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Roger FERGUSON
Vice Chairman

Board of Governors of the Federal Reserve System

Let me introduce the next panel by using an outline 
from my old days in the private sector. At McKinsey, 
we used to organise the discussions around the 
following topics: the situation, the complication, and 
then the solution. 

As for the situation, a “Paris Consensus” seems to 
have emerged. We all recognise that the global 
imbalances are unsustainable in the literal sense of 
the word and that they will not go on forever. There is 
no fi nal agreement on the causes of these imbalances, 
but a number of candidates have emerged –such 
as productivity differentials across economies and 
relative growth rates– and I think that all of us can fi nd 
some comfort in one of those explanations.  Finally, 
part of the “Paris Consensus” is that the possibility 
of the global imbalances unwinding in an orderly 
way has not been discounted, but yet a concern that 
the unwinding might be disorderly, a so-called hard 
landing in the ways that we have all talked about, is 
clear among those in this room. 

I would like to add a bit to the “Paris Consensus” 
and, at the same time, highlight some work done 
by colleagues at the Federal Reserve. In a recent 
paper entitled «Currency crashes and bond yields 
in industrial countries», Joseph Gagnon examined 
twenty-six incidents of currency crashes across the 
globe in the past twenty years. He found that, since 
1985, these so-called currency crashes have actually 
not been terribly disruptive; they have not led to a 
dramatic increase in interest rates, for example, or 
to a dramatic deceleration of growth in industrial 
economies. Another paper by Federal Reserve 
economists is “Financial market developments and 
economic activity during current account adjustments 
in industrial economies”. The authors, Hilary Croke, 
Steven B. Kamin, and Sylvain Leduc, found little 
evidence that shrinking current account defi cits, 
at least in industrial countries, are accompanied by 
sharply weaker currencies and recessions. Hence, 
some reasons for cautious optimism can be found in 
such work by Fed staff members.

So that is the situation, the “Paris Consensus”, as I see 
it. The complication is in the topic that we want to 

discuss now. As Christian Noyer said at the opening, 
these conversations need to consider the question 
of fi nancial stability. The fi rst complicating factor is 
that during this recent period of great productivity 
and globalisation, we have seen fi nancial instability 
crises, such as occurred in 1997 and 1998, arising 
from the emerging-market economies. Those crises 
indicated that rapid movements of capital, which 
have been helpful to the United States, could be 
detrimental to economies with weak policy or 
institutional frameworks. The instabilities emanating 
from the emerging markets in turn created the
risk of a negative impact on the United States. 
We have also seen the more surprising story of 
Japan, to which I think Otmar Issing alluded, which 
illustrates the possibility of instability arising in an 
industrial economy. 

The second complication in this world of globalisation 
and high productivity is that the institutional backdrop 
has become more complex over the past twenty 
years. One example is the hedge fund industry, which 
was earlier alluded to with the mention of LTCM 
–Long-Term Capital Management–. We now have a 
hedge fund industry that is about one trillion dollars 
in size. To some people, this industry is relatively 
opaque; others have greater confi dence in it but still 
fi nd it to be large. According to hedge fund industry 
data, about 8,500 funds exist right now. The average 
size of a hedge fund is about USD 120 million, which 
is the size of a small to medium-sized bank in the 
United States. Therefore, no single hedge fund is 
likely to be systemically important. But even a 
fragmented industry has risks of “herding” behaviours 
and of high correlations across members’ strategies. 
Also, even though the average hedge fund is not 
large, the concentration of assets in the industry is 
another complexity. Clearly, institutional changes 
are an issue.

A third complexity is that the risk bearers of last 
resort fall into two categories. The fi rst ones are 
institutional, in the form of insurers or re-insurers. 
The re-insurers, like hedge funds, may be a bit 
opaque to some in the public sector. The number 
of re-insurers is small, and the institutions are
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well-regulated, but the composition of their balance 
sheets and their risk exposures are, for many 
observers, not clear. The other shock absorber of last 
resort is the household sector. There is some concern, 
expressed by some people in this room, about the 
leverage that exists on households’ balance sheets 
and the degree to which households are relying on 
accommodative interest rates.

The fourth complexity, as we consider these global 
imbalances and their possible unwinding, is that 
a number of new products have emerged over the 
past twenty years. The credit default swap market 
has become signifi cant as a way to transfer risk to 
the balance sheets of those who think they can best 

bear that risk. This development must be considered 
to be positive. However, some observers have 
expressed concern that many of these new products 
have not been tested during severe stress. The credit 
default market was tested in the United States when 
General Motors and Ford were downgraded. The 
market worked well, but as a test the downgrade 
was limited. More-exotic products have also 
emerged during the past few years –for example,
interest-only mortgages, negative amortisation 
mortgages, and option adjustable rate mortgages. 
These products have not been tested under the kind 
of rapid changes in macroeconomic circumstances 
and of interest rates that could follow from a rapid 
adjustment of the imbalances.

These considerations all lead to this important and distinguished panel. I would put before them just three questions. First,
in general, can the current policies, or others that we can reasonably implement, increase both macroeconomic and fi nancial 
stability? Second, as a result of institutional and policy changes since the late 1990’s, are the emerging economies better 
positioned than they were to withstand whatever changes may occur as part of the inevitable adjustment of these various 
imbalances? My third question has two parts: Have the risk-management skills of these newer institutions and their counterparties 
evolved suffi ciently, and are the institutions prepared to deal with the adjustments that are likely to be a part of the unwinding
of various imbalances we have discussed?

We have an excellent panel to look at the issues discussed today and perhaps answer these questions. From the industrial 
economies we have Governor Dodge from the Bank of Canada and Governor Fukui from the Bank of Japan. From the emerging 
economies, we have two distinguished policymakers as well: Y.V. Reddy from the Reserve Bank of India and Zeti Akhtar Aziz 
from Bank Negara Malaysia. Finally, Jacob Frenkel in the recent past was a distinguished policymaker and is the current chair 
of the Group of Thirty, which brings together policymakers and individuals from the private sector. So I would hope that he can 
give us a little bit of both perspectives.
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David DODGE
Governor
Bank of Canada

Thank you, Mr. Chairman. My remarks today will 
focus on how countries and economies can best 
weather economic shocks and imbalances, and seize 
the opportunities that globalization brings.

As globalization intensifi es, more and more regions 
are realizing the benefi ts of open trade and capital 
account liberalization. But with increased globalization 
also comes increased exposure to shocks originating 
outside each country’s borders. Open economies 
will always be buffeted by shocks from abroad. But 
increased globalization of the fi nancial system also 
means that imbalances can build and persist for 
long periods. Provided that market mechanisms 
are allowed to work, these imbalances will be
self-correcting over time. However, when policies 
are followed that prevent market mechanisms from 
bringing about a smooth adjustment, the risk of a 
disorderly correction grows.

Experience has taught us that in this environment 
where shocks are common and where imbalances 
may build, the key to surviving –and thriving– is to be 
fl exible. And fl exibility comes from markets that work. 
Our domestic markets for goods, services, labour, 
and capital all need to allocate resources effi ciently.
We need to establish frameworks that let our markets 
and our economies function as effi ciently as possible. 
In this way, we can increase living standards over 
time for citizens in all countries.

Of course, it is easy for us as economists and central 
bankers to say this. But it is much less easy to build 
the political consensus that lets governments put 
in place and maintain the policies that give our 
economies the fl exibility to adjust. Part of our job as 
central bankers is to provide the analysis that helps 
to achieve that consensus.

Let me briefl y outline what I believe are the fi ve 
critical elements that create an environment of 
economic fl exibility.

Monetary policy

The fi rst critical element is monetary policy. 
Experience around the world has taught us that the 

best contribution that monetary policy can make to 
the fl exibility and enduring health of an economy 
is to anchor long-term infl ation expectations. 
In Canada, we target infl ation at the 2 per cent 
midpoint of a 1 to 3 per cent range –a system that 
we believe has been effective as a macroeconomic 
stabilizer. But whether or not a central bank
adopts explicit infl ation targets, keeping infl ation 
low is the best means that we have as central 
bankers to facilitate sustainable growth in output 
and employment.

Flexible exchange rates

A second critical element of fl exibility, and an 
important part of any monetary policy approach, is 
the exchange rate regime chosen. For Canada, since 
our focus is on a target for domestic infl ation, this, of 
necessity, means a fl oating exchange rate –a regime 
with which we have had more experience than almost 
any other country. Our fl oating exchange rate acts as 
a shock absorber, sending important price signals to 
businesses and consumers, and helping our economy 
adjust to swings in world demand and prices. 
Of course, real exchange rates will always adjust to 
refl ect changing economic circumstances. But having 
this adjustment take place through movements in the 
nominal exchange rate is quicker and less painful than 
through general infl ation or defl ation. That is why 
efforts by some countries to slow or prevent required 
adjustments in their economy by pegging exchange 
rates may, in the end, be counterproductive.

Fiscal policy

The third element of macroeconomic policy that 
is important for promoting sustained growth and 
fl exibility is prudent fi scal policy. While needs will 
vary depending on circumstances, government 
budgets should be sustainable, with a view to 
achieving longer-run budget balance. Persistent 
defi cits undermine confi dence in the ability of 
governments to meet their obligations. They
increase borrowing costs, and can place undue strain 
on the fi nancial sector that may be forced to fi nance 
these defi cits.
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In a few economies, there may be room for fi scal 
policy to become more stimulative in order to boost 
investment and demand. Some emerging-market
economies in Asia with low public-debt-to-GDP 
ratios have the scope to support demand with
fi scal policy. But in North America, Europe, and 
Japan the scope for fi scal policy to spur demand 
appears to be very limited, given current debt 
levels in most of these countries and the increasing 
demands that aging populations will place on the 
government sector. Unless the ratios of public debt 
to GDP are reduced before the strain of an aging 
population is felt, governments in many countries 
will face the diffi cult task of reducing services or 
raising taxes, or both.

Within the context of prudent fi scal policy, the 
emphasis should be on improving the economic 
infrastructure in a way that can support the production 
capacity of the economy while, at the same time, 
helping to meet rising social needs as the working 
population begins to decline.

Structural policies

This leads me to a fourth element that is critical to 
fl exibility: and that is, appropriate microeconomic 
structural policies, and I stress the word “appropriate.” 
We all need to take steps to improve the fl exibility of 
our labour markets. Long-term demographic trends 
demand, for example, that we fi nd ways to allow older 
workers to remain in the workforce, if they wish to do 
so. The G7 fi nance ministers have been saying these 
things since their meetings in Boca Raton, Florida 
in February 2004, but much remains to be done. For 
some countries, the development of social safety nets, 
such as better public pension and health care plans, 
would be helpful, so that citizens would not feel the 
need to hold excessive precautionary savings.

While we as central bankers recognize the critical 
importance of building effi cient markets for goods, 
services, and labour, the policies to achieve these 
goals are not the purview of central banks. However, 
improving the effi ciency of fi nancial markets does lie 
within our purview, and it is the fi fth critical element 
to promoting fl exibility. So I will conclude with a few 
words on this subject.

Effi cient fi nancial markets

I know that all of us in this room recognize that 
effi cient domestic fi nancial systems can go a 
long way to enhancing an economy’s fl exibility.
Well-functioning markets are critical for the 
appropriate allocation of capital for investment. They 
are equally critical for households, allowing younger 
members of society to borrow against future earnings 
and older individuals to save for their retirement. 
And, of course, effi cient domestic markets interact 
effectively with international markets.

The fi nancial crises of the past decade in
emerging-market economies have taught us that a 
resilient national fi nancial system requires three 
things: a well-developed system of prudential 
regulation; policies that encourage competition between
fi nancial market players; and oversight of market 
conduct that enhances transparency and effi ciency.

Prudential regulation, in its broadest sense, works 
to get banks and other fi nancial institutions to 
recognize, and make provisions for, the risks they 
are taking. It also works at the systemic level, so that 
authorities can gather information, align incentives, 
and take appropriate corrective measures to head off 
threats to systemic stability.

The goal of effective competition policy is to promote 
maximum effi ciency and innovation in fi nancial 
markets. Within the scope of our powers as central 
bankers, it is important that we do what we can to 
enhance competition between institutions –both 
domestic and foreign– in our markets.

Finally, we have learned through bitter experience 
that transparency is a general prerequisite for
well-functioning debt and equity markets. Appropriate 
oversight of market conduct is essential. As central 
bankers, we need to encourage regulators to take 
appropriate –and I emphasize the word “appropriate” 
not “over-zealous”– actions in this regard.

In all cases, the focus should be on continuously 
striving to improve the effi ciency of the fi nancial 
system. This is a challenge that we in Canada also 
face, as we review the structure of our banking system 
and the effi cacy of our capital markets.
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Over the course of this conference, we have heard 
some cogent and useful ideas. Throughout the rest 
of these proceedings, I know we’ll hear more. Some 
of the world’s best economic minds are focused 
on the implications of, and policy responses to, 
globalization.

As we struggle to understand and to adjust to our 
changing world, it is important to remember 

that our past failures are usually the result of our 
inability –or unwillingness– to get the basic rights. 
As Voltaire said, « il faut cultiver notre jardin » with 
sound monetary, fi scal, and structural policies, and 
with well-functioning fi nancial markets. If we get the 
domestic fundamentals right, we all stand a better 
chance of managing sudden swings in capital fl ows 
and the inevitable shocks that will remain a reality 
in our globalized economy.
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Toshihiko FUKUI
Governor
Bank of Japan

There are diverse aspects of globalisation and 
they have important implications for our policies. 
As my contribution, let me start by refl ecting on the 
imbalances under globalisation, from the perspective 
of global savings and investments. I must say that 
the recent focus on this line of thought captures an 
important aspect of what we observe in today’s global 
economy. At the same time, I must caution against 
pushing too far in this direction.

The risk here is to over-emphasize long-term 
economic forces, such as demographics and stages 
of economic development, as drivers of global 
imbalances. This can lead to the argument that
saving-investment imbalances are a given, and 
not readily addressed by policies. Such a fatalistic 
approach is not productive.

I agree that global imbalances refl ect long-term 
economic trends. This, however, only implies that 
there is no quick way out. Precisely because of the 
long-term nature of the problem, we need long-term
policies and commitments. Global imbalances cannot 
continue widening forever. Policies can help to 
reverse the trend, and they can also prevent or at least 
mitigate any acute problems during the transition to 
a more balanced world.

This process is a shared responsibility of the 
international community. As we have repeatedly 
confi rmed, the United States needs to continue her 
efforts to save more and consume less, including 
her efforts to reduce her fi scal defi cits. Europe and 
Japan must step up their efforts in structural reform 
to raise their growth potential. Other areas must play 
their parts as well. Emerging Asia can invest more of 
its savings, now overfl owing into the United States, 
elsewhere. Key policies to this end include unleashing 
market forces through deregulation and liberalization 
and enhancing market infrastructure. Oil producing 
countries must also invest their windfall profi ts for 
their future.

The savings and investments patterns turn our 
attention to the fi nancial fl ows behind the imbalances. 
From the viewpoint of central banks, fi nancial aspects 
of imbalances have signifi cant practical implications. 
We all know that, in the balance of payments 

accounting, any gap in the current account will be 
covered by capital fl ows in one way or another. This 
offsetting process, however, is not instantaneous. 
It involves a large number of often huge and complex 
transactions. At the same time, real economic forces 
interact with fi nancial forces. Causality cuts both 
ways. However, an elaboration on this line of thought 
is beyond the scope of my remarks today. I would just 
note that international capital fl ows are key elements 
in sustaining and amplifying global imbalances.

One rather popular caricature in this regard is 
the fi nancing of the US current account defi cit by 
Asian monetary authorities.  It is often argued that 
the purchase of US Treasuries by Asian monetary 
authorities is the link between the excess supply of 
savings in Asia and the shortage of savings in the 
United States. As a corollary, we often hear concerns 
that the global fi nancial system would wobble, if Asia 
stops buying Treasuries.

The problem with this view is that it only looks at 
the “net” balance of capital fl ows. As a result, it does 
not fully capture the dynamics and potential risks of 
global capital fl ows. We do indeed see large purchases 
of Treasuries by overseas authorities. Nevertheless, 
offi cial buying is only a part of the larger picture.  
What do we see when step back a little and look 
at the broader capital fl ows going in and out of the 
United States?

Private capital fl ows out of the United States to the 
rest of the world have been robust. In fact, they 
have been profi table as well. The rate of return on 
US outward direct investments is twice as large as 
that on inward direct investments. If we also take 
into account benign economic fundamentals of 
emerging market economies, and the general trend 
in “the search for yield”, it is no wonder that we see 
growth in gross investments from the United States 
to the rest of the world, and to emerging economies 
in particular.

Meanwhile, private capital fl ows from Asia to the 
United States have grown signifi cantly, alongside 
offi cial fl ows. These investments into the United States 
are largely securities investments with relatively low 
risks and moderate returns. Looking at this situation, 
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my friend Andrew Crockett once described that 
“Asia is exporting safe capital while importing risky 
capital.” Something must be going on, because Asian 
money is not being invested in seemingly profi table 
Asian ventures.

The combination of dynamic outward and inward 
capital fl ows is a double-edged sword. On the one 
hand, the sheer size of the fl ows makes it easier to 
accommodate and sustain larger global imbalances than 
in the past. This gives us more time to take corrective 
action. On the other hand, there is no guarantee 
that capital fl ows are stable. Private capital fl ows are 
extremely sensitive to shifts in market expectations. 
Financial innovations and the emergence of new
types of investors, such as hedge funds, may be 
exacerbating such tendencies. The larger the fl ow, the 
larger is the impact of its reversal.

This is why we often hear calls for strengthening 
regulations to restrain “speculative” capital 
transactions. Offi cial actions may be warranted 
especially in the case of emerging economies, where 
fi nancial systems are not as resilient as those of 
mature economies. However, we must be careful. 
Regulations effective in preventing speculation may 
also be effective in suffocating markets. At the same 
time, we must consider the possibility of regulations 
causing distortions to arise. As the saying goes, we 
cannot have our cake and eat it too. If we wish to 
pursue and enjoy the benefi ts of increased capital 
fl ows, it seems to me that the only practical option 
we have is to be prepared and face up to any 
undesirable consequences.

As I argued a moment ago, the larger the fl ow of 
capital, the more forgiving is the environment 
for sustaining disequilibrium, such as external 
imbalances, asset price bubbles, and accumulation of 
ineffi cient investments. Capital markets are extremely 
forgiving when things go well. Nevertheless, markets 
are extremely unforgiving when things take a turn 
for the worse. The sudden reversal of large capital 
fl ows might be a low probability event, but damaging 
when it occurs.

In the past, we have experienced a number of such 
episodes, including the one in Asia. One lesson we’ve 
learned is that weaknesses in the economy often lead 

to episodes of fi nancial stress. By themselves, global 
imbalances and capital fl ows can amplify but not trigger 
instability. Instead, the weak links in the economic 
and fi nancial systems are often the creatures of our 
own policy errors. Therefore, conducting credible 
macroeconomic policy is important in stabilizing 
market expectations. In addition, it would be useful 
to conduct economy-wide stress-testing exercises, in 
order to examine potential vulnerabilities and correct 
any errors as soon as possible.

Before concluding my remarks, let me quickly 
highlight crucial conjunctural policy challenges for 
both the defi cit and surplus economies. As I noted at 
the beginning, the international community shares 
the responsibility for rebalancing the global economy. 
We must do it without inadvertently triggering 
destructive fi nancial fl ows.

One of the key issues is the development of
long-term interest rates in the United States. Indeed, 
the low level of long-term interest rates in the 
United States is the underpinning factor to sustain 
imbalances without causing instability in the global 
fi nancial markets. This is the situation epitomized 
as “stable disequilibrium”. There are various factors 
affecting interest rate dynamics as the debate on 
conundrum indicates. In my view, however, infl ation 
expectations are the most important determinants 
of such dynamics. A sharp rise in long-term interest 
rates triggered by rising infl ation expectations could 
send the global fi nancial system into a tailspin. 
For the United States, therefore, the increasingly 
important challenge is containing infl ation 
expectations and preventing interest rate volatility, 
in order to maintain an environment facilitating the 
orderly adjustment of imbalances.

To be fair, authorities in Asia and other emerging 
economies also need to consider investor sentiment. 
In order to anchor market expectations, structural 
policies are crucial, in addition to credible 
macroeconomic policies. Authorities should recognize 
that structural problems of the economy are always 
under market scrutiny and could trigger turbulence 
in capital fl ows at any time. The authorities need 
to continue their efforts for reform. Only then can 
they safely reverse the fl ows of excess savings and 
accelerate domestic investment and consumption.
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It is my honour to be here to discuss the issues relating 
to global imbalances, capital flows and financial 
stability. I would like to take this opportunity to thank 
Banque de France for the invitation to participate 
in this International Symposium on “Productivity, 
competitiveness and globalisation”. Globalisation is not 
a new phenomenon, but over time, we have seen the 
form and nature of the globalisation process change 
significantly. The initial waves of globalisation in the 
form of cross-border trade and investment flows have 
been followed by the globalisation of corporations 
and, in the recent decade, by the globalisation in 
financial flows. Globalisation is no longer confined 
to trade and direct investment but includes the free 
flow of capital across borders. This trend has brought 
with it new risks, with significant implications even 
for the most developed economies.

While the current global imbalances have prevailed 
for some years, it is the increased risks that have 
emerged in the more recent environment both in the 
domestic and global economy, which have caused 
it to become an issue of greater concern. Firstly, 
there has been a build up of internal imbalances 
in several of the important economies. The low 
interest rate environment has led to increased levels 
of risk taking. This has manifested itself in terms 
of increased household debt, high fiscal deficits 
and rising asset prices. Secondly, these trends 
have been compounded by higher-than-expected 
energy prices. This has not only exerted additional 
inflationary pressures but also contributed to a 
worsening of the current account deficits of the 
oil-importing economies. This has prompted monetary 
tightening. It can be expected that this will result 
in a further build up of financial inflows as interest 
rate differentials between the United States and other 
parts of the world widen further. It is the combined 
effects of these emerging trends that heighten the 
risks to international financial stability. The challenge 
before us is to bring about a global adjustment without 
threatening the stability of the international financial 
system. This challenge has, however, been made all 
the more difficult in the current macroeconomic 
environment of high energy prices, rising interest 
rates and the increased potential build up of financial 
flows that have occurred in this environment.

The solution to the problem presented by the global 
imbalances is already known to the international 
community. There are essentially three channels of 
adjustment: aggregate demand, prices and exchange 
rates. While there may not be a consensus on the 
respective roles that aggregate demand, prices and 
exchange rates have in this process, as well as on 
the extent of the individual responsibility of the 
respective members in the international community 
in absorbing the burden of adjustment, the accepted 
common goal is for the adjustment to be orderly and 
for its costs to be minimised.

Previously, when trade flows dominated in the 
globalisation process, the adjustments to imbalances 
were generally gradual. While the impact of 
trade-related shocks on the domestic economies also 
involved costs, there was also greater predictability 
of the direction of the economic conditions, 
therefore providing the basis on which appropriate 
policy responses were implemented to manage and 
facilitate the economic adjustment. In contrast, 
the international environment now is dominated 
by financial flows that are unconstrained by any 
regulatory framework.

Indeed, such highly volatile capital flows have become 
a permanent feature of the international financial 
system. Restoring calm in the financial markets is no 
longer just a challenge being encountered by small 
emerging economies but a challenge faced by the 
larger economies. In the event that adjustments to 
the global imbalances are unexpected or disorderly, 
the volatility of capital flows can be expected to 
exacerbate the effects on the global economy.

The East Asian financial crisis demonstrated that, 
under certain conditions, currency and financial 
markets do not stabilise themselves. For almost 
two years, the East Asian crisis was an experience 
that was unprecedented in the global financial 
system. Abrupt and dramatic waves of adjustments 
in exchange rates and asset prices occurred over the 
2-year period. This finally resulted in a major 
economic contraction. It has already been 
mentioned in the earlier sessions that extreme 
overadjustments may occur when reversals take 

ZETI Akhtar Aziz
Governor
Bank Negara Malaysia
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place. Such adjustments in the fi nancial markets 
in turn result in disruptions and dislocations in the 
fi nancial system and the economy.

Financial markets are expected to have a
self-equilibrating capacity. In the event of disruption, 
the fi nancial system should have an inherent ability to 
respond so that equilibrium will be restored. However, 
in an unstable environment, the experience has been 
otherwise. Indeed, the opposite occurs –resulting 
in a shift away from equilibrium with a speed and 
force that is generally overwhelming. In managing 
reversals, the vulnerability of disorderly adjustments 
are heightened, particularly when there has been 
considerable build up of internal imbalances. There 
is therefore no short-term solution. Adjustments 
essentially need to occur through some combination 
of shifts in demand, prices and exchange rates.

I am optimistic of Asia’s potential role in contributing 
to the global adjustment process. The greater Asian 
region accounts for more than half of the world’s 
population and more than 25% of the world economy. 
Growth for the region as whole is forecast to be one 
and a half times higher than the global average. 
Previously, the high economic performance in Asia 
was driven by the export orientation and investment  
–driven growth. In the recent decade, greater focus 
has been accorded to domestic sources of growth. 
Increased emphasis has been placed on promoting 
the role of consumption demand. Being a high savings 
region, there is potential to reduce the rate of savings 
without increasing risks to the economy. Private 
consumption as a percentage of domestic demand 
has risen from 77% in 1995 to about 85% currently. 
This is expected to reach 90% a decade from now. 
This trend is being reinforced by the intensifi cation of 
intra-regional trade. Intra-regional trade has increased 
signifi cantly in the recent fi ve years and now accounts 
for one-third of the region’s total trade. For Malaysia, 
where I come from, 60% of our trade is with the Asian 
region. Cumulatively, the domestic market in Asia 
is growing in signifi cance, with mutually reinforcing 
effects on the regional economies. With incomes 
continuing to rise, this rebalancing of global growth 
has potential to contribute to the adjustment of the 
global imbalances.

On the fi nancial front, there has also been a trend 
towards greater intra-Asian investment fl ows in 
the region. These investments are in the form of 
both direct investment and portfolio capital fl ows, 

resulting in some reinvestment of the surplus funds 
back into the region. The recent establishment of the 
Asian Bond Funds and initiatives to develop regional 
capital markets are also to reinforce this trend toward 
recycling the regional savings to fi nance productive 
activity within the region. A further phenomenon is 
the accelerated development of domestic fi nancial 
markets in the Asian region, in particular the 
domestic capital markets. In Malaysia, fi nancing by 
the capital market was previously negligible, but now 
represents 80% of GDP. Efforts at both the national 
and regional levels to develop the depth, liquidity and 
infrastructure of the individual capital markets are 
now beginning to yield positive results. To promote 
the demand for investment in capital markets, 
members of the Executives’ Meeting of East Asia 
and Pacifi c Central Banks (EMEAP) have played a 
catalytic role, by pooling reserves of USD 1 billion in 
the Asian Bond Fund in 2003, to invest in US dollar 
denominated sovereigns and quasi-sovereign bonds 
of Asian countries. More recently, EMEAP members 
have again pooled USD 2 billion as “seed-capital” for 
the Asian Bond Fund 2 (ABD 2) in December 2004.

Overall, the Asian region is also now better 
positioned to manage fi nancial shocks. Sources of 
growth have been more balanced between external 
and domestic demand, reinforced by strengthened 
macroeconomic fundamentals. Financial reforms 
undertaken, especially since the crisis, together with 
stronger regulatory and supervisory frameworks 
and accelerated fi nancial market development 
have strengthened the effectiveness and resilience 
of the domestic fi nancial system. The more 
diversifi ed fi nancial sector is also more responsive 
to the changing economic structures of the regional 
economies. External reserves positions are now 
stronger and exchange rates are more fl exible. At 
the regional level, there is also greater regional 
cooperation including in joint efforts toward 
increased surveillance and the promotion of stronger 
intra-regional trade and investment fl ows. All these 
developments have contributed to intensify regional 
economic and fi nancial integration in Asia.

An important lesson of the East Asian fi nancial crisis 
is that liberalisation of the capital account should 
only take place when the institutional arrangements 
and appropriate regulatory and legal framework are 
in place not only to derive the maximum benefi t 
from globalisation, but also to be better positioned to 
manage the increased vulnerabilities associated with 
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the increased participation in the globalisation process. 
These pre-conditions also need to be reinforced by 
capacity building, and strengthening of the domestic 
fi nancial infrastructure. Equally important is having 
in place a surveillance mechanism to monitor and 
understand developments, both at the sovereign 
and corporate levels, so that appropriate prevention 
and containment strategies can be pre-emptively 
adopted. Indeed, there has to be risk management at 
the national level. Country authorities also need to 
have at their disposal adequate policy instruments to 
respond pre-emptively to developments.

The adjustments in the Asian economies in terms 
of stronger domestic demand, rising prices and 
appreciating currencies will likely occur gradually. 
Such gradual adjustments are to avoid triggering 
economic dislocations and fi nancial instability. 
While it has been suggested by earlier speakers that 
exchange rate adjustments would provide a more 
rapid solution to the global imbalances, this does 
not take into account the dynamics of the foreign 
exchange markets. There is no guarantee that such 
adjustments will occur in an orderly manner and 
that it would result in an effi cient allocation of 
resources across borders. Adjustments in aggregate 
demand are already taking place and have the 
potential to contribute to a rebalancing of global 

growth. As domestic demand increased, the rate of 
savings has correspondingly been declining. There 
is also an increase in home-bias through increased 
intra-regional investment. There is still the concern, 
however, that while these structural adjustments 
are taking place, specifi c events or developments 
may in the transition period trigger instability in the 
international fi nancial markets.

An issue that is frequently raised is the sustainability 
of the fi nancing of the current account defi cit, in 
particular in the United States. It has been maintained 
that Asia as a region that has surplus savings, and 
more recently, the Middle East, have reinvested these 
funds in the industrial economies, particularly to the 
United States. The concern is if this trend should 
reverse. Any shifts in demand for dollar-denominated 
assets would depend on the potential for alternative 
investments and any shifts in risk appetite and the 
potential for higher returns. A distinction also needs 
to be made on the degree to which these factors 
would affect sovereign and private sector demand for 
foreign fi nancial instruments. It should be recognised, 
however, that it is the policies and developments in 
the economies receiving such fi nancial fl ows that 
would be important not only in determining the 
investment climate but also in preserving the stability 
of the fi nancial markets and the economy.

In conclusion, I wish to say something from the perspective of the smaller emerging market economies. The globalisation 
process needs to be managed to the mutual advantage of all nations. This includes having an international fi nancial system 
that is relevant for all the membership in the international community, a system that will allow all economies, both large and 
small, to participate in the globalisation process. While the discussion on global adjustments to address the risks associated 
with the global imbalances has been centred on the larger economies, it needs to be recognised that the impact is signifi cantly 
more pronounced and far-reaching for the smaller economies. In an environment where capital fl ows dominate, size and 
stage of development, in addition to the degree of resilience matters.

We therefore need a system that will allow for a more balanced growth in the global economy. By the very nature of the challenge, 
it is the collective efforts of the international community and the individual economies that can produce such a long-lasting and 
sustainable solution.
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I am thankful to the Banque de France for inviting 
me to the international symposium on “Productivity, 
competitiveness and globalisation” to enable 
me to share my thoughts on fi nancial stability. 
I intend speaking on the possible implications 
of global imbalances for the emerging market 
economies (EMEs) with special focus on India.

Although fast growing economies are generally 
grouped together as EMEs,1 some of their major 
macroeconomic indicators present a wide 
spectrum. While some of the EMEs are running 
large current account surpluses (such as China, 
the Russian Federation, South Korea, Venezuela, 
Malaysia, Taiwan and Brazil), some others are 
running current account defi cits (such as Turkey, 
Hungary, South Africa, Mexico, India and the Czech 
Republic) and their current account balances range 
from a defi cit of USD 20 billion to a surplus of
USD 69 billion. While savings rates for select EMEs 
range from nine per cent to 43 per cent of the GDP, 
in most of the EMEs the rates have increased and 
overtaken those of the industrial countries, with 
particularly high savings rates in China, Malaysia 
and Russia. Likewise, while some of the EMEs have 
fi scal surplus (Russia), several others have fi scal 
defi cit (Turkey, India, the Philippines, Argentina and 
several other EMEs). Also, while some of the EMEs 
such as India are largely domestic-demand driven, 
some other EMEs, particularly in the East Asia 
(Malaysia and the Philippines) are largely dependent 
on exports to sustain their growth and their exports 
of goods and services range from 15 per cent to over 
120 per cent of GDP. It is useful to note that while 
some of the EMEs are net oil exporters, some others 
are net oil importers.

Thus, given the diverse nature, macroeconomic 
conditions and policy regimes of the EMEs, it may be 
diffi cult to treat all of them as contributing to global 
fi nancial imbalances, in the same manner, nor would 
all the EMEs be identically affected by the adjustment 
of global fi nancial imbalances. It may, therefore, be 

somewhat diffi cult to speak about the implications of 
global fi nancial imbalances for the EMEs as a group. 
I would, therefore, focus primarily on India, but the 
analytic framework could perhaps be of some help in 
appreciating the implications for different EMEs. 

It is worthwhile to mention that there are some factors 
which could adversely impact the EMEs as a group, 
though with varying intensity. Global developments, 
particularly those in the world fi nancial markets, have 
the most direct and serious impact on the fi nancing 
conditions in the emerging markets. An abrupt and 
sharp adjustment of the currencies may potentially 
lead to a signifi cant portfolio rebalancing by the 
foreign investors, which could cause sharp changes 
in the long-term yields. This, in turn, could result in 
volatility in the level and cost of capital fl ows with 
direct implications for the EMEs.

Volatility in fi nancial markets could adversely affect 
the EMEs in many ways, and also in a complex and 
interrelated fashion. For convenience of analysis, the 
impact may be classifi ed broadly into:

• the impact on the fi nancing conditions in which 
EMEs operate;

• impairment of the balance sheets of the banking 
sector;

• hampering of the growth prospects in the real sector.

Even within the same EMEs, the impact could vary 
across different entities such as the Government, the 
corporate sector, the households and the fi nancial 
sector, depending upon the country-specifi c and 
institution-specifi c operating environment, the stage 
of development and the degree of integration with and 
exposure to the international fi nancial markets. In 
view of the diversity of the EMEs and the complexity 
of impact of any unpredictable unwinding of global 
imbalances, it is proposed to analyse the possible 
implications, illustratively, with reference to India.

1 There is no single acceptable defi nition of EMEs, although they are commonly referred to as economies with high growth prospects. The IMF in its latest Global Financial Stability 
Report has categorised the following countries as EMEs: Latin America – Argentina, Brazil, Chile Colombia, Mexico, Peru, Venezuela; Asia – China, India, South Korea, Indonesia, Malaysia, 
Pakistan, the Philippines, Taiwan Province of China and Thailand; Europe, Middle East and Africa – Czech Republic, Egypt, Hungary, Israel, Jordon, Morocco, Poland, Russia, South Africa 
and Turkey. Select economic indicators of select EMEs are furnished in the Annex. 



ROUND TABLE WHAT IMPLICATIONS FOR INTERNATIONAL FINANCIAL STABILITY?
Yaga Venugopal Reddy

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

Recent macroeconomic developments in India

There are several noteworthy features of India’s 
recent macroeconomic performance. First, the 
investment climate has improved and industrial and 
service sector activity has picked up. Second, buoyant 
exports have emerged as the driver of demand for a 
broad spectrum of industries. Third, there has been 
a modest attempt at and a commitment to achieve 
fi scal consolidation. Fourth, the trend infl ation has 
declined over the years and infl ation expectations 
stabilised. Fifth, India has been successful in 
managing liquidity against the backdrop of continuing 
capital fl ows. Sixth, India has emerged as a preferred 
destination for foreign investors and received about 
a quarter of the global portfolio fl ows to the EMEs 
in 2004. Seventh, India’s foreign exchange reserves 
are in excess of the total outstanding external debt of 
the country. Eighth, the performance of the corporate 
sector has improved and some corporates are now 
listed on the international stock exchanges. Ninth, 
India’s fi nancial markets have deepened, widened 
and become vibrant over the years with a robust 
institutional framework and market infrastructure in 
place. Tenth, the profi tability and soundness indicators 
of the banking sector have improved. Finally, India 
has been adopting international benchmarks for 
fi nancial standards and best practices with suitable 
adaptations for Indian conditions.

The Indian economy today is characterised by 
an environment of confi dence, positive business 
expectations, a renewal of rule-based fi scal 
consolidation, stable and orderly fi nancial markets 
and institutions and progressive integration with 
the global economy. Real GDP growth for 2005-2006 
(April-March) has been conservatively projected 
at around 7.0 per cent, and more recently, revised 
upwards to a range of 7.0 to 7.5 per cent. Despite 
the sustained strength of export performance, the 
merchandise trade defi cit is expected to be somewhat 
higher in 2005-2006 than in the previous year, mainly 
on account of substantially higher oil prices and 
non-oil import demand for investment. For the year 
as a whole, while invisibles may fi nance a large part 
of the enlarged trade defi cit, the current account 
defi cit is expected to widen during 2005-2006 but to 
remain within acceptable limits that can be fi nanced 
by normal capital fl ows. The headline infl ation 
is expected to lie in the range of 5.0-5.5 per cent. 
Consolidation of Central Government fi nances is 
the goal of fi scal policy at the Centre –the targets 

are: the gross fi scal defi cit (GFD) of 3.0 per cent of 
GDP and the elimination of the revenue defi cit by 
2008-2009. The fi scal position of State Governments 
also continues to undergo slight correction in terms 
of key defi cit indicators.

Against this background, it may be useful to analyse 
the implications of global fi nancial imbalances for 
India in terms of the likely impact on four separate 
balance sheets –of the government, of the Reserve 
Bank of India, of the corporate sector and of the 
banking sector.

Impact on the Government

The Government of India does not raise resources 
from the international capital markets to fi nance the 
fi scal defi cit, though the bilateral and multilateral 
sources do provide moderate amount of foreign 
currency funds. The Government could, therefore, 
be affected indirectly through the spill-over impact 
of external developments on domestic interest 
rates. What is of relevance, inter alia, is the nominal 
international interest rates and domestic interest 
rates, adjusted for infl ation differential. To the extent 
there is a rise in domestic interest rates, there could 
be an increase in the cost of government borrowings 
of the Government. Since most of the outstanding 
debt is at fi xed rates and not on fl oating rates, the 
rise in the borrowing cost will be incremental. 
This situation also provides greater headroom for 
a fl exible monetary policy to adjust policy rates, as 
and when warranted, without any excessive impact 
on the fi scal defi cit.

Impact on the Reserve Bank’s balance sheet

The fi scal position of the Government could also 
be indirectly impacted through the nature of 
management of foreign exchange reserves held by 
the Reserve Bank. Volatility in the foreign exchange 
market exposes foreign exchange reserves to both 
operational and market risks. Depreciation in the 
value of any reserve currency vis-à-vis the domestic 
currency would result in an equivalent decline in the 
value of the reserves held, though the impact may 
be mitigated to some extent through appreciation of 
other currencies in which foreign exchange reserves 
are held. Also, increase in global interest rates would 
entail capital losses on the corresponding assets, 



ROUND TABLE WHAT IMPLICATIONS FOR INTERNATIONAL FINANCIAL STABILITY?
Yaga Venugopal Reddy

Banque de France • International Symposium: Productivity, competitiveness and globalisation • November 2005 291

including fi xed income securities. Valuation and 
capital losses could impact the income of the Reserve 
Bank of India and thus, its surplus transferable to 
the Government which, in turn, would have fi scal 
implications. It is pertinent to mention that the 
Reserve Bank of India, as a matter of prudent practice, 
follows conservative accounting norms whereby the 
valuation gains/losses on foreign exchange reserves 
and gold are not taken to the profi t and loss account, 
but instead, booked under a separate reserve head. 

Impact on the Indian corporates

As a result of deterioration in global fi nancial market 
conditions, spreads on corporate debt might widen 
suddenly due to shift in investor confi dence in the 
global fi nancial markets. Increase in the global interest 
rates may also have impact on other benchmarks 
such as Libor. A sharp rise in yields may entail an 
increase in cost of variable-rate debt contracted by 
the corporates. This, to some extent, could be offset 
if there is a depreciation of the relevant currency and 
consequent decline in the value of the existing debt 
contracted by corporates in that currency. 

Indian corporates as also some of the public sector 
enterprises raise resources from the international 
capital markets. While a part of their external 
commercial borrowings is at variable interest rate, 
a part is at fi xed interest rates. In order to avoid any 
serious impact of changes in the exchange rate on 
the balance sheet of the corporate sector, Reserve 
Bank has been advising banks to regularly monitor 
the unhedged position of the corporates and has also 
been exhorting corporates to hedge their foreign 
exchange exposures. Thus, India’s corporates could 
be affected by the deterioration in the fi nancing 
conditions only to the extent they are not hedged 
either by foreign-currency cash fl ows in the normal 
course of business or through recourse to appropriate 
hedging products. Corporates would, however, be 
affected to the extent interest rates fi rm up in the 
domestic market, depending on their exposure to 
debt relative to other liabilities.

Impact on the Banking sector

Banks in India are dependent mainly on domestic 
deposits, predominantly at fi xed rates, for their 
resource requirements. They would, therefore, 

be impacted signifi cantly only if the adverse 
developments in the international capital markets 
are particularly severe. Banks, in general, also do 
not hold stock of securities in foreign currency. 
Banks in India have, thus, relatively small exposure 
to the foreign exchange market. Their foreign 
currency borrowings are subject to the prudential 
limit of 25 per cent of their Tier I capital and they 
are also required to maintain capital against the net 
open position. Foreign currency borrowings by the
banks are permitted beyond this ceiling, which is 
linked to the net worth, exclusively for the purpose 
of export fi nance.

Like many other emerging market economies, credit 
extended by banks in India has increased sharply in 
recent times. Credit growth, which was earlier seen 
largely in housing and retail loans, has now turned 
quite broad-based with agriculture and industry also 
joining to drive up the credit demand. The credit 
growth in some sectors, specially those related to 
assets which are experiencing price volatilities, is 
being monitored closely.

Banks are allowed to lend to resident exporters in 
foreign currency at internationally competitive 
rates of interest from their foreign currency lines of 
credit as well as out of funds available in exchange 
earners’ foreign currency accounts, resident foreign 
currency accounts and foreign currency non-resident 
(banks) accounts. These loans are intended to fi nance 
domestic and imported inputs for export production. 
Foreign currency loans to exporters are generally 
hedged against credit risk since they are extended for 
bona fi de underlying activity viz., export production. 
They are also usually covered for exchange risk since 
they are denominated in foreign currency. Banks are 
also allowed to extend loans in foreign currency to 
non-resident Indians against their FCNRB –Foreign 
currency non-resident banks– deposits. Funds in 
foreign currency deposits can also be utilized for 
lending to domestic corporates for working capital 
requirements in India, import fi nancing, purchase 
of indigenous machinery, repayment of rupee term 
loans and external commercial borrowings.

Banks have also been extending credit for investment 
in the asset market. Like many other EMEs, asset 
prices in India have also risen sharply in the last 
couple of years. Should there be reversal of capital 
fl ows, asset prices may decline sharply exposing the 
banks’ balance sheets to credit risk. There is a risk 
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that rise in interest rates in general could impact 
housing prices and expose the balance sheet of the 
households to interest rate risk, leading to some loan 
losses for banks. The overall banking sector’s exposure 
to housing loans is relatively small and may not have 
serious systemic implications. Likewise, the equity 
market has also seen a sustained uptrend. Reversal of 
capital fl ows could impact the equity market and some 
of the advances extended for investments in the equity 
market might turn non-performing. Again, Indian 
banks do not have large exposure in the asset market 
though, in the recent past, it has been increasing. 
Decline in asset prices could cause loan losses and 
capital losses, if the decline is signifi cant, though the 
impact on banks’ balance sheets might be muted, given 
their small exposure to the asset market.

The most signifi cant impact on banks’ balance sheet, 
however, could be felt through their investment 
portfolio. Banks in India hold substantial investments 
in Government and other fi xed income securities. 
Such investments amounted to USD 173 billion, 
constituting 35.1 per cent of their total assets as 
on September 16, 2005. To the extent a rise in 
international interest rates impacts the domestic 
interest rates, it would entail marked-to-market losses 
on the investment portfolios.

The banking sector, however, has acquired some 
added strength to absorb such probable shocks, largely 
aided by regulatory actions. Apart from having built 
up a signifi cant capital base refl ected in the capital to
risk-weighted assets ratio (CRAR) for the sector of 
12%, specifi c steps have been taken to meet the 
interest rate risk. First, separate provision for capital 
against market risk has been introduced. Second, a 
gradual building up of Investment Fluctuation Reserve 
up to 5% of the marked-to-market portfolio (out of
tax-free profi ts) by March 2006 has been mandated, 
and several banks have already achieved the target. 
Third, an enabling risk management environment has 
been provided to banks to hedge their risks through 
vanilla derivative instruments. Fourth, Conservative 
accounting norms followed did not allow banks to 
book unrealized gains. Fifth, as a one time measure, 
banks were allowed to transfer securities to HTM, 
after booking the MTM losses against these. Thus, 
banks in India, in general, have the resilience to 
withstand some rise in interest rates.

Impact on the real sector

Readjustment of the currencies would also 
have implications for the real sector. Signifi cant 
readjustment of the currencies and rise in interest 
rates could slow down the global growth. This 
would entail a reduction in export opportunities 
and reduction in investment demand for EMEs, in 
general, many of which depend on export demand 
to sustain their growth. Rise in interest rates, by 
slowing down spending, may have a negative impact 
on the global economic growth. Thus, readjustment 
of the currencies may affect several EMEs in a 
signifi cant way.

The impact of any slowdown on India may be 
assessed with reference to two factors. First, 
India’s economy is largely domestic-demand driven. 
While India’s exports constituted 11.5 per cent of 
GDP, its share in the world trade is only 0.8 per cent. 
Second, India’s exports basket is fairly diversifi ed.

Some concerns arise with regard to the implications 
for employment in case of a slowdown in the exports 
sector, especially with regard to the signifi cant 
specialisation in BPO/IT Enable Services. Rapid job 
growth that absorbs the huge supply of agricultural 
labour into its industrial work force is necessary for 
socio-economic stability in India. Any negative impact 
on employment resulting in substantial decrease of 
real earnings and widening income inequality is 
likely to reduce overall welfare and increase the cost 
of structural adjustments required, especially in the 
absence of meaningful social safety nets. 

Monetary and prudential measures as responses

The outlook for output growth in India has improved 
in the recent months, particularly with the momentum 
gained in manufacturing sector. However, persistence 
of global imbalances and high oil prices with a 
signifi cant permanent component do pose some risks. 
Furthermore, the credit growth has recently been 
extremely strong possibly impacting credit quality, 
while money-supply is over-shooting the anticipated 
trajectory and strong investment demand coupled with 
high oil-prices is turning the current account surplus 
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into a defi cit, though modest and manageable through 
normal capital fl ows. These developments pose new 
challenges to maintaining price and fi nancial stability 
while ensuring momentum in growth. Consequently, 
in the Mid-Term Review of Annual Policy Statement 
for the year 2005-2006, released on October 25, 2005, 
several measures have been announced to contain and 
manage the downside risks.

First, the reverse-repo rate (overnight liquidity 
absorption by Reserve Bank) has been increased by 
25 basis points to 5.25 per cent, keeping the spread 
between reverse repo and repo at 100 basis points. 
The Bank Rate, being the signalling rate for medium 
term, is retained at 6.00 per cent.

Second, rationalization of limits on banks’ exposure 
to capital market has been announced, restricting it 
to 40 per cent of a bank’s net worth while simplifying 
the exemptions and coverage.

Third, the general provisioning requirement for 
standard advances has been enhanced from the present 
level of 0.25 per cent to 0.40 per cent except in regard to 
Banks’ exposures to laggards in credit-growth, namely, 
Agriculture and Small and Medium Industries.

Fourth, a decision had been taken to treat the entire 
balance under Investment Fluctuation Reserve as 
Tier I capital, thus providing some head-room to 
banks to raise Tier II capital in future.

Fifth, revised guidelines are being issued on corporate 
restructuring mechanisms to be followed by banks in 
the light of experience gained.

Sixth, having regard to the recent trends in the 
credit markets, RBI is initiating a supervisory review 
process with select banks having signifi cant exposure 
to some sectors, namely, real estate, highly leveraged 
non-banking fi nancial companies, venture capital 
funds and capital markets. The purpose of such a 
review is to ensure that effective risk mitigants and 
sound internal controls are in place for managing 
such exposures.

Some refl ections

From the above discussion, it is clear that the impact on 
India would depend on the pace and extent of currency 
and current account readjustments, and changes 

in global interest rates. While India by itself hardly 
contributes to global fi nancial imbalances, any large 
and rapid adjustments in major currencies and related 
interest rates or current accounts of trading partners 
could indirectly impact the Indian economy.

From the case of India, it is also clear that
readjustment of the currencies and rise in interest 
rates would impact different EMEs differently.
Despite rise in short-term interest rates,
long-term interest rates, instead of rising, have 
moderated, leading to a further fl attening of the 
global yield curve and narrowing down of credit 
spreads. EMEs have taken advantage of favourable 
fi nancial conditions. During the fi rst half of 2005, 
EMEs focused on operations aimed at meeting 
domestic and external obligations and lengthening 
maturities. However, higher global interest rates 
could contribute to widening of emerging market 
bond spreads, particularly those with high debt 
to GDP ratio. In view of expected deceleration in 
fi nancial conditions, some emerging markets have 
cushioned by advancing their external fi nancing, 
taking advantage of current benign fi nancial market 
conditions. Emerging market economies have, 
however, continued to improve their debt structures 
in an effort towards reducing their vulnerability 
to external shocks. EMEs have carried out active 
liability management operations aimed at meeting 
their fi nancial requirements while minimising the 
cost of debt and its risks. Some countries have taken 
steps to develop their local markets and have reduced 
the amount of foreign currency-linked domestic 
debt, while gradually improving the maturity profi le. 
Some of the EMEs have also reduced the share
of domestic debt indexed to the exchange rate.

Compared to the past crises, the EMEs, in general, 
are now resilient and in a better position to absorb 
a fi nancial shock. They have developed resilience to 
shocks by improving their macroeconomic conditions 
and regulatory frameworks. EMEs have been achieving 
a healthy growth with more or less stable infl ation and 
have reduced their dependence on external demand. 
There has also been an improvement in fi scal positions, 
supported by the development of domestic securities 
markets. The external debt burden has declined and 
the composition of fi nancial fl ows has changed with 
lower reliance on borrowings from international 
banks. Several EMEs have addressed the weaknesses 
that led to the earlier crisis by strengthening 
prudential regulation and supervision more in line 
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with international best practices. Banks’ balance 
sheets have improved and capital ratios have risen. 
Corporate governance practices have also improved. 
To the extent EMEs have introduced fl exibility in 
their exchange rates, their vulnerability to external 
shocks has declined. All these factors have reduced the 
vulnerability of EMEs. Large reserves held by EMEs 
should also enable them to cope with the volatility 
arising out of a sudden shift in market sentiment.

While macroeconomic fundamentals of several EMEs 
are strong, placing them in a relatively better position 
to withstand deterioration in international fi nancing 
conditions, economic performance of some EMEs 
has been found to be less robust. The conditions in 
these economies may get accentuated by adjustment 
of global fi nancial imbalances and high and volatile 
oil prices. A possible volatility in the global fi nancial 
markets emanating from a rise in interest rates could 
magnify and propagate the problems associated with 
less than satisfactory performance in some of the EMEs, 
making them vulnerable to sudden reassessment of 
country risk. Such threats are real as the default rates 
of sub-investment grade borrowers could increase. 
Credit derivatives, which have proliferated in recent 
years and whose pricing has depended on relatively 
untested models and default correlation assumptions, 
may in particular be vulnerable to corrections.

The main challenge for EMEs is to continue to 
take advantage of the current favourable external 
fi nancing conditions and at the same time pursue 
domestic macroeconomic and structural reforms 
necessary for long-term stability. In fact, some EMEs

have well-advanced external fi nancing, in some cases 
even including prefi nancing for 2006.2 EMEs have 
made signifi cant gains in terms of healthy growth, 
stable infl ation, large trade surplus, greater exchange 
rate fl exibility and lower debt burden. While EMEs 
are preparing themselves to face sudden shocks, 
efforts need to be made by all concerned for an 
orderly adjustment of global fi nancial imbalances. 
While co-ordinated policy action would minimise the 
cost of rebalancing, perhaps, a stress testing by all the 
concerned regulators in the EMEs to assess the extent 
of the resilience could be helpful.

The EMEs, despite their diversity, seem to generate 
expectations of high growth and are generally 
characterized by less-than-fully developed markets, 
specially fi nancial markets. Consequently, there are 
signifi cant cross-border capital fl ows, with market 
perception of high risk and high reward in EMEs. It is 
useful to note that implicit in the word “emerging” in 
the very title given to the EMEs as a group, is the notion 
that they are undergoing a rapid change or transition. 
We must recognize that the transition embraces 
demographics, political institutions, social dimensions 
and related attitudes. These all-encompassing 
changes have an in-built potential for uncertainties, 
possibly some volatility, but it gets exacerbated by 
the international capital fl ows, particularly when 
the changes in such fl ows happen to be unrelated to 
domestic fundamentals. In such a situation, managing 
the transition turns out to be a critical challenge
for policy making, and the management requires 
a more diffi cult and dynamic trade off between 
commitment and fl exibility in policy.

2 IMF (2005) : “Global Financial Stability Report”, September

Overall, while added risks –both upside and downside– are inevitable with increasing global fi nancial and economic integration, 
the EMEs may consider strengthening their resilience through not only sound macroeconomic management but also by adopting 
appropriate prudential measures. Over a period, co-ordinated efforts, both at regional as well as global levels, could also help EMEs 
to cushion themselves better against the risks of fi nancial globalisation.
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APPENDIX

Select economic indicators – Select emerging market economies
(USD billion)

Country GDP
(growth
rate)(a)

Infl ation
rate(a)

Trade
balance(b)

Current
account(b)

Foreign
reserves(c)

External
debt(d)

Overall
budget
balance

to GDP(e)

Export
of goods

and services
to GDP(f)

1 2 3 4 5 6 7 8 9

Argentina 10.1 9.7 11.2 2.8 24.4 166.2 -3.3 24.0

Brazil 3.9 6.0 40.1 12.5 54.6 235.4 -1.5(f) 22.5

Chile 6.5 3.0 8.7 0.6 15.8 43.2 -0.3 38.0

China 9.5 1.3 93.1 68.7 711.0 193.6 -1.7(f) 40.2

Colombia 5.3 4.9 1.8 -0.8 14.9 33.0 – 19.1

Czech republic 5.1 1.7 1.3 -4.1 30.2 34.6 – –

Egypt 4.7 4.7 -9.5 4.4 18.5 31.4 – 25.5

Hungary 4.1 3.6 -3.4 -9.2 18.0 45.8 – –

India 7.0 4.1 -34.7 -6.4 133.6 113.5 -4.5(f) 15.4

Indonesia 5.5 8.3 27.8 7.8 31.0 134.4 -1.2 31.3

Israel 4.8 1.6 -7.7 1.3 27.8 – – –

Malaysia 4.1 3.7 23.6 16.7 78.0 49.1 – 121.3

Mexico 3.1 4.0 -9.6 -8.4 66.4 140.0 -0.3(f) 30.1

Peru 4.9 1.2 4.0 0.4 12.8 – -1.8 19.6

Philippines 4.8 7.2 -0.7 2.9 15.3 62.7 -4.0 52.0

Poland 2.8 1.6 -3.3 0.3 39.4 95.2 – 22.6

Russia 6.1 12.4 110.6 69.2 146.0 175.3 4.4(f) 25.6

South Africa 4.5 3.9 -2.3 -8.6 17.2 27.8 -1.0 28.2

South Korea 3.3 2.0 26.0 21.3 206.6 – – –

Taiwan 3.0 3.6 1.7 13.3 254.1 – – –

Thailand 4.4 5.6 -7.3 -2.2 47.3 51.8 -2.8  –

Turkey 4.2 7.9 -38.9 -20.0 42.9 145.7 -19.6 27.0

Venezuela 11.1 14.8 24.7 17.7 23.1 34.9 – 35.7

(a) Percentage change on year ago.
(b) Latest 12 months.
(c) Excluding gold, except Singapore; IMF defi nition.
(d) Relating to 2003.
(e) Relating to 2001.
(f) Relating to 2004.
– =  Not Available.
Note: Indicators are based on latest available data and, therefore, relate to different periods for different countries.

Sources: The Economist, October 1-7, 2005; Global Development Finance, 2005; World Bank (2004): World Development Indicators.



ROUND TABLE WHAT IMPLICATIONS FOR INTERNATIONAL FINANCIAL STABILITY?
Jacob A. Frenkel

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

Jacob A. FRENKEL
Vice-Chairman, AIG
Chairman, Group of Thirty

The theme of this conference has been: “Global 
Imbalances, Financial Stability, and Productivity”. 
Those issues are central to the understanding
of the operation of the international economic
and fi nancial systems. They are extremely timely, 
at the present junction of the world economy. 
Occasional observation of the global economic scene 
over the past twenty years reveals that the very same 
issues have occupied policy makers throughout the 
period but yet the world has undergone fundamental 
changes during the past twenty years and, as a result, 
the implications of imbalances, fi nancial stability, 
and productivity are different today than what they 
were in the past. 

The interdependence among economies refl ects 
the globalisation of the economic scene. Economic 
policies in one country have their impact on 
others. This has been the fundamental raison d’être 
underlying the concept of international policy 
coordination which has gained special prominence 
in the second part of the 1980’s. In 1985, at the Plaza 
Accord, the entire focus of policy coordination was 
refl ected in exchange rate adjustments. The value of 
the dollar was reduced through policy coordination. 
Shortly thereafter at the Louvre Accord in 1987, the 
coordination of economic policies was expended to 
include a broader range of macroeconomic policies 
in particular fi scal policies. The focus at that time 
was on budget defi cits and external imbalances. The 
challenge was how to reduce the large surpluses
of Japan and West Germany, which at the time were 
the “locomotives” of the world economy, while at 
the same time reduce the large defi cits of the US. 
Of course, times have changed. West Germany has 
been unifi ed with East Germany and has slowed down 
signifi cantly while suffering from large budgetary 
burdens, and Japan has gone through the worst 
decade in its modern economic history, suffering 
from a prolonged recession and ever-expanding 
budget defi cits and government debt. 

The world economic system has changed dramatically. 
Capital markets have become much more integrated, 
and various economic crises have been intimately 
linked to the vulnerabilities of fi nancial markets. 
LTCM, Enron, the Asian fi nancial crisis, the Russian 
fi nancial crisis, to mention a few, have all been 

manifestations of the new breed of the international 
fi nancial system refl ecting elements that were not as 
prominent even twenty years ago. 

Not only has the nature of the markets changed, but 
also the main players in the global economic scene. 
Enough is to mention the growing role of Asia and in 
particular the rising prominence of China and India 
in the global scene. Against this background it is 
relevant to note that even though the range of issues 
addressed in this conference and, in particular, the 
challenge posed by the large global imbalances, are 
similar to the issues addressed twenty years ago but, 
that similarity is only apparent. The new nature of 
capital markets makes the challenge at the present 
juncture very different from the one in the past. 

In order to appreciate the nature of the challenge, 
it is enough to recall that the US has been running 
a current account defi cit of about USD 800 billion 
during 2005 which comprises about 6.5% of its GDP. 
That defi cit has been growing steadily during the 
past few years and if it was not for the extraordinary 
appetite of a few central banks in Asia for the 
accumulation of foreign exchange reserves, the 
strains on the world capital markets induced by the 
large defi cit would have been very severe. At the 
present time, China and Japan alone are holding 
about 1.7 trillion US dollars worth of international 
reserves; where China alone has accumulated foreign 
exchange reserve over 400 billion US dollars just in 
the past two years. There is a growing consensus 
that such accumulation is unlikely to continue 
indefi nitely; after all, trees do not grow to the sky. 
While the United States has been running a current 
account defi cit in excess of  800 billion US dollars 
during 2005, other economies have run signifi cant 
surpluses. In this regard, Asia’s surplus has exceeded 
300 billion US dollars, whereas the surplus of the 
Middle East oil exporters plus that of Russia has also 
reached about 300 billion US dollars. This massive 
change of the distribution of wealth and liquidity 
refl ects a source of signifi cant vulnerability. 

While much of the focus in the public debate has 
been given to the large and growing imbalances in 
the current accounts of the balance of payments, 
the world economic system is challenged by many 
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more imbalances including large budget defi cits 
which reached in 2005 about 2.6 percent of GDP in 
the US and in the Eurozone and it reached about 
6.5 percent of GDP in Japan. In addition, the large 
imbalances in the balance of trade and, in particular, 
the deteriorating trade balance of the United States 
results in the emergence of extremely dangerous 
protectionist sentiments. 

The most fundamental imbalance in the world 
economy relates to the saving propensities among the 
major countries. On the one extreme, the United States 
has a very low savings rate which is about 10 percent 
of GDP in 2005 while on the other extreme stands 
China with a very high savings rate reaching about 
50 percent of its GDP. Between these two extremes 
stand India and Japan with national savings rates of 
about 25 percent, and the Eurozone with a savings 
rate of about 20 percent. Obviously, with such great 
diversity among national savings rates it is no wonder 
that the current accounts of the various countries 
reveal such a degree of imbalance. 

In addition to these budgetary and current account 
imbalances, there are many other “imbalances” and 
disparities that characterize the world economic 
system. In this regard, it is enough to recall the 
imbalances in the energy fi eld, in the pension 
system, in the degree of income inequality, in the 
different degrees of fl exibility of national labor 
markets, in the demographic characteristics of 
various countries and regions in the world, in the 
social security system and the like. This wide range 
of imbalances implies that in order to address them 
there is a need to employ a broad array of policy 
instruments. These policies include macroeconomic 
as well as microeconomic policies. In particular, 
special attention should be given to strengthening 
the banking system, improving the functioning of 
fi nancial markets including the market for foreign 
exchange, while accompanying these developments 
with the appropriate supervisory and regulatory 
mechanisms. In addition, policies must secure the 
openness of the various markets to free international 
trade in goods, services, and capital. Of course, this 
is a very tall order of economic policy challenges 
as it combines the broad array of macroeconomic 
and structural economic policies. 

Unfortunately, policy makers have not exhibited a 
great appetite for dealing with structural measures. 
The lack of political will has refl ected the notion 

that the political cost of dealing with structural 
issues is incurred up front whereas the benefi ts 
are widely spread in the distant future. The process 
of globalisation and, in particular, globalisation of 
capital markets, reduces signifi cantly the force 
of this argument. In a well functioning capital 
market, current prices and rates of return refl ect 
the expectations of market participants about the 
future course of policies and events. Therefore, in 
a fundamental sense, one of the important roles 
of capital markets is to bring the future “closer” to 
the present. In a sense, under these circumstances, 
the “long run” is much closer to the “short run” 
than what it used to be. As it were, we are in a “fast 
forward” mode. Politicians, therefore, are now more 
likely to see the benefi ts of the structural measures 
during their own term in offi ce and, as a result, 
some of the obstacles for the implementation of 
such policies are diminished. This is one of the 
important benefi ts of globalisation of capital markets 
and, thereby, also one of the main arguments for 
putting structural measures that enhance the 
fl exibility of the economic systems high on the 
economic policy agenda. 

The growing role that capital markets play in 
the modern economic system and the increased 
integration among national capital markets has 
shifted the policy attention toward securing fi nancial 
stability. During the past few years, it has become 
clear that the traditional policy objective of securing 
price stability needs to be augmented by an additional 
policy objective: securing fi nancial stability.
After all, it is the weaknesses in the fi nancial system 
that has been at the center of recent economic crises. 
As a result, much more attention is now given to 
the structure of the balance sheets of banks and 
fi nancial institutions, to the role of transparency, 
as well as to the design of regulatory, supervisory
and prudential systems. 

There is a wise Chinese proverb stating that “the 
honey is sweet but the bee stings”. The challenge 
is how to benefi t from the sweetness of the honey 
without being stung. Globalisation and structural 
measures generate the sweet honey but are frequently 
accompanied by some short-term hardships.
The challenge is to secure the great benefi ts from the 
openness of markets and from the fl exibility of the 
economic system while minimizing the hardships 
that occasionally arise in the short run following the 
adoption of the structural measures. 
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While there is a growing consensus that the large 
and growing current account imbalances are not 
sustainable, regretfully there does not seem to be 
the requisite urgency to deal effectively with these 
imbalances. To be sure, by the very defi nition of being 
“non-sustainable”, it is obvious that this process will 
come to a halt. The question, however, is will the 
adjustment be orderly and navigated properly by the 
appropriate policy measures, or will the markets lose 
patience with the lack of policy response and respond 
abruptly and generate great disruptions. 

One of the reasons for the unsatisfactory policy 
response is that previous forecasts have not 
materialized and, thereby, have reduced the credibility 
of the economic analysis. For example, we were told 
that the large budget defi cit in the United States will 
result in a higher long-term real rate of interest. 
In fact, the long-term rate of interest declined and 
stayed low (the famous Greenspan conundrum). We 
were told that the large and growing current account 
defi cit of the United States will result in a depreciation 
of the value of the US dollar. In fact, the dollar has 
strengthened. We were told that a sustained rise in 
the price of oil will result in higher infl ation as well as 
in a slowdown of economic growth. In fact, infl ation 
has not accelerated, economic growth seems to be 
robust, and the unemployment rate is on the decline. 
We were told that when the Federal Reserve adopts 
a strategy of raising the short-term rate of interest in 
a systematic manner, eventually the long-term rate 
will follow suit. In fact, the Federal Reserve has raised 
interest rates fi fteen consecutive times with very 
little response on the long-term rate and, thereby, 
resulting in a fl at and even negatively sloped yield 
curve. These and similar phenomena have undercut 
some of the credibility of the conventional economic 
analysis, have raised the possibility of a paradigm 
change, and may have contributed to the relative 
sanguine attitude. It would be a risky policy gamble 
to assume that because the predicted consequences 
of defi cits and policies have not yet materialized, the 
various imbalances can be sustainable much longer. 

Waiting for economic and fi nancial crises would be 
an expensive way to sort out the various puzzles. It 
would be the wrong way. The analysis of crisis is 
typically divided into two: crisis prevention and crisis 
resolution. There is a professional consensus that the 
prevention of a crisis is the less costly alternative. 
To be successful, the well known policy package 
must be in place. It includes a solid fi scal system 

with low budget defi cit and non-distorting taxes, price 
stability, a solid banking and fi nancial system, a well 
functioning capital market, a well functioning foreign 
exchange market, and the appropriate institutions and 
regulations that secure the attainment of the above. If, 
however, a crisis does erupt it is extremely important 
that it is dealt with effectively and promptly. The 
appropriate management and resolution of the crisis 
entails a complex set of policies about which I will not 
elaborate in these remarks. However, one important 
principle needs to be highlighted: in resolving a crisis 
one needs to be extremely careful not to sow the 
seed for the next crisis. Consequently, one should 
be very careful to resist the temptation of engaging 
in a wholesale bailout operation without paying due 
attention to the short-term and long-term budgetary 
consequences of the bailout operations and without 
paying due attention to the “moral hazard” that results 
from such operations and that may distort future 
patterns of risk taking. Accordingly, the criteria for 
assessing the success or failure of a specifi c crisis 
resolution should not just be in terms of the success 
in “extinguishing the fi re” but rather in the success in 
preventing the next fi re. These considerations have 
profound indications to the choice of the optimal 
degree of regulation. A system that is over-regulated 
can be as bad as a system that is under-regulated. 

The various crises that took place during the past 
decade have been costly, but I believe it is fair to 
say that the world fi nancial system and, in particular, 
the banking and fi nancial systems in emerging 
economies are now much stronger than what they 
used to be. International reserve holdings have been 
rebuilt (and in some cases maybe even excessively 
so), capital markets have been improved, supervisory 
and regulatory systems are more solid than what 
they used to be, foreign exchange markets are 
deeper and more resilient, and there is a widespread 
understanding that it is a mistake (and even futile) 
to engage in massive foreign exchange interventions 
with an aim to cling to the wrong exchange rate and 
prevent the manifestation of market forces. In fact, 
the adoption of fl exible exchange rates has proven 
to be effective in reducing the likelihood of future 
crises. It has also contributed to the recognition that a 
successful functioning of the foreign exchange market 
requires building the appropriate infrastructure. 

Let me conclude with one fi nal thought. Before the 
onset of the Asian fi nancial crisis in 1997, the IMF has 
almost completed the preparation for the adoption 
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of a new amendment to its Articles of Agreement. 
This amendment was to require the membership to 
adopt (with some conditions) convertibility of capital 
account transactions in an analogous way in which 
members, under the current Articles of Agreement, 
are expected to adopt convertibility for transactions 
in the trade account. This proposed amendment 
refl ected the belief that with a growing degree of 
globalisation and with the advances in capital markets, 
the world economic system would benefi t from free 
movement of capital which, in turn, necessitates 
convertibility of capital account transactions. The 
eruption of the Asian fi nancial crisis has derailed the 

planned adoption of the amendment to the Articles of 
Agreement, and reopened the debate on the virtues 
of globalisation, as well as on the preconditions 
that need to be in place for a “safe opening” of the 
capital account. In view of the policy lessons that 
have been learned, and in view of the fact that the 
world fi nancial system (including that in emerging 
economies) is much stronger than what it used to be, 
I believe that the time has come for the reopening 
of the discussion that would lead towards capital 
account convertibility and that would necessitate the 
adoption of the relevant amendment to the Articles 
of Agreement of the IMF.
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