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The causes of the external defi cit of the United States, 
and the growing external surpluses in other 
countries, notably China, are well known. They are 
found in both the United States and in the countries 
with surpluses:

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

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

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

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

What arguments do the partisans of such ideas 
propound?

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

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

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

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

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

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

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

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

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

This argument is unconvincing: 

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

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

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

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

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

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

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

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

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

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

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

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

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

  Estimations by IXIS CIB.
Sources: OECD, IMF

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

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

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

The intermediation argument is hard to defend: 

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

• it includes as many corporate securities as assets do.

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

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

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

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

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

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

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

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

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

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

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

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

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

Chart 8b  United States: Exports, imports
and trade balance
(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. 



SESSION 2 IMPACT ON THE INTERNATIONAL ALLOCATION OF CAPITAL AND GLOBAL IMBALANCES
Leszek Balcerowicz

Banque de France • International Symposium: Productivity, competitiveness and globalisation • November 2005 241

Goldstein (M.) (2004)
“China and the renminbi exchange rate” in
C.F. Bergsten and J. Williamson, editors “Dollar 
adjustment. How far? Against what”, Institute for 
International Economics

International Monetary Fund (2005)
“World Economic Outlook”, Washington

Macfarlane (I.J.) (2005)
“What are the global imbalances”, Reserve Bank
of Australia

Bibliography



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

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

Guillermo ORTIZ
Governor
Banco de México

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
Real exchange rates Nominal 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 
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domestic investment, but they are still insuffi cient. 
The process of fi scal consolidation in the US is subject 
to uncertainties, which in fact have increased as a 
result of the recent natural disasters in the Gulf of 
Mexico. On exchange rate fl exibility in Asia, we 
saw some initial steps with the announcement of 
a managed currency fl oat in China, but little actual 

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

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

One of Alan Greenspan’s greatest contributions has been to emphasize the role of the policymaker as a risk manager. It would 
seem that on this issue the risk of being wrong on the upside and on the downside are not evenly balanced at this stage and 
that, by pursuing our current course of action, we may be contributing to a build-up of imbalances that may severely weaken 
growth prospects down the road.
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