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An ideal system of international payments shouldlracterized by stability and
balance: stability in exchange rates and the alesehsudden crises, and balance in the
sense that individual national economies shoultésuakither from the deflationary
effects of chronic external deficits nor the distay consequences of chronic external
surpluses. Both requirements are essential tefflegent international movement of
capital. Yet neither requirement appears to haenbmet by the current dollar-based
reserve currency system. Recurrent crises in Asitf) America and Eastern Europe,
and chronic and growing U.S. payments deficitsi{uhieir associated deflationary
impact) are long-standing characteristics of theesu system.

This chapter argues that the problems just destabe fundamental aspects of
the present system and that, without reform, thilycantinue to plague the global
economy. However, a simple set of institution&mes would go a long way toward
alleviating these difficulties. In order to undarsd the need for and nature of these
reforms, we begin by analyzing the dynamics ofdimeent system using a simple global
macroeconomics framework. Within this context,examine a number of proposed
explanations for current imbalances and ultimatetyis on a small number of potentially
responsible factors. They bear a striking simyaio those which Keynes cited in
connection with the failure of the pre-Bretton We®ystem. The chapter then lays out
reforms designed to alleviate these problems. llifinkends with a broader analysis of
the costs and benefits of such a reformed system.

Issues of reform of the global reserve system laaieved increasing attention,
especially since the UN Commission on the ReforithefGlobal Monetary and

Financial System, chaired by Stiglitz, suggested this was the most important item on



the longer-term agenda for ensuring a more stdbleabfinancial system. China’s
Central Bank governor has added his voice to teaggesting a need for a refofm.

We argue that a key explanation for the massiveajlonbalances that prevailed
in the years prior to the crisis—and whose disdydemwinding has been a recurrent
subject of concern—is the large increase in theastehfior reserves, partially explained
in turn by the need for self-insurance against glatstability. This has been a persistent
problem in recent years, but the crisis has gimemediacy to the demands for reform for
two reasons. First, those holding large amountobtérs have suddenly become aware
of the riskiness of their reserve holdings; thdatdias become a poor store of value, as
its value has decreased and become volatile. Brgaythe massive debt and massive
lending by the Fed have stoked worries about gleaf a decrease in the value of the
dollar as a result of inflation. Compounding thielgem is that the return on T-bills has
fallen to near-zero. Countries holding dollarseserves are bearing risk without reward,
and quite naturally, the citizens of these cousthiave become worried that the assets
which they view as having resulted from their hanatk and thrift will become quickly
dissipated away. These concerns have been retufdrgthe large losses by China’s
sovereign wealth funds on its investment in Blaskst (China’s premier’s stern
warning to the U.S., to maintain the value of w@htna has invested in the U.S., needs

to be seen in this light.)

International Dynamics Within the Current International Monetary System



An analysis of the macrodynamics of the global eoay must begin with an analysis of
the macroeconomic balances within each of its doiesit economies. Those balances,
in turn, rest on the equality of savings and invesit. Formally, in any national
economy, domestic investments plus the net forsigplus (NFS), which corresponds to
net overseas investment, must equal the sum gfrivette savings (NPS) by households
and firms and net government savings (NGS), thelgsiiin aggregate government
budgets. For ease of future reference we willgtesdee this as

I + NFS=NPS + NGS
or, in terms of external balance,

NFS= NPS + NGS — | 1)

This formulation presupposes nothing about whetieeconomies in question
are fully classical, with interest rates adjustiognsure satisfaction of equation (1) at
full-employment, or subject to Keynsian unemployinevith the level of output being an
important equilibrating variable whose distancerfrizill-employment depends on the
efficacy of monetary and fiscal policy.

The fundamental discipline imposed by any inteoral monetary system is
embodied in the fact that the sum over all coustoinet foreign surplus must be zero,
namely
ENFS=32NPS +3ENGS -XI;=0 2
where the summations are taken over all indivichagilonal economie®.Equations (1)
and (2) together with the behavioral regularitietedmining their individual components

govern the dynamics of the international monetgsfesn. (1) and (2) are identities, and



are always true. It will be useful to look at tegstem from the perspective of these two

equations.

The Twin Deficits Theory

The standard analysis of trade deficits is baseith@theory of the twin deficits, which
holds that when a country has a fiscal deficis ltkely to have a current account deficit
as well.

In a partial equilibrium setting the relationshipciear: ceteris paribus, any
increase in the government deficit reduces domestional saving. In equilibrium,
capital inflows have to equal the difference betvdemestic investment and domestic
savings; but capital inflows also have to equaldifierence between imports and
exports. Hence, if domestic savings faltsl nothing else changes, then capital inflows
and the trade deficihust increase.

In terms of equation (1), the twin deficit theossames that | and NPS remain
unchanged. Of course, in the real world, cetaifps does not hold. Some economists
have argued that when fiscal deficits increasegagers, realizing that there are future
bills to be paid, increase their savings fully offsetting way. (This is called the Barro-
Ricardo model). If that were true, increased fisiedicits would be accompanied by
increased private savings, and national savingddumeiunaffected. Increases in fiscal
deficits would not be accompanied by increasesaitet deficits. There would be no such

thing as the “twin deficits.”



This is an example of a “theory” that, although &idtaught, especially in
graduate schools, makes little sense and hasditifgirical supporf. What has been
happening recently in the U.S. provides a dramidtistration. Under President Bush,
fiscal deficits had risen, but household saving &etdally declined (to zero, or even
negative in some quarters). When one hears sometagd “Economic theory says...”
one must be cautious. Often such statementsteegetheory that assumes perfect
markets, perfect information, and perfect risk siggrin an economy with identical
individuals living infinitely long. The assumptisrare suspect, at best, in the most
advanced industrialized countries and certainlytna in the developing world.

The Barro-Ricardo model, though implausible, doekemne important point:
we are not living in &eteris paribus world; there are lots of other things going on
simultaneously. We have to be careful in analyzihgt are endogenous and what are
exogenous variables.

A (cyclical) increase in investment, for instanc&y lead to an increase in GDP,
an (cyclical) increase in government and privaterggs, and an increase in imports.
Whether capital inflows decrease or increase dependvhether government and private
savings increase to fully offset (or not quite efjghe increase in investment. In this
case, both the government deficit and the tradeittafe endogenous variables.

Both cross sectional and time series data make ttiatthere is no simple
relationship between fiscal and trade deficitsgguFé 1 provides aggregate G-7 data on
twin deficits (aggregate current account and gavemt balances as a percent of GDP).

If one believed in the twin deficits argument, tteda would be aligned along a 45 degree



line through the origin; the two would increasd¢andem. In fact, no real pattern is

discernible in the data.

FIGURE 1 - GLOBAL DOUBLE DEFICITS 1980 - 2006
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More interesting is the time series data, showriferG-7 countries in the
following figures. Again, “twin deficit theory” lean obvious prediction: an increase in
the fiscal deficit should be quickly reflected imiacrease in the current account deficit.
We can evaluate this theory by examining time setaa on the current account as a
percent of GDP (country_ CA_PGDP) and the governrhala@nce as a percent of GDP
(country_GB_PGDP).

Figure 2 shows data for the U.S. since 1980. Whsiriking is that the trade

deficit has been steadily increasiregardless of what happened with the fiscal deficit



and regardless of who was in the White House. patiern goes back even earlier. The
U.S. government deficit rises steadily from thdye&®70s to the late 1980s, begins to
decline in the 1990s and moving into surplus in8.%d finally rises sharply post-2000.
In contrast, the current account deficit grows ditgahroughout the period. Thus, in the
1990s the trade deficit increased, even as thalfasficit decreased. (The good thing
about the 1990s was that it was linked to an irsgéa investment. In the present
decade, under President Bush, money was to adatgat going into a consumption
binge, with household savings approaching zeromFa balance sheet perspective it did
make a big difference; borrowing to finance constiomprather than to finance an asset

leaves the balance sheet obviously much worse off.)

FIGURE 2 — UNITED STATES
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FIGURE 3 - JAPAN
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FIGURE 4 — UNITED KINGDOM
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FIGURE 5 - GERMANY
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FIGURE 6 - ITALY
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FIGURE 7 - FRANCE
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It is clear from the data that there is no systeamalationship between the trade
deficit and the fiscal deficit; in other words, thés no such thing as the “twin deficits.”
Actually, if one looks at the other G-7 countriiéss also apparent that there is no
systematic relationship, except for in one counignada (see Figure 8).

FIGURE 8 — CANADA
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In the case of Canada there is a systematic re$dtip, but it is not the fiscal
deficits that are giving rise to the trade deficiRather, if we do a Granger causality test,
it appears that the fiscal deficit is endogenousiateing driven by the trade deficit. It

is actually easy to understand what is going ortherbasis of standard Keynesian

economics.

TABLE 1 - Pairwise Granger Causality Tests

Sample: 1960 — 2007

Lags: 1

Null Hypothesis: Obs F-Statistic Prob.
CA_GB_PGDP does not Granger Cause CA_CA_PGDP 26 6.54829 0.0175
CA_CA_PGDP does not Granger Cause CA_GB_PGDP 1.12550 0.2998

Fiscal deficits help maintain the economy at fatiggoyment. For a country like

Canada, at least in the very short run, the tradieitl(capital inflows) is exogenous. A
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downturn in the U.S. economy reduces, for insta@emada’s exports to the U.S. and
increases the trade deficit. But as external oistances affect the economy (e.g. exports
going down), the government has to respond. itally uses fiscal policy to stimulate
the economy to offset a potential threat of reassiThus, it is the fiscal deficit that
follows the trade defic#.

While the notion that trade deficits drive fiscaffidits seems plausible for a small
country like Canada, we want to examine the vieat, tht least in part, capital flows

should be treated as exogenous for the UnitedsStael increasingly so for Europe.

The Demand for Reserves and Trade Deficits

The problem with the twin-deficit theory (at le&st the U.S.) is not just that it assumes
that | and NPS are exogenous, but that it view®ttee world from a U.S.-centric
perspective. Hidden behind all the behavioral &qna are relative prices (i.e., exchange
rates), and these are determined by the behavimthef countries as much as by the
U.S., including their demands for holding U.S. doilenominated assets. Any theory
attempting to explain the U.S. trade deficit mustlased on a global general equilibrium
model. In this section, we present the simpleshsuoodel.

In our current dollar-based reserve currency wartdrther specialization of
equation (2) is useful

INFS=NF&K + NF§ =0
and thus

NFS= NPS + NGS-lr= — NFS = -[NPS, + NGS, — Iy]

13



where the subscrif® denotes the reserve currency country and the spbbl; the sum
of balances for the non-reserve currency countries.

The different causes put forward to account fordwnic U.S. international
deficit are readily identifiable within this contexThe basic “Twin-deficits” view that
the imbalance is driven by U.S. government defigitd low savings rates amounts to
assuming that the exogenous variables in thisioelstip are NPg(relatively smalfi),
NGk (large and negative) and (relatively large and positive) which togetheretatine
a level of NF& that is large and negative (i.e. a large net §preleficit). In turn, this
deficit drives surpluses in the rest of the non-US world. Theswis more broadly
characteristic of a policy consensus which attebunternational imbalances of
individual countries to their management of vamghbn the RHS of equation (1). The
focus is on national behavior rather than the dlobastraints embodied in equation (2).

While the twin deficit explanation of the trade id@ffocuses on the U.S., and the
misdeeds of the Bush Administration, others seedhift the “blame” abroad. For
instance, America has consistently blamed Chinadewvalued exchange rate. A quick
look at the numbers suggests what is wrong witlh suclaim: The United States’ trade
deficit in 2006 was more than $850 billion, wher€sna’s multilateral trade surplus
was only about $150 billion; when the U.S. stataking about China’s trade
imbalances, it was actually close to zero. Chaslieen growing very rapidly, but even
if China were to eliminate its current $150 billitade surplus with the U.S., and even if
this reduction in the bilateral trade deficit wér@nslated dollar for dollar into a reduction
in the U.S. multilateral trade deficit, the U.Sfidié would still stand at some $700

billion, or just under $2 billion per day. In fathe likely outcome of China eliminating
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its trade surplus would be a very small changéend.S. multilateral trade deficit. The
United States would quite simply start buying testiand apparel from Cambodia,
Bangladesh, or some other country rather than Ztma.

There is a real risk that global instability migittually be increased, because
while China may be willing to finance the U.S. @éfiit is not clear whether Cambodia
or Bangladesh would. It is plausible that thesentges will think it better to invest their
money into their own country; and if they do lehd@it money abroad, they are more
likely to put it into Euros or yen, rather thantjéisancing the U.S. deficits by holding
dollars, which are a depreciating asset. Whiig fitue that even if China did not buy
U.S. bonds another country would, to induce thaselm@ases may require large changes
in asset prices. There is a high likelihood of tliees come to be called a disorderly
adjustment, and such adjustments are likely toabefy.

While attempts tdlame China for the U.S. capital inflow/trade deficit see
misplaced, the discussion highlights the role efttkhavior of foreigners in determining
the U.S. trade deficit.

In terms of our framework, this means that NAR&Be net foreign surplus for non-
reserve countries, is treated as the exogenousblari It is strongly positive. The
resulting net domestic savings must be deployedaahso that the strongly positive
NSH, drives the offsetting U.S. position (NQFRo be strongly negative. The capital
inflow into the United States corresponds to ddrdeficit, combined with weak
aggregate demand from high imports, “forces” theegoment to have a large trade
deficit (not unlike the earlier story for Canad&jhile the United States may be larger

than any other country, it is still far smalleriithe rest of the world put together.
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Savings Gluts As An Explanation

This explanation for chronic U.S. international sfdnces is, at least in recent years,
related to the view of a global “saving glut” (®ernanke (2004)° There are many
reasons that “the rest of the world” might havemabalance of savings and investment.
From a taxonomic perspective, a high value of \f$turn, occurs because high private
savings (NP® and low government deficits (NGBare not offset by comparably high

rates of investmenty).

There are two complementary versions of this agpumThe first is classical in
spirit. At full-employment local interest rategtdrmined by local capital market
conditions, foreign investment opportunities (ubiely in the United States) are
relatively attractive and savings are drawn fromoall. This drives down exchange rates
and creates surpluses in the external current atstow offset the desired level of
external investment. These surpluses then transitd U.S. deficits. The second
explanation is Keynesian in spirit. Excess loeadisgs relative to investment lead to
local aggregate demand shortfalls. If local caists on monetary and fiscal policy
mean that they cannot compensate for this defigienaggregate demand, then full-
employment may still be pursued by manipulatinghexge rates to produce offsetting
current account surpluses (i.e. by selling locatency to drive down exchange rates).
The net result is to export the excess savingséaagde demand shortfalls) to the United

States. Again U.S. deficits are created by lonalent account surpluses.
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These explanations may have some relevance fdaghbalf decade: high oll
prices have increased income in the oil exportimgntries faster than they can invest the
proceeds; and while governments (which, in moshefworld, receive a large fraction of
the increased value of oil sales) have used sortteeqgiroceeds to increase consumption,
they prudently realize that these high oil pricesymot last, and so have wanted to save
substantial fractions of the income. (Real retunnthe United States may have not been
as large as market participants believed; they a#racted to the U.S. by its bubbles,
and the higlapparent returns. The fact that so much of the investmeag going into
housing—combined with the indicia of a bubble andespread financial shenanigans—
should, perhaps, have been a warning.)

However, while perhaps a partial explanation fertdcent imbalance, both
evidence and theory argue against this as an eapdarfor what has been going on for
the past three decades. Empirically, it is diffita believe that a global “savings glut”
has been a constantly increasing fact of internatieconomic life for the past 30 years.
Yet this is what the history of the U.S. current@mt deficit—i.e. almost constant
growth—requires. Theoretically, it is not clearywwver the long-run, a structural
imbalance between global (non-U.S.) savings andstmient should exist and why, if it
does, the gap should not be offset on a countrgduntry basis by appropriate local
fiscal and monetary policies. The fact that so Imoicthe Rest-of-the-World is
developing, with a capital scarcity, would suggestta global savings glut, but a global
savings dearth. Over this period, the U.S., withimpending retirement of the baby-

boomers, should have been having a net savingkisurp
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One thing that both explanations (twin deficitsl @tobal savings glut) have in
common is that they focus primarily on the righttigide of equation (1) on a country-
by-country basis, although the global savings vil®es at least recognize the constraint
embodied in equation (2). An alternative is toud®on the left-hand side of equation (1);
and the requirement of international balance (agng®)) looking directly at the
determinants of external balances, and then examthie consequences of international
balance for domestic macroeconomic circumstan¢éss generates dynamic behavior
that appears to be far more consistent with thevegit history. It also captures more
effectively the full range of potential nationalhaiors in a world where there are policy
variables that can be used to manage externaldssggnotably exchange rates)

independently of local domestic macroeconomic goals

A Smple Global General Equilibrium Model

A natural starting point of this alternative persipee is to examine national demands for
reserves. Just as individual households and fimohs cash to offset temporary
imbalances between income and expenditures, satttmal governments presumably
hold reserves to offset temporary imbalances betilee supply of and demand for their
currencies (i.e. foreign capital outflows and imfk). Like cash holdings, the demand for
reserves should grow with the volume of internatldransactions. As international
transactions volume grows over time, nations sheakk to add to their currency reserve
positions. If the growth in transactions is prdapmmral, then the size of these desired

additions to reserves should also grow over tilgce reserves can only be
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accumulated by running official balance-of-paymanpluses, the demand for reserve
additions translates immediately into a demandfficial surpluses. As the level of
desired additions to reserves grows, the levehede¢ desired official surpluses grows as
well.

Especially since the 1997 global financial crigiseign governments have
wanted to increase their currency reserves. Theg Increased from 6-8 percent of
GDP to 30 percent of GDP by 2084 Developing countries do not want to have to call
upon the International Monetary Fund (IMF) for aldoat, in the event of a crisis. There
is a high price to accumulating reserves—the maoeyd have been spent, say, to
increase investment and hence growth—but thene &van higher price to pay if they do
not have sufficient reserves, and have to call uthedMF? It is not just that the
policies the IMF has imposed put the repaymenteditors above all else (even at the
cost of countries sinking into recessions or depoas); borrowers must worry about the
loss of sovereignty entailed by IMF conditionalitifigure 9 shows the holdings of Total
Reserves Minus Gold for both the industrialized #relemerging/developing countries.
Figure 10 shows the evolution of the spread inrvesebetween the industrialized and
developing countries. Figure 11 shows the goldiingk of the two groups. Note that
the industrialized countries have been reducing tedd holdings just as the price of
gold has reached record highs. Meanwhile, the gimgmarkets have been slowly and

steadily accumulating gold.

FIGURE 9 - TOTAL RESERVES MINUS GOLD
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FIGURE 10 - TOTAL RESERVES MINUS GOLD SPREAD
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FIGURE 11 - CENTRAL BANK GOLD HOLDINGS
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There is another reason, not unrelated, why mattesshave become “worse” in
recent years. In the past, countries offset thienga represented by reserve
accumulations by profligate fiscal policies anddeanonetary policies; or perhaps more
accurately, some developing countries offset thenga of other developing countries.
But in recent years, as the religion of sound fisca monetary policy has become
adopted, there has been nothing to offset thisigas non-reserve countries.

Of course, from the global perspective, a savirlgsig nothing more than an
insufficiency of aggregate demand. Unless theamisxcess of investment over savings
in the U.S.at full employment, to make up for the excess of savings in the reghof
world, there will be a problem of global insuffioiey of demand. The money put into

reserves is part of global output (=income) thatasbeing spent. The United States has
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become theonsumer of last resort—making up for the deficiency in aggregate demand
elsewhere—a problem which has become worse as athetries have learned to follow
prudent monetary and fiscal policies. At the s&ime, as other countries strive to make
sure that they do not have large trade deficitgbfhger of a crisis to come), the United
States has also become teficit of last resort—as identity (2) makes clear that it must.
At times, American government officials have begplieit about this role of
America’s “imbalances.” They have argued thatrdst of the world should thank
America for keeping up global demand and growtlet, ¥s we comment below, there is
something peculiar about a global economic ordechvbiepends on the richest country
of the world consuming beyond its means in orden&intain global full employment.
We can summarize these identities and behavielations in the following

simple, global general equilibrium model

NFSk=— NFS (32)
NFSR=NPX (pr, Vr, €) + NGR (Pr, Vr, €) -k(Pr, Vr, €) (3b)
NFSy = NP (pn,Wns €) + NGSR (Pn,Vn, €) — kP, Ui, €) (3¢)

where pis a vector of policy variables in the reservenineserve) countries; ¢ a
vector of exogenous variables (preferences, teolgyoktc), e is the exchange rate.
There are, of course, a large number of endogeveniables (prices, interest rates, etc,)
within each country that we assume have been sdfved

We decompose government savings into the demandderves and the fiscal
deficit; the former we treat as exogenous, thetats a function of policies (e.qg.
expenditure policies), the exchange rate, and exmgevariables.

NGSy = NDRy + FD (v, W, €) (3d)
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where NDR, denotes the aggregate demand for addition toweser

Equations 3 are identities—they are always truethé old, fixed exchange rate
system, we can think of e as exogenous and of ieqsa® as determining NGS-the
value of increases (decreases) in reserves thHattihe fixed exchange rate, ensure that
equations (3) hold. But in the era of flexible leange rate that has prevailed for the past
35 years, e is endogenous, and reserves are exaénié foreigners wish to hold more
reserves, then there has to be a capital outflom the non-reserve countries, a capital
inflow into the U.S., i.e. importswst exceed exports, so the exchange rate has to rise to
accommodate the capital infloW.

In this interpretation, the long-standing U.S. &atficit is the result of the high
demand for dollars as a reserve currency. Witlvtir@f the non-reserve countries, they
are holding more and more reserves. In effectUtise is exporting T-bills, to be held in
reserves—partly at the expense of automobiles., Axcept when the U.S. is
experiencing an investment boom—as in the 1990ss+tlgians that the government
must run a fiscal deficit to keep the economy at fullppayment. In a sense, America’s
story is much like that of Canada—though the comipleof the dynamics is such that
the interaction between the trade deficit and ibeaf deficit is not as apparent.

The model presented here is, of course, a grogdiBoation. A more complete
model would have similar equations for each dasstaf state variables, and a set of
dynamic equations that describe the evolution o$¢hstate variables. Yet, these
dynamic equations would complicate the analysifhauit affecting the basic points

which we wish to mak&®

23



We should emphasize that there are a host of petidgbles that can affect the
exchange rate: anything that might affect the dehwarsupply of a country’s currency
today or in the future. Hence, an increase irfigzal deficit could increase national
income, increasing imports at each exchange ratethereby increase the equilibrium
exchange rat¥’

Allegations of exchange rate manipulation seenetaliout intent: presumably,
the policies of the American government which hiaekto a low exchange rate (or have
they led to a higher exchange rate than otherw@mddwe the case?) were undertaken
for other reasons. But, of course, the same paintbe made about interventions by
those the U.S. accuses of exchange rate manipulatmal there are other instruments that
they could make use of, which would have much #meseffect. China could, for
instance, allow more Chinese to invest abroad.r&’ aee good public policy reasons for

doing this, but the effect would be to lower thetleange rate.

A Special Case

Analytically, the relationship between the demamdréserves and trade deficits can be
seen most easily in the special case where themecanet private capital flows. The total
NFS for any single country consists of the offigaltplus plus the private surplus. In
terms of target levels, the NFS for a country Wwédlthe sum of the desired official surplus
plus the desired private surplus. The desiredapziforeign surplus consists of the
difference between desired overseas investmentibgte domestic agents and desired

foreign private investment in the country.
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As capital flows equalize returns (adjusted fokxi@cross national economies,
private investment inflows and outflows should bakout over time. However, desired
official surplus will always be positive, reflectinthe continuing demand for additions to
reserves as international transactions grow. Assgifor convenience that desired
private capital flows across non-reserve counafeszerd®, the aggregate desired level
of net foreign surplus for the non-reserve coustiseequal to the sum of the desired
official surplus or, equivalently, to the aggregdesnand for additional reserves.
Symbolically,

NFSy = NFS, (official) = NDRy
where NDR, denotes the aggregate demand for addition towesefThis figure is
positive, as long as international transactionsima grows, and keeps growing, since
growth in transaction volume is proportional. Thas long as non-reserve countries
attain their desired levels of reserve accumulatitime reserve money currency country
(i.e. the U.S.) will be faced with chronic growidgficits (as the United States ha$).

The methods by which non-reserve currencies migainsthese goals are fairly
straight forward. Favorable tax and regulatorgtiment of export industries,
impediments to imports and exchange rate manageanemie obvious ways to do so.
However, if the reserve currency country is notteahto run the required deficits, then
these methods might be insufficient as each noerveqation struggles to acquire its
desired share of a supply of reserves that ovisraladequate. If all countries, including
the reserve currency country, simultaneously seelevalue their currencies, then none

will succeed. The further result may, thereforejrixreasing barriers-to-trade, which
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will also be mutually defeating, or worse stillepeting domestic deflations, designed to
reduce import demand.

An example of this kind of situation in practicethe experience of crisis and
contagion in the middle and late 1990s. In theggle to run net foreign surpluses, some
countries will inevitably lose out; either becadtseir policy options are inadequate to the
task or, what amounts to almost the same thingusecthey are unwilling to make the
domestic economic sacrifices necessary to sucdéetka, Indonesia, Thailand and
Malaysia appear to have been in this situatiohénearly to middle 1990s. Despite
various degrees of government fiscal restraintrapdd economic growth, they all
experienced large deficits in the current accolit.the case of Thailand, the
government tried the standard procedure of raisitegest rates to dampen demand; but
this simply attracted more capital, strengthenhrggliaht, and increasing the foreign trade
deficit. Ironically, Korea’s crisis happened jaster it had managed to reduce its current
account deficit.) Ultimately, these deficits una@red confidence in their currencies,
leading to capital flight, rapidly falling exchanggges, rising foreign debt burdens (in
local currency terms) and severe economic contmactihe combination of lower
exchange rates and reduced economic activity (tiroeduced import demand) moved
all these economies into net foreign surplus pmwssti but at great economic cost. More
importantly, as they moved into surplus, other ¢oas necessarily had to move into
greater deficit, since the aggregate zero constoaBNFS(equation (2)) is always
binding. Deficits are like hot potatoes—so longame countries are in surpluses, the
sum of the deficits of the other countries must apldo the value of their surpluses. |If

the U.S. did not absorb these new surpluses thejdwoigrate to other relatively weak
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economies like Russia, Mexico and Brazil (as thidy.dn the absence of sufficiently
high deficits by the reserve currency country, the whole reserve currency payments
systemisinherently unstable with a deflationary bias.

Reserve accumulation represents a subtractiondtobal purchasing power. If
the United States were to fail to offset this sattion by aggressive consumption and
government deficit spending, the consequences migltbe a serious prolonged global
recession. Yet as the United States does this,ddr&umers, who are among the richest
in the world, benefit at the expense of those (ofteich poorer) nations accumulating
dollar reserves.

Thus, chronic and growing U.S. deficits are an misskfeature of the current
system. This basic imbalance may be exacerbatedhioynber of factors. For
idiosyncratic reasons, individual national econ@mey be committed to producing net
foreign surpluses beyond their need for reser@se example already cited is that of
countries like China that turn to foreign demancmangine of output growth since they
lack sufficient monetary and fiscal controls to rage their macroeconomies locally.
(An alternative interpretation is that by distogdithneir economy towards exports and
manufacturing, they increase their capacity torfigao absorb technology from more
advanced industrial countries. While these besn&fist touch the export sectors, they
quickly diffuse throughout the economy. Elsewhere have referred to this as the
“infant economy” argument for protection, and wedargued that maintaining an
“undervalued” exchange rate may be an efficient widynplementing such polici€d)

Whatever the explanation, China has run large gtersi net foreign surpluses as

an adjunct to its domestic macro policy and theastrbe absorbed by other nations in
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the global systerfit Japan has also been in persistent surplus déspitevent of
flexible exchange rates in 1971. It appears tamggself as a resource poor, highly
vulnerable economy whose security depends on anbavedility to sell its
manufacturers to the world at large. The resudtiheen a range of policies that through
all domestic economic conditions has continuedrtapce net foreign surpluses, and
again, these must be absorbed by the rest of thd.wim other countries, most notably
in Europe, powerfully entrenched interest groupsianufacturing (unions and
management) and agriculture have been protectathowey years in ways that have
generated persistent net foreign surpluses. licw#grre this has been achieved by
restricting import competition. In manufacturirsince domestic demand has been
inadequate to support these large establishmemesgh demand has been an important
target. To cite two examples, Germany and Francgl {/ery recently undermined by
the rise in the Euro) have had long-lasting foresgrpluses on current account.

These structural surpluses exacerbate the basalamie at the heart of the
reserve currency system. As Keynes noted defcgself-limiting, as non-reserve
countries run out of reserves. Surplus countrseeiag as they neutralize the domestic
inflationary pressure of surpluses can go on fareUdis is especially true in a flexible
exchange rate world since surplus countries canyswounteract the adverse
consequences of rising pressure on exchange natsdling their own currencies, which
they possess, in unlimited supply.

We have already noted another source of excesslglemand for surpluses is
the experience of countries like Korea, Thailand Brdonesia—and those who have

learned from their experiences. Having suffereddbnsequences of persistent deficits,
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these nations are likely to embrace policies (ewy.exchange rates) that engender
persistent surplus as a precautionary matter. ddygdso, they exacerbate the problem of
global balance and, in particular, of U.S. deficits

Having looked at the equilibrium system describg@guations (1) and (2) from
the perspective of net foreign surplus (NFS), relatively straightforward to examine
the domestic macroeconomic consequences of glotehctions. In the reserve
currency country, the result is chronic deflatignaressure which must be offset by
aggressive monetary and fiscal policy, except wbgrcoincidence, the country
otherwise would have been confronted with a peoioelxcess demand. That was the
situation confronting America in the 1990s. Iroatal exuberance, then based on the
internet bubble, was so great that in spite otthée deficit, the economy could maintain
itself at full employment. (It benefited, too, fnathe deflation in China, combined with
its stable exchange rate, which enabled Ameri¢teat@ low manufacturing prices even
with low levels of unemployment. It was not theefal conduct of monetary policy in
America that led to the benign confluence of highmgh and low inflation, but the
overinvestment in competitive manufacturing in Ghin

In non-reserve currency countries, sudden chamg@s,ip}—at home or
abroad—can lead to sudden changes in exchangeorateserves, with the potential of
Asia type crises.

What we have ignored, of course, is the mutuataatégon of domestic and

international policies. They can be summarizetbbews:

29



(1) The efficacy and stability of the present systempetels on continuing and
growing U.S. foreign payment deficits.

(2) These foreign payments deficits exert a powerftiatienary effect on the
U.S. domestic economy, which can only be offseapgressive U.S.
government fiscal and monetary policy.

(3) These difficulties are exacerbated by chronic siggbuntries whose
behavior is difficult to control within the conteat the current system.

(4) These surplus countries tend to export deflatiotemgencies not only to the

United States, but also to other industrial ecomsmi

This list elucidates many of the shortcomings ef¢hrrent dollar reserve
currency system. One final shortcoming of the @nésystem should be noted. As the
U.S. increasingly becomes the deficit country ef lasort, the world becomes
increasingly awash in dollars. This is an unavolidZonsequence of the present system
and the economic behaviors of powerful participgptiations>> Nevertheless, the flood
of dollars inevitably undermines confidence in aéue of the dollar which, in turn,
contributes to exchange rate instability and camgenational economies about the value
of their increasing level of dollar holdings. Tiesult is an increased level of concern

and potential instability that it would be usefoldlleviate.

Equity®®

30



While the global reserve system has contributaseaknesses in the global economy
and to its instability, it is a system that is pararly unfair to developing countries.
They suffer particularly from the instability—esyedty given the failure of
international financial markets in shifting riskttee rich. But while they pay a high
cost from the failure of the system to produceitgfthey also pay a high dollar cost
directly in the way the system is run.

In effect, the system allows the U.S. to have axtes ready supply of cheap
credit. This has resulted in the most peculiarasibn noted earlier where the world’s
richest country is living well beyond its meanstrowing from countries far poorer.
Just as risk should move from the poor to the tcit,is not; so too capital should flow
from the rich to the poor—but in fact is movingtire opposite directioff.

There is essentially a net transfer from develogimgntries to the richest
country in the world, as the poor countries make ilterest loans to the United States
(often reborrowing some of the money at much highierest rate$) Obviously,
these net transfers—which exceed the value ofitheany of the poor countries
receive from the U.S.—have adverse consequencéiseiorgrowth?

The cost to developing countries of holding dotkserves in recent years has
been very high. China, for instance, has earmetefms of its own currency) a return,
which must be close to zero, or even negative, thighinterest not compensating for
the depreciation of the value of the dollar. Syréiere are investments in their own
country that would yield a higher return. Devetlapcountries maintain such large

holdings in part at least because the cost of avinlg these holdings is even greater—
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the risk of a crisis, with the attendant possipitif the loss of national economic
sovereignty.

The weakening of the dollar has had a profouncceffechanging mindsets
about reserves. The dollar is increasingly no ésngewed as a good store of value. It
has heightened a focus on reserve managementhiand turn shifts attention towards
portfolio diversification. Concern about low retgrfrom holding T-bills has
motivated the formation of sovereign wealth fungiich while they might rectify the
inequities associated with differential returnsydnan turned heightened protectionist
sentiments.

But as the example of China makes clear, therenaitple motivations for
large reserve holdings. The reserve holdings nesthé result of a foreign exchange
rate policy, with growth benefits identified earlidn estimating theet cost of reserve

holdings, one has to subtract out the ancillaryefien

A Simple Reform Proposal

The primary goals of any international monetarypmef should be to alleviate these
problems by (i) decoupling reserve accumulatiomftbe deficit positions of any reserve
currency countries, (ii) providing some means stiilining surplus countries and (iii)
providing a more stable store of international eatuan the dollar or any other reserve
currency. In addition, an international monetafprm should be equitable—with the

benefits of any seignorage arising from reservasisy equitably.
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One way to do this would be to issue special drgwights (SDRs) on a
substantial and regular basis as a non-reservermyrisource of international reserves.
Current international reserves are about $300®bill Assuming the demand for
reserves increases at the average rate of wodd {edbout 7 percent), an annual issue of
$200 billion in SDRs would satisfy any demand fesarve accumulation without a U.S.
payments deficit. The reserves could be simpldited to the IMF accounts of current
member countries in proposition to their currenFlMnd positions.

Since SDRs are valued as a weighted average od@ertible currencies their
value is largely stable in the face of changingexge rates. Thus, as SDRs become
more widely available as a source of reserves, thigit ultimately serve as a stable
international unit of account for pricing interratal commodities such as oil.

Finally, SDR allocations could serve as a bagipéustially offsetting the
externalities generated by chronic surplus cousitrfeDR allocations could be taxed at a
rate of 50 percent (or some other appropriateimagper unit of current account surplus
up to the full amount of a country’s allocationhéelresulting SDR taxes could then be
used as a source of global financial aid to beitigied among developing countries
(who might then be required to subscribe to agebt government” principles—e.g.
nuclear non-proliferation—to qualify for such dibtrtions).

One could view the new reserve system as a foroo@berative mutual help.
The international community would be providing #athents to automatic “help” in
times of crisis, allowing the country to spend b&ydas means, beyond what
international financial markets are willing to lerad each country guarantees that the

new reserve currency could be converted into i currency.
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Palitical Economy of Reform: Incentive Compatibility

In the limited space available here, we cannotudist¢he political economy of the
reform. Suffice it to say that since the gainalte-including the United States—are
significant (described more fully in the next sen)j, there should be widespread
support. But as an alternative, the reform co@dnpplemented in a piecemeal
manner, as a group of countries agreed to the ystera, and agreed that those who
join the system would gradually move toward holdimdy the new reserve currency
and the currencies of other members of the “clubfeserves. If enough countries
joined the “club” there would be an incentive foryacountry that currently is a reserve
currency (and believes that it gains from beingserve currency) to join the club too.

Here is how the club might work. Every year, eatthe members of the “club”
would contribute a stipulated amount to the GRBl{gl reserve fund), and at the same
time, the GRF would issue Global Greenbacks ofvedent value to the country, which
they would hold in their reserves. There is nongjgain the net worth of any country; it
has acquired an asset (a claim on others) anddissakaim on itself. Something real
however has happened: it has obtained an asset) wisan use in times of an
emergency. (And at the same time, it has agreét bthers call upon its resources in
times of emergency.)

Normally, of course, except for the cost of holdiegerves, these exchanges of
pieces of paper make no difference. Each courtteg @bout its business in the same

way as it did before. It conducts monetary anddlipolicy much as it did before. Even
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in times of emergency, life looks much as it difiobe. Consider, for instance, an attack
on the currency. Before, the country would havd dollars (buying up its own
currency) to support the value of its currency.h@ther such intervention makes sense is
not a question we address here.) And it can coetia do that so long as it has dollars in
its reserves (or it can obtain dollars from the )MRNow, it exchanges the global
greenbacks for conventional hard currencies tosuits currency.” 2

Because each country is holding Global Greenbaaah no longer has to hold
dollars or Euros as reserves, and for the globm@uy, this has enormous
consequences, both for the (former) reserve cuyreogntries, and for global economic
stability. The deflationary pressure noted easkieuld no longer be present, because
each country would no longer have to “bury in theugpd” some of its purchasing power.
Reserve currency countries, whose “exports” of I©&Fe matched by a current account
trade deficit, would no longer face the systemdsftationary bias of net imports.

For a country like the United States which has leerpted to have large fiscal
deficits because of the low cost of financing thastcits, the enhanced discipline would
contribute to long-term fiscal probity. If it rdruge deficits year after year, it almost

surely would face higher and higher real interats.

Cost and Benefits of a Revised System

Such a system appears likely to benefit all paoéiots in the global financial system.

Superficially, the greatest “loser” would be theitdd States, which would at least

partially forego its monopoly on issuing paper migifor real goods and services.
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However, Britain enjoyed such a partial monopolgppto Bretton Woods, and Keynes
rightly recognized that it represented a very mikkx$sing. The benefits of seignorage
were perhaps more than offset by the adverse caaeegs of chronic net foreign
deficits through their deflationary effect on thenakestic British macroeconomy. The
United States has avoided many of these effectarnying large, persistent government
deficits to sustain full-employment, but that pglioo has potential adverse
consequences. Keynes’ immediate solution for Brgasituation was to off-load the
dubious benefits of reserve currency status otJtiieed States. However, he ultimately
envisioned a system similar to that outlined ab@veluding discipline imposed on
chronic surplus countries).

The Euro community, to the extent that it too eaged becoming a reserve
currency, might also be said to suffer. Howewsrrecently ambiguous experience with
the rise of the Euro appears to have qualifiednthiusiasm for the chronic deficit
position associated with reserve currency status.

Foreign central banks concerned with the stgtulitthe value of their dollar
holdings would benefit in three ways. First, tiheation of SDR reserves would provide
an alternative store of value, which would at aimum diversify their reserve holdings.
At best SDRs would provide a far more stable stdrealue than any individual
currency. Second, the issue of SDRs would redueelémand for dollar reserves and
reduce the current account deficit of the Uniteat&€dt. This would reduce the continuing
downward pressure on the value of dollar holdirdih¢ugh there might be a significant

interim adjustment in the value of the dollar).ir@ihan external source of liquidity
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should alleviate some of the pressure of compatiticacquire reserves, which should
help stabilize international payment and exchaagge dynamics.

With the annual issuance of these new reservegsdwerse consequences of
the fact that the sum of deficits equals the susuopluses would be broken: any
country could run a deficit equal to its receipt®mew reserves without worrying about
a crisis®® The “hot potato” problem would be reduced, if fudly solved

The fact that each country receives annual emissigiobal greenbacks means
that it can import more than it exports withoutif@can imminent crisis. So long as
imports do not exceed exports by more than thesaonis, its reserves are actually
increasing, and so there would be little anxietg afisis occurring® Because of the fact
that under this system, the cost of holding reseappears lowét, reserves may be
higher (especially for developing countries), sat tven when imports exceed exports by
more than the value of the emissions, crises mdgdsefrequent.

The greater financial stability of developing caueg would enhance their
ability to issue debt in their own currency—therebglucing at least exchange rate
risks (one of the major sources of problems in tigreg countries).

All economies, not just the United States, shdagddefit from the reduction in the
deflationary bias of the current systéinAnd clearly the way the deflationary bias is
addressed is far more equitable than under themisystem.

Finally, having a significant source of automaticqhasing power transferable to
well-functioning developing economies would suppamdnomic development far more

effectively than the current patchwork of natioaatl multinational aid programs.
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The Evolving Reserve System

The essential requirement of a reserve currenthaisit be a good store of value. This is
why inflation has always been viewed so negatibglgentral bankers. But the
credibility of a currency as a reserve currencyetes also on exchange rates. For
foreign holders of dollars, a weakening of the exae rate is as bad as an increase in
inflation. This is, in a sense, even true for detitewealth holders; because of
opportunity costs, even citizens of a country vaitstable exchange rate may want to
diversify out of holding assets denominated in twtntry’s currency if there is high
instability.

For most of the last part of the 20th century, W&lars have been used as the
world’s de facto reserve currency. But the cursystem is under threat from negative
dynamics, as confidence in the dollar erodes, ogyseople move out of the currency;
and as they do so, the currency is further weakeh¢dile the huge fiscal and trade
deficits of the Bush Administration have contrililite this weakening, the problem for
the U.S. dollar is partly inherent; the Bush Adrstration simply accelerated what
would have eventually happened in any case. Tderve currency country naturally
becomes increasingly indebted, because the easdliofy debt entices over-
borrowing. Others want to hold T-bills; it is tetimg to respond to the demand with an
increase in supply. But eventually, debt levelssgehigh that credibility starts to be
guestioned.

This may well be happening today. Certainly tHeas been a major shift in

thinking among central banks. Over the years, ti@se gone from thinking that a
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currency needs gold as backing to thinking thatistgis required to back their
currency, to thinking that dollars should back theeirrency. But now, they realize
what matters is wealth. They no longer rely soteiythe dollar for their reserves, as
they have realized that the dollar is not a goodestf value, and are beginning to
manage their reserves as a more diversified partfahich is sensitive to risk and
return. With multiple hard currencies to choosmfr central banks may find it prudent
to hold reserves in multiple currencies—or eveanthrer assets. And as the U.S. dollar
appears more risky, they will naturally continueshift out of dollars—a process
which is already well under way.

But this shift out of the dollar reserve systemas necessarily a smooth one.
Now, investors have to think not only about howestimvestors are thinking, but also

about how central banks are changing their perwepif risk and reserve policy.

A Multiple Reserve Currency System?

Having a two-reserve currency systemasa solution. Some in Europe had hoped
that the Euro would take on this role as a reseaweency. This has happened, at least
to some extent, but it has not been good for Eyropthe world.

As the Euro becomes a reserve currency, Europth&rofaces a deflationary
bias. Given its institutional structure, a centrahk focusing exclusively on inflation
and a growth and stability pact restricting the osexpansionary fiscal policy, there

are doubts about whether Europe is able to respffactively to the consequences of
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having a reserve currency. If it does not, Eur@pel the world, may face strong
contractionary pressures.

Moreover, just as the bimetallic system was vieagdnore unstable than the
gold standard, a multiple reserve currency systay Ine more unstable—with rapid
shifts from one reserve currency to another witangfing perceptions.

Europe—and the world—should hope that it does rottg wish, to become a
global reserve currency; but rather, that the wortde to a new global reserve system,

along the lines we have proposed.

Concluding Remarks

It should be clear that the current global resepstem is not working well, that it is
contributing to the current high level of exchamgte volatility, and that this volatility
has adverse effects on the global economic systemessential for the functioning of
the global economic system that the global findreyiatem functions well. The global
financial system and the global reserve systentlamaging rapidly but one should
guestion whether they changing in ways which wilh@nce global economic stability.
Certainly events of the last decades give us retmspause and reflect on the
weaknesses of the existing financial system. We hdtnessed repeated crises and
high levels of global financial instability—in spibf the fact that we have (supposedly)
increased our understanding of how financial markeirk, and created new financial
instruments to manage risk, and strengthened nsafilceh an institutional perspective

to help them perform better. The developing caastin particular have experienced
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enormous instability, which has come at great tmste people in those regions.
Some of that instability is a result of instab@giin the global financial system and of
the failure of markets to effectively shift riskttoe developed countries, which could,
on a relative basis, bear it better.

There has been a great debate about allocatingebldhe relative role of
structural versus macroeconomic factors. Herehawe highlighted one aspect of the
global economic system, which we believe has reckfwo little attention—the global
reserve system. We have suggested a simple rédotime global reserve system,
which holds out the promises of greater stabihigher output, and enhanced equity.

Itis, in some ways, an old idea—but perhaps aa wdeose time has finally come.
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! An earlier version of this chapter was presented keynote address to the International Economic
Association in Istanbul, Turkey, June 25-29, 2008e authors are indebted to the Ford, Macartind, a
Hewlett Foundations for financial support. The aushare grateful to Giselle Guzman for research
assistance.

All equations have been estimated and graphs gecenath EViews by Quantitative Micro Software,
LLC.

2 University Professor Columbia University.

% University Professor Columbia University, Co-Pdesit Initiative for Policy Dialogue and Visiting
Professor University of Manchester.

* See the Commission of Experts of the PresidetiietJN General Assembly on Reform of the
International Monetary and Financial System welfsitanore information
http://www.un.org/ga/president/63/commission/backgrd.shtml.

® The term net savings is used to note that someiéhals may be dissaving, some individuals mayesav
part of the year and dissave other parts of the weal still others may be savings. What mattersHe
national income accounts is the net savings opthate sector. Conceptually, we should have alfer
analysis for the public sector, in which case Itwent would include both private and public investin
Later, however, we interpret the model using steshdata, in which there is no distinction between
government consumption and investment. The fidefitit is the difference between government
expenditures (whether investment or not) and govent revenue.

® There are other partial equilibrium stories tha¢ can tell. We discuss one in the next sectimother,
discussed in a forthcoming book by Ocampo, Radaraytbr, focuses on movements in private and public
sector deficits. See Ocampo, J.A., Rada, C. antbf,dy. (2009). Growth and Policy in Developing
Countries: A Structuralist Approach, New York: Calbia University Press.

" Empirical research rejects Ricardian equivalendésipure form, although some studies have found
Ricardian effects in saving behavior. For a techinieview of the literature, see M. Gabriella Biiiot
“Economic Reactions to Public Finance ConsolidataSurvey of the Literature,” European Central IBan
Occasional Paper No. 38, Oct. 2005.

8 In the case of the other countries, even thougtetts no strong relationship, we can still ask the
(obviously weak) direction of causation. In theeaf the U.S. and all other countries, excepy,ltak
cannot reject the hypothesis that the trade de$idausing the fiscal deficit.

FR_GB_PGDP does not Granger Cause FR_CA_PGDP 26 0.97237 0.3343
FR_CA_PGDP does not Granger Cause FR_GB_PGDP 13780 0.3800
GE_GB_PGDP does not Granger Cause GE_CA_PGDP 26 0.39029 0.5383
GE_CA_PGDP does not Granger Cause GE_GB_PGDP 05069 0.4145
IT_GB_PGDP does not Granger Cause IT_CA_PGDP 26 157813 0.2216
IT_CA_PGDP does not Granger Cause IT_GB_PGDP 862.7 0.0016
JP_GB_PGDP does not Granger Cause JP_CA_PGDP 260.47538 0.4974
JP_CA_PGDP does not Granger Cause JP_GB PGDP 899.02 0.8663
UK_GB_PGDP does not Granger Cause UK_CA PGDP 26 1.42696 0.2444
UK_CA_PGDP does not Granger Cause UK_GB_PGDP 4242 0.1585
US_GB_PGDP does not Granger Cause US_CA_PGDP 26 0.01131 0.9162
US_CA_PGDP does not Granger Cause US_GB_PGDP 071p16 0.6922

°® NPS includes corporate as well as household saviiéhile household savings was zero, corporate
savings was moderate—though far less than aggregatstment. (Investment includes housing.)
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10 A savings glut reflects a gap between savingsimestment—which can arise either because of high
savings or low investment. The current problenmreegenerated more by the latter—what Ocampo has
called investment anemia.

M IMF, International Financial Statistics; Dani Ridgi*The Social Costs of International Reserves,”
International Economic Review, forthcoming.

12 |n fact, the price paid for accumulating resemes/ be less than seems apparent. The accumutstion
reserves helps depress exchange rates, which sesreaports and growth. See Greenwald and Stiglitz
2006.

13 And behavior may depend in important ways on oi@ortant variables, most notably on expectations
of changes in the exchange rate.

% In fact, some countries may determine their exgkaate accumulations to target an exchange nate, e
under a flexible exchange rate system.

15t is natural to use this general equilibrium aggmh to ask, what accounts for the deterioratirigevaf
the dollar? It appears that to accommodatesdhe trade deficit, the dollar has to be weaker; thiggests
a weakening of the demand for U.S. expatta given exchangerate; but since inflation in the U.S. and
most of its competitors has been relatively lowd differences in inflation rates small, while Ugsowth
has been slower than that of the global econoniy stiggests a shift downward for the demand for U.S
exports. As we argue below, we can expect a reldemand for dollars as a reserve currency, asd thi
would suggest a further deterioration of the exgearate.

16 As an example of the complexity introduced by dyits, consider the impact of lowering interestsate
in the U.S. (the reserve country). This increasesme (in the standard Keynesian model, if theneony

is not at full employment); and while income in th@n-reserve country also increases, it increagéssis.
For the U.S. trade deficit to remain at the samaellgo fulfill foreign demand for reserves) recesra fall

in the exchange rate. There is an intertempotafrage equation—the difference in reserve and non-
reserve interest rates must be equal to the expeate of appreciation. But to determine the fatte

have to specify expectations about the values| dfi@lrelevant variables in future periods.

17 A dynamic model would emphasize another effebe increased deficit may lead to lower confidemce i
the country’s currency. The expectation of inflatimay lead to a decrease in demand for the curi@hc
the current exchange rate), thereby leading tevad@xchange rate.

18 This is a much weaker assumption than assumingaippate long-term balance in national private
capital accounts. It effectively requires onlyttttee US not be the target of global foreign inwestt over
the long term. Moreover, allowing for net privagpital flows would complicate the analysis without
altering its basic implications. See footnote 14.

19 These results highlight the role that the simgdifion that net private flows are zero plays indhalysis.
A country could increase its reserves by borrovéabgpad, with the immediate implication that therde
in the demand for foreign reserves results in range in the value of NS If the borrowing is done by
the government, the transaction is a wash, andippgarance of an increase in reserves is simply an
accounting deception. Presumably, private flovescamtermined by values of relevant variables (iregm
exchange rates, expectations of these variable$ bettnot by government demand for reserves. ltis
possible that changes in government demands ferves induce changes in these variables in wayshwhi
affect net private flows that partially offset tbfficial flows, thus mitigating to some extent timagnitude
of the effects to which this paper calls attentiémrecent years, some have argued that developing
countries should have reserve policies which makenves endogenous: as short term private sémies f
increase, then government reserves should incnedaaedem. It is clear that while a few low-income
countries follow this policy, most of the increaseeserves in recent years is related to an isergathe
demand for reserves (e.g. by the East Asian camitrand that the increase in the demand for resédras
(in total) not been fully offset by an increaseonivate flows. Some of the reserves may be vieaged
“borrowed,” but not all. Of course, even when ress are borrowed, there are important implicatifons
the stability of the system (the nature of the gdtions mean that though the net flows may be zehaf is
going on is not a wash.)

“0B. Greenwald and J. E. Stiglitz, “Helping InfarddBomies Grow: Foundations of Trade Policies for
Developing Countries American Economic Review: AEA Papers and Proceedings,Vol. 96, No. 2 May
2006, pp. 141-146.

% The data may, however, exaggerate the magnitutieesé surpluses, because of over-invoicing of
exports and under-invoicing of imports.
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22 See also Triffin, RGold and the Dollar Crisis. New Haven: Yale University Press, 1960.

% Concerns about the equity (as well as instabitifythe global reserve system have, of course, been
raised by many from the developing world. Seejrstance, Jose Antonio Ocampo, “The Instabilitgt an
Inequities of the Global Reserve Systeimtérnational Journal of Political Economy, vol. 36, no. 4,
Winter, 2007-2008, pp. 71-96 and the referenceslithere. See also J. E. Stigltaking Globalizaiotn
Work, Chapter 9, New York: WW Norton, 2006 (and the reffiees cited there.)

24 Some have argued that being a reserve currenitiydfs its ability to borrow in its own curreneyd to
have more independence in the conduct of macreyolivhile it is true that the fact that the Unitsthtes
borrows in its own currency allows it for more fdeen of action, many non-reserve currencies havg lon
borrowed in their own currencies.

% In a sense, the inequities are even more transiiarthe case of ‘borrowed reserves” noted easlifer
instance, in poor countries that have to increlasi teserves to offset increases in short terwegei
liabilities.

% The inequities are increased further by the way tie international financial system has been wiifn,
pro-cyclical monetary and fiscal policies beingcked on developing countries (e.g. by IMF/World Bank
conditionality), while the developed countries pugsounter-cyclical monetary and fiscal policidhis
increases the riskiness of the periphery relatvla¢ center, reinforces the pro-cyclical patterihgrivate
capital flows that simultaneously are used to fudtie differential treatment and exacerbate flattins in
developing countries, and increase interest rdterdntials. See, e.g. some of the recent writiofgs
George Soros.

?" There is an important detail: the exchange rata/éen global greenbacks and various currencies. |
world of fixed exchange rates (the kind of world ¥ehich the SDR proposal was first devised) thisulao
not, of course, be a problem; in a world of vagadkchange rates, matters are more problematidongo
as global greenbacks are held only by Central Bahkse is no real problem of speculation, so that
“official” exchange rate could differ from marketahange rates. One could use current market rates;
alternatively, the official exchange rate, for arste, could be set as the average of the exchategeaver
the preceding three years. In such a case, tal &@itral banks taking advantage of discrepancies
between current market rates and the official esgbaate, restrictions could be imposed on convBssi
(for instance, such conversions could only occuheevent of a crisis, defined by a major chang@é
country’s exchange rate, output, or unemploymetet ya

28 \We envision global greenbacks only being held bgt€al Banks, but a more ambitious version of this
proposal would allow global greenbacks to be hglthdividuals, in which case there would be a marke
price for global greenbacks, and the governmentidcsimply treat the global greenbacks as any other
“hard” currency.

29 Of course, the sum of deficits would still havestual the sum of surpluses: this is an identity.

30 Clearly, our proposal does not solve all of thebpems leading to global instability of the finasici
system. We have already called attention to th@ontant asymmetries in policy responses (pro-cgtiic
developing countries, counter-cyclical in developedntries.) Countries with fully open capital agots
will still be afflicted with pro-cyclical privateapital flows. Our proposal would reduce (though no
necessarily eliminate) the necessity of developmgntries creating offsetting reserves, with treoagted
costs already noted. One could go further, as @oamas done, in developing counter-cyclical allmret
of global greenbacks.

31 Crises can also be precipitated by short-termaddiénominated liabilities exceeding reserves Jasen
Furman and J. E. Stiglitz, “Economic Crises: Eviceeand Insights from East Asia,” with Jason Furman,
Brookings Papers on Economic Activity, 1998(2), pp. 1-114, and the references citecethleut again,
because countries are likely to hold more reseitvesless likely that this too will occur.

321n some sense, there is still an opportunity cifshere were no restriction of the kind set Foir the
previous footnote, then the country could have edt®d the global greenbacks into dollars, and tsed
dollars to purchase productive assets.

% By the same token, the annual issuance of SDRigddvoot be inflationary— it would just undo the
existing deflationary bias of the current system.

34 To the extent that motivation of holding reseres to keep the exchange rate with the dollar low,
countries may have limited scope for reallocatingfplios. They have to keep in dollar denominated
assets. Even as they began to shift out of dpllaesemphasis on portfolio management to whicluregv
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attention earlier has led them to move out of Tshiito other dollar-denominated assets. Thigyin, has
raised other concerns, raised most forcefully emdbntext of the debate over sovereign wealth funds
% Changes in central bank holdings, or market pé¢imep of central bank holdings, may contribute to
instability; but in fact, central bankers are likéb be less volatile in their behavior than préevatarket
participants.
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