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Adam Posen: Okay. Good morning everyone. It is feeling more early than it is. It is 9:30 

so we are not providing you with breakfast. We’re going to be 
providing—I should be a little less informal—welcome, welcome back to 
The Peterson Institute for International Economics. I’m Adam Posen, 
President of the Institute. This is, in a sense, the start of our very full and 
hectic series of events that will be coming up around and through the 
annual meetings of the IMF and the World Bank.  

 
All of our public events—on the record events—will be webcast live, and 
we hope that our friends out there, as well as our friends present in the 
audience today will be watching and benefiting from those events. Today I 
am very happy to kick things off with the launch, or at least the external 
launch of the IMF’s 2013 external sector report; we call it the pilot report, 
or they call it the pilot report because it is a new product, and it’s a 
product that we at the institute, that our colleagues—Joe Gagnon in 
particular—but all of us including people who worked in the tradition of 
John Williamson and others, have a great deal of regard for the intent.  
 
It is an attempt to look at the evolution of external sector positions 
throughout the IMF’s membership, particularly of the key countries; the 
world’s 28 largest economies plus the Euro area. Think about exchange 
rates, capital accounts, current accounts, reserves—reserves obviously 
being the politically sensitive piece of it in some ways—and trying to 
distinguish what’s going on for structural reasons, not just cyclical, and 
most importantly, where policy measures taken in some of the large 
economies spill over onto and have effects and impact on other 
economies.  

 
And as part of the IMF’s effort, both at surveillance—I can never say that 
right now that I’ve lived in England—surveillance and at transparency we 
actively support that the fund is doing this. That said, it doesn’t mean we 
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agree with either all of their—I shouldn’t say we—it doesn’t mean 
everybody agrees with all of their methods and all of their conclusions. 
And PIIE senior fellow Joe Gagnon will be presenting his constructive 
comments on that report after the presentation.  
 
Just to note, we have 3 distinguished members of the funds staff here 
today to present. Speaking first will be David Robinson who headed the 
external sector coordinating group that produced this. He is the deputy 
director of the IMF African department. He’s had many different 
assignments at the fund; many of us got to know him when he was running 
the WEO in research department. He’s headed IMF teams in Saudi Arabia, 
Tanzania and the Caribbean and the former Soviet Union. He’s taught at a 
number of Universities in the UK so he knows how to pronounce 
“surveillance.”  
 
He’ll be followed by Steve Phillips who’s with the IMF’s research 
department. He’s chief of the Open Economy Macro Economics division. 
He is leading the team that is developing the external balance assessment 
methodology which, without wanting to presume too much, I think is what 
underlies this report, and he’s previously worked in the Western 
Hemisphere department working on the Mexico team, and a lot of work 
also in the former Soviet Union and Latin America. And then joining us 
on the final panel with some expertise in some of the more technical 
matters is Alison Stuart, also from the fund, who’s currently the deputy 
division chief of Australia, Asia and Pacific department, and previously 
was deputy division chief in surveillance policy.  
 
Just to give you an idea of the quick format, the fund is going to make 
available the report. It’s obviously going to be available for download 
from the website if it’s not already. We will link to it directly from our 
website, so it’d be easy for you to get it, and I believe we’ll also have 
copies of the PowerPoint presentations and Joe’s presentation on our 
website. We’re going to ask David and Steve to present the report, then 
Joe is going to stand here and give his response to the report—this isn’t a 
rebuttal, this is a constructive critique—what he likes and what he doesn’t 
like.  
 
Then I’m going to call the group up to the panel, and Alison will respond 
to Joe and then we’ll open it up for discussion. I see a number of faces 
well known to us and very expert in the audience, and so we’re looking 
forward to the group discussion as well. But first, if David is willing to 
come up to the podium and take us through the initial parts of the report. 
Thank you very much. 

 
David Robinson: Thank you and let me say upfront how much we appreciate the Peterson 

Institute hosting this again as you did a similar for us last year. As you 
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know, the focus of today’s event is the 2013 pilot external sector report. 
The key component of this report is it contains the funds assessment of the 
external positions of the largest economies in the world. And it’s designed 
to try to integrate the analysis we do at both the multilateral level through 
our products like the World Economic Outlook and the GSFR and those 
kinds of things, but also bring in what we know from the bilateral 
surveillance article for consultations with the individual countries.  

 
Now you’ll notice in the title, we still use the word “pilot,” that is because 
this is a new product, this is the second yet that we have produced this 
report, and it’s very important for us to continue to get feedback on how 
we can make this into a better and more useful product. I have through the 
analytical tools, the coverage of issues, and certainly now, as was said by 
the chair, the report is available on the website. In addition to the main 
report, there is a separate report on individual country assessments. All the 
models that we are presenting today, the data, and actually the results are 
also posted already up on the website, and we very much encourage 
people to use those. So let me begin, and then Steve will come back on the 
methodology, and I will come back towards the end.  
 
And now in terms of the basic structure of the report, now we have tried to 
keep some of the key cornerstones from last year. I mean, the basic 
purpose is to stock taking of a—to produce a multilaterally consistent 
assessment of the external sector policies of the large economies. We 
cover actually 28 economies plus the Euro area. This feeds in and is 
definitely consistent with what we do in the individual country—the 
article 4 consultations—and we pull on the analysis from a wide variety of 
tools we have developed. Some developed within the fund, some from 
outside. In particular, this new method—the external balance 
assessment—which Steve will talk about later.  
 
The assessments cover a broad area of the external sector. This is both the 
current accounts, it’s the real exchange rate, reserve positions, capital 
account—both levels and policies, and also the broader external asset and 
liability positions. And now in terms of what is new for 2013, I think this 
year, what we have tried to do is give additional context to the assessments 
by giving a really broad overview of fairly significant developments 
during the last year, and particular issues that were there were capital 
flows—both the levels and the volatility, in particular how they affect 
emerging markets. And also some discussion on trade policy, and 
reflecting the feedback we received last year. You know, there are some 
new refinements to the methodology on the [inaudible 00:07:00]. And 
also, as I’ve mentioned, we have published this year the individual country 
assessments where there is a single page providing a summary of how we 
see each of those 28 economies plus the Euro area.  
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Starting with a look at the basic data, the global current account 
divergences, and I’ll try to be specific on the terminology we use, and I’ll 
try to stay consistent. By divergence we mean just the headline number 
surplus with deficit. This is maybe appropriate, it may not be appropriate; 
this is just the headline numbers. And what we have seen over the past 
year was that there was a slight narrowing in 2012 relative to 2011. But 
really, the key thing is that they are very substantially lower than basically 
2006, 2007 when the great debate on the imbalance started to come 
through. 
 
In terms of what we saw in 2012,  I mean we saw in some of the surplus 
countries and the Euro area deficit countries, we saw a narrowing, as oil 
prices started to fall towards the second part of 2012, and also reflecting in 
some cases, higher fiscal spending. We’ve seen the surplus at the oil 
exporting countries come down. The Euro area obviously isn’t aggregate, 
and so we’ve split it here into deficit and surplus countries. And what we 
have seen is that the surplus countries, we actually saw an increase in the 
surpluses, particularly Germany, while in the deficit areas, parts of the 
Euro area, we saw those surpluses come down a little, particularly in the 
crisis-affected countries where there was quite a sharp fall in some cases 
in the import levels.  

 
 Taking a fairly long view of this, we’re on 2012 relative to the peak in 

2006, 2007; we can see that all regions in the world have contributed to 
this reduction in the divergences. The largest contributions, both in terms 
of absolute size, also relative to GDP, have actually come from the large 
economies: China, Japan and the US Now, obviously one of the 
immediate questions is, is this reduction that we’re seeing, is this just 
cyclical effects? Is this the impact of just a slowdown in the global 
economy, or is there something more on the line?  

 
So to take a first step at this, just take Steve and his team run through and 
extract the cyclical component. So we get the cyclically adjusted current 
account balances. And here, by cycle, we are trying to take out both the 
output gaps, but also the commodity price cycle. Key components here is 
that what we have seen in that the blue bar is for 2011, the pink bar is for 
2012—we have seen several countries have seen a narrowing, but 
certainly also on the deficit countries, we’ve seen a number of countries 
there that did see a widening in their cyclically adjusted deficits. 
Particularly, we saw India, Indonesia, I guess, South Africa and a couple 
of other countries. But there have been some countries also that have seen 
a narrowing.  
 
Now, the other side of this, I mean again, just basic data, looking at the 
flip side of the current account and when we also put in the capital account 
and therefore the reserve accumulation, and obviously the 3 of them have 
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to add up. What we have seen with the narrowing of the current accounts, 
as also in many cases, a smaller capital flow contribution, and that has also 
contributed into lower reserve accumulation in 2012. Certainly, if we look 
at say, a country like China, we actually saw capital flow is actually 
reversed in 2012, there was actually a small outflow, and the reserve 
accumulation has come to a very small number. Also, other the emerging 
Asia countries, like in traditionally surplus countries have seen that 
accumulation come down.  
One part of the world where we have seen reserve accumulation go up, 
was actually the other advanced economies, and we’ll come to that in a 
minute or two. 

 
 Now, in terms of the capital flows component, I mean one of the concerns 

throughout the last couple of years has been not just the level of capital 
flows to emerging markets, but also their volatility. And here, we did a 
very simple breakout, and this is just through the end of 2012. I mean, 
obviously there’s been a lot of turbulence in the last couple of months. 
What you see is the blue bar is essentially the FDI, foreign direct 
investment component, and there for most regions, you see a fair amount 
of stability there. But where you do see the volatility on where the 
portfolio flows, and particularly you do see them switching between 
inflows and outflows from time to time. 

 
 Now, obviously we talk about volatility a lot, and it’s often thought of as 

being a bad thing, but we do have to step back a little and remember that 
the capital flows—the inflows—have brought opportunities, and there 
have been benefits from them. But they also have created some 
vulnerabilities, so it really is a case of how we weigh those two. Certainly, 
a couple of things we have seen is that you have seen greater corporate 
leverage and foreign currency exposure build up in some of the emerging 
markets, and we’ve also seen a significant increase in the foreign 
ownership of sovereign emerging market bonds. 

 
 Now, obviously these flows don’t happen in a vacuum. There are policy 

responses. And so what we try to look at here was in terms of the volatility 
of the flows. What are we seeing in terms of the actual outcomes, both by 
looking at the exchange rate and the capital flows? And here we used the 
coefficient of variation, which is just the mean divided by the standard 
deviation, to give you a unit 3 measure. And certainly what we have seen 
is that the capital flow volatility has been very high in the financial 
centers. Now, as you would expect [inaudible 00:11:59] Switzerland, the 
UK, and Singapore, but the exchange rate component, the exchange rate 
fluctuations have really been focused on the emerging markets. Here 
Turkey, India, [inaudible 00:12:09], South Africa, where given the size of 
the flows and the policy that was available, there has been some use of 
exchange rate to let the adjustment take place. 
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 But as we have seen over the last couple of years, both the advanced and 

emerging market countries have used quite a range of policies to try to 
manage the risks. In some cases, like Switzerland, there was a quite 
unusual tool—they introduced a flow in the exchange rate, Denmark 
introduced a negative interest rates on [inaudible 00:12:34] to try to deter 
flows, and also countries like Brazil, at times have imposed but then 
withdrawn capital flows to try to adjust the flows coming in and out. 

 
 In terms of the picture on reserve accumulation, obviously, one of the 

most sensitive components, when we look at the pattern over the last year 
or so, what we have seen is that the reserve accumulation in Asia had 
slowed very dramatically. Remember that earlier picture? But where the 
other countries are seeing the accumulation, the ever advanced markets, a 
lot of this is the oil exporters from Saudi Arabia. But then Switzerland, 
from this we had seen there was a very substantial safe haven inflows that 
come in which had pushed up the exchange rate very rapidly, and the 
authorities had responded by introducing this flow on the exchange rate. 
So they ended up purchasing quite a substantial amount of foreign 
exchange reserves in order to protect the exchange rate. 

 
 Now, as we move from the description to the analysis, I should turn to 

Steve [inaudible 00:13:26]. 
 
Steve Phillips: Oh, okay. Thanks David. What I’d like to move on now to is the 

assessment of current accounts and exchange rates. So this is the part that 
sometimes is controversial, or sometimes sounds like the bottom line. 
Everyone wants to know is somebody overvalued or undervalued. Well, I 
think we can approach it with a little less drama than that but if that’s what 
you’re waiting for, this is the part where we get to—this is the part where 
we get to it. But first, a methodological word—I think before talking about 
exchange rates or current accounts being too strong or too weak, it’s very 
useful to clarify up front, what standard are we judging them by? And it’s 
not an obvious question.  

 
So let me explain to you what is that that we’re trying to do in our 
assessments of current accounts and exchange rates, both in the ESR and 
the—that David’s talking about—and our team’s EBA method that’s in 
support of that. What we’re trying to do is compare current accounts and 
exchange rates to an appropriate level. And what we mean by an 
appropriate level is a normative analysis right off, you know that … it 
means relative to what would be implied by country fundamental 
characteristics. So the things we’ll get into, but you know, demography, or 
rich-versus-poor, things like that. This is one that is often overlooked, it’s 
the appropriate level also has to be consistent with natural, temporary 
influences on the current account and real exchange rate. 
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 Current accounts and real exchange rates move around, and not all those 

fluctuations are problems. So we need to take account what are the 
appropriate responses to temporary factors. And finally, we need to face 
the reality that in this world, current accounts and exchange rates are 
influenced, sometimes by policy, sometimes policies that are maintained 
for many years. So once we admit that, we have to discuss, we have to 
think about, “Well are those policies correct? Are they desirable?” So our 
current account and our real exchange rate norms are going to be based on 
our ideas of whether certain policies that are relevant for current accounts 
and exchange rate determination are at appropriate levels. 

 
 Maybe that seems natural or obvious, what else would we be looking at? 

But actually, there are alternative concepts out there—alternative exercises 
that will be quite useful, but they’re very different, that we’re not doing. 
And that’s, for example, we’re not trying to find the equilibrium exchange 
rate. Why not? Because we don’t think there is just one equilibrium 
exchange rate, is one reason. Since there’s policies, and since policies can 
be good or bad, that means there is different policies, good or bad, that can 
be sustained over time and show up in different current accounts and real 
exchange rates. So if we talk about equilibrium, we’re not really being 
clear about what we’re talking about.  

 
What we’d like to think would be that a short cut would be, “Well if a 
country has a bad policy, that will prove to be unsustainable; that can’t be 
part of an equilibrium.” But we know that’s—and then we can all think of 
examples where that happens, but we also know that policies can be 
slightly off, or just simply bad for welfare, bad for private saving decisions 
or something else, and be sustained for a very long time. So the 
equilibrium concept we don’t think is, it’s not the kind of norm we’re 
after. We’re also not trying to … equilibrium also sort of implies we’d be 
looking at deviations from where the exchange rate will settle when 
temporary influences have gone away. 

 
 But we don’t want to do that because that would be, for our exercise, that 

would be assuming that temporary influences on the current account and 
real exchange rates are always bad; that those are not natural, those are 
things that we want to put into a gap and call part of under or 
overvaluation. So we’re not doing that. Finally, we have a separate 
exercise that I won’t talk about today, but it’s focused on sustainability. 
We see that as another question, another way of looking at current 
accounts and exchange rates. It’s somewhat different from our normative. 
So that’s what we’re trying to do. How do we do it? 

 
 Okay. Well we use, we start from models. We start, particularly, from our 

new EBA model, but the teams at the IMF look at other models and 
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information as well. EBA is our tool to estimate the kind of current 
account and exchange rate gaps that I was just describing by our standard. 
It’s a regression-based approach, so that’s common, that’s been around for 
a long time. It uses regressions to figure out how country fundamentals 
should affect these things, but it also has a normative second stage 
because, again, since we admit that policies have an effect on current 
accounts and real exchange rates, we have to come in and say, “Well, our 
policy is appropriate or not.” So it’s more than a regression, it also 
involves judgments on individual policies and bringing those in. 

 
 The model allows every country’s position to be affected simultaneously 

by all other countries, and of course that’s the way it has to be because my 
current account deficit is someone else’s current account surplus. My 
under/overvaluation is someone else’s also. So every country … no 
country has complete control over its current account and real exchange 
rate; it’s all an interplay of what they’re doing and what other countries 
are doing. Our model tries to take account of that, it has a way of doing it, 
and it even estimates them when a country has a current account gap, say 
how much of that is coming from its own behavior, and how much is a 
spill-over effect of some other country’s behavior. 

 
 And related to that, the model yields gaps that are consistent across 

countries. So where are the numbers? Still, one or 2 more slides. Okay, I 
won’t go into the regressions, but I just want to tell you what the model 
takes account of. We’re trying to take account of basically anything that 
could influence saving or investment. Appropriately or inappropriately, 
those would affect the current account and the real exchange rate as well. 
So we’re trying as hard as we can to figure out where current accounts—
well first of all, to understand them; figure out where they should be—and 
then basically explain as much as we can.  

 
We do this in several categories. We have fundamental variables; they’re 
sort of the traditional ones. We have some new—what we’re calling other 
structural variables—risk environment-related institutions, country’s level 
of oil wealth, financial factors. We have a global capital market conditions 
are taking account of, and of course those are not stable over time and 
countries react to those in different ways. Capital flows towards riskier 
countries or away from riskier countries at certain times. We try to take 
account of a country’s reserve currency status which usually lets it finance 
a weaker current account balance than otherwise it could. And we take 
account of temporary influences—David mentioned that already. 

 
 Finally, in policies, what we’re up to now we can’t cover every policy that 

might be relevant, but what we’re up to now is the fiscal policy. An 
interesting one—public health expenditure which we found seems to 
affect private saving incentives, and that shows up in the current account 
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in a pretty big way. Monetary policy which we didn’t have in last year’s 
model. Capital controls, foreign exchange market intervention which 
actually should be kind of mentioned together because they seem to 
interact and be important together.  

 
And then we have a—we were trying very hard to get a measure of 
financial policy failure or financial excesses that are allowed by financial 
policies regulators. And what we’ve got is a crude proxy that’s basically a 
credit excess measured. And that’s what we’ve got in the model, anyone 
who wants more detail can find it online. The data sets, the programs, 
everything. And I want to emphasize that the model treats every country. 
We’ve got 50 actually in this exercise, uniformly. So every country enters 
regression the same way without any particular judgment from us. 
Although we do have some ways in the model in which countries can be 
affected in different ways by the same shot. Those are according to 
measured characteristics. 

 
 All right, so I’ve pretty much said how the EBA model works. What we’re 

doing then is we’ve run the regression, we find the fitted values, then we 
do the key part of bringing in the normative aspect and the policies. We 
don’t look at where actual policies are; we substitute in where we think 
policy should be. That, together with the cyclical factors and the structural 
factors, gives us a current account norm or a real exchange rate norm. And 
then we can pair those to the current accounts and real exchange rates we 
actually see. That gives us a gap, a gap between what we think should 
happen and what we’re observing.  

 
 That gap though has 2 parts. One is the identified policy gaps contribution. 

That’s our innovation over what we’ve done in the past. And then 
unfortunately, we still in the gap have an unidentified residual that we 
don’t want to presume either guilty or innocent; it needs to be interpreted. 
So that’s something that happens in the final stage. Weighing of models 
and evidence—this is the border between our EBA results and other 
models, and the ESR assessments that David was talking about. So some 
models work better for some countries, sometimes we know why the fit is 
better. There’s other information that can’t fit inside our model.  

 
All that comes together in an assessment process—a simultaneously done 
process at the IMF to make these judgments, the final judgments. And 
importantly, those judgments are constrained people can’t just say, “Well I 
think this,” or “I think that,” the judgments have to all add up. At the end 
of the day, current account excesses or current account shortfalls have to 
match and offset each other, and the same for the real exchange rate gaps. 
Okay. 
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 David, did you want to pick up at this point? So now we get to see how 
things turn out. 

 
David Robinson: Okay. Thank you, Steven. This is the last rotation between the two of us. 

Applying the models, as you know we had a similar report last year, and 
so what we tried to look at here was how that estimated imbalances, those 
which is the difference between the measured—just the actual numbers—
versus the calculated norms. How those imbalances changed from 2012 
over to 2013.  

 
 In 2012, those are the blue circles; the 2013 estimates are the pink square 

blocks. And here on this chart we have pulled together those from the 
larger economies, but also some groupings. We have these, obviously, for 
each of the individual countries but we couldn’t fit everything on the chart 
so easily. And what we have seen is that for, certainly for most of the 
countries, most of the groupings, we have seen somewhat of a narrowing 
of the imbalances. They’re getting closer towards to zero. This is true for 
China on the surplus side, on the deficit side also the US has moved 
slightly closer.  

 
But what we have also seen is that there are a couple of countries that, 
particularly in Japan, you’ll see there’s a very large range that we put on 
this.  I mean I should say we acknowledge the uncertainty of the estimates 
when we calculate these things. So we have tried to put in a range where 
we felt captured the degree of uncertainty for where we were. In Japan, 
there was quite a large range there, and that is quite deliberate. We were 
doing this assessment just at the time of the announcements of the APEC - 
[inaudible 00:24:06] economics, and in particular now the loosening of the 
monetary stance.  
 
We have seen a very large depreciation, over 20% from the, I guess the 
third quarter of 2012 through until the first quarter of 2013. There is a lot 
of uncertainty in terms of the timing of the effect of a lot of the measures 
and their implementation. And so certainly, given the degree of the 
uncertainty around the macro policy framework and the timing of some of 
the measures, we thought it was appropriate to put in a somewhat larger 
range than we would normally do. 

 
 A couple of other points to note on this one, the US imbalance we are 

showing a slight narrowing in 2012, and we would also expect to see this 
narrow further in 2013, essentially driven by both a combination of lower 
oil prices, but also the more coming on stream of domestic energy 
production. I mean, the Euro area here, we are presenting this for the Euro 
area as a whole. And certainly there the aggregate external position 
appears broadly in line with the medium-term fundamentals and the 
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desired policies. But it does mask as we’ll see later quite a wide 
divergences across the economies.  

 
 Now, this was the chart done for the current account balances. We have 

similar assessment done for the real exchange rates, and again, a very 
similar pattern, so I won’t spend much time on this one.  

 
 Now the essentially that the finally chart in the assessment component is 

to really break through and try to pull out the information from the EBA 
model in our assessments, to try to work out what is actually driving these 
gaps. And here we have done this for each of the countries in the sample 
that … the twenty-nine covered by the ESR, and the diamonds essentially 
are the midpoints, the total of the gaps that we are identifying. And then 
we tried to break out the individual components. And one of the 
innovations that we did this year was to try to break out the fiscal policy 
component into a domestic fiscal policy, but also then the impact of the 
global fiscal policy stance and how that filtered across into each of the 
economies.  

 
I know there’s a lot of information on this chart, and hopefully you’ll get a 
chance to study it in-depth later. But I think, certainly you know here, one 
of the key messages we took from this is that there are clearly cases where 
the policy gaps were known. They obviously get reflected in our Article 4 
consultations and the policy discussions around those. But there are also a 
few cases where we do still have some questions as to what exactly is 
driving the imbalances. These show up as, well we call this unidentified 
policies and other, to reflect some of the aspects that maybe are not 
captured in the standard model we use with the EBA. And in the report 
itself, we do have a separate box that tries to walk through those, to try to 
give a little bit more background on where we see this divergences coming 
through. 

 
 One of the other components that I should flex on this global fiscal 

component, I mean obviously given the current conjunction where there’s 
a lot of concern on the pace of global growth and the need perhaps for 
some stimulus to try to support growth. What we are seeing is that it’s 
contributing throughout to this policy gap. But certainly, this is a 
component that we would not expect to see change in a short time. I mean, 
this isn’t—I’m sorry, but please don’t take from this that we are 
recommending the immediate fiscal consolidation throughout the globe. 
No that’s not the recommendation. I mean, obviously this has to be timed 
consistently with the pace of global recovery.  

 
 In terms of drawing, trying to pull together a few conclusions, what we 

have seen, obviously for the last year or so, is that the external sector 
positions and policies have really been shaped by the policy responses to 
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the growth slowdown in the global economy. We’ve seen this through the 
impacts on growth, the fiscal positions. We’ve seen this through the 
capital flow volatility reflecting [inaudible 00:27:39], UNP and other 
things. We have though seen some narrowing in the global imbalances, 
and they’re now down to around three quarters percent of global GDP 
which is fairly significantly lower than 2006 seven when we first started 
the global imbalances phrase really hit the policy agenda. Part of this 
narrowing is of course typical factors, but there have also been some 
policy adjustments which have helped to contribute closing the gaps.  

 
 Then a couple of remarks at the end, yes we have seen that capital flow 

volatility, it has been on the agenda, and I think we are now in the position 
to say that volatility is likely to continue.  And given that we presented 
this report back in, I guess, May, June time originally, that unfortunately 
has come true, that volatility is coming through. And certainly, as we 
move forward, some notion of policy coordination could maybe help 
towards achieving a much healthier version of rebalance, but I think we 
should end our presentation here. Thank you. 

 
Adam Posen: Well, as with the best international officials, there is a lot of not only 

thought, but dangerous stuff hidden in the language of calm. I’d like to 
thank Steven and David for being forthright, not only with the dangerous 
stuff, but also with the methodology, and I really, for this audience in this 
house where we’ve been debating these issues, as many of you know, for a 
long time, we very much appreciate the fund continuing to engage and 
think about what’s an equilibrium exchange rate, what’s not. What’s an 
appropriate current account balance, what’s not, and it is not simple.  

 
And it’s in that spirit I would like to call upon my colleague Joe Gagnon 
to give some comments from both a methodological point of view and 
where the conclusions might be that also is dangerous stuff, but he’s no 
longer an official. Joe, as many of you know, had a very distinguished 
career at the Federal Reserve Board, ending as Associate Director, I guess 
in both the Division of International Finance, and finally the Division of 
[inaudible 00:29:38] affairs, and was one of the key advisors to the 
Federal Open Market Committee on the creation of [inaudible 00:29:44] 
one. We’ve been very proud to have them with us full time the last few 
years.  
 
He will have available to you today also on the website, his recent 
working paper on the elephant in the room where he has done some very 
interesting work on the impact of foreign exchange intervention by 
officials, by governments on their exchange rate. But more broadly, he’s 
been thinking about these issues of global imbalances for some time. And 
so Joe, if we can have your comments please. 
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Joe Gagnon: Okay. Thank you, Adam and—see if this works—I’d like to thank also 
David and Steven for a very good presentation of what the external sector 
report’s doing, so I won’t have to repeat that for you. I’m going to focus 
my remarks on what I hope are constructive suggestions, areas for 
improvement. It’s a nature of discussions to sort of be critical, I want to 
start from the onset to make it clear that, in terms of the framework, the 
concept of what the IMF is doing here, I’m a complete supporter. I think 
it’s exactly the right way to go, to consider all the globe together, 
simultaneously to think about policies, how they affect imbalances and 
how to make them better. So I don’t want to lose sight of the fact that I 
think this is really a huge improvement and the right way to go. I’m going 
to limit my comments to sort of more areas within the same framework of 
execution that I would, I think could be improved.  

 
 So my biggest concern is that I’m afraid that the—oops this is the old 

slide, excuse me. Sorry about that, my [inaudible 00:31:42]… 
 
Speaker 1: We can’t hear you. 
 
Joe Gagnon: I’m sorry about that. The bottom line is that, because we really can’t 

model the current account imbalances as well as we’d like—and I have 
some suggestions for improving that, but no one really can explain all of 
what’s going on—so you’re forced to have some judgment. You’ve got to 
have some judgment about what norms should be for countries, and I think 
my concern is that, in the course of applying the judgment, the current 
account norms are too often set, sort of too close to where countries 
actually are, and not rigorously thinking about where they maybe should 
be; I’ll come back to that in a minute.  

 
I think, in particular I think that the effect of reserve accumulation is, I 
believe underestimated. The norms for reserve accumulation, I think may 
be set too high. The fiscal policy is of course an important element of all 
this, and I think they’re broadly okay. Although there is a bit of an 
asymmetry in how fiscal policies dealt with between deficit and surplus 
countries. But some broad conclusions that you saw that I do agree with, I 
think that the report says that China needs a more flexible exchange rate, 
and there has been some improvement in 2012, I think the future looks 
less a bit more worrisome.  
 
Germany needs more inflation in order to help its Euro area partners 
rebalance. Non-renewable resource exporters should have moderate 
surpluses to save for future generations. Euro area and Japan show small 
surpluses because they are rich countries that are growing slowly.  

 
 Most emerging markets and developing economies should have small 

deficits as part of their funding long-run development. These all seem 
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right to me. And one of the interesting findings which Steve mentioned 
briefly at the end is, in surplus countries, an important policy for surplus 
countries seems to be public health expenditures. This is also true in work 
I’ve done—and I believe other people—that even after you control for the 
fiscal deficit, if you switch spending towards social safety net-type 
programs, and particularly public health, you get a very big effect on the 
current account. Even controlling for the deficit, it seems that each dollar 
spent on public health reduces the current account surplus by 50 cents to a 
dollar, which is a really big effect. But it seems robust; it seems important 
for China. I think it may extend to other areas of social policy, I haven’t 
got the data to do that myself, but I think this is area for further work.  

 
 I think what the report talks about, a lot of surplus countries should be 

boosting domestic demand; it doesn’t talk about how. I know there is 
some other work at the IMF and the OECD on that, but I think that work 
still needs flushing out. It’s certainly an area for further work.  

 
 Some conclusions that I have problems with are the following, and I think 

these are sort of examples of where I think the judgment has been used to 
make recommendations or norms that seem sort of conveniently slanted 
towards where countries actually are. So rather, we tend to say where a 
country is as where it should be, I worry about that. This is particularly 
true in Asia, but also strangely, Brazil. It seems an odd country that you 
should recommend to have a surplus. Switzerland and Singapore are 
recommended to have very large surpluses which measurement error has a 
little bit to do with it, but I don’t think explain all.  

 
 On the other hand, Canada, the United Kingdom and the United States are 

the norms to have a small deficit, I’m not sure why we should want rich 
countries like that to have deficits. I mean, there is the reserve currency 
role, but I’m not sure that’s something we should think is necessarily a 
good thing.  

 
 Turning to some of the underlying issues, I think the norms for reserves, in 

my view, are too high, and for these two reasons: One is, the analysis that 
underpins this is based on an IMF research from two years ago in which 
it’s basically assumed that what countries do on average is correct, and we 
just look at differences across countries if countries have more or less 
reserves than would be expected, given their conditions relative to other 
countries. But this sort of doesn’t allow for the fact that maybe countries, 
on average, have too many reserves. The analysis also doesn’t take 
account of the fact that many countries are borrowing more in their own 
currency and less in foreign currency, and so the relating reserves to 
foreign debt isn’t necessarily the right thing when that foreign debt is not 
in a foreign currency.  
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 These reserve accumulations or net official flows have jumped way up and 
exceed about a trillion dollars a year now for almost a decade, which is 
about the same order of magnitude nearly as the imbalances themselves. 
So it really suggests that it’s something that could have the potential to 
explain a lot more than it does in the report.  

 
 So to just give you a little background on that, we know that current 

account has to be financed, it has to be financed either from official flows 
or from private flows, and so the equation here—current account (CA) 
equals net official flows (NOF) plus net private flows (NPF)—these 
interact and interest rates and exchange rates move and adjust to make 
sure this equation always holds, but it must be the case that an increase in 
official flows—reserve accumulation—must either be associated with an 
increase in the current account or a decrease in net private flows or some 
of both of equal magnitude.  

 
Now which it is depends a lot on the efficiency of markets, and I think the 
IMF is right to talk about capital controls as being an important factor. I 
do have some concerns because I really don’t know of any measure of 
capital controls that does a good job, but we have to work with what we 
have. But even in a perfectly open financial market, it’s possible that 
financial markets just aren’t efficient, and so we should allow for the fact 
that perhaps financial markets don’t equalize rates of return. If they did, 
you would see that net official flows would have no effect. When they go 
up, private flows would just go down and offset it. But to the extent that 
markets are closed, net private flows can’t move and then it must all show 
up in the current accounts.  
 
So how much of net official flows shows up in the current account is 
really restricted to a range of zero to one—zero if there’s no arbitrage… I 
mean, zero if there’s full arbitrage, and one if there’s no arbitrage. So in 
the underlying work here, the IMF has estimated that the effect of reserve 
accumulation—net official flows—each dollar of reserve accumulation 
affects the current account by anywhere from zero cents to forty cents. 
And that depends on the capital controls a country has. The more controls, 
the bigger the effect.  

 
 In my work, I get a much higher effect, and that’s the paper that were 

provided—anywhere from sixty cents to a dollar, and I haven’t been able 
to get capital controls to work in this range, but I’m still working on that 
for the future. Now I raised some issues in my paper as to why we get 
different results, I don’t have time to go into that now. There are some 
tricky statistical issues dealing with the fact that all these variables are 
moving together, and you can see the paper about that. I think the IMF, in 
the latest version of their work still really hasn’t addressed those issues 



16 

that I raised. So I don’t have a lot of time, but let me just show you some 
examples of countries, just to get a flavor for what’s going on.  

 
 Here is China’s current account balance in the bars. And the line in this 

graph is China’s reserve accumulation—its net official flows. The dark red 
bar—dark red parts of those bar, the shaded parts of those bar, is what the 
IMF, implicit in this external balance assessment estimates, how much the 
reserve accumulation affects China’s current account. So about a third of 
China’s current account could be attributed to reserve accumulation, but 
my work would say more like all of it is attributed to reserve 
accumulation. So to some extent, you have to be the judge, I would argue 
that private flows in China are very restricted. If private flows are the 
difference between the solid line and the bars, that’s almost entirely 
foreign direct investment which is negative for China, that’s why the bars 
are lower than the line. And that’s a pretty slow moving gradual process.  

 
Other types of capital are tightly restricted; they tend to fluctuate around 
zero and are much smaller. I just don’t think there’s a possibility for 
private markets to undo what China’s doing. If China let their [inaudible 
00:40:17] float and didn’t buy a lot of reserves, I suspect China would 
have a current account deficit which would not be too surprising for a 
country in that position. 

 
 What about a country that has open capital markets? Well, you might 

think there should be no relationship between reserve accumulation and 
current accounts in an open, efficient market. And we see here that for 
Norway, reserve accumulation which is, again, the solid line, is very 
closely related to Norway’s current account. And whereas the IMF says 
that’s a coincidence. That’s just a coincidence, don’t believe what you see, 
there’s almost no effect of what Norway does on its current account. I 
know, if Norway’s government didn’t buy a lot of foreign assets, I 
imagine some Norwegian private citizens would, but do you really think 
that they would fully offset what Norway’s government’s doing? That’s 
what the EBA says, and I guess I question that.  

 
 Now, you might say, “Well, this is unusual, this is an oil exporter. Oil 

exporters have surpluses, and Norway’s government is buying this 
reserves because of its oil exports,” but it’s not the case that oil exporters 
always have surpluses. In fact, if we look at the biggest oil exporter in the 
world—Saudi Arabia—until about 10 years ago it was running continual 
deficits despite being the world’s biggest oil exporter. And here is Saudi 
Arabia for you. The dash line is Saudi Arabia’s oil exports. Again, the bars 
are Saudi Arabia’s current account balance, and the solid line is Saudi 
Arabia’s reserve accumulation or net official flows. What you see is that 
the current account balance is determined by the net official flows, not by 
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the oil exports. So there’s nothing special about oil exporters in this 
regard; it’s what you do with the money that matters. 

 
 But to be fair, not every country is so clear, and this is why it’s a difficult 

problem. As I mentioned, there’s statistical issues involved. If we look at 
another important country that does reserve accumulation—has a lot of 
reserves—is Japan. Now for Japan, again, the solid line is reserve 
accumulation and the bars are Japan’s current account, the correlation is 
clearly much less strong for Japan, and I think there’s important issues—
there’s reasons to think that maybe correlation was overstated in their 
earlier examples, but I think there’s reasons to believe it’s understated in 
this example. What’s going on is that private flows, which is again the 
difference between the line and the bars, are quite volatile. And 
sometimes, the Japanese government steps in when the famous Mrs. 
Watanabe gets afraid of sending her money abroad. And this helps to hold 
out Japan’s current account when it would otherwise fall. But again, that 
just shows here the difficulty in really nailing this down. 

 
 Finally, my final slide, I think the report discusses, and as we heard, 

there’s been the success of a narrowing of imbalances from where they 
were, and the vertical line here in this graph shows where we are now, and 
the imbalances of the two most important and largest imbalanced 
countries. And it’s true that they have moved sideways in the past couple 
of years, but I fear they’re set to widen—and this is the IMF’s April 
forecast, going forward for imbalances in these 2 countries—I think, in the 
case of China, there are two offsetting factors. The forecast here is based 
on a constant real [inaudible 00:43:45], but the government of China’s 
been allowing a gradual appreciation of their [inaudible 00:43:49], which I 
suspect to continue. That would tend to hold down its growing surplus.  

 
But on the other hand, I think there’s an offsetting thing to consider which 
is that the IMF forecast have typically been reluctant to forecast widening 
imbalances, they tend to be more on the optimistic side where imbalances 
either stay constant or narrow over time. I think this in-built optimism, in 
my view, offsets—I think that the two roughly cancel in my mind, it 
seems to me China probably is unbalanced even with a slightly 
appreciating [inaudible 00:44:20] on set start having a growing surplus. 
And I think we already see it in the latest data. In the US I think we’re 
likely to see an even bigger widening if we get growth. I think the reason 
we’ve been stalled out for the past couple of years is because growth has 
been well below where we forecast. But if we finally get a recovery, 
especially in the advanced economies, I think these imbalances are set to 
widen, and I think this is absolutely critical for the IMF and the global 
community to get ahead of this problem before it starts to occur. Thank 
you. 
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Adam Posen: Thank you, Joe. I don’t know if the Norwegian chart is a killer chart, but it 
is definitely what I like to see; it provokes a lot of discussion. In that spirit, 
if I could ask David and Steve and now Alison, to come up and join us and 
Joe take the seat at the end. We can have a group discussion. Then don’t 
worry, all our experts in the audience will then rapidly be consulted. 

 
 Perhaps the place to start is whether Alison has—who’s done a lot of the 

technical work involved—would like to respond to any of Joe’s 
comments. And then if David also wants to respond. 

 
Alison Stuart: Okay. Thanks very much. I think I’m going to take two points. First of all, 

starting with the last chart that Joe had and talking about where we see 
imbalances going in the future. And then I’ll address Joe’s comment about 
including judgment makes it a bit of a black box.  

 
 So first of all, on the future of imbalances, I think as David said, we don’t 

expect them to close rapidly going forward. And partly that’s because of 
what he said about fiscal policy, where we don’t think it would be even 
appropriate for countries to rapidly close those fiscal gaps. But also, some 
of the policy gaps are structural and will take a long time to adjust.  

 
 Now, coming to China, Joe is completely right. Our real assumption is 

based on a constant real exchange rate as that pushes up the current 
account balance somewhat. We also assume in that projection, a rather 
modest rebalancing, going forward.  

 
 An alternative scenario would be, of course, for the Chinese authorities to 

continue what we have seen in the past, and we mentioned this in the 
report in terms of letting the real exchange rate rise somewhat. And then 
we would see a narrowing of the current account a bit. And if that was 
accompanied by financial reforms and capital account liberalization, 
where they have been taking some steps in the recent past, that would 
further narrow the current account balance.  

 
 So then, coming on to the second point about this being a black box 

exercise, what I’d like to do is step back and talk about how the IMF used 
to do its current account and exchange rate assessments prior to the 
introduction of the external balance assessment and the new external 
sector report, and talk about the change now. And of course this is still 
very much a work in progress, and so we are looking to perfect things. 

 
 So previous to the external balance assessment methodology, we have the 

IMF’s [inaudible 00:48:02] exercise, where the numbers were shown to 
the executive board as a group of countries, but weren’t published in that 
manner. What happened was country teams, took the estimates, decided 
whether it applied to their country or not, and some of them published it in 
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the Article 4 staff reports. While the effects of that meant that some people 
took the numbers as given, others looked at 3 different estimates, perhaps 
averaged them and said, “Therefore we think everything’s fine because the 
three different numbers actually average to zero.” And other teams 
perhaps ignored the [inaudible 00:48:43] estimates.  

 
 So what we had was a sort of ad hoc approach, which meant we didn’t 

really have consistency across the world. So I think what we’ve tried to do 
with the external sector report and the external balance assessment, is have 
a bit more discipline internally, to make sure that when we are presenting 
our estimates of current account gaps and exchange rate assessments, they 
are multilaterally consistent.  

 
 But then we also have to recognize that panel regressions for a large group 

of countries, inevitably are not going to give the correct answer for every 
single country. And we also have three approaches: We have the current 
account approach, the real exchange rate approach, and as Steve 
mentioned, there’s also an external sustainability approach where we look 
at the international investment position. We also have country teams who 
know much more about that the idiosyncrasies of their specific economies, 
and are able to bring to the table information about, for example, the 
business environment in a particular country, and the pension system 
which may affect things, et cetera. 

 
 And so what we’ve been doing is taking the EBA results as very much the 

starting point internally for where imbalances might be, and then 
discussing with the individual country teams if, in their judgment, they 
need to move off that. But if they do, then they need to have a very good 
reason why, and we also need to be doing that in a way that adds up across 
the globe. So what we do is we start with the biggest countries first, and 
make sure that we have a very good explanation if we don’t agree with the 
estimates. 

 
 What we’ve also done in terms of transparency, and as we have been 

publishing the actual raw EBA data results, so that people outside can 
compare the estimate with judgments and the raw model estimates. This 
year, what we’ve also done is we’ve published an extra background paper 
which has a page setting out each an explanation of each of the elements 
of a country’s external sector position, looking not only at current 
accounts and exchange rates, but also at reserve accumulation and capital 
flows and the IIP position. And so perhaps I’ll leave my answers there, but 
I could… 

 
Adam Posen: Thank you Alison. David, did you want to say something? 
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David Robinson: Can I have 1 minute, I’ll keep it short. And Joe had made a comment 
about the reserve not being too high. This is an area that there is an active 
research agenda on this at the fund because this is a key question for us is 
to how exactly we should nail this down. And some of the methodology 
we have at the moment in reflecting the paper is out on the website. I 
mean, their basic model is one of precautionary demand for reserves. So it 
is designed to capture what reserve levels countries might want at times of 
stress; not at normal times, but at times of stress, by looking at the 
potential draws on foreign exchange when bad things are happening, 
capturing both the foreign exchange receipts, what might be happening in 
liabilities, what might be happening in terms of capital flight.   

 
 One counter component in this also is really what we assume, in terms of 

the availability of additional contingent resources. How available are—
automatically available—are fund resources. You know, we have a 
research done on that. How available are, for example, central [inaudible 
00:52:23], how much can this have to self-insure. So I think this is 
probably an issue for a completely separate section, but it is something 
that we are working on quite rapidly. 

 
Adam Posen: Yeah. And it is something people here are also working on. Joe, do you 

have any one-minute reply to either Alison or Dave, we don’t need to 
make this a ping-pong match.  

 
Joe Gagnon: No, not really. Maybe we can talk after, it’s about the reserve. I was 

referring to the regression part of the reserve norms, it sounds like you’re 
doing a bit more than just that. Okay. 

 
Adam Posen: But even then, for us who are less expert in this world, there used to be 

rules of thumb of six months of exports or whatever, and when you start 
talking 50% of GDP, then that seems a little out of step with the literature 
as I understand it, even for a precautionary savings. But that’s just me.  

 
 Let me open it up to the floor, if somebody wants to go to the back mic. 

Do I see somebody doing that? Yes, please. Could you identify yourself 
please? 

 
Colin Bradford: Yes, sure. I’m Colin Bradford from the Brookings Institution. The thing I 

would—this is a comment with the question at the end which… 
 
Adam Posen: We don’t do those, could you make a question please? 
 
Colin Bradford: Okay. The key thing we seem to have learned from the crisis was the fact 

that none of us integrated sufficiently, an analysis of the financial sector 
with macroeconomics. And it seems to me, what you have here with 
understanding the fact that the fund has different products, is you have 
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here, largely a standard macro-economic analysis. And that, probably, is 
dictated by the fact you have other products which do the financial part. 
So the question is, given—you have monetary policy and an 
unconventional monetary policy in a box on page 11—I haven’t read the 
whole paper, but I flipped through it quickly—there is a question of, 
would it help to hold the … show the capital account and its potential 
divergence from the current account numbers? Would that reveal anything 
about the intrusion of financial exogenous variables into, upsetting the 
standard macro analysis?  

 
So the bottom line question I have is, knowing that Brookings, we had an 
IMF staff doing the, on Monday a week ago … macro prudential piece of 
this. So the question is, is there a product? What product did the fund 
integrates, corrects the fact that we didn’t previously integrate the 
financial sector analysis with the macro? That’s the question. 

 
David Robinson: As you say, we have many products. I mean, the ESR is intended to be 

relative to kind of some medium term norms where it is not focused on the 
short-term risks or the short-term macro components. In terms of what we 
have that integrates those, I guess there are three products we do on a 
regular basis that are all published, and new rounds will be coming out 
very shortly.  

 
We have, obviously, the World Economic Outlook which has a large 
component now, highlighting the risks and how those become integrated. 
We have a separate report, the Global Financial Stability report, which is 
also done, large editions every six months, there’s also a quarterly update 
which looks exactly at the integration of the financial and now translates 
across. And we also, every year now, have produced spill-over reports 
which try to pull out how policies in one country translate into impacts on 
others, try to integrate those together to capture the cross border. So I 
mean there are a variety of products, they’re all up on the website, and 
hopefully we are … yes, we fully accept that the need to pull in the 
financial variables into some of that standard macro was excluded, and I 
think we have responded. 

 
Adam Posen: Anyone else have a question? Yes, please. 
 
Ernie Preeg: Ernie Preeg, Manufacturers Alliance—and my question relates to my 

reaction that the presentation has been sort of a presentation of hammock 
without the Danish prince, because when it comes to norms, as I 
understand the IMF Article 4 in particular, the central norm should be 
market-based exchange rates which haven’t been referenced at all today. 
That’s what Article 4 is all about, that we negotiated in the 70s, related to 
you should manipulate your currencies. So shouldn’t—my question, 
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particularly for big, industrialized trading nations—shouldn’t the central 
norm be market-based exchange rates? 

 
Steve Phillips : Let me explain, let me respond from our EBA model’s perspective. 

Essentially, and then maybe David can go a little deeper, but what did I 
just say? Is, if every country in the world had a market-based exchange 
rate, which I think you mean a perfectly floating exchange rate regime, the 
big questions is, would we still need to do our analysis? And our answer 
would be yes, because there’s all sorts of policy distortions that have 
nothing to do with the foreign exchange market, that can nevertheless 
show up in current account distortions and exchange rate distortions.  

 
So a too loose fiscal policy will distort, will have a spill-over effect and 
distort the current account and the exchange rate. An inadequate social 
protection network will do that also. Capital controls that stop capital from 
flowing from a developed country to a country with a higher return on 
investment, those will distort things. So we’d still be in business, and it 
would still be important for us to do this exercise, even if every country 
did no FX intervention at all. So I think we could never define the norm 
entirely on simply observing whether countries were doing FX 
intervention or not.  
 
Now that said, we do recognize that FX intervention can have a 
distortionary effects, and we’ve tried to say in some cases where we think 
there’s been too much FX intervention beyond what would be necessary 
for a reserve adequacy, and we’ve tried to estimate those effects. So it’s 
part of the picture, but I wouldn’t quite put it at the center of the picture. 

 
Adam Posen: Joe, do you have anything you want to add on that? 
 
Joe Gagnon: No, except I would agree with what Steve said. Even if we did have 

perfectly floating exchange rates, we would still want to do this exercise 
because other policies matter, and I would add, I’ve become rather a 
disbeliever in the efficiency of markets, and so I would hold out that even 
if countries didn’t intervene, markets might get their exchange rates wrong 
sometimes, too. 

 
Adam Posen: Sounds reasonable. 
 
Ian Talley: Ian Talley, The Wall Street Journal. My understanding is that one of the 

mandates underlying the IMF is to ensure that its members do not 
manipulate their exchange rates for competitive advantage. To what extent 
does this report or your analysis help to support that mandate? It seems to 
me that it—and I’m not an economist—but it seems to skirt around the 
issue in so many careful ways, that it avoids having to press its members 
on that mandate. Can … ? Challenge me on that—that assumption? 
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Adam Posen: Yeah, challenge. 
 
David Robinson: Challenge. As you rightly say, the articles of agreement do provide that 

one of the obligations of member countries is that they don’t manipulate 
[inaudible 00:59:39] a competitive advantage. As was stated, I mean the 
fund’s Articles of Agreement, part of I guess Article 4 is that member 
countries do not manipulate their exchange rate to obtain a competitive 
advantage. This was, I guess this was a lot of discussion back in 2006, 
2007, and one of the issues what we had was what exactly does that mean? 
How do you convey that? How do you make those assessments?  

 
And in 2007, there was a new bilateral surveillance decision which try to 
put some meat on that, as to kind of try to set the frameworks for how we 
might make those assessments. And certainly those assessments are done, 
we now do much broader external sector assessments. Along the line, like 
Steve said, we go way beyond just looking at the exchange rate, and 
whether if it’s market, whether the exchange rate is floating, to look at all 
kinds of external sector policies.  
 
The issue, of course, is that there are circumstances in which countries 
should intervene and would be recommended to intervene. For example, to 
avoid a lot of short-term volatility. And in terms of where we go, I mean 
those decisions, those discussions do take place in the individual 
country—Article 4 discussions—but as you know, as yet no country has 
been, no member country has been found to be in breach of those 
obligations.  
 
But certainly the framework is there, the discussions take place, the 
assessments we have done, the frameworks, the models we use here are 
used as part of those discussions, to try to work out where policies are and 
where the external assessments is. 

 
Adam Posen: I think David has given a very fair answer of the state of play. I think Ian, 

obviously asked a very pertinent question. Just to as always I have to 
advertise some of our work, many of the people in this room will recall 
that we had a sort of half-day conference about 4, 5 months ago on the 
issue of currency manipulation, which Joe contributed some counterparts 
in the IMF had also contributed, people from Brazil, from Canada, and 
probably we will link to that as well on the web page from today’s event, 
where we’ve been discussing those issues and we continue to consider 
those issues which are now becoming pertinent again in recent trade 
discussions in the US Please. 

 
Brad Setser: Oh, Brad Setser, US Treasury.  
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Adam Posen:  You’re like Jacob, you’re too tall for the mic, so please just pull the mic 
out. Thank you. 

 
Brad Setser: Brad Setser, US Treasury. Two questions: the first question is that UN 

identified excessively loose fiscal policy as one of the portions, I 
wondered if the fund has found any concrete examples of the opposite? 
Cases where excessively tight fiscal policy have contributed to large 
current account surplus. Perhaps a country like Korea, which last I noted 
still has a significant surplus in its general government fiscal balance. So 
question one is are there any cases of that character. Question number 2: 
when I look back at the actual impact of reserve accumulation in the fund 
model, taking into account the identified gaps and capital controls, and the 
identified or an estimated of what kind of reserve accumulation would 
have been judged appropriate on reasonable assumption. The estimated 
impact of intervention is roughly 0.10, also a hundred billion intervention 
produce, on average, a 10 billion dollar change in the current account 
surplus. Joe’s coefficients, if I understand them correctly, would have 
produced an estimate of point 6, point 1, or a hundred billion produces a 6 
to a hundred billion dollar impact on the current account.  

 
The question is, how can such a large discrepancy explain-? What 
concrete judgments have you made that differ from the concrete 
judgments that Joe made, to come up with such a large difference, much 
smaller as of the impact, and to be real, concrete, and again you model, if I 
understand it correctly, there would have essentially been no rise in the 
emerging economies’ aggregate current account surplus in the period from 
2003 to 2007, where in the fund’s model, there would have been a quite 
significant rise. So there’s a meaningful gap, I’m wondering concretely, 
what explains very wide varia… 

 
Adam Posen: Let me direct traffic a moment. If my colleagues in the fund will allow me, 

it’s a little unfair to put them on the spot. Your question’s entirely 
legitimate, Brad of course, but it’s a little unfair to put them on the spot 
because they were not the ones working on that particular subject. So I 
would suggest that maybe Joe tries to answer objectively, about what were 
the points of difference between the IMF and his [inaudible 01:04:15] 
because I know he’s been in constant dialogue with them, and then if some 
of the IMF people want to come in, they can. But Joe…  

 
Steve Phillips: We wouldn’t mind answering also if we have a chance. 
 
Adam Posen: I just said you will, but I just was trying to be nice to you. If you’d rather 

go first, you can. Joe… 
 
Joe Gagnon: It’s a technical question, and this is I don’t know, you know. 
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Adam Posen: Get a little technical, Joe. 
 
Joe Gagnon: So for those of you who know statistics, there is the question of 

simultaneity that all these variables affect each other, and we’re trying to 
isolate one causal chain of relationships out of several, and that is a 
problem. It boils down to what was called “instrumental variables,” what 
instruments do you use, it’s a big part of it. I believe you can’t use things 
that are correlated with trade or finance. At least one of the variables you 
guys use is US interest rate, which what I would say would not be a 
legitimate instrument, and so what you need is things that are correlated 
with why a country might want to hold reserves for their own sake. So war 
chest, or store value for future generations, those things. And when you 
use that, you tend to get bigger effects. 

 
 The other things are, the effect of intervention probably takes time to 

build. When you go in and intervene in the market, of necessity, the first 
thing that moves must be your buying from some private agent 
somewhere, and it’s only as the exchange rate moves that the current 
account can then adjust. So when you look at estimates over longer 
periods, you get bigger effects. And I do. Those are two of the biggies.  

 
I think another one has to do with one of the variables in the EBA 
regression is the lagged position of foreign assets that a country owns. But 
a huge chunk of that, for some countries, most of that for some countries, 
is actually the lagged stock of reserves they already hold. So what you’re 
getting is the lagged effect of your own intervention is considered to be 
something else, and it’s not considered to be the effect of intervention. I 
think that’s sort of putting part of the effect somewhere else in the 
regression and not recognizing it actually is. So these are just three 
examples. 

 
Adam Posen: No, I think that was admirably clear. Thank you, Joe. So three areas—the 

inclusion of instruments, multiple instruments; which one would you leave 
out if you have fewer instruments you’ll tend to have a bigger effect for 
the instruments that remain. The issue of the time period of which you 
expect these effects to come about, and then the question of how you 
interpret the preceding stock of assets, since it has some effect, but it’s not 
necessarily independent. I think that was admirably clear. Steve you 
wanted to come in, please. 

 
Steve Phillips: Sure. It was admirably clear and I won’t try to rebut those points, I just 

want to make a couple of additional points. There is a real question of 
simultaneity here. A very difficult problem of trying to say what is the 
effect of one given policy if everything else were unchanged. And that’s a 
very abstract, academic, natural question to ask, but in the real world we 
see bundles of policies.  
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So to take a most prominent example, in China there had been, or there 
still has been a very large FX accumulation. There have also been capital 
controls, there had also been a very low social safety nets. In Norway, 
there’s very large hydrocarbon exports that are owned by the government. 
All those things are there, and at the same time, as Joe points out, there’s 
been large accumulations in such countries of what he calls net official 
flows. It’s very difficult to imagine changing one of those things without 
the other. Those things tend to interact. In fact, in our analysis, we can’t 
even find an effect of FX intervention by itself. We find it only in cases 
where capital controls are present. In fact, in our tables it’s very difficult 
for us to say what’s the contribution of FX intervention, and what’s the 
contribution of capital controls in the best moments, and I think this is the 
way the ESR does it. We add them together, reflecting that difficulty. I 
think that’s a big part of the story is there’s a danger, to put it simply, 
there’s a danger of double counting or of over explaining current accounts.  
 
If, for example, it looks like China’s current account surplus in the past 
was completely explained by FX intervention or official flows, as one of 
Joe’s charts might have suggested, then that seems to leave no role for 
anything else. So I think part of the answer has to do with the difficulty of 
the problem, and some of it has to do that we’ve got more variables and 
more policies in our regression. Now it may not be the—I’m not accusing 
Joe of omitted variable bias, but it may be the case that some, that it’s hard 
to say whether it’s the health expenditure—what’s causing what exactly? 
It’s macro. 

 
Adam Posen: Again, Steven sincere thanks because that was also admirably clear and 

it’s okay to accuse our people of omitted variable bias. You may not be 
right, but it’s a legitimate thing. I don’t want to lose Brad’s other question, 
though, because it was very important. He mentioned Korea as an example 
of a country that may be pursuing a highly tight fiscal policy, and that has 
some influence on its current account. Germany, a number of us would 
also site in a similar regard. I don’t know if one of the IMF colleagues 
would like to comment on that question at all. 

 
Steve Phillips: I’ll do it a bit. It’s an observation that when it comes to fiscal policy gaps, 

in tradition, the likely direction that the IMF will find them in is that the 
policy is too loose. So that’s been the old—it’s mostly fiscal for you 
know, nickname for the IMF, for many years. 

 
 Now certainly that’s not the case when we’re talking about short-run fiscal 

policy. At least since 2008, there have been plenty of cases where the IMF 
was suggesting that the country, a country is being too tight or is failing to 
loosen fiscal policy appropriately. But I know what Brad’s thinking, he’s 
thinking that the norms are really about medium-term norms—that’s what 
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we’re talking about; that’s what we’re using in our analysis—and he’s 
right. So I’ll anticipate that rebuttal and I’d have to say, “Look, yes if you 
look at the gaps identified for the countries in these charts that we show, it 
is almost—if there is a gap, a fiscal policy gap, it’s almost always in that 
direction.” And if there are some cases that have been in the other 
direction, but to be fair they have not been as large. So it has not been the 
case as far as I’m aware of in recent years that the fund has told a country 
that over the medium-term, it should drastically loosen its fiscal policy. 
But that’s just what I’m aware of. It’s possible that the … of course, from 
a sustainability or a crisis prevention point of view, that’s not going to be 
the motivation for it. It’s going to be a more subtle motivation about, say, 
intergenerational equity or removing some kind of distortion. So you can 
imagine that it must be more difficult for the IMF to come up with those 
kinds of recommendations to loosen fiscal policy structurally. But I do 
know cases—I won’t go into where those discussions are happening—
where the issue is on the table. And we see, from year to year in every 
country’s Article 4 staff report whether we can point to a particular 
example where a country was told it should do a major loosening of fiscal 
policy. 

 
Adam Posen: I just want to push you one second on this. You and your colleagues have 

been gracious enough to present the external sector report here today. 
There is another report that the fund has been doing, the spill-overs report, 
that is obviously closely related, but distinct. My sense was that, in such 
cases as Korea and Germany, there is actually an external spill-over from 
their fiscal policy being too tight. And you made a perfectly sound answer 
and you were very frank about where the fund is coming from, but you 
were citing only domestic reasons to critique a fiscal policy. Doesn’t the 
spill-overs report at least, think about the fact that somebody might be 
causing problems by having too tight a fiscal policy for others? 

 
David Robinson: Maybe if I can take that on. I hope this is the time when I should have a 

lawyer with me. The fund a couple of years ago introduced the integrated 
surveillance decision, which was designed to look at exactly this issue. 
One country’s policies have impact on others. We’re in an integrated 
world economy, those effects, the cross border effects can be very large. 
The spill-over analysis sets the framework, does the math, looks at a 
whole bunch of models of how we can capture those things. But certainly 
those discussions of the impacts on certain countries are now part of 
Article 4 discussions. The Article 4 discussion with Germany or Korea 
will discuss those issues. What is the outward impact of your policies? So 
yes, those are part of the discussions, and you should see them coming up 
in individual country Article 4s. 

 
Adam Posen: Thank you very much for that. I’m going to ask our last two questions to 

be grouped so because we’re coming close to witching hour; it’s been a 
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very rich discussion. And I hope that my little bits of pushing here or there 
have led to good results. I think we’ve heard some very interesting things. 
Jo Marie in front—please give her the mic, and then Bill in back with our 
last two questions.  

 
Jo Marie: Thank you. Jo Marie Griesgraber with New Rules for Global Finance. 

And I wanted to tease out one of those single factors of causality, namely 
the correlation between public health and current account imbalances. And 
could you please apply that to a current issue in the United States—the 
Obama Care and how it might affect our current account balance? 

 
Adam Posen: Maybe Jo wants to say that and not the other people. But while you decide 

if any of you are going to answer that, Bill please identify yourself and 
what’s your question? 

 
Bill Client: Bill Client from The Institute—my question is whether the fund has 

excessive elasticity pessimism? Last year, when the Japanese Yen 
plunged, the projection of Japan’s current account surplus five years out in 
the spring wheel barely budged, so those of us who do equilibrium 
analyses had to make our own estimate for Japan. We have now had a 
12% real effective depreciation for Brazil, India and Turkey from April to 
September, and I wonder whether we will see the same thing that despite 
this huge move, there will be little change in their current account 
projections in the out years, and therefore we’ll have problems interpreting 
the policy implications. I wonder if you could comment about what seems 
to be excessive elasticity pessimism at the fund in regard to the findings of 
the EBA analysis and where this might be going? 

 
Adam Posen:  Two very good questions. Is anyone willing to tackle Jo Marie’s? Thank 

you Joe. 
 
Joe Gagnon: So I can’t exactly answer your question because I’m not an expert on the 

extent to which Obama Care will increase or decrease public spending on 
health in the US as opposed to total spending or what it will do, but 
someone who I won’t names asked me—a smart economist in town here 
in a high position—asked me to, is this result driven, this public health 
expenditure result driven by the US? You know, we have a big current 
account deficit, we have a lot of public health spending, is that why we’re 
getting that result? Well, not at all. It’s a very robust result, so it’s quite 
interesting—I think it could apply to China, I don’t the answer about 
Obama Care. And I’m sorry I couldn’t answer you more.  

 
And then if I could just, a little interjection to spur my colleagues on the 
other question, and this is something I mentioned in my talk in response to 
Bill. It seems to me, but this is only a casual impression, that the IMF has 
a tendency to be hesitant to forecast big movements and imbalances in the 
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future, and would you disagree with that? Or how do you feel? That’s my 
gut feeling from looking at past forecasts, is that you kind of want to draw 
straight lines always.  

 
Adam Posen:  Very good. So we’ll let out colleagues from the fund respond to Bill, and 

that will be our substantive closing.  
 
Steve Phillips: That was the elasticity pessimism question.  
 
Adam Posen: Yeah. So are you guys elasticity pessimists or as Joe indicates, are you 

volatility fearers? 
 
Steve Phillips: No. I think what’s happening is that more than one thing is happening at 

the same time; that’s life. So it may be that for some countries, elasticities 
are thought to be lower than for others, or that the size of the trading goods 
sector is lower, and I can’t speak to the implicit elasticity assumption 
that’s behind every team’s projection of the trade balance or the current 
account. But what I’m sure of is that they’re looking at more than 
something else happening at the same time.  

 
So for example, take a recent example, exchange rates may have moved in 
… as part of the tightening of global financial conditions related to 
expected tightening of US monetary policy, or exchange rates might have 
moved—Japan’s exchange rates might have moved—in response to a 
change in the monetary policy regime or the announced monetary policy 
going forward. And those changes themselves are taken account of in the 
IMF team’s current account and trade balance forecast. And it’ll often be, 
the effects of those changes that are happening at the same time of the 
exchange rate will often be in the opposite direction.  

 
 So it’s not that there is a zero elasticity or a small elasticity necessarily, 

it’s that you’re not seeing kind of the two effects broken down. Basically, 
we’re talking about, say, what used to be called expenditure reducing and 
expenditure switching, or expenditure enhancing and expenditure 
switching—those two effects happening at the same time. I think that’s the 
main reason. 

 
Adam Posen: That’s excellent. Ted Truman has invoked the dreaded two fingers. So 

think quick. 
 
Ted Truman: Well Alison commented a bit on this. So one question is whether Bill’s 

question could be answered by looking at sort of the raw results? Do you 
want to put it that way? They come out of the model from your… which 
you say is on your website, and sort of the results that come out of the 
country. So in some sense, that’s what you’re observing it seems to me, or 
Bill seems to be observing you’re seeing the model result that comes out 
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in some sense, and then you’ll have the massaging—back and forth 
respective, with respect to the country team. I may be wrong in 
interpreting that way, but that’s how I interpret it. Is that correct or right? 

 
David Robinson: Maybe I should take that one. I mean, yes we run the models, we get the 

results. With every model, there is a residual. In some cases, no offense to 
Steve, but in some cases those residuals are big. In some cases, he does a 
very good job, but some cases, you know, there are issues where you have 
to look at this. And part is because we are applying a standard panel across 
for even-handedness, it has to be that way. And there are some countries 
where there are special factors that work, that really have to be accounted 
with to really understand them.  

 
 And so I mean, what the massaging is an attempt to reflect those special 

factors. It’s not an attempt just to push everything back to where it is. We 
really do try to pull in all the information we have. I know Steve hates me 
for saying this, but now we have the models up there, you can all run those 
models. I think everyone in this room fully has an array who can run these 
models. You can generate those forecasts. You can do it again for next 
year. But where, obviously the fund also has the interactions with the 
country authorities. We have to be able to reflect that information some 
way. We know it comes across as a black box, and we know it sets us a 
very open to this question of is it just massaging? No, it’s not massaging. 
We have motive as [inaudible 01:20:10] to try to reflect the information 
we have. 

 
Adam Posen: Excellent. I want to thank everyone. But I want to particularly thank 

David, Steve and Alison. I think David’s last answer just shows the level 
of serious engagement which his team, his colleagues, the fund are taking 
on this combined challenge of trying to put out there new products that are 
analytically sound, that are transparent and that are addressing some of the 
key issues. They may ultimately get shot at both on technical grounds and 
political grounds, but I give them enormous credit that I think this report 
in particular, but also many of the things the fund has been doing in the 
last couple of years have been extremely constructive progress in that 
direction.  

 
We are very grateful to them for sharing it with us today and discussing in 
such frank, open terms and substantive terms, grateful to Joe Gagnon for 
his contribution in drawing out some of that, and to all of you for 
stimulating the discussion. We look forward to more events of this kind, 
we have a very active program coming up free riding on the excitement of 
the annual fund bank meetings, and we look forward to seeing you again 
soon. Thank you very much. 

 


