the 
Institute for International Economics, Women’s World Banking and the International Crisis Group, as well as 
the International Advisory Board of the New Economic School, Moscow.

FORBES Kristin J.
Associate Professor
MIT-Sloan School of Management

Kristin Forbes is an Associate Professor at the Massachusetts Institute of Technology’s Sloan School of Management. 
Dr. Forbes just returned to academia after serving from 2003-2005 as a Member of the White House’s Council 
of Economic Advisers (where she was the youngest person to ever hold this position). At the start of 2005,
Dr. Forbes was honored as a “Young Global Leader” as part of the World Economic Forum at Davos.

Dr. Forbes obtained her BA, summa cum laude with highest honors from Williams College in 1992.
She received her Ph.D. in Economics at MIT in 1998, where she won the Solow Prize for excellence in 
teaching and research. From 2001-2002 Dr. Forbes worked in the US Treasury Department as the Deputy 
Assistant Secretary of Quantitative Policy Analysis, Latin American and Caribbean Nations. Prior to receiving
her Ph.D., Dr. Forbes worked in the investment banking division at Morgan Stanley and in the policy research 
department at the World Bank.

Dr. Forbes is currently a Research Associate at the National Bureau of Economic Research and a term member 
of the Council on Foreign Relations. She is also a non-resident fellow at the Institute for International 
Economics. She was honored as Sloan School of Management’s “Teacher of the Year” in 2001 and won the 
Milken Award for Distinguished Economic Research in 2000. She has been a visiting scholar at a number 
of institutions, including the US Federal Reserve Board, Indian Council of Research on International 
Economic Relations (ICRIER) and International Monetary Fund (IMF). Forbes’ academic research addresses 
policy-related issues in international fi nance and development economics, including: international fi nancial 
contagion, the impact of capital controls on investment decisions, the determinants of international capital 
fl ows, the relationship between inequality and economic growth, and the effect of currency depreciations 
and fi nancial crises on companies around the globe.
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FRENKEL Jacob A.
Vice-Chairman, AIG
Chairman, Group of Thirty

Dr. Jacob A. Frenkel is Vice Chairman of American International Group, Inc. (AIG) and Chairman
of AIG’s Global Economic Strategies Group. He is also the Chairman and CEO of the Group of Thirty (G30). 
Dr. Frenkel holds a B.A. in Economics and Political Science from the Hebrew University of Jerusalem,
and an MA and Ph.D. in Economics from the University of Chicago.

Prior to joining AIG, Dr. Frenkel served from 2000 to 2004 as Chairman of Merrill Lynch International Inc. 
Between 1991 and 2000 he served two terms as the Governor of the Bank of Israel. He is credited with reducing 
infl ation in Israel and achieving price stability, liberalizing Israel’s fi nancial markets, removing foreign exchange 
controls, and integrating the Israeli economy into the global fi nancial system. Between 1987 and 1991, he was 
the Economic Counselor and Director of Research at the International Monetary Fund, and between 1973 and 
1987 he was on the faculty of the University of Chicago where he held the position of the David Rockefeller 
Professor of International Economics and served as Editor of the Journal of Political Economy.

He is a Fellow of the Econometric Society, a Foreign Honorary Member of the American Academy of Arts
and Sciences (AAAS), a Member of the Board of Directors of the National Bureau of Economic Research 
(NBER), a member of the International Advisory Board of the Council on Foreign Relations and a member 
of the Trilateral Commission.

Dr. Frenkel is a Laureate of the 2002 Israel Prize in Economics. He is also a recipient of several honorary 
doctoral degrees and other decorations and awards, including the “1993 Economic Policy Award” by “Emerging 
Markets” and the “1997 Central Banker of the Year Award” by “Euromoney”.

During 1995-1996, Dr. Frenkel served as Chairman of the Board of Governors of the Inter-American 
Development Bank and, during 1999-2000, as Vice Chairman of the Board of Governors of the European 
Bank for Reconstruction and Development.

Dr. Frenkel is the author of numerous books and articles in the fi elds of International Economics 
and Macroeconomics.

FUKUI Toshihiko
Governor
Bank of Japan

Mr. Toshihiko Fukui took offi ce on March 20, 2003, as Governor of the Bank of Japan. He also serves as 
Chairman of the Policy Board, the Bank’s highest decision-making body.

Mr. Fukui was born on September 7, 1935, in Osaka Prefecture. He received an L.L.B from the University
of Tokyo in 1958.

Mr. Fukui has worked in the Bank for nearly 45 years. He began his career as a central banker in April 1958. 
From 1970 to 1972, he served as representative in Paris. He also served as Director-General of the Research 
and Statistics Department (1985-1986), Director-General of the Banking Department (1986-1989), and 
Director-General of the Policy Planning Department (1989). He was appointed Executive Director in 1989, 
and Deputy Governor in 1994.

Mr. Fukui had served as Chairman of the Fujitsu Research Institute from November 1998 until taking up 
his current role. He was appointed Vice Chairperson at the Keizai Doyukai, Japan association of Corporate 
Executives in April 2001.
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ISSING Otmar
Member of the Executive Board
European Central Bank

Professor Otmar Issing, who was born in 1936, has been a member of the Executive Board of the European 
Central Bank since 1 June 1998. The business area for which he is responsible includes the Directorates 
General Economics and Research.

Until May 1998 he was a Member of the Board of the Deutsche Bundesbank with a seat in the Central Bank 
Council.

Prior to that he held chairs of Economics at the Universities of Würzburg and Erlangen-Nürnberg. In 1991 
he was awarded an honorary professorship at the University of Würzburg. 

From 1988 to 1990 he was a member of the Council of Experts for the Assessment of Overall Economic 
Developments.

He is an active member of Akademie der Wissenschaften und der Literatur (Academy of Sciences and 
Literature), Mainz, and of the Academia Scientiarum et Artium Europaea (European academy of sciences 
and arts). In addition to publishing numerous articles in scientifi c journals and periodicals, he is the author 
of, inter alia, two textbooks, namely “Einführung in die Geldtheorie” (“Introduction to monetary theory”), 
thirteenth edition, 2003, and “Einführung in die Geldpolitik” (“Introduction to monetary policy”), sixth 
edition, 1996.

NOYER Christian
Governor
Banque de France

Christian Noyer was born in 1950 near Paris, France. Having graduated in Law at the universities of Rennes 
and Paris, he holds the diploma of Paris Institute of political sciences, and completed his education in the 
École nationale d’administration.

After a military service as a French naval offi cer, he entered the French Treasury in 1976, and spent two years 
in 1980-1982 in Brussels as a fi nancial attache to the European communities. Back to the Treasury, he hold 
various positions, dealing both with domestic and international affairs, and was appointed as Director of the 
Treasury in 1993. He also served as a consellor to Mr. Balladur, then Minister of Finance, in 1986-1988, and 
as Chief of Staff for two other Finance Ministers (Messrs. Alphandéry and Arthuis) in 1993 and in 1995-1997. 
He was appointed as the Vice-President of the European Central Bank in 1998, when the Bank was set-up in 
Frankfurt, where he served until 2002. He is Governor of the Banque de France since 1 November 2003.

His European and international experience include membership in the European monetary committee, 
in key working groups in the OECD, G7, and G10, the position of alternate Governor in the IMF and the 
World Bank, and the chairmanship of the “Paris club” of creditor countries during the years 1993-1997.

He has been awarded several honors by various countries, including knight of the « Légion d’Honneur »
and of the « Ordre National du Mérite » in France, Commander of the « Ordre National du Lion » in Senegal,
and Great cross of the “Ordén del Merito civil” in Spain.
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ORTIZ Guillermo
Governor
Banco de México

Dr. Ortiz became Governor of the Bank of Mexico in January of 1998. He was ratifi ed as Governor for another 
six-year term beginning in January 2004.

Dr. Ortiz earned a Bachelor of Arts degree in Economics from the Universidad Nacional Autónoma de México 
and later a Ph.D. in Economics from Stanford University.

His past professional experience includes having served as Secretary of Finance and Public Credit in 
the Mexican Federal Government from December 1994 to December 1997. Prior to heading the Finance 
Ministry, he served briefl y as Secretary of Telecommunications and Transportation at the outset of the 
Zedillo Administration. From December 1988 to November 1994, Dr. Ortiz served as Undersecretary of 
Finance and Public Credit. Before that position, he was Executive Director at the International Monetary Fund 
(1984-1988) and Manager, as well as Deputy Manager, in the Economic Research Bureau of the Bank of Mexico 
(1977-1984), and an Economist in the Ministry of the Presidency of Mexico (1971-1972).

Dr. Ortiz has also taught at universities in Mexico and the United States. He has written and published 
two books and numerous papers on Economics and Finance in specialized journals  and  magazines in Mexico 
and abroad. He has received several honors and awards.

Dr. Ortiz is a member of the Group of Thirty.

De RATO Y FIGAREDO Rodrigo
Managing Director
International Monetary Fund, IMF
Rodrigo de Rato assumed offi ce as Managing Director of the International Monetary Fund on June 7, 2004. 
This followed his selection by the Executive Board of the IMF, on May 4, 2004, to serve as Managing Director 
and Chairman of the Executive Board.

Prior to taking up his position at the IMF, Mr. de Rato was Vice President for Economic Affairs and Minister 
of Economy for the Government of Spain, a post to which he was appointed in May 1996. In his capacity as 
Minister of Economy, Mr. de Rato was also Governor for Spain on the Boards of Governors of the IMF, the 
World Bank, the Inter-American Development Bank, the European Investment Bank, and the European Bank 
for Reconstruction and Development. He regularly attended the European Union’s Economics and Finance 
Ministers meetings, and represented the EU at the Group of Seven Finance Ministers meeting in Ottawa, 
Canada, in 2002, when Spain held the EU Presidency. He was also in charge of foreign trade relations for 
the Government of Spain, and represented Spain at the World Trade Organization’s ministerial meetings 
in Seattle, United States, in 1999, in Doha, Qatar, in 2001, and Cancún, Mexico, in 2003. He was a member
of Spain’s parliament from 1982 to 2004.

Mr. de Rato earned a law degree in 1971 from the Universidad Complutense in Madrid, and a Master
of Business Administration from the University of California at Berkeley in 1974. In 2003, he earned a Ph.D. 
in Economics from the Universidad Complutense.

Mr. de Rato is the ninth Managing Director of the IMF. He directly succeeded Horst Köhler, who resigned 
from the IMF on March 4, 2004. Previous Managing Directors were Camille Gutt (Belgium, 1946-1951), 
Ivar Rooth (Sweden, 1951-1956), Per Jacobsson (Sweden, 1956-1963), Pierre-Paul Schweitzer (France, 1963-1973),
H. Johannes Witteveen (Netherlands, 1973-1978), Jacques de Larosière (France, 1978-1987),
and Michel Camdessus (France, 1987-2000).

Mr. de Rato, a Spanish national, was born in Madrid, Spain on March 18, 1949.
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REDDY Yaga Venugopal
Governor
Reserve Bank of India

Dr. Reddy is Governor, Reserve Bank of India since September 2003. He is also Alternate Governor
of the International Monetary Fund. He earned his M.A. from Madras University and Ph.D from
Osmania University. He holds a Diploma in Economic Planning from I.S.S., Netherlands. He was awarded 
Doctor of Letters (Honoris Causa) by Sri Ventakeswara University, Tirupati. His academic distinctions include 
being a Visiting Professor at the Osmania University, Hyderabad, Visiting Faculty at the Administrative 
Staff College of India and Visiting Fellow, International Relations Department, London School of Economics
and Political Science, London.

Prior to his current assignment, he was the Executive Director for India, Sri Lanka, Bangaladesh and Bhutan 
at the International Monetary Fund. He has held several positions in the Government of Andhra Pradesh 
including Principal Secretary/Secretary, Finance, Planning and Public Enterprise Departments, Collector 
and District Magistrate and Deputy Secretary. He was Secretary, Ministry of Finance and Additional 
Secretary in the Ministry of Commerce with the Government of India. Dr. Reddy also was the Adviser to
Executive Director at the World Bank. He joined the Reserve Bank of India as Deputy Governor in
September 1996 where his responsibilities included Monetary Policy Public Debt, Exchange Rate and External 
Investments, Economic Analysis and Policy and Government Accounts.

He is associated with various policy related committees and is the Chairman of the Standing Committee 
on International Standards and Codes and is a Member of the National Statistical Commission. He has 
delivered speeches/presented papers on invitation at several international fora including Stanford, Harvard, 
Northwestern and Sydney universities. He has participated in initiatives on International Financial Architecture 
in G33, G24, G20 and Financial Stability Forum. Dr. Reddy has been associated with International Monetary 
Fund in different capacities since 1996 as leader of the RBI team in Article IV Consultation and other matters 
related to IMF.

He has to his credit various publications and books which include, “Monetary and fi nancial sector reforms 
in India: A central banker’s perspective”, UBSPD (2000), “Lectures in economic and fi nancial sector reforms 
in India”, Oxford University Press (2002), Co-Editor, “Macroeconomics and monetary policy: Issues for a 
reforming economy” Oxford University Press (2002) and “Economic policy in India: Managing change”
UBSPD (2003).

Emerging Markets, a publication of the Euromoney Institutional Investor Plc has named Dr. Reddy as
“Best Central Bank Governor of the Year for Asia”. The issues considered for nominations to the award include 
“strong track record, ability to turn around world situations and the ability to make a mark on their country”.
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STRAUSS-KAHN Marc-Olivier
Director General of Economics and International Relations
Banque de France

Marc-Olivier Strauss-Kahn is currently Director general in charge of Economics and International at the 
Banque de France.

His responsibilities include all activities related to:
• statistics (real, monetary, fi nancial, balance of payments);
• business surveys, economic analysis, research and publication;
• European and international relations, international training and representation abroad.

He has participated or is still a member of various committees:
• at the European level, the Monetary Committee and then the Economic and Financial Committee in Brussels 
or the International Relations Committee of the ESCB;
• at the International level, as the French Alternate at the BIS Board or occasionally as deputy at the 
International Monetary and Financial Committee and at the G10 and the G20;
• the SUERF council (European Money and Finance Forum);
• Board of Directors of the International Journal of Central Banking.

He is Vice President of the “Fondation Banque de France”.

He has published various articles, in English or French, notably on monetary demand at the French and 
European level, and taught international economics in various context : Joint Vienna Institute, Latin America, 
French University (Paris X) or institutes (ENA, HEC).

TRICHET Jean-Claude
President
European Central Bank

Born in Lyon, Jean-Claude Trichet is an « Inspecteur général des Finances » and « Ingénieur civil des Mines ». 
He is a graduate of the École nationale supérieure des Mines de Nancy, of the Institut d’études politiques de Paris 
and of the University of Paris in Economics. He worked in the competitive sector from 1966 to 1968. He was 
admitted to the École nationale d’administration in 1969 and appointed to the « Inspection générale des Finances » 
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Productivity, competitiveness and globalisation:
The Banque de France’s international symposium

The Banque de France’s biennial symposium, 
which took place in Paris on 4 November 2005, was 
devoted to the topic “Productivity, competitiveness 
and globalisation”. Some 20 speakers from
central banks, international organisations, universities 
and the private sector spent the day exchanging 
views on issues related to globalisation. The papers 
presented at the symposium are reproduced in 
this publication. Contributions were also made by 
members of the audience, which included over
50 central bankers (Governors, Deputy Governors
or members of executive boards), around 20 academics 
or members of research institutes and some
30 decision-makers from private companies.

In his introductory address, Christian Noyer, the 
Banque de France Governor, touched on several 
major developments that have occurred over the past 
ten years: an end of the catch-up with US productivity 
levels by European countries and the emergence of 
new players in world trade, which pose questions 
regarding advanced countries’ competitiveness; the 
appearance of new instruments and new categories of 
participants on fi nancial markets, against a backdrop 
of an increase in capital fl ows, raising the issue of 
the stability of the international fi nancial system. 
He pointed to two apparent paradoxes: the widening 
of the US trade defi cit even as trend productivity in 
the United States is accelerating, and the polarisation 
of current account imbalances, with capital fl owing 
mainly to advanced countries.

The fi rst session, which was chaired by
Jean-Claude Trichet, President of the European 
Central Bank, was aimed at setting out the main 
“stylised facts” regarding recent developments in 
productivity and competitiveness. The discussion 
was initiated by Bart van Ark, Professor at the 
University of Groningen and Director at the 
Conference Board, who underscored the fact that 
Europe’s lag refl ected its slower adaptation to new 
production methods as a result of rigidities in product, 
services and labour markets. Lack of fl exibility in the 
economy impedes the emergence of new activities, 
investment in human capital and labour mobility. 
The spread of new information and communication 
technologies (ICTs) to the user sectors is slower 

as a consequence. In response, Daniel Cohen, 
Professor at the École Normale Supérieure-Ulm Paris,
discussed the role of the business cycle in the 
acceleration of US productivity; Christine Cumming, 
First Vice President of the Federal Reserve Bank of
New York, underscored the role of structural 
reforms in the developments in the United States;
and Marc-Olivier Strauss-Kahn, Director General 
Economics and International Relations at the
Banque de France, analysed the relationship between 
the concepts of productivity and competitiveness. 
All of the speakers stressed the importance of the 
implementation of structural reforms in Europe. 
Some of them pointed out, however, that steps had 
already been taken in this direction and that time 
was needed to assess the results.

The second session, chaired by Axel Weber, President 
of the Deutsche Bundesbank, dealt with the impact 
of these developments on the international allocation 
of capital and global imbalances. William White, 
Economic Adviser at the Bank for International 
Settlements, kicked off the discussions with an 
assessment of the sustainability of global imbalances 
and the associated risks of disorderly adjustment. He 
underlined the importance of a co-operative approach 
to these risks in the light of their complexity, the 
interactions they generate and their international 
impact. The fi rst discussant, Patrick Artus,
Chief Economist at Ixis Corporate and Investment Bank,
reviewed the explanations frequently advanced 
for the widening US current account defi cit, while 
Leszek Balcerowicz, President of the Narodowy 
Bank Polski, and Guillermo Ortiz, Governor of the 
Banco de México, examined ways of adjusting global 
imbalances. Various explanations were put forward 
during the session to account for these imbalances:
US household dissaving, the United States’ government
defi cit, inadequate potential output growth in Europe 
and Japan, weak private demand in Asia and the 
fi xed exchange rates of the Asian currencies, which 
foster the accumulation of offi cial reserves. While not 
all the participants agreed on the relative importance 
of each of these factors, they nonetheless concluded 
that the causes of the global imbalances were myriad 
and above all that they cannot continue indefi nitely 
without adjustment.
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The third session, led by Rodrigo de Rato, Managing 
Director of the International Monetary Fund, looked 
at the appropriate economic policy responses 
and the possibility of spontaneous adjustment by 
markets or economic agents. In the absence of one 
single factor that might account for and remedy 
global imbalances, Otmar Issing, Member of the 
Executive Board of the European Central Bank, 
advocated a combination of policies to address 
the above-mentioned developments: stepping-up 
structural reforms in Europe and Japan, adopting 
fl exible exchange rates and encouraging private 
consumption in Asian countries, and stimulating 
saving in the United States in order to reduce 
the country’s defi cits. During the discussion,
Agnès Benassy-Quéré, Deputy-Director at CEPII, 
outlined ways of adjusting savings and exchange 
rates at a global level. Kristin Forbes, Associate 
Professor at MIT, stressed the need for adjustment 
in all regions, to strengthen private savings 
in the United States, investment in emerging 
countries, and growth in Europe via structural 
reforms. Lastly, Yi Gang, Assistant Governor of
the People’s Bank of China, set out the main 
orientations of his country’s economic policy aimed 
at reducing global imbalances: these concerned 
exchange rates, social protection and the legal 
environment for companies.

The fi nal roundtable, on the implications of these 
developments for international fi nancial stability, 
was introduced by Roger Ferguson, Vice Chairman 
of the Board of Governors of the US Federal Reserve 
System and Chairman of the Financial Stability 
Forum, who highlighted four “complications” that 
have accompanied globalisation:

• the emergence of major fi nancial crises in
emerging-market economies;

• a more complex institutional environment, as 
illustrated by the growth in hedge funds;

• the uncertainties surrounding the risk bearers of 
last resort: i.e. reinsurers and households;

• and the emergence of new fi nancial products, 
whose impact in times of crisis is still unknown. 

These issues were then debated by fi ve panellists: 
David Dodge, Governor of the Bank of Canada, explored 
how countries can best protect themselves from 
economic shocks and imbalances; Toshihiko Fukui, 
Governor of the Bank of Japan, analysed international 
capital fl ows and their prudential implications;
Yaga Venugopal Reddy, Governor of the Reserve Bank 
of India, outlined the effects of global imbalances 
on emerging countries and India in particular;
Zeti Akthar Aziz, Governor of the Bank Negara Malaysia, 
drew some conclusions from the fi nancial crisis that 
affected South-East Asia in 1997; and Jacob Frenkel, 
Chairman of the Group of Thirty, set out some markers 
for crisis management in a global context.

During this discussion, the means of preventing and 
managing fi nancial crises were addressed, in particular 
in the light of the Asian crisis of 1997-1998, as was 
the establishment of an appropriate institutional and 
legal framework to enable countries to fully benefi t 
from the globalisation of capital fl ows.

In his concluding remarks, Stanley Fischer, Governor
of the Bank of Israel, pointed out that reforms 
have already been implemented in Europe that 
may eventually lead to a renewed catch-up with
US productivity levels. He also noted that part of the 
market adjustment necessary for the unwinding of global 
imbalances had been achieved with the appreciation 
of the euro over the past few years. Stanley Fischer 
concluded by referring to the possible adjustments to 
these imbalances, outlining three main scenarios:

• an optimistic scenario, in which the sophistication 
of capital markets and the increased fl exibility of 
the world’s economies would result in more orderly 
adjustments on exchange and interest rate markets;

• a more pessimistic scenario, in which an abrupt 
adjustment would bring about a recession in the 
United States and a worldwide economic slowdown;

• a scenario in which there is a protracted transition 
associated with the major structural developments 
currently under way in Asia, where the imbalances 
would persist, albeit less marked, for one or two 
decades before unwinding as a result of mechanisms 
as yet little understood.
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Ladies and Gentlemen,

It is my great pleasure to open this symposium, which 
brings together central bankers and representatives of 
international institutions, prominent academics and 
managers of private banks but also delegates from 
industrialised and emerging economies to discuss a 
subject that is of interest and concern to all.

A large body of theoretical and empirical literature 
has been devoted to the issues of productivity, 
competitiveness and globalisation in response 
to major macroeconomic and fi nancial changes.
The following changes, in particular, may be cited: 
the end of the catch-up with US productivity levels 
by other industrialised countries, the emergence
of new players in the international division of labour 
and world trade and lastly, the considerable increase 
in capital fl ows. The Banque de France has taken part 
in the research on these subjects through its work on 
productivity and offshoring.

This rich body of work may now be summarised and 
the speakers at this symposium will contribute to 
this in the course of three sessions and a round table. 
The fi rst session, chaired by Jean-Claude Trichet, 
President of the European Central Bank, will focus 
on developments in productivity and competitiveness 
and aim to present the main concepts and stylised 
facts in these areas. The second session, chaired 
by Axel Weber, President of the Bundesbank, will 
analyse the impact of these developments on 
international capital allocation and global imbalances. 
The third session, chaired by Rodrigo de Rato, 
Managing Director of the International Monetary 
Fund (IMF), will consider economic policy responses 
and the spontaneous adjustment of markets and 
economic agents. Lastly, the round table, chaired by 
Roger Ferguson, will draw out the consequences in 
terms of international fi nancial stability. Stanley Fischer 
has agreed to take on the diffi cult task of summarising 
this symposium. Stanley, like a few others here, is a 
symbol in himself of the diverse backgrounds of the 
participants in this symposium: he is a former Professor 
at the Massachusetts Institute of Technology (MIT), 

an ex-Deputy Managing Director of the IMF, 
ex-Vice-Chairman of Citigroup and currently Governor 
of the Bank of Israel.

As an introduction, I will touch briefl y on a few of the 
questions raised by each of these sessions.

The fi rst session will consider some of the 
decisive changes in trends in productivity and 
competitiveness that occurred in the 1990s.
First change: as from the mid-1990s, productivity 
growth accelerated in the United States as a result 
of the gains arising from the production and use of 
information and communication technologies (ICT) 
but slowed down in Europe and Japan. For instance, 
over the last ten years, productivity growth in 
Europe has been more than one annual percentage 
point below that of the United States. This gap may 
be ascribed to structural rigidities that are thought 
to have hampered European sectoral specialisation 
and the spread of information technologies, even as 
labour policies designed to help low-skilled workers 
re-enter the job market reduced the measured 
growth of European productivity. 

Bart van Ark, Professor at the University of 
Groningen and Director at the Conference Board, 
will kick off the discussions of the fi rst session. 
Bart van Ark is one of the fi rst academics to have 
described these developments through studies based 
on international comparisons of macroeconomic 
or sectoral data. His research has brought to light 
the importance, in the European lag, of the lower 
gains in total factor productivity in ICT-producing 
sectors, and especially in the services that use these 
technologies. The European countries’ inadequate 
specialisation in ICT-producing sectors limits
the gains that may be expected from the sharp 
drop in the cost of computing power. In addition,
the diffi culties that services using ICT have in 
making full use of these technologies could be 
traced to the structural rigidities of European labour 
and product markets.

Christian Noyer
Governor

Banque de France
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One of the issues raised by this fi rst change is the 
impact of these developments on the competitiveness 
of the mature economies and on capital fl ows. There 
are indeed numerous links between competitiveness 
and productivity. In the short term, relative changes 
in unit labour costs are a component of cost 
competitiveness. In the long term, according to Paul 
Krugman, the concept of the competitiveness of an 
economy merges with that of its productivity: the 
increase in the standard of living in the United States, 
Japan or Europe, which, in keeping with Professor 
Laura d’Andrea Tyson’s defi nition, is the ultimate 
indicator of a country’s competitiveness, has in fact, 
excluding all external factors, tracked developments 
in national productivity over several decades.
In addition, the fl exibility that enables an economy 
to specialise in promising sectors determines both 
developments in its productivity and its competitive 
position: several recent studies show that labour
or product market rigidities may thwart the emergence 
of an ICT-producing sector and limit the use of these 
technologies in the other sectors, which holds back 
productivity growth and the development of exports 
of products that are in high demand.

Second change: the advent of new players in 
international trade of goods and services and 
international division of labour. Of course, this is 
not an unprecedented development –it has occurred 
several times since the Second World War, with Japan 
and also with the newly industrialised Asian countries. 
It has nevertheless taken on a new dimension 
due to the newcomers’ size and competitive edge, 
the liberalisation of capital fl ows and the decrease 
in transport and communication costs. The new 
international division of labour thus affects every 
stage of the production process; it infl uences the 
localisation of added value and raises the question
of the fi nancing of the external imbalances of 
economies that focus on the design and marketing 
of products rather than their manufacture. 

The second session will deal with the impact of trends
in productivity and competitiveness on international 
capital allocation and global imbalances. These 
trends may have contributed to the increase in global 
imbalances refl ected in current account balances, 
and highlight several paradoxes. The fi rst paradox 
is that of the US economy, which combines the 
structural surge in its productivity with a possible 
loss in competitiveness illustrated by the increase 
in its external defi cit. This paradox is perhaps only 

apparent if we consider that the improvement in 
the US’ relative productivity performance is mainly 
in the non-tradable sector and as compared to the 
industrialised rather than the emerging economies. 
In addition, while this pick-up in productivity does 
boost the profi tability of investments, logically,
it goes hand in hand with an excess of investment 
over national savings that calls for increasing foreign 
capital infl ows.

However, the predominant nature of capital infl ows 
to the United States changed at the start of the 2000s, 
switching from purchases of equities and foreign 
direct investment by the private sector to purchases 
of government securities by central banks, which are 
not motivated by the search for increased profi tability. 
This leads us to the second paradox, a twin to the 
fi rst, i.e. fi nancing mature economies expenditure 
with world savings. Does this situation correspond 
to the effi cient allocation of capital and if not
how do we explain it?

More generally, is there any likelihood that a chain 
that hinders balancing mechanisms has been 
established? The foreign exchange intervention 
operations carried out by several central banks 
help to fi nance the US budget and external defi cits.
In the United States, the corresponding maintenance 
of long-term interest rates at a low level fosters the 
US domestic savings-investment imbalance. In the 
Asian countries, and particularly China, the increase 
in trade surpluses and its corollary, the worsening 
of the US imbalance, exerts upward pressure on the 
currencies while swelling foreign exchange reserves 
increase the costs of a large appreciation vis-à-vis the 
US dollar. Does this confi guration correspond to a 
mutually advantageous and sustainable situation? 

In this second session, Bill White, Economic 
Adviser at the Bank for International Settlements, 
will clarify these paradoxes in the light of the work 
carried out by the latter organisation, which makes 
a vital contribution to the analysis and promotion
of macro-fi nancial stability. 

In the third session, which will tackle economic 
policy adjustment and responses to the increase in 
global imbalances, we will examine private and public 
players’ ability to adapt to the current situation.
Can the behaviour of private agents, through a change 
in their savings or the redirection of capital fl ows, 
lead to a spontaneous decrease in global imbalances 
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without engendering destabilising adjustments on 
the fi nancial markets? More specifi cally, can greater 
foreign exchange fl exibility in certain areas, and 
particularly the emerging economies, help to restore 
some balance? In Europe and Japan, we expect an 
increase in potential output following structural 
reforms on fi nancial, product and labour markets. 
Beyond the mechanical effect of a reduction in 
the growth differential, what would be the impact 
on capital fl ows? In the United States, bearing 
in mind the savings behaviour of private agents,
what lever should be used in addition to the
tightening of the policy mix to substantially improve 
the savings-investment balance? Lastly, could 
international institutions play a bigger role in the 
management of global imbalances?

In this third session, Otmar Issing, former Professor 
at the University of Würzburg and Member of the 
Executive Board of the European Central Bank,
will explore the avenues for fi nding a way out
of the current global imbalances notably by
presenting the analyses developed by his institution 
in the areas of fi scal and foreign exchange policy
and structural reform. 

The last session will focus on the consequences 
of these developments for international fi nancial 
stability against the backdrop of the liberalisation, 
the increase in and redirection of capital fl ows. The 
emerging economies have on several occasions borne 
the brunt of erratic capital fl ows. The Asian crisis of 
1997 thus brought to light the risks associated with the 

accelerated liberalisation of short-term capital fl ows, 
particularly where prudential supervision structures 
were inadequate. What is the appropriate global 
fi nancial integration policy for an emerging economy? 
For mature economies, the LTCM –Long-Term
Capital Management– investment fund crisis in 1998 
illustrated not only  the risks of the spill-over of crises 
in emerging areas but also the fragility created by 
the advent of new players and the development of 
fi nancial derivative instruments. This fragility was 
further underscored by the failure of Enron in 2001. 
What are the prudential issues at stake in the recent 
developments in fi nancial markets, particularly
in the greater interdependence of national markets,
the emergence of new instruments and new
categories of economic operators in a context of 
increasing trading volumes? 

To fi nd answers to some of these questions, the last 
session will take the form of a round table bringing 
together speakers from mature economies and 
emerging economies at different stages of integration 
into international trade, be they central bankers 
and/or from the private sector. It will afford an 
opportunity to discuss the consequences of the 
increasing global imbalances on international 
fi nancial stability. Stanley Fischer will then provide 
a summary of the day’s work.

It remains for me, Ladies and Gentlemen, to express 
my wish for this symposium to enable the further 
development and convergence of assessments of the 
current state of affairs and economic policies.
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It is a great pleasure for me to be here at the
Banque de France, a member of this European 
monetary family that we call the Eurosystem, 
alongside so many friends, so many eminent fi gures, 
market professionals, academics and central bankers, 
whose proportion here is extremely impressive. It is 
also a great pleasure to chair this fi rst panel. 

Let me say a few words about productivity and 
competitiveness and in particular, as Christian Noyer 
just mentioned, about the naturally obvious 
comparison between two vast continental economies, 
the euro area and the United States. Since the 1980s, 
as everyone knows, the annual real GDP growth of the 
euro area has been one percentage point below that 
of the United States. It is even more important to note 
that real GDP per capita growth has also been lower 
over this period. The lack of convergence in output 
per capita to US levels refl ects Europe’s less effi cient 
labour markets and the relatively low participation 
rate and average number hours worked. Furthermore, 
since the 1980s, or even since the fi rst oil shock, the 
gap between the US and European unemployment 
rates has widened: the European unemployment 
rate is around 3 percentage points higher than that 
of the United States. Nevertheless, we should not 
underestimate the progress made in Europe in terms of 
labour productivity up to the middle of the 1990s, when 
the catching-up process was observed. Since then, 
the reverse has been true. When we compare hourly 
productivity rates in Europe and the United States,
the turnaround in the trend in the mid-1990s is 
striking. In the 1980s, annual growth in hourly 
productivity was 2.5% in Europe and only 1.3% in 
the United States. There was therefore a positive 
gap in favour of Europe, which was in the process of 
catching up with the lag in labour productivity. But, 
and this is very surprising, over the period 1996-2004,
hourly productivity growth in the United States 
rose from 1.3% to 2.5%, whereas it fell from 2.5% to 
1.3% in Europe, i.e. exactly the same fi gures but the 
opposite way around, which means a ratio of almost 
1 to 4, growing twice as rapidly in the United States 
as in the 1980s and twice as slowly in Europe.

Jean-Claude TRICHET
President

European Central Bank

It is not up to me to provide answers but rather to ask 
certain questions. While I can understand why we 
have observed an acceleration in labour productivity 
in the United States, thanks notably to the work of the 
eminent academics seated at this table, I am however 
far more perplexed as to the spectacular decline in 
productivity gains observed in Europe, despite the 
fact that we live in the same technological world and 
the same global environment. I submit to you and the 
panellists the following conjecture: in an environment 
changing very rapidly due to globalisation and 
scientifi c and technological progress, in particular 
in the information and communication technology 
sector, the opportunity cost of a relative infl exibility 
of markets in general and the labour market in 
particular is becoming much more important than 
in the past. Perhaps this avenue could be explored 
in order to understand this development, which is
a priori surprising and, from the point of view of the 
euro area, extremely regrettable.

This brings us to considerations about competitiveness, 
which is part of the question that this panel will be 
debating. Irrespective of other very important if not 
decisive factors for competitiveness, I will simply 
focus on unit labour costs. It has been surprising to 
note in the euro area that, even in a single currency 
area, even without any possibility of adjusting the 
exchange rate or interest rates, the fl exibility of 
relative prices of the different unit production costs 
and that of the real economy is far greater than could 
have been expected. There are differences in unit 
production cost trends, due to both nominal wages 
and salaries and productivity gains, which, over 
the past six years, are greater than 20% in the case 
of the largest. We therefore naturally recommend 
that particular attention be paid to these costs.
Two conclusions can be drawn from this observation.

First, the good news: in single currency areas, 
the fl exibility may be much greater than we 
originally thought. In such areas, it is possible to 
catch up on competitiveness, or to change relative 
competitiveness.
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Second, we should naturally remain vigilant: unit 
production cost trends must be closely monitored. 
These are key indicators in a single currency area,
which will certainly not surprise any of the governors 
who attend the meetings of the ECB’s Governing 
Council or the Executive Board. Many of them

had said before joining the euro area: we are 
entering an area where there are no more exchange 
rate indicators, where there are no more interest 
rate indicators but that does not mean that we do 
not have to pay close attention to other indicators,
and in particular competitiveness indicators.
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During the second half of the 1990s the comparative 
growth performance of Europe vis-à-vis the 
United States (US) has undergone a marked change. 
For the fi rst time since World War II labour productivity 
growth in most countries that are now part of the 
European Union (EU) fell behind the US for a 
considerable length of time. Until the beginning of 
the 1970s rapid labour productivity growth in the EU 
went together with a catching-up in terms of GDP per 
capita levels on the US. A fi rst break in this pattern 
occurred in the mid 1970s. While catching-up in 
terms of labour productivity continued, the gap in 
GDP per capita levels between the EU and the US did 
not narrow any further after 1975 (see chart 1). This 
differential performance refl ects the slowdown in the 
growth of labour input in Europe, which was related 
to increased unemployment, a decline in the labour 
force participation rates and a fall in average working 
hours. The second break, which is the focus of this 
paper, occurred in the mid 1990s when the catching up 
in terms of  labour productivity also came to a standstill 
once the average EU level reached the US level. In 
fact a new productivity gap opened up since 1995. 
Whereas average annual labour productivity growth 
in the US accelerated from 1.1% during the period 
1987-1995 to 2.5% during 1995-2004, EU productivity 
growth declined from 2.1% to 1.4%.1

The urgency of the “European” problem is underlined 
by the rapid improvements in economic performance 
of countries in Central and Eastern Europe and Asia. 
Average labour productivity in the new EU member 
states increased at 4.2% from 1995-2004. In China and 
India, GDP per person employed (i.e. not corrected 
for changes in working hours) was 3.9% and 6.1% 
respectively from 1995-2004.

Europe’s productivity gap: 
Catching up or getting stuck?

Bart van ARK
Professor

University of Groningen and The Conference Board Europe

The striking acceleration in US output and productivity 
growth in the mid 1990s has been much discussed in 
the literature. A consensus has emerged that faster 
growth can at least in part be traced to the effects of 
the information and communication technology (ICT) 
revolution (Oliner and Sichel 2000, 2002; Jorgenson and 
Stiroh 2000; Jorgenson, Ho and Stiroh, 2003), which in 
turn has depended on a surge in ICT investment, strong 
productivity effects from ICT-producing industries and 
a more productive use of ICT in the rest of the economy. 
In addition the US economy has also benefi ted from 
a greater fl exibility of markets in allocating resources 
to their most productive uses. This is partly realised 
through the labour market, as the substitution of 
low-skilled for high-skilled labour has proceeded 
more smoothly and the restructuring of the economy 

NB: This paper is largely based on earlier work, including van Ark (2005) , O’Mahony and van Ark (2003), McGuckin and van Ark (2005a), Timmer and van Ark (2005) and van Ark and 
Inklaar (2005).

1 Business cycles in the US and the EU are not completely synchronised. However, the divergent trend growth rates are clear. 

Chart 1  GDP, GDP per capita
and GDP per hour, 1960-2005
(EU-15 as % of the US)
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was not hindered. It has also been realised through 
product markets, in particular through the creation 
of new opportunities for productive applications of 
ICT mainly in service industries and service-related 
activities in manufacturing. Finally, the combination 
of reforms and adoption of new technologies has 
supported creativity of fi rms and entrepreneurs to 
develop new products and services and to reshape 
the organisational and production processes by which 
these are brought to the market.

Unfortunately there is much less consensus on the 
causes of the slowdown in Europe. Indeed the reasons 
for the limited impact of technology, innovation and 
structural reforms on economic growth in Europe are 
still poorly understood. The urgency to better grasp 
the causes of the problems is underlined in the recent 
review by the Kok Commission of the Lisbon agenda 
for reform in Europe, which aims to improve Europe’s 
competitiveness (European Commission, 2004). 
Indeed, the Kok report strongly argues for a revival 
of productivity growth in Europe, in particular in the 
light of demographic trends towards a smaller labour 
force relative to the total population in Europe.

At the same time, however, there is also considerable 
diversity in terms of both productivity growth as well 
as comparative levels between European countries. 
Comparative growth rates of labour productivity 
between 1995 and 2004 differ between 0 per cent (for 
Spain) and 4.7 per cent (for Ireland). And there is a 
variation of plus 28 percentage points (for Belgium) 
and minus 49 per cent (for Portugal) in terms of each 
country’s productivity level relative to the US in 2004. 
Hence although there are also some common traces 
to the European growth problem, one cannot simply 
treat the European area as homogeneous.

The cross-regional diversity in productivity 
performance cannot be fully understood without 
adopting an industry perspective to output, input and 
productivity performance. Thus there is a need to go 
beneath the aggregate numbers to ascertain to what 
extent variations across countries are largely explained 
by differences in industry structure. In addition it 
needs to be considered whether these features are 
common to all or just a subset of EU countries.

This paper argues that the European slowdown 
in growth is a refl ection of an adjustment process 
towards a new industrial structure, which has 
developed more slowly in the EU than in the US. 

Rapid diffusion of new technology will facilitate 
the adjustment process in the future. However, an 
institutional environment that slows down change 
may hold up the structural adjustment process in 
Europe and inhibit the reallocation of resources to 
their most productive uses. The European economic 
environment creates too little room for good fi rms to 
excel and for failing fi rms to exit the market so as to 
free up resources for the much-needed transition. 

This paper begins with a brief review of the aggregate 
estimates of productivity and per capita income in 
order to identify the extent to which labour market 
developments rather than productivity has impacted 
the comparative performance of the EU relative 
to other regions and countries (Section 2). I then 
proceed to examine the comparative productivity 
performance of the EU and the US from the 
perspective of the contributions of the main growth 
drivers, which are ICT and “other” capital deepening 
and total factor productivity (TFP) (Section 3). Next 
I approach the differential labour productivity growth 
performance from a sectoral perspective (Section 4). 
I fi rst look at the comparative growth performance 
of the EU manufacturing sector in global perspective. 
Then I discuss the key role for market services in 
understanding Europe’s underperformance relative to 
the United States. In the fi nal section, I focus on the 
question whether the European Union should change 
or intensify its strategies to revive productivity growth 
(Section 5). I argue that policy mechanisms, such as 
macroeconomic management, existing innovation 
and reform policies and some horizontal policy 
measures (in particular education policies) should 
be reconsidered for their effects on the allocation of 
resources and their effects on productivity at industry 
and aggregate levels of the economy. 

1| Comparative productivity
and labour market 
performance

Table 1 shows the growth rates of per capita income 
(measured as GDP per capita) and labour productivity 
(measured as GDP per hour worked) for major regions 
in the world economy with a breakdown to individual 
European countries. The table shows a large variation 
in per capita income and productivity growth rates 
in European countries. Within the “old” EU-15, the 
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variation of productivity growth is between 0% (for 
Spain) and 4.7% (for Ireland) between 1995 and 2004. 
Productivity growth in the new member states is 
higher but also varies much between -0.4% (Malta) 
and 11.5% (Lithuania) from 1995-2004. 

On average EU labour productivity growth is not only 
slower than in the US, but also compared to Japan 
and other OECD countries (not shown in the table), 
in terms of GDP per capita growth, the differences are 
not as big. Between 1995 and 2004 EU-25 per capita 
income growth was only slightly lower than in the 
US and substantially higher than in Japan. Compared 
to China and India, all countries except the Baltic 

Table 1  Growth rates of per capita income and labor productivity growth, 1987-2004

GDP per capita GDP per hour worked

1987-1995 1995-2004 of which 2000-2004 1987-1995 1995-2004 of which 2000-2004

EU-15 (a) 1.8 2.0 1.3 2.3 1.4 1.1
Austria 2.1 2.0 1.0 2.3 2.4 1.3
Belgium 2.1 1.9 1.2 2.3 1.6 1.3
Denmark 1.3 1.7 1.1 2.1 1.7 1.9
Finland 0.3 3.4 2.1 2.8 2.5 2.2
France 1.5 1.8 1.2 1.9 1.8 1.9
Germany 1.8 1.2 0.5 3.1 1.9 1.3
Greece 1.2 3.6 4.0 0.8 2.7 2.8
Ireland 5.1 6.6 4.0 4.0 4.7 3.5
Italy 1.8 1.3 0.8 2.0 0.4 -0.2
Luxembourg 3.9 3.7 1.5 2.6 2.0 1.2
Netherlands 2.0 1.7 0.0 1.6 0.4 0.4
Portugal 3.1 2.0 0.0 2.8 1.4 0.3
Spain 2.5 3.2 2.6 2.1 0.0 0.2
Sweden 0.6 2.5 1.8 1.4 2.4 2.4
United Kingdom 1.7 2.5 2.0 2.1 2.0 2.0
EU-10, new (b) – 3.9 3.6 – 4.2 4.5
Cyprus – 2.8 2.4 – 2.0 1.4
Czech Republic – 2.3 3.2 – 3.2 4.4
Estonia – 6.6 7.0 – 7.1 6.6
Hungary – 4.1 3.9 – 2.7 3.2
Latvia – 7.3 8.4 – 6.1 7.3
Lithuania – 5.9 7.7 – 7.6 11.5
Malta – 2.3 -0.4 – 2.1 -0.4
Poland – 4.1 2.9 – 4.8 4.3
Slovakia – 4.0 4.5 – 4.2 4.6
Slovenia – 3.8 3.3 – 3.1 2.8
EU-25, enlarged (c) – 2.1 1.5 – 1.8 1.6
United States 1.5 2.3 1.6 1.1 2.5 2.9
Japan 2.6 1.0 0.9 2.8 2.1 1.9
Mexico (d) 0.4 2.2 -0.5 0.6 0.3 0.9
India (d) 3.9 4.5 5.2 3.7 3.9 3.1
China (d) 5.7 6.6 7.7 4.7 6.1 6.8

(a) Referring to membership of the European Union until 30 April 2004.
(b) Referring to new membership of the European Union as of 1 May 2004.
(c) Referring to all members of the European Union as of 1 May 2004 (see Table 2).
(d) Productivity in China is in term of GDP per person employed.

Sources: TCB/GGDC Total Economy Database (www.ggdc.net/dseries), based on OECD National Accounts and Labour Force Statistics.

states fall short. But it should be stressed that the 
absolute income levels in these two Asian countries 
are substantially below those of the advanced nations, 
suggesting a large “catch-up” bonus which is still to 
be realised (see Table 2).

GDP per capita growth is driven by an increased 
input of labour and/or labour productivity growth. 
Indeed one can simply show that the difference in 
the growth rates of average per capita income and 
labour productivity can be accounted for by changes 
in a range of labour market and population indicators 
(see van Ark and McGuckin, 1999; McGuckin and 
van Ark, 2005a). First, the growth in income per head 
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of the population (∆O/P) is a function of the change 
in labour productivity (∆O/H) and labour intensity, 
expressed as the number of working hours per head 
on the population (∆H/P):

 ∆O/P = ∆O/H x ∆H/P (1)

The change in working hours per person can be 
decomposed into the change in hours worked per 
person employed (∆H/E) and the change in the share 
of employment in the total population (∆E/P):2

 ∆H/P = ∆H/E x ∆E/P (2)

Table 2 shows the breakdown of per capita income 
into labour market indicators and productivity from 
the perspective of comparative levels of European 
countries relative to the United States for 2004. The 
estimates are converted on the basis of purchasing 
power parities, which take account of differences in 
relative price levels across countries. In addition to 
Europe, comparative estimates are also shown for 
Japan, Mexico, China and India.

Table 2  Labour productivity and income: Differences in ranking, 2004

Productivity (per hour) Effect of 
working 

hours

Productivity (per worker) Effect of 
employment/ 

pop. ratio

Per capita income

US dollars % US US dollars % US US dollars % US

EU-15 (a) 40.51 91 -13 63,311 78 -6 27,666 72
Luxembourg 56.84 128 -24 83,959 104 37 53,993 141
France 50.08 113 -24 72,065 89 -14 28,956 76
Belgium 48.12 109 -13 76,890 95 -18 29,826 78
Ireland 46.26 104 -10 76,274 95 -3 35,021 91
Netherlands 44.48 100 -26 60,278 75 3 29,766 78
Austria 43.81 99 -17 65,646 81 -2 30,466 79
Germany 43.22 97 -20 62,349 77 -7 27,076 71
Denmark 41.65 94 -17 62,364 77 3 30,746 80
Finland 39.60 89 -8 65,414 81 -4 29,545 77
United Kingdom. 39.28 89 -10 63,676 79 -1 29,935 78
Italy 39.27 89 -11 62,930 78 -8 26,714 70
Sweden 39.24 88 -12 61,789 77 0 29,517 77
Spain 32.59 73 -1 58,583 73 -8 24,763 65
Greece 28.14 63 3 53,978 67 -11 21,326 56
Portugal 22.53 51 -3 38,715 48 1 18,909 49
EU-10, new (b) 18.18 41 3 35,729 44 -8 13,817 36
Malta 26.76 60 4 52,124 65 -17 18,105 47
Slovenia 25.65 58 5 50,812 63 -9 20,592 54
Cyprus 22.72 51 8 47,836 59 -8 19,814 52
Hungary 22.46 51 0 40,563 50 -10 15,589 41
Czech Republic 20.55 46 3 39,430 49 -2 18,027 47
Slovakia 17.62 40 3 34,508 43 -7 13,805 36
Poland 17.16 39 3 34,029 42 -10 12,169 32
Lithuania 13.57 31 6 29,402 36 -6 11,779 31
Estonia 13.12 30 4 26,895 33 -3 11,521 30
Latvia 10.99 25 4 23,593 29 0 11,172 29
EU-25, enlarged (c) 36.51 82 -9 59,236 73 -7 25,397 66
United States 44.34 100 0 80,660 100 0 38,345 100
Japan 32.74 74 -3 57,263 71 3 28,460 74
Mexico 13.46 30 5 28,400 35 -10 9,598 25
India (d) (2003) 9 -2 7
China (d) (2003) 14 2 15

(a) Referring to membership of the European Union until 30 April 2004 (see Table 1).
(b) Referring to new membership of the European Union as of 1 May 2004 (see Table 1).
(c) Referring to all members of the European Union as of 1 May 2004 (see Table 1).
(d) No productivity (per hour) available. Output converted to USD at 1990 GK PPPs. Figures refer to 2003.
Sources: TCB/GGDC Total Economy Database (www.ggdc.net/dseries), based on OECD National Accounts and Labour Force Statistics, with 
GDP converted to USD at 2002 EKS PPPs.

2 The change in the employment/population ratio (E/P) can be further broken down into the number of persons employed relative to the total labour force (i.e., employed persons 
plus registered unemployed persons) (E/L), the ratio of the labour force to all persons aged 15 to 64 (i.e., the working age population) (L/P1564) and the share of the working age 
population in the total population (P1564/P): ∆E/P = ∆E/L * ∆L/P1564 * ∆P1564/P (see van Ark and McGuckin, 1999; McGuckin and van Ark, 2005a)
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It is clear from Table 2 that the comparative levels of 
labour productivity in the “old” EU-15 countries were 
substantially higher relative to the United States
than the relative per capita income levels. This is 
mainly due to the substantially lower number of 
working hours per employed person and, in addition, 
to a lower ratio of employed persons relative to the 
total population.

The relative high levels of labour productivity in 
Europe have been pointed at by various scholars 
as an indication of a “European model” that deals 
differently with the trade-off between labour intensity 
and productivity than the US model. According to, 
for example, Blanchard (2004) and Gordon (2004) 
the European preference for more leisure would 
be offset against a lower level of per capita income. 
Moreover, Gordon argues that a signifi cant portion of 
higher American GDP per capita is required to create 
decent living conditions in a much harsher natural 
environment (requiring a greater use of energy for 
heating and air-conditioning), to fi ght crime and to 
travel longer distances across huge metropolitan 
areas. Prescott (2004) argues that tax systems explain 
most of the differences in labour supply between 
Europe and the United States making work more 
costly relative to leisure. Alesina et al. (2005) explain 
Europe’s preference for leisure through the effect 
of worksharing agreements in declining industries, 
which have not created more employment but have 
increased returns to longer vacations leisure through 
a social multiplier effect.

While there may be some truth in all these 
arguments, one should be cautious not to speak 
too easily of one “European model” for the labour 
market. Firstly, Table 2 shows large differences in 
the effects of working hours and participation on 
per capita income. For example, participation 
effects are much more negative in Belgium, France 
and Greece than in Denmark, the Netherlands 
and Sweden. In contrast, average working hours 
are much higher in the Southern European states 
than, for example, in France, Luxembourg and 
the Netherlands. Secondly, Sapir (2005) clearly 
indicates that Europe may be characterized by at 
least four social models, distinguished by region 
(Nordic, Anglo-Saxon, Continental European and 
Mediterranean). Thirdly, and in line with Table 2 
and Sapir’s observations, European countries have 
made progress to different degrees in terms of raising 
labour participation substantially during the 1990s.

In reality, slow productivity growth due to increased 
participation is primarily a short term phenomenon. 
For example, in an extensive empirical study for 
almost all OECD countries, McGuckin and van Ark 
(2005b) fi nd that the negative productivity response 
elasticity to a 1% rise in participation is less than 0.3 
and peters out in less than fi ve years. A too strong 
focus on the “trade-off” issue can easily lead to the 
mistaken view that this is a predetermined reality 
for Europe in the coming decades. The main source 
of productivity differentials between countries 
in the longer run, however, is not due to a lack in 
terms of work effort but primarily because of an 
underperformance of capital and technology, which 
is the focus of the next section.

2| The differential in sources
of growth between Europe
and the US

Labour productivity growth can be decomposed 
into the contributions of capital and technology 
using a growth accounting framework (Solow 1957,
Jorgenson 1995). Although such decompositions are 
only possible on the basis of certain assumptions, 
cost-minimizing producers, competitive factor 
markets, well-measured inputs and output, and 
constant returns to scale (which are unlikely to be 
fully satisfi ed), it provides a simple and consistent 
method which can be used as a starting point to 
identify the contributions of the sources of growth.

In the decomposition below, we focus explicitly on 
the contributions of information and communication 
technology (ICT) to productivity. As a general 
purpose technology, ICT may be expected to have 
a long-lasting effect on productivity growth, and it 
may therefore be a possible source of productivity 
differentials between countries in the longer run. 
The contribution of ICT to productivity can be 
traced through three transmission channels, namely 
through investment in ICT, the production of ICT, 
and possible “spillovers” from the use of ICT. In a 
neo-classical framework, the contribution from 
ICT investment is well defi ned: fi rms will invest in 
ICT up to the point where further output gains are 
equal to the marginal cost of the investment. This 
way the contribution from growth in ICT capital
per hour worked to labour productivity growth can 
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be identifi ed. Total factor productivity (TFP) growth 
in ICT producing industries will quite naturally 
contribute to aggregate TFP growth and hence labour 
productivity growth. The fi nal channel, which is 
TFP growth due to ICT use, is the hardest to identify 
separately and it also raises some conceptual issues. 
The underlying idea of spillovers from ICT, is that 
ICT enables new organizational models and other 
innovations in the production process, as well as the 
production of new goods and services. So although 
new ICT investment goods are standard products, they 
make it possible for fi rms to innovate and accumulate 
fi rm-specifi c capital (see e.g. Brynjolfsson and Hitt, 
2000 and OECD, 2004). Insofar as these innovations 
yield additional output gains, they may show up as 
additional total factor productivity growth in ICT 
using industries and may be labelled as “spillovers”.

Gross domestic product (Y) is produced from 
aggregate factor inputs X, consisting of ICT capital 
services (KICT), non-ICT capital services (KN) and 
labour services (L). Total factor productivity (A) is 
represented as a Hicks-neutral augmentation of the 
aggregate inputs. The aggregate production function 
has the following format:

 Y = AX (L, KN, KICT) (3)

Under the assumption of cost-minimizing producers, 
competitive factor markets and constant returns to scale, 
total factor productivity growth is derived as the growth 
of output minus a share weighted growth of inputs: 

∆ln A = ∆ln Y – vL∆ln L – vN∆ln KN – vICT∆ln KICT  (4)

where ∆ refers to fi rst differences  and v ’s denote 
the two-period average shares in total factor 
income and because of constant returns to scale: 
vL + vN + vICT = 1 . By rearranging equation (4) 
average labour productivity growth, defi ned as 
y = Y/L, can be decomposed into the ratio of capital 
services to hours worked, k = K/L, and TFP growth. 
Another useful distinction can be made between 
TFP growth originating in manufacturing industries 
producing ICT goods (Aprod) and that from other 
industries, “other” TFP (Aother)

∆ln y = vN∆ln kN + vICT∆ln kICT + ∆ln Aprod + ∆ln Aother  (5)

The estimates on the comparative growth 
performance of the EU-15 and the US presented 
here are an update to 2001-2004 from earlier work 
by Timmer and van Ark (2005). Data on investment, 
GDP and labour compensation are typically derived 
from national accounts. However, substantial 
additional work was required to construct separate 
investment time series for three ICT assets (offi ce and 
computing equipment, communication equipment, 
and software) as well as three non-ICT assets
(non-ICT equipment, transport equipment and
non-residential structures). The resulting real 
investment series are used to derive capital service 
growth rates which, in combination with growth 
rates on total hours by employees (mainly obtained 
from labour force surveys), give the growth of capital 
services per hour worked. The contribution of each 
capital asset to growth was estimated using the 
share of capital compensation of each asset in total 
GDP as weights. Aggregate total factor productivity 
growth (TFP) was derived as a residual from labour 
productivity growth minus the contribution of capital 
deepening to GDP growth. To obtain separate TFP 
estimates for ICT-producing industries from “other” 
TFP, we assume that TFP growth rates for each
of the three ICT-industries (offi ce, accounting and 
computing equipment, communication equipment 
and electronic components manufacturing) in 
the US also apply to the European countries.3

To measure the ICT industry contributions to total 
factor productivity growth, Domar weights for the 
individual countries were used.4

Table 3 presents the results for the EU-15 and the 
US for the periods 1987-1995, 1995-2000 and (the 
updated period) 2000-2004. The table shows a 
decomposition of labour productivity growth into 
the effects of ICT capital deepening and TFP growth 
from ICT-producing industries, and two other sources 
of growth, namely non-ICT capital deepening and 
TFP growth other than that from ICT production. 
Our main fi ndings are that the EU-15 as a whole 
has been lagging behind the US in terms of ICT 
capital deepening throughout all periods. Both the 
EU-15 and the US show a strong acceleration of ICT 
capital deepening during the late 1990s. However, 
this investment boom was mostly transitory, with 
ICT capital deepening returning to pre-1995 levels 
after 2000 in both the EU-15 and the US. However, 

3 Of course one would ideally use capital service measures at the industry level for individual European countries. To date such detailed TFP estimates are only available for the US and 
a few European countries. We use these more detailed estimates in Section 4.

4 The Domar weight of an industry is defi ned as the industry’s gross output divided by aggregate value added. In general, these weights sum to more than one.
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since 2000 US labour productivity accelerated further, 
while the EU-15 suffered additional slowdown. This 
divergence between Europe and America mainly 
relates to TFP growth outside the ICT producing sector. 
In Europe, TFP growth in outside ICT-production was 
effectively zero after 2000, while in the US “other” 
TFP growth added almost 1.5 percentage point to 
labour productivity growth.5

On the basis of this evidence, it may be hypothesized 
that the faster growth and acceleration in “other” TFP 
in the United States may be due to a greater degree 
of spillovers created by the use of ICT. However, one 
has to be very cautious in interpreting this evidence. 
Firstly, there is no strong statistical evidence about a 
positive relationship between ICT capital deepening 
and “other” TFP (Stiroh, 2002; van Ark and Inklaar, 
2005). Secondly, there are many more differences 
that affect TFP growth differences between countries 
such as, for example, differences in market structure 
and fl exibility of product, labour and capital 
markets between countries.6 Thirdly, without TFP 
growth estimates for individual industries there is 
no good way of identifying such spillovers, as the 
aggregate TFP residual may include a whole range of 
unmeasured contributions (or detractions) to output 

growth which are diffi cult to distinguish at aggregate 
level. Hence the next section of this paper focuses on 
industry estimates of productivity growth.

3| An industry perspective 
 on productivity growth

In this section we look at productivity performance 
from an industry perspective. Although many of the 
policy issues related to the slowdown of productivity 
growth in Europe are more of a generic nature rather 
than industry specifi c, the sector perspective is useful 
for several reasons. Firstly, it is important to pinpoint 
in which industries or industry groups the slowdown 
occurs and to examine whether it is confi ned to a few 
sectors or whether it is more widespread. Secondly, 
under the infl uence from both intra-EU economic 
integration and the on-going globalisation of product 
markets and factor markets, the industry structure is 
under continuous pressure from competitive forces. 
It is important to establish how these changes have 
affected the overall performance of the economy. 
Finally, the opportunities for new technological 
applications may have very different implications 
for industries. Indeed the absorptive capacity for 
ICT differs highly across industries, and has very 
different impacts on output, employment and 
productivity performance. 

For an analysis of productivity growth in Europe 
and the US at industry level, the GGDC developed 
a database which contains information on value 
added and employment by industry (see van Ark 
et al., 2003a; O’Mahony and van Ark, 2003). This 
so-called “60-industry database” has been updated to 
the year 2003.7 On the basis of this dataset, measures 
of labour productivity growth and the contribution of 
individual industries to aggregate productivity growth 
can be calculated. These contributions are calculated 
using a shift-share approach. Table 4 summarizes 
the contributions of three major industry groups 
(ICT-producing industries, other producing industries 
and other market services) and a reallocation effect 

5 Estimates for individual countries can be obtained from http://www.ggdc.net/dseries/growth-accounting.html. Although there is much variation in TFP not related to ICT, the trend 
is generally downwards with the exception of Sweden and the United Kingdom. 

6 See, for example, Hall (1988) and Roeger (1995).
7 The updated measures will be released on the GGDC website (www.ggdc.net/dseries/60_Industry.shtml) in November 2005. The main source of this database is the new OECD 

STAN Database of national accounts, but greater industry detail is provided through the use of industry surveys and censuses. As discussed above, we ultimately would like to have 
estimates of TFP growth for individual industries, in addition to the aggregate fi gures presented above. Only then it is possible to see which industries are heavy ICT investors and 
whether these industries have higher TFP growth. This can help determine whether ICT spillovers are an important source of growth differences between Europe and the United States. 
At this moment such estimates are only available for four major European countries (France, Germany, the Netherlands, the United Kingdom) and the United States. See also below 
(Table 8) and Inklaar et al. (2005) and van Ark and Inklaar (2005).

Table 3  Sources of labour productivity growth 
in the EU-15 and US, 1987-2004

1987-1995 1995-2000 2000-2004

European Union-15
Aggregate labour 
productivity growth 2.3 1.8 1.1
of which:
ICT capital deepening 0.4 0.6 0.3
Non-ICT capital deepening 0.8 0.4 0.5
ICT-production TFP 0.2 0.4 0.2
Other TFP 0.9 0.4 0.0
United States
Aggregate labour 
productivity growth 1.2 2.3 2.8
of which:
ICT capital deepening 0.5 1.0 0.6
Non-ICT capital deepening 0.1 0.2 0.5
ICT-production TFP 0.4 0.7 0.3
Other TFP 0.2 0.4 1.4

Source: van Ark and Inklaar (2005)
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to labour productivity growth in the market sector
of the economy.8

Table 4 shows that differences in the performance 
of ICT-producing industries (which include 
ICT-producing manufacturing and services industries) 
explain part of the aggregate productivity growth 
differential between Europe and the US.

The larger contribution from ICT production in 
the US is primarily due to the greater share of ICT 
producing industries in US value added (the “between 
industry” effect). Although productivity growth rates for 
ICT producing industries (the “within industry” effect) 
are roughly the same between the EU-15 and the US, 
12.6 per cent of US value added in the market economy 
consists of ICT production, including IT hardware, 
communication equipment, telecommunications and 
computer services (including software), compared to 
5.3 per cent in the EU-15. This equals 2.7 per cent 
and 1.5 per cent of value added in the manufacturing 
sector of the US and the EU-15 respectively.

There is no role for other production industries, 
which mainly includes manufacturing (excluding 
ICT production), in explaining the aggregate growth 
differential. Instead, most of the labour productivity 
acceleration in the US can be traced to faster 

productivity growth in other market services. This 
difference has become even more striking since 2000: 
the contribution of other market services to labour 
productivity growth almost disappeared in the EU-15 
whereas it accelerated further in the US.

For manufacturing, Europe should look towards
the East

When focusing on manufacturing, however, it is not 
suffi ciently informative to focus the comparison 
only on Europe versus the United States. Table 5 
looks at comparative productivity performance in 
aggregate manufacturing for the EU-15, Japan and the 
United States, and the new EU-10 member states, India 
and China from 1987-1995 and from 1995-2003. The 
fi gures show a clear dichotomy between the advanced 
and the emerging economies. The EU-15, Japan and 
the United States show productivity growth rates of 
between 3 and 4 per cent (although the US shows a 
strong acceleration after 1995) and the new EU-10 
countries, India and China which all show productivity  
of between 6 and 8 per cent. Hence it is not only wage 
competition but also “productivity competition” that 
the advanced countries are faced with.

Table 6 compares relative levels of manufacturing 
productivity for the same three advanced and three 
emerging economies as in Table 5. The table shows 
that productivity levels in the emerging economies 
are considerably lower than in the advanced 
economies: the three new EU member states in 
Central & Eastern Europe perform at about 20 per cent 
of the US manufacturing productivity level which 
equals 26 per cent of the EU-15 productivity level. 

Table 4  Industry contributions to market 
economy labour productivity growth, 1987-2003

1987-1995 1995-2000 2000-2003

European Union-15
Market economy labour 
productivity growth 2.7 2.2 1.1
of which:
ICT production (a) 0.5 0.8 0.5
Production industries (b) 1.3 0.8 0.6
Market services (b) 0.8 0.6 0.1
Reallocation 0.2 0.0 -0.1
United States
Market economy labour 
productivity growth 1.4 3.4 3.6
of which:
ICT production (a) 0.8 1.2 1.1
Production industries (b) 0.3 0.5 0.9
Market services (b) 0.5 1.8 2.0
Reallocation -0.2 -0.1 -0.3

(a) Includes ICT manufacturing, telecom and software services.
(b) Excludes ICT producing industries.
Source: van Ark and Inklaar (2005)

Table 5  Manufacturing value added 
per hour worked
(annual average growth rates)

Advanced economies

EU-15 US Japan
1987-1995 4.0 2.9 3.9
1995-2003 3.2 4.7 3.8

Emerging economies
new EU-10 (a) China (b) India (b)

1987-1995 6.5 5.7
1995-2003 6.5 8.2 6.1

(a) Average for Czech Republic, Hungary, Poland and Slovakia.
(b) Per person employed, 1987-1994 and 1994-2002.
Sources: TCB/GGDC and OECD STAN database.

8 The ICT producing industries include producers of IT hardware, communication equipment, telecommunications and computer services (including software). The distinction is based  
on an OECD classifi cation (see OECD 2002).
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In India and China, productivity in manufacturing is 
a fraction of that in the advanced world, i.e. 2 per cent 
of the US level in India and 5 per cent of the US level 
in China.

However, as manufacturing goods are primarily 
tradeables it is useful to compare not only 
productivity but also the cost of inputs in the 
production process. A well-known measure of 
international competitiveness combines labour cost 
and productivity into a single measure of labour 
cost per unit output. Unit labour cost is defi ned as 
the cost of labour required to produce one unit of 
output. As wage cost in the emerging economies 
are also lower than in the advanced countries, the 
differences in terms of unit labour cost are much 
smaller than for productivity. Table 6 shows that 
lower labour compensation more than offsets lower 
productivity levels in the emerging economies. As 
a result, the manufacturing cost competitiveness in 
the advanced economies is considerably worse than 
in the emerging economies.

Indeed it is questionable whether advanced countries 
can ever compete solely on costs. Hence the call for 
an acceleration of R&D investment (for example, the 
3% R&D intensity target for the EU) and for more 
innovation in general seems to be the obvious way 
forward for manufacturing activity in advanced 
countries. However, even in this area advanced 
countries face increased competition from emerging 
economies. Recent OECD fi gures on the number of 
researchers, for example, show that China already 
has almost 900 thousand researchers as compared 
to 1.3 million researchers in the US, 1 million in the 

EU-15 and 650 thousand in Japan. The share of 
researchers in total employment is still highest in 
Japan and the US, but the Russian Federation, Korea 
and Taiwan already show a higher researcher intensity 
than the EU-15. The share of business enterprise 
researchers in the total number of researchers is 
highest in the US, Japan and Korea, but comparable 
between China, the EU-15 and the Russian Federation 
(OECD, 2005).

In sum, manufacturing competition from emerging 
economies is not exclusively a cost matter, but also 
related to the capabilities of economies to generate 
innovation and raise R&D. In this respect, Europe 
is in a somewhat disadvantageous position relative 
to other advanced economies, because it has a 
lower value added share in high-tech activities, 
such as ICT, pharmaceuticals, etc., against a 
higher share in medium-tech industries, such as 
machinery and transport equipment (O’Mahony 
and van Ark, 2003).

For services, Europe should look towards the West

Table 4 has shown that market services account for 
the largest part of the EU-15-US productivity growth 
gap since 1995. It is therefore important to get a 
better understanding of the sources of the much 
faster productivity growth in market services in the 
United States relative to the EU-15. 

To get a clearer view on this, we fi rst look in some more 
detail at the contribution from individual market services 
industries to the aggregate EU-15-US productivity 
growth gap in the market economy. Here one can 
distinguish again between a “within industry” effect 
due to faster productivity growth in the US than in the 
EU, and a “between industry” effect which relates to a 
higher share of rapidly growing industries in the US.

Table 7 shows that most of the difference in market 
services productivity growth between 1995 and 2003 
can be traced to six industries, concentrated in trade 
and fi nance industries. Part of the difference can be 
explained by the fact that wholesale trade, retail trade 
and securities trade are larger sectors in the US than 
in Europe, but faster productivity growth within 
each industry is by far the most important factor. 
For Europe, there is only a limited compensation 
due to faster productivity growth in European 
telecommunication industries and construction. 
Furthermore despite faster productivity growth in 

Table 6  Manufacturing value added 
per hour worked and unit labour cost
(annual average growth rates ; US = 1.000)

Value added 
per hour worked

(PPP adjusted)

Unit labour cost 
(exchange rate

adjusted)
Advanced economies

EU-15 0.788 0.905
Japan 0.661 1.195
US 1.000 1.000

Emerging economies
New EU-10 (a) 0.205 0.724
China (b) 0.053
India (b) 0.023 0.495

(a) Average for Czech Republic, Hungary, Poland and Slovakia.
(b) Productivity (per person employed).
Sources: TCB/GGDC and OECD STAN database.



SESSION 1 CHANGES IN PRODUCTIVITY AND COMPETITIVENESS: CONCEPTS AND STYLISED FACTS
Bart van Ark: “Europe’s productivity gap: Catching up or getting stuck?”

196 Banque de France • International Symposium: Productivity, competitiveness and globalisation • November 2005

US banking, the somewhat lower share of this sector 
in Europe partly offsets this effect. Since 2000 (not 
shown separately in the table) the contribution
of business services to aggregate productivity 
growth has also improved in the US. In contrast, in
European countries these service industries mostly 
show a productivity slowdown –or at best stability– 
since 2000.

Unfortunately our knowledge about why these large 
differences in productivity growth between the 
EU-15 and the US arise is still limited. Van Ark (2005) 
investigates the validity of a number of explanations 
including:

• problems with the measurement of service 
performance, 

• a genuine shortfall in innovative capacity of service 
industries in Europe,

• a lack of reforms to exploit the productivity potential 
of service innovation.

Below follows a brief summary of these sources of 
uncertainty.

Measurement problems in services

In the past few years there have been increasing 
concerns about whether the macroeconomic statistics 
correctly trace the changes at industry level. In practice, 
the quality of measures of output and productivity 
differs highly across industries and between countries. 
Griliches (1994) showed a striking difference between 
the acceleration of labour productivity growth in 
“measurable” sectors of the US economy (agriculture, 
mining, manufacturing, transport and communication, 
and public utilities) and the slowdown in “immeasurable” 
sectors (like construction, trade, the fi nancial sector, 
“other” market services and government) over past 
decades. Apart from an increase in measurement 
error at the aggregate level due to shift towards the 
immeasurable sectors of the economy, one may also 
observe an increase in measurement problems in the 
“immeasurable” sector itself. This component of the 
rise in measurement problems may –at least in part– 
be related to the increased use of ICT. 

In practice the largest measurement problems relate 
to the measurement of output in the service sector. 
The current methodology of splitting the change in 
output value into a quantity component and a price 
component is diffi cult to apply to many service 
activities, as often no clear quantity component 
can be distinguished. Moreover, possible changes in 
the quality of services are also diffi cult to measure. 
These problems are not new, and improvement in 
measurement of service output has been a topic 
on the agenda of statisticians and academics for a
long time.9 In many service industries information 
on inputs (such as labour income) was and still is 
used as a proxy for output. However, the increased 
importance of ICT may have accelerated quality 
changes in services and raised the potential for 
productivity growth in services, which was previously 
not envisaged.10 However, to include those quality 
aspects in the output measure, multiple dimensions 
of a service need to be taken into account, for 
example, the service concept, the type of client 

Table 7  Percentage point contribution of market 
service industries to productivity growth gap 
between EU-15 and the United States, 1995-2003

% point

contribution 
to 

productivity 
gap

of which
within 

industry 
(“productivity”) 

effect

between 
industry 

(“share”) 
effect

Wholesale trade 0.387 0.315 0.073
Retail trade 0.296 0.269 0.027
Securities trade 0.361 0.244 0.117
Banking 0.181 0.230 -0.049
Other business
services 0.113 0.113 0.000
Motor vehicle trade 0.108 0.085 0.023
Professional services 0.068 0.067 0.001
Hotels & catering 0.051 0.052 -0.001
Transport services 0.032 0.051 -0.020
Air transport 0.048 0.037 0.010
Renting of mach. & eq. 0.017 0.032 -0.015
Computer services 0.022 0.016 0.006
R & D 0.000 0.000 0.000
Social & 
personal services -0.006 -0.005 -0.001
Inland transport -0.024 -0.014 -0.010
Water transport -0.030 -0.018 -0.012
Insurance -0.037 -0.019 -0.019
Communications -0.014 -0.059 0.045
Construction -0.068 -0.064 -0.004

Source: van Ark and Inklaar (2005)

9 See, for example, Griliches (1992), Wölfl  (2003) and Triplett and Bosworth (2004).
10 See, for example, Baumol (2004) and Triplett and Bosworth (2002).
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interface and the service delivery system (den Hertog 
and Bilderbeek, 1999). This implies that the real 
output of a particular service cannot be measured 
on the basis of one single quantity indicator. New 
measurement methods make use of various volume 
measures in, for example, fi nancial services (e.g., in 
the Netherlands and in the United States) and health 
services and other government services (e.g., in the 
United Kingdom). Even though such changes in 
measurement methods have not exclusively led to 
upward adjustments of real output, on balance the 
bias is probably towards an understatement of the 
growth in real service output (Triplett and Bosworth, 
2004). There is no evidence, however, that this bias is 
in any way bigger in Europe than in the US. 

A lack of innovation in services?

It is sometimes claimed in the literature that slower 
productivity growth in services in Europe is related 
to a lack of innovation. However, there is little direct 
evidence to substantiate this claim.

As documented in Section 3, ICT investment is an 
important enabler of innovation and productivity 
growth. When focusing on market services it 
is clear that the US has been more successful in 
obtaining productivity effects from ICT investment 
in services than EU. Table 8 shows growth 
accounting results for fi ve countries (namely 
France, Germany, The Netherlands, the UK and
the US), for which the contribution of market

services to aggregate productivity growth can 
be measured (Inklaar et al., 2005; van Ark and 
Inklaar, 2005). The results show that faster labour 
productivity growth in US market services is partly 
due to a faster growth in ICT capital deepening in the 
US, but much more so due to an improvement in TFP 
growth. Since 1995 TFP has contributed as much to 
labour productivity growth as ICT capital deepening.
ICT capital contributes much less to productivity 
growth in market services in all European countries, 
and TFP growth is even negative with the exception 
of the UK.

But what the TFP residual essentially represents has 
remained somewhat unclear. Clearly it might include 
the positive effects from unmeasured factor inputs in 
services, notably the effects from non-technological 
innovation and intangible investments in human 
capital, organizational capital and knowledge creation. 
Indeed the productive use of ICT investment in 
services is strongly dependent on various dimensions 
of non-technological innovations.

There are different ways to go about measuring 
non-technological innovation and its impact on 
productivity growth. For example, van Ark (2005) looks 
at ways to organize the industry data on the basis of type 
of innovation in the industry. A crucial consideration 
for such a service innovation typology is the way in 
which suppliers of inputs (machines, computers, and 
human capital), the service company and its customers 
(consumers of intermediary users) interact.

Table 8  Contributions of market services and underlying sources to market economy labour 
productivity growth, 1987-2003

France Germany Netherlands United Kingdom United States

1987-1995
Market economy labour productivity growth 2.4 2.6 1.7 3.0 1.4
Contribution of market services 0.5 0.9 0.5 1.0 0.5
of which:

ICT capital deepening 0.2 0.3 0.3 0.3 0.4
Non- ICT capital deepening 0.2 0.3 0.2 0.5 0.1
Labour quality growth 0.1 0.1 0.1 0.4 0.2
Total factor productivity growth 0.0 0.2 -0.2 -0.2 -0.1

1995-2003
Market economy labour productivity growth 1.8 2.1 1.4 2.6 3.5
Contribution of market services 0.1 0.3 0.6 1.3 2.0
of which:

ICT capital deepening 0.3 0.4 0.6 0.5 0.8
Non- ICT capital deepening 0.0 0.1 0.3 0.4 0.3
Labour quality growth 0.1 0.0 0.1 0.1 0.1
Total factor productivity growth -0.4 -0.2 -0.3 0.2 0.8

Source: van Ark and Inklaar (2005)
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Using the service innovation typology, van Ark (2005) 
showed that the innovation process in services is 
strongly dependent on innovations by suppliers and 
users in the value chain. For example, the estimates 
for the US show a strong acceleration in productivity 
growth in those services which depend most strongly 
on innovation by their suppliers. For example, the 
retail industry has benefi ted strongly from productive 
exploitation of ICT. For example, the introduction of 
barcode scanning allowed for more effi cient check-out 
systems and enabled a reorganization of the supply 
chain and the introduction of new shopping concepts. 
ICT also supported the introduction of complementary 
technologies (such as RFID, transportation technology) 
and organizational change (new shopping concepts, 
adjustment in the logistic chain of supplying the shops 
more frequently, etc.). The strong improvement in 
US retail trade has also gone together with strong 
productivity growth in wholesale trade, which 
explains the US advantage in client led services. These 
industries benefi ted from the supply of ICT, but have 
also undergone signifi cant organizational innovations. 
Indeed in industries that are primarily characterized 
by organizational innovations, US performance has 
also strongly improved, in particular in banking. 

Within the EU, the experiences in service 
productivity growth are mixed across industries and 
countries (van Ark et al., 2003a). Although services 
will be an important engine for future productivity 
improvements, the exploitation of the potential for 
productivity growth will be strongly dependent on 
national circumstances, including the nature of the 
innovation system and the working of product and 
labour markets.

A lack of market reform in services?

There has been much discussion in the literature about 
the link between, on the one hand, the performance 
of product and labour markets and, on the other hand, 
innovation and productivity. The basic argument has 
been that regulation restricts competition to a much 
greater extent in Europe than in the United States. 
Quantifying these differences is diffi cult, but a wide 
variety of evidence suggests that regulation does 
indeed matter in reducing productivity growth.11

However, explaining sluggish productivity growth 
in Europe by broadly casting it as overregulated 

and uncompetitive is not very useful analytically. 
There is much variety and subtlety in the way by 
which regulation affects service productivity and 
innovation. It is essential to understand if and how 
regulation constrains productivity. Instead of giving 
an overall view of the interaction, it may be preferable 
to focus on specifi c industries.

For example, McGuckin et al. (2005) provide a detailed 
discussion of productivity, innovation and regulation 
in retail trade. The study shows that US retailers
and wholesalers have been able to boost their 
overall operational effectiveness in a way that fi rms 
in many European countries have not. US retailing 
was transformed from a low-technology sector 
to one of the most intense users of information
and communication technologies (ICT). The 
technologies used in this sector rewarded scale 
and scope, enabling large centralised chains and 
big stores to expand rapidly. US fi rms, which were 
relatively unaffected by regulation and custom, 
have taken advantage of the opportunity to combine
new technologies and organizational change to 
generate rapid productivity growth. 

European retailers and wholesalers have also been 
investing in ICT capital at similar rates to US fi rms in 
recent years. But the IT share of overall investment 
is still considerably lower than in the United States. 
A likely reason is that the incentives to invest in 
ICT are lower given the burdensome regulatory 
environment in Europe. There are three categories 
of regulation that can be logically associated with 
slow productivity growth in European retailing –store 
opening hours, land usage restrictions (especially
on large stores), and labour laws–. 

But the situation in Europe is changing rapidly. 
Product market regulations have been eased in many 
countries, and competitive incentives for change are 
increasing. Some of the slow TFP growth of the late 
1990s may be due to the actual adjustments being 
made. As many European countries quickly increase 
their IT infrastructures, they will be better positioned 
to exploit the effi ciencies of the new retail business 
models once the effects of deregulation kick in.

In sum, while the overall picture points in the directions 
of regulations hampering productivity growth in 
services in Europe, there are many subtleties in how it 

11 See, for example, Nicoletti and Scarpetta (2003). 
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exactly impacts on productivity growth. There are large 
differences between EU countries. In fact the lack of a 
harmonised regulation system in itself is often cited as 
a major diffi culty in building cross-border operations 
within Europe. It should also be stressed that complete 
deregulation is not always the best way to raise 
productivity growth. Moreover, there is a substantial 
time lag in reforms impacting on productivity. In this 
respect, it remains an important question whether 
the European slowdown is just a refl ection of a lagged 
reform process, or that rigid institutions and regulations 
hamper the adjustment process.

4| Policy issues

On balance, this paper suggests that the European 
slowdown in productivity growth is a refl ection of an 
adjustment process towards a new industrial structure, 
which has developed more slowly in the EU than in 
the US. But with some delay, rapid diffusion of new 
technology may ultimately facilitate the adjustment 
process towards a faster growth track in Europe. After 
all, the United States has also gone through a phase
of slow productivity growth during the 1980s.12 
However, an institutional environment that slows 
down change may hold up the structural adjustment 
process in Europe and inhibit the reallocation of 
resources to their most productive uses. 

In a market economy the main way for public policy 
makers to promote and support faster productivity 
growth is to try and encourage private enterprises 
to move in a productivity-enhancing direction. 
Governments can use a mix of four main policy 
mechanisms, which are only partly directly targeted 
towards productivity-enhancing measures.

The fi rst mechanism concerns macro-economic 
management, which infl uences the relative prices 
of capital and labour inputs and hence determines 
the choice of technology. It may be argued that wage 
moderation policies and active labour market policies 
(which have been applied in a different mix and 
intensity in European countries) have lowered the 
price of labour relative to capital in Europe. Although 
conclusive evidence on the precise relationship is 
still lacking, the relative decline in the price of labour 
may have impacted the slowdown in the growth

12 See, for example, Dertouzos et al. (1989).

of the capital-labour ratio during the 1990s. For many 
European countries this slowdown can be clearly 
observed and is an important source for the slower 
growth in labour productivity.

An important explanation for the slowdown in 
Europe comes from slower growth in total factor 
productivity, i.e. productivity growth corrected for 
the change in capital-labour ratios (Timmer and 
van Ark, 2005). Slow TFP growth may therefore 
be related to failing innovation. The second policy 
mechanism, which includes measures directed to 
support technological change and innovation, is 
therefore very popular with governments. However, 
direct support of particular industries or technology 
areas easily raises questions on whether governments 
are able to make the right choices. Moreover, the 
scope to directly infl uence innovation activities in 
services is limited, as most innovations arise in the 
value chain through market interaction between 
suppliers and clients. Nevertheless it is clear that 
governments have a responsibility for creating the 
“rules of the game” concerning technology creation 
and diffusion. “Technology creating” measures are 
of particular importance for moving the productivity 
frontier and improving best practices, and include 
measures such as R&D policy and the creation of 
effective patent systems. “Technology diffusing” 
measures play a major role in reducing the 
productivity gap between average and best practice 
fi rms, including best practices abroad. They involve 
the facilitating of training programmes, support of 
innovation platforms and other ways of co-operation 
between government and business.

The investment decisions concerning tangible and 
intangible capital, and the (re)allocations of these 
inputs to business processes, are taken by fi rms in an 
environment, governed by markets in which supply 
and demand for factor inputs (labour and capital 
markets) and product and services (product markets) 
are matched. Governments play an important role 
in setting the “rules of the game” (or institutions) 
of these markets, which is the third main policy 
mechanism. In the past many existing institutional 
settings or regulatory arrangements have originally 
been set up with the motivation to smooth the 
functioning of the markets, by streamlining rules 
on competition, business conduct, labour markets, 
consumer protection, public safety, health and so on.



SESSION 1 CHANGES IN PRODUCTIVITY AND COMPETITIVENESS: CONCEPTS AND STYLISED FACTS
Bart van Ark: “Europe’s productivity gap: Catching up or getting stuck?”

200 Banque de France • International Symposium: Productivity, competitiveness and globalisation • November 2005

However, regulations may have become a drag to 
the extent that they limit the effi ciency of market 
functioning, reduce entry of new fi rms and delay exits. 
There has been an increasing awareness of the need 
for an innovation-specifi c focus on (de)regulation and 
its impact on growth and productivity performance in 
the knowledge economy. The opportunities to exploit 
new technologies are to a large extent determined 
by the regulatory environment. There is much 
evidence that higher entry and exit rates of fi rm 
within industries are supportive of faster productivity 
growth (OECD, 2003). 

Finally, “horizontal policies”, which represent the 
fourth main policy mechanism, concern policies that 
are not directly related to innovation, are at least as 
important to improve service innovation activity. 
As human capital is a key input in the innovation 
process, there is a clear role for the government 
to provide an adequate formal education system. 
More specifi cally governments should support a 
higher education system that has the fl exibility to 
train excellent researchers, to support their mobility, 
and to allow business to tap into the knowledge of 
universities and other higher education institutions 
for commercial purposes. As the evidence from 
recent OECD statistics shows, emerging economies 
are becoming important challengers in terms of the 
competition for talent. 

The optimal mix of these four main policy 
mechanisms is diffi cult to determine. It depends 

on such factors as the distance relative to the world 
technology and/or productivity frontier, which may 
differ between industries. It may also depend on the 
state of institutional reform in particular markets. 
Finally, the nature of the political reality implies that 
all public policy interventions are likely to involve 
costs as well as benefi ts. 

The key to productivity improvements, however, is 
with business itself. For business there is a choice 
between a strategy focused on cost reductions through 
scrapping and postponement of investments in new 
capital goods and intangibles, or by restructuring 
through upgrading the resources and overcoming 
the bottlenecks which account for the difference 
between average and best practice in a given (local) 
market. Of course, rapid restructuring through cuts 
has been propagated as the recipe for the recovery of 
US fi rms and global fi rms in general. The fundamental 
difference is that when such a strategy is pursued in 
a market environment that is more fl exible, it may 
help to reposition the fi rm, activate the resources and 
realize the potential. Another difference between 
the EU and the US is that when entry and exit of 
fi rms is speeded up, the reallocation of resources 
to its most productive uses is strengthened. Hence 
in a more fl exible market environment the strategy 
towards restructuring can be more easily aligned 
with exploiting the potential for growth and reducing 
the gap between average and best practice through 
maximizing the returns on investments in high 
performing capital goods and intangibles.
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I would like to focus my comments on the latter part 
of Mr. van Ark’s paper. There he speaks of possible 
policy approaches to manage the risk described 
in the fi rst part of the paper: namely, the risk that 
Europe will not enjoy the economic benefi ts of higher 
productivity growth. 

Mr. van Ark points to the decline in total factor 
productivity growth as the source of the puzzling gap 
emerging between Europe and other regions. This 
residual of the process of attributing productivity 
growth to capital and to labor is often ascribed to 
innovation. As Mr. van Ark notes, a substantial 
contribution from total factor productivity growth 
has sustained US productivity growth since the 
mid-1990s, even through the 2001 recession and 
the ensuing, and very slow, recovery. Research 
in the US suggests that much of this innovation 
relates not to the automation of existing business 
processes, but rather to the re-engineering of those 
processes in light of the new functionality provided 
by technological advances. The key to productivity 
growth then becomes the fl exibility and adaptability 
of businesses and the workforce. 

What policy prescriptions make sense in this setting?  
It might be helpful to begin with an analogy to the 
analysis of development issues within segments of 
a large economy –geographic regions. Economic 
transformation is an ubiquitous process, shaped 
these days by global competition and technological 
advance. In New York State, we have a considerable 
legacy of US industrial innovation and prowess, 
starting with Thomas Edison’s fi rst electricity 
generating plant on the Hudson River in the
mid-19th century, continuing with steel and fl our 
milling along the Great Lakes in the early to mid 
20th century and reaching a high-tech apex in the 
1960s with the strengths of optics and xerography. 
By the examples I cite, it should be evident that the 

days of great industrial innovation in New York State 
appear to lie largely in the past. As a result, much of 
New York State outside New York City has struggled 
since the 1970s. What to do? 

Economists approach this issue by asking whether 
sound microeconomic policies would favor investing 
in infrastructure or investing in people.1 Where the 
opportunity for industrial or services development 
is impeded by lack of infrastructure (roads, coaxial 
cable), the private sector should be advancing the 
need for those investments and straightforward
cost-benefi t analysis should demonstrate their
necessity.2 In contrast, where economic 
opportunities in a region are shrinking because 
industries have lost competitiveness or simply 
passed into semi-obsolescence, the primary need is 
investment in people through education, whether 
there are nascent new industries in development 
or whether the optimal choice is a move to another 
region.3 Research suggests that an important 
opportunity exists in the immediate demise of an 
industry, because entrepreneurs can partner with 
workers possessing key industry skill sets to create 
smaller specialty fi rms producing high value-added. 
We’ve seen such entrepreneurship in the wake of 
layoffs at Kodak and Xerox in Rochester, New York. 
Similarly, we’ve seen a high-tech boom along the 
upper Hudson River Valley that persisted through 
the collapse of the national tech bubble thanks to 
that region’s strong educational base, layoffs at IBM 
that enabled highly skilled employees to pursue 
new opportunities, and the emergence of the state 
government as major customer.

How can the policymaker tell which sectors have 
the potential to emerge and expand and which to 
shrink? The simple answer, as you know, is that the 
policymaker can’t. Therefore, economists also point 
to the importance of leveling the playing fi eld among 

NB: The views expressed in this note are those of the author and not those of the Federal Reserve Bank of New York or the Federal Reserve System. I have benefi ted from discussions 
with Andrew Haughwout, Thomas Klitgaard, and Kevin J. Stiroh, and comments from Christopher Calabia.

1 Such a framework has been recently used for policy analysis in the wake of Hurricane Katrina in Glaeser (E.L.) (2005): “Should the Government rebuild New Orleans, or just give 
residents checks?”, The Economists’ Voice, 2:4, Article 4, or http://www.bepress.com/ev/vol2/iss4/art4.

2 See, for example, Haughwout (A.) (2002): “Public infrastructure investments, productivity and welfare in fi xed geographic areas,” Journal of Public Economics, 83, March, p. 405-425.
3 Education levels play an important role in a variety of models of productivity growth.  See, for example, Glaeser (E.L.) and Saiz (A.) (2003): “The rise of the skilled city”, Harvard 

Institute of Economic Research, 2025, December, http://post.economics.harvard.edu/hier/2003papers/HIER2025.pdf
 See also, Jorgenson (D.W.), Ho (M.S.) and Stiroh (K.J.) (2005): “Growth of US industries and investments in information technology and higher education”, In Measuring capital in 

the new economy, eds. Carol Corrado, John Haltiwanger, and Daniel Sichel, Chicago, IL: University of Chicago Press
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industries. Much of what economic reform inevitably 
concerns is reducing the advantages granted to 
businesses and workers in an economic paradigm 
that no longer fi ts the economic, technological or 
competitive circumstances. Regulation can shelter 
industries from competition, weakening their 
incentive to innovate and making them prey to 
obsolescence. Worker protections can become golden 
handcuffs, discouraging workers from developing new 
skills and remaining employable. With today’s rapid 
pace of technological change, the risk to businesses 
and workers comes just as much from the substitute 
product or service as from the direct competitor, and 
with it, the circumvention of competitive barriers. 

The end result of investing in people and leveling 
the playing fi eld for industries is an economy that 
is far more fl exible. Because large regions contain 
a mix of atrophying and growing areas, a mixed 
strategy of strengthening education to enhance 
employability and identifying necessary, targeted 
public investments with social benefi ts probably best 
serves most regions as a practical matter. Investing 
in people in particular gives them an ability to go to 
where the jobs are.

The process of making an economy more fl exible is 
inherently painful. In the US, at least three forces 
that arose during the 1970’s and 1980’s converged to 
build much of the fl exibility that now exists in the
US economy. The fi rst was the intellectual 
movement calling for deregulation as the 
distortions from regulated competition in the 
economy became more evident. The second was 
the breaking of spiraling wage infl ation in the 
early 1980s, the signal event being the fi ring of 
striking air traffi c controllers by President Reagan, 
but the punishing double recession in 1980-1982 
also played a role. The third was the major asset 
revaluation that occurred as infl ation fell during the 
1980s, prompting a wave of mergers and leveraged 
buyouts that shook assumptions about the stability 
of even the most famous corporate names and the 
security of middle management positions fi lled by 
college graduates. While I particularly emphasize 

these three, a possible fourth factor may be the 
sharp reduction in marginal income tax rates in the 
early 1980s, that greatly increased the rewards for 
entrepreneurship and work effort.

The fi rst three forces have had a lasting impact on 
the US economy. Even after “poison pill” defensive 
strategies sharply reduced the number of hostile 
takeovers, the broad array of capital market 
instruments and specialist fi nancial institutions 
created during the 1980s provide the means for 
businesses today to restructure themselves in 
response to changing markets for their products 
and services. Expectations of workers and
employer-employee relationships center more 
directly on the success of the enterprise, as we see 
by the extraordinary cuts in wages, benefi ts and 
retiree entitlements in the wake of troubles in the 
airline and automobile industries. The deregulatory 
winds still blow strongly in the US, as we see in 
recent years in the electric power industry and in 
privatization efforts by state and local government.

One question persists about the doubling of the 
gains in average US labor productivity in the period 
between 1995 and year-end 2004 compared to the 
period between 1973 and 1995.4 Were the forces that 
drove the improvements in the non-IT related total 
factor productivity measures cyclical or structural?  
I have clearly laid the stress on the structural, but 
those structural changes occurred only over time.  
A question for Europeans is how much similar 
structural change has occurred over the last decade 
or two. How close is Europe to a breakthrough of 
higher productivity growth?

To be sure, as Voltaire would remind us, Candide should 
not be our policy analyst, and the US productivity 
boom has created issues. The distribution of income 
in the United States today appears far more skewed 
than it was in the 1960s and 1970s; the US economy 
has exhibited a tendency to create asset bubbles that 
we don’t fully understand; and, as I noted at the 
outset, we are still seeking the right policy approach 
for regions that are in long-cycle eclipse.

4 Stiroh (K. J.) at the Federal Reserve Bank of New York has published a series of articles analyzing US productivity growth. See, for example, Jorgenson (D. W.), Ho (M. S.) and
Stiroh (K. J.) (2004): “Will the US productivity resurgence continue?”, Current issues in Economics and Finance 10(13), December.



SESSION 1 CHANGES IN PRODUCTIVITY AND COMPETITIVENESS: CONCEPTS AND STYLISED FACTS
Christine Cumming

206 Banque de France • International Symposium: Productivity, competitiveness and globalisation • November 2005

The urgency of the issue is not lessening, because the challenges ahead for our economies and our labor forces to adapt appear 
great. I’ll conclude my remarks by mentioning three such challenges. One is the emergence of large populations in China and 
India and nearer ones in Eastern Europe more fully integrating into the global trading system, with inevitable pressures on wages 
and total compensation, on raw material prices and availability, and, eventually, on competition in the higher value added goods 
and services produced in much of the industrial world. A second is the process for resolving historically very large global current 
account imbalances, a process that at this point is still unspecifi ed, and what that process implies for the trajectory of national 
income across different regions and the terms of trade between them. A third is the aging of the population and the rising 
dependence ratio, not just in the mature economies, but in some of the faster growing economies as well. Taken together, these 
three challenges remind us of the importance of investing in people and of removing barriers to business innovation to achieve
fl exibility. Those policy approaches will continue to be critical to our efforts to secure continued improvements in productivity and 
ensure the resulting benefi ts of sustainable growth for businesses and individuals alike.
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Bart van Ark’s paper is new in that it gives us so much 
detail on the period 2000-2004, and I think it is also 
one of the very fi rst to provide a breakdown for this 
period. The confi guration in this period was entirely 
different: it was no longer the use of ICT that made 
the difference, but the TFP differential that explained 
the difference between Europe and the United States 
between 2000 and 2004.

The paper argues that the impact of ICT on productivity 
is not closely related to the benefi cial effect of ICT on 
TFP, i.e. the impact in terms of organisation on global 
productivity from using ICT, but simply to the fact 
that ICT provides cost saving advantages. Here, in 
fact, I disagree with the view that this organisational 
impact should be disregarded.

One of my colleagues, Philippe Askenazy, demonstrated 
meticulously that, in the case of the United States,

the solution to the Solow paradox in the 1990s was 
directly related to reorganisation at the level of the 
plant. He constructed a panel of US fi rms that he 
studied during the 1980s and the 1990s. He also built 
a reorganisation index with work accidents because he 
had demonstrated in another study that work accidents 
rose by 20-30% in years when reorganisations took 
place. It was thus possible to closely follow, almost 
year by year, periods of reorganisation. At the level 
of the fi rm, the Solow paradox disappears because 
productivity rises as ICTs become effi cient in 
implementing a better organisational pattern.

So I would have expected the TFP effect to be part of 
the story of the 1990s, but the fact that it appears to 
be a factor in the 2000s makes me very suspicious. 
I think we need to think more about the meaning of 
this TFP effect and I cannot help thinking that it is 
highly related to the business cycle.
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I will only put forward four brief ideas in this 
session on the concepts and stylised facts. The fi rst 
two, as snapshots (at the turn of the 2000s), confi rm 
Bart van Ark’s views. The other two (in variations 
over the period 1990-2004) would require more
in-depth analyses.

First idea: As Bart van Ark said, we need, especially 
in Europe, “not only more work, but more productive 
work”. Indeed, if we correct the levels of observed 
productivity for the difference with the United States 
in terms of the number of hours worked or the 
employment rate, these corrected levels are 
signifi cantly lower, in particular in continental 
Europe, i.e. well below those of the United States that 
still defi nes the technological frontier.

Second idea: two productivity factors mentioned 
by Bart van Ark fi gure among the factors that 
explain the US lead: the share of information 
and communication technology (ICT) and the 
fl exibility of the economy. Moreover, there appears 
to be a positive link between these two factors in
OECD countries. 

Third idea: despite the comparative acceleration 
in US productivity gains, which leads to a relative 
improvement in unit labor costs, US export 
performance is deteriorating. This may be due to 

the location of productivity gains in the non-tradable 
services sector as well as to structural reasons.

Fourth idea: these reasons probably also include 
the arrival of new world competitors. This has been 
not only a greater shock but one that is structurally 
different from previous waves, for example in terms 
of international market share, in particular in the 
area of ICTs.

• First idea: “not only more work but more productive 
work”, especially in Europe.

Bart van Ark recalled that in European countries, 
including the Netherlands and France, levels of 
hourly productivity exceed those of the United States 
(see table 1).

But, this classifi cation also refl ects major differences 
in terms of hours worked and the employment 
rate (concentrated among certain categories of the 
population: the young and the elderly). A textbook 
case is that of the Netherlands, where the number of 
hours worked per employee was 25% lower than that 
of the United States. The second polar case in this 
table is that of Spain, where the employment rate
is 12.4 percentage points lower than that of
the United States (subject to statistical biases).

Table 1  Hourly productivity and “structural” productivity, 2002

Hourly
productivity

Hours
worked

Employment
rate

Effect of differences ...a) Corrected
or “structural” 

hourly productivityin hours worked in employment rate

(% of US level) (differences
with US, in %)

(differences with 
US, in points)

(in % points) (in % points) (% of US level)

France 107.4 –20.2 –9.7 –9.6 –5.4 92.4

Netherlands 102.2 –25.7 1.3 –13.2 –0.2 88.8

Germany 92.1 –19.8 –6.6 –9.4 –2.9 79.8

Canada 87.4 –3.8 –0.4 –1.5 –0.4 85.5

Spain 73.9 0.7 –12.4 0.3 –6.4 67.8

Japan 69.6 –0.1 –3.7 0.0 –0.3 69.3

a) Assuming constant long-run elasticities of labor productivity with respect to hours worked (broadly close to 0.5) or to employment rates 
(by category)

Sources: Eurostat, OECD, estimates by Banque de France (Bourlès and Cette, 2005)
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Yet, hourly productivity declines as the number 
of hours worked increase, due to fatigue effects,
and as the employment rate rises, since fi rms 
already selected the most productive employees. 
In other words, working longer hours or bringing 
people back to the labour market may result in, at 
least temporarily, a decrease in the average level 
of productivity.

Estimates by the Banque de France (Bourlès and 
Cette, 2005) correct “observed” productivity for these 
differences multiplied by the long-term elasticities of 
hourly productivity with respect to hours worked or to 
the employment rate of six population categories.

Beyond possible statistical weaknesses, the result is a 
net reduction in the level of corrected or “structural” 
productivity in Europe. Therefore, it is not suffi cient 
for Europe to increase employment or hours worked. 
It is also necessary to improve work organisation and 
more productive technologies.

• Hence the second idea: the role of ICT and the 
fl exibility of the economy fi gure among the factors 
that explain the organisational and technological lead 
of the United States.

As chart 1 shows, in ordinates, subject to the 
homogeneity of OECD data, the United States have 
a fairly developed specialisation in ICT production 
compared to other industrialised countries, including 
Japan and the countries of Continental Europe.

In emerging countries, specialisation varies across 
countries: e.g. very high in South Korea and low
in Mexico.

Admittedly the specialisation of emerging countries 
must also be assessed according to the breakdown of 
the production process: ICT fi rms in industrialised 
countries carry out labour-intensive work in emerging 
countries. I will discuss this point latter.

But, above all, a positive link is identifi ed between 
specialisation in ICT production, in ordinates, and 
the fl exibility of the labour market, measured here 
(x-axis) by the indicators of OECD employment 
protection legislation.

A fl exible labour market would therefore be 
accompanied by a shift in specialisation to innovative 
sectors. A similar relation was identifi ed between the 
use (and not the production) of ICT and the fl exibility 
of the labour market by the Federal Reserve Bank 
(Gust and Marquez in 2002).

I will skip over one slide that recalls:

– that a rise in per capita productivity contributes to 
reducing unit labour costs;

– and that a relative decline in the unit labour costs of 
a country helps to improve its cost competitiveness, 
[excluding nominal effective exchange rate effects].

• Naturally, there are other possible and more complex 
links between productivity and competitiveness, but 
this simple relation leads me to my third idea or 

Chart 1  ICT specialisation
and employment protection legislation (EPL)
(ICT value added, 2001, % of business value added; EPL: end-1990, 
from most (4) to least (0) restrictive)
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rather question: how come the United States’ export 
performance has been deteriorating constantly since 
the end of the 1990s in spite of the relative pick-up in 
productivity growth in the US, as chart 2 will show?

Chart 2 fi rst of all illustrates the sharp 60-point rise 
in the US dollar in nominal effective terms, then the 
20-point depreciation after 2001, which, all other 
things being equal, worsened and then improved
US cost-competitiveness.

We then introduce relative unit labour costs (ULC) 
in the manufacturing sector to defl ate the nominal 
exchange rate. Up to the end of the 1990s, changes in 
relative ULC compensated overall for the deterioration 
in competitiveness arising from the appreciation 
of the dollar. But the compensation then became 
marginal. From 1990 to 2004, there was little change 
in the real effective exchange rate with less than
10-point change.

However, from the end of the 1990s, export performance, 
the ratio of export volumes to world demand for
US exports, deteriorated clearly (-20 points) after 
having remained stable for a long time.

Admittedly, the pick-up in US productivity growth 
does not contribute directly to competitiveness if it 
is concentrated in non-tradable sectors, in particular 
wholesale and retail, as Bart van Ark pointed out. In 
addition, mark-up behaviour and hysteresis effects 

may weigh on exports, with lost market share being 
diffi cult to recover.

But more structural developments also appear to be 
at work here, which brings me to my last point. 

• One of these structural developments is the 
emergence of new global competitors, which, 
since 1990, appears to be having a greater impact 
than previous infl uxes of new competitors into 
international trade, e.g. in the 1980s.

To illustrate this (cf. chart 3), I use the ratio of a 
region’s exports (including intra trade) to world 
trade (measured by the sum of exports and imports 
divided by two).

The magnitude of the shock is attested by 
the considerable 9.6-point decline in the G7
countries’ market share from 1990 to 2004. At the 
same time, the emerging Asian economies gained 
almost as much market share, with China alone 
gaining half of it.

This latest infl ux is different from previous 
ones not only because of the size of the rural 
under-employed populations and the substantial 
competitive advantage of the newcomers but 
also due to two factors: the liberalisation of 
capital fl ows and the decrease in transport and
communication costs.

Chart 2  Competitiveness indicators
(base 100 = 1990 Q1)

Nominal effective exchange rate (EER) (left-hand-scale)

Effective exchange rate deflated by ULC manufacturing (REER)
(left-hand-scale)
Export performance (real export / world demand) (right-hand-scale)
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Chart 3  Changes in exports market shares
(goods and services, value terms, in points) a)
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The international division of labour has been 
transformed by these two factors, which now make 
it possible to relocate stages in the production process 
and no longer entire business sectors.

This is what has occurred in the ICT production 
process, in particular, as illustrated by my last chart.

It shows market positions in ICT products, measured 
by the ratio of a country’s ICT transactions balance 
(exports – imports, to take account of the assembly 
process) to world trade in ICT.

It appears from chart 4 that beyond the traditional 
sectors (textiles, leather, etc.), the emerging economies 
are specialising increasingly in high value-added 
sectors such as ICT, even if the focus is still often on 
the production and assembly of peripheral devices 
and not on chip design.

This strong specialisation, partly attributable at least 
to the offshoring of stages in the production process, 
attests to the uniqueness of these new competitors’ 
integration into world trade.

The mature economies do indeed benefi t from the 
fall in input prices derived from offshoring (as shown
by the Banque de France’s work on the subject
in 2004 directed by F. Drumetz, also an organiser
of this symposium). But they also suffer from the 
effects of the associated increase in commodity 
prices, due to higher world demand.

In addition, offshoring, which leads industrialised 
countries to import goods that they design and re-market, 
may pose a problem for the fi nancing of these imports.

The problem is posed particularly if the income 
arising from the ownership of subsidiaries located 
in the emerging economies does not offset the cost 
of import fl ows from these subsidiaries and foreign 
direct investment outfl ows.

This issue shall however be dealt with in the following 
session, which I do not wish to encroach upon. I shall 
therefore end here.

Chart 4  Market positions in ICT products
(ICT balance to ICT world trade, %) a)
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The focus of this presentation will be on the so-called
“global imbalances” and the underlying factors 
that might have produced them. In particular, 
consistent with the overall theme of this conference,
I wish to assess the extent to which positive 
changes in productivity and competitiveness in
the United States may have fostered deviations 
from traditional norms that, while large, are in fact 
likely to be more sustainable than some think. My 
assessment of the evidence is that this is not likely 
to be the case. I rather conclude, in association with 
an increasing number of others, that current global 
external imbalances will require correction over the 
long run. Moreover, since no one knows how long “the 
long run” is, these international imbalances have the 
potential to pose more immediate problems as well.

I would conclude, moreover, that the underlying factors 
explaining these external imbalances are closely 
linked to those explaining current manifestations 
of internal imbalances in a number of countries, 
in particular the United States and China. More 
broadly, in many industrial countries a combination 
of low infl ation (largely arising from positive supply 
shocks), an increasingly deregulated fi nancial system 
and highly accommodative monetary policy have 
led to asset price increases which have spurred 
domestic spending with an associated reduction 
in household saving rates. Some substantial part
of this spending has spilled abroad. Moreover, 
prices in fi nancial markets globally are showing 
clear signs of overstretch, as are the price of houses.

Changes in productivity and competitiveness:
Impact on the international allocation of capital 

and global imbalances

William WHITE
Economic Adviser and Head of the Monetary and Economic Department

Bank for International Settlements

In contrast, moves to deregulate the real sector in 
many emerging market economies, in association 
with an accommodative monetary policy designed to 
hold down the exchange rate, have led to a substantial 
increase in the capital stock. This phenomenon was 
observed in the early 1990s in South East Asia and 
Eastern Europe,1 but has more recently been seen 
on an even bigger scale in China. Given continuing 
high domestic saving rates, often associated with 
uncertainties arising from the reform process 
itself, the production arising from the interaction
of new capital and abundant labour is being 
increasingly marketed in the industrial countries.2

The implication of these conclusions is that the 
continued expansion of output in the global economy 
is threatened in a variety of interrelated ways.
In particular, a potentially disorderly unwinding 
of external imbalances might interact with the 
internal imbalances in such a way as to aggravate 
contractionary tendencies on a global scale. While 
I have some views on possible policy options to 
mitigate these dangers, to preserve the order of the 
Agenda I will defer most of my comments until this 
afternoon. I will only say here that the integration
of previously closed economies into the global trading 
process is fundamentally good for everyone. This 
implies that the burden of adjustment should perhaps 
fall more disproportionately on those with defi cits 
than those with surpluses, particularly if the former 
are also beginning to show infl ationary strains as well 
as growing exposure to indebtedness.

NB:  I would like to thank David Archer, Dietrich Domanski, Gabriele Galati, Már Gudmundsson, Bob McCauley and Ramon Moreno for their helpful comments and Marc Klau and
Philippe Hainaut for technical assistance. However, the views expressed in this paper are those of the author alone and do not necessarily refl ect the views of the BIS.

1 More accurately, this pattern was seen even earlier in Japan. The attempt to hold down the yen in the late 1980s through easy monetary policy led to a huge expansion in credit, 
asset prices and fi xed investment. All three subsequently collapsed, leaving behind an overhang of both debt and fi xed capital.

2 The earlier literature on development economics suggests a somewhat different interpretation. Industrialisation requires large and costly fi xed investment. High levels of demand are 
required to make such investments profi table and, in the early stages, exports provide such demand. Note that this does not require an ongoing net surplus. Indeed, the intention 
would be that domestic demand (and associated imports) would eventually kick in.
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The basic analytical approach underlying the paper 
stresses the relationship between internal balances (or 
imbalances) and their external counterparts. It begins 
with recognition of the identity (assuming a two country 
world for simplicity) which ensures such a linkage.

(S–I)+(T–G)=(X–M)=CF= – [(X*-M*)=(S*–I*)+(T*–G*)]

The central point to note is that the external balance 
element refl ects developments in the real economy in 
both countries, as well as capital fl ows (CF), and is thus 
highly endogenous. In looking for an explanation of 
external imbalances, there would not then seem to be 
much justifi cation in pointing to only one component 
of the identity, and suggesting that its movements 
were driving all the others. Private sector capital fl ows 
into the United States and China, driven by optimism 
about future rates of return, can only be part of the 
explanation of what is going on. The same can be said 
for “high” savings rates in Asia and “low” savings rates 
in the United States. Moreover, all the variables in the 
identity are themselves subject to the infl uence of 
underlying variables, movements in exchange rates 
and interest rates and asset prices, most of which 
are themselves endogenous to the system. Finally, it 
is worth noting (in the BIS spirit of “procyclicality”) 
that the fi nancial variables in turn are also capable 
of “overshooting” in various ways. Needless to say, 
these complicated layers of interdependence (real 
and fi nancial, industrial countries and emerging 
market economies, correctly and incorrectly priced 
assets) make it almost impossible to provide accurate 
forecasts of future outcomes.

Having said about this identity that “all the animals 
are equal”, it must be admitted that “some of the 
animals are more equal than others”. The potential 
behaviour of two principal sets of market participants 
are key, since it is through markets that the prices of 
fi nancial assets change with potential implications 
for the real economy. First, the conditions under 
which private sector participants will be willing to 
hold a growing volume of USD denominated liabilities 
must be assessed. In the modern world of almost 
infi nitely elastic capital fl ows, expectations about the 
future value of the dollar are key. These expectations 
can be driven by many factors in the short run, but 

they must in the long run be mainly infl uenced by 
the evolution of the US external debt position. The 
second set of actors are the offi cial sectors in countries, 
principally in Asia, that have shown a willingness to 
hold USD denominated assets in amounts hard to 
reconcile with both expected returns and the degree of
self-insurance they might provide against future crises.

My comments will be in four parts. First, I give some 
consideration to the basic facts concerning trade 
imbalances and international capital flows. The 
initial focus is on the international position of the 
US. Second, I try to clarify why some people seem 
worried about the external imbalances even though 
the situation could well be described as “so far, so good”. 
Third, I look at evidence pertaining to the seriousness 
of those worries. Since real things will ultimately 
determine fi nancial things, I begin by asking whether 
the pattern of current account imbalances poses a 
problem for the international fi nancial system. In 
light of this, the analysis then move directly to the 
related, but different, question of whether the pattern 
of currency shares in global portfolios held by the 
private and public sectors poses a problem.3 Finally, 
some conclusions are presented. In a nutshell, there 
do seem to be causes for concern. While there is no 
good reason for expecting an imminent crisis, it is 
also not possible to rule one out.

1| Some pertinent facts
The external defi cit of the US has been trending 
upwards since the early 1980s (Chart 1), though with 
a sharp if temporary improvement in the late 1980s.4 
Today it stands at over 6 percent of GDP.5 Associated 
with that defi cit has been a shift from the US being 
a net international creditor to it having net external 
debts of around 26 percent of GDP. Because US assets 
abroad have traditionally earned a higher rate of 
return than foreign assets in the United States, the 
former being riskier than the latter, the net service 
component of the current account has only just turned 
negative. However, given growing net liabilities and 
higher interest rates in the US, the net service defi cit 
seems likely to rise sharply, adding to the infl uence 
of the trade defi cit on the current account.6

3 At the risk of exposing a potential inconsistency in the paper, the section on current account imbalances implicitly assumes a world of perfect substitutability between different 
currencies. Thus, expectations are crucial to determining relative currency values and the relative quantities of such assets have an infl uence only via their effects on risk premia. In 
contrast, the section on currency shares implicitly assumes a world of less than complete substitutability where quantities do matter. I consider both sets of arguments, in part, because 
so many others have done so. 

4 See BIS (2004).
5 The estimate for the 2005 defi cit in July of this year was USD 200 billion above the estimate in July 2004. This size of revision is unprecedented.
6 The fact that US investments are relatively riskier also exposes the services account to any downturn in foreign activity and associated profi ts. 
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The counterpart to the US current account defi cit 
are surpluses almost everywhere else; this is by no 
means a bilateral US/China issue (Table 1). That said, 
the increases in the defi cit in recent years have been 
predominantly accounted for by EMEs. Surpluses 
in newly emerging Asia have risen sharply, while 

defi cits in Latin America have shrunk. In recent years, 
the surpluses of oil producing countries have grown 
notably and futures prices indicate that high oil prices 
and deteriorating US terms of trade may be part of 
the landscape for some time to come.

Turning to capital fl ows. A number of trends can be 
identifi ed with respect to the US. As to the form of 
infl ows, there was a sharp increase in FDI and equity 
infl ows prior to 2000, but fi xed income instruments 
(government bonds and agencies) have been the 
destination of choice more recently. As to investor 
source, there has also been a marked shift away from 
private sector fl ows and towards public sector fl ows;
i.e. reserve accumulation. Finally, in terms of 
geographical sources, the declining importance 
of infl ows from Europe and the sharp rise in the 
importance of Asia (predominantly the public sector) 
needs to be noted (Table 2).

Private capital flows into EMEs have recently 
strengthened sharply. While this has been a global 
phenomenon, the infl ows into emerging Asia and 
particularly China have been most marked. The 
massive recent growth in China’s reserves owes much 
more to this factor than to its global trade surplus. 
While rising very fast, it has been very small until 
quite recently.

Table 1  Current account balances
(in billions of US dollars; fi gures in italics are percentages of GDP or percentage points)

1997 1998 1999 2000 2001 2002 2003 2004 Change 1997–2004

United States -141 -214 -300 -416 -389 -475 -520 -668 -5.7 -527 -4.0
Euro area (a) 96 58 32 -37 7 49 27 47 0.5 -49 -1.0
Japan 97 119 115 120 88 112 137 172 3.7 75 1.4
Other industrial economies 18 -1 -12 34 35 34 52 46 0.9 28 0.3
Emerging Asia 14 114 107 86 91 132 169 183 4.1 170 3.7

China 37 31 21 21 17 35 46 69 4.0 32 -0.1
Hong Kong SAR -8 3 10 7 10 13 16 16 9.8 24 14.2
India -3 -7 -3 -5 1 7 7 -1 -0.1 2 0.6
Korea -8 40 25 12 8 5 12 28 4.1 36 5.6
Singapore 15 18 15 12 14 16 27 28 26.1 13 10.5
Taiwan, China 7 3 8 9 18 26 29 19 6.1 12 3.7
Other Asia -26 25 31 30 22 30 32 25 3.0 51 6.5

Latin America -67 -91 -57 -48 -54 -16 6 18 0.9 85 4.3
Transition economies -30 -29 -6 13 16 8 -1 13 0.7 43 3.5
Rest of world 0 -46 -6 74 38 20 54 103 6.2 103 6.2

Total (b) -14 -89 -127 -174 -168 -137 -76 -86 -0.2 -73 -0.2

(a) Sum of the balances of individual euro area economies.
(b) Refl ects errors, omissions and asymmetries in balance of payments statistics, as well as the exclusion of data for international organizations
and a limited number of countries.

Sources: IMF, World Economic Outlook; national data.

Chart 1  The US current account defi cit
and its fi nancing (a)
(as % of GDP)
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Perhaps less well appreciated (Table 3) is the extent 
to which US residents have been borrowing abroad 
(mostly in USD) to themselves invest abroad (mostly 
in foreign currencies). The gross debt of the US which 
is denominated in USD refl ects the joint infl uence 
of the current account defi cit, this borrowing and 

of course changes in valuations. It now amounts to 
over 70 percent of US GDP. Moreover, this is a lower 
band estimate of the long position of foreigners in
USD denominated assets, because many non 
US residents have also issued substantial liabilities 
denominated in US dollars.

Table 2  Net foreign purchase of US securities: breakdown by instrument and region/country
(as a percentage of respective totals)

1998 1999 2000 2001 2002 2003 2004

Total infl ows

Asia 16 21 20 31 37 41 39
Japan 7 12 11 11 17 24 27

Euro area 12 9 12 10 3 7 6
United Kingdom 50 37 36 35 34 23 28
Caribbean centres -1 6 0 11 14 11 9
Others 24 27 33 13 12 18 18

US government bonds

Asia 52 71 57 63 49 64 52
Japan 19 39 35 24 22 40 36

Euro area 2 -9 7 -5 -4 2 1
United Kingdom 44 -8 -4 20 30 14 23
Caribbean centres -12 11 6 8 18 7 7
Others 14 34 32 14 6 13 18

Source: US Treasury.

Table 3  Offi cial holdings of US dollars and US external fi nancing
(in billions of US dollars)

Flow Stock
2002 2003 2004 2003 2004

BEA foreign offi cial assets in the United States 116 278 395 1,567 1,982
Offi cial dollar purchases/holdings (a) 187 423 498 2,077 2,575
US current account defi cit/net international investment position 475 520 668 2,157 2,484
US fi xed income external fi nancing/debt (b) 510 672 836 3,012 3,734
US dollar net external fi nancing/liabilities
(excluding US equity from dollar-denominated) (c) 515 697 791 3,288 3,901
US dollar net external fi nancing/liabilities (d) 652 799 958 7,446 8,516

(a) Estimated using foreign offi cial assets in the United States from BEA, offshore US dollar deposits from the BIS international banking statistics, 
Table 5C, and the Japanese SDDS data on deposit reserves.
(b) Calculated by adding fl ows/stock of net direct investment and net portfolio equity investment to the absolute value of the current account 
defi cit/net international liability position.
(c) Calculated by adding US offi cial reserve fl ows/assets, the net increase/holding of foreign currency bonds and the net increase/stock of US bank 
and non-bank claims denominated in foreign currency to fi xed income external fi nancing/debt.
(d) Estimated by summing the absolute value of the current account defi cit/net international investment position, fl ows/stocks of direct
and portfolio equity investment abroad, the net increase/stock of foreign currency denominated bonds, the net increase/stock of US bank
and non-bank claims denominated in foreign currency and the fl ow/stock of US offi cial reserve assets.

Sources: BEA; Nguyen (2005); Sauers and Pierce (2005); US Treasury et al (2005); BIS estimates.
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2| What are people 
worried about?

It is fair to say that almost everyone now agrees
that the US current account deficit will require 
eventual correction, even if there are substantial 
differences of view as to whether this is dangerous and, 
if so, how imminently dangerous?7 Arithmetically, a 
current account defi cit of 6 percent of GDP implies 
that US external debt will rise to 100 per cent
of GDP if the nominal growth rate is similar. More 
worrying, Truman (2005) provides a survey of 
estimates indicating that, with unchanged policies 
and exchange rates, the defi cit could rise to 8 percent
(see Cline, 2005) or even 12 percent (see Mann, 2004) 
by 2010. This is simply not going to happen.

Yet to say imbalances are unsustainable is not to 
say there is a “problem”. It is conceivable that a 
combination of disabsorption in defi cit countries 
and increased absorption in surplus countries, 
allied with needed movements in real exchange 
rates, could lead to an orderly external adjustment 
with global growth maintained overall at potential 
levels. Contributing forces might be an autonomous 
(or interest rate induced) increase in the US household 
saving rate, a rebound in investment in Asia
(ex China), macroeconomic and structural policy 
changes supporting adjustment, and recognition
of how valuation effects reduce the US net external 
liability position as the dollar falls. Infl ation, which 
is currently well under control at the global level, 
would presumably stay at a positive, low level given 
the maintenance of overall global growth. To repeat, 
what then is the problem?

The answer begins by noting the difference between 
the conceivable and the likely. Two sets of problems 
have been identified which are closely related. 
The fi rst, as Truman (2005) stresses, is that even a 
smooth adjustment of trade imbalances will demand 
a signifi cant reallocation of real resources in the 
countries concerned. Given that factor inputs are 
nowhere fully fungible, and that different kinds
of demand are not always easy to stimulate, this could 

create adjustment problems in the short to medium 
term. A pertinent example is provided by China. Its 
capital stock, in large part  designed to produce goods 
for US consumption, could not be redirected overnight 
given a sharp slowdown in such consumption.8 
Moreover, encouraging lower domestic saving in 
China would not be easy in the face of declining social 
safety nets and a reduction in the support previously 
provided to the elderly by large families. Since exports 
now account for 36 percent of Chinese GDP, and since 
foreign owned companies account for the bulk of it,9 the 
short term effects would likely be material.10 A similar 
point can be made with respect to the United States
albeit in a less extreme way. Construction and services 
associated with the booming US housing industry has 
been a strong source of support for the US economy 
in recent years. Since housing is an archetypal
non-traded good, this sector would have to be hit hard 
by any shift of resources into tradeables.

A closely related issue is that government policies 
(monetary, fi scal and structural) might be essential 
to facilitate an orderly adjustment of productive 
resources. However, history teaches us that such 
policies might not be forthcoming. An OECD study 
from 1988 is instructive.11 It documents eleven case 
studies of major macroeconomic policy changes which, 
while strongly recommended much earlier, were only 
carried out in the context of an exchange rate crisis.

The second set of problems has to do with a potential 
loss of patience, should the trade imbalances appear 
to be improving only very slowly. Legislators in defi cit 
countries might lose patience and turn to protectionist 
measures. Certainly in the United States, this is a clear 
and present danger. Such concerns almost prevented 
the CAFTA agreement, could yet lead to punitive 
tariffs on Chinese exports to the US, and could also 
derail the Doha round.

Another form of lost patience might be seen in fi nancial 
markets. Holders of US dollar assets, watching their 
value decline in terms of foreign currencies, might 
suddenly head for the exits and precipitate some form 
of foreign exchange crisis. It is notable that, in spite 
of a record current account defi cit and the decline

7 Obstfeld and Rogoff (2004) argue that the US current account defi cit is defi nitely unsustainable as do Roubini and Setser (2005). Dooley et al (2004) take a different view. Also see 
Mann (2002, 2003) and Mussa (2005).

8 To give this a more Austrian fl avour, there could be an intertemporal problem. Just at the point the recent huge investment in the Chinese capital stock comes on line, there could 
be drying up of demand in the US consumer sector. Since the US household saving rate has fallen so low in the recent past, there could well be the need for some increase in the 
future. Given less than complete substitutability of factor inputs, this implies an increased supply for which there might be no demand.

9 See OECD (2005). 
10 In 2004 exports contributed more to nominal income growth than either consumption or investment.
11 See OECD (1988).
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of the dollar from earlier peaks, the effective real value 
of the US dollar is approximately at its average level 
of the last thirty years. Moreover, given the possibility 
of mean reverting behaviour in a number of other 
fi nancial markets, where prices seem unusually high, 
the growth inhibiting effects of a sharp dollar decline 
might become much more widespread. A rising risk 
premium on US dollar assets could raise longer term 
interest rates, with associated effects on mortgage 
rates, credit spreads and housing prices. Market 
volatility, and the costs of bearing such risks, also 
seem unusually low currently and might also prove 
vulnerable to upward adjustment.12 Such developments 
in fi nancial markets might be welcome in moderate 
doses, but could also have unwelcome effects on 
output and employment if such movements were 
very large or very fast. In the limit, such adjustment 
could also feed back onto the health of the fi nancial
system itself. While most current indicators (e.g. capital 
ratios and profi tability) paint a picture of good health 
in the fi nancial system, the increasing opacity of many 
transactions (eg credit default swaps, transfers using 
CDSs and CDOs) are a growing source of concern.

That there might be problems in the course of effecting 
required external adjustments is just as conceivable as 
there not being problems. What remains to be assessed 
is the likelihood of each. In this spirit, I consider 
fi rst the arguments for, and then against, the present 
pattern of current account imbalances being unlikely 
to pose near term economic problems. The politics 
of protectionism will not be considered here. I then 
make a similar assessment for the pattern of currency 
shares in global portfolios, both private and public.

3| Factors making problems 
more or less likely

3|1 Current account imbalances

What factors affecting the real economy give support 
to the views of those who tend to be less worried about 
the problems noted above. Perhaps the most pertinent 

to this conference is the argument that a shift upward 
in productivity growth in the US has put that economy 
on a faster growth path than others. This has had three 
alleged effects.13 First, expectations of higher rates 
of return on US assets have driven capital infl ows
which has raised the value of the US dollar. Second, 
household recognition of the fact that they will be 
getting part of this productivity dividend has encouraged 
them to increase consumption, with spillover effects 
on the external side. Spending abroad some part of an 
increase in wealth of this nature would not seem to 
pose longer-term problems. Third, the external defi cit 
will ease over time as higher US productivity lowers 
costs and increases US competitiveness.

Each of the above statements merits critical 
examination. Has the US shifted permanently to a 
higher growth path? While the evidence to date is 
broadly supportive of this assertion,14 the most recent 
data (albeit, likely cyclical) is less so. Moreover, 
there is also growing recognition of the diffi culties 
involved in interpreting the data that is available,15 
and assessing what it might mean for the external 
accounts in the future. For example, if the increase in 
productivity accrues to foreigners who have fi nancial 
investments, then there will be higher debt service 
to fi nance over time even if the US has become 
more competitive. As to the US now having faster 
productivity growth than others, it is not as obvious 
that this is true with respect to many emerging 
market countries, and it has only recently been the 
case with respect to the major industrial countries. 
Indeed, most measures of productivity growth 
were higher in continental Europe than in the US
until the mid 1990s. Looking forward, and taking note 
of structural changes in European labour markets that 
might temporarily have reduced productivity growth, 
the perceived European shortfall could conceivably 
disappear. Similarly, productivity increases in the 
US refl ecting cost cutting measures of various sorts 
might prove to be temporary level shifts rather than 
permanent effects on growth rates.

Even supposing relative US productivity growth has 
increased permanently, are other aspects of the above 
story plausible? With respect to expectations-induced 

12 For a fuller description of the possible interactions between internal and external imbalances see Knight (2005). Various scenarios having to do with disorderly adjustments
are presented in Goldstein (2005), Gagnon et al (2004) and in the IMF World economic Outlook (2005) Appendix 1.2.

13 See Greenspan (2005) and Ferguson (2005).
14 See Tissot and Skoczylas (2005).
15 See Chapter II of BIS (2004) for a general discussion of methodological issues. By way of illustration, the output gap in the OECD countries in the early 1970s was estimated in 1977 

to have peaked at around ten percent of GDP. Using revised data and newer estimation techniques, this gap is now estimated to have peaked at around only three percent of GDP.  
See BIS (2005) p 70.
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capital infl ows, we might have expected them in 
the form of FDI and equity where higher earnings 
growth might materialise. This was true only up 
until the late 1990s, as noted in Chart 1. Moreover, 
again noted above, increasingly the infl ows have 
derived from government rather than private (profi t 
seeking) sources. As for these infl ows having driven 
up the dollar and reduced the competitiveness of the 
US treadeable goods sector, Chart 2 is instructive. 

The real effective value of the dollar has risen only 
marginally since its low in 1995 and remains well 
below its 1985 peak. It is hard to see how this could 
have contributed to the relentless decline in the share 
of tradeable goods in US production since 1980.

As for higher productivity growth and associated 
wealth increasing consumption, this was plausible 
only until the collapse of the stock markets in 2001. 
Since then the largest part of the measured “wealth” 
increase driving consumption has been increases in 
the value of the housing stock. This is particularly 
unfortunate since increases in housing wealth due 
to higher prices could in large part be illusory at 
the national level. A change in relative prices, that
of housing services compared to everything else, 
clearly benefi ts some people but it does so at the 
expense of others.16 This implies that the external 
defi cit is not a dissipation abroad of increases in wealth 
but could rather be an ongoing process of wealth 
reduction. Moreover, it is a fact that the decline in the 
household saving rate set in well before the presumed 
upturn in the rate of US productivity growth (Chart 3).
This would seem to indicate that some other factor 
was the cause of the decline in the rate of saving.17

Finally, there is little support for the argument that 
sustained productivity increases will, over time, 
ease the external defi cit enough to obviate the need 
for a substantial nominal depreciation of the dollar. 

Chart 2  The share of tradable goods in US output 
and exchange rates 
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16 The BIS has been making this point for some years in successive Annual Reports. See also Debelle (2004). More recently, this view has also been espoused by Cecchetti (2005), p. 15. 
In a closed, static economy, the netting out of the wealth effects would be total. In a growing, open economy, real wealth would increase to the extent that housing services were a 
superior good, that developable land was in short supply, and that signifi cant net migration was expected. The infl uence of such forces in the US needs more analysis.

17 It is also important to note that it is the decline in household saving that seems most responsible for the trade defi cit not the fi scal defi cit. Erceg et al (2005) in the FRBG Economic 
Letter also conclude there is no major relation between the current fi scal expansion and the trade balance.

Chart 3  US sectoral fi nancial balances
(as % of GDP)
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First, consider the scale of adjustment problem. With
US exports only half the volume of imports, the latter 
must grow at only half the rate of the former just to 
keep the external balance constant. Moreover, the 
fact that the income elasticity of imports in the US is 
signifi cantly higher than that of their trading partners 
is another problem, as is the relatively small size of 
the tradeable goods sector in the US (again Chart 2). 
To add to these adjustment diffi culties, the recent 
emergence of China and India as centres for the 
production of internationally traded goods and services 
(respectively) implies this is not a propitious historical 
moment for regaining lost market share. Nominal 
exchange rate rigidities and huge pools of rural labour 
in both cases imply that absolute cost advantages could 
persist for an extended period. Finally, the recent 
increase in oil prices has transferred substantial sums 
to oil producing countries whose propensity to import 
from the US has fallen over time (Table 4).

Measured against the scale of the problem, recent 
developments in the US tradeable goods industry 
are not promising. First, aside from computers and 
electronic products, the productivity gains seen 
to date in the sectors producing tradeables have 
not been particularly impressive by international 
standards (Table 5).18 Refl ecting both this fact and 
heightened international competition, profi ts in the 
US manufacturing sector were only 14.2 percent
of total profi ts in 2004, versus a share of 23.5 percent 

in 2001.19 Perhaps as a result, net private fi xed assets 
in manufacturing were actually lower in 2004 than 
they were four years earlier. Fortunately, the US also 
has great potential for the export of sophisticated 
services (software, education, research and knowledge 
intensive products); provided of course that open 
markets will let them exploit this advantage.

One way in which international competition has 
manifested itself has been in a sharp decline in 
“exchange rate pass-through” to US import prices in 
recent years.20 To maintain their market share, as the 
US dollar has declined since 2001, foreign competitors 
have maintained their US prices. In some cases this 
has resulted in lower profi t margins, but in many other 
cases, it has simply prompted foreign producers to 
fi nd other ways to increase effi ciency and cut import 
costs. For example, over the last fi ve years, ULC
(in dollars) has risen 8 percent in the US while falling 

18 Also see the rankings of productivity growth by industrial sector (average growth 2000 to 2003, as compared to 1990s), compiled by the US Department of Labour.
19 See Bureau of Economic Analysis, NIPA Table 6.16 D “US corporate profi ts by industry”.
20 See BIS (2005), p. 17.

Table 5  US labour productivity gains, by sector

Employment (a) Productivity gains (b)
1987–2004 1988–1995 1996–2004

Private industries 85 1.3 2.6
Agriculture and mining 2 1.0 -0.4
Construction 6 -0.5 -1.4
Manufacturing 14 3.1 6.0

Durable goods 9 3.9 7.8
Non-durable goods 5 1.9 3.4

Transportation and utilities 4 2.2 2.1
Wholesale trade 5 2.4 4.5
Retail trade 11 3.2 5.2
Finance, insurance and real estate 6 2.2 2.6
Services 37 -0.5 1.0

Government 15 0.4 0.3

Note: Break in series in 2000 due to a new breakdown in industry branches.
(a) As a percentage of persons engaged in domestic production.
(b) BIS calculations using real value added and hours worked by full-time and part-time employees, by industry; in per cent.
Source: US Bureau of Economic Analysis.

Table 4  Import market shares in the OPEC
and the CIS
(as a percentage of total imports)

OPEC CIS
1998 2004 1998 2004

United States 15.4 7.9 7.0 3.3
Euro area 26.0 27.1 32.0 39.6
Japan 9.2 8.0 1.4 3.0
China 3.7 7.8 1.9 6.3

Source: ECB Monthly Bulletin, July 2005.
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1 percent (in euros) in Germany. Refl ecting this and 
related phenomena, the US share of global exports 
has fallen by 3 percentage points (to 9 percent) while 
the shares of Germany and China have risen by 4.5 
and 3 percentage points respectively. None of these 
developments give evident promise of structural 
developments in the US likely to improve the current 
account in the future, thus reducing the need for 
nominal exchange rate adjustment.21

A second set of arguments for the US not having 
to worry about external imbalances has to do with 
developments outside the United States. It has been 
argued that there has been chronic underspending 
abroad. This was fi rst evident in Japan and Germany, 
in light of their respective slowdowns in the early 
1990s, but a similar phenomenon has been seen more 
recently in Emerging Asia (ex China) in the aftermath 
of the Asian crisis. Bernanke (2005) has suggested 
that, in the face of a “global saving glut”, the US has 
simply played the role of consumer of last resort (the 
residual player in the n–1 game) to keep global output 
growing more or less in line with capacity. In fact, the 
principal problem has not been higher saving abroad 
but a general weakness in corporate investment.22 
While a compensating expansion of demand in the 
US might well then have been globally benefi cial, it 
begs the question of what happens should saving fall 
further in some of these countries and/or  investment 
begins to rise. The identity referred to above clearly 
implies the  US defi cit must shrink. However, what the 
identity does not reveal is the way in which this might 
come about. Were demand pressures to strengthen 
abroad, but with the US already at full capacity, the 
likelihood of sharper movements in interest rates 
to resist infl ation and promote disabsorption would 
be signifi cantly enhanced. Clearly, higher oil prices 
are a further material complication in this regard, 
even if infl ationary expectations seem to have been 
remarkably sticky to date. In light of the arguments 
presented in Section 2 above, such a tightening 
scenario could precede in a welcome and orderly 
way, but the exposures also identifi ed in Section 2 
imply that this might not be the case.

A fi nal argument for being less concerned is that 
virtually all of the US debt owed to foreigners is 

denominated in US dollars, while US assets abroad 
are denominated in foreign currencies. Thus, the 
decline in the US dollar that might be needed to 
stabilize external debt ratios will be smaller given 
that the dollar value of US investments abroad will 
be rising.23 In effect, there is a “currency mismatch” 
problem here, but (unlike Asia) one which is to the 
advantage of the debtor and the disadvantage of 
the creditors. It is hard to dispute the arithmetic of
this argument, but it falls short as a source of solace 
in that it ignores two possible sets of reactions on 
the part of creditors. The fi rst is real and the second 
is fi nancial.

The fi rst point is that, having suffered a sizeable 
wealth loss due to currency appreciation against the 
dollar, there could well be a tendency for creditors 
to spend less. However, this fl ies directly in the face 
of the traditional presumption that countries with 
appreciating currencies need to increase absorption 
to back in domestic demand as foreign demand 
falters. These effects could be substantial. The work 
of Mussa (2005) and Obstfeld and Rogoff (2004) and 
others indicates that the real effective value of the 
dollar might need to fall twenty percent or more from 
current levels to generate the needed substitution 
effects between tradeables and non-tradeables. If 
the gross long position of foreigners in US dollars 
is over USD 8 trillion, this implies losses of around 
USD 1.5 trillion for appreciating countries. Moreover, 
depending on their incidence, losses of this size could 
potentially have disruptive effects on the functioning 
of the fi nancial system as well. In contrast, it could be 
contended that past, large losses of this sort (declines 
to date in both the dollar and equity prices) have 
been digested without diffi culty. This admitted, the 
system might now be less well placed than previously 
to absorb still further shocks.

A second point concerns fi nancial behaviour. Should 
creditors observe past losses and extrapolate them 
into the future, there would be a marked increase 
in the temptation to shorten long dollar positions.24 
Moreover, even aside from revised expectations, 
losses might catalyze  a sudden recognition of the 
extent to which fi nancial imbalances had built up, 
and an associated shift upward in the risk premium 

21 Obstfeld and Rogoff (2004) argue that the nominal exchange rate adjustment to put the current account on a sustainable path rises proportionally as pass-through declines.
22 In fact, household saving rates have fallen sharply in Japan and also more moderately in many Asian countries outside China. More strikingly, investment has been exceptionally weak 

in Japan, Germany and South-East Asia. In each case, this weakness of investment followed an earlier period of very rapid expansion.
23 See Obstfeld (2004) and Lane and Milesi-Ferretti (2005).
24 Lane and Milesi-Ferretti (2005) put it nicely on p 18. For the US “it is not a viable long-run strategy to rely on such valuation gains to ameliorate a structural reliance on net capital 

infl ows”. Or to put it more traditionally “You can fool some of the people ...”
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demanded to hold US dollar assets. The likelihood 
of this happening has, moreover, been increased by 
the growing tendency of capital infl ows to support 
consumer and government spending rather than fi xed 
investments yielding productive returns over time 
(see Chart 3). As the dollar fell in consequence, and 
US longer term rates rose, a number of interacting 
phenomena could then become threats to growth as 
described in Section 2 above.

The likelihood of this feeding back on to the 
value of the dollar could also be enhanced by 
growing recognition by foreigners of a moral 
hazard problem. Since it is foreigners who suffer 
the direct losses from a dollar depreciation, 
the domestic policy incentives to resist such a 
depreciation through tighter US monetary policy 
might be seen to be less strong. In this context, 
the impact of rising infl ation in the US is moot.
In itself, rising US infl ation might lower foreign 
confi dence in the value of US assets. Yet, it would also 
provide a domestic rationale for tighter monetary 
policy which should provide dollar support.

3|2 Currency shares in global portfolios

What factors affecting the current share of dollars 
in the global portfolio of foreign exchange assets 
might give support to those who tend to be less 
worried about the problems noted in Section 2 
above? Identifying whether there might be a “dollar 
overhang” demands looking at prospective private 
sector behaviour as well as that of the public sector. 
While the foreign exchange exposure of the private 
sector is very much larger,25 the behaviour of the 
public sector at the margin remains of signifi cant 
importance. Intervention and reserve accumulation 
in Asia, massive by traditional standards, has 
fi nanced a very substantial portion of the US current 
account defi cit26 and does seem to have exerted an 
infl uence on exchange rate levels.27 Moreover, it 
could be that changes in private sector behaviour 
might be catalysed by changes in public sector 
behaviour. For better or worse, fi nancial markets 
today pay enormous attention to what central banks 
(in particular) both say and do.

Looking fi rst at the foreign private sector’s holdings
of dollars, there are three sets of arguments to support 
the view that we need not be too concerned. The fi rst is 
that the proportional holding of dollars (relative to other 
foreign currencies) does not seem to be out of line. The 
second is that the institutional features of US fi nancial 
markets induce a continuing preference for dollar 
denominated assets. The third is that, in the event of 
emerging diffi culties, moderately higher interest rates 
would suffi ce to ensure adequate support for the dollar. 
Each of these assertions could in fact be disputed.

The fi rst argument is that there is no clear evidence 
of a dollar overhang. Lane and Milesi-Ferretti 
(2005) estimate that in 2003 US assets accounted for 
27 percent of the world’s holdings of foreign assets, 
not far off the US share of global GDP. Moreover, 
BIS statistics indicate that the proportion of dollar 
denominated assets in the total of internationally 
issued notes and bonds was 36 percent at the end 
of 2004. This admitted, another frame of reference 
could give greater cause for concern. As noted above, 
the long position of foreigners in dollar denominated 
liabilities of US residents now seems well in excess 
of 70 percent of US GDP. This implies an exposure of 
the rest of the world equivalent to over 20 percent of 
their GDP. While it is not impossible that some of this 
is offset by natural hedges, or has been consciously 
covered in derivative markets, the exposure seems of 
such a magnitude as to at least suggest the possibility of 
further covering. The fact that private sector infl ows to 
the US have been both declining, and are increasingly 
short term, is also consistent with a growing caution 
on the part of private foreign investors.

A closely related argument is that most private 
portfolios still exhibit a marked degree of
home-country bias.28 As this begins to break down, 
there will be a growing willingness on the part of 
foreign investors to purchase assets denominated 
in US dollars. This will help compensate for the 
ever growing volume of liabilities being issued in 
US dollars. The counterargument is, of course, that 
this cuts two ways. Investors resident in the US also 
have a strong home bias. If they also begin to diversify 
in a serious way, this would work in the direction of 
a more vulnerable dollar on the downside.

25 BIS statistics indicate that, in 2002, foreign offi cial assets amounted to only 5.5 percent of all cross-border liabilities. Moreover, this is likely to be an overestimate given suspected 
underreporting on the private sector side. 

26 BIS statistics indicate a portion of 60 to 70 percent in 2004. See McCauley (2005).
27 The most obvious example is China, where reserve levels have risen sharply while the exchange rate against the dollar has hardly moved. See Goldmann Sachs (2004a, 2004b).
28 See Bertaut (C.C.) and Griever (L.G.) (2004). Also Gagnon et al (2004). Both studies defi ne home bias in terms of the proportion of purchases of domestic currency assets 

(as opposed to foreign currency) being more than that predicted by an international CAPM model.
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The second argument is that dollar holdings have a 
natural advantage because of higher liquidity, greater 
transparency and stronger property right in US markets 
than elsewhere. It is qualities of this nature, and the 
network externalities they imply, that have made the 
dollar the preeminent international currency. While 
investments in fi xed capital in many (capital short) 
emerging market economies ought in principal to result 
in higher rates of return, this is not always the case. 
Moreover, it might still seem more sensible to rather build 
up assets abroad once prospective returns have been 
adjusted for risks of the sorts just noted. As powerful as 
this argument might be, one important change has taken 
place recently. Following the introduction of the Euro, 
European fi nancial markets are now arguably as “broad, 
deep and resilient” as those in the United States.29 For the 
fi rst time in recent history, there is then an alternative 
to the dollar. Of course, this possibility by no means 
assures a sudden, or even an eventual, diminished role 
for the dollar in international transactions.

The third argument for being less concerned is that 
“moderate” interest rate increases should suffi ce 
to offset any reduction in the willingness to hold 
expanding volumes of dollar denominated assets. 
Indeed, the strength of the dollar since the beginning 
of 2005 has come as no surprise to many, given the 
way in which policy rates have moved in favour of 
the US. This assumption of a very high degree of 
international capital substitutability, in response 
to interest rate changes, is in the tradition of the
Mundell-Flemming model which is still likely to provide 
the best characterisation of how the international 
fi nancial system actually functions. Yet a high degree 
of substitutability also implies some other effects 
which a one period model cannot adequately capture. 
The fact that monetary restraint is in part achieved 
through exchange rate changes, rather than interest 
rate increases alone, implies that there will be less 
resistance to domestic spending proclivities that could 
become excessive.30 In this way, capital infl ows (and 
external imbalances) can help exacerbate internal 
imbalances. Evidently, such fl ows also contribute to 
external imbalances since, in the Mundell-Flemming 
world, interest rates remain lower than otherwise, 
which thwarts domestic disabsorption,31 and the dollar 

remains higher (or even rises) which reduces the 
effects of the elasticity of substitution on trade fl ows.

What aspects of the possible behaviour of the foreign 
offi cial sector might provide support for the dollar? 
Two arguments can be put forward. Again, each has 
shortcomings. First, excluding Japan (as a special 
case)32 the proportion of offi cial reserves held in dollars 
is no higher than the share of the “dollar block” in global 
production. There is no overhang to begin with. Second, 
there is the Dooley et al (2003, 2004) argument that we 
have a “New Bretton Woods” system in place which is 
mutually convenient for both creditors and debtors.
This implies a very great willingness on the part of 
exporting countries to provide ongoing vendor fi nance; 
that is, to recycle the receipts from exports to provide 
debtors with the fi nancing needed to pay for them.

Consider fi rst the overhang issue. Excluding Japan, the 
share of dollars in current offi cial reserves is 57 percent. 
While this is much higher than the US share of global 
production, it is about equal to the share of the “dollar 
block” in output, where the dollar block is defi ned 
as including those countries whose currencies are 
relatively fi xed against the dollar.33 The fi rst point to 
make by way of counterargument is that a countries’ 
currency orientation need have no relation with 
the optimal composition of that countries’ reserves. 
Considerations such as liquidity, property rights, rates of 
return etc. would all fi gure independently into the latter 
decision. That said, it is the case that the minimum-
variance reserve portfolio is provided by investing in 
the foreign currency to which the domestic currency 
is fi xed. Moreover, casual empiricism indicates that 
countries pegged to the dollar (e.g. Hong Kong, China 
etc) do tend to have higher proportions of reserves in 
dollars, whereas countries (especially in Central and 
Eastern Europe) more aligned to the Euro have higher 
proportions of euros. Viewed from this perspective, the 
worrisome prospect is that recent evidence shows that 
the “dollar block” seems to be getting smaller. That is, 
there is growing empirical evidence (especially in Asia) 
that cross rates with the dollar are responding more now 
to changes in the euro/dollar and yen/dollar rates.34 
The implication of this is that some more substantial 
portfolio rebalancing might still be to come.

29 See White (W.) et al (2002) and Galati and Tsatsaronis (2003).
30 This is an international variant on a domestic theme that Claudio Borio and I have played elsewhere (2004). If CPI infl ation is under control, and there is thought to be no need to 

raise policy rates, an “elastic” credit system could well generate booms and busts in credit, asset prices and fi xed investment that could eventually prove very costly. 
31 In the United States, the fact that lower long-term government rates drive down mortgage rates is an obvious channel.
32 See Mikuni and Murphy (2002) for a description of the long standing mercantilist tendencies of Japan. The associated presumption is that the Japanese offi cial sector is not likely to change 

their equally long standing practice of investing almost wholly in dollars. Were Japan not to be excluded, IMF fi gures indicate the dollar share rises to almost 80 percent of global GDP.
33 See the BIS Annual Report (2005) Chapter V for a fuller description. More technically, countries are assigned to the dollar block (or not) depending on the sensitivity of the local 

currency/dollar cross rate to movements in euro/dollar and yen/dollar. 
34 See McCauley (2005).
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Turning to the second argument, as espoused by Dooley 
et al, the starting point is that Asian countries generally 
have export led growth strategies. In this regard, they are 
asserted to be following the successful model of Japan. 
Moreover, they have achieved an implicit arrangement 
with the United States that is mutually convenient.
The Asian exporters wish to continue exporting to the 
United States. The price they must pay is to intervene 
in foreign currency markets to keep up the value of the 
dollar, and to accumulate large amounts of US dollar
reserves. The United States wishes to maintain the 
supply of “cheap” imports. Moreover, the US offi cial 
sector is, in any event, unwilling to accept the 
slowdown in domestic growth that would be likely 
to accompany any attempt to deal with the current 
account defi cit in the traditional manner; depreciation 
and disabsorption.

Because it is a matter of mutual convenience, it is 
hypothesised that this arrangement might continue for 
years. Moreover, in the important case of China, there 
are some ancillary arguments for their continuing 
to resist appreciation against the dollar. The most 
important of these concerns the effects of a stronger 
renmimbi on agricultural prices (downwards) and the 
implications for rural incomes, domestic migration 
and social order. Another concern is the effect of 
a stronger domestic currency on a still very fragile 
domestic banking system.

A whole host of counterarguments can be raised, 
most having to do with the presumed behaviour of the 
offi cial foreign sector.35 To begin with, one can question 
whether Asian countries (ex Japan) do really have 
export led growth strategies.36 Granted, this approach 
served Japan well, but it has already resulted in a 
huge build up of US external debt. Is it reasonable to 
contemplate that this could be done again, and on 
a vastly larger scale?37 Moreover, the assertion fl ies 
in the face of the very signifi cant efforts made by 
many emerging Asian countries to stimulate domestic 
demand. Given the size of the investment crash in Asia 
in the last 1990s, and the consumer crash in Korea 
more recently, one is rather led to conclude that the 
problem is less one of offi cial unwillingness to stimulate 
domestic demand than the capacity to do so effectively.

The Asians are also increasingly aware of the costs 
associated with attempts to keep down the value of 
their currencies, and the risks associated with reserve 
accumulation. As to the former, domestic monetary 
policies that are easier than otherwise can lead to 
domestic infl ation and/or other domestic imbalances. 
The spectacularly high levels of investment in China 
must raise concerns about misallocation and eventual 
losses on a scale of equal magnitude.38 House price 
movements in a number of countries, again including 
China, point in the same direction. As for the risks of 
reserve accumulation, the principal concern must be 
capital losses as domestic currencies do eventually 
appreciate.39 In Asian countries with some form of 
legislative oversight of the executive branch, criticism 
of such losses has already begun to be expressed. 
A related problem arises when these losses have to 
be passed through the balance sheet of the central 
bank. This raises the possibility of the need for the 
central bank to be recapitalised,40 with a resulting risk 
of reputational loss and the possibility of some loss of 
political independence.

Moreover, both the intervening Asians and the 
offi cial sector in the United States are becoming 
increasingly aware of the global implications of the 
policies they have been following up until now. Easy 
money policies in the industrial countries have been 
matched by those in Asia. Virtually everywhere 
real policy rates have been around zero for some 
years. Moreover, the recycling of reserves back 
into the bond markets of the industrial countries, 
particularly the United States, may have helped 
push down bond rates and mortgage rates.41 This 
has muted the already “measured” tightening 
of monetary policy in the United States, and has 
helped support what is now a global housing boom.

This is not to say that the argument of “mutual 
convenience” has no merit. Rather, there are also other 
considerations to be taken into account that point 
in the direction of recent practice being an unstable 
equilibrium. Indeed, the currencies of a number of 
Asian countries (in particular Korea) have already 
risen somewhat against the dollar, and the Japanese 
authorities ceased intervening to hold down the yen 

35 See Genberg et al (2005).
36 See my comments on Chapter 2 of Genberg et al (2005), where I agree with some parts of the authors’ arguments but disagree with others. 
37 When Japan began its phase of post-war reindustrialisation, it had 3 percent of the world’s population. In contrast, China and India together account for almost a third (and rising) 

of the world’s population today.
38 An investment «bust» in China would likely aggravate external tensions since it would likely lead both to reduced imports and a more aggressive marketing of exports.
39 If we assume that China continues to accumulate reserves through to the end of 2006, at the recent rapid pace, and further assume a 30 percent revaluation of the renmimbi at 

that time, the capital loss would amount to almost 15 percent of GDP. 
40 While some economists argue that a central bank has no need for capital, since its liabilities are always acceptable as “money”, there is no question that many central bankers do 

feel distinctly uneasy when confronted with capital losses. 
41 Attempts to measure this infl uence have thrown up a wide variety of estimates. To add to the uncertainty, see BIS (2005) Chapter VI.
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in the spring of 2004. The decision of the Chinese 
(and Malaysian) authorities in August to revalue 
and to introduce a new exchange rate regime, based 
on an effective exchange rate, marks in principle a 
signifi cant departure from past practice. This having 
been said, since the announcement, the daily variance 
of the renmimbi/dollar rate has been only around 
ten percent of the rate measured against an estimated 
effective rate. This implies no signifi cant change in 
behaviour to date.

Finally, whatever the merits of the arguments 
of Dooley et al, it bears emphasizing that their 
importance is steadily slipping as higher oil prices 

transfer reserves away from net oil consumers (both 
the US and the Asian countries) to net oil producers. 
In effect, Asian countries cannot recycle reserves that 
they no longer have. While oil producing countries 
have a relatively high marginal propensity to import, 
certainly higher than that seen in the 1970s, the 
build up of their reserves has nevertheless been very 
substantial. Moreover, analogous to their greater 
propensity to import from Europe and Asia than 
from the United States, their reserves also have a 
greater tendency to be placed in currencies other 
than dollars  (see Chart 4). Both these developments 
suggest less offi cial support for the dollar going 
forward than hitherto.

The above observations imply that global imbalances ought to be of serious concern for policymakers. What remains to be 
seen, given the magnitude of already existing internal and external disequilibria, is what new policies might support an orderly 
adjustment to a new and more sustainable global growth path. Given the arguments above about potential instability on 
the part of private holders of US dollar liabilities, it is crucially important that the public sector be able to provide adequate 
assurances that matters are under control. Given the complexity, mutual dependence and international scope of the problems 
being addressed, a cooperative policy approach might have more appeal than each country simply acting in the pursuit of what 
it sees as its own self interest.

Chart 4  OPEC deposits with BIS reporting banks
(in %)
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The causes of the external defi cit of the United States, 
and the growing external surpluses in other 
countries, notably China, are well known. They are 
found in both the United States and in the countries 
with surpluses:

• in the United States, combination of the signifi cant 
growth in household spending, due to the capital gains 
and economic policies, and the inability of smokestack 
industry to meet the growth in domestic demand; 

• in emerging countries (in China), the very high 
level of savings that leads to the need to drive growth 
by exports, hence the need to stabilise exchange rates, 
the accumulation of offi cial reserves, and a very 
expansionary monetary policy that encourages excess 
investment (further built up by direct investment) 
and increasing even more the need to export;

• moreover, these effects feed off one another: the 
accumulation of offi cial reserves stimulates growth 
in global liquidity, drives up asset prices and pushes 
down interest rates, and further stimulates private 
demand in the United States.

I would like here to assess the various arguments 
that have been put forward to seek to demonstrate 
that such a situation in current-account balances 
between the United States and the rest of the world 
is not worrisome and even sustainable and effi cient 
or actually go as far as to claim that it did not result 
from imbalances in the United States.

What arguments do the partisans of such ideas 
propound?

• The external defi cit of the United States 
allegedly just refl ects the will of private investors 
and companies to hold a substantial quantity
of US assets (denominated in dollars), because of 
the quality of assets and fi nancial markets in the 
United States, the expectation of high returns on 
these assets, either intrinsically (higher productivity 

gains in the United States), or because of the
dollar’s appreciation, or because interest rates are 
higher in the United States.

• The central banks of emerging countries (China 
in particular), it is claimed, have no other choice 
than to continue accumulating offi cial reserves in 
dollars, in order to prevent an appreciation in their 
currencies, as long as domestic demand in these 
countries is unable to take over from exports as the 
driving force of growth.

• The US current account defi cit, it is further argued, 
is merely a small suspense account that results 
from the fi nancial intermediary role played by the 
United States. It receives capital from the rest of 
the world to be reinvested in the rest of the world. 
This also implies holding assets denominated in 
other currencies in the United States, and this would 
further improve the current-account balance if the 
dollar depreciates because of the increased value in 
dollars of income received from these assets.

• The problem, it is also argued, cannot be blamed 
on the United States but on the rest of the world 
(Europe, Japan, China, etc.) where there is a 
shortfall in demand and growth and excess savings. 
Thus, economic policies implemented outside the 
United States have to be changed.

• They also claim that the trade defi cit in goods in the 
United States is offset by a trade surplus in services.

• It is also claimed that there is no shortfall in 
household savings in the United States, simply 
optimal intertemporal smoothing of consumption by 
US households who know that, with the increase in 
potential growth, their future income will increase.

I am going to show that these six arguments are 
not valid and the situation in the current account 
balances, fi rst, does entail a problem and, second, 
that it mainly results from domestic imbalances
in the United States.
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1| The US external defi cit stems from the will
of private investors to hold more assets
issued in the United States.

The fundamental idea here is that the expected 
return on assets issued in the United States is higher 
than on the assets issued in the rest of the world, 
because productivity gains are more substantial in 
the United States, or because US fi nancial markets 
are more liquid and larger.

This argument is unconvincing: 

• apart from a brief period (1998-2000), capital 
infl ows purchasing private assets in the United States
(direct investment and purchases of equities) are not 
large (Chart 1);

• the return on equity of listed companies (RoE, 
Chart 2) is as high in Europe as in the United States, 
the European stock market has outperformed the
US market in the last few years;

• the higher productivity gains in the United States 
result primarily from the high-tech industry and 
retailing. Industry ex IT –Information Technology– 
(which accounts for most the sector of traded goods) 
shows very low productivity gains.

Chart 1  United States: direct investment 
and net purchases of equities by non-residents
(as % of GDP)
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Chart 2  Return on Equity (RoE)
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2| Central banks of Asian (and oil-producing) countries 
have no other alternative than to keep on stabilising 
the dollar by accumulating offi cial reserves
(the so-called “Revived Bretton-Woods System” argument)

The accumulation of offi cial reserves (in which 
the dollar holds a dominant position, Table 1) has 
played, since the beginning of the decade, a major 
role in terms of fi nancing the external defi cit of the 
United States.

The argument here consists in saying that since 
emerging countries have high savings rates, 
their domestic demand cannot boost growth 
suffi ciently that can be driven only by exports, 
hence the need to stabilise exchange rates against 
the dollar. The argument based on excess savings 
holds for Asian emerging countries such as China 
(Chart 3), as well as oil-producing countries that 
save a substantial share of their additional oil 
income (Chart 4).

The accumulation of offi cial reserves fuels the need to 
export, since it implies a highly expansionary policy 
monetary, with far lower interest rates (as, notably, 
in China, Chart 5). This helps stimulate investment 
and the building up of new production capacity and 
further increases the need to export.
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Chart 3  National savings rate
(as % of GDP)
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Chart 4  Current-account balance
(as % of GDP)
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This argument (alleging mercantilism in emerging 
countries) certainly held for several years, since 
domestic demand is effectively too weak to drive 
growth, but not in the long term:

• the unlimited accumulation of reserves in dollars 
in emerging countries would entail that these 
countries will defi nitively keep the dollar as their de 
facto currency. However, eventually, these countries 
want to have an autonomous currency, with interest 
rates set according to domestic economic conditions,
and not dollar interest rates; 

• the emerging countries that accumulate offi cial 
reserves are subject to serious drawbacks resulting 
from this accumulation: distortion of interest rates 

Table 1  Weight of main currencies in offi cial reserves, at year-end
(as a %)

1994 1995 1996 1997 1998 1999 2000 2001 2002 2003
All countries
US dollar 53.1 53.4 56.8 59.1 62.6 64.9 66.6 66.9 63.5 63.8
Yen 7.8 6.7 6.0 5.1 5.4 5.4 6.2 5.5 5.2 4.8
Sterling 2.8 2.8 3.0 3.3 3.5 3.6 3.8 4.0 4.4 4.4
Swiss Franc 0.6 0.5 0.5 0.5 0.5 0.4 0.5 0.5 0.6 0.4
Euro 16 16.0 14.9 14.2 13.8 13.5 16.3 16.7 19.3 19.7

Industrial countries
US dollar 50.8 51.8 56.1 57.9 66.7 72.7 72.5 72.7 69.1 70.8
Yen 8.2 6.6 5.6 5.8 6.6 6.5 6.3 5.6 4.6 4
Sterling 2.3 2.1 2.0 1.9 2.2 2.3 2 1.8 2.2 1.7
Swiss Franc 0.2 0.1 0.1 0.1 0.2 0.1 0.2 0.3 0.6 0.2
Euro 18.7 18.7 17.3 16.8 14.7 10.8 17.2 17.5 21.3 20.9

Developing countries
US dollar 55.6 55.1 57.4 60.2 59.4 59 62.2 62.9 59.8 59.3
Yen 7.5 6.8 6.4 4.6 4.4 4.6 6.1 5.4 5.5 5.2
Sterling 3.5 3.4 3.9 4.4 4.4 4.6 5.1 5.4 5.8 6.2
Swiss Franc 1.2 0.9 0.9 0.7 0.7 0.7 0.7 0.6 0.6 0.6
Euro 14.3 13.3 12.6 12.1 13.1 15.6 15.6 16.2 17.9 18.9

  Estimations by IXIS CIB.
Sources: OECD, IMF

Chart 5  China: GDP and interest rate
(GDP: Y/Y as %)
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(seen above), and thus the risk of excess investment; 
excessive growth in the monetary base (Chart 6), 
therefore, a risk of bubbles in asset prices, etc.

3| The US external defi cit is merely a suspense account 
due to the role played by the United States
as the world’s fi nancial intermediary. This role 
allegedly implies, moreover, a favourable effect
from the dollar’s depreciation because of the assets
in foreign currencies it holds

The fi rst argument propounded here is that the
current-account defi cit is very small in comparison 
with the capital infl ows and outfl ows that result from 
the fi nancial intermediation activity of the United 
States. It is carried out via the indebtedness of the 
United States, in the form of low-risk securities, i.e. 
short-term securities and government bonds, and 
risky investments made by the United States in the 
rest of the world, direct investment and equities, 
which the United States knows how to carry out 
better than the rest of the world.

The intermediation argument is hard to defend: 

• the liabilities of the United States are far larger than 
its assets (10 000 billions USD vs 5 500 billions USD);

• it includes as many corporate securities as assets do.

Chart 7  United States: Investment fl ows 
and current account balance
(as % of GDP)
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Recently, however, investment outfl ows into equity 
securities from the United States into the rest of 
the world have been very small in comparison with 
the US external defi cit and capital infl ows into the 
United States (Chart 7). This fi nancial intermediary 
role played by the United States is thus secondary.

The second argument here is that the United States 
holds assets in foreign currencies in the rest of the 
world; accordingly, a depreciation in the dollar would 
result in a capital gain on these assets. But, to be able 
to make a comparison with the external defi cit, one 
needs to think in terms of fl ows.

Let us make the extreme hypothesis that all the 
assets held abroad by the United States pay income 
in foreign currencies, although this is not the case 
(there are in these assets credits denominated in 
dollars, companies that post income in dollars, etc.). 
The dollar’s depreciation would then increase the 
income, expressed in dollars, received from these 
assets in line with the depreciation.

Given the size of capital income fl ows a 10% 
depreciation in the dollar would reduce, through this 
effect, the current account defi cit of the United States 
by 0.4% of GDP. It is estimated that such a 10% 
depreciation in the dollar would improve the US trade 
balance by the equivalent of 0.5% of GDP. The 

Chart 6  Monetary base
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depreciation required to wipe out the current-account 
defi cit of the United States would be huge, even when 
one takes into account the effect of the increased 
valuation of assets held in foreign currencies.

4| The external defi cit of the United States does not result
from a domestic imbalance in the United States
but from the excess savings in the rest of the world

Admittedly, the savings rate is higher than in the 
United States and higher than the investment rate 
in the euro area, Japan, China and the other Asian 
emerging countries.

But the important question is as follows: if emerging 
countries, the euro area and Japan were to invest 
more (ex ante), or consume more (ex ante), would 
this lead to a contraction in the trade defi cit of the 
United States? We do not think so. The external 
defi cit of the United States is linked to the inability 
of traditional manufacturing in the United States to 
meet, since the second half of the 1990s, growth in 
domestic demand (Chart 8a) and external demand 
(Chart 8b).

If industrial production is rigid, and if excess 
production capacity in the rest of the world is 
abundant, due to the very high level of investment, 
an ex ante increase in demand (in investment 
or consumption) in the rest of the world would 
not lead to a rise in production and exports in
the United States, or a decline in imports into 
the United States, or therefore a reduction in the 

external defi cit. Let us take, for instance, the case 
of an increase in consumption in China (ex ante 
decline in the Chinese savings rate); it would be 
met by growth in output in China (and not in the 
United States), and this would increase ex post 
the level of Chinese savings without reducing
China’s external surplus.

5| The defi cit in the trade of goods in the United States 
will be offset by the surplus in services

The United States carries out substantial spending on 
R&D, and boasts very effi cient corporate innovation 
(Table 2).

One could then expect the external defi cit in goods 
(Chart 8b) to be offset by the surplus in services: 
fi nancial services, engineering, royalties on patents, 

Chart 8b  United States: Exports, imports
and trade balance
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Chart 8a  United States: Industrial production, 
domestic demand, imports
(in volume terms, Q1 1990 = 100)
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Table 2  Some measures of corporate R&D efforts

DE ES FR IT JP US

Corporate R&D (a) 1.73 0.58 1.36 0.55 2.38 1.79

Number of
corporate
researchers (b) 40.17 15.15 38.64 11.32 68.11 71.00

Number of
triadic patents (c) 69.42 2.78 37.08 13.71 92.25 52.62

(a)  2003, as % of GDP
(b)  2002, per 10,000 jobs
(c)  2001, per millions inhabitants
Sources: (a) OECD, Eurostat; (b) Science, technology and industry: 
OECD Outlook 2002-2004; (c) Table No 65 – Main Science and 
Technology Indicators 2004, OECD
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etc... But this is not at all the case: the surplus in 
services of the United States with the rest of the world 
is extremely small in comparison with the defi cit in 
goods (Chart 9).

6| US household savings is not insuffi cient
but households carry out effi cient intertemporal smoothing
of their consumption

As it is well known, the US household savings rate 
has steadily declined since the beginning of the 
1990s, and their debt ratio has constantly risen 

(Chart 10). It is also well known that the changeover 
to household borrowing requirements in the
United States accounts for the growing external 
defi cit (Chart 11).

The sixth argument used to justify the inoffensive 
nature of the external defi cit of the United States 
is as follows: the increase in US household 
indebtedness (the decline in their savings rate) 
is not abnormal: it results from the increase in 
potential growth in the United States, and therefore 
in the expected future growth in household income 
and wealth. Households accordingly consume 
now their higher future income (wealth). In other 
words, there is no anomaly in the decline in their 
savings, but merely intertemporal smoothing
of consumption.

But this rise cannot explain the decline in the 
savings rate: 

• the higher productivity gains should have led to an 
increase in real interest rates;

• declines in the savings rate appeared above all:

– at the time of bubbles in asset prices (equities in 
the late 1990s, and real estate now, Chart 12);

Chart 9  United States: Trade balance in services
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Chart 10  United States: Household debt ratio 
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Chart 11  United States: Current account 
balance and borrowing requirement
(as % of GDP)
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– at the time when the very expansionary 
policy monetary in the United States, and 
subsequently the abundance of global 
liquidity, drove down long-term interest rates 
and mortgage credit upwards.

Therefore, the “abnormal increase in wealth” (due 
to excessive rises in asset prices) rather than the 
“normal increase in wealth” (due to more robust 
growth) accounts for the decline in the US household 
savings rate.

All in all, none of the six approaches proposed to justify 
the external defi cit of the United States (attractiveness 
of the United States for private investors, inevitable 
unlimited accumulation of offi cial reserves by central 
banks, role of fi nancial intermediary played by the 
United States, excess savings in the rest of the world, 
capacity of the United States to post surpluses in 
services, inter-temporal smoothing of consumption) 
is convincing in our opinion.

Chart 12  United States: Real estate prices, 
savings rate and stock market prices
(1990 = 100)
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Chart 13  United States: Trade-weighted 
exchange rates
(1990 = 100)
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Chart 14  United States: GDP defl ator, implied 
consumer price defl ator and import prices ex energy
(1990 = 100)
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So what are the possible outcomes?

• A gradually implemented cooperative solution, between the United States and the rest of the world, implying in the United States
a measured toughening in monetary and fi scal policies, which is effectively taking shape but cautious enough to avoid a solvency 
crisis and a meltdown in private demand; in the rest of the world a gradual –as well– move towards management of offi cial 
reserves to ensure a steady depreciation in the dollar that has no longer taken shape since 2004 (Chart 13), hence a rise in 
private savings in the United States and a decline in private savings in the rest of the world.

• Protectionism in the United States, with restrictions on infl ows of products from emerging countries (Chinese). This solution would 
be disastrous for everyone. It would lead to further excess production capacity in China; but would not boost real activity in the 
United States, fi rst because domestic production would not be able to take over from Chinese output (as we saw above), second 
because of the loss in purchasing power due to the disappearance of low-price imports from emerging countries (Chart 14).

• A nose-dive in the dollar, due to the interruption of public capital infl ows (and private ones if this meltdown is anticipated) in 
the United States, leading to a rise in domestic savings and a contraction in activity in the United States, a decline in exports in 
emerging countries, and initially at least a rise in interest rates in the United States.

• A reduction in the gap between savings and investment outside the United States (in China in particular). This would reduce, 
in emerging countries, export possibilities to the United States and since domestic production in the United States would not 
be able to take over (entirely) from imports, this would lead to strains in the product markets, and thus infl ation and a rise in 
interest rates in the United States.

What effects on the rest of the world?

To move away from a primarily bilateral analysis of the relationship between the United States and China, we will briefl y discuss 
the effects of these various scenarios on the euro area and Japan:

• protectionism in the United States would drive Chinese production into Europe and Japan and result in increased 
substitution of imports for domestic production, leading to losses in real activity and employment;

• a sharp depreciation in the dollar due to an interruption of capital infl ows into the United States would result 
in a real appreciation in the euro and the yen, which would be detrimental: 

– for many countries of the euro area given the export market share losses they are already suffering from;

– in Japan, with the risk of slipping back into defl ation;

• the reduction of the gap between savings and investment in China would undoubtedly have positive effects on the 
euro area and Japan: 

– in the euro area, due to the situation of under-utilisation of capacity and unemployment, leading to a positive stimulation 
of production;

– in Japan, with its high capacity utilisation and substantial market shares in China, but no infl ation risk as in the United States, 
increased rapid growth in exports and investments.
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The main problem I face in discussing Bill White’s 
paper is that I agree with most of the points he has 
made. In such a situation the best I can do is to try to 
complement it by making a few observations.

As Bill notices “… everyone now agrees that the
US current account defi cit is not sustainable over the 
“longer run”, even if there are substantial differences 
of view as to whether this is dangerous and, if so,
how imminently dangerous”.

This non-sustainability means that there exists 
a certain threshold of the US continued current 
account defi cit that, if breached, would set in motion 
the market adjustment (and/or that of the offi cial
US creditors). The exact location of this threshold 
cannot be predicted.

Therefore, the debate about the global imbalances is 
not about whether they will grow indefi nitely or not, 
but about the following main questions:

• how benign will (could) be the adjustment?

• can a benign scenario be realized by the market 
forces (private actors) alone?

• conversely: would the reliance on market 
forces alone produce a serious risk of a disruptive 
adjustment?

• what (if any) are the corrective policies that
–operating in conjunction with market force– could 
produce a benign scenario? Are there any risks 
associated with these policies?

In an attempt to sketch the responses to these 
questions, one must fi rst elaborate on the likely 
causes of the increased current account defi cit in the 
US. I believe that while trying to do that one should 
neither look exclusively to the US nor should one 
focus on the surplus countries alone. The interactions 

of the developments in these two regions appear to 
offer the best way to look for the explanation:

Few people would deny that the widening of the 
US current account defi cit had been related to the 
booming of the US economy in the second half of 
the 1990s. It attracted increased infl ows of foreign 
private capital and thus contributed to the dollar 
appreciation. 

Since 2001, accommodative monetary policy and –later–
fi scal easing aimed at shielding the economy from 
the risk of the post-bubble contraction have achieved 
their goal: they reduced the US national savings
(and contributed to the housing bubble). As
US investment has not declined, the reduction in savings 
has increased the demand for foreign fi nancing.

This increased demand has been met by the increased 
fl ows of offi cial funds from the Asian central banks. 
Such transfers refl ected a sharp widening of the gap 
between the savings and investment ratios, mostly 
due to the reduction of the latter. This development 
was especially pronounced in Malaysia, Hong Kong, 
Singapore and Korea.1 The offi cial fl ows also refl ected 
policies aimed at preventing the appreciation of Asian 
countries` currencies i.e. preventing the US dollar 
depreciation against them.

China has differed from the rest of the emerging 
Asia in such a respect that its gross domestic savings 
rose from 40% during 1990s to about 50% (!) in 
2004, while investment rose to 45% of GDP (World 
Economic Outlook, 2005, p. 98). These increased 
savings were largely produced by the corporates 
which turned them into increased investment. 
Such a huge expansion of investment, to a large 
extent incurred by the state-controlled fi rms, raises 
questions about their effi ciency, the economy’s 
overheating and, consequently, about the rationality 
of the underlying present peg to the dollar
(Goldstein, 2004).

1 The gap between savings and investment in Malaysia has increased from minus 9.7% of GDP in 1995 to 14.1% in 2004. The corresponding fi gures for Korea are minus 1.3% and 
4.1%, for Hong Kong 5.6% (in 1999) and 7.6%, for Singapore 17.3% and 24.4%.
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According to I.J. Macfarlane (2005), if the “excess” 
world savings had not been available, the global 
economy would be in the position to excess demand 
in goods and capital markets.  The US current account 
defi cit and global imbalances would be smaller, and 
“it is unclear whether the world economy would be 
weaker or stronger”.

At the same time one should remember that policies 
that contributed to the widening of the US current 
defi cit have been widely recognized as being the 
right responses to some perceived serious problems. 
I have here in mind, fi rst of all, very accommodative 
monetary and fi scal policies in the US since 2001 
employed as means of reducing the risks of
post-bubble contraction, and Japan’s policies aimed 
at preventing the yen’s appreciation and avoiding 
getting stuck in stagnation and defl ation. If one 
continues to approve of these policies, then one 
should also accept their longer-run consequences. 
Otherwise one should accept the Austrian School’s 
position that recessions should run their course.

One cannot rule out that a positive scenario of benign 
adjustment can be generated by the market forces 
alone. It would include, inter alia, the following 
developments:

• corporate investment in the Eurozone countries 
and in Asia (except China) would “naturally” increase 
after a period of balance sheet restructuring. This 
would reduce excess savings in Asia and contribute 
to dollar’s depreciation;

• households savings in the US would increase;

• until the onset of the –assumed– smooth adjustment, 
which would produce the reduction in the US external 
defi cit (and during that reduction), the fi nancial 
markets and the offi cial players would continue to 
fi nance that defi cit without any major disturbances.

I am unable to say how likely this scenario is. 
I certainly agree with Bill that it should not be taken for 
granted. I would also add that fi nancial globalisation 
(reduced home bias, more international fi nancial 
intermediation) may be regarded as a factor which 
lifts the level of the current account defi cit and the 
related foreign debt, tolerated by the more globalised 
fi nancial markets. It is, however, far from clear 

whether it also reduces the risks of overshooting by 
these markets, once those thresholds are breached.

It is this risk of overshooting that makes the scenario 
of relying on market forces alone a dangerous one. 
This is especially true:

• if market developments producing reductions in 
the US current defi cit would not be forthcoming,

• if –as it is widely claimed– the larger the defi cit, the 
more pronounced would be the overshooting.

I share the view of many other people that there 
are certain policies that, if implemented, would 
–operating in conjunction with market forces– 
increase the probability of benign scenario of reducing 
the global imbalances. They include:

• in the United States: reduction of budget defi cits 
which would allow for less monetary tightening and, 
thus, would create less obstacles to the depreciation 
of the US dollar;

• in the European Union: more structural reforms 
which would increase the potential growth and the 
fl exibility of the European economies;

• in Japan: continued structural reforms with the 
same goals and allowing the yen to appreciate against 
the US dollar;

• in China: allowing the controlled appreciation 
of Chinese currency in order to avoid overheating 
and to reduce the risk of hard lending.
The privatization of the state-controlled fi rms and 
equipping domestic private companies with legal 
rights and protection equal to those enjoyed by 
foreign-owned fi rms would also help to reduce an 
extreme investment drive and the related waste of 
capital, as well as to gear the economic growth more 
to domestic consumption.

Some of these policies may produce short-run risks. 
For example, structural reforms could generate 
uncertainty which would increase the precautionary 
savings and thus reduce the short-run growth. 
However, it is by no means inevitable. But even if 
did occur, the longer term risks of not implementing 
the necessary reforms are far greater. 
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Bill White provides us with a somber assessment 
of global imbalances and of how they may work 
themselves out. The paper touches on many points 
while maintaining the focus on the central issues: 

• to what extent can the large current account 
imbalances that we observe today be accounted for 
as a result of positive changes in productivity and 
competitiveness, and to what extent can external 
imbalances be linked to domestic disequilibria;

• what are the potential impediments to a smooth 
adjustment from the current position.

Let me start by saying that I coincide with the 
paper’s assessment that there are reasons to be 
deeply concerned about a possible disorderly or, at 
least, very costly unwinding of global imbalances: 
First, because of the combination of factors that are 
driving the US current account defi cit higher; and 
second, because there do appear to be signifi cant 
impediments to a smooth adjustment.

1| Factors behind the increase
of the current account defi cit 
in the United States

As noted in the paper, a US current account defi cit 
of 6% of GDP is not necessarily a problem –it may 
refl ect a more integrated effi cient global capital 
market and strong US growth prospects. However, 
one has to start worrying about it just by looking at 
the sources of the defi cit. 

First of all, I agree with Bill White that the main 
argument of the “no need to worry” position –namely, 
an upward shift in productivity growth giving rise 
to capital fl ows that allow to fi nance a permanently 
larger current account defi cit– seems diffi cult to 

sustain, despite the fact that some authors still regard 
it as a fundamental explanation (see Ferguson, 2005). 
It is hard to believe that any one country can retain a 
rate of technological improvement above that in the 
rest of the world in an integrated global economy with 
a free fl ow of ideas and capital across borders. Indeed, 
productivity in many emerging market economies is 
growing faster than in the US and it is hard to expect 
that US productivity growth will be higher than in 
other industrial countries for much longer.

Let us step back to gain some perspective about how 
we got to the present situation. To start with, it is 
important to note that we have not seen a trend 
increase in the US defi cit since the early 1980’s. 
Chart 1 clearly shows that the current account 
defi cit was corrected in the late 1980’s and began
to deteriorate again in the early 1990’s. Furthermore, 
the nature of the US current account defi cit has 
changed over time:

• The US current account went back into a large 
defi cit in the 1990’s driven by an investment boom, 
as the corporate sector attempted to profi t from an 
unprecedented period of technological innovation.

• The factors driving the current account changed 
in the wake of the last recession. Indeed, starting
in 2000, the US authorities put into place an enormous 
fi scal expansion that helped to take us out of the global 
recession. However, this implied a postponement 
of the current account adjustment, possibly in the 
belief that it might be carried out later, under more 
propitious conditions (Chart 1). 

• In fact, we saw no correction of the external position 
during the recession despite a very signifi cant 
increase in corporate net savings. Moreover, the 
situation has been complicated later on as a result of 
the reconstruction efforts after the hurricanes in the 
Gulf of Mexico, which will imply a partial reversal of 
the planned fi scal adjustment for next year. 
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Chart 1  United States: Current account balance and gross government balance
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Chart 2  United States: Interest rates and US private consumption and real estate wealth
Interest rates Private consumption and real estate assets
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While fi scal policy has played a more direct and 
prominent role in boosting the current external 
imbalance in the US, interest rates have also played 
a role. Household consumption has been boosted 
by soaring prices in the housing market, in turn 
fostered by extremely low long term interest rates 
(Chart 2). 

It is also worth noting that the sharp expansion of 
household consumption during the last years has 
introduced an element of fragility into the process of 
growth of the US economy. If we examine the sources 
of growth in private demand, non residential business 
investment has made a smaller contribution in the 
recent upswing than during the previous cyclical 

expansion. Moreover, we observe a remarkable 
reliance of household spending during the most 
recent recession (Chart 3). 

There is an additional difference in the behavior of 
consumption during the last 15 years which deserves 
to be underlined. The strength of consumer spending 
in the US during this period is linked to the notable 
rise in household wealth. However, in the 1990’s 
this rise in wealth was due to the appreciation of 
equity in household balance sheets, which refl ected 
the perception that future earnings would be strong 
as a result of unprecedented productivity gains.
On the other hand, the recent increase is more 
closely linked to real estate assets –the quintessential
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non-tradable asset– which have appreciated as a 
result of easy fi nancial conditions (Chart 4). This 
makes the downside risks higher today, especially 
taking into consideration that the booming housing 
market has contributed to sustain the trend decline 
in personal savings rates.

The decline in private and government savings in the 
US is part of the fall of savings in the industrialized 
world (Chart 5), which has resulted in a fall of total 

global savings1. However, a fall in global investment 
is also noteworthy, refl ecting developments in both 
industrialized and developing countries. 

In fact, while savings rates in developing countries 
and oil producing economies have risen in the last two 
decades, investment rates in those economies have 
been falling since the mid-1990s. The consequential 
excess savings in developing economies have been 
channeled into international capital markets, thus 

1 See IMF, World Economic Outlook, 2005, page 92. 
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helping to fi nance the US current account defi cit. 
This is behind the “global saving glut” hypothesis of 
Ben Bernanke (2005) as mentioned by Bill White, and 
it serves to remind us that global disequilibria are 
not only a refl ection of US domestic developments, 
but also a result of several changes in the world 
economy as a whole. Thus, even though it is true 
that a correction of the current account defi cit in 
the US requires a strengthening of its fi scal position 
and an increase of its private savings rate, it is also 
true that it implies a rebalancing of global savings 
and investment. This in turn requires a signifi cant 
adjustment of interest and exchange rates in 
international markets, with major effects on real 
variables (see Brook et al, 2004).

Chart 5  Global saving and investment
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2| Potential impediments
to a smooth adjustment
of global imbalances

The paper notes the arguments that have been 
made before regarding the size of the adjustment 
in real exchange rates that would be required to 
effect the correction. Unfortunately, exchange 
rate trends over the last years have not been of 
much help in creating the conditions needed for a
gradual decline of global imbalances (Chart 6). Not 
only has the depreciation of the dollar from its peak 
in January 2002 proved insuffi cient to this end, 

Chart 6  Exchange rates
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but in addition it was interrupted during the fi rst 
months of 2005. 

On the other hand, notwithstanding a substantial 
accumulation of international reserves and huge 
current account surpluses –which in fact represent 
to a large extent the counterpart to the US defi cit–, 
the currencies of many Asian economies have 
appreciated with respect to the dollar in recent years 
(Chart 7). Indeed, the impact of recent efforts to 
make the exchange rate systems of some of these 
countries more fl exible has been modest.

Thus, a major concern is that, despite domestic 
disequilibria resulting in external imbalances, the 
traditional mechanisms of adjustment in the global 
economy (interest and exchange rates) are not 
working properly. In this sense, markets seem too 
complacent. 

For one, our present situation is rather unique in 
that the major reserve currency of the international 
monetary system is now provided by its main debtor 
country. The US is taking advantage of an automatic 
refi nancing process of its external accounts. We 
observe this in the form of expedite fl ows from Asia 

Chart 7  Asian exchange rates and international foreign exchange reserves
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or from oil exporting countries to the US as they 
accumulate international reserves. 

This creates a risky situation, as the continual buildup 
of external liabilities by the US may eventually lead to 
signifi cant balance sheet adjustments and bring about 
a shift in currency shares in global portfolios. 

The accumulation of reserves by several East Asian 
central banks and interventionist policies in exchange 
rate markets (conscious or not) have contributed to 
relatively low US interest rates and a relatively strong 
US dollar –the exact opposite of what is needed to 
correct the imbalances. 

Add to this the structural problems observed in Europe 
and Japan (both a consequence of imbalances and a 
hurdle to their adjustment),2 which are dampening 
domestic demand there, and the situation looks even 
more worrisome.

There is of course a scenario of benign adjustment 
of the dollar, one in which stronger demand in 
Europe and Japan, coupled with more exchange 
rate fl exibility in emerging Asia, pushes the dollar 
lower and forces higher interest rates on the US as 

2 Current account surpluses in some European countries (mainly Germany) and Japan refl ect a weak domestic demand, which in turn is partially a refl ection of structural hurdles. 
Derived from that, “it has been argued that one solution to global current account imbalances is for countries with current account surpluses to undertake structural reforms. This 
would rise their potential growth, which is assumed to put downward pressure on the current account position”. See Kennedy and Slok, 2005.
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competition for capital increases and investment 
outside the US picks up.

It is just that we do not seem to be moving in that 
direction. Indeed, it does not seem that there are 
any forces acting to bring about what appears to be 
an unavoidable adjustment sooner or later. Thus, 
on both counts –sources of the defi cit and potential 
impediments to adjustment– there are reasons to be 
concerned about the current situation.

There is an additional issue worth noting. Bill White’s 
assessment centers on the macro-fi nancial aspects of 
the global imbalances, a focus that helps us to better 
understand the tensions that may emerge as part of 
the inevitable adjustment. But there is an important 
part of the story that underlies White’s account, which 
may not be spelled out clearly enough in the paper 
–namely, the real side process that derives from the 
emergence of China as a major player in global trade 
and in international capital markets. 

Such an event has no parallel in history and, 
therefore, how this process of integration will play 
out is still uncertain. In any event, I think we must 
see the macro-fi nancial developments in the context 
of this process. 

What we are witnessing is a rather unique event in 
which close to 1/5 of the world population is becoming 
part of the world trade system. Furthermore, India is 
also growing at a high pace, further tilting the sources 
of global growth towards Asia.

The process is leading to some signifi cant real 
side effects, such as higher prices for commodities
–including oil– and lower prices for manufactured 
goods. A shift in the distribution of market share in 
industries across regions is another outcome. Direct 
investment fl ows are also affected, in line with the 
geographical re-distribution of production. These 
shifts are inevitably producing winners and losers.

The situation is further complicated by the above 
mentioned absence of a proper adjustment of some 
Asian currencies to refl ect productivity differentials, 
which has maintained artifi cially depreciated 
exchange rates in several countries of the region. 
This distortion, in turn, has boosted tradable goods 
sectors to the detriment of non tradable goods 
and immobile inputs in these countries. This has 
caused exports to increase more than they would 

in the absence of the distortion, leading to larger 
current account defi cits in importing countries and
having detrimental effects on the export levels of 
competing countries. 

Let me elaborate on this on the basis of the Mexican 
experience. The share of Mexican non-oil exports 
in the US market has been gradually decreasing 
since 2002. By 2005, the annualized export loss is 
estimated to be nearly 30 billion dollars.  Econometric 
estimates prepared with illustrative purposes suggest 
that GDP growth in 2005 was reduced by almost one 
percentage point as a result of these developments. 

It is obvious that part of this export loss is a natural 
outcome as more labor intensive countries, such as 
China, have entered world goods markets. Naturally, 
these countries will absorb some of the comparative 
advantages other labor-abundant countries previously 
had. Furthermore, Mexico’s loss of market share has 
also been infl uenced by factors of a purely domestic 
nature. However, it is also true that the presence of 
currency misalignments has contributed to this trend. 
While it is diffi cult to quantify this effect precisely, 
it has clearly been a factor behind the decline in 
Mexico’s market share. 

In this context, the question emerges if markets 
in the world economy have a suffi cient degree of 
fl exibility to adapt to the global changes that we are 
seeing. Furthermore, it is essential to ask ourselves 
if the rules of the game under which we are playing 
are fair for all the parties involved. The situation is 
particularly worrisome since as a result of the damage 
infl icted to some sectors, protectionist sentiment is 
increasing in the world

There is indeed a broad consensus regarding what 
needs to be done to address global imbalances and 
foster growth. The last communiqué of the IMFC 
leaves no room for doubts in this regard: fi scal 
consolidation to increase savings in the United States; 
greater exchange rate fl exibility in emerging Asia; 
further structural reforms to boost potential growth 
in the euro area; further structural reforms, including 
fi scal consolidation, in Japan; and effi cient absorption 
of higher oil revenues in oil exporting countries. 

Nevertheless, we still lack more decisive action 
on this agenda. There has been some progress 
in structural reform efforts in Japan and Europe 
to bolster potential GDP and instill dynamism to 
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domestic investment, but they are still insuffi cient. 
The process of fi scal consolidation in the US is subject 
to uncertainties, which in fact have increased as a 
result of the recent natural disasters in the Gulf of 
Mexico. On exchange rate fl exibility in Asia, we 
saw some initial steps with the announcement of 
a managed currency fl oat in China, but little actual 

adjustment in currency values so far. Last but not 
least, reserve accumulation in Asia continues at a 
high pace, and represents at present over 1/3 of 
the US current account defi cit. In other words, we 
continue to observe a situation of complacency and 
even a resistance to accept the inevitable adjustment 
towards which market forces are driving us.

Bill White concludes by saying that given the complexity of the problem at hand, a cooperative approach is a superior option to 
each country acting in the pursuit of its own self interest. I could not agree more with this conclusion. It is evident that a smooth 
correction of global imbalances requires simultaneous action in many policy areas and in a diverse group of countries. It is also 
clear that in the meantime we need to buy insurance to cover the eventual correction. 

One of Alan Greenspan’s greatest contributions has been to emphasize the role of the policymaker as a risk manager. It would 
seem that on this issue the risk of being wrong on the upside and on the downside are not evenly balanced at this stage and 
that, by pursuing our current course of action, we may be contributing to a build-up of imbalances that may severely weaken 
growth prospects down the road.
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Good afternoon. I would like to thank the Banque de 
France for inviting me to this important symposium. 
The subject of this afternoon’s fi rst session is 
economic adjustment and policy responses, and, 
if I may paraphrase, our speakers are asked to 
answer the questions, “what form could private 
sector adjustment of global imbalances take?”, and 
“what role should economic policies play to bring 
about an orderly rather than damaging adjustment?” 
I will for the most part leave these questions to 
our distinguished speakers, but let me give my 
perspective on them briefl y.

We know that today’s global payments imbalances, 
and more broadly, the current geographical patterns 
of growth in the world economy, are unsustainable 
over the long run. Higher net savings –private
and public– are needed in the United States,
and lower net savings are needed elsewhere. If the
US current account defi cit remained at present levels 
it would mean ever-growing US external indebtedness, 
and it is diffi cult to see this being accepted by private 
investors or central banks of countries which would 
need to hold the US assets. But if global growth is to 
be sustained, not only the US but other countries will 
need to act. 

Of course, even without any policy adjustments, 
changes in private sector behavior could produce 
a gradual adjustment in imbalances. Specifi cally, 
increases in private sector saving in the United States 
and reductions in private saving and increases in 
investment, especially in emerging Asia, could allow 
a graceful exit from the current situation.

But the unfolding of such a scenario would require 
a number of things. For example, individuals, 
businesses and central banks outside the
United States may need to be prepared, for quite 
some time, to hold increasing amounts of US assets 
without a substantial risk premium. To put it mildly, 
this looks like a risky proposition.

The main risk is that there will be a much more 
abrupt and disorderly adjustment –a sudden 
decline in demand for US assets, which produces 

Rodrigo de RATO Y FIGAREDO
Managing Director

International Monetary Fund

a substantial decline in the value of those assets, 
and of the US dollar, and a signifi cant increase in
US interest rates. The impact of such an adjustment 
would be felt not just in the United States, but
by exporters in other countries who sell to the US, and 
by emerging-market borrowers who would experience 
higher interest rates. Such an adjustment would 
usher in a period of dangerous instability in fi nancial 
markets and in the global economic environment.

This raises another risk, one that is not raised explicitly 
in the questions for this session, but which I think 
is implicit, and needs to be considered. That is, the 
risk that in the absence of a coordinated international 
response to global imbalances there will be not 
just uncoordinated and disruptive private sector 
adjustment but also uncoordinated and disruptive 
measures taken by governments.  

The International Monetary Fund (IMF) was born out 
of a painful lesson: the catastrophe of the 1930s in the 
world economy. The lesson of that dreadful decade 
was that fi nancial and economic crises, payments 
imbalances, and exchange rates are international 
issues, and that attempts by governments to fi nd 
national rather than international solutions to 
their economic problems can not only beggar their 
neighbors but also beggar their own people. And 
it is no coincidence that economic depression in 
the inter-war period both fed and was fueled by 
a resurgence of nationalism. We live today in an 
internationally integrated, globalized world, but we 
are not immune from nationalism. You can see it 
in some of the debates over the European Union 
constitution. You can hear it in the protectionist 
rhetoric in the United States Congress. And we can 
only imagine the pressures on those in China who 
advocate an internationalist approach to economic 
policy. Moreover, the insecurity that many people 
feel about the effects of globalization makes them 
more vulnerable to nationalist sentiment. This is one 
of the reasons that I want to focus the work of the 
IMF on helping our members maximize the benefi ts 
and minimize the risks of economic and fi nancial 
globalization. It also adds urgency to the task
of dealing with global imbalances.
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As to the measures that governments should 
take, the IMF view, endorsed by our members, is 
clear. In Europe, governments need to articulate 
comprehensive, growth-oriented strategies that 
address unemployment and aging, by reducing the 
rigidities prevailing in labor, product, and service 
markets. Emerging Asia needs greater exchange 
rate fl exibility and measures to encourage higher 
investment in some countries and better investment 
in others. Those oil-producing countries whose 
fi scal and macroeconomic frameworks are strong 
can help reduce global imbalances by increasing 
productive spending in priority areas. And the 
United States needs to reduce its fi scal defi cit, 
including –on the basis of almost any realistic 
appraisal– by taking actions on the revenue side, 
particularly by broadening the tax base. 

The main elements of this view are widely shared. 
They have been endorsed by the G7, the G20, the 
IMFC, by almost every international body. And while 
many, including today’s speakers, give emphasis to 
some measures over others, and sometimes propose 
additional steps, there is consensus on the need for 

collective action. Recently some progress –a little 
progress– has been made in adopting measures that 
will reduce imbalances. But much remains to be done.

We are fortunate to have with us today some people 
who have not only made important contributions 
to thinking on global imbalances, but are also in a 
position to help translate that thinking into action. 
Kristin Forbes and Agnès Bénassy-Quéré are both 
academics, whose lucid and penetrating analysis 
has led to their recognition as leaders in the fi eld, by 
their governments as well as their peers. Ms. Forbes 
has also served as the youngest ever member of 
the President’s Council of Economic Advisors. 
Yi Gang, Assistant Governor of the People’s Bank 
of China, has important responsibilities in the 
area of monetary and exchange rate policies, and 
has shown himself to be a wise counselor to the 
Governor. And Otmar Issing, as a Member of the 
Governing Council of the European Central Bank, 
has a position which affords him both a view of the 
global and European economies, and the capacity 
to act on that view. Mr. Issing is our fi rst speaker, 
and I will invite him to begin our discussion now.
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The term “global imbalances” has been much used of 
late, covering a broad spectrum of global economic 
phenomena, and has been on almost every single 
international policy agenda over the past few years. 
Most policy-makers agree that global imbalances 
are one of the key global policy challenges today 
and an important threat to economic and fi nancial 
stability in the world. But few agree on what precisely 
constitutes such imbalances. Part of the phenomenon 
is the large trade imbalances, with one country –the 
United States– running sizeable current account defi cits 
which continue to rise, while others, mainly Asian and 
oil-exporting countries, are recording correspondingly 
large surpluses. Another aspect of this imbalance stems 
from the fi nancial side, as there have been and continue 
to be large international capital fl ows towards the 
United States in order to allow it to fi nance its current 
account defi cit. The magnitude of this imbalance has 
grown to worrying proportions in recent years, with the 
US current account defi cit and corresponding capital 
fl ows reaching around USD 700-800 billion in 2005, more 
than 6% of US GDP. These factors clearly constitute a 
risk to global macroeconomic and fi nancial stability that 
merits the close attention of policy-makers.

But how should policy-makers respond to this challenge? 
It is fair to say that, although most policy-makers share 
serious concerns regarding the present situation, there is 
a substantial degree of disagreement about the underlying 
causes and the question of what policy measures should 
be taken. From a broader perspective, there are two 
fundamental issues on which policy-makers disagree. 
The fi rst relates to the question of whether today’s global 
imbalances are the result of misguided macroeconomic 
policies or merely a market-driven consequence of 
voluntary and conscious decisions by market participants 
in reaction to existing economic fundamentals.

This issue is an important one because it 
determines, or at least infl uences, what the 
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adjustment mechanism of the imbalances will be. 
If the current structure of trade and capital fl ows is 
primarily driven by economic fundamentals, then 
one may argue that the adjustment mechanism is 
also likely to take place mainly through changes 
in prices and quantities following the actions and 
preferences of market participants. It even seems a 
contradiction in terms to call today’s trade and capital 
fl ows an “imbalance” if they are mainly a market 
outcome. In that case, they would, rather, refl ect a 
market-induced equilibrium and an outcome that 
was fully in “balance”, with the result that policy 
had no role to play in inducing a change in existing 
patterns of global trade and capital fl ows.

In fact, there is a broad set of economic factors that 
determines countries’ current account positions. 
Productivity developments, demographics and the age 
structure of a country, in addition to time preferences, are 
all factors that exert a signifi cant infl uence on countries’ 
current account positions and may induce large swings 
in countries’ external balances over time. These factors 
thus determine what the natural or “balanced” current 
account position of a country should be. However, a 
market-driven process may lead to “overshooting”, i.e. a 
situation in which existing prices and quantities, demand 
and supply, cannot persist at existing levels without 
increasing the risk of abrupt changes in fl ows of trade 
and fi nance. An important point that most observers 
agree upon is the fact that the large US current account 
defi cit, and the corresponding surpluses elsewhere in 
the world, will have to be reduced signifi cantly at some 
point in time, although we cannot be sure about the 
precise timing of the necessary adjustment. The main 
concern, therefore, is what the adjustment process will 
look like. The fear is that a purely market-determined 
adjustment may be abrupt, with serious adverse effects 
for global economic growth and for fi nancial stability. 
Thus, policy may have an important role to play in 
preventing the market from overshooting, or should at 

NB: I would like to thank Marcel Fratzscher for his valuable contribution.
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least smooth the adjustment process and ensure that it 
does not take an abrupt course with damaging effects for 
the global economy. Policy would thus not be the cause 
of such an imbalance, but could still have an important 
role to play as an instrument used to address it.

If, on the other hand, global imbalances are the 
result of misguided macroeconomic policies, it 
seems obvious that private agents may have reacted 
appropriately from an individual preference function 
perspective, with imbalances in markets merely 
mirroring the incentives provided by policy.

In either case –whether today’s imbalances are the 
result of market phenomena or primarily refl ect 
underlying policy decisions– the key question is what 
policy-makers should do and what measures should 
be taken to address these global imbalances. The 
threat of global imbalances clearly concerns every 
single actor in the global economy, and all parties 
involved therefore need to play their part in resolving 
the issue. In fact, all recent G7 communiqués have 
underlined the shared responsibility for addressing 
global imbalances. The communiqués have focused 
in particular on three factors: policies to raise private 
and public savings in the United States, improved 
exchange rate fl exibility in Asia and more structural 
reforms in Europe to foster stronger growth.

Some of these policies are certainly more important 
than others and the differences of opinion among 
policy-makers, academics and a number of other 
observers focus on what the right calibration of policy 
is and what can be expected from the contributions 
of the various policy approaches for an orderly 
resolution of existing global imbalances. While there 
is certainly no single factor that explains or resolves 
existing imbalances and a set of policies –or policy 
“package”– needs to be applied, it is nevertheless 
important to understand which policy channels are 
more central than others.

The objective of this article is therefore to assess 
the relative importance of these policies, looking 
in particular at the evidence provided by analytical 
studies. The article reviews the evidence on the 
driving forces as well as the adjustment mechanisms. 
It deliberately draws from a wider range of 
considerations and takes a longer-term perspective, 
not only focusing on the developments of the past 
three years but also looking back at the broader trends 
in global imbalances over the past decade.

1| Some stylised facts 
on current account imbalances

The US current account is the main contributor to global 
imbalances in trade and capital fl ows, recording a defi cit 
of around 5.7% of US GDP in 2004, which is projected to 
rise to USD 700-800 billion, or 6.0% or more of US GDP, 
in 2005. Chart 1 provides a geographical breakdown 
of the counterparts of the US current account defi cit
since 1990. The fi rst interesting feature is the strong 
increase in the US current account defi cit, which was 
roughly in balance in 1991 but has since risen almost 
continuously to stand at a new record level in 2005.

A second important fact is that the counterparts of the 
US current account defi cit were, initially, primarily 
Asian countries. Japan, China and other emerging Asian 
countries have recorded substantial current account 
surpluses since the Asian crisis of 1997-1998, with those 
surpluses reaching almost USD 400 billion in 2005. 
More recently, in an environment of rising oil prices, 
oil-producing nations have also become net exporters of 
late and are projected to record current account surpluses 
of around USD 350 billion in 2005. Finally, the euro area 
has recorded a small current account surplus for most 
of the past 15 years, which is fully consistent with the 
position of the euro area as one of the richest and most 
productive economies in the world with a demographic 
structure that requires net savings over the medium 
term. It therefore seems fair to say that the euro area has 
not made any real contribution to the build-up of current 
imbalances over the past two decades (see Chart 1).

Chart 1  Current account positions of selected 
economies
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Chart 2  Financing of the US current account
(breakdown by instrument)
(USD billions)
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The counterparts of global current account 
imbalances are the capital fl ows on the fi nancial 
account side of the balance of payments. It is not 
only the extent of current account imbalances which 
is important, but also how these are fi nanced. Chart 2 
shows, for the period 1990-2004, the composition of 
the net fl ows to the United States that have allowed 
it to fi nance its current account defi cit. The striking 
feature of these fi nancing fl ows is that they have, 
in recent years, been heavily dominated by fi xed 
income fl ows, i.e. by portfolio bonds and notes. 
These considerable net infl ows in portfolio debt 
largely refl ect the accumulation of reserves by 
foreign central banks, a point to which this article 
will return later on. Moreover, it is interesting to 
note that the United States has been a net exporter 
of FDI and even portfolio equity in recent years.

The next section focuses on the role of macroeconomic 
policies in the United States, as well as touching on 
the relevance of global “excess” savings, the “savings 
glut”, with the subsequent sections then discussing 
the importance of exchange rate policies in Asia and 
structural policies in Europe.

2| The role of macroeconomic 
policies

A number of macroeconomic policies have played a 
central role in the build-up of global current account 
and fi nancial imbalances over the past few decades. 

2|1 Private and public savings-investment 
imbalances and productivity

A country’s current account surplus or defi cit is, by 
defi nition, the difference between what the public 
and private sectors and fi rms save and what they 
invest. Thus, an important element of any analysis 
of global imbalances is to gauge whether one can 
detect a marked movement in the underlying 
savings-investment components and to ask what the 
factors behind such changes have been.

Chart 3 shows that a striking feature of 
US macroeconomic developments over the past
25 years has been the more or less steady decline 
in the private savings-investment balance. More 
precisely, while US private investment has 
remained steady at 15-20% of GDP, fl uctuating 
with the economic cycle, the private net 
savings rate in the United States has declined 
markedly, from around 8% in the early 1980s 
to below 2% in 2005.1 Although the private
savings-investment balance usually tends to improve 
in periods of recession, it remained negative in the
2001-2003 slowdown. The private savings-investment 
imbalance in the United States has therefore led 
to the current account defi cit increasing almost 
continuously over the past 15 years and reaching 
more than 6% of US GDP in 2005. From a stock 
perspective, the United States has become by far 
the largest net debtor in the world, with its net 
outstanding liabilities vis-à-vis the rest of the world 
accumulating to stand at between 20% and 25% of 
US GDP. 

1 The defi nition of net savings used here excludes the consumption of fi xed capital.
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Chart 3  United States: Current account
and the savings-investment balance
(as a % of GDP)
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Why have US private savings fallen so strongly to such 
a low level over the past decade? In principle, there 
are two sets of explanations. The fi rst revolves around 
the argument that this decline is an equilibrium 
phenomenon that is explained by a sustained 
positive outlook for the US economy, with the result 
that private sector decisions entailing a sizeable 
current account defi cit may be entirely rational. The 
second set of arguments implies that this decline is 
primarily induced by policy decisions and, therefore, 
that the current phenomenon of low net savings is 
only temporary and will need to be reversed in the 
medium to long term through changes in policy.

In support of the fi rst argument, there are several 
indications that structural changes in the US economy 
in the 1990s may, in part, have led to the higher 
current account defi cits run by the United States being 
consistent with underlying fundamentals. An ECB 
study (Bussière, Fratzscher and Müller, 2004) found 
that the structural current account defi cit that the 
United States can afford from a solvency perspective 
(i.e. that is sustainable in the medium term and can be 
serviced as a result of higher permanent income) is 
larger than that of most other developed economies. 
In particular, from an intertemporal perspective, a 
temporary increase in the current account defi cit 
may be justifi ed if a country grows faster than its 
main trading partners. A positive, country-specifi c 
productivity shock raises the permanent income of 
households and fi rms and thus induces an immediate 
rise in private consumption and a decline in savings. 

The higher productivity implies larger returns on 
investment, which in turn attracts foreign capital 
and allows these countries to fi nance their current 
account defi cits.

Several academic studies have shown the importance 
of productivity in explaining the evolution of current 
account positions. It is diffi cult to quantify how much 
of the US current account defi cit can be explained 
by higher levels of productivity and growth in the 
United States. However, the empirical fi ndings of the 
seminal work by Glick and Rogoff (1995) indicate 
that a 1% increase in country-specifi c productivity 
decreases the current account balance by 0.15% 
of GDP. Overall, given that productivity growth is 
signifi cantly stronger in the United States than in 
many of its trading partners, this elasticity suggests 
that the higher levels of productivity growth in the 
United States can explain around one-third of the 
US current account defi cit.

The second, alternative explanation is that policy 
decisions may have contributed to the drop in 
US savings and the rise, in particular, in private 
consumption, which may ultimately have contributed 
to the build-up of the current global imbalances. 
Chart 4 compares the evolution of the US net 
savings rate with that of real short-term interest 
rates in the United States. The chart shows that the 
two series mirror one another very closely –with a 
correlation coeffi cient of 0.56– suggesting that the 

Chart 4  United States: Real interest rate and savings
1980-2004 (Quarterly)
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decline in savings rates over the past decade may 
be related to the decline in real interest rates, which 
have, moreover, become negative in the past few 
years. Chart 4 also shows the personal (household) 
savings rate and the net government savings rate. 
The correlation coeffi cient of 0.48 between personal 
savings and real interest rates during the period 
1980-2004 is substantial, although it has been weaker 
in the past decade. This evidence therefore suggests 
that lower US real interest rates may, at least in part, 
have contributed to the decline in private savings 
and thus the increase in the US current account 
defi cit, although it should be stressed that many 
other factors infl uence private savings behaviour 
and it is in practice diffi cult to identify the precise 
pattern of causality between interest rates and 
private savings. Moreover, the limited pass-through 
of import prices to US infl ation has not restricted 
the rise in the US current account defi cit in recent 
years, despite the depreciation of the US dollar
vis-à-vis several other currencies.

A closely related potential explanation for the large 
US current account defi cit concerns asset price bubbles. 
The late 1990s and early 2000s were characterised 
by an unparalleled global equity market boom, led 
in particular by the United States. The signifi cant 
growth in equity markets led to substantial wealth 
effects, with the increased household wealth from 
equity holdings contributing in particular to higher 
private consumption and lower savings. It has been 
argued by some observers (e.g. Kraay and Ventura, 
2005), that this, in turn, is likely to have played an 
important role in raising the US current account defi cit 
in the late 1990s and early 2000s, i.e. during a period 
when the sharp increase in the US trade defi cit was 
entirely driven by the dramatic increase in the private 
savings-investment defi cit. In the past few years, since 
the bursting of the equity market bubble in 2000, the 
US housing market has experienced signifi cant price 
increases. Thus, wealth effects similar to those of the 
early equity market boom may have contributed to 
the low private savings rate in recent years.

Chart 5 illustrates the close correlation between 
household net worth and the personal savings rate 
in the United States. Particularly striking is the 
sharp rise in household net worth after 1995 (note 
the inverted scale of household net worth in the 
chart) and the simultaneous sharp drop in household 
savings. Even after the collapse of the equity boom 
in 2000, the personal savings rate scarcely recovered, 

and it then declined further from 2002 with the 
housing market boom.

2|2 The role of fi scal policy

An additional and potentially key factor in 
understanding the low savings rate in the 
United States is fi scal policy. In fact, the role of 
US fi scal policy in inducing and explaining the rising 
US current account defi cit, and global imbalances 
more generally, has received considerable attention 
in recent years. The US fi scal defi cit stood at 
around 4.0% of GDP in 2004, while the private 
savings-investment balance recorded a defi cit
of around 1% of GDP. Thus, from a pure accounting 
perspective, the US fi scal defi cit seems to be a key 
contributor to the persistent US current account 
defi cit. Taking a longer-term perspective, however, 
there are reasons why the fi scal defi cit may be 
less important than it may appear from this pure 
accounting perspective.

Chart 3 shows that there has not generally been a 
positive relationship between the current account 
and the fi scal balance in the United States over the 
past 25 years. In fact, during many periods there has 
been a negative relationship, such as throughout the 
late 1980s and most of the 1990s. The US fi scal defi cit 
stood at 5-6% of GDP in the early 1980s and the early 
1990s –larger than it is today– while the US current 
account was more or less balanced or even slightly 

Chart 5  US personal savings
and household net worth: 1950-2004
(as a percentage of households’ disposable income)
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in surplus. Particularly striking are the 1990s, when 
the US current account worsened continuously while 
the fi scal balance improved markedly.

Indeed, the overwhelming consensus among 
empirical studies and in the academic literature is 
that there is a relatively weak relationship between 
fi scal balances and current account positions, both 
for the United States and for a broader cross-section 
of countries. Table 1 shows the empirical fi ndings 
for a broad set of analytical studies on the issue. 
The table reveals that most empirical studies fi nd 
elasticities between fi scal balances and current 
account positions of around 0-0.3. Applied to the 
United States, this suggests that the sharp reversal of 
more than 4 percentage points in the US fi scal defi cit 
between 2001 and 2004 contributed between 0 and 
1.2 percentage point to the US current account defi cit 
over that period. In fact, the US current account 

defi cit has worsened by around 2.2 percentage points, 
from around 3.8% in 2000 to around 6.0% in 2005. 
The rise in the US fi scal defi cit may, therefore, have 
played a role in explaining the worsening of the 
US current account defi cit in recent years. However, 
the key message from the available evidence is that 
fi scal policy is likely to explain only a fraction of the 
level of today’s US current account defi cit. 

Why has the link between fi scal policy and current 
account positions historically been so weak? A key 
concept frequently raised in this context is that of 
Ricardian equivalence. It implies that, in principle, a 
change in the fi scal position should have no effect 
on the current account, as it gives rise to an equal 
adjustment in private sector net savings. For instance, 
a rise in the fi scal defi cit should be matched by an 
equal, simultaneous increase in net private savings, 
as agents, taking an intertemporal perspective, 

Table 1  A synthetic summary of the academic literature: Effect on the current account 
of a 1 percentage point increase in the budget balance

Empirical contributions
Study Sample and methodology Result (a)

Summers, 1986 United States, 1950-1985, single equations 0.25

Bernheim, 1988 United States, United Kingdom, Canada
and Germany, single equations

0.33 for the United States

Roubini, 1988 18 OECD countries, 1961-1985, single 
equations

0.14 (Canada) to 0.60 (United States)

Dewald and Ulan, 1990 Same as Roubini (1988) for the United States 0

Miller and Russek, 1989 United States, Q data, 1971-1987, OLS 
and cointegration

1 or 0 (depending on methodology)

Enders and Lee, 1990 United States, Q data 1947-1987, VAR 0

Evans, 1990 G7, Q and annual data, 1973-1988 and other 
time samples

0

Normandin, 1994 United States and Canada, Q data 1970-1993 0-1 for Canada, 0 for the United States

Chinn and Prasad, 2000 18 industrialised countries, 1971-1995, panel 
regressions

0.13 to 0.34 (depending on specifi cation)

Piersanti, 2000 17 OECD countries, 1970-1997, GMM 0.16 on average for G7 countries, 0.25 for 
United States

Kim and Roubini, 2003 United States, Q data, 1973-2002, VAR <0

Bussière, Fratzscher and Müller, 2005 G7 and OECD countries, 1960-2003 0.10 for G7, 0.07 for OECD

Kennedy and Slok, 2005 13 OECD countries, 1982-2003, 
panel regressions

0.08 to 0.33 (depending on specifi cation)

Theoretical contributions with simulations

Baxter, 1995 RBC 0.5

Kollman, 1998 RBC 0

Erceg, Guerrieri and Gust, 2005 DSGE 0.2

(a) Percentage points
Source: Bussière, Fratzscher and Müller (2005), Table A.1.
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anticipate that larger fi scal defi cits today will require 
higher taxes in the future. Empirically, many studies 
fi nd partial support for Ricardian behaviour in the 
private sector, although the possibility of shifting the 
tax burden to future generations and frictions  related 
inter alia to habit persistence and liquidity constraints 
allow for deviations from Ricardian equivalence. 
Chart 3 illustrates such a negative relationship 
between the private savings-investment balance and 
the fi scal defi cit in the United States, with the two 
moving in opposite directions since 1980.

Overall, if the elasticity of 0.3 between fi scal policy and 
the current account were to hold for the United States, 
it would mean that 20% or less of today’s US current 
account defi cit of 6.0% of GDP could be explained 
by the US fi scal defi cit. Of course, it must be stressed 
that this is a rough proxy based on the assumption of a 
constant elasticity of 0.3 and a lower elasticity would 
imply that an even smaller fraction of the US current 
account defi cit could be explained by fi scal policy. 
However, there appears to have been some positive 
correlation between the US fi scal position and the 
US current account in the period 2001-2004, as both 
balances declined during that period. Moreover, 
private net savings appear to have responded in a 
somewhat weaker manner to the large rise in the 
US fi scal defi cit during that period. Nevertheless, 
while it is possible to speculate on the reasons for 
such a change,2 the evidence is inconclusive on the 
question of whether a fundamental disconnect has 
occurred in recent years.

In conclusion, the evidence suggests that there is 
only a limited relationship between fi scal positions 
and the current account and, confi rming partial 
Ricardian behaviour by the private sector, that there 
is a substantial negative relationship between fi scal 
balances and private savings-investment positions. 
Therefore, fi scal consolidation is certainly desirable 
from various perspectives and may have an impact 
in the short run in preventing a further worsening 
of existing global current account imbalances, and, 
moreover, sends an important signal to fi nancial 
markets. However, fi scal consolidation alone is likely 
to be insuffi cient to reduce today’s global current 
account imbalances to more sustainable levels in the 
medium to long term.

2|3 Global savings glut? Interventions 
in foreign exchange markets

By defi nition, current account imbalances have 
two components: on the one hand, the real side, 
i.e. the consumption and investment decisions; and 
on the other hand, the fi nancial side, i.e. the fl ow 
of investments “fi nancing” current account defi cits. 
In fact, there has recently been something of a shift 
in the debate on global imbalances, with more focus 
on the “global savings glut” hypothesis, which states 
that current account imbalances may not necessarily 
be primarily the result of excess consumption 
and investment by defi cit countries, but rather a 
consequence of excess savings in surplus countries 
(Bernanke, 2005). Thus, a policy prescription of 
proponents of this hypothesis is that surplus countries 
should conduct policies that increase absorption and 
imports in order to reduce their surpluses.

This argument has been made in particular with 
regard to the sizeable current account surpluses 
in emerging Asia. And indeed, a look at the data 
confi rms that emerging markets in Asia continue to 
record high savings rates, much higher than those 
observed in European and North American countries. 
Chart 6 shows that the gross national savings rate 
of Asia’s newly industrialised countries has been 
around 30-35% of GDP since 1990. Moreover, a look 
at the poorer developing countries of Asia (Chart 7) 
shows that their gross national savings rates have 
actually risen following the 1997-1998 Asian crisis, 
from around 32% in 1996 to around 40% in 2005. 
Investment in these countries has also recovered 
following the Asian crisis, but to a much lesser 
extent than savings, thus resulting in sizeable current 
account surpluses in emerging Asia. The question of 
whether investment is “too low” or national savings 
are “excessive” is of course controversial, but the key 
point is that the growing gap between savings and 
investment in Asia has led to a signifi cant current 
account surplus in the region in recent years.

However, there is one fundamental weakness in the 
savings glut hypothesis. This fl aw is that it is hard 
to blame countries for having a strong preference 
for savings and even harder to make them directly 
responsible for the excessive consumption and 

2 One explanation offered by the economic literature for such a change is that the US fi scal defi cit, which was to a large extent due to tax cuts, could possibly be perceived in part as 
a permanent reduction in taxes and that the adjustment of the fi scal defi cit would take place through a cut in non-productive government expenditure. The potential role of liquidity 
constraints in the household sector, which tend to magnify the effects of fi scal policy, might be a valid alternative explanation and deserves greater scrutiny.
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investment behaviour of debtor countries. By 
defi nition, a current account “imbalance” always 
involves two parties: one that has excess net savings 
and thus records a surplus, and one that has excess 
consumption and investment, i.e. a current account 
defi cit. And while some countries may choose to 
accumulate surpluses, there is nothing that then 
automatically forces other countries to consume or 
invest more than they save domestically. Nevertheless, 
there are also various indirect channels through 
which surplus countries may infl uence fi nancial 
markets and asset prices and thus contribute to 
current account imbalances.

An important channel relates to interventions in 
foreign exchange markets. In fact, Asian central banks 
in particular, in their attempts to stabilise exchange 
rates, have intervened heavily in foreign exchange 
markets and have accumulated enormous amounts 
of reserve assets in recent years, with much of these 
reserves being invested in US dollar-denominated 
assets. Through these interventions, Asian countries 
have enabled the United States to fi nance a large and 
increasing current account defi cit at relatively low 
interest rates. Nevertheless, the existing evidence 
suggests that the infl uence of these investments on 
US interest rates has been limited.3

On the other hand, the (ex ante) relationship between 
savings and high levels of global liquidity, which 

we are observing today, remains an open issue. 
The savings glut hypothesis ignores the fact that 
a signifi cant part of what is measured (ex post) as 
“savings” starts (ex ante) as excess liquidity.

3| Exchange rate policies
Several of the most recent international policy 
communiqués and other policy statements have 
emphasised the need for greater exchange rate 
fl exibility in Asia as a way of reducing the US current 
account defi cit and Asian surpluses. In principle, 
the appreciation of the currencies of countries with 
current account surpluses vis-à-vis those with large 
trade defi cits could help to reduce these imbalances. 

The key argument in support of the appreciation of Asian 
currencies is the fact that many of these currencies, 
in particular the Chinese renminbi, are substantially 
undervalued. Thus, a signifi cant appreciation of 
these currencies would send an important signal that 
governments in all regions are committed to reducing 
current global imbalances by adopting policies that are 
in line with lower current account surpluses in Asia and 
a decline in defi cits in the United States. Such a move 
would also reduce the risk of an abrupt adjustment, 
which could be triggered if markets lacked confi dence 
in policy-makers’ commitment to addressing the issue 
of global imbalances.

3 Numerous studies have shown that the effect of the considerable Asian savings, refl ected in massive reserve asset accumulation by Asian countries, has lowered US long-term interest 
rates by around 0.3-0.6% (see, for example, Bernanke, Reinhart and Sack, 2004).

Savings and investment
Chart 6  In Asia’s newly industrialised countries Chart 7  In developing Asia
(as a % of GDP) (as a % of GDP)
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A key question is how the process of exchange rate 
adjustments, in particular for Asian currencies, would 
take place over the coming years. A fi rst point to note 
is that some signifi cant exchange rate adjustments 
have already taken place over the past few years. Not 
only has the euro appreciated against the US dollar in 
recent years, but several Asian currencies have also 
strengthened. Chart 8 shows that the South Korean 
won, for example, has appreciated by more than 15% 
against the US dollar since January 2004. The new 
Taiwan dollar also appreciated by 7% in 2004, while 
the Japanese yen, however, has remained relatively 
stable over the past few years.

Nonetheless, other currencies, such as the Chinese 
renminbi and the Malaysian ringgit, have much more 
rigid regimes as regards links to the US dollar and 
have, as a result, depreciated substantially in nominal 
effective terms over the past few years. China has 
recently started to engage in some exchange rate 
reform, revaluing the renminbi by 2% on 21 July 2005 
and altering the set-up of its regime. Although the 
reform certainly represents welcome fi rst steps in 
the right direction, it remains to be seen whether 
this reform will, over the medium term, allow for 
any signifi cant revaluation of the renminbi, which 
remains substantially undervalued.

Analysing which countries have the largest current 
account imbalances with the United States, Table 2 
shows that China accounted for 23% of the US trade 
defi cit in 2003, the largest share of any single 
country, whereas Asia as a whole accounted for 
roughly half of the total. However, while China’s 
share of the US defi cit has increased over the past 
15 years, that of the rest of Asia has decreased by 
even more, causing Asia’s overall share to fall from 

Table 2  United States – Direction of trade and contribution to the trade defi cit: 1987-2003
(%)

1987 2003

Share of
total US trade

Share of
US trade defi cit

Share of
total US trade

Share of
US trade defi cit

Euro area 16.8 12.0 15.0 13.8
Other industrialised countries* 9.2 5.1 7.4 3.7
Central and Eastern Europe 1.3 -0.4 1.8 2.3

NAFTA 24.6 10.2 31.3 17.3
of which : Canada 19.4 6.8 19.6 10.0

Mexico 5.2 3.4 11.7 7.3

Asia 35.0 63.2 32.6 49.2
of which : Japan 17.2 34.8 8.5 11.9

China 1.5 2.0 9.5 23.2
rest of Asia 16.3 26.4 14.6 14.1

Western hemisphere** 5.8 3.5 5.7 3.0
Oil-exporting countries*** 4.5 6.2 3.8 8.3
Rest of the world 2.8 0.2 2.4 2.4

Total 100.0 100.0 100.0 100.0
* Australia, Denmark, Iceland, New Zealand, Norway, Sweden, Switzerland and United Kingdom.
** Excluding Canada and Mexico (NAFTA) and Venezuela (oil exporter).
*** Algeria, Iran, Iraq, Kuwait, Libya, Nigeria, Oman, Qatar, Saudi Arabia, United Arab Emirates and Venezuela.

Source: IMF Direction of Trade Statistics.

Chart 8  Selected Asian exchange rate developments 
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63% in 1987 to 50% in 2004. The reason for this is 
the fact that Asian countries have increasingly been 
outsourcing manufacturing exports to China. Thus, 
over half of China’s total exports currently involve 
the fi nal assembly of products using intermediate 
inputs imported from other countries, chiefl y other 
Asian countries. This explains why China’s rising 
trade surplus with the United States has been partly 
offset by China’s trade defi cits with other Asian 
countries. The high import content of China’s exports 
and the country’s competitive advantage in terms of 
labour costs are both likely to considerably reduce 
the impact on China’s exports of any appreciation 
of the renminbi, provided that other Asian countries 
do not follow China in revaluing their currencies. 
In fact, during the period 1999-2002 China’s total 
exports rose by 37%, despite a 7% real effective 
appreciation in its currency.

Table 2 also shows that there are other countries 
and regions that account for a large share of the 
US trade defi cit. In particular, the NAFTA countries 
Canada and Mexico account for 17%, with the 
euro area accounting for 14% of the US defi cit, 
and this despite the Canadian dollar and the euro 
having already appreciated markedly against the 
US dollar over the past few years. An important 
point to emphasise is that, although the US dollar 
has depreciated in effective terms over the past 
few years, its depreciation against most Asian 
currencies has, in many ways, still been relatively 
modest. Moreover, the pass-through from this 
US dollar depreciation to domestic prices in the 
United States has been remarkably low, providing 
only limited price pressure for the replacement of 
foreign goods in US markets and an improvement 
in the US trade balance.

Overall, the evidence in the academic literature 
(e.g. Blanchard, Giavazzi and Sa, 2005) suggests 
that a more signifi cant effective adjustment of the 
US dollar may be needed, in particular vis-à-vis those 
countries with which the United States has a sizeable 
trade defi cit, in order to help substantially reduce the 
US trade defi cit. The worrying issue from a policy 
perspective is that an exchange rate adjustment, if 
not supported by other policy measures, would have 
to be enormous: for instance, Blanchard, Giavazzi and 
Sa (2005) estimate that the US dollar would have to 
depreciate in effective terms by between 40% and 
90%, all else being equal, to reduce the US current 
account defi cit to sustainable long-term levels.

Similarly, Edwards (2005) provides a complementary 
view on global current account imbalances by analysing 
the possible adjustment path for the United States. 
Analysing historical episodes of current account 
adjustments, he argues that even a moderate reduction in 
international investors’ preferences for US assets could 
lead to a sharp adjustment of 3-6% in the US current 
account defi cit within a few years by inducing a real 
effective depreciation of 27-30% in the value of the 
US dollar. He also argues that this could lead to a sharp 
reduction in US and global economic growth.

Finally, although exchange rate adjustments in 
emerging markets alone are likely to be insuffi cient 
to address existing global imbalances, it should be 
noted that the sizeable current account surpluses that 
many Asian economies are recording are an important 
factor that needs to be addressed. Given their rapid 
economic growth and potential for catching-up with 
mature economies, these economies are “natural” 
current account defi cit countries, as tended to 
be the case until the onset of the Asian crisis in 
1997-1998. Overall, therefore, the evidence suggests 
that a modest appreciation of Asian currencies would 
lead to a limited depreciation of the effective US dollar 
exchange rate and would have a limited impact on 
current account imbalances. However, exchange rate 
adjustment in Asia is relevant, particularly in China, 
as it could provide an important signal to fi nancial 
markets about policy commitments to a gradual and 
orderly adjustment of global imbalances.

4| Structural policies
Structural reform in Europe is a key priority for 
policy-makers in Europe, as it is crucial for enhancing 
growth and improving the resilience of the European 
economy. It has also been argued that structural 
reforms, particularly in Europe and Japan, may 
play a signifi cant role in helping existing global 
imbalances to unwind. The basis of this argument is 
that structural reform should lead to higher actual and 
potential growth and demand, which may worsen the 
current account of those undertaking reform, such 
as Europe and Japan, while improving the current 
account positions of others, such as the United States. 
A key point to note is that the relationship between 
structural reforms and current account positions 
depends on three key factors: the type of reforms, 
the time horizon and whether the reforms mainly 
affect the tradable or non-tradable sector. 
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As regards the fi rst two factors, in a recent study the 
OECD4 sees product and fi nancial market reforms 
implying a worsening of the current account over 
the medium term, whereas labour market reforms 
might possibly have the opposite effect. In particular, 
the OECD study argues that labour market reforms 
primarily have an impact on the effective labour 
supply, thereby reducing wages and prices in the 
medium term while improving the profi tability of 
domestic capital in the long run. Such a structural 
reform would, in turn, thus tend to improve current 
accounts in the short and medium term, rather than 
worsening them because of the improved international 
competitiveness of the tradable sectors. Conversely, 
product market reforms should increase the income 
elasticity of demand for imports, which will tend to 
worsen the current account, at least in the medium 
term, before equilibrating mechanisms gradually set 
in. Finally, fi nancial market reforms tend to stimulate 
the infl ow of foreign capital, thereby also weakening 
the current account. Equilibrium can be restored 
if capital infl ows improve productivity, and hence 
competitiveness in the long run. 

Moreover, in an infl uential recent paper, Obstfeld and 
Rogoff (2004) argued that a productivity increase in 
the United States’ partner countries would help to 
adjust the US current account defi cit only if it were to 
occur primarily in the non-tradable sector. However, 
if structural reforms induce a signifi cant productivity 
improvement in the tradable sector, then current 
account positions may improve as exports become 
more competitive and imports less competitive. The 
policy implication is that structural reforms in Europe 
and Japan will contribute to a reduction in the US trade 
defi cit only if, in relative terms, productivity increases 
in the tradable sector in the United States and in the 
non-tradable sector in the euro area and Japan.

There is, moreover, an even more fundamental 
fl aw in the argument that structural reforms in 
Europe could play a signifi cant role in reducing 
global imbalances. This fl aw is that most European 
countries, and in particular the euro area, have a 
current account that is in balance or even a small 
current account surplus, which is fully in line 
with Europe’s economic fundamentals of having 
a relatively wealthy and ageing economy. Thus, 
further progress with structural reform in the euro 
area is desirable in its own right, as it will have a 

benefi cial effect on economic growth and resilience 
in Europe. However, arguing that the euro area 
should run a sizeable current account defi cit is 
inconsistent with economic reality and misses the 
point on the question of the true factors behind 
today’s global imbalances. Nevertheless, stronger 
growth in Europe could, on balance, lead to a slightly 
negative current account position in Europe and 
thus contribute, at least in part, to the resolution of 
global imbalances, although again, the extent of this 
contribution should not be overestimated.

5| Implications for the likely 
adjustment process

What is likely to be the adjustment mechanism for 
global imbalances over the medium term? This article 
has argued that understanding the explanatory factors 
behind today’s global imbalances is important in 
order to gauge what the likely adjustment mechanism 
is going to be in the coming years. While there is 
certainly no single factor that explains or resolves all 
existing imbalances and a set of policies –or policy 
“package”– needs to be applied, it is nevertheless 
important to understand which policy channels are 
more central than others. Although US fi scal policy 
has exacerbated the US current account defi cit since 
2001, the overwhelming consensus of empirical 
studies is that it has in all probability contributed only 
partially to the build-up of the current account defi cit 
over the past decade. Although fi scal consolidation 
is of key importance for economic stability and an 
environment conducive to economic growth, fi scal 
adjustment alone will in all probability –owing 
partly to its limited effect and partly to its limited 
fl exibility– make only a partial contribution to any 
reduction of the current account imbalances in the 
coming years. Nevertheless, fi scal consolidation in 
the United States is an important element of any 
smooth adjustment process.

The empirical evidence suggests that today’s global 
imbalances are mainly the result of fundamental 
imbalances in private savings rates around the 
world. The substantial drop in US private savings 
has been the key factor behind the sustained 
increase in the US current account defi cit over the 
past 15 years. Persistently low real interest rates, 

4 See OECD (2004), “Structural Policy Reforms and External Imbalances”.
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as well as wealth effects resulting from the equity 
market bubble of the 1990s and the more recent 
boom in the housing market, are likely to have 
played a central role in understanding this decline 
in private savings in the United States. Moreover, 
private savings rates in Asia have remained high 
–even rising in some instances– since the
1997-1998 Asian fi nancial crisis. Although such a 
savings pattern may, at least in part, be the result 
of a lack of fi nancial intermediation, it is also 
relevant for understanding today’s global current 
account imbalances. Thus, economic policies that 
help, in particular, to raise the private savings rate 
in defi cit countries, and to some extent policies that 
help to lower private savings and raise investment 
in surplus countries, will be of central importance 
in addressing global imbalances.

Turning to structural reforms in Europe and Japan, 
these reforms may help to promote growth and 

resilience and are in the countries’ own best 
domestic interests. However, they are likely 
to have only a minor effect on current account 
imbalances in the medium term, in particular as 
the euro area’s current account is today in line 
with its long-term fundamentals.

Finally, this article has also argued that exchange rate 
policy in Asia has contributed to global imbalances, 
although the importance of this factor should not 
be overstated. The US dollar has already declined 
in value in recent years with few evident effects 
on global imbalances. The overall consensus of the 
empirical studies is that a US dollar depreciation 
would have to be very large in order to induce a 
signifi cant adjustment in global current account 
imbalances. Such an adjustment could have serious 
negative repercussions for global growth and the 
stability of the global fi nancial system, something 
policy-makers need to avoid in the coming years.

Overall, the issue of global imbalances is the key global challenge for policy-makers today. As this article has tried to illustrate, 
the issue is a highly complex one with various players and macroeconomic policies contributing to varying degrees. However, 
policy-makers have come to agree that the existing imbalances are unsustainable and of serious proportions, and thus need to 
be addressed through decisive policy action. The longer these imbalances continue to build up, the greater the risk of an abrupt 
adjustment and the larger the adjustment costs will be for the global economy.
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The paper reviews the various sources of global 
imbalances and tries to assess their relative weights. It 
argues that around one-third of the US current account 
defi cit may be attributed to higher productivity 
growth in the United States. However the decline in 
US savings rates is also related to low real interest 
rates and asset price bubbles, although it is diffi cult to 
evaluate the contribution of these factors. Conversely, 
the paper tends to downplay the impact of fi scal 
policy, which appears to account for, at most, 20% of 
the current account defi cit. As for the “savings glut” 
hypothesis, the paper argues that it is not possible to 
disentangle the lack of savings in the United States 
from excess savings in the rest of the world. It is 
more appropriate to look at macroeconomic policies 
conducted outside the United States, especially 
foreign exchange interventions in Asia. On this issue, 
Otmar Issing tends to play down the role of Asian 
currencies in current global imbalances. Indeed, 
some signifi cant adjustments have already taken 
place (e.g. the won), whereas not too much hope 
should be placed on a revaluation of the renminbi, 
given the very tight integration of production systems 
within the region. Finally, although structural policies 
are needed per se in the European Union (EU), their 
impact on the current account would be ambiguous. 
In this respect, the EU can do little to reduce global 
imbalances. On the whole, the paper concludes that, 
for the US dollar to bear the bulk of the adjustment, 
the depreciation would need to be very large, with 
very negative consequences for global growth and the 
stability of the global fi nancial system. Hence, policy 
action is needed on savings-investment imbalances in 
each country, although the paper is not very specifi c 
on what kind of action is required.

While I agree in essence with the issues set out in this 
paper, I will try to analyse some of them and provide 
additional orders of magnitude. 

The savings glut hypothesis

The savings glut hypothesis points to excess savings 
in various parts of the world as one of the major 

causes of the US current account defi cit: if Asian 
countries spend less than they earn, additional 
spending is needed to balance goods markets, and 
such spending comes from the United States. Hence, 
a decline in savings in Asia would help to reduce 
the US defi cit, especially given that Asia accounts for 
a large part of the US defi cit (49% according to the 
paper). Because it is diffi cult to argue that investment 
is too low in Asia, especially in China, the adjustment 
would then have to fall on the savings side. Indeed, 
the gross savings rate is much higher in China than 
in the United States and even in Japan and the euro 
area, as illustrated in chart 1.1 The causes of such a 
savings rate in China are not entirely understood, but 
the lack of an effi cient banking sector and a welfare 
system are likely to be strong factors. Therefore, 
bank restructuring together with reconstruction 
and improvement of social safety nets could have a 
sizeable impact on the savings rate.

The problem with this line of reasoning is that it forgets 
that, in current dollars, Chinese GDP is still seven 
times lower than that of the United States. Hence, in 
current dollars, Chinese savings are much lower than 
US savings (chart 2). In other words, to reduce global 
savings by 1% of US GDP, the Chinese savings rate 

Chart 1  Gross saving rates in 2004
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1 The Chinese fi gure was revised downwards at the beginning of 2006 due to the upward revision of GDP. However, the updated fi gure remains above 40% of GDP.
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would have to fall by 7 percentage points. In order to 
close the US current account defi cit (6% of US GDP), 
the fall in the Chinese savings rate would need to be 
6x7=42 percentage points, which would bring the 
Chinese savings rate to an improbable level of 0%.

Who is going to drive global growth?

One convincing argument for the US government to 
refrain from taking action on the US savings rate is the 
potential impact of such a move on world demand: 
all other things being equal, a rise in US saving 
rate would mean a fall in US demand, hence a fall 
in trading partners’ exports. This is the other way 
of formulating the savings glut hypothesis: unless 
savings rates are reduced elsewhere in the world, 
global growth would fall if US savings were to go up. 
As shown above, China alone cannot do so, since a 
7 percentage point fall in the Chinese savings rate 
would be needed to offset every percentage rise in 
the US savings rate.

However, this fi rst calculation is misleading since it 
implicitly assumes similar openness ratios in both 
China and the United States. In fact, the Chinese 
economy is much more open than that of the 
United States. Hence, a 1% variation in demand 
should have more impact on Chinese imports than 
on those of the United States. It is true that part of 
Chinese openness stems from the intra-regional 
division of labour. Hence, it is more appropriate to 
consider South East Asia (excluding Japan) as a block. 

The share of the United States, Japan, South East Asia 
and the euro area in each zone’s exports and in 
world exports is represented in chart 3, excluding
intra-regional trade. The last bar shows that the 
US market still absorbs 20.8% of world exports, whereas 
South East Asia only accounts for 9.6%. Hence, 
South East Asia is still a weaker driving force than the 
United States for global growth: a 2 percentage point 
increase in GDP growth is needed in South East Asia 
to offset a 1 percentage point fall in US GDP growth, 
in order to leave world exports unaffected.

Chinese exchange rate system

The paper correctly downplays the responsibility 
of the Chinese exchange rate regime as a direct 
explanation for the US current account defi cit. This 
is because, again, the whole Asian zone should be 
considered as a block: China mostly carries out 
the fi nal assembly of products. This means that an 
appreciation of the renminbi would reduce the cost 
of intermediate goods, which constitute the bulk 
of the fi nal value of the goods produced in China 
for the world market; in addition, neighbouring 
countries could consider relocating this assembly 
stage to elsewhere the region, while still targeting 
the US market.

It is frequently argued that, because Asia accounts for 
the largest share of the US defi cit, this region should 
bear most of the exchange rate adjustment. However, 
such bilateral approach to bilateral exchange rate 
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Chart 3  Share in total exports, 
correcting for intra-area trade
(% of total exports)

USA Japan South East
Asia

Euro area World

24.6 24.1
14.8

20.8

7.7

13.4

5.9
17.2

12.4

15.6 18.3

2.9

0

10

20

30

40

50

60

70

USA
Japan

South East Asia
Euro area

12.8

29.5

6.8

9.6

Source: CEPII – Chelem



SESSION 3 ECONOMIC ADJUSTMENT AND POLICY RESPONSES
Agnès Bénassy-Quéré

270 Banque de France • International Symposium: Productivity, competitiveness and globalisation • November 2005

adjustments is incorrect. Let us suppose that China 
runs a USD 110 surplus with the United States, 
but a USD 50 defi cit with South East Asia (other 
than China or Japan) while South East Asia enjoys 
a USD 70 surplus against the United States. Further, 
let us assume that the total defi cit of the United States 
is USD 180. Hence, China accounts for 60% of 
US defi cit, and South East Asia for the remaining 
40%. Following the bilateral approach centred on 
the US defi cit, the renminbi should appreciate 
50% more than South East Asian currencies. This 
means that the renminbi should appreciate against
South East Asian currencies. This is inconsistent with 
the bilateral defi cit of China with South East Asia.

To avoid this tricky question, it is necessary to 
take account of total foreign accounts, in this 
case: –180 for the United States, +60 for China, 
+120 for South East Asia. Hence, in this example, 

Table 1  Trade balances with the United States, 
China and the World, in 2002
(in USD billions)

United 
States

China World

United States 0 -110.1 -581.8
China 110.1 0 118.5
South East Asia 71.5 46.6 67.3
Canada 92.3 -9.9 39.9
Japan 64.2 -1.1 113.0
Mexico 56.6 -6.2 36.9
Euro area 66.6 -39.4 115.6

Source: CEPII – Chelem

South East Asian currencies must appreciate 
by twice as much as the renminbi against the 
US dollar, and the renminbi must depreciate against
South East Asian currencies, contrasting with the 
previous bilateral view.

Table 1 provides total trade balances as well as the bilateral trade balances of a number of countries with the United States
and China. The last column shows that in fact South East Asia’s total surplus is lower than that of China, which would justify that
South East Asian currencies depreciate against the renminbi. Nevertheless, the large bilateral surplus of South East Asia with 
China must be accounted for when calculating the misalignment of the renminbi against the US dollar: such an imbalance reduces 
the amount the renminbi needs to appreciate against the US dollar. Along similar lines, the euro area accounts for a large share
of the US defi cit, but the large defi cit of the euro area with China must be accounted for when calculating the misalignment
of the euro against the US dollar: it reduces the amount the euro needs to appreciate against the US dollar. By contrast,
the South East Asian currency misalignment against the US dollar is larger than indicated by the bilateral surplus alone with the 
United States. On the whole, globalisation tends to reduce the signifi cance of bilateral imbalances compared to multilateral ones. 
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Pliny the Elder is well known for his quote: “In these 
matters the only certainty is that nothing is certain.” 
I doubt that Pliny was concerned with global 
imbalances during the 1st century A.D. –but his 
phrase accurately captures the current discussion 
on this subject. Despite numerous academic papers, 
policy debates and entire conferences dedicated to the 
topic of global imbalances, there is still widespread 
disagreement on its primary causes and likely 
evolution. Otmar Issing’s paper does an excellent 
job of covering the key points of this complex and 
multifaceted issue, and especially of incorporating 
the latest views on this topic.

I will begin my comments with a very brief summary 
of Issing’s paper. Then I will make four main points: 
what I see as the most important conclusion from 
the paper; how to integrate the apparently divergent 
explanations of global imbalances; why additional 
estimates of the impact of different actions on global 
imbalances are important; and what are additional 
policy responses to resolve global imbalances that 
aren’t discussed in the paper. 

Issing’s paper starts by succinctly summarizing recent 
trends driving global imbalances. It then discusses, 
in more detail, the role of different macroeconomic 
policies in causing these imbalances and potentially 
resolving them in the future. More specifi cally, the paper 
focuses on the role of saving-investment imbalances, 
productivity growth, fi scal policy, global savings glut, 
interventions in foreign exchange markets, exchange 
rate policies, and structural reforms. It concludes that 
fundamental imbalances in savings rates around the 
world are a key cause of global imbalances, although 
other factors have also played a material role. The 
paper ends with a short discussion of the likely 
adjustment process, stating that these imbalances 
“need to be addressed through decisive policy action”, 
because the longer they continue to accumulate, “the 
higher the risk of an abrupt adjustment and the larger 
the adjustment costs will be for the global economy.”

My fi rst point is what I see as the most important 
conclusion from the paper. Issing writes: “Clearly, 
the threat of global imbalances concerns every single 
actor in the global economy, and thus all parties 
involved need to contribute their part to a resolution.” 

The current global imbalances are caused by a 
number of factors linking each major region of the 
world. Governments in each region need to take 
responsibility for their role and take action. It is much 
easier for governments to blame other economies 
for the current imbalances and to pressure other 
governments to take action –whilst not assuming 
responsibility oneself. It is even possible for each 
major government to rationalize this approach by 
focusing on the causes of the global imbalances that 
occur outside their borders. This “fi nger-pointing” 
approach, however, will not foster an environment 
in which individual countries will take the necessary 
steps to reduce global imbalances.

Despite making this key point, Issing’s analysis 
slips into what might be called a new form of
“home-country bias”. The paper dedicates 5.5 pages 
to saving and investment issues in the United 
States, but only 1.5 page to the “global savings glut”
(i.e. saving and investment issues in the rest of the 
world). Similarly, Issing only dedicates 1 page to 
the role of Europe –mainly to argue that structural 
reforms in Europe would have little effect in reducing 
global imbalances, and therefore implying that 
Europe has a minimal role to play in any adjustment. 
This strategy of suggesting that policy actions need 
to be taken by other countries directly contradicts 
the key point that Issing highlights in other sections 
of his paper –that all major regions of the world need 
to take responsibility and action. 

My second major point is that the apparently diverse 
explanations for global imbalances are not necessarily 
inconsistent, and that linking these theories into one 
coherent framework can have useful insights for any 
adjustment process. Issing writes: “…few agree on 
what precisely constitutes these imbalances.” He also 
discusses how global imbalances have both a real and 
fi nancial side. Extending this framework, standard 
balance-of-payments accounting yields the following 
identity that holds for each country: 

Current Account  = – Capital Account + ∆Reserves
 = Saving – Investment

Different explanations for global imbalances focus 
on one part of the equation. For example, some 
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policymakers focus on factors causing a large
US current account defi cit (such as strong US GDP 
growth), while others focus on factors causing 
the large US capital account surplus (such as 
strong US productivity growth) or on causes of the
saving-investment imbalance (such as the large 
US budget defi cit). Although these discussions may 
sound as if they are focusing on vastly different 
causes –they are all interrelated. Any adjustment 
in one part of the equation must be balanced by 
adjustments on the other sides of the equation. 

This framework is particularly useful when evaluating 
different proposals to reduce global imbalances. 
Working through how a policy proposal that appears 
directed at one part of the equation would in turn 
affect other sides will quickly accentuate how any 
adjustment must be multifaceted and involve more 
than one region of the world. For example, if the 
United States followed the popular advice to raise 
aggregate saving (through either a reduction in the 
budget defi cit and/or an increase in private saving), 
this would have to be balanced by a smaller current 
account defi cit and smaller capital account surplus. 
The reduction in the current account defi cit would 
most likely occur through lower exports from other 
countries to the United States. Higher aggregate saving 
would also likely lead to lower interest rates, so that 
other countries would reduce purchases of US assets. 
Therefore, even a policy adjustment focused on the 
United States would have important ramifi cations for 
global trade and capital fl ows. 

My third point is on the estimates of how different 
policy actions would affect global imbalances. Issing 
does an excellent job compiling estimates from a 
range of studies done over the past 20 years of how 
an improvement in the US fi scal position would affect 
the US current account defi cit. This is the best table 
–by far– that I have seen of this empirical evidence. 
Issing summarizes this evidence as showing that a 
1 percent improvement in the US budget balance 
would reduce the US current account defi cit by 
somewhere between 0.3 percent and 0 percent. 

After this very detailed analysis of how a reduction 
in the US budget defi cit would affect the US current 
account defi cit, Issing provides little discussion of 
the magnitude of how other policy adjustments 
would affect global imbalances. Granted, many 

other policies have not been analyzed in nearly as 
much detail, but several recent studies provide useful 
estimates. For example, IMF (2005) estimates that a 
0.5 percent a year increase in real GDP growth in 
Japan or the large Euro-zone countries would reduce 
the US current account defi cit by about 0.2 percent 
of GDP after three years. Cline (2005) estimates that 
1 percent faster foreign growth for one year would 
reduce the US current account defi cit by 0.4 percent 
of GDP in three years. Interindustry Economic Research 
(2005) estimates that a 25 percent depreciation of the 
dollar against all Asian currencies would reduce the 
US current account defi cit by 0.5 percent of GDP in 
fi ve years. The same study estimates that a 25 percent 
depreciation of the dollar against all currencies would 
reduce the US current account defi cit by 1.6% of GDP 
in the same period. 

The US current account defi cit does not need to 
shrink to zero in equilibrium, and most analysts 
estimate that the US current account defi cit would 
need to fall to about 2% to 3% of GDP in order to 
stabilize US external debt ratios.1 The empirical 
results discussed above clearly suggest that no single 
policy would be able to reduce the US current account 
defi cit to this sustainable level. Therefore, as Issing 
clearly states in the paper: “…it is a set of policies 
or policy “package” that needs to be applied…” 
Including empirical estimates of how policies in 
addition to reducing the US fi scal defi cit will affect 
global imbalances accentuates this key point. It also 
confi rms the key point discussed above –of the need 
for concerted responses from all regions in the world 
to smoothly reduce global imbalances.

My fi nal point is that it would be useful to expand on 
the typical prescriptions to reduce global imbalances 
discussed by the G7, the IMF, and in Issing’s paper 
to include additional alternatives. For example, 
Rodrigo de Rato, the Managing Director of the IMF, 
stated the typical view: “The measures needed are
well-known, but bear repeating. They are: 
medium-term fi scal consolidation in the 
United States; structural reform in Europe and Japan 
to raise economic growth and turn their economies 
into additional centers of global expansion; and 
greater exchange rate fl exibility in China and 
emerging Asia...”.2 As the estimates discussed 
above indicate, however, substantial (and politically 
unlikely) adjustments in these three areas would 

1 For a discussion of this calculation, see Forbes (2005).
2 Remarks by Rodrigo de Rato, “Sustaining global growth and stability – The role of the IMF,” at Georgetown University in Washington, D.C. on April 6, 2005.
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be required in order to reduce global imbalances to 
a sustainable level. Therefore, it is helpful to think 
about what other policy options might help reduce 
imbalances. 

One recommendation is to take steps to raise 
investment in emerging markets. Some analysis 
has recently indicated that a major factor behind 
the “global savings glut” is reduced investment in 
emerging markets (rather than increased saving). 
Taking steps to improve the investment climate and 
support investment in emerging markets –such as 
strengthening corporate governance, simplifying 
regulations so that it is easier to start a business, reducing 
limitations on foreign investment, and improving 
infrastructure– could all help raise investment and 
therefore close the saving-investment gap. The 
impact of higher investment in emerging markets on 
global imbalances could be substantial. For example,
IMF (2005) reports that increasing the investment 
to GDP ratio by an additional 5 percent in major 
emerging markets in East Asia (Indonesia, Korea, 
Malaysia, the Philippines, and Thailand) would
reduce the US current account defi cit by about 
0.75 percent of GDP after three years. Although 
increasing the investment ratio by 5 percent may 
sound like a large increase, this would only reverse 
about one-half of the decline in investment that has 
occurred in these countries since 1996. Moreover, 
increasing the investment to GDP ratio by the same
5 percent in oil-producing economies would also 
reduce the US current account defi cit by about 
0.75 percent of GDP. 

A second recommendation for reducing global 
imbalances is to increase private saving in the 
United States. Although this is not easy to do, it could 
make a signifi cant difference. For example, IMF (2005) 
estimates that a permanent 1 percent of GDP increase 
in the US gross national savings rate would reduce the 
US current account defi cit by about 0,5 percent of GDP 
after three years. The current discussion of tax reform 
in the United States provides an excellent opportunity 
to adjust the tax code to promote private saving. 

A fi nal recommendation is to raise domestic 
consumption in Asia. This is also not easy, but there 
are a number of concrete steps that governments 
could take. For example, strengthening social 
safety nets (especially the provision of health care 
services, pension systems, and transition assistance 
for workers who lose their jobs) could all reduce 
the need for precautionary saving by individuals. 
Allowing undervalued exchange rates to appreciate 
would reduce the price of imports, possibly increasing 
consumption. Liberalizing the fi nancial sector, and 
especially allowing greater collaboration with foreign 
institutions that have developed more advanced 
fi nancial products, could provide individuals with more 
fi nancial fl exibility to support consumption. Although
I certainly would not recommend that Asian economies 
increase consumption to the levels that currently 
exist in the United States, steps to support domestic 
consumption would not only help smoothly reduce 
global imbalances, but perhaps even more important, 
would support more balanced growth and reduce 
vulnerabilities to changes in external demand.

To conclude, Herbert Stein (a former chairman of the Council of Economic Advisers) is well known for his famous quote:
“If something is unsustainable, it will end.” Slightly less well known is an addendum by the MIT economist,
Rudiger Dornbusch. Dornbusch used to warn his students that something unsustainable can last much longer than anyone 
thinks, but once it ends, it can unravel much faster than anyone expects. If adjustments to global imbalances do not occur 
soon, there is a good chance that they will unwind much faster than people expect. Therefore, policymakers will hopefully 
listen to the key themes in Issing’s paper. Now is the time to act, and action should be taken by all major regions in the 
world. If this does not occur, the unwinding of existing global imbalances may not just occur more quickly than people 
expect, but the process is more likely to be disorderly and imply greater adjustment costs for the global economy.
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YI Gang
Assistant Governor
People’s Bank of China

It is an honour for me to take part in this remarkable 
conference. I would like to thank the organisers for 
inviting me and, in particular, I would like to thank 
my colleagues for making extremely useful remarks 
and suggestions concerning China throughout the 
conference.

As regards Pr. Issing’s paper, I basically agree with his 
comments. There are two views on global imbalances, 
the benign view and the gloomy view. First, if the 
current imbalances highlighted by Pr. Issing are 
essentially driven by market forces, we need to be 
very careful when dealing with them. And I think 
that the current imbalances are probably sustainable 
only up to a certain point. Second, the adjustment 
process has to start now. Third, the adjustment 
process should be a gradual one, in respect of the 
US savings rate, the US twin deficit and the high 
savings rate in China, etc.

And all these adjustments are not easy. Regarding 
the trade imbalances, the current situation clearly 
stems from the globalisation process and the 
international division of labour. China currently 
posts a trade surplus, but, except for this year, it has 
been fairly small, i.e. less than 2.5% of GDP. In 2004, 
China’s trade account surplus ranked fifth worldwide 
–just after Germany, Japan, Russia and 
Saudi Arabia– both in terms of its amount and its 
share of the total. China has a trade deficit with 
Japan, Korea and ASEAN countries and a trade 
surplus with the United States and Europe. This 
situation clearly corresponds to the international 
division of labour and globalisation. As regards the 
composition of Chinese exports, multinationals and 
foreign funded enterprises account for over 50% of 
exports. Most of these investors are our main trading 
partners, so protectionism is not a solution. The 
current international trade dispute against China, 
including dispute on textiles, only accounts for less 
than 1 % of Chinese exports. We should therefore take 
a look at the fundamental structure and the reasons 
for these current imbalances, which are much more 
deep-rooted than a lot of people expected. 

Another aspect to be considered is China’s exchange 
rate policy. Most people consider it to be a very 

important issue; I agree. On 21 July, China came off 
the renminbi/US dollar peg and moved to a managed 
float against a basket of currencies. Many people 
were expecting the renminbi to appreciate by more 
than 2%. It appreciated by 2% in July and has 
appreciated a little further since then. The point 
is that the regime change is more important than 
the level at which the currency is pitched. If you 
consider the recent strength of the US dollar and take 
a look at the level of the renminbi against a basket of 
currencies, its adjustment is certainly much greater. 
The exchange rate should eventually be determined 
by the market.

Actually market forces have been at play since 
1 January 1994, when China unified its exchange 
rates. The unification of the dual exchange rates is 
said to have led to a substantial depreciation of the 
renminbi. In reality, this was not the case. Prior to 
1994, China had a two-track system, one being the 
official exchange rate, the other a market-based 
rate. In 1993, the official exchange rate stood at 
5.8 renminbi to the US dollar. But the official track 
only accounts for 15% of renminbi trading in China, 
while the market track accounts for the remaining 
85%. The market rate was 8.5, 9, 10, even 11 renminbi 
to the US dollar in 1993. Then, from 1994 to about 
1996, the renminbi appreciated by 5% against the 
US dollar. The renminbi was subsequently pegged to 
the US dollar when the Asian crisis started.

But that is past history and we are fully aware of that. 
We are also aware that the exchange rate should be 
determined by the market. Given China’s productivity 
gains and its strong GDP and trade growth, everybody 
appears to be expecting the renminbi to continue 
appreciating. But I would like to point out that in the 
long run, they also have to consider the weaknesses 
of China’s economy, such as non-performing loans, 
the government’s social security deficit and etc. These 
problems need to be factored in when we consider 
the long-term trend of the renminbi. As the past few 
months have shown, markets have responded quite 
calmly to China’s foreign exchange system reform, and 
the non-deliverable futures markets (NDF) in Hong 
Kong and Singapore have converged from 4,000 to 
around 2,500. So, the markets still expect the renminbi 
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to appreciate a little further, but the magnitude has 
been converging. Furthermore, because of the recent 
continued increase in US rates, there is now an interest 
rate gap between China and the United States. The 
short-term rate of the Federal reserve system (Fed),
i.e. the Fed funds rate, now stands at 4%, while the 
short-term renminbi rate is now 1.2%.

This adjustment process will undoubtedly continue 
but it will be a gradual one. China is a developing 
country and it clearly has a part to play in the 
adjustment of the imbalances that we are all facing. 
As regards China’s domestic macroeconomic policy, 
particular emphasis is being placed on domestic 
demand, rather than external demand. Within 
domestic demand, the focus is on consumption, 
in particular consumption of services. Increasing 
attention is being paid to rural areas –rather than 
urban areas– in terms of education, health care and 

other infrastructures such as electricity, roads and 
water. We defi nitely intend to adjust along these 
lines and focus on domestic demand. We are not 
pursuing a trade surplus. We also aim to enforce 
intellectual property rights more rigorously, as 
well as stricter labour market standards. We will 
also set out to provide labour health insurance and 
other benefi ts. We will also attempt to strengthen 
the market environment. Finally, we intend to pay 
particular attention to –and spend a lot of energy on– 
environmental protection. You might have noticed 
that China’s 11th Five-Year Plan calls for reducing 
per unit GDP energy consumption by about 20% by 
the end of 2010, which is a lot. This implies that the 
elasticity of energy consumption relative to GDP 
drops from 1.6 to 0.4. Personally, I am optimistic 
about the adjustment process. I believe that there is 
a strong probability that our joint efforts will lead to 
a soft landing and a converging process.
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Roger FERGUSON
Vice Chairman

Board of Governors of the Federal Reserve System

Let me introduce the next panel by using an outline 
from my old days in the private sector. At McKinsey, 
we used to organise the discussions around the 
following topics: the situation, the complication, and 
then the solution. 

As for the situation, a “Paris Consensus” seems to 
have emerged. We all recognise that the global 
imbalances are unsustainable in the literal sense of 
the word and that they will not go on forever. There is 
no fi nal agreement on the causes of these imbalances, 
but a number of candidates have emerged –such 
as productivity differentials across economies and 
relative growth rates– and I think that all of us can fi nd 
some comfort in one of those explanations.  Finally, 
part of the “Paris Consensus” is that the possibility 
of the global imbalances unwinding in an orderly 
way has not been discounted, but yet a concern that 
the unwinding might be disorderly, a so-called hard 
landing in the ways that we have all talked about, is 
clear among those in this room. 

I would like to add a bit to the “Paris Consensus” 
and, at the same time, highlight some work done 
by colleagues at the Federal Reserve. In a recent 
paper entitled «Currency crashes and bond yields 
in industrial countries», Joseph Gagnon examined 
twenty-six incidents of currency crashes across the 
globe in the past twenty years. He found that, since 
1985, these so-called currency crashes have actually 
not been terribly disruptive; they have not led to a 
dramatic increase in interest rates, for example, or 
to a dramatic deceleration of growth in industrial 
economies. Another paper by Federal Reserve 
economists is “Financial market developments and 
economic activity during current account adjustments 
in industrial economies”. The authors, Hilary Croke, 
Steven B. Kamin, and Sylvain Leduc, found little 
evidence that shrinking current account defi cits, 
at least in industrial countries, are accompanied by 
sharply weaker currencies and recessions. Hence, 
some reasons for cautious optimism can be found in 
such work by Fed staff members.

So that is the situation, the “Paris Consensus”, as I see 
it. The complication is in the topic that we want to 

discuss now. As Christian Noyer said at the opening, 
these conversations need to consider the question 
of fi nancial stability. The fi rst complicating factor is 
that during this recent period of great productivity 
and globalisation, we have seen fi nancial instability 
crises, such as occurred in 1997 and 1998, arising 
from the emerging-market economies. Those crises 
indicated that rapid movements of capital, which 
have been helpful to the United States, could be 
detrimental to economies with weak policy or 
institutional frameworks. The instabilities emanating 
from the emerging markets in turn created the
risk of a negative impact on the United States. 
We have also seen the more surprising story of 
Japan, to which I think Otmar Issing alluded, which 
illustrates the possibility of instability arising in an 
industrial economy. 

The second complication in this world of globalisation 
and high productivity is that the institutional backdrop 
has become more complex over the past twenty 
years. One example is the hedge fund industry, which 
was earlier alluded to with the mention of LTCM 
–Long-Term Capital Management–. We now have a 
hedge fund industry that is about one trillion dollars 
in size. To some people, this industry is relatively 
opaque; others have greater confi dence in it but still 
fi nd it to be large. According to hedge fund industry 
data, about 8,500 funds exist right now. The average 
size of a hedge fund is about USD 120 million, which 
is the size of a small to medium-sized bank in the 
United States. Therefore, no single hedge fund is 
likely to be systemically important. But even a 
fragmented industry has risks of “herding” behaviours 
and of high correlations across members’ strategies. 
Also, even though the average hedge fund is not 
large, the concentration of assets in the industry is 
another complexity. Clearly, institutional changes 
are an issue.

A third complexity is that the risk bearers of last 
resort fall into two categories. The fi rst ones are 
institutional, in the form of insurers or re-insurers. 
The re-insurers, like hedge funds, may be a bit 
opaque to some in the public sector. The number 
of re-insurers is small, and the institutions are
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well-regulated, but the composition of their balance 
sheets and their risk exposures are, for many 
observers, not clear. The other shock absorber of last 
resort is the household sector. There is some concern, 
expressed by some people in this room, about the 
leverage that exists on households’ balance sheets 
and the degree to which households are relying on 
accommodative interest rates.

The fourth complexity, as we consider these global 
imbalances and their possible unwinding, is that 
a number of new products have emerged over the 
past twenty years. The credit default swap market 
has become signifi cant as a way to transfer risk to 
the balance sheets of those who think they can best 

bear that risk. This development must be considered 
to be positive. However, some observers have 
expressed concern that many of these new products 
have not been tested during severe stress. The credit 
default market was tested in the United States when 
General Motors and Ford were downgraded. The 
market worked well, but as a test the downgrade 
was limited. More-exotic products have also 
emerged during the past few years –for example,
interest-only mortgages, negative amortisation 
mortgages, and option adjustable rate mortgages. 
These products have not been tested under the kind 
of rapid changes in macroeconomic circumstances 
and of interest rates that could follow from a rapid 
adjustment of the imbalances.

These considerations all lead to this important and distinguished panel. I would put before them just three questions. First,
in general, can the current policies, or others that we can reasonably implement, increase both macroeconomic and fi nancial 
stability? Second, as a result of institutional and policy changes since the late 1990’s, are the emerging economies better 
positioned than they were to withstand whatever changes may occur as part of the inevitable adjustment of these various 
imbalances? My third question has two parts: Have the risk-management skills of these newer institutions and their counterparties 
evolved suffi ciently, and are the institutions prepared to deal with the adjustments that are likely to be a part of the unwinding
of various imbalances we have discussed?

We have an excellent panel to look at the issues discussed today and perhaps answer these questions. From the industrial 
economies we have Governor Dodge from the Bank of Canada and Governor Fukui from the Bank of Japan. From the emerging 
economies, we have two distinguished policymakers as well: Y.V. Reddy from the Reserve Bank of India and Zeti Akhtar Aziz 
from Bank Negara Malaysia. Finally, Jacob Frenkel in the recent past was a distinguished policymaker and is the current chair 
of the Group of Thirty, which brings together policymakers and individuals from the private sector. So I would hope that he can 
give us a little bit of both perspectives.
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David DODGE
Governor
Bank of Canada

Thank you, Mr. Chairman. My remarks today will 
focus on how countries and economies can best 
weather economic shocks and imbalances, and seize 
the opportunities that globalization brings.

As globalization intensifi es, more and more regions 
are realizing the benefi ts of open trade and capital 
account liberalization. But with increased globalization 
also comes increased exposure to shocks originating 
outside each country’s borders. Open economies 
will always be buffeted by shocks from abroad. But 
increased globalization of the fi nancial system also 
means that imbalances can build and persist for 
long periods. Provided that market mechanisms 
are allowed to work, these imbalances will be
self-correcting over time. However, when policies 
are followed that prevent market mechanisms from 
bringing about a smooth adjustment, the risk of a 
disorderly correction grows.

Experience has taught us that in this environment 
where shocks are common and where imbalances 
may build, the key to surviving –and thriving– is to be 
fl exible. And fl exibility comes from markets that work. 
Our domestic markets for goods, services, labour, 
and capital all need to allocate resources effi ciently.
We need to establish frameworks that let our markets 
and our economies function as effi ciently as possible. 
In this way, we can increase living standards over 
time for citizens in all countries.

Of course, it is easy for us as economists and central 
bankers to say this. But it is much less easy to build 
the political consensus that lets governments put 
in place and maintain the policies that give our 
economies the fl exibility to adjust. Part of our job as 
central bankers is to provide the analysis that helps 
to achieve that consensus.

Let me briefl y outline what I believe are the fi ve 
critical elements that create an environment of 
economic fl exibility.

Monetary policy

The fi rst critical element is monetary policy. 
Experience around the world has taught us that the 

best contribution that monetary policy can make to 
the fl exibility and enduring health of an economy 
is to anchor long-term infl ation expectations. 
In Canada, we target infl ation at the 2 per cent 
midpoint of a 1 to 3 per cent range –a system that 
we believe has been effective as a macroeconomic 
stabilizer. But whether or not a central bank
adopts explicit infl ation targets, keeping infl ation 
low is the best means that we have as central 
bankers to facilitate sustainable growth in output 
and employment.

Flexible exchange rates

A second critical element of fl exibility, and an 
important part of any monetary policy approach, is 
the exchange rate regime chosen. For Canada, since 
our focus is on a target for domestic infl ation, this, of 
necessity, means a fl oating exchange rate –a regime 
with which we have had more experience than almost 
any other country. Our fl oating exchange rate acts as 
a shock absorber, sending important price signals to 
businesses and consumers, and helping our economy 
adjust to swings in world demand and prices. 
Of course, real exchange rates will always adjust to 
refl ect changing economic circumstances. But having 
this adjustment take place through movements in the 
nominal exchange rate is quicker and less painful than 
through general infl ation or defl ation. That is why 
efforts by some countries to slow or prevent required 
adjustments in their economy by pegging exchange 
rates may, in the end, be counterproductive.

Fiscal policy

The third element of macroeconomic policy that 
is important for promoting sustained growth and 
fl exibility is prudent fi scal policy. While needs will 
vary depending on circumstances, government 
budgets should be sustainable, with a view to 
achieving longer-run budget balance. Persistent 
defi cits undermine confi dence in the ability of 
governments to meet their obligations. They
increase borrowing costs, and can place undue strain 
on the fi nancial sector that may be forced to fi nance 
these defi cits.
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In a few economies, there may be room for fi scal 
policy to become more stimulative in order to boost 
investment and demand. Some emerging-market
economies in Asia with low public-debt-to-GDP 
ratios have the scope to support demand with
fi scal policy. But in North America, Europe, and 
Japan the scope for fi scal policy to spur demand 
appears to be very limited, given current debt 
levels in most of these countries and the increasing 
demands that aging populations will place on the 
government sector. Unless the ratios of public debt 
to GDP are reduced before the strain of an aging 
population is felt, governments in many countries 
will face the diffi cult task of reducing services or 
raising taxes, or both.

Within the context of prudent fi scal policy, the 
emphasis should be on improving the economic 
infrastructure in a way that can support the production 
capacity of the economy while, at the same time, 
helping to meet rising social needs as the working 
population begins to decline.

Structural policies

This leads me to a fourth element that is critical to 
fl exibility: and that is, appropriate microeconomic 
structural policies, and I stress the word “appropriate.” 
We all need to take steps to improve the fl exibility of 
our labour markets. Long-term demographic trends 
demand, for example, that we fi nd ways to allow older 
workers to remain in the workforce, if they wish to do 
so. The G7 fi nance ministers have been saying these 
things since their meetings in Boca Raton, Florida 
in February 2004, but much remains to be done. For 
some countries, the development of social safety nets, 
such as better public pension and health care plans, 
would be helpful, so that citizens would not feel the 
need to hold excessive precautionary savings.

While we as central bankers recognize the critical 
importance of building effi cient markets for goods, 
services, and labour, the policies to achieve these 
goals are not the purview of central banks. However, 
improving the effi ciency of fi nancial markets does lie 
within our purview, and it is the fi fth critical element 
to promoting fl exibility. So I will conclude with a few 
words on this subject.

Effi cient fi nancial markets

I know that all of us in this room recognize that 
effi cient domestic fi nancial systems can go a 
long way to enhancing an economy’s fl exibility.
Well-functioning markets are critical for the 
appropriate allocation of capital for investment. They 
are equally critical for households, allowing younger 
members of society to borrow against future earnings 
and older individuals to save for their retirement. 
And, of course, effi cient domestic markets interact 
effectively with international markets.

The fi nancial crises of the past decade in
emerging-market economies have taught us that a 
resilient national fi nancial system requires three 
things: a well-developed system of prudential 
regulation; policies that encourage competition between
fi nancial market players; and oversight of market 
conduct that enhances transparency and effi ciency.

Prudential regulation, in its broadest sense, works 
to get banks and other fi nancial institutions to 
recognize, and make provisions for, the risks they 
are taking. It also works at the systemic level, so that 
authorities can gather information, align incentives, 
and take appropriate corrective measures to head off 
threats to systemic stability.

The goal of effective competition policy is to promote 
maximum effi ciency and innovation in fi nancial 
markets. Within the scope of our powers as central 
bankers, it is important that we do what we can to 
enhance competition between institutions –both 
domestic and foreign– in our markets.

Finally, we have learned through bitter experience 
that transparency is a general prerequisite for
well-functioning debt and equity markets. Appropriate 
oversight of market conduct is essential. As central 
bankers, we need to encourage regulators to take 
appropriate –and I emphasize the word “appropriate” 
not “over-zealous”– actions in this regard.

In all cases, the focus should be on continuously 
striving to improve the effi ciency of the fi nancial 
system. This is a challenge that we in Canada also 
face, as we review the structure of our banking system 
and the effi cacy of our capital markets.
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Over the course of this conference, we have heard 
some cogent and useful ideas. Throughout the rest 
of these proceedings, I know we’ll hear more. Some 
of the world’s best economic minds are focused 
on the implications of, and policy responses to, 
globalization.

As we struggle to understand and to adjust to our 
changing world, it is important to remember 

that our past failures are usually the result of our 
inability –or unwillingness– to get the basic rights. 
As Voltaire said, « il faut cultiver notre jardin » with 
sound monetary, fi scal, and structural policies, and 
with well-functioning fi nancial markets. If we get the 
domestic fundamentals right, we all stand a better 
chance of managing sudden swings in capital fl ows 
and the inevitable shocks that will remain a reality 
in our globalized economy.
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There are diverse aspects of globalisation and 
they have important implications for our policies. 
As my contribution, let me start by refl ecting on the 
imbalances under globalisation, from the perspective 
of global savings and investments. I must say that 
the recent focus on this line of thought captures an 
important aspect of what we observe in today’s global 
economy. At the same time, I must caution against 
pushing too far in this direction.

The risk here is to over-emphasize long-term 
economic forces, such as demographics and stages 
of economic development, as drivers of global 
imbalances. This can lead to the argument that
saving-investment imbalances are a given, and 
not readily addressed by policies. Such a fatalistic 
approach is not productive.

I agree that global imbalances refl ect long-term 
economic trends. This, however, only implies that 
there is no quick way out. Precisely because of the 
long-term nature of the problem, we need long-term
policies and commitments. Global imbalances cannot 
continue widening forever. Policies can help to 
reverse the trend, and they can also prevent or at least 
mitigate any acute problems during the transition to 
a more balanced world.

This process is a shared responsibility of the 
international community. As we have repeatedly 
confi rmed, the United States needs to continue her 
efforts to save more and consume less, including 
her efforts to reduce her fi scal defi cits. Europe and 
Japan must step up their efforts in structural reform 
to raise their growth potential. Other areas must play 
their parts as well. Emerging Asia can invest more of 
its savings, now overfl owing into the United States, 
elsewhere. Key policies to this end include unleashing 
market forces through deregulation and liberalization 
and enhancing market infrastructure. Oil producing 
countries must also invest their windfall profi ts for 
their future.

The savings and investments patterns turn our 
attention to the fi nancial fl ows behind the imbalances. 
From the viewpoint of central banks, fi nancial aspects 
of imbalances have signifi cant practical implications. 
We all know that, in the balance of payments 

accounting, any gap in the current account will be 
covered by capital fl ows in one way or another. This 
offsetting process, however, is not instantaneous. 
It involves a large number of often huge and complex 
transactions. At the same time, real economic forces 
interact with fi nancial forces. Causality cuts both 
ways. However, an elaboration on this line of thought 
is beyond the scope of my remarks today. I would just 
note that international capital fl ows are key elements 
in sustaining and amplifying global imbalances.

One rather popular caricature in this regard is 
the fi nancing of the US current account defi cit by 
Asian monetary authorities.  It is often argued that 
the purchase of US Treasuries by Asian monetary 
authorities is the link between the excess supply of 
savings in Asia and the shortage of savings in the 
United States. As a corollary, we often hear concerns 
that the global fi nancial system would wobble, if Asia 
stops buying Treasuries.

The problem with this view is that it only looks at 
the “net” balance of capital fl ows. As a result, it does 
not fully capture the dynamics and potential risks of 
global capital fl ows. We do indeed see large purchases 
of Treasuries by overseas authorities. Nevertheless, 
offi cial buying is only a part of the larger picture.  
What do we see when step back a little and look 
at the broader capital fl ows going in and out of the 
United States?

Private capital fl ows out of the United States to the 
rest of the world have been robust. In fact, they 
have been profi table as well. The rate of return on 
US outward direct investments is twice as large as 
that on inward direct investments. If we also take 
into account benign economic fundamentals of 
emerging market economies, and the general trend 
in “the search for yield”, it is no wonder that we see 
growth in gross investments from the United States 
to the rest of the world, and to emerging economies 
in particular.

Meanwhile, private capital fl ows from Asia to the 
United States have grown signifi cantly, alongside 
offi cial fl ows. These investments into the United States 
are largely securities investments with relatively low 
risks and moderate returns. Looking at this situation, 
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my friend Andrew Crockett once described that 
“Asia is exporting safe capital while importing risky 
capital.” Something must be going on, because Asian 
money is not being invested in seemingly profi table 
Asian ventures.

The combination of dynamic outward and inward 
capital fl ows is a double-edged sword. On the one 
hand, the sheer size of the fl ows makes it easier to 
accommodate and sustain larger global imbalances than 
in the past. This gives us more time to take corrective 
action. On the other hand, there is no guarantee 
that capital fl ows are stable. Private capital fl ows are 
extremely sensitive to shifts in market expectations. 
Financial innovations and the emergence of new
types of investors, such as hedge funds, may be 
exacerbating such tendencies. The larger the fl ow, the 
larger is the impact of its reversal.

This is why we often hear calls for strengthening 
regulations to restrain “speculative” capital 
transactions. Offi cial actions may be warranted 
especially in the case of emerging economies, where 
fi nancial systems are not as resilient as those of 
mature economies. However, we must be careful. 
Regulations effective in preventing speculation may 
also be effective in suffocating markets. At the same 
time, we must consider the possibility of regulations 
causing distortions to arise. As the saying goes, we 
cannot have our cake and eat it too. If we wish to 
pursue and enjoy the benefi ts of increased capital 
fl ows, it seems to me that the only practical option 
we have is to be prepared and face up to any 
undesirable consequences.

As I argued a moment ago, the larger the fl ow of 
capital, the more forgiving is the environment 
for sustaining disequilibrium, such as external 
imbalances, asset price bubbles, and accumulation of 
ineffi cient investments. Capital markets are extremely 
forgiving when things go well. Nevertheless, markets 
are extremely unforgiving when things take a turn 
for the worse. The sudden reversal of large capital 
fl ows might be a low probability event, but damaging 
when it occurs.

In the past, we have experienced a number of such 
episodes, including the one in Asia. One lesson we’ve 
learned is that weaknesses in the economy often lead 

to episodes of fi nancial stress. By themselves, global 
imbalances and capital fl ows can amplify but not trigger 
instability. Instead, the weak links in the economic 
and fi nancial systems are often the creatures of our 
own policy errors. Therefore, conducting credible 
macroeconomic policy is important in stabilizing 
market expectations. In addition, it would be useful 
to conduct economy-wide stress-testing exercises, in 
order to examine potential vulnerabilities and correct 
any errors as soon as possible.

Before concluding my remarks, let me quickly 
highlight crucial conjunctural policy challenges for 
both the defi cit and surplus economies. As I noted at 
the beginning, the international community shares 
the responsibility for rebalancing the global economy. 
We must do it without inadvertently triggering 
destructive fi nancial fl ows.

One of the key issues is the development of
long-term interest rates in the United States. Indeed, 
the low level of long-term interest rates in the 
United States is the underpinning factor to sustain 
imbalances without causing instability in the global 
fi nancial markets. This is the situation epitomized 
as “stable disequilibrium”. There are various factors 
affecting interest rate dynamics as the debate on 
conundrum indicates. In my view, however, infl ation 
expectations are the most important determinants 
of such dynamics. A sharp rise in long-term interest 
rates triggered by rising infl ation expectations could 
send the global fi nancial system into a tailspin. 
For the United States, therefore, the increasingly 
important challenge is containing infl ation 
expectations and preventing interest rate volatility, 
in order to maintain an environment facilitating the 
orderly adjustment of imbalances.

To be fair, authorities in Asia and other emerging 
economies also need to consider investor sentiment. 
In order to anchor market expectations, structural 
policies are crucial, in addition to credible 
macroeconomic policies. Authorities should recognize 
that structural problems of the economy are always 
under market scrutiny and could trigger turbulence 
in capital fl ows at any time. The authorities need 
to continue their efforts for reform. Only then can 
they safely reverse the fl ows of excess savings and 
accelerate domestic investment and consumption.
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It is my honour to be here to discuss the issues relating 
to global imbalances, capital flows and financial 
stability. I would like to take this opportunity to thank 
Banque de France for the invitation to participate 
in this International Symposium on “Productivity, 
competitiveness and globalisation”. Globalisation is not 
a new phenomenon, but over time, we have seen the 
form and nature of the globalisation process change 
significantly. The initial waves of globalisation in the 
form of cross-border trade and investment flows have 
been followed by the globalisation of corporations 
and, in the recent decade, by the globalisation in 
financial flows. Globalisation is no longer confined 
to trade and direct investment but includes the free 
flow of capital across borders. This trend has brought 
with it new risks, with significant implications even 
for the most developed economies.

While the current global imbalances have prevailed 
for some years, it is the increased risks that have 
emerged in the more recent environment both in the 
domestic and global economy, which have caused 
it to become an issue of greater concern. Firstly, 
there has been a build up of internal imbalances 
in several of the important economies. The low 
interest rate environment has led to increased levels 
of risk taking. This has manifested itself in terms 
of increased household debt, high fiscal deficits 
and rising asset prices. Secondly, these trends 
have been compounded by higher-than-expected 
energy prices. This has not only exerted additional 
inflationary pressures but also contributed to a 
worsening of the current account deficits of the 
oil-importing economies. This has prompted monetary 
tightening. It can be expected that this will result 
in a further build up of financial inflows as interest 
rate differentials between the United States and other 
parts of the world widen further. It is the combined 
effects of these emerging trends that heighten the 
risks to international financial stability. The challenge 
before us is to bring about a global adjustment without 
threatening the stability of the international financial 
system. This challenge has, however, been made all 
the more difficult in the current macroeconomic 
environment of high energy prices, rising interest 
rates and the increased potential build up of financial 
flows that have occurred in this environment.

The solution to the problem presented by the global 
imbalances is already known to the international 
community. There are essentially three channels of 
adjustment: aggregate demand, prices and exchange 
rates. While there may not be a consensus on the 
respective roles that aggregate demand, prices and 
exchange rates have in this process, as well as on 
the extent of the individual responsibility of the 
respective members in the international community 
in absorbing the burden of adjustment, the accepted 
common goal is for the adjustment to be orderly and 
for its costs to be minimised.

Previously, when trade flows dominated in the 
globalisation process, the adjustments to imbalances 
were generally gradual. While the impact of 
trade-related shocks on the domestic economies also 
involved costs, there was also greater predictability 
of the direction of the economic conditions, 
therefore providing the basis on which appropriate 
policy responses were implemented to manage and 
facilitate the economic adjustment. In contrast, 
the international environment now is dominated 
by financial flows that are unconstrained by any 
regulatory framework.

Indeed, such highly volatile capital flows have become 
a permanent feature of the international financial 
system. Restoring calm in the financial markets is no 
longer just a challenge being encountered by small 
emerging economies but a challenge faced by the 
larger economies. In the event that adjustments to 
the global imbalances are unexpected or disorderly, 
the volatility of capital flows can be expected to 
exacerbate the effects on the global economy.

The East Asian financial crisis demonstrated that, 
under certain conditions, currency and financial 
markets do not stabilise themselves. For almost 
two years, the East Asian crisis was an experience 
that was unprecedented in the global financial 
system. Abrupt and dramatic waves of adjustments 
in exchange rates and asset prices occurred over the 
2-year period. This finally resulted in a major 
economic contraction. It has already been 
mentioned in the earlier sessions that extreme 
overadjustments may occur when reversals take 
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place. Such adjustments in the fi nancial markets 
in turn result in disruptions and dislocations in the 
fi nancial system and the economy.

Financial markets are expected to have a
self-equilibrating capacity. In the event of disruption, 
the fi nancial system should have an inherent ability to 
respond so that equilibrium will be restored. However, 
in an unstable environment, the experience has been 
otherwise. Indeed, the opposite occurs –resulting 
in a shift away from equilibrium with a speed and 
force that is generally overwhelming. In managing 
reversals, the vulnerability of disorderly adjustments 
are heightened, particularly when there has been 
considerable build up of internal imbalances. There 
is therefore no short-term solution. Adjustments 
essentially need to occur through some combination 
of shifts in demand, prices and exchange rates.

I am optimistic of Asia’s potential role in contributing 
to the global adjustment process. The greater Asian 
region accounts for more than half of the world’s 
population and more than 25% of the world economy. 
Growth for the region as whole is forecast to be one 
and a half times higher than the global average. 
Previously, the high economic performance in Asia 
was driven by the export orientation and investment  
–driven growth. In the recent decade, greater focus 
has been accorded to domestic sources of growth. 
Increased emphasis has been placed on promoting 
the role of consumption demand. Being a high savings 
region, there is potential to reduce the rate of savings 
without increasing risks to the economy. Private 
consumption as a percentage of domestic demand 
has risen from 77% in 1995 to about 85% currently. 
This is expected to reach 90% a decade from now. 
This trend is being reinforced by the intensifi cation of 
intra-regional trade. Intra-regional trade has increased 
signifi cantly in the recent fi ve years and now accounts 
for one-third of the region’s total trade. For Malaysia, 
where I come from, 60% of our trade is with the Asian 
region. Cumulatively, the domestic market in Asia 
is growing in signifi cance, with mutually reinforcing 
effects on the regional economies. With incomes 
continuing to rise, this rebalancing of global growth 
has potential to contribute to the adjustment of the 
global imbalances.

On the fi nancial front, there has also been a trend 
towards greater intra-Asian investment fl ows in 
the region. These investments are in the form of 
both direct investment and portfolio capital fl ows, 

resulting in some reinvestment of the surplus funds 
back into the region. The recent establishment of the 
Asian Bond Funds and initiatives to develop regional 
capital markets are also to reinforce this trend toward 
recycling the regional savings to fi nance productive 
activity within the region. A further phenomenon is 
the accelerated development of domestic fi nancial 
markets in the Asian region, in particular the 
domestic capital markets. In Malaysia, fi nancing by 
the capital market was previously negligible, but now 
represents 80% of GDP. Efforts at both the national 
and regional levels to develop the depth, liquidity and 
infrastructure of the individual capital markets are 
now beginning to yield positive results. To promote 
the demand for investment in capital markets, 
members of the Executives’ Meeting of East Asia 
and Pacifi c Central Banks (EMEAP) have played a 
catalytic role, by pooling reserves of USD 1 billion in 
the Asian Bond Fund in 2003, to invest in US dollar 
denominated sovereigns and quasi-sovereign bonds 
of Asian countries. More recently, EMEAP members 
have again pooled USD 2 billion as “seed-capital” for 
the Asian Bond Fund 2 (ABD 2) in December 2004.

Overall, the Asian region is also now better 
positioned to manage fi nancial shocks. Sources of 
growth have been more balanced between external 
and domestic demand, reinforced by strengthened 
macroeconomic fundamentals. Financial reforms 
undertaken, especially since the crisis, together with 
stronger regulatory and supervisory frameworks 
and accelerated fi nancial market development 
have strengthened the effectiveness and resilience 
of the domestic fi nancial system. The more 
diversifi ed fi nancial sector is also more responsive 
to the changing economic structures of the regional 
economies. External reserves positions are now 
stronger and exchange rates are more fl exible. At 
the regional level, there is also greater regional 
cooperation including in joint efforts toward 
increased surveillance and the promotion of stronger 
intra-regional trade and investment fl ows. All these 
developments have contributed to intensify regional 
economic and fi nancial integration in Asia.

An important lesson of the East Asian fi nancial crisis 
is that liberalisation of the capital account should 
only take place when the institutional arrangements 
and appropriate regulatory and legal framework are 
in place not only to derive the maximum benefi t 
from globalisation, but also to be better positioned to 
manage the increased vulnerabilities associated with 
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the increased participation in the globalisation process. 
These pre-conditions also need to be reinforced by 
capacity building, and strengthening of the domestic 
fi nancial infrastructure. Equally important is having 
in place a surveillance mechanism to monitor and 
understand developments, both at the sovereign 
and corporate levels, so that appropriate prevention 
and containment strategies can be pre-emptively 
adopted. Indeed, there has to be risk management at 
the national level. Country authorities also need to 
have at their disposal adequate policy instruments to 
respond pre-emptively to developments.

The adjustments in the Asian economies in terms 
of stronger domestic demand, rising prices and 
appreciating currencies will likely occur gradually. 
Such gradual adjustments are to avoid triggering 
economic dislocations and fi nancial instability. 
While it has been suggested by earlier speakers that 
exchange rate adjustments would provide a more 
rapid solution to the global imbalances, this does 
not take into account the dynamics of the foreign 
exchange markets. There is no guarantee that such 
adjustments will occur in an orderly manner and 
that it would result in an effi cient allocation of 
resources across borders. Adjustments in aggregate 
demand are already taking place and have the 
potential to contribute to a rebalancing of global 

growth. As domestic demand increased, the rate of 
savings has correspondingly been declining. There 
is also an increase in home-bias through increased 
intra-regional investment. There is still the concern, 
however, that while these structural adjustments 
are taking place, specifi c events or developments 
may in the transition period trigger instability in the 
international fi nancial markets.

An issue that is frequently raised is the sustainability 
of the fi nancing of the current account defi cit, in 
particular in the United States. It has been maintained 
that Asia as a region that has surplus savings, and 
more recently, the Middle East, have reinvested these 
funds in the industrial economies, particularly to the 
United States. The concern is if this trend should 
reverse. Any shifts in demand for dollar-denominated 
assets would depend on the potential for alternative 
investments and any shifts in risk appetite and the 
potential for higher returns. A distinction also needs 
to be made on the degree to which these factors 
would affect sovereign and private sector demand for 
foreign fi nancial instruments. It should be recognised, 
however, that it is the policies and developments in 
the economies receiving such fi nancial fl ows that 
would be important not only in determining the 
investment climate but also in preserving the stability 
of the fi nancial markets and the economy.

In conclusion, I wish to say something from the perspective of the smaller emerging market economies. The globalisation 
process needs to be managed to the mutual advantage of all nations. This includes having an international fi nancial system 
that is relevant for all the membership in the international community, a system that will allow all economies, both large and 
small, to participate in the globalisation process. While the discussion on global adjustments to address the risks associated 
with the global imbalances has been centred on the larger economies, it needs to be recognised that the impact is signifi cantly 
more pronounced and far-reaching for the smaller economies. In an environment where capital fl ows dominate, size and 
stage of development, in addition to the degree of resilience matters.

We therefore need a system that will allow for a more balanced growth in the global economy. By the very nature of the challenge, 
it is the collective efforts of the international community and the individual economies that can produce such a long-lasting and 
sustainable solution.
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I am thankful to the Banque de France for inviting 
me to the international symposium on “Productivity, 
competitiveness and globalisation” to enable 
me to share my thoughts on fi nancial stability. 
I intend speaking on the possible implications 
of global imbalances for the emerging market 
economies (EMEs) with special focus on India.

Although fast growing economies are generally 
grouped together as EMEs,1 some of their major 
macroeconomic indicators present a wide 
spectrum. While some of the EMEs are running 
large current account surpluses (such as China, 
the Russian Federation, South Korea, Venezuela, 
Malaysia, Taiwan and Brazil), some others are 
running current account defi cits (such as Turkey, 
Hungary, South Africa, Mexico, India and the Czech 
Republic) and their current account balances range 
from a defi cit of USD 20 billion to a surplus of
USD 69 billion. While savings rates for select EMEs 
range from nine per cent to 43 per cent of the GDP, 
in most of the EMEs the rates have increased and 
overtaken those of the industrial countries, with 
particularly high savings rates in China, Malaysia 
and Russia. Likewise, while some of the EMEs have 
fi scal surplus (Russia), several others have fi scal 
defi cit (Turkey, India, the Philippines, Argentina and 
several other EMEs). Also, while some of the EMEs 
such as India are largely domestic-demand driven, 
some other EMEs, particularly in the East Asia 
(Malaysia and the Philippines) are largely dependent 
on exports to sustain their growth and their exports 
of goods and services range from 15 per cent to over 
120 per cent of GDP. It is useful to note that while 
some of the EMEs are net oil exporters, some others 
are net oil importers.

Thus, given the diverse nature, macroeconomic 
conditions and policy regimes of the EMEs, it may be 
diffi cult to treat all of them as contributing to global 
fi nancial imbalances, in the same manner, nor would 
all the EMEs be identically affected by the adjustment 
of global fi nancial imbalances. It may, therefore, be 

somewhat diffi cult to speak about the implications of 
global fi nancial imbalances for the EMEs as a group. 
I would, therefore, focus primarily on India, but the 
analytic framework could perhaps be of some help in 
appreciating the implications for different EMEs. 

It is worthwhile to mention that there are some factors 
which could adversely impact the EMEs as a group, 
though with varying intensity. Global developments, 
particularly those in the world fi nancial markets, have 
the most direct and serious impact on the fi nancing 
conditions in the emerging markets. An abrupt and 
sharp adjustment of the currencies may potentially 
lead to a signifi cant portfolio rebalancing by the 
foreign investors, which could cause sharp changes 
in the long-term yields. This, in turn, could result in 
volatility in the level and cost of capital fl ows with 
direct implications for the EMEs.

Volatility in fi nancial markets could adversely affect 
the EMEs in many ways, and also in a complex and 
interrelated fashion. For convenience of analysis, the 
impact may be classifi ed broadly into:

• the impact on the fi nancing conditions in which 
EMEs operate;

• impairment of the balance sheets of the banking 
sector;

• hampering of the growth prospects in the real sector.

Even within the same EMEs, the impact could vary 
across different entities such as the Government, the 
corporate sector, the households and the fi nancial 
sector, depending upon the country-specifi c and 
institution-specifi c operating environment, the stage 
of development and the degree of integration with and 
exposure to the international fi nancial markets. In 
view of the diversity of the EMEs and the complexity 
of impact of any unpredictable unwinding of global 
imbalances, it is proposed to analyse the possible 
implications, illustratively, with reference to India.

1 There is no single acceptable defi nition of EMEs, although they are commonly referred to as economies with high growth prospects. The IMF in its latest Global Financial Stability 
Report has categorised the following countries as EMEs: Latin America – Argentina, Brazil, Chile Colombia, Mexico, Peru, Venezuela; Asia – China, India, South Korea, Indonesia, Malaysia, 
Pakistan, the Philippines, Taiwan Province of China and Thailand; Europe, Middle East and Africa – Czech Republic, Egypt, Hungary, Israel, Jordon, Morocco, Poland, Russia, South Africa 
and Turkey. Select economic indicators of select EMEs are furnished in the Annex. 
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Recent macroeconomic developments in India

There are several noteworthy features of India’s 
recent macroeconomic performance. First, the 
investment climate has improved and industrial and 
service sector activity has picked up. Second, buoyant 
exports have emerged as the driver of demand for a 
broad spectrum of industries. Third, there has been 
a modest attempt at and a commitment to achieve 
fi scal consolidation. Fourth, the trend infl ation has 
declined over the years and infl ation expectations 
stabilised. Fifth, India has been successful in 
managing liquidity against the backdrop of continuing 
capital fl ows. Sixth, India has emerged as a preferred 
destination for foreign investors and received about 
a quarter of the global portfolio fl ows to the EMEs 
in 2004. Seventh, India’s foreign exchange reserves 
are in excess of the total outstanding external debt of 
the country. Eighth, the performance of the corporate 
sector has improved and some corporates are now 
listed on the international stock exchanges. Ninth, 
India’s fi nancial markets have deepened, widened 
and become vibrant over the years with a robust 
institutional framework and market infrastructure in 
place. Tenth, the profi tability and soundness indicators 
of the banking sector have improved. Finally, India 
has been adopting international benchmarks for 
fi nancial standards and best practices with suitable 
adaptations for Indian conditions.

The Indian economy today is characterised by 
an environment of confi dence, positive business 
expectations, a renewal of rule-based fi scal 
consolidation, stable and orderly fi nancial markets 
and institutions and progressive integration with 
the global economy. Real GDP growth for 2005-2006 
(April-March) has been conservatively projected 
at around 7.0 per cent, and more recently, revised 
upwards to a range of 7.0 to 7.5 per cent. Despite 
the sustained strength of export performance, the 
merchandise trade defi cit is expected to be somewhat 
higher in 2005-2006 than in the previous year, mainly 
on account of substantially higher oil prices and 
non-oil import demand for investment. For the year 
as a whole, while invisibles may fi nance a large part 
of the enlarged trade defi cit, the current account 
defi cit is expected to widen during 2005-2006 but to 
remain within acceptable limits that can be fi nanced 
by normal capital fl ows. The headline infl ation 
is expected to lie in the range of 5.0-5.5 per cent. 
Consolidation of Central Government fi nances is 
the goal of fi scal policy at the Centre –the targets 

are: the gross fi scal defi cit (GFD) of 3.0 per cent of 
GDP and the elimination of the revenue defi cit by 
2008-2009. The fi scal position of State Governments 
also continues to undergo slight correction in terms 
of key defi cit indicators.

Against this background, it may be useful to analyse 
the implications of global fi nancial imbalances for 
India in terms of the likely impact on four separate 
balance sheets –of the government, of the Reserve 
Bank of India, of the corporate sector and of the 
banking sector.

Impact on the Government

The Government of India does not raise resources 
from the international capital markets to fi nance the 
fi scal defi cit, though the bilateral and multilateral 
sources do provide moderate amount of foreign 
currency funds. The Government could, therefore, 
be affected indirectly through the spill-over impact 
of external developments on domestic interest 
rates. What is of relevance, inter alia, is the nominal 
international interest rates and domestic interest 
rates, adjusted for infl ation differential. To the extent 
there is a rise in domestic interest rates, there could 
be an increase in the cost of government borrowings 
of the Government. Since most of the outstanding 
debt is at fi xed rates and not on fl oating rates, the 
rise in the borrowing cost will be incremental. 
This situation also provides greater headroom for 
a fl exible monetary policy to adjust policy rates, as 
and when warranted, without any excessive impact 
on the fi scal defi cit.

Impact on the Reserve Bank’s balance sheet

The fi scal position of the Government could also 
be indirectly impacted through the nature of 
management of foreign exchange reserves held by 
the Reserve Bank. Volatility in the foreign exchange 
market exposes foreign exchange reserves to both 
operational and market risks. Depreciation in the 
value of any reserve currency vis-à-vis the domestic 
currency would result in an equivalent decline in the 
value of the reserves held, though the impact may 
be mitigated to some extent through appreciation of 
other currencies in which foreign exchange reserves 
are held. Also, increase in global interest rates would 
entail capital losses on the corresponding assets, 
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including fi xed income securities. Valuation and 
capital losses could impact the income of the Reserve 
Bank of India and thus, its surplus transferable to 
the Government which, in turn, would have fi scal 
implications. It is pertinent to mention that the 
Reserve Bank of India, as a matter of prudent practice, 
follows conservative accounting norms whereby the 
valuation gains/losses on foreign exchange reserves 
and gold are not taken to the profi t and loss account, 
but instead, booked under a separate reserve head. 

Impact on the Indian corporates

As a result of deterioration in global fi nancial market 
conditions, spreads on corporate debt might widen 
suddenly due to shift in investor confi dence in the 
global fi nancial markets. Increase in the global interest 
rates may also have impact on other benchmarks 
such as Libor. A sharp rise in yields may entail an 
increase in cost of variable-rate debt contracted by 
the corporates. This, to some extent, could be offset 
if there is a depreciation of the relevant currency and 
consequent decline in the value of the existing debt 
contracted by corporates in that currency. 

Indian corporates as also some of the public sector 
enterprises raise resources from the international 
capital markets. While a part of their external 
commercial borrowings is at variable interest rate, 
a part is at fi xed interest rates. In order to avoid any 
serious impact of changes in the exchange rate on 
the balance sheet of the corporate sector, Reserve 
Bank has been advising banks to regularly monitor 
the unhedged position of the corporates and has also 
been exhorting corporates to hedge their foreign 
exchange exposures. Thus, India’s corporates could 
be affected by the deterioration in the fi nancing 
conditions only to the extent they are not hedged 
either by foreign-currency cash fl ows in the normal 
course of business or through recourse to appropriate 
hedging products. Corporates would, however, be 
affected to the extent interest rates fi rm up in the 
domestic market, depending on their exposure to 
debt relative to other liabilities.

Impact on the Banking sector

Banks in India are dependent mainly on domestic 
deposits, predominantly at fi xed rates, for their 
resource requirements. They would, therefore, 

be impacted signifi cantly only if the adverse 
developments in the international capital markets 
are particularly severe. Banks, in general, also do 
not hold stock of securities in foreign currency. 
Banks in India have, thus, relatively small exposure 
to the foreign exchange market. Their foreign 
currency borrowings are subject to the prudential 
limit of 25 per cent of their Tier I capital and they 
are also required to maintain capital against the net 
open position. Foreign currency borrowings by the
banks are permitted beyond this ceiling, which is 
linked to the net worth, exclusively for the purpose 
of export fi nance.

Like many other emerging market economies, credit 
extended by banks in India has increased sharply in 
recent times. Credit growth, which was earlier seen 
largely in housing and retail loans, has now turned 
quite broad-based with agriculture and industry also 
joining to drive up the credit demand. The credit 
growth in some sectors, specially those related to 
assets which are experiencing price volatilities, is 
being monitored closely.

Banks are allowed to lend to resident exporters in 
foreign currency at internationally competitive 
rates of interest from their foreign currency lines of 
credit as well as out of funds available in exchange 
earners’ foreign currency accounts, resident foreign 
currency accounts and foreign currency non-resident 
(banks) accounts. These loans are intended to fi nance 
domestic and imported inputs for export production. 
Foreign currency loans to exporters are generally 
hedged against credit risk since they are extended for 
bona fi de underlying activity viz., export production. 
They are also usually covered for exchange risk since 
they are denominated in foreign currency. Banks are 
also allowed to extend loans in foreign currency to 
non-resident Indians against their FCNRB –Foreign 
currency non-resident banks– deposits. Funds in 
foreign currency deposits can also be utilized for 
lending to domestic corporates for working capital 
requirements in India, import fi nancing, purchase 
of indigenous machinery, repayment of rupee term 
loans and external commercial borrowings.

Banks have also been extending credit for investment 
in the asset market. Like many other EMEs, asset 
prices in India have also risen sharply in the last 
couple of years. Should there be reversal of capital 
fl ows, asset prices may decline sharply exposing the 
banks’ balance sheets to credit risk. There is a risk 
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that rise in interest rates in general could impact 
housing prices and expose the balance sheet of the 
households to interest rate risk, leading to some loan 
losses for banks. The overall banking sector’s exposure 
to housing loans is relatively small and may not have 
serious systemic implications. Likewise, the equity 
market has also seen a sustained uptrend. Reversal of 
capital fl ows could impact the equity market and some 
of the advances extended for investments in the equity 
market might turn non-performing. Again, Indian 
banks do not have large exposure in the asset market 
though, in the recent past, it has been increasing. 
Decline in asset prices could cause loan losses and 
capital losses, if the decline is signifi cant, though the 
impact on banks’ balance sheets might be muted, given 
their small exposure to the asset market.

The most signifi cant impact on banks’ balance sheet, 
however, could be felt through their investment 
portfolio. Banks in India hold substantial investments 
in Government and other fi xed income securities. 
Such investments amounted to USD 173 billion, 
constituting 35.1 per cent of their total assets as 
on September 16, 2005. To the extent a rise in 
international interest rates impacts the domestic 
interest rates, it would entail marked-to-market losses 
on the investment portfolios.

The banking sector, however, has acquired some 
added strength to absorb such probable shocks, largely 
aided by regulatory actions. Apart from having built 
up a signifi cant capital base refl ected in the capital to
risk-weighted assets ratio (CRAR) for the sector of 
12%, specifi c steps have been taken to meet the 
interest rate risk. First, separate provision for capital 
against market risk has been introduced. Second, a 
gradual building up of Investment Fluctuation Reserve 
up to 5% of the marked-to-market portfolio (out of
tax-free profi ts) by March 2006 has been mandated, 
and several banks have already achieved the target. 
Third, an enabling risk management environment has 
been provided to banks to hedge their risks through 
vanilla derivative instruments. Fourth, Conservative 
accounting norms followed did not allow banks to 
book unrealized gains. Fifth, as a one time measure, 
banks were allowed to transfer securities to HTM, 
after booking the MTM losses against these. Thus, 
banks in India, in general, have the resilience to 
withstand some rise in interest rates.

Impact on the real sector

Readjustment of the currencies would also 
have implications for the real sector. Signifi cant 
readjustment of the currencies and rise in interest 
rates could slow down the global growth. This 
would entail a reduction in export opportunities 
and reduction in investment demand for EMEs, in 
general, many of which depend on export demand 
to sustain their growth. Rise in interest rates, by 
slowing down spending, may have a negative impact 
on the global economic growth. Thus, readjustment 
of the currencies may affect several EMEs in a 
signifi cant way.

The impact of any slowdown on India may be 
assessed with reference to two factors. First, 
India’s economy is largely domestic-demand driven. 
While India’s exports constituted 11.5 per cent of 
GDP, its share in the world trade is only 0.8 per cent. 
Second, India’s exports basket is fairly diversifi ed.

Some concerns arise with regard to the implications 
for employment in case of a slowdown in the exports 
sector, especially with regard to the signifi cant 
specialisation in BPO/IT Enable Services. Rapid job 
growth that absorbs the huge supply of agricultural 
labour into its industrial work force is necessary for 
socio-economic stability in India. Any negative impact 
on employment resulting in substantial decrease of 
real earnings and widening income inequality is 
likely to reduce overall welfare and increase the cost 
of structural adjustments required, especially in the 
absence of meaningful social safety nets. 

Monetary and prudential measures as responses

The outlook for output growth in India has improved 
in the recent months, particularly with the momentum 
gained in manufacturing sector. However, persistence 
of global imbalances and high oil prices with a 
signifi cant permanent component do pose some risks. 
Furthermore, the credit growth has recently been 
extremely strong possibly impacting credit quality, 
while money-supply is over-shooting the anticipated 
trajectory and strong investment demand coupled with 
high oil-prices is turning the current account surplus 
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into a defi cit, though modest and manageable through 
normal capital fl ows. These developments pose new 
challenges to maintaining price and fi nancial stability 
while ensuring momentum in growth. Consequently, 
in the Mid-Term Review of Annual Policy Statement 
for the year 2005-2006, released on October 25, 2005, 
several measures have been announced to contain and 
manage the downside risks.

First, the reverse-repo rate (overnight liquidity 
absorption by Reserve Bank) has been increased by 
25 basis points to 5.25 per cent, keeping the spread 
between reverse repo and repo at 100 basis points. 
The Bank Rate, being the signalling rate for medium 
term, is retained at 6.00 per cent.

Second, rationalization of limits on banks’ exposure 
to capital market has been announced, restricting it 
to 40 per cent of a bank’s net worth while simplifying 
the exemptions and coverage.

Third, the general provisioning requirement for 
standard advances has been enhanced from the present 
level of 0.25 per cent to 0.40 per cent except in regard to 
Banks’ exposures to laggards in credit-growth, namely, 
Agriculture and Small and Medium Industries.

Fourth, a decision had been taken to treat the entire 
balance under Investment Fluctuation Reserve as 
Tier I capital, thus providing some head-room to 
banks to raise Tier II capital in future.

Fifth, revised guidelines are being issued on corporate 
restructuring mechanisms to be followed by banks in 
the light of experience gained.

Sixth, having regard to the recent trends in the 
credit markets, RBI is initiating a supervisory review 
process with select banks having signifi cant exposure 
to some sectors, namely, real estate, highly leveraged 
non-banking fi nancial companies, venture capital 
funds and capital markets. The purpose of such a 
review is to ensure that effective risk mitigants and 
sound internal controls are in place for managing 
such exposures.

Some refl ections

From the above discussion, it is clear that the impact on 
India would depend on the pace and extent of currency 
and current account readjustments, and changes 

in global interest rates. While India by itself hardly 
contributes to global fi nancial imbalances, any large 
and rapid adjustments in major currencies and related 
interest rates or current accounts of trading partners 
could indirectly impact the Indian economy.

From the case of India, it is also clear that
readjustment of the currencies and rise in interest 
rates would impact different EMEs differently.
Despite rise in short-term interest rates,
long-term interest rates, instead of rising, have 
moderated, leading to a further fl attening of the 
global yield curve and narrowing down of credit 
spreads. EMEs have taken advantage of favourable 
fi nancial conditions. During the fi rst half of 2005, 
EMEs focused on operations aimed at meeting 
domestic and external obligations and lengthening 
maturities. However, higher global interest rates 
could contribute to widening of emerging market 
bond spreads, particularly those with high debt 
to GDP ratio. In view of expected deceleration in 
fi nancial conditions, some emerging markets have 
cushioned by advancing their external fi nancing, 
taking advantage of current benign fi nancial market 
conditions. Emerging market economies have, 
however, continued to improve their debt structures 
in an effort towards reducing their vulnerability 
to external shocks. EMEs have carried out active 
liability management operations aimed at meeting 
their fi nancial requirements while minimising the 
cost of debt and its risks. Some countries have taken 
steps to develop their local markets and have reduced 
the amount of foreign currency-linked domestic 
debt, while gradually improving the maturity profi le. 
Some of the EMEs have also reduced the share
of domestic debt indexed to the exchange rate.

Compared to the past crises, the EMEs, in general, 
are now resilient and in a better position to absorb 
a fi nancial shock. They have developed resilience to 
shocks by improving their macroeconomic conditions 
and regulatory frameworks. EMEs have been achieving 
a healthy growth with more or less stable infl ation and 
have reduced their dependence on external demand. 
There has also been an improvement in fi scal positions, 
supported by the development of domestic securities 
markets. The external debt burden has declined and 
the composition of fi nancial fl ows has changed with 
lower reliance on borrowings from international 
banks. Several EMEs have addressed the weaknesses 
that led to the earlier crisis by strengthening 
prudential regulation and supervision more in line 
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with international best practices. Banks’ balance 
sheets have improved and capital ratios have risen. 
Corporate governance practices have also improved. 
To the extent EMEs have introduced fl exibility in 
their exchange rates, their vulnerability to external 
shocks has declined. All these factors have reduced the 
vulnerability of EMEs. Large reserves held by EMEs 
should also enable them to cope with the volatility 
arising out of a sudden shift in market sentiment.

While macroeconomic fundamentals of several EMEs 
are strong, placing them in a relatively better position 
to withstand deterioration in international fi nancing 
conditions, economic performance of some EMEs 
has been found to be less robust. The conditions in 
these economies may get accentuated by adjustment 
of global fi nancial imbalances and high and volatile 
oil prices. A possible volatility in the global fi nancial 
markets emanating from a rise in interest rates could 
magnify and propagate the problems associated with 
less than satisfactory performance in some of the EMEs, 
making them vulnerable to sudden reassessment of 
country risk. Such threats are real as the default rates 
of sub-investment grade borrowers could increase. 
Credit derivatives, which have proliferated in recent 
years and whose pricing has depended on relatively 
untested models and default correlation assumptions, 
may in particular be vulnerable to corrections.

The main challenge for EMEs is to continue to 
take advantage of the current favourable external 
fi nancing conditions and at the same time pursue 
domestic macroeconomic and structural reforms 
necessary for long-term stability. In fact, some EMEs

have well-advanced external fi nancing, in some cases 
even including prefi nancing for 2006.2 EMEs have 
made signifi cant gains in terms of healthy growth, 
stable infl ation, large trade surplus, greater exchange 
rate fl exibility and lower debt burden. While EMEs 
are preparing themselves to face sudden shocks, 
efforts need to be made by all concerned for an 
orderly adjustment of global fi nancial imbalances. 
While co-ordinated policy action would minimise the 
cost of rebalancing, perhaps, a stress testing by all the 
concerned regulators in the EMEs to assess the extent 
of the resilience could be helpful.

The EMEs, despite their diversity, seem to generate 
expectations of high growth and are generally 
characterized by less-than-fully developed markets, 
specially fi nancial markets. Consequently, there are 
signifi cant cross-border capital fl ows, with market 
perception of high risk and high reward in EMEs. It is 
useful to note that implicit in the word “emerging” in 
the very title given to the EMEs as a group, is the notion 
that they are undergoing a rapid change or transition. 
We must recognize that the transition embraces 
demographics, political institutions, social dimensions 
and related attitudes. These all-encompassing 
changes have an in-built potential for uncertainties, 
possibly some volatility, but it gets exacerbated by 
the international capital fl ows, particularly when 
the changes in such fl ows happen to be unrelated to 
domestic fundamentals. In such a situation, managing 
the transition turns out to be a critical challenge
for policy making, and the management requires 
a more diffi cult and dynamic trade off between 
commitment and fl exibility in policy.

2 IMF (2005) : “Global Financial Stability Report”, September

Overall, while added risks –both upside and downside– are inevitable with increasing global fi nancial and economic integration, 
the EMEs may consider strengthening their resilience through not only sound macroeconomic management but also by adopting 
appropriate prudential measures. Over a period, co-ordinated efforts, both at regional as well as global levels, could also help EMEs 
to cushion themselves better against the risks of fi nancial globalisation.
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APPENDIX

Select economic indicators – Select emerging market economies
(USD billion)

Country GDP
(growth
rate)(a)

Infl ation
rate(a)

Trade
balance(b)

Current
account(b)

Foreign
reserves(c)

External
debt(d)

Overall
budget
balance

to GDP(e)

Export
of goods

and services
to GDP(f)

1 2 3 4 5 6 7 8 9

Argentina 10.1 9.7 11.2 2.8 24.4 166.2 -3.3 24.0

Brazil 3.9 6.0 40.1 12.5 54.6 235.4 -1.5(f) 22.5

Chile 6.5 3.0 8.7 0.6 15.8 43.2 -0.3 38.0

China 9.5 1.3 93.1 68.7 711.0 193.6 -1.7(f) 40.2

Colombia 5.3 4.9 1.8 -0.8 14.9 33.0 – 19.1

Czech republic 5.1 1.7 1.3 -4.1 30.2 34.6 – –

Egypt 4.7 4.7 -9.5 4.4 18.5 31.4 – 25.5

Hungary 4.1 3.6 -3.4 -9.2 18.0 45.8 – –

India 7.0 4.1 -34.7 -6.4 133.6 113.5 -4.5(f) 15.4

Indonesia 5.5 8.3 27.8 7.8 31.0 134.4 -1.2 31.3

Israel 4.8 1.6 -7.7 1.3 27.8 – – –

Malaysia 4.1 3.7 23.6 16.7 78.0 49.1 – 121.3

Mexico 3.1 4.0 -9.6 -8.4 66.4 140.0 -0.3(f) 30.1

Peru 4.9 1.2 4.0 0.4 12.8 – -1.8 19.6

Philippines 4.8 7.2 -0.7 2.9 15.3 62.7 -4.0 52.0

Poland 2.8 1.6 -3.3 0.3 39.4 95.2 – 22.6

Russia 6.1 12.4 110.6 69.2 146.0 175.3 4.4(f) 25.6

South Africa 4.5 3.9 -2.3 -8.6 17.2 27.8 -1.0 28.2

South Korea 3.3 2.0 26.0 21.3 206.6 – – –

Taiwan 3.0 3.6 1.7 13.3 254.1 – – –

Thailand 4.4 5.6 -7.3 -2.2 47.3 51.8 -2.8  –

Turkey 4.2 7.9 -38.9 -20.0 42.9 145.7 -19.6 27.0

Venezuela 11.1 14.8 24.7 17.7 23.1 34.9 – 35.7

(a) Percentage change on year ago.
(b) Latest 12 months.
(c) Excluding gold, except Singapore; IMF defi nition.
(d) Relating to 2003.
(e) Relating to 2001.
(f) Relating to 2004.
– =  Not Available.
Note: Indicators are based on latest available data and, therefore, relate to different periods for different countries.

Sources: The Economist, October 1-7, 2005; Global Development Finance, 2005; World Bank (2004): World Development Indicators.
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The theme of this conference has been: “Global 
Imbalances, Financial Stability, and Productivity”. 
Those issues are central to the understanding
of the operation of the international economic
and fi nancial systems. They are extremely timely, 
at the present junction of the world economy. 
Occasional observation of the global economic scene 
over the past twenty years reveals that the very same 
issues have occupied policy makers throughout the 
period but yet the world has undergone fundamental 
changes during the past twenty years and, as a result, 
the implications of imbalances, fi nancial stability, 
and productivity are different today than what they 
were in the past. 

The interdependence among economies refl ects 
the globalisation of the economic scene. Economic 
policies in one country have their impact on 
others. This has been the fundamental raison d’être 
underlying the concept of international policy 
coordination which has gained special prominence 
in the second part of the 1980’s. In 1985, at the Plaza 
Accord, the entire focus of policy coordination was 
refl ected in exchange rate adjustments. The value of 
the dollar was reduced through policy coordination. 
Shortly thereafter at the Louvre Accord in 1987, the 
coordination of economic policies was expended to 
include a broader range of macroeconomic policies 
in particular fi scal policies. The focus at that time 
was on budget defi cits and external imbalances. The 
challenge was how to reduce the large surpluses
of Japan and West Germany, which at the time were 
the “locomotives” of the world economy, while at 
the same time reduce the large defi cits of the US. 
Of course, times have changed. West Germany has 
been unifi ed with East Germany and has slowed down 
signifi cantly while suffering from large budgetary 
burdens, and Japan has gone through the worst 
decade in its modern economic history, suffering 
from a prolonged recession and ever-expanding 
budget defi cits and government debt. 

The world economic system has changed dramatically. 
Capital markets have become much more integrated, 
and various economic crises have been intimately 
linked to the vulnerabilities of fi nancial markets. 
LTCM, Enron, the Asian fi nancial crisis, the Russian 
fi nancial crisis, to mention a few, have all been 

manifestations of the new breed of the international 
fi nancial system refl ecting elements that were not as 
prominent even twenty years ago. 

Not only has the nature of the markets changed, but 
also the main players in the global economic scene. 
Enough is to mention the growing role of Asia and in 
particular the rising prominence of China and India 
in the global scene. Against this background it is 
relevant to note that even though the range of issues 
addressed in this conference and, in particular, the 
challenge posed by the large global imbalances, are 
similar to the issues addressed twenty years ago but, 
that similarity is only apparent. The new nature of 
capital markets makes the challenge at the present 
juncture very different from the one in the past. 

In order to appreciate the nature of the challenge, 
it is enough to recall that the US has been running 
a current account defi cit of about USD 800 billion 
during 2005 which comprises about 6.5% of its GDP. 
That defi cit has been growing steadily during the 
past few years and if it was not for the extraordinary 
appetite of a few central banks in Asia for the 
accumulation of foreign exchange reserves, the 
strains on the world capital markets induced by the 
large defi cit would have been very severe. At the 
present time, China and Japan alone are holding 
about 1.7 trillion US dollars worth of international 
reserves; where China alone has accumulated foreign 
exchange reserve over 400 billion US dollars just in 
the past two years. There is a growing consensus 
that such accumulation is unlikely to continue 
indefi nitely; after all, trees do not grow to the sky. 
While the United States has been running a current 
account defi cit in excess of  800 billion US dollars 
during 2005, other economies have run signifi cant 
surpluses. In this regard, Asia’s surplus has exceeded 
300 billion US dollars, whereas the surplus of the 
Middle East oil exporters plus that of Russia has also 
reached about 300 billion US dollars. This massive 
change of the distribution of wealth and liquidity 
refl ects a source of signifi cant vulnerability. 

While much of the focus in the public debate has 
been given to the large and growing imbalances in 
the current accounts of the balance of payments, 
the world economic system is challenged by many 
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more imbalances including large budget defi cits 
which reached in 2005 about 2.6 percent of GDP in 
the US and in the Eurozone and it reached about 
6.5 percent of GDP in Japan. In addition, the large 
imbalances in the balance of trade and, in particular, 
the deteriorating trade balance of the United States 
results in the emergence of extremely dangerous 
protectionist sentiments. 

The most fundamental imbalance in the world 
economy relates to the saving propensities among the 
major countries. On the one extreme, the United States 
has a very low savings rate which is about 10 percent 
of GDP in 2005 while on the other extreme stands 
China with a very high savings rate reaching about 
50 percent of its GDP. Between these two extremes 
stand India and Japan with national savings rates of 
about 25 percent, and the Eurozone with a savings 
rate of about 20 percent. Obviously, with such great 
diversity among national savings rates it is no wonder 
that the current accounts of the various countries 
reveal such a degree of imbalance. 

In addition to these budgetary and current account 
imbalances, there are many other “imbalances” and 
disparities that characterize the world economic 
system. In this regard, it is enough to recall the 
imbalances in the energy fi eld, in the pension 
system, in the degree of income inequality, in the 
different degrees of fl exibility of national labor 
markets, in the demographic characteristics of 
various countries and regions in the world, in the 
social security system and the like. This wide range 
of imbalances implies that in order to address them 
there is a need to employ a broad array of policy 
instruments. These policies include macroeconomic 
as well as microeconomic policies. In particular, 
special attention should be given to strengthening 
the banking system, improving the functioning of 
fi nancial markets including the market for foreign 
exchange, while accompanying these developments 
with the appropriate supervisory and regulatory 
mechanisms. In addition, policies must secure the 
openness of the various markets to free international 
trade in goods, services, and capital. Of course, this 
is a very tall order of economic policy challenges 
as it combines the broad array of macroeconomic 
and structural economic policies. 

Unfortunately, policy makers have not exhibited a 
great appetite for dealing with structural measures. 
The lack of political will has refl ected the notion 

that the political cost of dealing with structural 
issues is incurred up front whereas the benefi ts 
are widely spread in the distant future. The process 
of globalisation and, in particular, globalisation of 
capital markets, reduces signifi cantly the force 
of this argument. In a well functioning capital 
market, current prices and rates of return refl ect 
the expectations of market participants about the 
future course of policies and events. Therefore, in 
a fundamental sense, one of the important roles 
of capital markets is to bring the future “closer” to 
the present. In a sense, under these circumstances, 
the “long run” is much closer to the “short run” 
than what it used to be. As it were, we are in a “fast 
forward” mode. Politicians, therefore, are now more 
likely to see the benefi ts of the structural measures 
during their own term in offi ce and, as a result, 
some of the obstacles for the implementation of 
such policies are diminished. This is one of the 
important benefi ts of globalisation of capital markets 
and, thereby, also one of the main arguments for 
putting structural measures that enhance the 
fl exibility of the economic systems high on the 
economic policy agenda. 

The growing role that capital markets play in 
the modern economic system and the increased 
integration among national capital markets has 
shifted the policy attention toward securing fi nancial 
stability. During the past few years, it has become 
clear that the traditional policy objective of securing 
price stability needs to be augmented by an additional 
policy objective: securing fi nancial stability.
After all, it is the weaknesses in the fi nancial system 
that has been at the center of recent economic crises. 
As a result, much more attention is now given to 
the structure of the balance sheets of banks and 
fi nancial institutions, to the role of transparency, 
as well as to the design of regulatory, supervisory
and prudential systems. 

There is a wise Chinese proverb stating that “the 
honey is sweet but the bee stings”. The challenge 
is how to benefi t from the sweetness of the honey 
without being stung. Globalisation and structural 
measures generate the sweet honey but are frequently 
accompanied by some short-term hardships.
The challenge is to secure the great benefi ts from the 
openness of markets and from the fl exibility of the 
economic system while minimizing the hardships 
that occasionally arise in the short run following the 
adoption of the structural measures. 
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While there is a growing consensus that the large 
and growing current account imbalances are not 
sustainable, regretfully there does not seem to be 
the requisite urgency to deal effectively with these 
imbalances. To be sure, by the very defi nition of being 
“non-sustainable”, it is obvious that this process will 
come to a halt. The question, however, is will the 
adjustment be orderly and navigated properly by the 
appropriate policy measures, or will the markets lose 
patience with the lack of policy response and respond 
abruptly and generate great disruptions. 

One of the reasons for the unsatisfactory policy 
response is that previous forecasts have not 
materialized and, thereby, have reduced the credibility 
of the economic analysis. For example, we were told 
that the large budget defi cit in the United States will 
result in a higher long-term real rate of interest. 
In fact, the long-term rate of interest declined and 
stayed low (the famous Greenspan conundrum). We 
were told that the large and growing current account 
defi cit of the United States will result in a depreciation 
of the value of the US dollar. In fact, the dollar has 
strengthened. We were told that a sustained rise in 
the price of oil will result in higher infl ation as well as 
in a slowdown of economic growth. In fact, infl ation 
has not accelerated, economic growth seems to be 
robust, and the unemployment rate is on the decline. 
We were told that when the Federal Reserve adopts 
a strategy of raising the short-term rate of interest in 
a systematic manner, eventually the long-term rate 
will follow suit. In fact, the Federal Reserve has raised 
interest rates fi fteen consecutive times with very 
little response on the long-term rate and, thereby, 
resulting in a fl at and even negatively sloped yield 
curve. These and similar phenomena have undercut 
some of the credibility of the conventional economic 
analysis, have raised the possibility of a paradigm 
change, and may have contributed to the relative 
sanguine attitude. It would be a risky policy gamble 
to assume that because the predicted consequences 
of defi cits and policies have not yet materialized, the 
various imbalances can be sustainable much longer. 

Waiting for economic and fi nancial crises would be 
an expensive way to sort out the various puzzles. It 
would be the wrong way. The analysis of crisis is 
typically divided into two: crisis prevention and crisis 
resolution. There is a professional consensus that the 
prevention of a crisis is the less costly alternative. 
To be successful, the well known policy package 
must be in place. It includes a solid fi scal system 

with low budget defi cit and non-distorting taxes, price 
stability, a solid banking and fi nancial system, a well 
functioning capital market, a well functioning foreign 
exchange market, and the appropriate institutions and 
regulations that secure the attainment of the above. If, 
however, a crisis does erupt it is extremely important 
that it is dealt with effectively and promptly. The 
appropriate management and resolution of the crisis 
entails a complex set of policies about which I will not 
elaborate in these remarks. However, one important 
principle needs to be highlighted: in resolving a crisis 
one needs to be extremely careful not to sow the 
seed for the next crisis. Consequently, one should 
be very careful to resist the temptation of engaging 
in a wholesale bailout operation without paying due 
attention to the short-term and long-term budgetary 
consequences of the bailout operations and without 
paying due attention to the “moral hazard” that results 
from such operations and that may distort future 
patterns of risk taking. Accordingly, the criteria for 
assessing the success or failure of a specifi c crisis 
resolution should not just be in terms of the success 
in “extinguishing the fi re” but rather in the success in 
preventing the next fi re. These considerations have 
profound indications to the choice of the optimal 
degree of regulation. A system that is over-regulated 
can be as bad as a system that is under-regulated. 

The various crises that took place during the past 
decade have been costly, but I believe it is fair to 
say that the world fi nancial system and, in particular, 
the banking and fi nancial systems in emerging 
economies are now much stronger than what they 
used to be. International reserve holdings have been 
rebuilt (and in some cases maybe even excessively 
so), capital markets have been improved, supervisory 
and regulatory systems are more solid than what 
they used to be, foreign exchange markets are 
deeper and more resilient, and there is a widespread 
understanding that it is a mistake (and even futile) 
to engage in massive foreign exchange interventions 
with an aim to cling to the wrong exchange rate and 
prevent the manifestation of market forces. In fact, 
the adoption of fl exible exchange rates has proven 
to be effective in reducing the likelihood of future 
crises. It has also contributed to the recognition that a 
successful functioning of the foreign exchange market 
requires building the appropriate infrastructure. 

Let me conclude with one fi nal thought. Before the 
onset of the Asian fi nancial crisis in 1997, the IMF has 
almost completed the preparation for the adoption 
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of a new amendment to its Articles of Agreement. 
This amendment was to require the membership to 
adopt (with some conditions) convertibility of capital 
account transactions in an analogous way in which 
members, under the current Articles of Agreement, 
are expected to adopt convertibility for transactions 
in the trade account. This proposed amendment 
refl ected the belief that with a growing degree of 
globalisation and with the advances in capital markets, 
the world economic system would benefi t from free 
movement of capital which, in turn, necessitates 
convertibility of capital account transactions. The 
eruption of the Asian fi nancial crisis has derailed the 

planned adoption of the amendment to the Articles of 
Agreement, and reopened the debate on the virtues 
of globalisation, as well as on the preconditions 
that need to be in place for a “safe opening” of the 
capital account. In view of the policy lessons that 
have been learned, and in view of the fact that the 
world fi nancial system (including that in emerging 
economies) is much stronger than what it used to be, 
I believe that the time has come for the reopening 
of the discussion that would lead towards capital 
account convertibility and that would necessitate the 
adoption of the relevant amendment to the Articles 
of Agreement of the IMF.
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The title for this very successful conference was 
“Productivity, competitiveness and globalisation”. 
In practice we focused on two topics: the fi rst was 
productivity, the subject of the fi rst session, led off 
by professor van Ark’s presentation of his paper;
and the second was global imbalances. But globalisation 
certainly belongs in the title, because every participant 
recognized that, like it or not, the environment in which 
we live is that of globalisation. In that context, part 
of the discussion centered on attempts to understand 
the implications of the economic rise of China, India
and other emerging market countries.

I will fi rst discuss what we learned about productivity 
growth in this conference, and then go on to discuss 
the unwinding of imbalances. The excellent paper 
on productivity growth by Bart van Ark set out the 
facts for us, focusing on the period since 1995 when
US productivity growth jumped relative to that 
elsewhere and certainly relative to that in Europe.

The change happened not only in ICT but more 
broadly in the rest of productivity growth, and in the 
short period since 2000 –in the fi rst few years of this 
era– there has been no non-ICT productivity growth 
in Europe. That was ascribed by some participants to 
cyclical factors but we should not forget that in the most 
recent US recession, in contrast to previous recessions, 
productivity growth continued at a very high level. 
So the cyclical effect does not explain all the relative 
weakening of European productivity performance.

Bart van Ark emphasized that the productive 
use of ICT is the key to productivity growth in 
the industrialized economies at the frontiers of 
productivity and he also emphasized that Europe is 
the outlier in this process, that productivity in the
two emerging market countries he looked at –China 
and India– has accelerated in the recent period, and 
that it was Europe that was lagging.

When we ask why, we turn fi rst to the familiar 
structural impediments story –and one believes 
that story, in part because we do not have a lot of 
other very good explanations. There was also some 
emphasis on the fact that the US gains were mainly in 
fi ve sectors, none of them you would have identifi ed 

in 1990 as places where you were going to expect 
productivity growth to take off or to be particularly 
critical to the growth of the economy. If you were 
told that WalMart would become a major source of 
productivity growth in the US economy, you would 
have found that surprising.

What about the policy conclusions? One very 
important policy conclusion was that we need to 
focus on the quality of the workforce as a basic 
source of productivity growth –that means mainly 
education, of different types perhaps. Related to 
this, we had the interesting example of the state 
of New York, mentioned by Christine Cumming, 
who noted that the restructuring of major 
companies, such as IBM in the New York case, can 
present tremendous opportunities for revival and 
technological progress in a fl exible economy –for 
inevitably in such circumstances highly competent 
people will want and need to fi nd new opportunities 
for themselves. This example emphasizes the need 
for fl exibility in the economic structure, which 
turns the focus back to structural reforms in Europe. 
Bart van Ark also emphasized that innovation should 
be encouraged but that it was very hard to encourage 
innovation in particular sectors, which meant that the 
encouragement needed to take the form of setting up 
the appropriate institutional structures and incentives 
through the tax system and elsewhere.

It was also signifi cant in terms of our having 
“globalisation” in the title of our conference that 
Chinese and Indian productivity growth rates both 
appear to be signifi cantly higher than those in the 
more developed countries. You will remember that, 
in the lead-up to the Asian crisis, Alwyn Young 
and Paul Krugman argued that there was then no 
productivity growth in some of the Asian economies 
and that, in their view, there was considerable 
overinvestment in those economies. That, according 
to the results presented by Professor van Ark is not 
the current situation in China and India. I thought 
it did apply to China, where according to the data 
nearly 50 percent of GDP is invested. It is very hard 
to believe that can be done effi ciently, so I wonder 
about the demonstration of very high productivity 
growth in China.

Stanley FISCHER
Governor

Bank of Israël
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I would like to make one more point about Europe 
before moving along. You may remember that for 
about a decade we all complained that Japan was 
doing nothing to deal with its structural problems. 
Now, ten years later, we notice that Japan has done 
a lot. The banking system is signifi cantly stronger 
than it was, and much of the corporate sector has also 
been restructured. I suspect that a few years from 
now much the same thing will be said about Europe, 
because reforms are taking place in Europe –though 
to be sure, too slowly relative to what one would like 
to see. This period of so far 10 or maybe 15 years of 
superior US productivity growth is not guaranteed 
to continue because productivity growth is not a 
constant of physics, it is a matter of incentives, it is a 
matter of education, it is a matter of the international 
transmission of knowledge and all those things can 
change and are likely to change.

In discussing the productivity issue, we also discussed 
the potential link between productivity growth and 
global imbalances, namely, the view that the global 
imbalances could refl ect the fact that the US economy 
is attractive to investors. None of the authors here 
found that argument persuasive. I was not as 
absolutely convinced as they were because we are 
looking at rates of return after the capital infl ow to 
the US. To know whether differences in anticipated 
rates of return had an impact, one has to ask “What 
would the relative rates of return have been if the 
capital infl ow had not happened at all?” It is possible 
that, for a signifi cant period of time, money went 
into the US because expected rates of return were 
higher, and that the infl ows went on at a suffi cient 
rate and for long enough to equalize these rates and, 
indeed, in the end went too far and reduced US rates 
of return below those available elsewhere. But even 
if this is so, nobody thought differences in expected 
returns were the main reason the US was in current 
account defi cit, and nobody thought there were no 
other signifi cant issues to deal with.

That brings us to the second major topic of this 
conference, global imbalances, which is a polite 
way of talking about the US current account defi cit. 
They are here –and they are unsustainable. Why 
unsustainable? Kristin Forbes just explained: if 
you do the debt dynamics, the US goes deeper and 
deeper and deeper into debt relative to GDP. That 
situation cannot continue forever, and Stein’s law 
says that accordingly the situation will change –one 
day. We just don’t know when, and so far we have 

been consistently surprised that the US defi cit has 
continued to grow rather than begin to decline.

In the discussion of imbalances, everyone noted 
that the current account and the capital account are 
twins except for reserve accumulation. But it is very 
hard to keep all aspects of a general equilibrium 
model in one’s head at the same time, so different 
people tend to emphasize one aspect or another of 
these problems. One way of thinking through the 
problem is to ask “What would the ideal rebalancing 
look like?” In the US, saving has to rise relative to 
investment and so something is likely to decline on 
the aggregate demand side in that process –either 
investment will go down or consumption will go 
down, or both. Absent further fi scal expansion, the 
only way of maintaining aggregate demand for the 
US in that case would be to have net exports go up 
at the same rate that domestic demand goes down. 
But if that has to be done, then the rest of the world 
has to absorb the net exports. How does this happen? 
In part through changes in exchange rates, meaning 
that the dollar has to weaken during the rebalancing. 
That will imply a need for domestic demand in the 
rest of the world to increase, if global demand is not 
to be reduced.

This is largely but not entirely consistent with the 
solutions presented by many participants in this 
conference, as well as in offi cial communiqués 
following the IMF and G8 meetings: the US fi scal 
defi cit should decline, and US private savings should 
increase; European and Japanese structural reforms 
should continue and intensify; and Asian exchange 
rates should appreciate, accompanied by efforts to 
increase domestic demand. One diffi culty with this 
combination is that it is possible that structural 
reforms, while increasing growth, may act more on 
aggregate supply than on aggregate demand.

In each case, these changes cannot be engineered 
without market prices changing and unless policies are 
consistent with the required rebalancing of demand. 
In the Asian case, the standard prescription has 
begun to include a recommendation that investment 
should increase in the countries of South East Asia, 
where investment has still not recovered to pre-1997 
levels. But investment rates in these economies 
were very high then, and there was considerable 
evidence that investment was not productive at the 
margin. It is quite likely that the current investment 
situation is the more desirable one. With regard to 
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China, as already mentioned, it is hard to believe 
that any country can invest 50%, or even 45%, of 
GDP effi ciently on a sustained basis. So in China 
the rebalancing towards domestic demand should 
be directed towards increasing consumption, a point 
that is well-known to the Chinese authorities.

Beyond Asia, participants in the conference pointed 
out that the surpluses of oil producers are now a very 
signifi cant part of the current imbalances. But it was 
also pointed out that all over the globe, countries are 
determined to avoid making the mistakes of the past, 
and that the oil producers do not want to embark 
on an unsustainable increase in spending. And 
one should always worry when trying to persuade 
people to do things they do not want to do –a point to 
which we will return in a moment when discussing 
international policy coordination.

The story so far is well known, and has been known 
for many years. The question is why, if all these 
adjustments are needed, they have not happened. 
Why have the markets not made the exchange rate 
adjustment? Part of the answer is that the markets 
have made a major adjustment, which we barely 
notice now. The euro was at USD 0.80 four years 
ago and now it is around USD 1.20, having risen 
above USD 1.30. Indeed, the markets have done a 
lot, when the exchange rate has been permitted to 
move. The Canadian dollar has strengthened, the 
Australian dollar has strengthened, South American 
currencies have strengthened, the South African rand 
has strengthened, East European currencies have 
strengthened, a lot of currencies that can move have 
moved. Markets were trying to get the renminbi to 
appreciate, and for a while they were also trying to get 
the yen to appreciate. So the answer to the question 
of why the markets have not made the necessary 
exchange rate changes is:

• where they could make the changes, they have 
done so,
• and for the rest, there was massive reserve 
accumulation, especially in Asia and among oil 
producers.

It is signifi cant for how we think about the unwinding 
of the current imbalances that the dollar/euro 
adjustment was not especially disruptive. No fi nancial 
crisis was associated with that sharp change in the 
exchange rate. The appreciation of the euro was 

undoubtedly not good for European growth, but it is 
signifi cant that we tend to forget about such a large 
change in the most important exchange rate in the 
international fi nancial system.

When will markets react further? That is very hard to 
know because the main places they can react are in 
the dollar/euro and yen exchange rates. We are partly 
back in an era when the key question becomes when 
will those who intervene in exchange rates permit the 
rates to adjust further.

Turning next to policies, we need to ask why countries 
have not carried out the necessary policy changes. As 
was said repeatedly in this conference and elsewhere, 
it is politically diffi cult. In the US, raising taxes is 
counter to government policy preferences and is also 
recessionary. In Europe, the structural reforms are 
painful but they are, to some extent, happening and 
in Asia, the current situation is quite comfortable. 
That is the element of truth in the Dooley,
Folkerts-Landau, Garber Bretton Woods II view of
the world. I do not think their view is correct because 
I do not think the continued accumulation of reserves 
at current rates is viable, but the present situation
is not terribly uncomfortable for the policy-makers.

Hence the hope for coordinated action. Policymakers 
say they fi nd the current situation problematic, 
except perhaps in Asia, so maybe that will make them 
undertake the necessary policy changes. There is 
certainly a lot of rhetoric to that effect. The main efforts 
will have to be between Asia and the United States, 
but Europe should also be included in the picture, 
because the euro will likely strengthen in this process 
and so there is likely to be a need to increase domestic 
demand in Europe as the rebalancing occurs.

In considering whether we are going to have policy 
coordination, we could look back at two previous 
episodes. We had the Bonn summit of 1978, which at 
the time was touted as the fi rst outstanding example 
of international policy coordination. Two years after 
that, Germany promised never again to commit 
to doing something that it did not want to do and 
that it did not see as being in its own interest. Then 
there were the Louvre and the Plaza Accords, which 
looked like a relatively successful episode of policy 
coordination –but it is quite possible that after that 
episode of policy coordination, Japan might say 
never again.
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The present global situation is a bit better from 
the viewpoint of coordination than it was in those
two cases, because then some countries were persuaded 
to do something that was not obviously in their own 
interests. In this case, I think it is in the interests of 
China to let the currency appreciate, but maybe China 
does not see that. In the case of the United States,
I do not think any serious economist has any doubt that 
those adjustments should take place –but I may have 
just ruled out some of my good friends as being serious 
economists. And, in the European case, no policy-maker
disagrees with the need for structural reforms, it is just 
that they cannot get to implement them. So, despite 
the better conditions for coordination, I do not think 
we are going to see it happen.

There are two views of what will happen then. One 
is Pollyanna’s and the other is Jeremiah’s. What does 
Pollyanna say? Pollyanna says fi nancial markets are 
much more sophisticated than they used to be, much 
more fl exible, much more able to deal with risk, she says 
the dollar/euro adjustment was reasonably smooth, the 
US economy, East Asia, South East Asian economies are 
all much more fl exible than they used to be. Adjustment 
can start in the exchange markets for the dollar, US long 
rates and the stock market will be negatively affected but 
markets will understand the process and will limit the 
extent of the fall and, at the same time, asset prices in the 
current surplus countries will rise as a move out of the 
dollar takes place, helping aggregate demand along. With 
the defl ationary impact of the exchange rate appreciation 
in mind, central banks could reduce interest rates in the 
current surplus countries. Could all that happen? Yes, it 
could happen. But it is not the most likely outcome.

Jeremiah’s views are ably represented by people 
who say the adjustment will be bad news: it will 
start with a major move of the dollar that will force 
US long rates up, it will probably force a tightening 
of US policy, the dollar will overshoot, and we will 
not see much impact of the exchange rate on the 
net demand for US exports, so the US economy will 
go into recession. That will impact the rest of the 
world as it always does.

These are the two scenarios. We do not know 
which one is right, but we have to ask the question 
that Jacob Frenkel asked, whether the Pollyannas 
here are like the people falling from the Eiffel 
tower, saying everything is great so far, or are we 
possibly simply barking up the wrong tree? We 
have identifi ed this problem for years and have 
said: “It cannot go on”. In practice it has become 
worse every year.

Well, the situation cannot go on forever, but 
maybe the US defi cit can turn around and go back 
to a defi cit of 3% or 4% of GDP, somehow or the 
other, with falling oil prices, with the Japanese 
economy growing. So maybe we have misidentifi ed
the problem.

And that takes us to the second question that the 
title of this conference requires us to ask: “Are we 
underestimating or misunderstanding the impact on 
the international system of the dramatic and historical 
developments that are taking place now in Asia, 
where growth is taking place at an unprecedented 
rate, on an unprecedented scale”?

We may be misunderstanding the impacts of those remarkable changes, and that could mean we are barking up the wrong 
tree at the moment, and misunderstanding the impacts of this transitional period, which could go on for a decade or two. As the 
process works itself out, it could reverse, and in so doing reverse the current imbalances in the global economy. I do not know 
if that is the case, and I do not at the moment understand the mechanisms that would bring about such a reversal –but when 
you have been predicting something for a long time and it has not happened, you do have to start thinking again about whether 
maybe the reality is different than your analysis tells you.

I would like to conclude by thanking, on behalf of all of us, Christian Noyer and Marc-Olivier Strauss-Kahn and everyone else 
who has contributed so much to the success of this outstanding event.
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