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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.
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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 %)

By currency (a) By reporting country

10

13

19

25

1999 2000 2001 2004

Euro (left-hand scale)
Other currencies (left-hand scale)

16

22

55

65

75

80

60

70

2002

US dollar (right-hand scale)

2003 2005
10

15

25

35

1999 2000 2001 2004

United Kingdom
Euro area

20

30

2002

Offshore centres

2003 2005

United States

a) Data for BIS reporting countries that provide a currency breakdown.Data are adjusted using constant end-March 2005 exchange rates.
Sources: National data; BIS



SESSION 2 IMPACT ON THE INTERNATIONAL ALLOCATION OF CAPITAL AND GLOBAL IMBALANCES
William White: “Changes in productivity and competitiveness”

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

Bank for International Settlements (2004)
74th Annual Report

Bank for International Settlements (2005)
75th Annual Report

Bernanke (B.S.) (2005)
“The global saving glut and the US current account 
defi cit”, remarks at the Sandridge Lecture, Virginia 
Association of Economics, Richmond, Virginia

Bertaut (C.C.) and Griever (W.L.) (2004)
«Recent developments in cross-border investment in 
securities», Federal Reserve Bulletin, Vol. 90 (Winter), 
p. 19-31

Borio (C.E.V.) and White (W.R.) (2004)
“Whither monetary and fi nancial stability? The 
implications of evolving policy regimes”, BIS Working 
Papers, No. 147, February

Cecchetti (S.) (2005)
“Why the Federal Reserve must raise interest rates”, 
Financial Times, p. 15, 8 August

Cline (W.R.) (2005)
“The United States as a debtor nation: Risks and policy 
reform”, The Institute of International Finance, 
Inc (IIF), Washington DC

Debelle (G.) (2004)
“Household debt and the macroeconomy” in BIS 
Quarterly Review, March

Dooley (M.), Folkerts-Landau (D.) and Garber (P.)
(2003)
“An essay on the revived Bretton Woods system”, 
NBER Working Papers, No. 9971, Cambridge, MA: 
National Bureau of Economic Research

Dooley (M.), Folkerts-Landau (D.) and Garber (P.)
(2004)
The revived Bretton Woods system: “The effects of 
periphery intervention and reserve management on 
interest rate and exchange rates in center countries”, 
NBER Working Papers, No 10332, Cambridge, MA: 
National Bureau of Economic Research

Erceg (C.J.), Guerrieri (L.) and Gust (C.) (2005)
“Understanding the twin defi cits: New approaches, 
new results”, FRBSF Economic Letter, 2005-16;
22 July

Ferguson (R.) (2005)
“US current account defi cit - causes and consequences”, 
remarks to the Economics Club of the University of 
North Carolina at Chapel Hill, 20 April

Gagnon (J.) Leahy (M.) and Thomas (C.) (2004)
“External adjustment, exchange rates and monetary 
policy”, paper presented at the BIS Autumn 
Economists’ meeting held on 28-29 October in Basel

Galati (G.) and Tsatsaronis (K.) (2003)
“The impact of the euro on Europe’s fi nancial markets”, 
Financial Markets, Institutions & Instruments, 12 (2), 
New York University Salomon Center

Genberg (H.), McCauley (R.), Park (Y.C.) 
and Persaud (A.) (2005)
“Offi cial reserves and currency management in Asia. 
Myth, reality and the future”, Geneva Reports on the 
World Economy

Goldman Sachs (2004a)
“Managing Asia’s FX reserves – Time for a change”, 
GS Financial Workbench, 4 March

Goldman Sachs (2004b)
“Exuberant reserve accumulation”, Global Viewpoint 
Issue No 05/06, 13 April

Goldstein (M.) (2005)
“What might the next emerging-market fi nancial 
crisis look like”, Institute for International Economics 
Working Paper Series 05-7, Washington DC

Greenspan (B.S.) (2005)
“Current account”, remarks at Advancing Enterprise 
2005 conference, London, England, 4 February.

International Monetary Fund (2005)
World Economic Outlook, September

Bibliography



SESSION 2 IMPACT ON THE INTERNATIONAL ALLOCATION OF CAPITAL AND GLOBAL IMBALANCES
William White: “Changes in productivity and competitiveness”

Banque de France • International Symposium: Productivity, competitiveness and globalisation • November 2005 229

Knight (M.) (2005)
“Challenges to fi nancial stability in the current 
global macroeconomic environment”, speech given 
at the International Monetary Fund, Washington DC, 
6 September

Lane (P.R.) and Milesi-Ferretti (G.M.) (2005)
“A global perspective on external positions”, 
NBER Working Paper Series, Cambridge, MA, August

Mann (C.) (2002)
“Perspectives on the US current account defi cit 
and sustainability”, Journal of Economic Perspectives, 
16 (3), p. 131-152

Mann (C.)(2003)
“How long the strong dollar?”, in C.F. Bergsten and
J. Williamson (eds), Dollar Overvaluation and the 
World Economy, Institute for International Economics, 
Washington DC

Mann (C.)(2004)
“The US current account, new economy services, and 
implications for sustainability”, Journal of International 
Economics 12 (2), p. 262-276

McCauley (R.) (2005)
“Distinguishing global dollar reserves from offi cial 
holdings in the United States”, BIS Quarterly Review, 
September, p. 57-72

Mikuni (A.) and Taggart Murphy (R.) (2002)
“Japan’s policy trap”, Brookings Institution Press, 
Washington DC

Mussa (M.) (2004)
“Exchange rate adjustments needed to reduce 
global payments imbalances”, Mimeo, Institute for 
International Economics, Washington DC

Mussa (M.)(2005)
“Sustaining global growth while reducing external 
imbalances” in “The United States and the world 
economy: Foreign economic policy for the next decade”, 
Institute for International Economics, Washington DC

Obstfeld (M.) (2004)
“External adjustment”, Bernhard Harms Lecture 
delivered at the Kiel Institute for World Economics, 
27 August

Obstfeld (M.) and Rogoff (K.) (2004)
“The unsustainable US current account position 
revisited”, paper prepared for NBER conference on 
“G7 Current account imbalances: sustainability and 
adjustment”, July

OECD (1988)
“Why economic policies change course. Eleven case 
studies”, Economics and Statistics Department

OECD (2005)
“China”, OECD Economic Surveys, Paris

OECD (2005)
“Annual review of the United States”, ECO/EDRC 
(2005) 18, Paris

Roubini (N.) and Setser (B.) (2005)
“Will the Bretton Woods 2 regime unravel soon? The 
risk of a hard landing in 2005-2006”, paper presented 
at the Symposium on the “Revived Bretton Woods System:
A new paradigm for Asian development?”, San Francisco, 
4 February

Tissot (B.) and Skoczylas (L.) (2005)
“Revisiting recent productivity increases across 
OECD countries”, BIS Working Papers No 182, October

Truman (E.M.) (2005)
“Postponing global adjustment: An analysis of the 
pending adjustment of global imbalances”, paper 
presented at the 15th Annual Hyman P Minsky 
Conference

White (W), Galati (G.) and Tsatsaronis (K.) (2002)
“The euro in international fi nancial markets: where 
do we stand?”, in “The Euro 50 Group roundtable: 
Euro in the international arena”, Central Banking 
Publications and The Euro 50 Group, p. 39-51, 
November, Washington DC



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

SESSION 2 IMPACT ON THE INTERNATIONAL ALLOCATION OF CAPITAL AND GLOBAL IMBALANCES
Patrick Artus

Patrick ARTUS
Chief economist
Ixis Corporate & Investment Bank (Caisse d’épargne Group)

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
(USD billions per year)
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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 
and savings rate
(as % of GDP)
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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. 

Chart 3
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Chart 4
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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
Exchange rates International foreign exchange reserves
(Currencies per US dollar; Index: January 2000=100) (USD billions)
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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 



SESSION 2 IMPACT ON THE INTERNATIONAL ALLOCATION OF CAPITAL AND GLOBAL IMBALANCES
Guillermo Ortiz

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

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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