
Banque de France • International Symposium • Regulation in the face of global imbalances • March 2011 1

SeSSion 1  What imbalanceS after the criSiS?
Pierre-Olivier Gourinchas

What imbalances after the crisis?

First, let me thank the Banque de France and 
Governor Noyer for a very stimulating symposium. 
It is a real privilege to participate in this event, in 
such a distinguished company. 

A little more than three years ago, the world economy 
experienced a dramatic convulsion, the ripple effects 
of which are still with us. In the years leading to that 
crisis, many worried about excessive external deficits 
in the United States, and surpluses in other parts of the 
world, the so‑called “global imbalances”. These global 
imbalances are still with us. The latest International 
Monetary Funds (IMF)’s World Economic Outlook 
forecasts that US current account deficits will worsen 
from 0.5 to around one percent of world output 
between now and the end of 2012. How should we 
think about these “post‑crisis” imbalances?

Theory and the careful study of the historical record 
tell us that excessive current account deficits are 
dangerous. They are dangerous for lenders, who 
have few –if any– means of recourse in case of 
non‑repayment by sovereign borrowers. They are 
also dangerous for borrowers since fear of default 
will limit the amount lenders are willing to commit 
(“debt intolerance”), the instruments they are willing 
to invest in (over‑reliance on debt instruments), as 
well as the maturity and currency denomination of 
foreign debt (with a preference for short term debt 
denominated in the currency of the lenders).

A sudden withdrawal of foreign funding, for reasons 
real or imagined, often has a destructive effect on 
the borrower’s economy. As foreign capital flows 
abruptly reverse course, domestic firms, banks and 
households need to compete for scarce loanable funds, 
triggering a sharp increase in the domestic cost of 
capital. The accompanying collapse in aggregate 
demand generates a sharp recession. Simultaneously, 
the domestic currency collapses, as the economy 
reorients itself towards the production of export goods 
and away from the consumption of foreign ones. 
This currency adjustment exacerbates the severity 
of the downturn, as banks and domestic borrowers 

with foreign‑denominated liabilities suddenly find 
themselves with unsustainable debt levels. 

Countries have limited ways to avoid such a dramatic 
adjustment. They need access to liquid, marketable 
funds in sufficient quantities. Few financial 
instruments on the asset side of a country’s balance 
sheet offer the required liquidity. Managing sudden 
stops thus requires a combination of self‑insurance 
through the accumulation of official reserves, and 
access to international liquidity through other means 
(IMF stabilisation programs, central bank swap lines, 
reserve pooling etc…). 

By contrast, it was often claimed that current account 
balances between the different regions of a single 
country are of little import. First, to the extent that 
sub‑national entities use a common currency, this 
removes the possibility of a run on reserves as a 
source of instability. Second, sub‑national entities 
share a common regulatory and legal framework 
that delineates clearly the rights and responsibilities 
of creditors and borrowers, and limits the severity 
of ex post hold up problems. For instance, most 
legal systems include a bankruptcy framework that 
specifies the conditions under which the claims 
of lenders need to be reduced to permit borrowers 
to continue operations. By reducing the scope for 
ex post disagreements, these regulatory arrangements 
allow the emergence of more complex, equity‑like, 
financial instruments between lenders and borrowers 
that allocate risk more efficiently. Third, sub‑national 
entities share into a common national fiscal authority 
that can step in and absorb regional losses.

This conventional wisdom shaped much of the 
analysis of global imbalances prior to the crisis. 
The large current account deficits of the United States, 
culminating at 6.0 percent of output in 2006, were 
perceived as a source of global instability. Many 
worried that such large external borrowing would leave 
the United States exposed to a sudden withdrawal of 
foreign capital, triggering the mother‑of‑all current 
account reversals. By contrast, most economists 
viewed the comparatively larger current account 
deficits of some euro zone countries (Spain –9.5%, 
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Greece –11.3%, Portugal –10.7% of their respective 
output in 2006) as largely benign and irrelevant in 
the context of the single currency project.

Three years later, we know better! The United States 
suffered many blows, but lack of external funding was 
not one of them, despite elevated external deficits. 
By contrast, many peripheral European economies 
learned the hard way that current account deficits 
still matter, despite the common currency. Why did 
this turn out to be so?

Before I answer this question, let me emphasise that 
the conventional view is largely correct. Excessive 
external deficits are a grave source of economic 
vulnerability. Nowhere is this clearer than when 
looking at the policy approach of the increasingly 
globally and systematically relevant group of emerging 
market economies (EMEs). Following the many 
external crisis of the 1990s and early 2000s (including 
but not limited to Mexico in 1994, East Asian 
economies in 1997, Brazil in 1998, Russia in 1999 
and Argentina in 2001), many emerging economies 
actively decided to reduce their internal and external 
exposure. As I show in recent work conducted with 
my colleague Maury Obstfeld , EMEs spent the better 
part of the last decade systematically improving their 
monetary and fiscal position, reducing domestic and 
international leverage, and accumulating vast amounts 
of international reserves (Gourinchas and Obstfeld, 
2011). This dramatic improvement in fundamentals 
allowed most EMEs, who historically had been 
quite vulnerable to global financial crises or global 
recessions, to weather the recent economic storm 
surprisingly well despite a rather dramatic turnaround 
in capital flows. The one important exception to 
this pattern is Central and Eastern Europe, where 
many countries suffered from capital flow bonanzas 
almost surely associated with the prospect of eventual 
adoption of the euro and the battery of regulatory 
reforms aimed at facilitating goods and financial 
market integration since joining the European 
Union. This “acquis communautaire” lowered country 
risk premia and encouraged large and eventually 
unsustainable external deficits. The experience of 
these countries, too, reinforces the conventional view: 
they borrowed excessively; eventually, they suffered 
a dramatic sudden stop. 

For most EMEs, then, an important policy driver 
was that it would be difficult to experience a sudden 
stop if they did not depend on external funding! 

That calculation proved largely right, but raises an 
important systemic question: by actively trying to 
achieve external surpluses, aren’t these countries 
either preventing a rebalancing or forcing the global 
rebalancing on deficit countries? The question 
of the asymmetry between surplus and deficit 
countries is a perennial question in international 
macroeconomics. It was at the center of discussions 
during the Bretton Woods conference, and remains 
a thorny point of contention more than fifty years 
later. Then, as now, it is not clear how to implement 
a superior incentive compatible system and efforts at 
reforming the international monetary system (IMS) 
along that dimension most likely will prove futile.

Can we, then, understand why the conventional 
wisdom made incorrect calls for the United States and 
the countries at the heart of the European sovereign 
debt crisis? The answer is yes. To do so, we need to 
think more carefully about the link between external 
imbalances and financial imbalances, and about the 
structure of international portfolios. In other words, 
we need to go from net to gross imbalances. 

Let’s consider the United States first. A careful 
examination of US internal and external flow of funds 
reveals that the United States did indeed experience 
a sudden stop. But this sudden stop did not occur 
along precise geographical lines. Rather, it occurred by 
asset class. Markets for structured credit instruments, 
in particular those related to the subprime segment 
of the United States housing market, were the first 
to freeze in 2007, followed by corporate bond and 
equity markets worldwide. The resulting portfolio 
adjustments were global, not country specific. 
Investors worldwide deleveraged and rebalanced their 
holdings towards safer assets. Foreigners liquidated 
their US risky portfolio; US investors liquidated their 
foreign risky portfolio. Much of the proceeds were 
then channeled back into US Treasury securities, as 
the global demand for safety soared.

The evolution of the US current account reflects 
these dual dynamics. The United States was both the 
issuer of the global reserve asset, and the largest issuer 
of so called “private‑label” safe assets, chief among 
them the AAA‑rated tranches of residential mortgage 
backed securities (MBSs). Many of these supposedly 
safe assets proved “toxic” once the US housing 
market started to drift down. As this reality sank in, 
investors worldwide rebalanced their portfolio towards 
the only “macro” safe assets, the US Treasuries.  
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In this respect, it was quite remarkable to observe that 
many EMEs’ central banks refrained from deploying 
the large amounts of official reserves at their disposal 
to defend their currency. Overall, the collapse in 
markets for structured products did generate a run 
away from US risky assets, yet that run was more than 
offset by a surge in capital flows towards US Treasuries.

The crisis vividly illustrated how the unique position 
of the United States at the center of the IMS shielded 
it from a potentially devastating sudden stop. At the 
same time, it delivered a severe blow to the US net 
external position. As the price of US Treasuries surged, 
and that of risky securities worldwide collapsed, 
Gourinchas, Rey and Govillot (2011) show that the 
market value of the US external portfolio declined by 
roughly 14 percent of GDP.

The structure of the international portfolios delineates 
the propagation of gains/losses from the US financial 
markets to the rest of the world. To a large extent, a 
key factor was the relative exposure to “private‑label” 
safe assets (e.g. asset backed securities –ABSs) vs. 
“macro” safe assets (e.g. Treasuries). Here again, one 
can observe a strong geographical line of demarcation. 
European financial institutions were largely exposed 
to US housing market via holdings of AAA‑rated 
structured credit products. They suffered large losses 
(Acharya and Schnabl,2010, and Bernanke et al. 2011). 
By contrast, EMEs largely eschewed the more toxic 
segments of the US financial markets as their central 
banks bought the safety of US Treasuries (some of 
the EMEs’ sovereign wealth funds were not so lucky: 
they invested in the US financial sector at precisely 
the wrong time).

If we step back a little, an interesting pattern 
begins to emerge. As a supplier of reserve assets, 
the United States is a global provider of liquidity. 
This liquidity is especially useful in times of global 
crisis, when most other stores of value come 
undone. As a consequence, US Treasuries enjoy 
a global “liquidity premium” (Krisnamurthy and 
Vissing‑Jorgensen, 2010). This liquidity premium 
allows the United States to fund itself cheaply. Some 
of this funding is recycled into the global economy 
in the form of holdings of illiquid and higher return 
assets. This well‑documented pattern (Gourinchas and 
Rey, 2005, and Gourinchas, Rey and Govillot, 2011) 
helps the United States sustain moderately higher 
levels of external deficits than would otherwise be 

possible. In other words, the conventional view is 
partially upended when considering the country at 
the center of the international monetary system. 

Of course, a central question left unexplored in this 
discussion is why and how some assets become 
global reserve assets. A central concern must be the 
capacity to repay of the issuing sovereign, since this 
underpins the value of government securities. Should 
that fiscal capacity evaporate, it is difficult to see 
how the corresponding assets could retain their safe 
status. Should the fiscal capacity of the United States 
be challenged, one would expect the conventional 
view to reassert itself with a vengeance.

What about the euro zone? Here the story is more 
familiar and the European sovereign debt crisis seems 
plucked straight out of the old playbook. Following 
the adoption of the common currency and without 
effective cross‑border financial regulation, country 
risk premia collapsed, financial imbalances built‑up 
rapidly, and capital flowed into peripheral countries 
on the anticipation of faster economic convergence 
and growth, creating large implicit financial risks.  
Along the way, many of these countries experienced 
a large real appreciation, accompanied by a boom in 
the non‑traded sector, especially housing. Eventually, 
the economy stalled. 

As always, the combination of excessive external 
and internal leverage proved lethal. While markets 
lacked a domestic currency to speculate against, 
they eventually realised that, despite the common 
currency, national governments remained responsible 
for their past follies (Greece, Portugal) or that of their 
financial sector (Ireland, Spain…). In the absence of 
a European crisis resolution mechanism that would 
absorb local losses within a larger economic area, 
markets recognised that sovereigns would eventually 
become vulnerable. In other words, simply removing 
currency risk proved far from sufficient to eliminate 
the possibility of sudden stop which materialised 
when investors refused to roll‑over private and public 
external liabilities of the peripheral countries.

The preceding discussion highlights the importance of 
the demand for global safe assets in interpreting recent 
current account evolutions for the United States. It also 
emphasises that some European countries, despite the 
common currency, are perhaps not so different from 
Argentina circa 2001 or Mexico circa 1994. 
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Going forward, what imbalances can we anticipate 
after the crisis? In the short term, the prospect for 
significant rebalancing is limited. EMEs are growing 
strongly, while industrial countries are still struggling 
under the weight of the recession, in a context of 
fiscal consolidation. EMEs fear overheating, industrial 
countries fear a double dip. This calls for a gradual 
monetary tightening in EMEs, while monetary 
conditions need to remain accommodating in 
industrial countries, especially as they step on the 
fiscal brakes. Tighter monetary conditions in EMEs 
and accommodating ones in industrial countries imply 
a realignment of currencies, with an appreciation 
of EMEs currencies. This appreciation is a natural 
component of the transmission mechanism of 
monetary policy in a globalised environment. Yet it 
is fiercely resisted by many EMEs. This resistance 
creates huge carry trade opportunities. It also further 
stimulates the demand for safe assets in the form of 
reserve accumulation, to offset private capital inflows. 
Eventually, as inflation concerns become more 
pressing, one can anticipate that EMEs will lean less 
against the appreciation of their currency as a moderate 
appreciation of the domestic currency can help ease 
inflation pressures.  In the meantime, the desire to 
prevent an adjustment in currencies contributes to 
exacerbate the demand for safe assets. This increased 
demand occurs in the context of reduced supply of 

alternative safe assets. In fact, following the global 
re‑pricing of risk after the crisis, markets are somewhat 
more discerning of “real” vs. “fake” safe assets: exit 
ABSs; exit sovereign debt of peripheral euro zone 
countries. The United States has become the sole 
provider of global liquidity. The increase in demand 
for safe assets is thus accompanied by a decline in the 
effective supply. The market implications are clear: 
this pushes down the equilibrium rate of return on 
safe assets (US Treasury yields) and helps sustain 
larger US external deficits. It may also exacerbate 
financial instability, if excessively low returns to 
capital fuel risk taking, increase leverage and facilitate 
the emergence of financial bubbles.

In the short run, then, both for macro and financial 
reasons, one should anticipate that global imbalances 
will not disappear. The underlying imbalance between 
the demand and supply of safe assets may well persist 
and generate further financial instability.

At a longer horizon, one can only hope that a 
combination of financial development in emerging 
markets and better management of the demand for 
global liquidity, especially on the part of central 
banks, will both lead to an increased supply as well 
as a reduced demand, helping rebalance the global 
economy.
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