
External Imbalances and 

the G20 

Wh at  i s  t h e  p r o b l e m ? 

The Global Financial Crisis has not eliminated concerns about 

external imbalances, but the nature of the problem has changed. To 

date, the approach has been at the bilateral level, juxtaposing the 

unsustainable US deficit against China’s huge external surplus. This 

bilateral approach, focused as it is on the undervalued renminbi, is too 

narrow and inevitably causes unproductive tension between the two 

countries. 

Wh at  s h ou l d  b e  d o n e ? 

The debate should be broadened so that it covers a wider set of 

interconnected issues and takes place in a more multilateral setting. 

This will reduce the ‘blame game’ and may open the opportunity for 

mutually beneficial ‘give and take’ policy packages. Sorting out the 

analytics and defining the nature of the trade-offs might best be done 

in the less confrontational atmosphere of G20 meetings. Both the US 

and China will undergo adjustments to their external balances, 

domestic policies and exchange rates, and both have a strong interest 

in avoiding the exchange rate overshooting so often seen during these 

transitions. There is an opportunity for useful policy coordination 

which would, at the same time, recognise China’s enhanced world 

status. 
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International external imbalances have been 

blamed for playing a central role in the Global 

Financial Crisis. 1 China’s large external surplus 

usually figures prominently in these 

explanations. While a more balanced account 

of the causes of the crisis would give only a 

modest role to external imbalances 2 there seems 

little doubt that some adjustment of these 

imbalances over the next few years is both 

inevitable and desirable, not because external 

imbalances in themselves are inherently 

undesirable, but because some of the specific 

components of today’s current balances are 

unsustainable. Markets could bring about these 

necessary adjustments over time. History, 

however, tells us that market-driven 

adjustments are often accompanied by 

exchange-rate overshooting and trade- 

threatening protectionist responses. 

It is in the nature of external imbalances that if 

one country reduces its imbalance, other 

countries must change too. This necessary 

adjustment could usefully be the subject of 

international policy coordination that might 

explore a wider range of policy responses than 

seems to be on the agenda at present. The G20 

meetings provide a suitable forum. This will 

still leave plenty of contentious conflicting- 

interests arguments to be resolved at the 

bilateral level, but the volume of unproductive 

head-butting might be reduced. 

The arguments 

(a) Are imbalances bad? 

The first argument that needs to be dismissed is 

that the imbalances are somehow intrinsically 

bad. On the contrary, external imbalances and 

the international capital flows they imply 

should be, in principle, as beneficial as 

international trade flows. Just as individuals 

benefit from the ability to spend more than 

they earn at certain stages in their lives while 

others benefit from being able to save, 

countries will in principle benefit from being 

able to run external deficits or surpluses which 

enable them to smooth business cycles and 

make use of investment opportunities beyond 

their capacity to self-finance. Other countries 

will do the opposite – build up foreign assets 

for saving and portfolio diversification 

purposes. Investors should not be confined to 

the domestic economy in seeking the 

opportunities with the highest returns. Just as 

international trade facilitates beneficial 

exchange now, international capital flows 

facilitate beneficial exchange over time. So we 

should start from the presumption that external 

imbalances are a Good Thing. 3 

(b) When can imbalances be too large? 

Just as international trade raises welfare but 

presents some additional vulnerabilities 

compared with autarchy, capital flows can 

make countries more vulnerable to sudden 

forced adjustments. For that matter, capital 

flows give countries more opportunities to take 

risks (more rope to hang themselves), and make 

them dependent on the opinions and 

assessments of international markets, which 

may be fickle, ill-informed or subject to self- 

interested policy decisions by other countries. 4 

Capital flows have two general vulnerabilities. 

First, that the funding partner may abruptly 

alter the terms on which it supplies capital 

(price or quantity). Second, the recipient 

country’s situation is unsustainable. In either 

case, adjustment is required. Adjustments in 

economic textbooks are smooth, quick and 

painless: in the real world they can be
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traumatic and prolonged. They can also be 

lopsided: the borrowing party is inevitably the 

vulnerable one and almost always finds the 

adjustment much more painful than the 

creditor. 

It would be wrong to think of overall external 

imbalances as necessarily temporary 

transitional phases, to be wound back to near- 

zero at some other phase of the cycle or at 

some later stage of development. Some will be, 

but others are part of long-term apparently 

sustainable strategies. Singapore illustrates the 

point on the surplus side, where the sustained 

current account surplus (20 per cent of GDP) 

has been used to build up substantial diversified 

foreign investment holdings which make sense 

for a small economy dependent on world trade 

for its high living standards. Australia 

illustrates the sustainability of long-term 

current account deficits. 

There is another element in assessing whether 

an external deficit is sustainable: how the 

deficit is used. It is only in the last ten years 

that the US deficit has been driven by low 

household savings (i.e. used for household 

current consumption). It can be argued that the 

deficit should not be seen as unsustainable if it 

is used for productive investment (which would 

provide the wherewithal for servicing the 

foreign debt). 5 Thus a possible transition to a 

sustainable external position might involve 

expansion of investment (private and public) as 

the US budget deficit is wound back, 6 with no 

pressing need to get the overall external deficit 

much lower than it is at present. 

(c) Is there a problem at present? If so, how 

big, and how urgent is the adjustment? 

Figure 1 (see Annexure) shows current external 

imbalances. Prior to the Global Financial 

Crisis, the problem (and the solution) seemed 

simple to most observers: the US was running 

an unsustainably large deficit because its 

households were saving essentially nothing, 

with their profligacy encouraged by the ‘wealth 

effect’ of higher asset prices, especially house 

prices. China, on the other hand, was recording 

large and increasing surpluses due to 

constrained consumption and its export- 

oriented growth strategy. 

In the current discussion there is still a strong 

belief that the core issue is reducing 

consumption in the US and increasing it in 

China. Indeed, both President Obama and 

Treasury Secretary Geithner put the issue in 

those terms at the US/China Strategic Economic 

Dialogue as recently as July 2009. 

In fact, the nature and composition of the 

imbalances has shifted markedly as the GFC 

developed. The US external deficit has already 

fallen from over 6 per cent of GDP to less than 

3 per cent and will fall further without 

additional policy measures (the IMF forecast 

2.8 per cent for 2009). This does not, however, 

mean that external imbalances are no longer an 

issue. It is not so much the overall US deficit 

which is patently unsustainable, but its 

components, and these may give the best 

indication of the extent and speed of necessary 

adjustment. 

Whereas the near-zero household savings 

performance in the years leading up to the GFC 

could until recently be seen as the measure of 

US unsustainability, the household sector has
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already gone a fair way to correcting its 

position, with households now saving close to 

7 per cent of their income. 7 It looks as if the 

dramatic fall in household savings was a wealth 

effect associated with asset price booms – first, 

the Tech Boom and then the housing boom. 

With both of these clearly over and no 

repetition in sight, the prospects of sustained 

higher household savings seem good. With 

asset prices weak and balance sheets damaged, 

household saving may go higher still in coming 

years. 

The overall saving/investment deficit is now 

being driven by the need for a substantial 

budget deficit (currently running at around 12 

per cent of GDP) to maintain macro-economic 

balance. This will have to be wound back in 

due course (it is generally accepted to be 

unsustainable and the Congressional Budget 

Office sees it as averaging around 5 per cent of 

GDP over the next decade), but the immediate 

need is for continuing budget stimulus, so the 

wind-back is not (and should not be) imminent. 

This, rather than household savings, may be the 

central internal (domestic) issue in the USA. 

The relevant issue from an international 

perspective is that there is no pressing need to 

wind back the overall external imbalance 

quickly (and a forced speedy adjustment would 

be unhelpful, both for the USA and the world). 

There is, however, a need for an exit strategy 

from the big budget deficit. The size and 

difficulty of the necessary adjustments are such 

that a start should be made now on plotting the 

path of adjustment, including the international 

ramifications of this adjustment. 

What of the prospects for a counterpart change 

in Chinese ‘excess’ saving? China’s 

demographics 8 and its transition from a 

command economy (where families find 

themselves no longer protected by the ‘iron rice 

bowl’, with no substitute pension policies in 

place) 9 would suggest that change will be slow. 

(d) Is the ‘export-led growth’ model dead? 

Just about all the discussion of imbalances 

assumes that countries which currently run big 

surpluses (China, Japan, and Germany) will 

have to radically change their economies to 

become less dependent on exports. There is a 

strong implication that these countries have 

exploited the international trade system at the 

expense of other countries. 10 

Why should this be so? Why is it assumed that 

we already have an optimal amount of world 

trade, and that if balance has to be achieved, it 

should be done by limiting export growth? If 

external deficits and surpluses are too big, why 

not fix the problem with more imports? 

There is little doubt that export-orientated 

growth has served the cause of economic 

development well. 11 Post-WWII Japan provides 

the clearest example, with a very competitive 

fixed exchange rate (Y360/$US until 1971) 

offering great incentive to export. Since that 

experience, there has been a succession of 

countries (basically almost the whole of East 

Asia) which have transformed their economies 

this way. The benefits are intuitively obvious 

(and desirable): successful export requires 

products which ‘meet the market’ with their 

mix of quality and price, and the international 

market is the most testing of all. Pressure for 

productivity increases is intense. This export- 

oriented production was often the channel by 

which technology and foreign capital came to 

developing and emerging markets. Moreover,
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the world as a whole benefited from the growth 

of these export-oriented countries, which 

fostered mutually beneficial globalisation and 

kept inflation low. 

So why shouldn’t China continue to pursue its 

export-oriented growth strategy, but trim its 

surplus through more imports? This argument 

is all the stronger as the last decade has seen the 

construction of an enormously complex and 

efficient multi-national supply chain behind 

China’s exports, whose dismantling would be 

disruptive. To do so would imply that the 

benefits of international specialisation had 

reached their limits, which seems unlikely, to 

say the least. 

(e) What about capital flowing uphill from the 

emerging countries to the mature? 

Whatever arguments can be made in defence of 

continuing capital flows and imbalances, one 

characteristic of the current position does seem 

seriously anomalous: capital is flowing from 

the emerging countries (which should have 

many good opportunities for high-return 

investments) to the old mature economies, 

where the investment climate is lethargic and 

demand seems deficient. 12 In practice the issue 

is more complicated. China is, indeed, investing 

hugely at home, and the surplus is largely 

generated by the savings of state enterprises 

which have limited obligations to distribute 

profits. 13 The most plausible explanation is that 

the domestic financial infrastructure and 

corporate profit-sharing arrangements are such 

as to produce more surplus than can be 

absorbed by domestic investment. Similar 

institutional deficiencies greatly inhibit 

international outflows from China, so that 

rather than flowing to other emerging 

countries, the surplus has been channeled, 

almost by bureaucratic accident, to FX reserves 

largely held in USD. 14 There are almost 

certainly inefficiencies in the Chinese 

governance and financial intermediation system 

which explain this outcome. The answer here 

would seem to be more vigorous and sustained 

financial sector institution building, 

domestically and internationally, rather than 

policy action to constrain the external 

imbalances per se. 

One element of correction may already be in 

train: the US may be less of a magnet for 

foreign direct investment now that the GFC has 

shown how poor its financial sector is in 

identifying profitable investments and 

channeling funds to high-return projects. 

(f) Is it feasible and desirable to redistribute 

the external imbalances so as to make them 

more sustainable? 

One problem with the current discussion is that 

it takes place in a narrowly-focused bilateral 

world: the US has an unsustainable deficit so 

China must reduce its surplus 15 . But there are, 

even among the limited group of China’s East 

Asian neighbours, countries which may well 

benefit from shifting their current near- 

balanced external positions, towards great 

deficits. 16 17 

Part of the ‘capital flowing uphill’ story is that 

some emerging countries are not making full 

use of the resources and technology that could 

come to them if they ran larger (but still 

moderate) external deficits. Why don’t they do 

so? Part of the answer is the heavy legacy of the 

1997-8 Asian Crisis. Capital reversals were at 

the heart of this crisis, and the safety net (IMF 

emergency lending) is generally perceived to 

have worked poorly. The GFC will have
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reinforced their perceptions that the safest 

policy is to run a near-balanced external 

position 18 . 

We noted above that running surpluses and 

deficits does entail some risks (for both debtor 

and creditor) compared with autonomy. These 

risks are greater in immature markets, where 

institutions and commercial law are not well 

developed. As financial markets in other 

emerging countries get greater maturity and 

develop a reputation for stability, there is very 

likely to be an opportunity for countries such 

as China to diversify their counterpart deficit 

partners. This is not going to dramatically 

change China’s surplus: if the ‘ASEAN 5’ 

shifted from their current small external 

surpluses so that they ran a deficit equal to 3 

per cent of GDP, the rise in their net imports 

would only be $US50-60 billion. But it is a 

contribution to the readjustment. 

To the extent that the positive external position 

of these countries reflects concerns that there is 

no effective lender-of-last-resort for 

international capital flows, the response might 

be that the IMF has lifted its game since 1998, 

and since the London G20 meeting seems to 

have both extra funding sources and new 

facilities which seem more flexible than the old. 

Regional arrangements to share foreign 

exchange reserves (e.g. the Chiang Mai 

Initiative) could help, but they need to be given 

more substance and operational facilities. 

(g) Does the US/China bilateral trade 

imbalance have to be corrected? 

It is commonly held (particularly in the US 

Congress) that China’s large bilateral trade 

surplus with the USA has to be reduced as a 

matter of ‘fairness’. Economists are unanimous 

in rejecting this as a legitimate argument: 

individual bilateral balances are an accident of 

resource endowment and the only thing that 

matters is the overall balance, aggregating a 

country’s total trade with all countries. The US 

overall deficit may be an issue, but the bilateral 

balance with China should not be. Certainly, 

workers (and bosses) in the industries where 

Chinese goods have displaced American 

manufacture might argue that they have been 

disadvantaged, but workers in export industries 

to countries where the US has a surplus (like 

Australia) have benefited. 

(h) Is the renminbi undervalued? 

The increasing current account surplus (until 

recently more than 10 per cent of GDP), strong 

rise in the share of exports in GDP and rapid 

rise in reserves, now over $US 2 trillion (40 per 

cent of GDP) are presumptive evidence that 

China’s exchange rate is substantially 

undervalued. It is only the authority’s purchase 

of foreign currency that stops the exchange rate 

from appreciating. Goldstein and Lardy 19 

estimate the undervaluation to amount to 15- 

25 per cent. US pressure is focused on the 

exchange rate, including threats to declare the 

currency to be ‘manipulated’, which would 

invoke US Congressional trade sanctions. 

The exchange rate does seem to be 

undervalued 20 , but the usual policy conclusion – 

that China should be encouraged to appreciate 

substantially, perhaps via a free float – requires 

more discussion. Four broad arguments are 

relevant. First, that whatever adjustment is 

necessary should keep in mind real-sector 

transition costs, allowing time for production 

redeployment. Second, that if China moves to a 

float, there is a very real danger that the 

exchange rate will overshoot substantially.
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While the exchange rate is in transition to the 

new equilibrium, large and volatile capital 

flows are likely, first inward as market 

participants see the appreciation and then 

reversing when the exchange rate overshoot 

becomes apparent. Third, that there are 

currently binding administrative constraints on 

private capital outflow, and if these were lifted 

in a move towards greater market-based 

outcomes (as will surely happen over time), the 

exchange rate might not be significantly 

overvalued. Fourth, even if the exchange rate is 

undervalued, this is a symptom of another 

imbalance (the savings/investment imbalance, 

by national-accounts definition, equal to the 

current account balance) and would have to be 

corrected at that level, with the exchange rate 

finding its equilibrium level as an endogenous 

response. 21 

This last argument, developed at some length in 

McKinnon and Schnabl, 22 is worth spelling out. 

The historic evidence of, say, Japan’s 

experience, suggests that a substantial 

appreciation does not automatically change a 

current account surplus. Between 1971 and 

1995 the yen appreciated from 360/$ to 80/$, 

but in that time the current account moved 

from small surplus to large surplus. It is easy 

enough to see the intuitive link between a 

stronger exchange rate and reduced net 

exports, but harder to see the linkage (which 

must be true by identity) to the 

savings/investment balance. The more useful 

approach is to ask how this savings/investment 

balance might be changed over time, accept 

that the current account will mirror this 

change, and ask whether the resulting 

behaviour of the exchange rate (with its likely 

overshooting) can be constrained by other 

policies such as intervention. A pure free float 

would seem a very bold policy change (and is 

not recommended even by those who argue 

strongly for a substantial appreciation). 23 

(i) What about the US dollar? 

Within the broader picture of overall 

imbalances, it can also be argued that a Chinese 

appreciation wouldn’t have much effect on the 

US current account. China accounts for 15 per 

cent of the Fed’s trade-weighted exchange rate, 

so a 20 per cent appreciation would translate 

into only a 3 per cent change in the effective 

exchange rate, which might change the current 

account by $40-55 billion. 24 For a bigger effect, 

it is the US dollar which has to change. 

A significant exchange rate depreciation of the 

US dollar may be the key to promoting the 

necessary domestic redeployment of resources 

towards net exports (more production of 

exports and import-substitutes). In an economy 

where the household sector can’t provide much 

boost to demand (as it needs to maintain its 

new-found saving capacity), more net exports 

would provide the extra demand to maintain 

full employment while the unsustainable budget 

deficit is being wound back over coming years. 

Exchange rates are, however, notoriously 

fickle. America is now more vulnerable to 

erratic changes in market sentiment, with its 

accumulated foreign debt and reliance on 

continuing foreign capital inflows, needed to 

fund both the external deficit and the domestic 

budget deficit. Foreign investors (not least the 

Chinese authorities, with their huge US dollar 

exposure) face a dilemma: maintain their risky 

exposure or precipitate a fall in the dollar by 

withdrawing, knowing that there will be a rush 

for the exits when the adjustment begins, with 

exchange-rate overshooting almost inevitable.
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There is cold comfort in the historical 

knowledge that countries with large 

government debt burdens find it hard to resist 

reducing the burden through inflation. The 

flightiness of foreign capital, in this case, seems 

to have its logic. The dismal performance of 

many US financial institutions over the past five 

years doesn’t help. 

(j) Can the pressure on deficit countries be 

made less asymmetric? 

One of the central issues in the 1944 Bretton- 

Woods discussion on post WWII financial 

architecture was the problem of asymmetric 

adjustment for external imbalances: surplus 

countries were under no pressure to assist in a 

smooth adjustment, and if the adjustment was 

painful, it was the deficit country that 

suffered. 25 

While this is still largely true, floating exchange 

rates have altered this to a degree, and there are 

some pressures on the surplus country that 

limit the extent that sensible policy-making 

would pursue continuing large surpluses. 

Forgoing consumption to build up assets for 

later generations has a limited appeal for 

emerging countries, particularly as these future 

generations are going to inherit the improved 

living standards that come with development. 

Perhaps more powerfully, countries like China 

take a very large foreign exchange risk in 

accumulating foreign assets (they can’t, in 

practice, lend much in yuan), and the balance 

of risk is clearly against China (i.e. it is more 

likely to see its dollar holdings depreciate rather 

than appreciate). US government bonds might 

be safe in one sense, but the exchange rate risk 

is very high, particularly if the yuan is either 

undervalued currently or will be undervalued 

owing to differential productivity growth. 26 To 

put order of magnitude on this, a 25 per cent 

appreciation 27 on China’s US dollar reserves 

administers a $350 billion valuation loss 

(around 8 per cent of GDP). 

China has succeeded in containing the money- 

supply increase that might ordinarily 

accompany a big rise in reserves, 28 but at the 

cost of filling the bank balance sheets with 

government assets rather than commercial 

lending. 

A new agenda 

The main action so far has been bilateral 

discussions between the US and China, and 

these tend to take place in an environment of 

public pressures and Congressional grand- 

standing based on bilateral imbalances and 

domestic regional lobbying. The Chinese 

response is ad hoc measures to stave off 

reciprocal protectionism and WTO wrangling. 

This may involve a reluctant and modest 

appreciation of the yuan which will just 

reinforce speculative capital inflows. 29 This 

response will be coloured by general resentment 

of external pressure and interference.  The GFC 

makes it timely to look for a different 

mechanism, one better suited to the realities of 

the contemporary global economy. 

What forum could be found for a wide-ranging 

multilateral discussion of these issues? There 

have been very few examples of substantive 

international policy coordination in recent 

decades. The Plaza Accord and the Louvre 

Agreement are still the case studies, now over 

twenty years old and dating to a time when the 

international system was very different. Perhaps
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the GFC may have provoked a greater 

scepticism that the market alone can sort out 

all the issues optimally. Just as importantly, the 

GFC led to the creation of the G20 Leaders’ 

meeting, which would seem to be the right 

place for the multilateral-level discussions 

envisaged here. 

We have to be realistic about what can be 

achieved by international dialogue, but this 

seems to be a case where some modest benefit 

might be gained. It might usefully take place at 

various levels: bilateral, multilateral and 

regional. The multilateral level represents an 

opportunity to sort out the analytical issues and 

digest the arguments in a non-confrontational 

forum, but one which – usefully – creates an 

expectation of concrete progress. The G20 can 

also make in principle decisions about the 

conduct of the International Financial 

Institutions (e.g. the IMF) on issues such as 

governance and the development of more 

appropriate lending facilities, framing the 

decisions in a more precise and outcomes- 

oriented manner than can be achieved within 

the IMF’s own cumbersome governance 

processes. The regional level provides the 

possibility of developing institutional support 

for regional capital flows, regional reserve 

pooling and crisis insurance, and greater 

reciprocal give and take than can be achieved at 

the multilateral level. The bilateral level 

presents the opportunity for more intimate 

arguments to be made (after the general 

discussion has digested the analytical inputs), 

many of them sensitive political economy 

rather than analytical. 

The aim is to process and ‘package’ the issues 

so that there is room for productive bargaining, 

with give-and-take opportunities on all sides. It 

should also broaden the discussion of surplus 

countries to include Germany and Japan, as 

well as China. The discussions should recognise 

the obvious point that the US economic and 

political system is not the relevant model for 

China, and there will be the opportunity to 

involve some of the emerging-country members 

of G20 which are more aligned to the 

evolutionary path of the China model. 30 

Here are some suggested approaches and 

‘headings for discussion’: 

§ Find a less confrontational mode of 

engagement. Put the discussion in the 

context of the exit strategy from the GFC. 

Don’t try to blame China for the GFC. 31 

Acknowledge that it wouldn’t make sense to 

wind back the principal underlying driver of 

the US imbalance (the budget deficit) until 

the US economy is more robust. Accept that 

whatever changes to imbalances are to 

occur, this should take place over time, as 

structural adjustment has to occur (rejigging 

the pan-Asian supply chain). 

§ As the song says, ‘accentuate the positive’. 

Rather than think in terms of constraining 

exports and ending export-driven growth, 

see the solution in terms of encouraging 

more Asian imports and current account 

deficits. Although export restructuring in 

these surplus countries may well be part of 

the answer, it is not the only solution. The 

US deficit would be more sustainable if it 

reflected strong investment in the US, and 

this possibility should be explored. Why 

was it that, when US interest rates were so 

low in the post-Tech-Wreck period, the only 

people who wanted to borrow were those 

who couldn’t repay?
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§ Widen the policy debate. Part of the 

adjustment may be income redistribution in 

the US in favour of the workers (to help 

them with their debt and help them spend, 

so that the government deficit can come 

down over time). The same might apply in 

China. Focus on financial institution- 

building. China is already a large capital 

exporter, and will inevitably get larger 32 

whatever happens to its aggregate external 

balance. The current unsatisfactory outcome 

reflects the dominance of government in the 

process so that, for want of a better outlet, 

the current account surplus finds its way 

into US dollar exchange reserves, largely 

because the necessary institutions to 

promote alternative foreign investments 

have not been developed. 

§ Measures could be explored at a technical 

level to broaden the opportunities for 

Chinese capital outflow. (Sovereign wealth 

funds? Pensions along the lines of 

Singapore’s Provident Fund, channeled 

overseas via GIC and Temasek? ADB/IFC 

guarantees on some outflows? A role for the 

World Bank in funding global public 

goods?) 33 Why does so little capital flow 

between the East Asian countries, despite 

their strong trade links? 34 

§ A start should be made on the long-term 

task of institution building which would 

take more Chinese funds into non-US 

markets, particularly the countries of East 

Asia which will be important in linking 

China seamlessly into its global 

environment. One area of fruitful 

exploration would be to address the 

wariness on the part of the recipient 

countries for China’s investment, reflected 

in various failed investment proposals 

(Unocal? Rio?). The discussion should 

address how to make the world more 

comfortable with the inevitability of more 

Chinese FDI, which might address the 

sensitivities which arise because of state 

ownership of the investing companies. 

Disbursing the money at the receiving end 

should also be the focus of attention. 35 Why 

has the Chiang Mai Initiative been so slow 

to develop real substance, which would 

allow it to be a strong form of insurance 

against capital reversal? If there was better 

insurance against capital reversals, the 

countries of East Asia might be readier to 

run deficits, giving China a productive 

outlet for its excess saving. 36 The Asian 

Bond Fund Initiative set up two working 

bond funds, but this has not developed the 

momentum needed to make it an important 

link in regional financial markets. 37 While a 

regional East Asian currency union may be 

out of reach in the foreseeable future, there 

is a compelling logic in regional exchange 

rate coordination, to maintain some stability 

of external competitiveness, consistent with 

the high degree of trade integration. 

§ Recognise that exchange-rate flexibility is a 

powerful element of adjustment. Exchange- 

rate change did the job for the US 

imbalances in the mid 1980s, although the 

lags were long and the resulting over- 

appreciation of the Japanese yen very 

unhelpful for that country. It is in America’s 

interests to have a lower exchange rate (to 

help the transition) so it should do 

everything it reasonably can to encourage a 

graceful depreciation (without actually 

advocating a lower dollar publicly). It 

should also be in America’s interest to 

redirect a good part of any increase in
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China’s FX reserve holdings to other 

currencies. This would give China the 

benefit of diversification and, if done in a 

measured way, would put acceptable 

downward pressure on the US dollar, which 

will be part of the medium-term adjustment 

process. An easy initial step in the right 

direction would be to unhook the yuan 

from its informal de facto tie to the US 

dollar, so that as the US currency weakens 

against all foreign currencies in general 

(which seems more likely than not), the 

yuan does not go down with it. 38 

§ Clearly China runs a very substantial risk of 

capital losses on its US-dollar reserve 

holdings. If America were able to offer some 

insurance or offset against this, it might be a 

powerful bargaining chip in achieving an 

overall package of measures. Just what that 

insurance might be is, however, unclear. 

Swapping China’s dollars for SDRs within 

the IMF would give China more 

diversification, but if the IMF holds the 

dollars, it also holds the exchange risk of a 

currency which seems more likely to 

depreciate than appreciate. But without 

some such compensation, China has another 

powerful reason (in addition to wanting to 

maintain its export competitiveness) for 

maintaining its de facto peg to the dollar. 

What central bank governor wants to 

preside over a massive loss of capital value 

of his bank’s balance sheet? 

Conclusion 

The GFC has altered the shape of the long- 

standing global imbalances problem and may 

have reduced the immediacy of the issue. 

Nevertheless, a difficult adjustment lies ahead, 

especially for the US, with its lacklustre 

international competitiveness, large domestic 

budget deficit, growing government debt and 

intrinsically limp domestic demand. 

Exchange rates will be an important element in 

the adjustment. So far this has been seen largely 

in terms of a substantial appreciation of the 

renminbi. This seems a necessary element, 

however unpalatable this is to the Chinese 

authorities. But harder still will be the 

achievement of a substantial overall 

improvement in US international 

competitiveness. This is the key to replacing 

budget-supported demand (as at present) with a 

substantial expansion of net exports. 

Changes in international competitiveness tend 

to be traumatic rather than smooth. The last 

major correction of US external imbalances, in 

the mid 1980s, led a reluctant US to use 

international policy coordination (Plaza Accord 

and Louvre Agreement) to ensure that 

exchange rates helped the adjustment, rather 

than hindered. The current circumstances are 

different, but resonate strongly. 

Flighty financial markets may take some 

comfort if they see the exchange rate as being 

just one element, embedded in a larger set of 

internationally endorsed adjustment-supporting 

measures. 

If international economic diplomacy is to play a 

role here, it must facilitate the construction of a 

package of measures which offers each of the 

two central players – China and the US – a net 

positive outcome. The G20 provides a forum 

for sorting out some of the general analytical 

issues in preparation for more detailed bilateral
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discussions. At the London G20 meeting last 

April, China showed a new readiness to put the 

issues of saving and exchange rates on the 

table. 39 There are enough dangers in an 

unmanaged market-driven adjustment process 

to justify a serious discussion of the sorts of 

measures explored here. 

There may be broader, if more nebulous, 

benefits in shifting the adjustment discussion to 

G20. Economic policy coordination may be a 

small step towards a less unipolar view of the 

world, with the recognition that a two-speed 

world (with most of G7 countries growing 

slowly while the emerging countries expand 

quickly) will produce a palpable shift in the 

world power balance.
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