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1| Causes

One of the most widely reported economic facts 
last year was that China overtook Japan to become 
the second largest economy in the world. Another 
interesting statistic that received attention is that 
in terms of per capita GDP in purchasing power 
parity (PPP) terms, Taiwan overtook Japan. According 
to the International Monetary Fund (IMF), Taiwan 
had a GDP (PPP) per capita of USD 34,743 while 
the corresponding fi gure for Japan was USD 33,828. 
Table 1 shows the fi gures for the highest ranked 
countries and places. One of the most interesting 
features of this table is that Taiwan had a higher 
GDP (PPP) per capita than France at USD 34,092 and 
was just behind the United Kingdom at USD 35,053 
and Germany at USD 35,930. Now Taiwan is, of 
course, a province of China. Taiwan’s growth took 
off about twenty years before mainland China’s. What 
this suggests is that about twenty years from now 
China could surpass European levels of GDP (PPP) 
per capita. There are many problems with PPP 
comparisons and mainland China’s growth may not 
continue at the same pace that Taiwan’s did. However, 
the point of these statistics is to show the shift in 
economic power from the West to the East. It is well 
known that Japan is a rich country but less well 
known the extent to which some other East Asian 
countries have caught up with European countries. 
For example, South Korea at USD 29,791 is ahead of 
Spain at USD 29,651 and Italy at USD 29,418.

Unfortunately, the governance structure of the 
Bretton Woods Institutions, and in particular the IMF, 
has lagged behind this change in economic power. 
European countries, particularly small ones, have 
very large quotas relative to Asian countries and 
especially China. For example, currently Belgium 
has 2.08% of the votes, and the Netherlands 2.34% 
while China has 3.65%.1 Perhaps more importantly, 
the head of the IMF has always been a European2 
and the deputy head has always been an American. 
The head of the World Bank has always been an 
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1 See http://www.imf.org/external/np/sec/memdir/members.htm. Accessed 27 February 2011.
2 So far, four Managing Directors have been from France, two from Sweden, and one each from Belgium, the Netherlands, Spain and Germany.

Table 1 List of countries by GDP (PPP) 
per capita in 2010
(USD)

Rank Country
GDP (PPP) 
per capita 

1 Qatar 88,232

2 Luxembourg 80,304

3 Singapore 57,238

4 Norway 52,238

5 Brunei 47,200

6 United States 47,123

7 Hong Kong 45,277

8 Switzerland 41,765

9 Netherlands 40,777

10 Australia 39,692

11 Austria 39,454

12 Canada 39,033

13 Ireland 38,685

14 Kuwait 38,293

15 Sweden 37,775

16 United Arab Emirates 36,973

17 Denmark 36,764

18 Iceland 36,681

19 Belgium 36,274

20 Germany 35,930

21 United Kingdom 35,053

22 Taiwan, Province of China 34,743

23 Finland 34,401

24 France 34,092

25 Japan 33,828

26 South Korea 29,791

27 Spain 29,651

28 Italy 29,418

29 Israel 29,404

30 Greece 28,833

Source: IMF Website
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American. What about Asia? Despite being the second 
largest economy in the world for many decades, 
the Japanese have not had a head or deputy head 
of the IMF or head of the World Bank. As discussed 
further below, there have been promises of reform 
but this has not yet happened.

Does this underweighting of the Asians in the 
governance structure of the Bretton Woods 
institutions matter? It can be argued that it did in the 
1997 Asian Crisis. In retrospect the banks and fi rms 
in many Asian countries had borrowed too much in 
foreign exchange, particularly US dollars. When the 
crisis hit their foreign exchange funding dried up and 
they were unable to borrow in dollars. The central 
banks did not have enough in reserves to cover banks’ 
and fi rms’ needs and were also unable to borrow in 
foreign exchange. Many countries turned to the IMF.

Allen and Hong (2011) focus on the case of South Korea 
as an example of what happened in the Asian Crisis. 
Despite having a public debt to GDP ratio of only 
11% South Korea was required to raise interest rates 
and cut government expenditures. This was the exact 
opposite of what the United States and Europe did in 
the crisis that started in 2007. Since chains of trade 
credit were particularly important in South Korea, 
raising interest rates led to many fi rms going bankrupt 
and the unemployment rate went from around 3% 
to 9%. South Korea did not want to follow these 
policies but because of the governance structure of 
the IMF they were unable to successfully appeal this 
decision. Other Asian countries that went to the IMF 
during the crisis fared similarly.

Chart 1 shows the total reserves including foreign 
exchange and gold of various regions and groups from 
1996-2009. It can be seen that the total amount of 
reserves has increased dramatically from just under 
USD 2 trillion in 1996 to just under USD 9 trillion 
in 2009. The chart shows that most of this increase was 
due to the Asian countries. The oil producing countries 
such as Russia and Saudi Arabia have also increased 
their reserves substantially particularly from 2004 
onwards. These increases are particularly large relative 
to other regions of the world such as Latin America 
(without their oil producing countries) and Central and 
Eastern Europe, which are shown as a comparison.

It is this accumulation of an extra USD 7 trillion of 
foreign exchange reserves that is at the heart of the 
global imbalances problem. Why were these extra 
reserves accumulated? It can be seen that most of the 
additional reserves were acquired by Asian countries 
and in fact most of these were the East Asian countries. 
One explanation for this, which is supported by 
statements of some government offi cials,3 is that 
they decided they must build reserves as a form of 
self-insurance. They wanted to ensure that they would 
not be in the situation that South Korea and many 
other East Asian countries faced in 1997 where they 
were forced to take policy actions that they disagreed 
with and that turned out to be very damaging. It is 
interesting to note that in fact South Korea did much 
better during the recent crisis than in 1997 and in that 
sense the accumulation of reserves was a success. By 
allowing its exchange rate to fall signifi cantly it was 

3 See Allen and Hong (2011).

Chart 1 Total reserves from 1996-2009
(USD billions)
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Notes: 
1) The fi gures include foreign exchange reserves as well as holdings 
of gold.
2) (i) Total is all the countries in the IMF database.
(ii) Asia is China, Japan, Korea, Taiwan – Province of China, 
Singapore, Hong Kong, Thailand, Malaysia, Indonesia, India, 
Philippines, Vietnam, Laos and Myanmar.
(iii) Oil producers are OPEC countries plus Russia, Mexico, 
Norway, and Brazil.
(iv) Latin America-oil producing is Argentina, Bolivia, Chile, 
Colombia, Costa Rica, El Salvador, Guatemala, Honduras, 
Nicaragua, Panama, Paraguay, Peru, and Uruguay.
(v) Central & Eastern Europe is Albania, Bosnia and Herzegovina, 
Bulgaria, Croatia, Estonia, Hungary, Latvia, Lithuania, Former 
Yugoslav Republic of Macedonia, Montenegro, Poland, Romania, 
Serbia, and Turkey.
Source: IMF Website.
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able to cushion the blow from the Lehman Brothers 
default. In the fi rst quarter of 2009, when similar 
export-based economies like Japan and Germany had 
falls in GDP of 3-4%, South Korea was one of the few 
countries to actually grow.

The oil producing countries have also been acquiring 
reserves particularly after 2004. One explanation for 
this is that the increase in oil prices and revenues due 
to increased demand for oil by China and other fast 
growing emerging countries left them with surpluses 
that they could not absorb domestically and ended up 
investing in other countries. This is an important part 
of the increase in reserves but is not as signifi cant as 
the Asian component.
 
China is included in the line marked Asia in chart 1 
and constitutes a large proportion of the total. China 
was less affected by the 1997 Asian Crisis than most 
other countries in the region. It is likely that the 
government also worried about how they would be 
treated by the IMF. However, two other factors appear 
to be important. The fi rst is that they wanted to keep 
the renminbi (RMB) pegged to the dollar so that 
exporters would not face exchange rate risk. While for 
many years their trade was roughly balanced, in 
recent years they have run large trade surpluses 
and there have been large infl ows of capital. Their 
reserves passed USD 1 trillion in late 2006. Four 
years later at the end 2010 they had almost tripled to 
USD 2.85 trillion. In addition to the trade advantages 
from a mostly pegged exchange rate, there appears to 
be a second signifi cant advantage, which is the political 
infl uence they bring. Criticism of China has become 
much more muted. As United States borrowing from 
China increased, American condemnation of China’s 
human rights record has decreased. Since the start 
of the European debt crisis, there has been a similar 
effect in Europe and most European leaders have 
ceased meeting with the Dalai Lama.

One method of accumulating foreign exchange 
reserves is for a country to lower the consumption 
of its population so that it can run a surplus. In this 
case there must be other countries that run defi cits 
to offset these surpluses. In practice the United States 
was the main country that did this. Another way for 
a country to accumulate foreign exchange reserves is 
to borrow funds using long term debt and invest them 
in short term debt. There is often discussion about 
the imbalances being due to a “savings glut” in Asia. 
However, the reserves are not just the result of saving 

but also of the fi nancial structure of the government’s 
assets and liabilities and how it interacts with that of 
the banking system and fi rms.

The large supply of reserves held by Asian and oil 
producing countries’ central banks was to a large 
extent invested in the United States and Europe. 
The key feature of these funds is that their supply is 
insensitive to the expected return earned and the risk 
borne. For Asian countries they appear to be mostly 
for self-insurance purposes and in the case of China 
also for political purposes.

2| Consequences

Given this accumulation of many trillions of dollars of 
reserves and the insensitivity of this supply to risk and 
return, the next issue is how the funds were invested 
and the effect this had on the fi nancial and real 
estate markets. In terms of currency most reserves 
were invested in US dollars and euros. In terms 
of the securities that they were invested in, there 
were signifi cant political constraints on the types of 
investment that could be made. Chinese fi rms were 
blocked from buying Unocal in the United States 
and from buying shares in Rio Tinto in Australia. 
In early 2011 Huawei withdrew from a purchase of 
assets of the US fi rm 3Leaf and prior to that from 
purchasing the US fi rm 3Com in 2008 when in both 
cases it became likely approval for the deals would 
be withheld on national security grounds. It was not 
just Chinese fi rms that were restricted. Dubai Ports 
World, owned by the Dubai government, was blocked 
from buying US ports when it purchased the British 
fi rm P&O and was forced to divest them.

As a result of these constraints on purchasing equities, 
a large part of the Chinese funds appear to have 
been invested in debt securities. Good information 
on precisely how the funds were invested is lacking. 
However, it seems a signifi cant amount was invested 
directly in Fannie Mae and Freddie Mac securitised 
mortgages. Some proportion of the funds invested 
short term by China and other countries are also 
likely have found their way to funding special 
investment vehicles (SIVs) and other entities set up 
to hold securitised mortgages.
 
It can be argued that this increase in the supply of 
funds helped to fuel the real estate bubble in the 
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Chart 2 Aggregate stock of residential 
mortgages and residential mortgage backed 
securities compared to the aggregate leverage ratio 
for residential real assets in the United States
(USD billions) (%)
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Source: Wallace (2000).

Chart 3 Current account defi cit 
in Ireland, Spain and the United States
(as a % of GDP)
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Chart 4 Housing prices 
in Ireland, Spain and the United States
(nominal annual % change)
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debt in the United States approximately doubled from 
around USD 6 trillion to USD 12 trillion. As Maddaloni 
and Peydro (2010) document, the large supply of debt 
in the United States helped to drive down lending 
standards to ensure that there was enough demand 
for debt from house buyers and other borrowers.

The global imbalances also led to an increase in debt 
in other countries such as Ireland and Spain. All three 
countries ran heavy current account defi cits in the 
2000s as shown in chart 3. Taylor (2008) and Allen 
and Carletti (2010), among others, have argued that 
low interest rates set by central banks also played 
a signifi cant role in creating a bubble in real estate 
prices. However, credit is a crucial part of the story 
as well. Chart 4 shows the rise and eventual collapse 
of real estate prices in these countries.

Reinhart and Rogoff (2009) provide persuasive 
evidence that historically collapses in real estate 
prices, either residential or commercial, or both, are 
one of the major causes of fi nancial crises. In many 
cases these collapses occur after bubbles in real 
estate prices that are often created by favorable 
macroeconomic conditions such as those induced 
by prolonged loose monetary policy and excessive 
availability of credit. When the bubbles burst, the 
fi nancial sector and the real economy are adversely 
affected. It can be argued that this is what happened 
in the current crisis.

The precise way in which low interest rates and 
easy credit lead to bubbles in asset prices is not 

United States. The expansion of Asian central banks 
holdings of foreign exchange reserves coincided with 
a vast increase in mortgage debt in the United States. 
Chart 2 shows that in the fi ve years preceding the 
bursting of the real estate bubble in 2006, mortgage 
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well understood. Allen and Rogoff (2011) contains 
a selective survey of the literature on asset prices, 
monetary policy and fi nancial stability. Allen and 
Gale (2000, 2007) have argued asset price bubbles can 
be caused by a growth in credit and an agency problem 
between lenders and borrowers. The expansion in 
credit resulting from global imbalances would be one 
example of how such a bubble can be initiated. In the 
model suggested banks are unable to observe the risk 
taken by borrowers and this leads to an incentive to 
invest in risky assets in fi xed supply like real estate. 
The borrowers profi t from the upside while the 
lenders bear the downside risk. Since the real estate is 
in fi xed supply the effect of investment is to drive up 
the price so there is a bubble. There are other theories 
of bubbles based on overlapping generations’ models, 
asymmetric information, and behavioral theories but 
these are somewhat more diffi cult to interpret as real 
estate bubbles. An important task going forward is 
to understand how a large increase in the supply of 
credit can lead to real estate bubbles that wreak havoc 
on the fi nancial system when they burst.

3| Possible solutions

While it is individually advantageous for countries 
to self-insure by accumulating reserves, this is an 
ineffi cient mechanism from a global perspective. 
The buildup of reserves and their role in creating 
real estate bubbles that triggered the crisis when they 
burst meant that this process is very undesirable. 
These undesirable consequences provide a rationale 
for undertaking the following measures to reduce 
global imbalances going forward:

• a guaranteed foreign exchange safety net;

• the development of the Chinese renminbi as a third 
global reserve currency;

• reform of the IMF;

• avoidance of real estate bubbles through appropriate 
monetary policy and macroprudential regulation.
 
It has been argued above that a major reason for the 
crisis was a buildup in the foreign exchange reserves 
held by Asian central banks. An explanation of why 
this was done was as a way to avoid situations like 
the 1997 Asian Crisis where they ran out of foreign 

exchange reserves. One of the success stories of 
the fi nancial crisis that started in 2007 was the 
implementation of foreign exchange currency swaps 
between central banks. Allen and Moessner (2010) 
provide an excellent account of this. However, 
these were arranged after the crisis started when it 
became clear that there were signifi cant currency 
mismatches. What many countries have argued 
is that these swap facilities need to be guaranteed 
beforehand and made automatic so that the countries 
can rely on accessing them in times of crisis. Since 
these countries could then rely on this foreign 
exchange safety net, they would no longer need to 
hold such large reserves. There would be the question 
of who would bear the credit risk in such agreements. 
One possibility is for both sides to be required to 
post collateral. This foreign exchange safety net 
would appear to be an important way to change the 
international fi nancial architecture to reduce the 
need for countries to hold foreign exchange reserves. 
Moreover, this scheme has the great advantage that it 
can be implemented in the short run.

A desirable medium term scenario is that the Chinese 
RMB becomes fully convertible and joins the US dollar 
and the euro as the third major reserve currency. With 
three reserve currencies there would be more scope 
for diversifi cation of risks and China itself would 
have little need of reserves. The United States, for 
example, held only about USD 134 billion of reserves 
at the end of 2010. This is perhaps one of the most 
practical solutions to the global imbalances problem. 
The Chinese have already taken some steps in this 
direction. They have started to allow the settlement 
of trade in RMB. They have also allowed the issue of 
RMB bonds by Western companies such as McDonalds 
in Hong Kong. Of course, the most important aspect 
of being a reserve currency is full convertibility of 
the RMB. That is still some way off and this is the 
sense in which this solution to the global imbalances 
problem is a medium term one. Adjustments on the 
capital account with a convertible RMB are diffi cult 
to forecast. Investment opportunities within China 
are limited and once it is fairly valued there may be 
signifi cant fl ows of funds out of China. On the other 
hand, many investors would like direct exposure to 
the second largest economy in the world so there will 
also be large infl ows. Judging the balance of these 
two factors and the long term exchange rate will be 
diffi cult to do. However, China should start moving 
cautiously in the direction of making the RMB fully 
convertible as soon as possible.
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The IMF can perform an important role by providing 
funds to countries that are hit by shocks. If countries 
could always rely on this, there would not be a need 
to accumulate large levels of reserves. In order 
for this to happen the IMF needs to reform its 
governance structure so that Asian countries play 
a much larger role. This should be accompanied 
by an increase in Asian staff at all levels. There are 
proposals to do this but rather than implementing 
them immediately, the proposal is to do this over a 
number of years. The reforms should be speeded up 
otherwise the IMF risks becoming an institution that 
is primarily involved in Europe. Even before the 
crisis most of its lending was to European countries. 
After the sovereign debt problems in 2010 and the 
resulting IMF loans to Greece and Ireland, this 
bias has been accentuated. IMF lending is limited 
to USD 750 billion. This is small relative to China’s 
USD 2.85 trillion in reserves. Many non-European 
countries may prefer to approach China rather than 
the IMF if they hit diffi culties going forward.

All of these measures may still not be suffi cient 
to eliminate large holdings of foreign exchange 
reserves by central banks that are at the heart of 
the global imbalance problem. Given this it will also 
be necessary to adopt measures to limit real estate 
bubbles. One way to prevent them is then through 
interest rate policy. In particular, very low interest 
rates at a time when property prices are surging 
should be avoided. Once real estate bubbles have 
started, the question is whether interest rates should 
be raised to prick them. It may be possible and 
desirable to do this in economies with a high degree 
of homogeneity as in small countries like Sweden or 
possibly the United Kingdom.

The problem is more complicated in heterogeneous 
economies like the United States, China and 
the Eurozone. Different regions within these 

economies differ in terms of economic fundamentals 
and the rate of property price increases. Using interest 
rates to prick bubbles will not be so desirable because 
this will adversely affect the areas that do not have 
bubbles. The recent events in the Eurozone constitute 
a clear example. The interest rate policy followed by 
the European Central Bank was correct for countries 
like Germany where there was no bubble but it 
was inappropriate for Spain and Ireland, where it 
probably signifi cantly contributed to the creation 
of the property bubble. A tighter policy may have 
been effective for preventing the bubbles in Spain 
and Ireland but at the cost of a recession or at least 
slower growth in some of the other countries.

Whether or not interest rates can be used, it seems 
desirable to use measures such as macroprudential 
regulation to prevent bubbles. One example would be 
limits on loan-to-value ratios that would be lowered as 
property prices increase at a faster pace. These may be 
effective for residential property but may be diffi cult 
to enforce for commercial property. The reason is 
that fi rms may be able to use pyramids of companies 
that effectively increase leverage. Another measure 
is to have property transfer taxes that are greater 
the higher is the rate of property price increases. 
Another, perhaps more direct, measure is to impose 
restrictions on real estate lending in certain regions.

There is some evidence that as a result of its stimulus 
policies and loose monetary policy in the United States 
and other parts of the world China is experiencing 
real estate bubbles in a number of major cities such as 
Beijing, Shanghai and Shenzhen. The government has 
tried a number of these macroprudential policies to 
cool these real estate markets. However, it seems that 
their success has so far been limited. This evidence 
for the lack of effectiveness of macroprudential 
policies underlines the importance of dealing with 
global imbalances directly.
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