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Good afternoon. I would like to thank the Banque de 
France for inviting me to this important symposium. 
The subject of this afternoon’s fi rst session is 
economic adjustment and policy responses, and, 
if I may paraphrase, our speakers are asked to 
answer the questions, “what form could private 
sector adjustment of global imbalances take?”, and 
“what role should economic policies play to bring 
about an orderly rather than damaging adjustment?” 
I will for the most part leave these questions to 
our distinguished speakers, but let me give my 
perspective on them briefl y.

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

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

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

The main risk is that there will be a much more 
abrupt and disorderly adjustment –a sudden 
decline in demand for US assets, which produces 
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a substantial decline in the value of those assets, 
and of the US dollar, and a signifi cant increase in
US interest rates. The impact of such an adjustment 
would be felt not just in the United States, but
by exporters in other countries who sell to the US, and 
by emerging-market borrowers who would experience 
higher interest rates. Such an adjustment would 
usher in a period of dangerous instability in fi nancial 
markets and in the global economic environment.

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

The International Monetary Fund (IMF) was born out 
of a painful lesson: the catastrophe of the 1930s in the 
world economy. The lesson of that dreadful decade 
was that fi nancial and economic crises, payments 
imbalances, and exchange rates are international 
issues, and that attempts by governments to fi nd 
national rather than international solutions to 
their economic problems can not only beggar their 
neighbors but also beggar their own people. And 
it is no coincidence that economic depression in 
the inter-war period both fed and was fueled by 
a resurgence of nationalism. We live today in an 
internationally integrated, globalized world, but we 
are not immune from nationalism. You can see it 
in some of the debates over the European Union 
constitution. You can hear it in the protectionist 
rhetoric in the United States Congress. And we can 
only imagine the pressures on those in China who 
advocate an internationalist approach to economic 
policy. Moreover, the insecurity that many people 
feel about the effects of globalization makes them 
more vulnerable to nationalist sentiment. This is one 
of the reasons that I want to focus the work of the 
IMF on helping our members maximize the benefi ts 
and minimize the risks of economic and fi nancial 
globalization. It also adds urgency to the task
of dealing with global imbalances.



SESSION 3 ECONOMIC ADJUSTMENT AND POLICY RESPONSES
Rodrigo de Rato Y Figaredo

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

As to the measures that governments should 
take, the IMF view, endorsed by our members, is 
clear. In Europe, governments need to articulate 
comprehensive, growth-oriented strategies that 
address unemployment and aging, by reducing the 
rigidities prevailing in labor, product, and service 
markets. Emerging Asia needs greater exchange 
rate fl exibility and measures to encourage higher 
investment in some countries and better investment 
in others. Those oil-producing countries whose 
fi scal and macroeconomic frameworks are strong 
can help reduce global imbalances by increasing 
productive spending in priority areas. And the 
United States needs to reduce its fi scal defi cit, 
including –on the basis of almost any realistic 
appraisal– by taking actions on the revenue side, 
particularly by broadening the tax base. 

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

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

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

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

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

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

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

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

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

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

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

1| Some stylised facts 
on current account imbalances

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

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

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

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

2| The role of macroeconomic 
policies

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

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

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

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

1 The defi nition of net savings used here excludes the consumption of fi xed capital.



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

SESSION 3 ECONOMIC ADJUSTMENT AND POLICY RESPONSES
Otmar Issing: “Addressing global imbalances: The role of macroeconomic policy”

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

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

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

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

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

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

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

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

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

2|2 The role of fi scal policy

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

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

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

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

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

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

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

Empirical contributions
Study Sample and methodology Result (a)

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

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

0.33 for the United States

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

0.14 (Canada) to 0.60 (United States)

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

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

1 or 0 (depending on methodology)

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

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

0

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

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

0.13 to 0.34 (depending on specifi cation)

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

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

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

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

0.08 to 0.33 (depending on specifi cation)

Theoretical contributions with simulations

Baxter, 1995 RBC 0.5

Kollman, 1998 RBC 0

Erceg, Guerrieri and Gust, 2005 DSGE 0.2

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

1987 2003

Share of
total US trade

Share of
US trade defi cit

Share of
total US trade

Share of
US trade defi cit

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

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

Mexico 5.2 3.4 11.7 7.3

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

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

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

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

Source: IMF Direction of Trade Statistics.

Chart 8  Selected Asian exchange rate developments 
(index January 2004 = 100)
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63% in 1987 to 50% in 2004. The reason for this is 
the fact that Asian countries have increasingly been 
outsourcing manufacturing exports to China. Thus, 
over half of China’s total exports currently involve 
the fi nal assembly of products using intermediate 
inputs imported from other countries, chiefl y other 
Asian countries. This explains why China’s rising 
trade surplus with the United States has been partly 
offset by China’s trade defi cits with other Asian 
countries. The high import content of China’s exports 
and the country’s competitive advantage in terms of 
labour costs are both likely to considerably reduce 
the impact on China’s exports of any appreciation 
of the renminbi, provided that other Asian countries 
do not follow China in revaluing their currencies. 
In fact, during the period 1999-2002 China’s total 
exports rose by 37%, despite a 7% real effective 
appreciation in its currency.

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

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

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

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

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

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

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

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

5| Implications for the likely 
adjustment process

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

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

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

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

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

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

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

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

The savings glut hypothesis

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

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

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

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

Who is going to drive global growth?

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

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

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

Chinese exchange rate system

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

It is frequently argued that, because Asia accounts for 
the largest share of the US defi cit, this region should 
bear most of the exchange rate adjustment. However, 
such bilateral approach to bilateral exchange rate 

Chart 2  Gross saving in 2004
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Chart 3  Share in total exports, 
correcting for intra-area trade
(% of total exports)
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adjustments is incorrect. Let us suppose that China 
runs a USD 110 surplus with the United States, 
but a USD 50 defi cit with South East Asia (other 
than China or Japan) while South East Asia enjoys 
a USD 70 surplus against the United States. Further, 
let us assume that the total defi cit of the United States 
is USD 180. Hence, China accounts for 60% of 
US defi cit, and South East Asia for the remaining 
40%. Following the bilateral approach centred on 
the US defi cit, the renminbi should appreciate 
50% more than South East Asian currencies. This 
means that the renminbi should appreciate against
South East Asian currencies. This is inconsistent with 
the bilateral defi cit of China with South East Asia.

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

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

United 
States

China World

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

Source: CEPII – Chelem

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

To conclude, Herbert Stein (a former chairman of the Council of Economic Advisers) is well known for his famous quote:
“If something is unsustainable, it will end.” Slightly less well known is an addendum by the MIT economist,
Rudiger Dornbusch. Dornbusch used to warn his students that something unsustainable can last much longer than anyone 
thinks, but once it ends, it can unravel much faster than anyone expects. If adjustments to global imbalances do not occur 
soon, there is a good chance that they will unwind much faster than people expect. Therefore, policymakers will hopefully 
listen to the key themes in Issing’s paper. Now is the time to act, and action should be taken by all major regions in the 
world. If this does not occur, the unwinding of existing global imbalances may not just occur more quickly than people 
expect, but the process is more likely to be disorderly and imply greater adjustment costs for the global economy.
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It is an honour for me to take part in this remarkable 
conference. I would like to thank the organisers for 
inviting me and, in particular, I would like to thank 
my colleagues for making extremely useful remarks 
and suggestions concerning China throughout the 
conference.

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

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

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

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

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

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

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

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