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Global current account imbalances pose a serious threat to the otherwise positive 

outlook for the global economy. These imbalances have been associated in recent 

times with rapid and large increases of foreign exchange reserves in the surplus 

countries. This development has probably supported the international role of the US 

dollar so far. However, the share of the euro in official reserves is increasing. After 

discussing possible measures aimed at achieving a gradual and orderly correction of 

global imbalances, this note ends with an assessment of the links between global 

imbalances and the international role of currencies.  

 

1 An upbeat economic outlook: towards a more balanced pattern? 

The global economic outlook for this year is quite positive. Despite high oil prices, the 

world economy continues to expand at high rates. The Commission expects 

continued growth in the US, a strong performance of Asian emerging economies and 

the consolidation of the recovery in Japan to remain the main drivers of a solid 

performance. For the EU and the euro area, we expect a reacceleration of growth in 

the first half of 2006.  

With growth accelerating in the euro area and remaining at relatively high rates in 

Asia, including Japan, we could expect some rebalancing of world growth, which 

would become somewhat less dependent on the US as the growth engine. This could 

have some positive impact on global current account disequilibria. On the other hand, 

the expected maintenance of oil prices at very high levels will continue to work in the 

opposite direction, tending to perpetuate the large current account surpluses of oil 

exporting countries. 

 

2 Large global imbalances 

The US current account deficit surpassed 750 billion US dollar in 2005. The deficit 

has almost doubled over the past five years and represents now some 6½ % of the 

US GDP. Over the same period, the current account surpluses of primarily East 

Asian and oil exporting countries have increased. Taken together, Asia (incl. Japan) 

reached a surplus of 340 billion dollar last year. Thanks to rising oil prices, the 

surplus of the two major oil-exporting regions, the Middle East and the 

Commonwealth of Independent States now almost equals the Asian aggregate 

surplus. The euro area’s current account is close to balance and does not show any 

particular trend.  



The increasing global imbalances partly reflect policy reactions to previous shocks.  

• First, as it is well known, the Asian crisis of 1997 forced many countries in the 

region to cut back on investment. In order to dampen the negative impact on the 

domestic economy and to build a cushion against any future external shocks, 

many Asian countries adopted a policy of export-led growth based on competitive 

exchange rates, which has contributed to the build-up in their official reserves.  

• Second, in the US, the equity bubble of the late 1990s contributed to a gradual 

erosion of the household saving rate. In 2005, the household saving rate even 

turned negative. Public saving has fallen in parallel, as US general government 

finances have gone from a small surplus in 2000 to a deficit of 4.5% of GDP in the 

third quarter of 2005.  

• Third, high oil prices boosted oil producing countries’ exports. Perhaps in light of 

the experience of earlier swings in oil prices, spending in these countries has only 

cautiously increased. The result is large current account surpluses in those 

countries.  

Overall, these developments have produced growing investment-savings gaps, with 

the US borrowing massively abroad and much of the rest of the world running a 

savings surplus.  

 

3 Reserve accumulation and the international role of the euro 

These large current account imbalances have gone, as noted, hand-in-hand with a 

rapid accumulation of foreign currency reserves in the surplus countries. The size 

and composition of reserves is of importance for the euro’s international role as well 

as for the way the imbalances may adjust.  

In East Asia, the accumulation of reserves has been particularly strong, even 

spectacular, with reserves sometimes reaching levels that are well above what is 

needed as an insurance against shocks. The total reserves of ten East Asian 

countries (China, Japan, Korea, Taiwan, Hong Kong, Indonesia, Malaysia, the 

Philippines, Singapore and Thailand) have more than doubled since 2000, increasing 

by about one-and-a-half trillion US dollars. This figure comes close to the GDP of 

Italy (1.8 trillion in 2005). In mainland China, reserves now amount to 36% of GDP 

and to around 20% of the world’s total official foreign exchange reserves.  



Although the euro may be slowly increasing its share in world foreign exchange 

reserves, the observed dramatic rise in world reserves (and in particular in the Asian 

countries) seems to have largely benefited the dollar. According to the figures 

reported annually by the IMF, the currency shares in official reserves have been 

changing only very gradually. Upon its introduction in 1999, the euro represented 

18% of reserves. This share has by now increased to a quarter. But the US dollar still 

accounts for about two thirds of identified reserves, with the yen and the pound 

sterling representing four and three percent, respectively, and other currencies hardly 

play a role.  

The euro is used as an anchor or reference in the exchange rate policy of some 30 

countries. A dozen more countries are managing their exchange rates with respect to 

a currency basket involving the euro. But, in contrast with the dollar, the euro’s role 

as anchor and reserve currency is so far mainly a regional one. Mostly, the countries 

that use the euro as an anchor currency are in the European region or its vicinity. 

These are EU Member States that have not yet adopted the euro, accession 

countries as well as, for example, countries in Northern Africa and the CFA Franc-

Zone in Western and Central Africa.  

Partial statistical evidence on the currency composition of reserves, the still largely 

regional role played by the euro as exchange rate anchor and reserve currency and 

the formal or de facto orientation of Asian exchange rate policies towards the dollar 

suggest that the lion’s share of the rapid reserve accumulation in Eastern Asia was 

placed in dollars. Incumbency advantages and inertia continue to support the use of 

the dollar as international currency. This reflects the important role economies of 

scale and network externalities play in the choice of an international currency, 

particularly in functions such as foreign exchange vehicle and numéraire for the 

quotation of key international commodity prices. Certain structural features of the US 

economy, in particular the deepness and liquidity of its financial markets, will also 

continue to favour the international role of the dollar. On the other hand, the gradual 

development within the euro area of more integrated, deeper and efficient financial 

markets, a process to which both the creation of the euro and the EU-wide 

regulations in the area of financial services are contributing1, and the increase in the 

weight of the euro area in global trade flows as more countries adopt the euro should 

favour a growing international role for the euro.  
                                                 
1 Should the UK, with its very large and liquid financial markets, decide in the future to join the euro area, this 
would provide an important additional boost to the development of efficient financial markets in the euro area. 



A gradual reorientation seems to be taking place in exchange rate policy and reserve 

management. Since last summer, China and Malaysia are tracking a basket of 

currencies. Some countries are thinking about a gradual diversification of reserves, 

while others – including Hong Kong – have split their ample reserves into liquidity 

portfolios and investment portfolios, which allow a greater diversification of 

investment. Obviously, a central bank holding large amounts of dollars will be very 

careful not to undertake any abrupt moves that might send the dollar down and with it 

the value of its accumulated reserves.  

This challenge brings me to the question of how global current account balances will 

adjust.  

 

4 Policy action to prevent a disruptive adjustment 

The US current account deficit is being financed by large capital inflows. Is this 

sustainable? Many commentators in the US, most prominently the former chairman of 

the Federal Reserve Board, Alan Greenspan, have argued that financial globalisation 

has made it easier for the US to sustain large current account deficits. Moreover, the 

US can borrow in its own currency, thereby limiting its own exposure to exchange 

rate risk. Finally, the latest World Economic Outlook of the IMF points out that the 

internal rate of return to investment in the corporate sector in the US has been higher 

than in other industrial countries or emerging markets in the past decade. Interest 

rates for government bonds, compared among industrial countries, currently also play 

to the advantage of the US. Is it all well, then?  

While financial globalisation and other factors may be facilitating the persistence of 

large and widening current account imbalances, there is little doubt that the observed 

trend is unsustainable over the medium term. Sooner or later, something will have to 

give and the adjustment process will set in. Continuing current account deficits of this 

size will deteriorate the US net investment position. At some point, foreign creditors 

will become increasingly reluctant to continue accumulating US dollar-denominated 

assets. If that occurs, the US dollar will come under downward pressure. What is 

more, the risk of valuation losses on dollar assets as a result of dollar depreciation 

may lead investors to demand a premium to take on further US dollar assets. This 

would put upward pressure on US interest rates. Rising US interest rates could in 

turn have repercussions on interest rates and risk premiums around the globe. In this 

scenario of higher interest rates, currency appreciation against the dollar and a 



weakening of US demand, growth in other regions of the world will also be negatively 

affected. Simulations conducted by the Commission with the QUEST econometric 

model suggest a significant impact of a sudden adjustment of the US current account 

deficit on the euro area’s GDP.2 

The question is, therefore, not whether the adjustment will happen but what type of 

adjustment process we will experience. As things stand now, the probability of a 

sudden and disruptive adjustment is low. But the cost of this low-probability event 

would be so great that we should take all possible measures now to ensure a gradual 

and orderly correction of the current account disequilibria. 

What needs to be done is well-known. Unfortunately, the resolve and speed with 

which the necessary measures are implemented has so far not been up to the 

challenge.  

• The US should make efforts to boost domestic saving. Most important in this 

respect would be to put public finances back on a sustainable track.  

• In the emerging market countries of Asia, as well as in many oil-exporting 
countries, it is important to strengthen the domestic engine for growth and to 

shift the growth pattern away from exports and towards domestic demand. 

Structural reforms could make domestic investment more attractive, which 

would raise the growth potential of these economies and shift its composition 

towards domestic demand. Improved social safety nets could reduce the 

perceived need for precautionary savings. Financial sector development and 

liberalisation could also help boost domestic consumption, an area of reform 

that is of particular relevance for China. All this can help reduce the region’s 

current account surplus. Increased exchange rate flexibility can also play a 

supporting role. However, it should not by its own be expected to lead to a 

significant global rebalancing.  

• In Japan, once there is sufficiently firm and definitive evidence that the 

deflation process has come to end (and recent date increasingly point in that 

direction), and assuming that the GDP growth remains consistent with current 

                                                 
2The precise impact depends significantly, however, on the channels through which the adjustment take place. In 
the case of an adjustment via a recovery in the US household saving ratio, GDP in the euro area remains in the 
second year of adjustment 1 percentage point below the baseline scenario for each 0.5% of GDP correction in the 
US trade deficit. If the adjustment takes place via the US fiscal deficit, the effect is somewhat smaller because 
interest rates in the euro area increase by less. 



projections, monetary policy should gradually be tightened, including by 

allowing the yen to appreciate.  

• Finally, continued progress with structural reforms in the EU, including the 

completion of the internal market and an ambitious implementation of the 

revised Lisbon Agenda, can also make a contribution to a smooth adjustment 

of global imbalances. Not only can these reforms have a positive effect on the 

EU’s growth potential but, by increasing the flexibility of its labour, goods and 

capital markets, they can facilitate the transfer of resources between the 

tradeable and nontradeable goods sectors entailed by the current account 

adjustment.  

For every country, these measures are desirable in their own right. But if the parties 

undertake them in a coordinated fashion, the chances of achieving a continued 

smooth development of the world economy will be much greater. It is particularly 

important that the discussions on global imbalances do not degenerate into a “blame 

game” that could put the multilateral trading system in jeopardy.  

 

5 Global imbalances and the international role of the euro 

The measures just discussed would reduce one significant risk threatening the 

stability of the world economy and the sustainability of its current expansionary 

phase. But what are the links between global imbalances and the international use of 

the key currencies? 

On the one hand, the growing US current account balance (and its potential 

implications for the value of the dollar) represents a major threat for the maintenance 

of the dollar’s dominant international role. One may therefore argue that, to the extent 

that the US succeeds in rebalancing its growth pattern, in particular through a more 

solid fiscal policy, the confidence of financial markets in the US currency, and 

therefore, its international role, will be supported. 

On the other hand, lower current account deficits in the US would reduce the supply 

of dollars to the rest of the world and a key factor behind the recent accumulation of 

dollar-denominated reserve assets in Asia and other countries. Also, it could be 

argued that the proposed impulse to structural reforms in the EU, by making the EU 

economy more competitive and efficient, could increase its attractiveness as an 

investment location and the confidence in the euro as an international currency. 



Reforms aimed at creating more integrated and liquid financial markets in the EU 

could also support directly the internationalisation of the euro.  

The causation could also run in the opposite direction, that is, from the 

internationalisation of the euro to the size of global current account imbalances. A 

gradual expansion in the international role of the euro could facilitate the financing of 

current account deficits in the euro area through the issuance of euro-denominated 

liabilities, just as the dollar’s international status does for the US. This could facilitate 

a gradual reduction in global imbalances. But the evolution of global imbalances is 

much more likely to depend on factors such as US fiscal policy, structural reforms 

elsewhere and Asian willingness to let their currencies appreciate against the dollar 

than on the possible emergence of the euro as an international currency.  

In sum, the links between the global imbalances problem and trends in the 

internationalisation of currencies are not straightforward and should not be overly 

emphasised. With respect to the current account imbalances, what is important is to 

take serious measures now to gradually correct them in a smooth and timely manner. 

This will underpin the stability and performance of the world economy and financial 

system to the benefit of all regions. In such a scenario, the relative international role 

of the dollar, the euro, and possibly other currencies such as the yen or the renminbi, 

will be determined by a combination of factors, which include not only the size and 

other structural features of their issuing economies but also the inertial forces that 

characterise the international use of currencies.  

The growing weight of the euro area in global trade flows and the favourable 

prospects for the integration and deepening of its financial markets augur well for an 

expanded international role of the euro but incumbent advantages will continue to 

support the dollar. In the very long run, we might be moving towards a bipolar, or 

even tripolar, international monetary system. But we just don’t know. Much will 

depend on how successfully and vigorously stability-oriented macroeconomic policies 

and reforms will be implemented in each of the relevant regions. 


