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Post-Crisis Re-balancing of Economic 
Power and Growth

• Two track growth rates – High growth rate for 
EME and Low Growth rate for Advanced 
Economies [De-leveraging]

• Global Imbalance will shrink, so EME will have to 
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• Global Imbalance will shrink, so EME will have to 
rely more on Domestic Expenditure to stimulate 
growth. 

• However, asking China and EME to revive Global 
Growth is too much to expect.  

• Protectionism is on the rise, and pressure on 
China to appreciate exchange rate is one form.  



Asian Crisis (97-98) vs Current (07-09)

• Excessive liquidity
• Large capital flows
• Asset bubbles
• Excessive leverage in 

corporations
• Crony Capitalism

• Yes
• Carry Trades
• Yes
• Yes, in household sector 

and financial sector
• Regulatory Capture
• Financial Innovation of 
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• Financial Liberalization
• Lack of transparency
• Inadequate Supervision
• Moral Hazard – close 

banks
• Policy response – raise 

interest rates
• Cut fiscal expenditure

• Financial Innovation of 
negative social value

• Lack of understanding of 
complex instruments

• Regulators caught off-guard
• Greenspan Put and Blanket 

Deposit Guarantee – rescues
• Lower Interest rates -

whatever it takes
• Increase fiscal stimulus



Financial Crisis: Four Failures
1. Failure to remember History - we have a history of increasing 

volatility and financial crises

2. Failure to see Macro-Systemic Issues - Unsustainability of 
Global Imbalance, Low interest rates, Implications of Asset 
Bubbles and Excess 

3. Failure to understand systemic implications of micro-behaviour
- Embedded leverage in Financial Engineering, bad incentive 
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- Embedded leverage in Financial Engineering, bad incentive 
schemes, 

4. Failure of Economic Thought - Specialization of academic 
disciplines ignored the really important political economy 
issues of our times: social inequities, political capture by 
vested interests, global warming and complex factors that 
affect financial stability –

Paul Krugman - much of the past 30 years of macroeconomics “was 
spectacularly useless at best, and positively harmful at worst.”



Fragmentation vs. System-wide view at Academic and 
Government Levels – it does not add up

1. Fragmentation of Academic Disciplines –
Economics wants to be a science, but uses unrealistic 
assumptions about human behaviour that turned out to be false.  
Example, the assumption that default risk and liquidity risk are 
exclusive [externalities are zero], non-interdependent and can be 
measured using models
In reality, institutions and behavioural characteristics are 
interdependent, inter-connected and interact in non-linear manner. 
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2. Fragmentation of Governance 
We have One Global Market, but financial institutions are regulated 
under National laws [Fragmentation of enforcement] – race to 
bottom
At national level, different agencies are in charge of different 
institutions, so that there are overlaps, gaps, turf-fighting and non-
cooperation to solve complex social issues

Mervyn King - Banking is Global in Life and National in Death [but 
regulated in parts].



Richard Posner: Critique on US Reform Blueprint
-- Lombard Street, July and August 2009, finreg21.com.

• Premature – advocates a specific course of treatment for a 
disease the cause or causes of which have not been 
determined.

• No clear regulatory structure for US and others
• Emphasis on the folly of private-sector actors—investors, 

consumers, credit-rating agencies, above all bankers and 
and defects in the regulatory structure, leaving out: 
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consumers, credit-rating agencies, above all bankers and 
and defects in the regulatory structure, leaving out: 

1) Errors of monetary policy; 
2) Large budget deficits; 
3) Deregulation in banking; 
4) lax enforcement of existing regulations; 
5) the complacency of and errors by the 

economics profession



Global Mega-trends

1. Real Sector Growth will slow due to deleveraging, 
unwinding excess capacity and higher 
unemployment, 

2. Zero-interest rate policy (ZIRP) plus massive 
guarantee and liquidity will distort real sector 

3. Emerging Markets will grow faster, but many 
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3. Emerging Markets will grow faster, but many 
uncertainties lie ahead

4. Global Warming, Quality of Life changes, changing 
Demographics will change Investment and 
Consumption patterns

5. Those who reform and adjust now to more Green 
economy will be big winner in sustainable 
development



There are two crises simultaneously - Financial and Global 

Warming, the latter with long-term effects

1. Trade – Trade has been positive globally, but it is driven on an 
unsustainable “material consumption” rather than “service-
knowledge sustainable consumption path.  

2. Jobs - quality of jobs, not quantity 
Stimulus packages in China spending US$250,000 to create a job 
that earns $2,500 per year?  We need new type of job creation.  
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3. Global Warming - Danger if last 30 years prosperity due to Positive side of 
Global Warming, but next 30 years could see Negative side of Global 
Warming. 

G20 is first opportunity to have more representative global governance 
model that might work, not for national interest, but for Global Interest. 

But, G20 unity is now fragmenting, as each country adopts own 
solutions, and EU (PIGS) emerging fiscal crisis, whilst Double-Dip likely



Current crisis should be viewed as a 
Network Crisis.

• Highly Concentrated hubs (20-25 large complex financial 
institutions) accounting for over half of global turnover, particularly 
in derivatives, concentrated in London, New York. 

• Too Interconnected to Fail – LCFIs are larger than countries

• Highly interdependent – LCFIs trade with hedge funds and key 
clients, dependent on AIG, government deposit guarantee and 
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clients, dependent on AIG, government deposit guarantee and 
central bank liquidity provision;

• Inter-Active – Markets become pro-cyclical through momentum 
trading, but reversal becomes vicious circle – lower liquidity, lower 
prices, insolvency

• Simultaneous – failure of Lehmans led to almost instantaneous 
stoppage of global credit, which affected real economy

• Complex – no one understood complexity of financial derivatives 



A Networked Globalized Finance

10Source: McKinsey Global Institute （2009）



I. Is the era of the dollar over?

II.  Who are “winners” and “losers” under a new  
international  currency?

Questions on the Global Reserve Questions on the Global Reserve 
SystemSystem

III. Will an international  currency  work?

IV. What is role of the IMF?

V. What are the alternatives (regional agreements)? 
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• The US Dollar is still the dominant Reserve Currency for 
central banks becaise it is the International Currency
for  business.

I. Structural Problem of Global Financial 
Architecture

Country GDP (USD bn)

USA 14.2• The US Dollar is the 

nominal anchor currency 
USA 14.2

Eurozone 13.6

Japan 4.9

China 4.3

United Kingdom 2.6

nominal anchor currency 

for most of Asia, e.g. 

China, and ASEAN 

(McKinnon, 2005).

• The US Dollar is the global invoice currency because the 

US is the largest economy and largest consumer with 

superior financial products and services.
12



As Reserve Currency Issuer, US enjoyed As Reserve Currency Issuer, US enjoyed 
“Exorbitant Privilege” “Exorbitant Privilege” 

• US became banker to the world, earning higher 
spread on recycling inflows from EME (Dooley, 
Folkerts-Landau and Garber 2005, Lane and 
Milessi, 2006, Rey 2005).
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• Growing current account deficit can only be 
financed by lower interest rates, which encourage 
financial engineering, which drives further 
speculation and leverage

• Ended in GFC when Fed started raising rates too 
late in 2006.



Free Market Fundamentalism, Financial Engineering Free Market Fundamentalism, Financial Engineering 
all rationale for “Perpetual Prosperity Machine” all rationale for “Perpetual Prosperity Machine” 

• Excessive reliance of US on expending, pushed US 
to become banker to the world, earning higher 
spread on recycling inflows from EME (Dooley, 
Folkerts-Landau and Garber 2005, Lane and 
Milessi, 2006, Rey 2005).
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• Growing current account deficit can only be 
financed by lower and lower interest rates, which 
encourage financial engineering, which drives 
further speculation and leverage

• Ended in GFC when Fed started raising rates too 
late in 2006.



Factors Influencing International Factors Influencing International 
Reserve Currency PositionReserve Currency Position

-

Source: IFS-IMF database

-

---
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� Triffin Dilemma – the central bank of the reserve 
currency country must run monetary policy contrary 
to domestic needs.

� If world grow faster than US, Fed must keep global 
liquidity higher = loose monetary policy = higher 
current account deficit of Balance of Payments

US confronted US confronted TriffinTriffin DilemmaDilemma

� CA deficit financed more and more financial 
engineering that disguised leverage at institutional 
level.

� Fragmented supervisory system had no macro view of 
systemic risks building up

� Political economy had no will to stop false prosperity 
from bubbles, loose monetary policy, fiscal profligacy 
and lax regulatory oversight. 16



• Bernanke – Fed’s low interest rates did not 
contribute to Global Financial Crisis 2008.

• Mervyn King – “The origins of the crisis lie in 
our inability to cope with the consequences 

Contrasting AdmissionsContrasting Admissions
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our inability to cope with the consequences 
of the entry into the world trading system of 
countries such as China, India, and the 
former Soviet empire - in a word,  
globalization.  The benefits in terms of trade 
were visible; the implied costs of capital 
flows were not.” (January 2010)



Structural Flaw of Westphalian Global 
Monetary Order

� “Banking is global in life, but national in death.”  

� Monetary policy, fiscal policy and financial regulation 
are all national, and national policies are not 
coordinated – global consequences are “tragedy of 
commons”.commons”.

� Execution of national policies are also fragmented 
into different departments, with gaps, overlaps and 
turf wars, so outcome is not optimal.

� Example: Global Large Complex Financial Institution 
operating in 150 countries subject to minimum 4 x 
150 regulators; no one has total picture and unaware 
of systemic risk.    
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� Present architecture depends on US maintaining fiscal 
and monetary discipline, but reverse Triffin causing 
bubbles in EME through ZIRP

� McKinnon, 2005, Kawai, 2009 feel the persistent US 
current account deficit (due to excess consumption) will 
pose threat to Asia’s currencies stability.

II.  How Does This Affect Us?II.  How Does This Affect Us?

pose threat to Asia’s currencies stability.

� Growing Imbalances are leading to Financial Crises, 
Asset Bubbles and Protectionism.

� World is fragmenting into regions – e.g. Eurozone is 
looking at European Monetary Fund outside ECB to 
solve PIGS problem 

� Why didn’t EU ask IMF to solve Greek problem, but 
insisted on IMF for Asia in 1997/8? 19



Global Imbalance 1: Current Global Imbalance 1: Current 
Accounts ComparisonAccounts Comparison
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 Source: IMF, av. Annual growth rates, last update Oct 01 2009, WEO (2009 Estimate 2010 Forecast) Source: IMF, av. Annual growth rates, last update Oct 01 2009, WEO (2009 Estimate 2010 Forecast) Source: IMF, av. Annual growth rates, last update Oct 01 2009, WEO (2009 Estimate 2010 Forecast) Source: IMF, av. Annual growth rates, last update Oct 01 2009, WEO (2009 Estimate 2010 Forecast)



Global Imbalance 2: Foreign Exchange Global Imbalance 2: Foreign Exchange 
Reserves ComparisonReserves Comparison

1500000

2000000

2500000
Foreign Exchange Reserves (million USD)

On average, China foreign reserves grew at 32.06%, Japan at 14.37%, 
UK at 4.23%, Eurozone at -1.29% and US at 5.03%

The global financial markets 
are afflicted by Zero Interest 

Rate Policy (ZIRP)

1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

China,P.R.: Mainland 154675 165574 212165 286407 403251 609932 818872 1066340 1528250 1946030 2399000
Japan 277708 347212 387727 451458 652790 824264 828813 874936 948356 1003670 996955
United Kingdom 27505 34163 28843 30980 28645 34082 35854 38889 47498 41550 38026
Euro Area 227989 218633 207817 215812 188173 181196 167150 184034 203189 201969 195136
United States 32182 31238 28981 33818 39722 42718 37838 40944 45804 49584 50520

0

500000

1000000
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Source:  IFS-IMF Database
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Global Imbalance 3:  National Savings RateGlobal Imbalance 3:  National Savings Rate

Gross Domestic Savings: 2009 (% of GDP)Gross Domestic Savings: 2009 (% of GDP)
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Source: EIU estimates, annual average rates, Last update 10/2009Source: EIU estimates, annual average rates, Last update 10/2009Source: EIU estimates, annual average rates, Last update 10/2009Source: EIU estimates, annual average rates, Last update 10/2009

Savings Glut argument that excess savings in emerging markets 
allowed advanced countries to run high current account deficits.  

But would there be high savings without high HDC spending?



Common ailment:  Global Erosion of Common ailment:  Global Erosion of 
Monetary PolicyMonetary Policy
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• Exporters (Asian Supply Chain, Gulf Oil Exporters 
and Germany) were hurt differently Global Financial 
Crisis 2008.

• Germany suffered both export slowdown and 
financial contagion. 

Problem is Imbalance between Problem is Imbalance between 
Exporters and Deficit CountriesExporters and Deficit Countries

24

financial contagion. 

• Rest suffered mostly through trade channel

• US and EU want to force adjustment in exchange 
rates, especially RMB, to reduce imbalance 

• Debate is whether rise in RMB will solve problem



U.S.U.S.People’sPeople’s

ExportsExportsExportsExports

China’s Role in Global Trade (US$ China’s Role in Global Trade (US$ bnbn))

$630 $521

2525

U.S.U.S.
&&

EUEU

People’sPeople’s
Republic ofRepublic of

ChinaChina
ImportsImportsAsiaAsia ImportsImports

$640 $215

Source: National Bureau of Statistics of China, accumulation of flow from Aug 2008 to Aug 2009Source: National Bureau of Statistics of China, accumulation of flow from Aug 2008 to Aug 2009Source: National Bureau of Statistics of China, accumulation of flow from Aug 2008 to Aug 2009Source: National Bureau of Statistics of China, accumulation of flow from Aug 2008 to Aug 2009
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� Build-up of EME’s large foreign reserves is not 
sustainable.

� Build up of US Net liability to Foreigners > 25% of 
GDP not sustainable.

PostPost--Global Financial Crisis is Global Financial Crisis is 
EME Policy DilemmaEME Policy Dilemma
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• Large capital flows ($, ¥ and £ carry trade) causing 
bubble in EME.  

• No EME can tighten monetary policy without 
attracting huge capital flows.  

• Exchange rates of EME appreciating sharply e.g. 
Brazilian real +42% and Korean Won 36% against 
RMB.



� Faster growth in EME due to demographics, 
improved governance, productivity, of which 
nominal exchange rate is only one factor.

� Question is whether stable USD or 
depreciating USD is good for long-term 

III.  Who are “Winners” and “Losers”?III.  Who are “Winners” and “Losers”?

depreciating USD is good for long-term 
global stability

� If yes, then continue with USD reserve 
system;

� If not, then change system, but model 
unclear.

28
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Euro role growing, but is 2Euro role growing, but is 2--reserve currency reserve currency 
system better than single dominant currency system better than single dominant currency 
system?system?
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Feb. 18 2010 (Bloomberg) - The US Dollar strengthened against 
Euro to near nine-month low, due to Greek problems and as Fed 

signaled exit.
URL: http://www.bloomberg.com/apps/news?pid=20601087&sid=aLoC2YtltsYs&pos=4

29



Proposing  US 
Dollar being 

unchallenged and 
as Leading Reserve 

Currency

Uncertainty due to 
Limiting Factors 
for Euro to Rise

Proposing  Euro as 
Overtaking US 

Dollar as Reserve 
Currency

Proposing 
Multiplicity of 

Reserve Currencies

Frankel (1995) Eichengreen 
(1998)

Kenen (1995) Gaspar (2004)

Academic Debate Over Status Academic Debate Over Status 
of US Dollar versus Euroof US Dollar versus Euro

(1998)
Feldstein (1997) Portes and Rey 

(1998)
McCauley (1997)

Cooper (2000) Bergsten (1997)

Cohen (2003) Alogoskoufis and 
Portes (1997)

Truman (2004) Masson and 
Turtleboom (1997)

Dobson and 
Masson (2009)

Chinn and Frankel 
(2005) 30



USD depreciation will mean losers for those USD depreciation will mean losers for those 
holding USD Foreign Exchange Reservesholding USD Foreign Exchange Reserves
[For China 10% revaluation = US$240 billion or 4% of GDP] [For China 10% revaluation = US$240 billion or 4% of GDP] 

(Levels, bill. Usd)
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In foreign exchange reserves, Asia 
will be LOSERS should US Dollar 
depreciates.
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� The current situation is a collective action trap with no 
hard budget constraint

� Dominant reserve currency requires self-discipline in 
exchange for “exorbitant privilege”, since US can 
“enforce” discipline on others through Bretton 

Two or Three Reserve Currencies to share Two or Three Reserve Currencies to share 
Exorbitant Privilege may make system more Exorbitant Privilege may make system more 

unstableunstable

“enforce” discipline on others through Bretton 
Woods.

� But without US self discipline, the system is unstable, 
as other stakeholders feel that US is now “taxing” 
them

� Hence, everyone for themselves leads to 
protectionism, fragmentation and instability
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� In the 1970s, Paul Volcker suggested "A global 
economy needs a global currency.”

� But single global currency requires Global 
Central Bank Policy, a Global Regulatory Policy 
and a Global Fiscal Policy.

IV.  Will an International Currency IV.  Will an International Currency 
Work?Work?

and a Global Fiscal Policy.

� Global Fiscal Policy is required to compensate 
loser and “tax” winners, needed basic 
legitimacy of Global body

� As long as the Global Fiscal Policy is not in 
place, an international currency cannot work.
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V.  What is the role for the IMF in new V.  What is the role for the IMF in new 
architecture?architecture?

� IMF can have role if members are willing to cede 
monetary policy to a Global Central Bank

� Currently, IMF is not ever in clearing function and only 
has some surveillance role
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� IMF will be super powerful, but does not have a global 
fiscal agency to compensate loser and tax winners. 

� IMF can only have teeth, if the political will is there to 
give it strong enforcement powers. 

� IMF current resources are too low relative to needs for 
global liquidity. 



� IMF no longer can play role of lender of last resort (70% of 
IMF outstanding loans were to 3 countries).

� Asian economies built up FX reserves that are 10 times 
larger than combined reserves of G-7.

� Ratio of overseas assets and liabilities to GDP for G-10 
countries rose from 70% in 1980 to 250% in 2003. 

Reform of IMF - Mervyn King Feb 2006

� Since IMF resources too small, then its roles are to: -

�Forum for discussion of global risks

�Independent “ruthless truth-telling”

�Monitor international balance sheets, look at ERR 
choices, and encourage countries to abide by their 
commitments to global stability through higher 
transparency. 

� Focus on balance sheets, not just flows.
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World: fiscal stimulus packages
% of GDP

The huge 

fiscal deficits 

post-Global 

Financial 

Crisis 2008 

shows that a 

Global Fiscal Policy may need a global Global Fiscal Policy may need a global 
turnover tax?turnover tax?
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shows that a 

Global Fiscal 

Policy is also 

necessary to 

overcome a 

global shock.



� Probably easier to build a Regional Reserve 
System before one goes and build a Global 
Reserve System.

� As argued by Eichengreen (2005), the future   
“Reserve Currency”  should be a composition 

VI.  Are There Other Alternatives?VI.  Are There Other Alternatives?

“Reserve Currency”  should be a composition 
of  currencies.  The key question is “What 
currencies to include in the composition?”

� Should it reflect just three dominant trading 
currencies, i.e. (1) US Dollar; (2)  Euro;  (3) 
Yen and  Yuan or some Asian currencies?  
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� "My ideal and equilibrium solution would be a 
world currency (but not a single world 
currency) in which each country would 
produce its own unit that exchanges at par 
with the world unit.”

� “We could call it the international dollar or, to 
avoid the parochial national connotation, the avoid the parochial national connotation, the 
intor, a contraction of "international" and the 
French word for gold.”

Robert A Mundell 

Source : http://www.robertmundell.net/Menu/Main.asp?Type=5&Cat=09&ThemeName=World%20Currency 38



� On March 24, 2009, Governor Zhou of the People's 
Bank of China called for "creative reform of the 
existing international monetary system towards an 
international reserve currency," believing it would 
"significantly reduce the risks of a future crisis and 
enhance crisis management capability.” 

Using the SDR?Using the SDR?

enhance crisis management capability.” 

� Zhou suggested that the IMF's Special Drawing 
Rights, a currency basket comprising dollars, euros, 
yen and sterling could serve as a super-sovereign 
reserve currency, not easily influenced by the policies 
of individual countries. 
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Asia may be forced to move towards 
regionalism as self-protection
� Asia is already on FX self-insurance post Asian crisis
� Asia is already on a uncoordinated REGIONAL FLOAT.  
� Much depends on future of Asian Global Supply Chain 

No one strong enough to dominate Global No one strong enough to dominate Global 
Architecture Architecture –– Charity begins at Home Charity begins at Home 

� Much depends on future of Asian Global Supply Chain 
and China-Japan-ASEAN cooperation

� Asia may need to go through the same tests with 
European Snake before crises forces a more formal 
channel. (Sheng, 2009 and Sheng, Kwek and Cho, 2009)

� Building on Chiang Mai Initiative now key to future 
bargaining power.
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� Create Regional Asian Financial Stability 
Forum to coordinate views on regulation 

� Create Asian Financial Institute (with 
national hubs) as Virtual research institute 
with MoF, Regulator and Central Bank 

Asia must begin building blocks for stronger Asia must begin building blocks for stronger 
regional bargaining power in Global regional bargaining power in Global 

Architecture Architecture 

with MoF, Regulator and Central Bank 
participation.

� Work on Turnover Tax as building block for stability 
of exchange rate – use counter-cyclical turnover tax 
as tool to manage exchange rate stability  

� Build on ASEAN Capital Market Initiatives to widen 
towards ASEAN+3

� Push towards common voice on global platform
41
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