A Few Short Notes On EMU and the Financial Crisis

Erik Jones

This is a collection of some of the things that | have written on EMU and the financial crisis. It starts
with a couple of papers on EMU - one of which was written in 2003 and anticipates the Greek sovereign
debt crisis; the other was written in 2008 and explains why | think much of the theory of optimum
currency areas has been misguided in light of recent experience.

The next three papers are more specifically on EMU and the crisis. The first looks at the general
situation; the second focuses attention on Italy; the third raises the question of public opinion.

The final set of four papers has to do with the economic crisis itself. Two of these are short
research notes that | did for an economic think tank here in Bologna and two are written for a more
academic audience. These papers attempt to explain the disconnect between lending and borrowing in a
globalized financial economy; they show how this has created some confusion among policymakers; and
they suggest how this confusion has led to a fundamental reconsideration of the role of international
capital flows in the balance of payments — what is now called the macroeconomic re-balancing debate.

I have packaged these papers together because | know that there is little chance that you will see
them otherwise. There has been so much written during this current crisis, it is almost impossible to keep
up with the debate — let alone to search out or pay attention to some of the more obscure contributions
(like my own). That said, at least you know where to find these if you need them.
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for persistent deficit countries ceased to be made available and when a collapse of
the currencies of those countries became imminent.

This traditional story centered on the United States (U .S.) economy and on the
dollar. The basic claim was that a succession of large and growing current account
deficits in the United States would inevitably lead to a crisis in global finance that
would manifest in a collapse of the dollar. The problem was the excess of U.S. con-
sumption and government spending over national output and the inevitable solu-
tion would see an increase in U.S. domestic savings relative to investment. Under
the worst case scenario, sketched by, inter alia, Paul Krugman (2007), international
currency markets would experience a sudden moment of realization that the dollar
is overvalued and its exchange rate relative to other global currencies like the yen
or the euro would plummet. This change in the exchange rate would bring about a
slow and painful correction in the U.S. current account and so eliminate the global
macroeconomic imbalance.

There were always multiple empirical problems with this account of the dollar
crisis and current account correction. To begin with, everyone acknowledged that
the Chinese were manipulating the value of the yuan/renminbi (hereafter renmin-
bi) relative to the dollar. As a result, any correction in the value of the dollar would
fall disproportionately on currencies where the bilateral trading relationship with
the United States was much closer to balance. Put simply, the euro and the euro-
zone would shoulder the brunt of the adjustment costs.

A second problem was that excessive U.S. absorption (consumption and go-
vernment spending over income) was not inflationary. Indeed, it coincided with
historically low nominal interest rates and loose monetary conditions. Hence the
U.S. economy was able to attract international liquidity into the dollar while of-
fering relatively low rates of return. Some, like Harvard economist Ricardo Hau-
smann (Hausmann and Sturzenegger 2007) argued that this was possible because
of invisible returns that accrued to U.S. investments. This argument about ‘dark
matter’ was not widely accepted, but many agreed it pointed to an important em-
pirical anomaly.

As the global financial crisis unfolded in the months following the failure of
the UK savings bank Northern Rock in September 2007, the dollar began falling
against the euro according to script. Once the financial crisis became an economic
crisis in the summer of 2008, the dollar’s performance against the euro changed
course. And during the Autumn of 2008 the dollar appreciated strongly against
the euro and the pound — even if the yen appreciated further. These unexpected
exchange rate movements are part and parcel of the increased volatility in interna-
tional currency markets. Nevertheless, they stood in stark contrast to the sudden
realization that was anticipated by Krugman among others.

What also became clear is that the slowdown in the U.S. economy was having
a disproportionate impact on those countries that relied on U.S. consumption of
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their exports for growth. Hence rather than moving the world economy closer to
equilibrium, the sudden change in the U.S. savings-investment balance was ma-
king matters worse. During the run-up to the G-20 meeting that was held in Wa-
shington in November 2008, the background paper prepared by Australia focused
on the influence of reduced trade as a source of contagion spreading the crisis from
the industrialized to the developing world (G-20 2008). Along the same theme,
international macro-economists began to question who should be the internatio-
nal consumer of last resort — in a close allusion to Charles Kindleberger’s (1986)
classic theory of the requirements for hegemonic stability in the Great Depression
of the 1930s.

By shifting attention to focus on the persistent current account surplus countries,
international macro-economists were able to resolve some of the empirical dilem-
mas. Countries that choose to run persistent current account surpluses must hold
a substantial amount of their net export earnings in foreign currency denominated
assets — whatever the marginal rate of return. Up to a certain level, such foreign
currency holdings can provide a valuable source of insurance as foreign exchan-
ge reserves to be used in the event of an unexpected balance of payments crisis.
Beyond that level, however, the volume of foreign currency denominated assets
starts to become a form of exposure in its own right and therefore also a source of
concern. This is true for China and Japan, but it is also true for Germany as well.
Indeed, any country that chooses to follow an export-led growth model based on
the capacity to run persistent current account surpluses faces much the same sort
of issues in the end.

The point to note is that the situation at the global level is not so different from
the situation within Europe. China and Germany play analogous roles. This can
be seen in the variation in current account performance among the world’s largest
economies (the group of seven leading industrial nations [G-7] plus Brazil, Russia,
India, and China [BRICs] and within the eurozone itself). Both groups show a high
and increasing variation in current account balances across countries. Moreover,
while recent estimates suggest that this variation will diminish significantly as a re-
sult of the current crisis, the resulting level of variation (measured as one standard
deviation) will remain at approximately 4 percent of GDP for both groups.

Despite these similarities, there are two important differences between the eu-
rozone and the world. The most important difference is that the eurozone is an
open system while the world as a whole is closed. Every country in the eurozone
could run a current account surplus at the same time if that is what each chose
to do. The result would be for the eurozone as a whole to run a surplus with the
outside world. Currently, however, the deficits of countries like Spain and Italy
offset the surpluses of countries like Germany and the Netherlands. Hence the
persistent current account surpluses within the eurozone do not constitute an im-
balance at the global level.
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Figure l1.10.1. Current Account Variation in G-7 + BRICs
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China’s role is more complicated. Every country in the eurozone can run a sur-
plus at the same time but every country in the world cannot. Surpluses in one
part of the global economy must be offset by deficits in some other part. Hence
for China to run persistent current account surpluses, there must be some other
part of the world that is willing to play its opposite role. Once China chooses its
export-led growth strategy, it necessarily deprives some other country of choice.
Up until now the United States has been willing to play the offset. As the U.S.
current account deficit contracts, however, it will generate tension within China’s
export led growth strategy as well.

The other difference is that the euro is the only currency trading within the euro-
zone and so Germany can afford to invest its next export earnings abroad without
experiencing any appreciable currency risk. China does not have that luxury and so
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must hold its export earnings in the form of foreign currency denominated assets.
Here again China’s choice is some other country’s constraint. China chooses not
to accept such liquidity at home; others must figure out how to manage it abroad.
America’s shortcomings in managing the excess liquidity coming out of China is at
least part of the explanation for how the global financial crisis came about.

Figure [11.10.3. Current Account Balances in China and the United States
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Source: IMF World Economic Outlook, April 2009.

111.10.3 INSTITUTIONAL INVESTORS AND SOVEREIGN WEALTH FUNDS

This new emphasis on the management of liquidity coming out of persistent
current account surplus countries has drawn fresh attention to the structure and
functioning of global finance. This attention encompasses more than just sove-
reign wealth funds, although clearly they play an increasingly important part. The
new focus also looks at the financial interdependence between national econo-
mies via their interconnected global financial institutions. It examines how large
institutional investors have begun to play a truly global role. And it considers how
global financial markets and national regulatory structures interact.

As with the current account story, there was a traditional view associated with
global financial market integration. According to this view, national and interna-
tional regulatory changes brought about a new spirit of market liberalization that
led to the expansion of international capital flows. In turn, this create new forms of
risk and volatility that needed to be tackled at the global level. Writers like James
Tobin and Susan Strange worried about the adverse consequences of excessive
speculation and risk-taking, and regulators responded with the promulgation of
new prudential norms - like the Basel Accords and Basel IL .

This orthodoxy about financial interdependence experienced its own set of em-
pirical dilemmas. To begin with, the growth of international capital markets led
rather than following the pace of capital market deregulation. In many respects,
it grew out of the successes of the German and Japanese export-led growth mo-
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dels and out of the foreign exchange reserves accumulated by petroleum expor-
ting countries after the first and second oil price shocks in the 1970s (Jones 2003).
When the pace of capital market integration exploded in the mid-1990s, the result
was not an increase in volatility but rather its gradual disappearance. There were
important shocks to the international system, but between the moments of pun-
ctuation investors went in search of yield and analysts warned about the underpri-
cing of risk (see, e.g., Trichet 2009).

A further anomaly came out of the new patterns of correlation and contagion
that emerged when financial markets came into crisis. These patterns have been
analyzed by industry insiders like Richard Bookstaber (2007) and Satyajit Das
(2006). They argue that the financial industry has itself become the source of mar-
ket correlation. Asset portfolio managers have become so large and so highly leve-
raged that their responses to significant losses in one market or investment activity
can trigger dramatic price declines in other markets or instruments as well. Wor-
se, these same actors have penetrated the regulatory process in such a way as to
strengthen their autonomy at the global level. Hence progressive waves of global
financial regulation have not only failed to solve for these new forms of correlation
but may actually have made the situation worse (Underhill 2007; Underhill and
Zhang 2006).

By focusing attention on large institutional investors and sovereign wealth fun-
ds, analysts have been able to resolve many of the empirical anomalies in the pre-
existing orthodoxy about capital market integration. The emergence of sovereign
wealth funds and large financial institutions made possible the creation of the off-
shore (euro-dollar or petro-dollar) financial markets that led the growth in inter-
national capital flows. They also brought a human psychological dimension into
market performance that analysts like Hyman Minsky (1986) and Charles Kin-
dleberger (2000) have used to explain the apparent decrease in risk aversion and
the periodic crisis in global financial markets. Finally, they showed asset portfolio
management decisions could interact with and exaggerate instability originating in
the markets themselves (Krishnamurthy 2009).

The final anomaly that this focus on large financial institutions and sovereign
wealth funds can resolve is the movement of the dollar since the start of the global
economic crisis. This is not an important anomaly insofar as it offers clear possibi-
lities for predicting the future; nevertheless, it is significant in that it helps us better
to understand the recent past. The strengthening of the dollar came as large US-
based financial institutions sought to consolidate their balance sheets; it reflected
an unwinding of the carry trades that originated in Japan; and it result in a signifi-
cant shift of investment resources out of the United Kingdom. In turn this suggests
that exchange rate movements of similar magnitudes are a structural feature of
global financial markets looking to the future. So long as there is so much liquidity
moving across national boundaries and managed by a relatively small number of
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financial institutions, the impact of their portfolio allocation and reallocation deci-
sions is likely to be immense.

111.10.4 WHERE DO WE GO FROM HERE?

This changed perspective on the relationship between macroeconomic imbalan-
ces and global financial markets reveals important constraints on policymakers.
One constraint derives from the flow of liquidity; so long as some countries insist
on using export-led growth strategies that result in persistent current account de-
ficits, other countries will have to learn to adapt. The other constraint derives from
the stock; so long as these current account imbalances keep adding to the volume
of international liquidity in the marketplace, large firms will inevitably play a role
in managing those resources. Whether those firms are publicly held multinationals
or nationally-specific sovereign wealth funds, what will matter is the extent to
which national economies experience the consequences of the decisions taken in
those firms’ interests. In the short run, the trade-off may be between multinatio-
nals that are too big to fail and sovereign wealth funds that are too big to ignore.
In the long run, we are likely to see a mixture of both.

The implications for national real estate markets remain to be determined but
the prospects for brutal alternations between boom and bust cannot be ignored.
Perhaps the time has come to consider ways to decouple national real estate finan-
ce from the broader influence of global financial markets — thus severing the link
between current account deficits and market bubbles. Doing so without elimina-
ting the huge benefits that come from widespread home ownership at affordable
mortgage rates will not be an easy challenge. What this change in the perspective
on global macroeconomic imbalances and sovereign wealth funds reveals, howe-
ver, is that it is a challenge that will be difficult to ignore.
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Shifting the Focus: The New
Political Economy of Global
Macroeconomic Imbalances

Erik Jones

The economic crisis has shifted the emphasis in the debate about macroeconomic imbalances.
Where once the attention focused on deficit countries, and the United States in particular,
now it centers more on surplus countries like China. The argument is that these surplus
countries have fostered the crisis through their single-minded determination to pursue
export-led growth. They have also distorted their domestic economies along the way. More-
over, the deficit countries cannot resolve their imbalances acting alone. The time has come
to reconsider the wisdom of export-led growth strategies both in the developing world and
elsewhere. If accepted, these arguments will have important implications for how the world
economy is reformed.

Some countries import more than they export; others export more than
they import. That much everyone accepts. Moreover, what goes for trade
goes for finance as well. Some countries receive capital from the rest of the
world, while others send it out. Indeed, the money and goods move hand-
in-hand. Net importers borrow and net exporters lend. The accounting for
international economic relations is not up for debate. And while first-year
economics students sometimes have a hard time wrapping their heads
around the necessary symmetry between trade and capital flows, they can
always be won over in the end.

The controversy only starts when the discussion moves beyond the
accounting identities to focus on the political economy—particularly where
wider systemic implications are at stake. Does it really make sense for the
world’s richest country to be both a huge net importer of goods and ser-
vices, while also being the world’s largest debtor nation? Should the world’s
most populous developing country supply not only a huge volume of global
manufactures, but also the money to purchase them? Reasonable people can
agree that some countries import more than they export, and the reverse.
Where they differ, however, is over the relative merits of the alternatives.

Erik Jones is Professor of European Studies at the SAIS Bologna Center and contributing
editor of Survival. He is author of Economic Adjustment and Political Transformation in Small
States (2008) and The Politics of Economic and Monetary Union (2002). His most recent book
is a collection of essays written by students in the SAIS European Studies program
on European Responses to the Global Financial Crisis (2009) that he edited with SAIS MA
candidate Laura Beke.
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The purpose of this essay is to explore the contours of that political
economy debate. My argument is that the current global economic crisis
has sparked an important change in the normative consensus. It used to be
easy to criticize net importing countries for their lack of competitiveness
and self-discipline, while at the same time lauding net exporting countries
for their manufacturing prowess and fiscal or consumer self-restraint. Now
that is no longer the case. The

The net exporters are losing net exporters are losing some of
their virtue and the net import-

some of their virtue and the net ers some of their shame. External

importers some of their shame. bale.mce has become fashionable
again.

External balance has become This shift in the normative

fashionable again. consensus has significant policy
implications both for the choice

of national economic strategies
and for the rules that govern international exchange. Historically, export-led
growth strategies have predominated at the national level, at least wherever
they could be successfully established. Net exporters have had a controlling
influence in the design and function of international economic regimes, as
well. Now, however, the balance of influence is moving the other way. Politi-
cians and their advisors are arguing in favor of self-sustaining development,
and recommending more support for domestic investment and consump-
tion. As a result, we are likely to see more emphasis on ‘re-balancing’ both
within countries and between them.

This essay has five sections. The first sketches the conventional wisdom
about macroeconomic imbalances prior to the current crisis. The second
highlights a few of the anomalies that were apparent in that traditional view.
The third describes some of the causes and consequences of the economic
downturn. The fourth points to evidence of a change in the prevailing con-
sensus. And the fifth concludes with policy implications that derive from
this change in view.

The Traditional Political Economy of Macroeconomic Imbalances

Systemically important macroeconomic imbalances—meaning either deficits
or surpluses on a country’s current accounts—are a recent phenomenon.
During the years of the classical gold standard, which stretched from the
late nineteenth to early twentieth centuries, it was difficult, if not impos-
sible, for a country to maintain substantial or persistent trade imbalances
with the outside world. The same is true for the Bretton Woods period of
the post-World War II era. If we look at the 1960s, for example, it is hard
to find any major economy with a current account imbalance—deficit or
surplus—that measured more than one or two percent of gross domestic
product (GDP). A few countries had significant departures for a year or two,
but none of them could be sustained.

The situation changed with the oil-price and dollar shocks of the
1970s, and the liberalization of international capital markets in the 1980s.
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The oil price shocks revealed that it is necessary for countries to be able to
finance significant external imbalances, particularly when their deficits are
due to the high price of vital energy imports. Capital market liberalization
made it easier for such financing to take place. The only question was how
long this could be sustained. The experience of the United States under-
scored the significance of that answer.

The United States’ current account balance fell precipitously from a
modest surplus in 1980 to a deficit worth 3.2 percent of GDP in 1987. The
result was the ‘deficits and the dollar’ debate, within which analysts (like Ste-
phen Marris at the then-newly founded Institute for International Econom-
ics) worried that the United States’ current account position would prove
unsustainable and the dollar would crash, triggering a global recession.' In
this account, the Japanese economy was in the opposite position, having
moved from a current account deficit worth just over one percent of GDP
in 1980 to a peak surplus worth 4.2 percent of GDP in 1986. Moreover, the
developments in the two countries were symbiotic. Japan depended upon
the United States as its major market for exports, and the United States re-
lied on capital flows from Japan to finance its current account deficits. This
symbiosis explains why the question of sustainability was so important for
the international system as a whole. The two countries could not continue
to follow these complementary trajectories forever, and once they ceased to
complement one-another, both would surely fall apart.

The events that unfolded in the early 1990s were more dramatic for
Japan than for the United States. A collapse in Japanese asset markets ush-
ered in more than a decade of slow growth, falling prices, and debt deflation.
Nevertheless, these events did little to change the underlying diagnosis of
the macroeconomic imbalances themselves. The Japanese did poorly despite
their export performance. Meanwhile, U.S. current account deficits were
at least part if not parcel of the country’s wider economic malaise. The
combination of bad U.S. fiscal policies, low private savings, and the central
role of the dollar for global commerce had put the world economy at risk.
During the 1990s, the Clinton administration managed to avoid David Cal-
leo’s forewarning in The Bankrupting of America (1992),> but it was a close run
thing, and the U.S. current account deficit was never eliminated.

On the contrary, the U.S. current account position veered sharply
into the red again in the decade after 1997, bottoming out in 2006 at 5.9
percent of GDP. This time, however, there were three important differences
when compared to the 1980s. First, the United States was hardly the only
country experiencing a significant current account deficit—anymore than
Japan was the only major partner running a surplus. Indeed, if we look at
the variation in current account performance across any large group of ad-
vanced industrial economies, it is possible to see how steep and persistent
was the rate of increase in the differences between national current account
positions over time (see Figure 1).

The second distinction is found in European monetary integration.
Those countries that joined the single European currency, the euro, were
released from any country-specific balance of payments constraints. The
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Variation in Current Account Performance*

eurozone as a whole has to worry about managing its external imbalances,
but the individual countries within it do not. They can all borrow freely in
euros from one-another and only need to change currency (and so worry
about international payments) in the context of their joint trade with the
outside world. This is at least part of the reason why cross-country varia-
tion in current account performance since the late 1990s is so significant.
Eurozone countries were quick to take advantage of their new-found free-
dom, with some smaller ones running deficits or surpluses well above five
percent of GDP.?

The third difference when compared to the 1980s is the rise of new
economic powers like Brazil, Russia, India, and China—or what Goldman
Sachs analysts have immortalized as the BRICs. Even if we discount the role
of smaller eurozone countries in estimating the cross-country variability
in current account performance during the late 1990s and 2000s, it is still
possible to show a persistent and substantial increase in the differences
across countries over time (see Figure 2). This has less to do with the market
adjustments resulting from the growth of trade between the industrialized
and developing world than with the particular influence of Russia and
China. Brazil and India are close to balance in their current account posi-
tions, recording an average deficit worth 0.4 percent of GDP for India and
1.4 percent of GDP for Brazil in the decade since 1997. Meanwhile, Russia
and China have sustained significant surpluses. Indeed, as a percent of
domestic GDP, China’s surpluses are much greater than contemporaneous
U.S. deficits (see Figure 3).

Before the financial crisis started in the autumn of 2007, much of the
economic analysis of these macroeconomic imbalances mirrored the ‘deficits



THE NEw PoLiticaAL EcoNoMYy OF GLOBAL MACROECONOMIC IMBALANCES 65

7.0

6.0

5.0

4.0

3.0

= Actual = Estimate

2.0

Standard deviation of current account balance as percent GDP

1.0

0.0

1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014

Year

Source: IMF World Economic Outlook, April 2009.

Figure 2.
Current Account Variation in G-7 + BRICs

/\/\

——China — United States

Estimates

Percent GDP
N

1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005

2006 2007 2408 2009 2010 2011 2012 2013 2014

L

8 -
Source: IMF World Economic Outlook, April 2009. Year

Figure 3.
Current Account Balances in the US and China



66 SAIS Review SuMMER-FaLL 2009

and the dollar’ debate of the 1980s, with China playing the role that used
to be attributed to Japan.* China’s surpluses attracted significant attention,
and yet analysts continued to focus on the size and sustainability of U.S.
current account deficits, emphasizing both the weakness of U.S. domestic
savings and the international role of the dollar. At some point, the argu-
ment went, the United States would face the risk that it would no longer
be attractive to the suppliers of foreign credit, and China in particular. In
2007, Paul Krugman described this impending realization as a ‘Wylie-Coy-
ote’ moment—where everything keeps running along until the markets see
there is no floor of support and the dollar suddenly crashes.® Once again,
the story ends with the falling dollar taking the rest of the global economy
along with it. Of course some voices tried to dispel concerns that the United
States would be unable to finance its persistent deficits, but most accepted
that they could not be sustained forever. And, as Herb Stein first putitina
debate about balance of payments deficits in the 1980s, “if something can-
not go on forever, it will stop.”®

Some Inconvenient Aspects of Net Exports

The consistent focus on U.S. current account deficits, first in the 1980s and
then again in the 2000s, was justified on many levels. The United States
did run significant fiscal deficits that increased domestic demand beyond
the level of production,

and U.S. consumers took

By focusing so heavily on the United
States, the debate tended to over-

advantage of housing
price appreciation and
mortgage refinancing op-

shadow some of the inconvenient ., cinities to increase
aspects of running consistent current consumption and run

t 1 down their savings. Nev-
account surpluses. ertheless, by focusing so

heavily on the United
States, the debate tended
to overshadow or ignore some of the inconvenient aspects of running
consistent current account surpluses. This is not to say that economists
were unaware of the issues at stake. Quite the opposite. Rather, they were
so focused on one particular problem (current account deficits) that they
failed to embrace a much-needed perspective with regard to the perils of
persistent surpluses.

Paul Krugman’s 1994 essay on the ‘dangerous obsession’ with com-
petitiveness is a good example of what a change in perspective can add to the
debate.” His central claim was that firms and countries have very different
notions of competitiveness because they have very different relationships
with productivity—or the amount of output generated by a given amount
of labor. Firms depend on productivity to help hold down costs relative to
close competitors; countries depend upon productivity to generate wealth
and improve their standards of living. When firms see their competitors’



THE NEw PoLiticaAL EcoNoMYy OF GLOBAL MACROECONOMIC IMBALANCES 67

productivity grow more quickly than their own, they run the risk of being
driven out of the market. The only choice is to find some way to get relative
costs under control. When countries see productivity grow elsewhere, the
implications are not so clear.

Indeed, far from being starkly negative, as in the case of the firm, the
implications of productivity growth beyond a country’s borders are more
likely to be positive instead. And in this sense, it is misleading to argue that
countries are somehow in competition with one another. National welfare,
for example, may improve due to the availability of better imports, and may
also benefit from the impact of productivity growth on the demand for
goods and services abroad. By implication, relative cost control is not the
most important issue and may prove to be a dangerous distraction. Finding
some way to ensure that living standards continue to rise is all that really
matters; whatever happens beyond their borders, governments cannot es-
cape the importance of nurturing domestic productivity growth.

Productivity increases can come in two ways. One is to move labor
from where it produces little to where it can produce a lot. When agricul-
tural workers in China move from the rural countryside to urban factories,
their productivity increases substantially, which pulls up their contribution
to aggregate social welfare and purchasing power. Likewise, when manufac-
turing workers in the United States move from textiles to telecommunica-
tions, productivity can also increase. If each of these movements of labor
takes place because of trade between the two countries, the result hardly
resembles the kind of competition that occurs between firms. Instead, it
illustrates the welfare enhancing effects of comparative advantage. That is
why economists are so reluctant to see politicians respond to trade—and
the inevitable adjustment of labor resources—with protectionist measures
to achieve or sustain a relative cost advantage.

The other way to increase productivity is through investment in edu-
cation, infrastructure, technology, and machines. Here the links to trade
are less obvious, particularly when the focus is on export-led growth. The
welfare effects of comparative advantage are still there, and there are benefits
from the exchange of ideas and the diffusion of technology. But even new
ideas and new technologies have to be put into practice, and that means
spending money.

The problem again is the emphasis on sustaining or achieving a
cost-competitiveness—primarily in response to nominal exchange rate
movements that may have little or nothing to do with relative productivity
growth. Exports, by definition, generate revenue in foreign currency, and
net exports generate revenue above and beyond that which is required to
purchase things from abroad. If this revenue is changed into national cur-
rency and brought into the domestic economy to pay for new investments,
it will increase domestic inflation or push up the value of the local currency.
Either way, relative costs will move against the net export position.

This is the situation that West Germany found itself in repeatedly in
the 1960s. Central bankers and government ministers fought over whether
a revaluation of the currency against the dollar or a relaxation of domestic
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prices was the best way to go. In they end, they agreed that it would be bet-
ter if exporters kept their earnings outside of the country in the hopes of
mitigating the relative cost consequences of repatriating export earnings
into Deutschmarks. In effect, they chose to forego new investment in order
to maintain cost competitiveness. This was good for German manufacturing
industries, but it came at a cost for West Germany as a whole.®

China faces a similar problem and has come up with a similar solu-
tion. The result has been a dramatic increase in Chinese holdings of foreign
currency-denominated assets. While some of these assets belong to private
actors, many (if not most) belong to the state. The central bank of China
has accumulated an enormous stockpile of foreign exchange reserves and it
has held these outside of the domestic economy by soaking up the resulting
increase in Chinese currency through the issue of government (‘steriliza-
tion’) bonds. This has two different implications. To begin with, it means
that China does not benefit from the foregone investment. Foreign currency-
denominated assets may generate a positive real rate of return, but they do
not raise productivity and so cannot contribute to an increase in standards
of living. Beyond that, it means that sterilization bonds spread throughout
the Chinese financial system, distorting the allocation of domestic savings
and investment.” Moreover, so long as China continues to focus on the
relative cost dimension of its export competitiveness, the volume of foreign
currency-denominated assets will continue to increase.

Of course, there are many good reasons in addition to relative cost
control as to why Chinese authorities have chosen to follow this course of
action. The experience of the Asian financial crisis in the late 1990s under-
scored the importance of insuring against shocks to the balance of payments
through the stockpiling of foreign exchange reserves. Meanwhile, Chinese
financial markets remain underdeveloped to handle the huge volume of
domestic savings, and China can only undertake so much in terms of real
investment at any given point in time. Nevertheless, it is clear that exchange
rate stabilization has played an important part in the government’s calculus
and that China is prepared to accept the continued accumulation of foreign
currency-denominated assets—with all that entails—as a consequence.

Then Came the Crisis

The current economic crisis gives reason to believe that the consequences
of China’s current account surpluses, and the resulting accumulation of
foreign currency-denominated assets, are systemic as well as domestic. In-
deed, it can be argued that they
. . contributed to the worst global
Did China’s current account . ...cion since the 19305,
surpluses contribute to the According to this interpre-

worst global recession since tation of events, the roots of the
g crisis lie in the ‘glut’ of global

the 1930s? savings rather than in the ex-
cess demand within the United
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States.'” The logic here is the reverse of the older debates about deficits and
the dollar, because money flowing into dollar-denominated assets precipi-
tated the crisis rather than money flowing out of them. The problem was
not the sudden loss of appetite for risk or exposure to dollar-denominated
assets, but the gradual loss of opportunities for generating meaningful
returns on dollar-denominated investments. U.S. financial institutions
quite literally did not know what to do with the vast pool of liquidity at
their disposal and so they switched from investing in the real economy to
speculating in financial instruments. Meanwhile, U.S. households gorged on
consumption that the ready supply of credit made available and the rapid
increase in asset prices could secure. The government also took advantage
of the situation to run up impressive deficits without paying a premium
on its interest payments. On the contrary, nominal interest rates declined
and inflation expectations remained stable, meaning that the real cost of
carrying debt decreased—for the government and for consumers alike. Asset
prices, particularly in the housing market, increased dramatically.

The system broke down when the asset price bubble burst and finan-
cial institutions lost the ability to price their own speculative instruments.
Liquidity vanished from the money market as banks refused to lend to
one-another for fear that they would not get their money back. This took
down the banks that were most dependent upon interbank liquidity to un-
derwrite their lending portfolios, and it spread rapidly across the financial
system and into the economy as a whole. As lending dried up, the money
supply stopped growing, and economic activity ground to a halt. Worse, as
U.S. households struggled to increase their savings, imports declined and
the effects of the crisis spread from the United States into the developing
world.

The weakness of this ‘savings glut’ interpretation of the crisis is that
it seems too convenient and too counterintuitive. It lets the United States
off the hook and hangs China instead. Profligate U.S. consumers are the
victims while the frugal, hard-working Chinese are to blame. Meanwhile,
U.S. policymakers failed to check the growth of asset prices and fueled re-
cord deficits as their Chinese counterparts fostered real growth that lifted
hundreds of millions out of poverty. To accuse the Chinese while exonerat-
ing the Americans hardly seems fair.

Conversely, the strength of this argument derives from two broader
constraints—one relating to the uneven distribution of energy resources,
and the other deriving from the fact that the world economy is a closed sys-
tem. China was hardly the only country accumulating vast pools of foreign
currency-denominated assets; Russia, Saudi Arabia, and the other major
energy exporting countries were running massive current account surpluses
as well. The difference is that the trade in energy is structurally imbalanced
insofar as some countries have the resources that all countries need. Energy
exporting countries run surpluses by necessity and not design because if
they allowed world markets to determine their relative domestic prices, they
would have to witness the destruction of the rest of their industry. (This is
the essence of the ‘Dutch disease’ that followed the Netherlands’ discovery
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of natural gas deposits in the North Sea.) Hence, the accumulation of for-
eign currency-denominated assets by energy exporting countries is less a
matter of choice than necessity. China’s situation, however, is different, at
least insofar as its own current account surpluses derive less from necessity
than from design. The fact that it was able to maintain its surpluses despite
its own dependence on imported energy is even more impressive.

Yet, for China to run a surplus, the rest of the world has to run a defi-
cit. That is what it means to say that the world economy is closed. Whatever
the vices of U.S. macroeconomic policy, Chinese net exports had to go some-
where or they could not be exported, and so Chinese output growth would
have to slow down. Oxford economist Terry O’Shaughnessy used to joke
during the debate about macroeconomic imbalances in 2005 and 2006 that
the worst thing that could happen would be that U.S. households would
suddenly decide to save. Once the crisis struck, and U.S. savings began to
rise, the implications for China and the rest of the developing world moved
to the center of the international debate.!!

Changing Perspectives on Export-Led Growth

The savings glut interpretation has adherents and detractors.'” From an
academic standpoint, this is what makes it an interesting debate. Neverthe-
less, the subtleties tend to vanish as it leaks out into the popular media and
new conventional wisdom about global macroeconomic imbalances arise to
replace the old along the way. This is the process that John Maynard Keynes
alluded to when he talked about ‘practical men’ falling under the influence
of economic ideas."” It is not an ideological conversion; it is a shift in focus
instead. Where current account deficit countries like the United States once
dominated the policy recommendations, the new emphasis is on net export
countries like China.

The recommendations given to China form a comprehensive agenda.'*
China should stimulate domestic investment, strengthen its internal finan-
cial system, liberalize its capital markets, promote the international use of
its currency, and wean itself off of its export-dependence. This is not going
to be easy for Chinese leadership, which is unlikely to embrace these recom-
mendations as a near-term agenda.'* The United States may have to call on
its European allies to help make the case.'® But ultimately, it is the only way
for China to limit its exposure to changes in the value of the dollar and to
resolve the exchange rate problems associated with its present development
model."” In any event, it is clear that, as Bergsten and Subramanian put it,
“America cannot resolve global imbalances on its own.”'®

The important point to note, however, is that China is not the only
country drawing this sort of attention. Rather, the focus has shifted against
the export-led growth model in general. This is most evident in a recent es-
say by Brian Klein and Kenneth Cukier," in which they make a wide-ranging
attack on the Asian development strategy. They argue that by placing exces-
sive emphasis on exports, the Asian countries have distorted the distribution
of income, neglected institutional development, fueled financial instability,
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and put both their economic performance and their political stability at
risk. Klein and Cukier’s essay does not accuse the Asian countries of caus-
ing the current economic crisis; rather, the essay is meant to warn that they
may trigger the next one.

The change in perspective extends beyond Asia and developing coun-
tries to embrace advanced industrial economies in Europe, as well. Germany
also depends upon export-led growth and this export dependence has be-
come an important point of contention in intra-European and trans-Atlantic
debates about the nature of the economic crisis and the appropriate policy
response. The German government’s position is that the crisis has Ameri-
can origins and that irresponsible (or greedy) bankers are to blame. When
the German economy emerged from the recession in the summer of 2009,
this was celebrated as a vindication of the German model and the virtues
of frugality and self-restraint. That response, however, was not universally
accepted. The Economist ran a leader criticizing Germany for its unbalanced
development and arguing that “Germany’s muscle-bound economy is also
a victim of its ex-

porters’ success.”? .
Simon Tilford took The old debate about macroeconomic

theargumentastep  jmbalances gave responsibility for adjust-
further to argue . .
that “a reinforced Ment to the deficit countries. The new
German belief in debate puts that onus on those that insist

the superiority of . 1
export-led groweh ©ONl IUNNIng a surplus.

would be a recipe
for weak growth in
Germany and serious problems elsewhere in Europe.”*' And Financial Times
columnist Wolfgang Munchau drew the argument out to its logical conclu-
sion:

Without an increase in domestic demand from Europe and China, there is
nothing to take up the slack created by the saving of the U.S. private sec-
tor. Once the U.S. stimulus expires, and the budget deficit starts to narrow,
global demand will settle at a new lower level. Under those circumstances, it
is difficult to see how the world economy can return to the pre-crisis levels
of growth, or even close to them. That is why we should be worrying more
about global economics right now than global finance.”

The old debate about macroeconomic imbalances gave responsibility for
adjustment to the deficit countries. The new debate puts that onus on those
countries that insist on running a surplus.

Policy Implications of a New Political Economy

The open question is how this shift in perspective affects the wider policy
debate. The answer is still only preliminary. The major thrust of policy will
be to create incentives for countries to stay closer to balance, and to create
incentives for net exporters, in particular. In the short run, those incen-



72 SAIS Review SuMMER-FaLL 2009

tives will be primarily rhetorical or political. By jaw-boning the net export
countries, the net import countries will try to generate a broader basis of
support for reform, both domestic (as in China) and international. Such
efforts will likely achieve only limited success. The Chinese show no inclina-
tion to move away from their emphasis on export-led growth and neither
do the Germans.

Over the medium to long term, the new change in perspective will
have to develop financial incentives if it is to achieve any success. Specifi-
cally, it will have to promote reforms to the International Monetary Fund
(IMF) and to the regime for providing balance of payments assistance to
make support easier and foreign exchange reserves less attractive. This will
sap support from the claim that consistent current account surpluses are
necessary to provide balance of payments insurance, and it will underscore
the importance of promoting domestic investment instead.

Still, it is worth recognizing the full implications of the fact that the
world is a closed system. If net export countries stop running surpluses,
net import countries will find it more difficult (if not impossible) to run
deficits as well. Throughout the debate about macroeconomic imbalances,
the concern has always focused on the possibility that China or Japan will
stop financing U.S. deficits. Now that possibility should become the objec-
tive. There has been a shift in the normative consensus. But it does not let
the United States off the hook and it will require serious effort on all sides
if we are to avoid a repeat of the current crisis.
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