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A major feature of the contemporary
world economy relates to the large
global economic imbalances that exist,
with current account balance of payments deficits in some countries, most
notably the United States, and surpluses in others, most notably China
and other Asian economies. An important question is whether these imbalances should be a cause for concern.
Are the imbalances sustainable or will
they lead to a global economic crisis
involving precipitous adjustment with
large and rapid exchange rate changes
and widespread and deep economic
recession? In answering this question
it may be helpful to try and draw lessons from history. After all, global economic imbalances are not a completely
new phenomenon.
One point of view is that the contemporary situation is, in principle, little different from the situation under
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the Bretton Woods international monetary system. Here again some countries, such as the US, had current
account deficits while others, such as
West Germany and Japan, had surpluses. The surplus countries acquired
reserves rather than see their exchange
rates appreciate in nominal terms; the
Bretton Woods system was indeed
based on pegged exchange rates. The
surplus countries were content to have
undervalued exchange rates as a way
of stimulating exports. They stood
ready to provide the finance necessary
to support deficits elsewhere in the
world and, in particular, in the US. The
system survived for as long as the US
deficit was not too large and there
remained confidence in the dollar. As
the deficit increased and confidence
evaporated in the early 1970s, it
collapsed.
Moving forward to the 2000s, some
economists have argued that the situation shares many of the same characteristics. The most influential analysis
has been by Dooley, Folkerts-Landau
and Garber (2003) who coined the
label Bretton Woods II (BWII) to suggest that we are now in a new Bretton
Woods type regime. This BWII label
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has attracted wide attention in the
financial community as well as in academia. In this view the US again
exhibits deficient saving while it is
now Asia that exhibits excess saving.
Asian countries have been content to
provide finance to the US to cover its
current account deficit and have built
up their ownership of US assets. All
players in the game seem to have got
much what they wanted and the
imbalances have been sustained. It
would not be in the interests of Asian
economies to sell their US assets in
bulk since this would drive down the
value of the dollar and their remaining
dollar-denominated assets. For this
reason the US deficit is seen as being
of little concern. How close is the analogy between the Bretton Woods system and what we have today? Is it as
close as the BWII advocates suggest?
In his recent book, Global Imbalances
and the Lessons of Bretton Woods, Barry
Eichengreen examines this question
as well as exploring the failure of the
Bretton Woods system and the lessons
that emerge from it. Eichengreen
argues that the comparison between
the Bretton Woods era and the 2000s is
rather unhelpful and that similarities
are tenuous and “not long for this
world”. Is he right?
Modern international economics
emphasizes that there is nothing sacrosanct about having balance in the trade
or current accounts. In real terms it is
imbalances in these accounts that
redistribute capital from where it is
abundant to where it is scarce. Traditionally it has been thought that this
would generally involve capital flowing from wealthy to poorer countries.
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Wealthier countries were assumed to
be able to save more and to exhibit
declining marginal productivity of capital while developing countries have
lower savings rates and higher returns
to capital. A large part of the current
pattern of capital flows conflicts with
this traditional view. Contrary to the
predictions of Marxist and some early
Keynesian economists, consumption
functions have tended to shift upwards
over time with continued economic
growth and increases in wealth.
Contrary to the secular stagnation
hypothesis, richer countries have
shown little systematic tendency to
generate excess saving. While Japan
does fit this model to some extent,
over recent years the United States has
shown just the opposite tendency, consuming far beyond its means. In contrast to initial economic analysis,
secure property rights, political stability, and generally strong financial
markets have been found to provide
key incentives for investment.
Technological advances and the
advantages of clustering for many
types of economic activity have meant
that the marginal productivity of
investment has remained high in
advanced economies.
At the same time, rapid economic
growth and structural change, combined with considerable uncertainty
and weak systems of social security
have contributed to high savings rates
in a number of developing countries,
especially China. With relatively illdeveloped domestic financial markets
and limited opportunities to find an
outlet for saving domestically, international capital has overall flowed
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