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Global economic governance after the crisis:
The G2, the G20, and global imbalances

This paper argues that a China-US “G2” is neither necessary nor sufficient for
the resolution of crucial global order issues such as excessive global payments
imbalances. Although the bilateral payments imbalance between both countries
constitutes the largest component of global imbalances, the acuteness of relative
power concerns and their reverberation in domestic politics has rendered the G2
unable to address this problem effectively. Their bilateral conflict has also
hampered the efforts of the G20 and the IMF on global imbalances, but these
two bodies together offer much better prospects for progress in this area.
Reducing global imbalances requires them to address their main origins, which
lie in the domestic political constraints on national policymakers and the
asymmetries of international power that have progressively delegitimized the
IMF and the multilateral surveillance process. Domestic political constraints
will remain important, but the latter problem is, surprisingly, less intractable.
The G20 and IMF could achieve progress by (1) undertaking more ambitious
reforms of IMF governance to improve the legitimacy of IMF finance and of the
multilateral surveillance process, and (2) promoting a more symmetrical
multicurrency reserve system with associated policy guidelines for actual and
potential reserve currency issuers, and reserve accumulation guidelines among
the rest of the IMF membership.

Keywords: global imbalances, exchange rates, financial crisis, United States,
China, IMF, G2, G20
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Global economic governance after the crisis:
The G2, the G20, and global imbalances®

At their summit in Pittsburgh in September 2009, the G20 leaders “designated
the G-20 to be the premier forum for our international economic cooperation.” > This
appeared to mark an historic break in the character of global economic governance:
downgrading other fora (such as the G7) and subordinating others (such as the IMF
and various international standard setting bodies) to the new and upgraded G20. But
there is little certainty about what kind of global economic governance is emerging at
the end of the first decade of the 21% century. Amidst a variety of scenarios, three
main views can be distilled from the current debate.’

The first and probably the most prominent is that the crisis delivered a
knockout blow to an already tottering, narrowly Western system of economic
governance in the form of the G7 and necessitating its replacement by one reflecting
the “new multipolarity.”® In this view, the G20 is the body most capable of providing
a reasonable balance between representativeness and efficiency (Carin et al. 2010;
Thakur 2010). But doubts have been growing over the G20’s capacity to achieve
sufficient consensus to maintain its effectiveness beyond the recent crisis.

The second view is that we are heading inexorably towards an even narrower
form of global economic governance than the G7, most likely a China-US “G2”.°
China is widely seen as the most important of the non-Western emerging powers, as
the major beneficiary of the crisis, and as the country other than the United States of

1 | am grateful to the Bank of Korea for its financial support in this research and to Eric Helleiner and
Hyoung-kyu Chey for helpful comments on a previous version of this paper. Any remaining errors of fact
or judgement are my own.

2 (G20 leaders’ statement, Pittsburgh Summit, 24-25 September 2009.

3 Other possibilities range from the minilateral (such as a G3 composed of US-Europe-China, or US-
China-Japan — see Funabashi 2009) to the more global (such as the view of the Global Governance Group
(3G), led by Singapore, that the G20 is too narrow and unrepresentative a body and that the United
Nations is the only legitimate locus of global economic governance). | focus here on what seem the most
plausible outcomes.

* On the emergence of the new multipolarity, see Dadush and Stancil (2010) and Goldman Sachs (2009).
For pre-crisis assessments of this trend, see Goldman Sachs (2003) and Hoge (2004).

® Fred Bergsten’s (2008) G2 proposal has been supported by American foreign policy notables such as
Henry Kissinger and Zbigniew Brzezinski.



most consequence for global economic governance (see chart 1). Some even project
China as a new or potential global hegemon in the making, poised to replace a
declining United States (Halper 2010; Jacques 2010).° The size and technological lead
of the US economy renders this view implausible for decades to come, but in the
interim a G2-based system might provide a foundation for addressing a number of
important global order problems.

Chart 1: Major national economies, GDP in current US dollars
1980-2015 (estimates from 2010)
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Source: IMF, World Economic Outlook Database, April 2010 (estimates after 2009).

A third, hybrid view sees a China-US G2 as a necessary prerequisite for
effective multilateralism in the G20 and elsewhere. This position seems to enjoy some
support in Washington and (less openly) in Beijing. For example, Hank Paulson,
former US Treasury Secretary, recently argued that “the strength of the relationship
between the U.S. and China will be critical to the functioning of the G20 and global

cooperation” (Paulson 2010: 450). The Obama administration has made similar claims

® Asignificant section of public opinion in many countries shares this view, including a majority in China
and pluralities in a number of America’s main allies. See Pew Research Center, “13 of 25 — China will be
the World’s Top Superpower,” http://pewresearch.org/databank/dailynumber/?NumberiD=832, 2010 (no
date), accessed 28 September 2010.
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in justifying an upgraded bilateral “Strategic and Economic Dialogue” (S&ED).’
And although the Chinese leadership has rejected the idea of an explicit G2 on the
grounds that “multipolarization and multilateralism represent the larger trend and the

958

will of the people,” it has consistently accepted the US offer of a steadily expanding
and upgraded bilateral framework alongside its more prominent role in the G20.
According to Geoffrey Garrett, “what the de facto G2 do, together, independently or in

conflict, will increasingly define the global bounds of the possible” (Garrett 2010: 29).

This article accepts the premise that we are in a fluid and hybrid world in
which global economic governance takes multiple forms. But it argues that a China-
US G2 is a fragile and problematic foundation for global economic governance that it
is neither necessary nor sufficient to resolve important global order challenges. Nor is
it a necessary component of an effective G20 process. On the contrary, the
increasingly bilateral focus of many important global issues, from climate change to
global imbalances, has more often been an obstacle to their effective resolution.’

I make this argument by focusing on one crucial area of global economic
governance: the problem of global current account imbalances and its relationship to
international monetary reform. The recent crisis has underlined its importance and
probable close connection to global financial stability (Brender and Pisani 2010;
Obstfeld and Rogoff 2009). Thus, if the G2 cannot resolve the problem of global
imbalances, this will have implications for the effectiveness of global economic
governance generally."® Global imbalances might also appear initially to be a most
likely case for a G2 solution, since China and the United States are the world’s major
surplus and deficit countries respectively and because other major actors have often
seen it as essentially a “bilateral” China-US problem (Ahearne 2006). By comparison,
financial regulatory reform is typically seen as less amenable to resolution in a G2
context given the need to achieve a level regulatory playing field over a large number

" See Secretary of State Hillary Clinton and Secretary of the Treasury Timothy Geithner, “A New
Strategic and Economic Dialogue with China,” The Wall Street Journal, 27 July 2009.

8 “Wen rules out ‘G2’ proposal,” The Global Times, 22 May 2009.

® For a more detailed and wide-ranging discussion of these and other global order issues, see Foot and
Walter (2011).

10 Climate protection may be an even more important and formidable test for both forms of global
economic governance, but given its broader dimensions it is left aside here. For an analysis of these and
other areas of global governance, see Foot and Walter (forthcoming 2011).



of jurisdictions and China’s lesser importance in this area. But I argue that one key
element of an effective resolution of the global imbalances problem is an agreement
by reserve centre countries and regions to accept mutually binding policy constraints —
an agreement that cannot be achieved within the G2 context and which must logically
include the Eurozone, the United Kingdom, Japan and other potential reserve centres.
In fact, |1 suggest, resolving global imbalances requires at least as broad an
international consensus as the promotion of financial stability.

The rest of this paper is organised as follows. Section 1 provides a brief
overview of the failure to resolve the problem of global imbalances before the global
crisis of 2008. Section 2 assesses the inconclusive efforts to address these imbalances
since 2008. Section 3 asks what explains this persistent failure, emphasizing the role
of domestic and international political factors. The conclusion considers what should
be done to address this problem in the light of this analysis and draws out the
implications for global economic governance generally.

Global imbalances and adjustment responsibilities before the crisis

The problem of global current account imbalances goes back at least to the
restored gold standard of the 1920s and perhaps earlier."* After World War |, Britain
and Germany ran external deficits and saw the policies of the major surplus countries,
France and the United States, as unfair and destabilizing. In particular, the systematic
sterilization of reserve accumulation by the French and American monetary authorities
imparted a strongly deflationary bias to the gold standard that fostered its eventual
collapse and the Great Depression that followed (Eichengreen 1992; Eichengreen and
Irwin 2009; Irwin 2010).

These events were a crucial part of the learning experience in the wartime
international monetary negotiations in the early 1940s and the Bretton Woods
agreement in 1944. Keynes was especially keen to remove the natural asymmetry in
the system that placed the burden of adjustment on deficit countries losing monetary

1 For an argument that they were an important problem even before World War |, see de Cecco (1974).



reserves, the root cause of the deflationary bias. His solution was a rules-based
regime that would allocate adjustment responsibilities symmetrically between deficit
and surplus payments countries, with sanctions on surplus countries that refused to
accept macroeconomic expansion and/or real exchange rate appreciation.”” As is well
known, US negotiators, constrained by Congress and by the expectation that the
United States would remain indefinitely the largest surplus country, could not accept
Keynes’s more radical proposal. They did, however, agree to the general principle (if
not to specific rules) that adjustment responsibilities ought to be broadly symmetrical
for deficit and surplus countries, and offered the famous “scarce currency clause” that
gave some hope to the British side that the Americans understood that they needed to
behave differently (Boughton 2002; Gardner 1980; James 1996).

Driven by the new strategic imperatives of the emerging Cold War, the United
States did in fact behave as a much more responsible current account surplus country
from mid-1947: exporting America’s surplus savings through Marshall Aid and other
foreign assistance programmes and tolerating large devaluations and discriminatory
exchange and trade restrictions by European and East Asian allies. But this was a
temporary and fortuitous resolution of the postwar imbalances problem rather than a
long term solution. In particular, it avoided the question of what should be done to
strengthen the multilateral “surveillance” framework based upon the International
Monetary Fund (IMF).

IMF surveillance of the system of pegged exchange rates had been intended to
promote stability by, when necessary, advising governments when par value changes
were required to correct “fundamental disequilibria” in international payments.
Although IMF advice was in principle meant to apply symmetrically to countries
running either sustained surpluses or deficits, the IMF’s enforcement capacity was
very weak. The United States had resolved its own surplus payments problem outside
of the Bretton Woods institutions after 1947, and Congress would never have
permitted multilateral oversight over US fiscal and monetary policy choices

12 Real exchange rate appreciation could come about through a revaluation of the nominal exchange rate
peg against gold and/or through higher rates of domestic wage and price inflation (requiring non-
sterilized reserve accumulation).



(Boughton 2002; Gardner 1980). Nor did Britain or most other countries wish to

subject their own macroeconomic policies to serious multilateral constraint — as the
European devaluations of 1948-9 demonstrated. The result of these shared preferences
was that IMF powers over member countries’ macroeconomic policies were

effectively restricted to those that borrowed from it.

Thus, the Bretton Woods monetary regime failed to clarify the allocation of
adjustment responsibilities along two crucial dimensions, with important long term
consequences. First, despite Keynes’s principle that adjustment responsibility should
be symmetric between deficit and surplus payments countries, the rules were vague
and there was very little the IMF could do to discipline large surplus countries.*®
Second, the US and British wartime negotiators had little interest in specifying the
particular policy responsibilities of reserve currency countries (James 1996: 183).
Because reserve centre countries also had a tendency to run large external deficits
under the Bretton Woods system (first Britain, and eventually the United States too)
and enjoyed substantial power within the IMF, there was little that the Fund could do
to discipline them either. The result of this failure was an ongoing and increasingly
acrimonious dispute between surplus and deficit countries over who should accept
responsibility for growing payments imbalances.

Over the course of the 1960s, the steady deterioration of the US current
account and the emergence of West Germany and The Netherlands as the main surplus
countries prompted US authorities to try to rebalance the distribution of adjustment
responsibilities within the international monetary system. These efforts continued in
the 1970s and 1980s, when the focus was on West Germany and a new large surplus
country, Japan. Much more recently, China emerged as the main surplus country and
thus target of US pressure (chart 2).

¥ The scarce currency clause was never invoked during the postwar years of “dollar shortage” or
thereafter.



Chart 2: Current account balances as % of
national GDP, major countries, 1970-2009
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The US strategy had four main prongs: the attempted use and strengthening of
the IMF surveillance mechanism, the introduction of the Special Drawing Right
(SDRY) in the late 1960s as a new international reserve asset, bilateral and multilateral
negotiations with surplus countries, and unilateral actions (mostly involving the threat,
and sometimes the actual use, of targeted trade policy sanctions). Singly and in
combination, these failed to remove the growing imbalances that contributed to the
eventual breakdown of the pegged exchange rate system between the major countries
in the early 1970s. The US did manage to force some adjustment by surplus countries
and to delay policy adjustment on its own part, but this reduced its ability to persuade
surplus countries of the rightness of its stance and also came at the expense of the
perceived legitimacy of multilateral surveillance itself.

The first tactic, involving the use of the IMF surveillance mechanism, was
substantially hampered by the earlier decisions that limited the Fund’s effective



authority over non-borrowing members. Over 1972-4, negotiations within the so-

called Committee of Twenty of the IMF saw the US government arguing for stricter
constraints on surplus country reserve accumulation. Other countries, by contrast,
were primarily interested in placing greater constraints on the United States as the
reserve centre country (Williamson 1977). This argument produced a conspicuous
failure to agree on either. In the wake of this failure, the United States (with France)
promoted the Second Amendment to the Fund’s Articles of Agreement in 1977, which
in the revised Article IV.3(b) required the Fund to “exercise firm surveillance over the
exchange rate policies of members” and obliged member countries to “avoid
manipulating exchange rates or the international monetary system in order to prevent
effective balance of payments adjustment or to gain an unfair competitive advantage

over other members.”**

This reform was seen by many as one-sided because it reinforced the focus of
surveillance on exchange rate policies but imposed no new constraints on US
monetary and fiscal policies (James 1996: 272-3). Similarly, US support for the SDR
in the late 1960s effectively undermined French arguments for the enhancement of the
role of gold as a reserve asset, which contributed to the erosion of the gold
convertibility constraint facing US policymakers (lbid., 165-174). Later, Nixon’s
refusal to restore the gold convertibility of the dollar in the Smithsonian negotiations
of late 1971 left the US government facing very few external constraints at all.

At the same time, the new IMF currency manipulation clause also failed to
significantly enhance the effectiveness of IMF surveillance over major surplus
countries (IEO 2007: 35)."> Nearly three decades later, growing frustration with
China’s exchange rate policy led the US to seek a further refinement to the
surveillance rules. The resulting Decision on Bilateral Surveillance over Members’
Policies of 2007 specified that the Fund should focus on the extent to which each

member country’s policies were consistent with “external stability”, meaning “a

¥ IMF, IMF, “Surveillance Over Exchange Rate Policies,” Decision No. 5392-(77/63), 29 April 1977:
http://Aww.imf.org/external/pubs/ft/sd/index.asp?decision=5392-(77/63).

15 Although no member country has been declared to be in breach of these obligations, IMF consultations
were held with Korea and Sweden in the 1990s after US and German complaints respectively of currency
manipulation (Sanford 2006: 41).



balance of payments position that does not, and is not likely to, give rise to disruptive

exchange rate movements” (IMF 2007: L.A.4). The Decision elaborated that
“exchange rate policies will always be the subject of the Fund’s bilateral surveillance
with respect to each member, as will monetary, fiscal, and financial sector policies”
(Ibid: 1.A.5). However, it was primarily exchange rate obligations that were tightened;
in fact, the Decision explicitly stated that “the Fund will not require a member that is
complying with Article IV, Sections 1(i) and (ii) to change its domestic policies in the
interests of external stability” (lbid: 1.A.6)."® As for exchange rate obligations, the
Decision specified that a member would be “acting inconsistently with Article IV,
Section 1 (iii),” if the Fund determined it was both engaging in policies that are
targeted at — and actually affect — the level of the exchange rate, which could mean
either causing the exchange rate to move or preventing it from moving; and doing so
“for the purpose of securing fundamental exchange rate misalignment in the form of

an undervalued exchange rate” in order “to increase net exports” (I1bid: Annex 1.2.b).

The US Treasury (2009: Appendix 2) claimed that “[t]he 2007 Decision
restored exchange rate surveillance’s position at the core of the IMF’s mandate.”
Beijing’s view, unsurprisingly, was very different, seeing the Decision as targeted at
and stigmatizing China and in an unusual step it voted against the proposal.” As I
discuss later, this dispute between Beijing and Washington over the IMF surveillance
regime was part of a broader process of politicization in China-US bilateral relations
that has worsened global imbalances and their prospects for resolution.

The failure of IMF surveillance to produce sufficient change in surplus
country policies prompted the US to initiate a series of bilateral and multilateral
negotiations from the 1960s. These were initially conducted with US allies in narrow
groupings outside of the IMF (the OECD’s Working Party 3, and later the G5/7),
further eroding the Fund’s surveillance function. These negotiations followed a similar
script: the US government demanded that the surplus countries accept either domestic
macroeconomic expansion, real exchange rate appreciation, or both, and the surplus

16 Author’s emphasis added. Article IV.1 requires members to foster (i) “orderly economic growth with
reasonable price stability” and (ii) “orderly underlying economic and financial conditions and a monetary
system that does not tend to produce erratic disruptions.”

7 On this controversy, see Goldstein and Lardy (2007) and Mussa (2007).



countries responded that the United States should reduce its growing fiscal deficits
and tighten its monetary policy (chart 3). But while some agreements were reached (in
1961, 1969 and 1971 on modest par value revaluations by surplus countries; at Bonn
in 1978, New York in 1985 and Paris in 1987 on coordinated exchange rate
intervention), there was no agreement on the underlying principles of adjustment
responsibility. For the most part, both sides talked past one another, and the surplus
countries felt confirmed in their view that they were expected to make the main
concessions (Funabashi 1989; Webb 1995). Similar examples can be found in the
more recent failed multilateral discussions on global imbalances, held under the
auspices of the IMF over 2006-7, and the “G7-plus” negotiations of the mid-2000s,
when China was invited to G7 meetings and urged to accept renminbi appreciation as
its external surpluses grew rapidly.

Chart 3: US federal budget balance, current account,
and consumer price inflation, annual levels, 1960-2009
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Bilateral negotiations offered the United States some obvious advantages,
but even when modestly successful in obtaining temporary policy concessions by
surplus countries, they failed to produce a lasting consensus on adjustment
responsibilities. Bilateral tactics were sometimes effective in dealing with a politically
subordinate Japan in the 1980s, but they were less effective with Germany and
especially with China during the 2000s. The George W. Bush administration raised the
problem of China’s rising surplus and the undervalued renminbi bilaterally from 2005
and this probably contributed to China’s decision in mid-2005 to accept gradual
renminbi appreciation against the dollar until mid-2008 (Taylor 2007: 291-300). But
bilateralism has only increased surplus country resentment at US tactics and
reinforced their view that the primary problem was America’s unwillingness to accept

international adjustment responsibilities.

The periodic US tendency to resort to the threat or actual use of unilateral
sanctions against surplus countries has further enhanced this perception. The Nixon
administration was the first to use such tactics extensively in placing a temporary 10%
surcharge on imports (Gowa 1983). Treasury Secretary Blumenthal followed in 1978
by openly “talking down” the dollar in the foreign exchange markets. Since the 1980s,
Congress frequently threatened first Japan and later China with targeted protection
unless they ceased their “mercantilist” policies. In 1988, the Omnibus Trade and
Competitiveness Act formalized unilateralism to strengthen the backbone and the
negotiating hand of the executive branch when dealing with recalcitrant surplus
countries.”® Since the early 2000s, the biannual reports by Treasury to Congress
required under this act have added an additional complication to the evolving China-
US relationship.

In mid-2005, China agreed to modest nominal currency appreciation, but a
growing domestic inflation problem and an emerging multilateral consensus on the
need for renminbi adjustment suggests this was not merely a product of US pressure.
Indeed, such pressure has been increasingly resented in Beijing and interpreted as an

18 Under this Act, the Treasury must report biannually to Congress on the actions it is taking in respect of
those countries guilty of currency manipulation, defined similarly to the IMF’s Second Amendment (22
U.S.C. 5304, section 3004). Taiwan and Korea were cited in these reports for currency manipulation in
1988, and China virtually continuously from 1991 to 1994 (Frankel and Wei 2007; Lardy 1994: 86-90).

-11 -



attempt to shift adjustment costs to others and to ignore China’s pressing domestic
stability concerns.”® Some in China also saw demands for renminbi appreciation as
part of a general conspiracy to “keep China down”; the leadership often argued this

meant that external demands were counterproductive.”

For all of these reasons, US negotiating tactics have produced some temporary
victories over surplus countries (Walter 1993; Webb 1995), but they failed to persuade
these countries that they should accept the Keynesian rationale for symmetric
responsibilities in order to promote global monetary and financial stability. One
indication of this failure is that in real terms, the values of the currencies of the major
surplus countries have barely changed in the two decades since 1990 (chart 4). Put
differently, the US tendency to utilize hard rather than soft power in international
negotiations over adjustment responsibilities undermined rather than served to build a
global consensus on international monetary reform.

19 «Central Bank Rejects IMF Yuan Advice,” China Daily, 16 April 2007. See also IMF (2004: 3; 2006:
20); Yu (2006: 11).
20 «“Wen Rails at ‘Unfair’ Renminbi Pressure,” FT.com, 30 November 2009.

-12-



Chart 4: Real effective exchange rate indices, major countries (January 1990=100)
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1985, China’s estimated REER index was much higher than 160.

This also rebounded negatively on the legitimacy of IMF surveillance, since
the IMF was so often seen as acting at Washington’s behest. The most dramatic
example of this was in the case of China, when Beijing eventually took the dramatic
step of withdrawing from annual bilateral surveillance consultations with the IMF
over 2007-8. That this occurred at the very peak of global imbalances before the
recent crisis underlined the extent of the failure of attempts to deal with this problem
since 1944.

-13 -



Global imbalances since the crisis

Crises are painful, but they also present opportunities for change. Has the
global crisis of 2008-9 produced any progress on these issues? There were some early
indications of an emerging new consensus on the allocation of adjustment
responsibilities between the major countries. Notably, at the third leaders’ summit in
Pittsburgh in 2009, the G20 agreed a new “Framework for Strong, Sustainable and
Balanced Growth,” to include as one of its objectives the promotion of “more
balanced current accounts.” To this end, “G-20 members with sustained, significant
external deficits pledge[d] to undertake policies to support private savings and
undertake fiscal consolidation while maintaining open markets and strengthening
export sectors. Equally, “G-20 members with sustained, significant external surpluses
pledge[d] to strengthen domestic sources of growth.”** The G20 also committed itself
to a “mutual assessment process” (MAP), assisted by the IMF, to ensure the
compatibility of national macroeconomic policies. Encouragingly, finance ministers
agreed that such peer assessment should address “all salient policy commitments as

well as projections for key economic variables” (IMF 2009: 3).

The Pittsburgh agreement also implied a possible new attitude on the part of
the US and Chinese governments. Just before his bilateral meeting with Hu Jintao in
November 2009, President Obama acknowledged that achieving the Pittsburgh
objectives would mean “in the United States... saving more and spending less,
reforming our financial system and reducing our long-term deficit.”* A few days
later, the US and Chinese leaders also agreed language that seemed to imply a
newfound acceptance of symmetric adjustment responsibilities by the G2, by then
representing the major deficit and surplus countries:

China will continue to implement the policies to adjust economic structure
[sic] raise household incomes, expand domestic demand to increase
contribution of consumption to GDP growth and reform its social security

system. The United States will take measures to increase national saving as a

2L G20 leaders’ statement, Pittsburgh Summit, 24-25 September 2009.
22 Remarks by President Barack Obama at Suntory Hall, Tokyo, Japan, 14 November 2009.
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share of GDP and promote sustainable non-inflationary growth. To achieve this, the
United States is committed to returning the federal budget deficit to a
sustainable path and pursuing measures to encourage private saving. Both sides
will also pursue forward-looking monetary policies with due regard for the

ramifications of those policies for the international economy.”

Published IMF surveillance of its most powerful members has also been more
robust since 2008. One IMF report for the G20 Toronto summit stated that “credible
fiscal consolidation over the medium term, underpinned by high-quality measures of
sufficient magnitude, should be a top priority in advanced deficit economies,” and in
“emerging surplus economies, policy should aim at enhancing social safety nets,
reforming corporate governance, and developing financial markets, supported by
greater exchange rate flexibility to facilitate a rebalancing of demand towards
domestic sources” (IMF 2010b: 3, emphasis in original). It also argued that the US
fiscal deficit should be reduced by three percentage points (over five years) more than
projected by the Obama administration (Ibid: 8).

Unfortunately, however, there has been considerable backtracking since the
Pittsburgh commitments and growing indications that these initial signs of a new
consensus may have been illusory. Growing political polarization in the United States
has reduced prospects there for a domestic consensus on how to achieve medium term
fiscal consolidation (IMF 2010c). Continued deleveraging and the associated slow
economic recovery led to a second round of quantitative easing by the US Federal
Reserve, as well as growing demands on the government to adopt the traditional tactic
of demanding that surplus countries accept more of the burden of adjustment. In
October 2010, US Treasury Secretary Geithner argued that “the IMF must strengthen
its surveillance of exchange-rate policies and reserve accumulation practices.”** To

many members of Congress, not least in his own Democratic Party, this sounded far

2 «US—China Joint Statement,” 17 November 2009, Beijing, http:/beijing.usembassy-
china.org.cn/111709.html, accessed 5 October 2010.
2 “Currency Battle Lines Drawn,” FT.com, 10 October 2010.
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too soft on China. Calls for unilateral trade sanctions against Beijing reached a new
peak in autumn 2010.”

In response, China’s rhetoric has become increasingly strident. Only a month
after the November 2009 bilateral summit, Wen Jiabao stated that “we will not yield
to any pressure of any form forcing us to appreciate.””® By October 2010, this
external pressure had mounted considerably, but Wen claimed that forcing revaluation
on China could lead to domestic “social and political turbulence [that] would be a
disaster for the world.””" Although Beijing announced that it would enhance the
flexibility of the renminbi just before the Toronto leader’s summit in June 2010, very
little real appreciation had occurred by late 2010. Chinese officials increasingly
responded to US demands by arguing that it was America’s own extremely loose

monetary and fiscal policies that were destabilizing the world economy.”®

In this context, it is not surprising that some important new initiatives have
had limited traction. US Treasury Secretary Geithner proposed a new limit of four
percent of GDP for current account imbalances at the G20 finance ministers and
central bank governors meeting in Gyeongju in Korea in October 2010.% This
proposal has many merits: it addresses the problem of current account imbalances
directly and encompasses a range of contributing policies besides the exchange rate;*
it is ostensibly symmetrical between surplus and deficit countries, implying US
willingness to accept external constraints on its policy choices; the target would be
measurable and transparent; and it is consistent with the stated Chinese policy of
achieving a balanced current account position over the medium term. Effectively, it
attempts to clarify what constitutes a “fundamental disequilibrium” in the balance of

payments, something left undefined since the Bretton Woods negotiations of 1944

5 gee, for example, C. Fred Bergsten, “We Can Fight Fire With Fire on the Renminbi,” FT.com, 3
October 2010. In September 2010, the House of Representatives passed legislation (H.R. 2378) to permit
the imposition of countervailing duties on Chinese imports sufficient to counteract the renminbi’s
estimated undervaluation (“US Congress Backs Action on Renminbi,” FT.com, 29 September 2010).

% <«Wen Dismisses Currency Pressure,” FT.com, 27 December 2009.

“Wen Warns Against Renminbi Pressure,” FT.com, 6 October 2010.

“Currency Battle Lines Drawn,” FT.com, 10 October 2010.

2 «UJS Pushes Plan on Exchange Rates,” FT.com, 22 October 2010.

% 1t thus avoids the major problem noted above that exchange rate appreciations in surplus countries
have uncertain effects on current account outcomes, depending on accompanying policies.

27
28
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(Truman 2010: 30-31). For all of these reasons, perhaps, Chinese officials appeared

initially to be receptive to this US proposal.**

But governments in Germany and Japan proved strongly opposed to numerical
targets and the idea that pressure would be brought to bear on surplus countries
breaching the four percent limit. China then shifted to this surplus country grouping.
The result at Seoul in November 2010 was a generic G20 leaders’ pledge to move
toward “more market determined exchange rate systems, enhancing exchange rate
flexibility to reflect underlying economic fundamentals, and refraining from
competitive devaluation of currencies.”® The task of developing indicative current
account guidelines was assigned to G20 finance ministers and central bank governors
in the first half of 2011.:

Persistently large imbalances, assessed against indicative guidelines to be
agreed by our Finance Ministers and Central Bank Governors, warrant an
assessment of their nature and the root causes of impediments to
adjustment as part of the MAP, recognizing the need to take into account
national or regional circumstances, including large commodity producers.
These indicative guidelines composed of a range of indicators would serve
as a mechanism to facilitate timely identification of large imbalances that

. . . . 33
require preventive and corrective actions to be taken.

Nor, finally, has there been much sign of a new US willingness to accept
additional policy responsibilities as the main reserve centre country. The United States
has strongly defended its right to use unorthodox monetary policy to promote
economic recovery at home. In its own specific policy commitments under the MAP,
the US government merely reiterated its intention to use fiscal and monetary policy to
promote strong economic recovery with stable inflation, medium term fiscal
sustainability, and a freely floating exchange rate; it also refrained from committing

®1 Yi Gang, deputy governor of the PBOC, stated at the annual IMF meeting in October 2010 that
China’s goal was to reduce its current account surplus to below 4% of GDP over 3-5 years (“China to Cut
Current Account Surplus Through Gradual Adjustment, Yi Says,” Bloomberg.com, 9 October 2010;
“Fumbling Toward A Truce,” The Economist, 16 October 2010, p.88.).

%2 The G20 Seoul Summit Leaders’ Declaration, 11-12 November 2010.

33 The G20 Seoul Summit Leaders’ Declaration, 11-12 November 2010.
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itself to a current deficit of no more than four percent of GDP (G20 2010). It pointed
out that US deflation would be bad for all countries and that its monetary expansion
will only be inflationary for those countries who, like China, continue to resist
currency appreciation. G20 leaders at Seoul did mention reserve currency countries in
their statement, but the language was vague in the extreme:

Advanced economies, including those with reserve currencies, will be
vigilant against excess volatility and disorderly movements in exchange

rates. 34

Why are global imbalances so persistent?

What explains this long run failure to address effectively the problem of
global payments imbalances? | discuss three main possible reasons: a limited technical
consensus among economists about the causes of and solutions to imbalances; the high
degree of domestic sensitivity of policies that probably contribute most to global
imbalances; and international power imbalances and associated legitimacy dilemmas.
Among these, | argue that the latter two political factors are most important.

It seems likely that the consensus among economists on the global imbalances
problem has hampered the ability of governments and international institutions to
reach consensus in the past. Many begin by arguing that global imbalances are a
product of sustained cross-country differences in savings-investment balances. But
there are large differences in the relative emphasis on real exchange rate changes and
other policy responses as appropriate solutions. Some economists are very sceptical
that real exchange rate changes can do much to resolve the problem (e.g. McKinnon
2010). Others believe that real exchange rate changes can be effective as long as they
are not offset by other policy adjustments.®* Yet others appear to believe that large
exchange rate changes can eliminate the major part of unsustainable imbalances.*

3 The G20 Seoul Summit Leaders’ Declaration, 11-12 November 2010.

¥ See Michael Pettis, “What happens if the RMB is forced to revalue?”
http://mpettis.com/2010/10/what-happens-if-the-rmb-is-forced-to-revalue/, 6 October 2010, accessed 9
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Although there is considerable residual disagreement about appropriate
policy responses to the problem, however, there does appear to be a growing technical
consensus on the kind of policies required to reduce global imbalances. The IMF has
undertaken important new work since the crisis and has identified a series of
appropriate policy changes in deficit and surplus countries.*” Their conclusion is clear
enough: the required policy response is complex and requires adjustment on all sides,
but there is a growing technical consensus on what is needed. Even before the crisis,
most economists would have accepted that US fiscal and taxation policies on the one
hand and Chinese exchange rate, energy, corporate taxation and financial policies
were all contributors to global imbalances. Thus, it seems unlikely that the persistence
of this problem is due to a lack of agreement about its origins and appropriate
solutions.

The second reason for the persistence of global imbalances is more
compelling. We know, more or less, what is required of the major countries to address
this problem, but the implied policy changes have generally been too politically costly
for incumbent governments to undertake. On the US side, the inability of both
political parties and successive Presidents to achieve a lasting reduction in the fiscal
deficit has been one cause of falling national savings since the 1960s (the Clinton
years were exceptional). The other main cause lies in the private sector: the growing
divergence of household savings and consumption since the early 1980s is dramatic
(charts 5 and 6). The causes of this trend are much debated and perhaps deeply
sociological (Frank 1999). A complex combination of financial innovation and rising
consumer access to credit, tax incentives favouring borrowing (notably mortgage
interest deductibility) and stagnating median real household incomes is likely to have
played a role (Rajan 2010). In short, demanding that foreign governments accept
exchange rate appreciation has been easier for US politicians than raising taxes,
reducing subsidies to home owners, and controlling public spending on health and
other entitlement programmes.

October 2010.
% See C. Fred Bergsten, “We Can Fight Fire with Fire on the Renminbi,” FT.com, 3 October 2010.
37 See Blanchard (2010); IMF (2010a, 2010d).
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Chart 5: US net savings by sector, 1946-2009, % GDP
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Chart 6: US personal consumption and saving
1946-2009, % GDP
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Similar considerations apply to the major surplus countries. The strong
attachment to export-led growth and to policies that have boosted business investment
and repressed consumption in these countries have had enduring consequences (Rajan
2010: chapter 2). Such policies have understandable attractions for the government of
a poor country such as China, which has achieved consistently rapid growth whilst
avoiding current account deficits, large private capital inflows, and serious financial
crises (Rodrik 2008; World Bank 2008: 24-5). But an undervalued exchange rate is
only one part of China’s growth story; so too are repressed interest rates (which
transfer wealth from consumers to firms and governments) and artificially low energy
and other production costs.

The deep political sensitivity of these contributing policies has in fact long
been recognized in the post-1944 international monetary regime. A central implicit
norm of the Bretton Woods system was that beggar-thy-neighbour exchange rate
policy should be constrained, but that domestic fiscal and monetary policy choices
were largely matters of national sovereignty and should remain off the table. This

-21-



norm remained largely intact throughout the G7 era and since, helping to explain the
very intermittent and modest successes of macroeconomic policy coordination (Sobel
and Stedman 2006). The trend towards more independent central banks since the
1980s reflected an attempt on the part of governments to depoliticize monetary
policies, but it reinforced the already strong tendency towards the national orientation
of monetary policy. Even in relatively highly integrated regional systems such as
Europe, large elements of national policy discretion remain and the ability of peers
and central institutions to sanction departures from fixed “rules” such as the
Maastricht convergence criteria has been weak. The crisis of 2008-9 has only
underlined the domestic political sensitivity of monetary and fiscal policies and the
desire of incumbent governments to avoid external constraints on these policies.
Unsurprisingly, the G20 MAP commitments often simply restate existing national
policy objectives.

Finally, large international power asymmetries have also contributed to the
persistence of global payments imbalances. | have already argued that the strong
perception on the part of surplus countries that the United States has demanded much
more of them than of itself has contributed to their growing disaffection with the
multilateral process. This process and its rules have increasingly been seen as driven
by a US determination to use all means at its disposal to delay its own adjustment and
to deflect the costs onto others. This can be seen in China’s withdrawal from bilateral
surveillance consultations with the IMF over 2007-8, as well as in the increasingly
strident position of Germany and China that they have the virtue of thrift on their side.

Officials in both countries have increasingly voiced the opinion that a
profligate United States has relied on the savings of countries that are willing to save,
work hard and prosper. They interpret additional monetary easing by the US Fed as an
attempt to use the “dollar weapon” to force other countries to accept adjustment costs
in the form of currency appreciation or domestic inflation.* German finance minister

Schiuble described this policy as “clueless” and a Chinese foreign ministry official

% «US Fed to Pump in Extra $600bn,” FT.com, 3 November 2010; Yao Yang, “China Can Afford to
Stand Firm in Seoul,” FT.com, 9 November 2010. Even Alan Greenspan, former Chairman of the US Fed,
said that the policy was aimed at achieving dollar devaluation (“The Eurozone’s Stark Lessons for the
G20,” FT.com, 10 November 2010).
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dismissed US calls for the adoption of numerical current account targets as “missing
the point,” arguing that US monetary policy was much more destabilizing.* China’s
Vice-Minister of Finance urged the United States to “realize its responsibility and
obligation as a major currency issuing country,” a position that has become an
important theme in official Chinese economic diplomacy.*

It is therefore clear that the perceived illegitimacy of US policy has reduced
its ability — and, correspondingly, the ability of other countries in Europe and the
emerging world that have also suffered from the policies of the major surplus
countries — to persuade China, Germany and Japan to share the burden of adjustment.
The US reliance on hard power against surplus countries has failed to build a
consensus on a more symmetrical international adjustment regime.

Global imbalances have therefore persisted primarily because the policies that
produce them have deep roots in the domestic political economies of the major
countries, and because international power asymmetries have provided incentives to
shift adjustment costs to others. This has helped to undermine the legitimacy of the
multilateral surveillance process and the Keynesian norms of symmetrical adjustment
responsibilities associated with its early phase. With the rise of China as the world’s
main surplus country, the debate has become even more contentious as imbalances
have grown and become more dysfunctional in economic welfare terms. The large gap
in mutual understanding between China and the United States on this question has
worsened rather than improved over time. Furthermore, as the question of the relative
position of China and the United States within the global order has become more
salient, this has increased the contentiousness of this and other issues on both sides
(Foot and Walter 2011). The idea that the US is trying to do to China what it
supposedly did to Japan in the late 1980s may be mistaken, but it is a precedent some
in China take seriously.* Too many in both countries lay the blame for global

%9 “China Tees Up G20 Showdown with US,” FT.com, 5 November 2010.

%0 «China Shows Concern, Questions over U.S. New Monetary Policy,” PRC embassy in the United
States, 8 November 2010. For similar statements, see PBOC (2009: 15, 86).

# «Steep Path to a Modern-Day Plaza Accord,” FT.com, 16 September 2010. See also McKinnon (2010)
and Yu (2006).
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imbalances firmly on the other side of the bilateral relationship for the G2 to be an
effective means to resolve this persistent problem.

Conclusion: global governance and global imbalances

Two conclusions can be drawn from my argument that domestic politics and
international power asymmetries have contributed powerfully to the long run
persistence of global payments imbalances. First, it is unrealistic in the foreseeable
future to expect US policymakers to accept special global responsibilities as the
reserve centre country. From the American perspective, it is just another “normal”
country trying to maximize domestic growth and employment in very difficult
economic circumstances. US policymakers are as constrained by domestic politics as
much as any of their peers, perhaps more than most. Second, an international
agreement that requires the major countries to limit their current account imbalances is
politically unlikely and, even if adopted, may not be effective because the policies
contributing to global imbalances are mainly shaped by domestic political economies.
In the light of these conclusions what, if anything, can be done about global
imbalances?

One answer is: not very much. We cannot abolish domestic politics. This
means that we cannot expect the governments of major countries and regions to accept
policy adjustments that they do not see as in their political interest.

International power asymmetries also look intractable, but in fact more can be
done to address this source of global imbalances than might initially be supposed. The
demonstrated instability of the global financial system has combined with the
perceived illegitimacy of official sources of finance (the IMF) to produce a growing
precautionary demand for national monetary reserves (Obstfeld, Shambaugh and
Taylor 2010; Wolf 2008). On the supply side, the role of one country’s currency (the
US dollar) remains paramount, helping to produce a growing US external deficit with
the emerging world. One possible response is to try to modify the supply side of this
equation by promoting an international monetary system based upon the SDR or some

=24 -



other global fiduciary asset issued by (say) the IMF.”> But while the prospects for
modestly enhancing the role of the SDR might be better today than in the past, the
domestic political obstacles to a supranational monetary solution remain fundamental.

A more realistic approach that is compatible with the continuing primacy of
domestic politics is to focus reform efforts on the fundamental reform of the
international financial institutions, above all the IMF, as the main source of
precautionary and emergency finance. The envisaged reforms to the governance of the
IMF to date have been far too modest and do not sufficiently enhance the legitimacy
of the IMF in the eyes of emerging countries. Here, European attempts to preserve
their dominant position have been at least as much an obstacle to deeper reform as the
United States (Truman 2010; Woods 2010). The composition of the G20 better
reflects the growing importance and voice of the major emerging countries in the
global political economy, but even it over-represents Europe. The European Union
needs to accept that a more progressive approach to its representation in global
economic institutions can play an important part in reducing the perceived
international power asymmetries that contribute to global imbalances.

A second plank of reform that also fits better with the continuing primacy of
domestic politics is the active promotion of a multicurrency reserve system that
gradually replaces the present quasi-monopoly position of the US dollar (Eichengreen
2010; IMF 2010a). Many worry about the stability of such a system and point to the
interwar period as a negative example, but a multicurrency reserve currency system
has the distinct advantage that it works with rather than against the grain of both
international and domestic politics. It would be more consistent with a world in which
emerging countries such as China, India, Brazil and others have greater weight and
voice in key global institutions. But it would also require them to accept more
responsibility in return, including limits on their reserve accumulation. It is also
consistent with existing domestic policy objectives in important countries. China has
signalled that it intends to continue its gradual liberalization of the renminbi, and the

*2 See Helleiner (forthcoming), Stiglitz (2010). There are always some who argue that an alternative is a
return to a “politically neutral” international gold standard, but they overlook that any credible
commitment to a fixed exchange rate with gold is incompatible with democratic governance and political
commitments to economic stabilization (Walter and Sen 2009: chapter 4).
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euro already plays a substantial international role. Reforming and deepening the
domestic and regional bond markets in Asia and Europe, a necessary precondition of a
greater reserve role for their currencies, is also consistent with their own self-interest.
All actual or potential reserve currency issuers (including but not limited to the United
States, Europe, and China) also have a significant interest in accepting some degree of
mutual constraint in order to ensure the stability of such a system. The United States,
although it may have more to lose because a multicurrency system would constrain it
more than at present, also has an interest in ensuring there is no rapid switch from
dollars into alternative reserve assets.

The obvious difficulty is that a truly multicurrency reserve system is a
medium to long term project. But the global power hierarchy has been changing
rapidly, and preparation for a multicurrency system could help to promote a new
consensus on some needed reforms to the current hierarchical international monetary
system. The specifics of these reforms go beyond the scope of this paper, but at a
minimum, in addition to agreed guidelines on appropriate levels of reserve holdings,
there should also be a discussion on developing symmetric policy guidelines for all
actual and potential reserve centres — including the full range of macroeconomic,
trade, capital account, and financial regulatory policies that are consistent with
monetary and financial stability (Strauss-Kahn 2010).

Most important for my argument, it is crucial that such discussions are
conducted in a much wider forum than in the G2. This is for two main reasons. First,
the issue goes well beyond China and the United States to include at least the
Eurozone, the United Kingdom and Japan, as well as other countries with potentially
important currencies. A negotiation of rules concerning the reserve system makes no
sense without Europe or Japan. As yet, the renminbi’s role is only a potential one, but
China already has a crucial stake in this debate given its over-reliance on dollar
reserves — and it would be in the US interest to obtain China’s agreement to a broad
set of principles on reserve centre policies in advance of the emergence of a more
globally important renminbi.

Second, the issue is, as we have seen, far too politicized in the context of
China-US relations, which is itself constrained by the political and strategic distrust
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that still infuses the China-US relationship. This compounds the tendency in both
countries to see the other as the main problem and source of imbalances. We should
welcome the willingness of both sides to formalize and upgrade their bilateral
relationship recent years, but it would be a serious mistake to believe that effective
global economic governance can be built upon it. This would not be in the long term
self-interest of either China or the United States, let alone the rest of the world.

The proper place for this discussion is thus in a wider multilateral forum, one
that is not seen (as was the old IMF and G7) to be dominated by the United States and
its main European allies. Here, the need to reform the governance of the IMF and the
promotion of a more symmetrical multicurrency reserve system dovetail. Formally,
responsibility must lie with the IMF and its membership, though the G20, despite its
imperfections, comprises the key players. A reformed IMF is a basic prerequisite,
since a Fund that is not seen as sufficiently responsive to the concerns of emerging
countries will only reinforce the latter’s determination to self-insure via continued
reserve accumulation. It may be that China’s insistence on IMF governance reform as
a prerequisite for permitting it greater authority over national policies is disingenuous,
but this opening needs to be pursued.” If China concedes this point within a
multilateral framework that it perceives to be reasonably legitimate, the pressure on
the United States to make similar concessions would rise. This may be too much to
hope for, but given the likely results of inaction, it is worth trying.

#  “premier Wen Jiabao Meets IMF Chief,” 14 February 2008, http://www.china-
embassy.org/eng/gyzg/t407374.htm, accessed 6 October 2010.
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