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ers in recent years conform to neoclassical predictions 
of optimising behaviour in response to a terms of trade 
windfall. Similarly, the chronic current account surplus-
es of Japan and Germany can be largely attributed to 
demographic patterns and the declining share of these 
economies in global GDP. While effi cient current ac-
count surpluses may still pose problems for the global 
system, the ineffi cient surpluses run by emerging mar-
ket economies are arguably a more natural target for 
institutional reform.

Although the epicenter of the global fi nancial crisis 
has clearly been in the fi nancial systems of the ad-
vanced economies, the emerging markets have been 
substantially affected by the crisis. The latest indica-
tors suggest a major slowdown in output and trade 
volumes and a reversal in capital infl ows to these econ-
omies. The decline in fundamentals is also refl ected 
in major shifts in asset prices, with a substantial de-
preciation of the currencies of most emerging market 
economies, a decline in stock market values and an 
increase in foreign-currency bond spreads. These neg-
ative developments illustrate that the self-insurance 
model has not enabled emerging market economies 
to remain immune from negative global developments 
and reinforce the urgency of developing a new institu-
tional framework to support a more stable pattern of 
capital fl ows to emerging market economies.

The External Balance Sheets of Emerging Market 
Economies

The external risk profi le of emerging market econ-
omies has undergone a radical shift since the mid 
1990s. The level of international fi nancial integration 
is much higher in terms of gross positions than was 
the case during previous crisis episodes in the 1980s 
and 1990s. The scale of gross positions grew rapidly 
over the last fi ve years, which was mainly generated by 
an acceleration in gross capital fl ows.  In addition, ris-
ing global asset values increased the scale of balance 
sheets relative to GDP. Accordingly, in terms of gross 
cross-border positions, the emerging market econo-
mies were much more integrated into the global fi nan-
cial system at the onset of the current global crisis.

The scale and multi-faceted nature of the interna-
tional fi nancial crisis has temporarily shifted atten-

tion away from the global imbalances debate. However, 
there are several reasons to remain concerned about 
the scale of global imbalances. First, global imbalanc-
es were surely a contributory factor to the origin of the 
global crisis.1 While there remains considerable disa-
greement about the appropriate weighting that should 
be attached to global imbalances in developing a com-
prehensive explanation for the current crisis, it is im-
portant to further improve our analytical understanding 
of the sources of global imbalances. Second, the on-
going persistence of global imbalances (in the current 
account and in the net foreign asset position) continues 
to be a major risk factor for the world economy. Most 
obviously, the risk of a disruptive dollar depreciation re-
mains current, such that there is a clear policy interest 
in continuing to focus on global imbalances.

Since it is commonly accepted that large and persist-
ent global imbalances are rooted in structural fragilities 
in the operation of international markets, the G20 re-
form agenda accords high priority to structural reforms 
that can strengthen the global fi nancial and economic 
system. I focus in this article on how reforms in the 
governance of the global fi nancial system may alter the 
incentives facing those emerging market economies 
that have opted to run large current account surpluses 
over the last decade. These surpluses have been ac-
cumulated in order to self-insure against the risks of 
disruptions in capital fl ows to these economies. 

Although the emerging markets have not been the 
only source of current account surpluses, we focus on 
this group of countries since these surpluses may be 
interpreted as globally ineffi cient. The group of emerg-
ing Asian economies (led by China but also including 
other major economies such as Korea and Indonesia) 
has run sizeable surpluses in recent years, while the 
scale of current account defi cits has contracted for 
many other emerging market economies in other re-
gions. In contrast, the large surpluses run by oil export-
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In addition, the composition of the international in-
vestment position of emerging market economies un-
derwent a major shift. Most obviously, there has been 
rapid growth in foreign-exchange reserves, which have 
increased for the emerging market group from 5 per 
cent of aggregate GDP in the 1980s to over 25 per 
cent by 2007. Another major trend has been the grow-
ing importance of FDI and portfolio equity as a source 
of fi nance. This has been a positive development in 
terms of risk profi le, since the foreign investor absorbs 
the risk of state-contingent returns on these positions. 
However, it also means that emerging markets form a 
larger proportion of the portfolios of investors from the 
advanced economies and are thereby more exposed in 
terms of the transmission of fi nancial shocks.

Taken together, these trends have led to a striking 
shift in the international confi guration of portfolios for 
the major emerging market economies, which have 
shifted from a position in 1995 in which these coun-
tries were both net debtors and net recipients of eq-
uity investments to a profi le in which a much larger 
negative net equity position is nearly matched by a 
very large long position in foreign debt holdings. The 
mirror-image trend is evident for the major advanced 
economies, which increased their long position in for-
eign equity while also taking on a larger short position 
in foreign debt.

The transformation of the external fi nancial profi le of 
emerging market economies also included a major re-
duction in net foreign liabilities. This was achieved by a 
sustained period of running current account surpluses. 
While the long-term allocative effi ciency of capital run-
ning uphill may be open to question, it should have re-
duced the vulnerability of emerging market economies 
to capital fl ow reversals, since the net external position 
has been a historical predictor of the incidence of cri-
ses.

The impact of these shifts in external capital struc-
ture has been to transform the aggregate foreign-
currency position of emerging market economies.  As 
is shown by Lane and Shambaugh,2 many emerging 
market economies are now long in foreign currencies, 
such that domestic currency depreciation actually has 
a positive balance sheet impact, in sharp contrast to 
the experience during the 1990s.

At one level, this general reconfi guration may be 
viewed as involving a major risk transfer from the 
emerging markets to investors in the advanced econo-
mies. In turn, this should be welfare improving to the 
extent that investors in the higher-income economies 

2 Philip R. L a n e , Jay S h a m b a u g h : Financial Exchange Rates and 
International Currency Exposures, in: American Economic Review, 
forthcoming.

with more developed fi nancial systems should be bet-
ter equipped to manage risk. However, the build up 
in large two-way gross positions also meant that fail-
ures in risk management and illiquidity problems in the 
advanced economies may be transmitted quickly to 
counterparts in the emerging market economies.

However, while these steps have reduced the vul-
nerability to fi nancial crises, each involves signifi cant 
ineffi ciencies. In particular, this strategy has been cost-
ly in terms of foregone domestic absorption opportuni-
ties and in the potential for superior international risk 
sharing arrangements. Moreover, it exerts substan-
tial spillover effects on the reserve-issuing countries, 
through the impact of persistent trade surpluses and 
the offi cial-sector demand for liquid securities. Finally, 
the adverse impact of the current crisis on emerging 
market economies demonstrates that vulnerabilities 
remain, such that the self-insurance approach has not 
provided complete insulation.

Reforming the Institutional Framework for 
Capital Flows between Advanced and Developing 

Economies

In relation to the medium-term goal of improving the 
structural foundations of the international fi nancial sys-
tem, the overriding principle is to reduce the risks faced 
by emerging market economies in engaging with the 
international fi nancial system.3 In addition, in manag-
ing the residual risk, the goal is to develop mechanisms 
that reduce the cost of insuring against such risks.

In general, the appropriate framework for thinking 
about medium-term reform is to recognise that the 
emerging market economies suffer from an incom-
plete level of international fi nancial integration. Unlike 
very low income countries, these economies are suf-
fi ciently integrated into the global fi nancial system to 
be exposed to severe fi nancial shocks. However, at 
the same time, these countries are treated differently 
by the global system in comparison to the fi nancial en-
vironment that faces the most advanced economies. 
Key differentiating factors include the level of domes-
tic fi nancial development, the quality of institutions 
and governance, macroeconomic policy discipline 
and trade integration: those countries that score bet-
ter along these dimensions are also those countries 
that are better equipped to prosper under international 
fi nancial integration. Accordingly, reaping the gains 
from fi nancial globalisation involves the same types of 
reforms that are also generally benefi cial for domestic 
economic performance.

In relation to the domestic reform efforts of the 
emerging market economies, the recent increase in the 

3 Martin Wo l f : Fixing Global Finance, Yale University Press 2009.
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cost of external capital should induce an intensifi cation 
of efforts to develop the domestic fi nancial system.  
Domestic fi nancial development is important for two 
reasons. First, the improved domestic mobilisation of 
domestic savings reduces the importance of external 
capital as a funding source. Second, a deeper fi nancial 
system increases the span of investable opportunities 
that are available to foreign investors. Financial devel-
opment should be broadly interpreted to encompass 
improvements in corporate governance and the quality 
of the regulatory system. In particular, the current crisis 
has highlighted that volume-based indices of fi nancial 
development (such as the stock of outstanding securi-
ties) are not good measures if the fi nancial system is 
distorted by a poor regulatory environment.

It is also important to take into account that the em-
pirical evidence indicates that fi nancial reform policies 
only promote fi nancial development in environments in 
which private property rights are secure from arbitrary 
political interference. Moreover, while the full impact of 
domestic fi nancial reform only unfolds over the medi-
um term, the credible announcement of a programme 
of fi nancial reforms should be helpful even in the short 
term. While the major emerging market economies 
have made major progress in fi nancial reform, a con-
siderable gap remains for several countries relative to a 
fully liberalised domestic fi nancial system.

It should also be understood that domestic risk 
management extends beyond the fi nancial system to 
include social insurance programmes. In advanced 
economies, risk management is provided by a combi-
nation of public and private systems. However, the de-
gree of social insurance for major personal risks (illness, 
unemployment) is much less adequate in a number of 
emerging market economies, leading to a high degree 
of precautionary saving by households. Accordingly, 
part of the reform agenda is to improve the adequacy 
of social insurance, via welfare systems and the public 
funding of relevant goods and services. In similar fash-
ion, institutional reform extends beyond the regulation 
of the fi nancial system. For instance, the ambiguous 
ownership status of many enterprises in China gener-
ates an extraordinarily high level of corporate savings, 
due to lack of clarity over the appropriate distribution 
of dividend payments.

In relation to domestic reforms that directly affect the 
nature of international capital fl ows, one key element is 
the development of local-currency debt markets. So 
far, local-currency debt markets have been dominated 
by locally resident investors, with relatively little par-
ticipation by foreign investors. While participation by 
domestic residents is a major achievement in itself, it 
is also desirable to enable effective cross-border capi-

tal fl ows in local currency. To this end, it is important 
that the development of local-currency debt markets 
is complemented by the development of the currency 
derivatives market, in order to allow investors to sepa-
rately trade currency risk and credit risk.

In addition to the promotion of local-currency debt 
markets, there is also considerable scope to improve 
risk sharing via other types of state-contingent instru-
ments. For instance, the idea of GDP-indexed bonds 
has received considerable attention. Other types of 
state-contingent instruments may also be envisaged. 
On the liabilities side, a commodities exporter might is-
sue debt with a coupon that is indexed to global com-
modity prices. More broadly, emerging markets might 
tie yields to the high-risk spread in the US corporate 
debt market. The virtue of these types of instrument is 
that the contingent element in the return is a function of 
external conditions, such that it cannot be manipulated 
by the issuer. This feature eliminates the moral haz-
ard problem that generically affects state-contingent 
contracts. There is also scope for greater use of state-
contingent instruments on the asset side of the inter-
national balance sheet, since many of the risk sharing 
benefi ts of state-contingent liabilities can be replicated 
by an appropriate portfolio of assets. However, the 
limitation of an asset-based approach is that, all else 
equal, it involves the leveraging of the international bal-
ance sheet.

A second key element is to further promote interna-
tional equity fi nancing. As indicated earlier, the share 
of equity in the foreign liabilities of emerging markets 
has grown strongly over the last decade. However, cor-
porate governance and regulatory problems limit the 
attractiveness of emerging-market stockmarkets for 
many investors.

The importance of domestic institutional develop-
ment extends beyond the fi nancial sector. In particular, 
a fundamental goal for emerging market economies is 
to copperfasten stability in macroeconomic policies. 
In relation to fi scal procyclicality, institutional reforms 
can do much to improve the cyclical behaviour of fi s-
cal policy. While there remains considerable variation 
across countries, the capacity of countries such as 
Chile to develop fi scal processes that help to insulate 
the budget from the curse of procyclicality has been 
impressive.

Regional Financial Integration

So far, we have discussed domestic reforms. An ex-
tension of this is to further promote regional fi nancial 
integration. The empirical evidence is that gravity fac-
tors such as distance and cultural linkages are infl u-
ential in international asset trade. In addition, there is 
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a strongly positive correlation between trade in goods 
and services and trade in assets. Accordingly, there is 
much scope for regional levels of fi nancial integration. 
In particular, regional capital fl ows may be more stable 
in character, in view of the underlying linkages between 
neighbouring economies and the lower level of bilateral 
exchange rate volatility. Accordingly, it is desirable that 
regional groups intensify efforts to cooperate in the 
design of common institutional standards for fi nancial 
market development and work to lift barriers to cross-
border asset trade.

Turning to the international dimension of reform, 
there is considerable scope for the international com-
munity to support a more stable system of international 
fi nance for emerging market economies. The interna-
tional fi nancial institutions have a clear role to play in 
terms of the provision of technical advice in the devel-
opment of domestic fi nancial systems.

The IFIs could possibly do more in terms of issu-
ing securities in the currencies of the emerging market 
economies. Such issues have the potential to help to 
expand the depth and liquidity of the domestic-curren-
cy bond markets, as well as allowing the international 
fi nancial institutions to make local-currency loans to 
clients in those markets. Such issuance could be in 
specifi c currencies, such as the RMB-denominated 
bond issues by the Asian Development Bank and the 
International Finance Corporation (the so-called Panda 
Bonds). In addition, securities could be issued that are 
indexed to a basket of emerging market currencies.4 
More generally, in view of the free riding problem and 
other externalities that inhibit the creation of new se-
curities markets, the IFIs potentially have a central role 
in helping to develop the types of state-contingent se-
curities that may improve the risk profi le of the external 
liabilities of emerging markets.

What Does It Mean for the Current Crisis?

The current crisis has vividly illustrated how public 
sources of funding must be available in the event of 
the breakdown of fi nancial trade among private-sector 
counterparties. In this respect, two major innovations 
stand out in terms of the expansion of public funding 
for cross-border transactions. First, there has been the 
establishment of currency swap arrangements among 
the world‘s major central banks and also vis-à-vis se-
lected emerging market economies. Second, the IMF 
created the new Short-Term Liquidity Facility (SLF) that 
is available to those member countries that have pre-
viously demonstrated strong fundamentals in terms of 
sound policies, access to capital markets and sustain-
able debt burdens. Since it relies on the track record of 

4 See also the discussion in Martin Wo l f , op.cit.

the applicant, the funds can be disbursed quickly and 
without conditionality, such that the SLF has the po-
tential to be helpful in tackling short-term liquidity dif-
fi culties. Accordingly, the SLF represents a potentially 
useful expansion in the range of instruments available 
to the IMF in dealing with liquidity problems. However, 
as with any public liquidity facility, the SLF faces the 
stigma problem, by which a country may be reluctant 
to tap these funds in fear of the negative signal that 
such a move would send to the markets.

More generally, the disruption in private capital fl ows 
reinforces the need for an expansion of the funding 
base for the IMF, in order to address both liquidity prob-
lems and the traditional “debtor-in-possession” fi nanc-
ing for those countries that require a period of reform 
in order to re-establish access to fi nancial markets.  In 
tandem with a redistribution of quotas, it is appropriate 
that the largest emerging market economies join the 
advanced economies in becoming substantial under-
writers of the IMF’s balance sheet. A better-fi nanced 
IMF that stood ready to provide liquidity support would 
enable these economies to shed some of their excess 
foreign-currency reserves and would be collectively 
more effi cient. Accordingly, the principle of major IMF 
renewal should be a key governance target. 

However, major IMF reform can only be negotiated 
over time. The recent agreement to reallocate quotas 
in a limited fashion took a considerable period to be 
negotiated and has not yet been ratifi ed by all mem-
ber countries. A major shift in the distribution of voting 
power at the IMF requires leadership by those regions 
that are currently over-represented, with the obvious 
potential for the consolidation of representation by 
member countries of the European Union.

The expansion of IMF resources need not wait for the 
completion of governance reform. In February 2009, a 
bilateral $100 billion loan from Japan to the IMF was 
fi nalised, while the USA has proposed a major expan-
sion in IMF funding via the New Arrangements to Bor-
row facility, which could be expanded to include more 
of the major surplus economies.  

These tensions are refl ected in the 15 March 2009 
agreement among the G20 fi nance ministers on IMF 
reform. A doubling in the IMF balance sheet from $250 
billion to $500 billion was approved but the funding 
mechanism was left open between bilateral loans, new 
arrangements to borrow and quota reforms. In ad-
dition, progress was made on IMF governance, with 
the agreement of open competition in appointing the 
heads of the IFIs and a shifting forward of the next IMF 
quota review from 2013 to 2011. 
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How to Deal with the Risks Embedded in 
Financial Balance Sheets

The current crisis has also revealed a major analytical 
failure in under-estimating the risks embedded in the 
rapid increase in fi nancial balance sheets over 2002-
2007. It is important that the appropriate lessons from 
this episode be drawn and the IMF is best positioned 
to conduct the research that analyses the sources of 
the crisis from a global perspective. In relation to the 
emerging market economies, a key priority is to better 
understand the liquidity risks generated by gross ex-
posures in the international balance sheet, rather than 
just focusing on net external positions.

In turn, the IMF has a role to play in developing new 
analytical frameworks to better understand interna-
tional fi nancial linkages and in establishing a common 
level of understanding across the member countries. 
While such initiatives do not immediately translate 
into coordinated policy decisions, the central role of 
national governments in policy delivery means that a 
new framework for global fi nancial governance must 
build linkages between national governments and the 
IMF, in addition to the functions that can be addressed 
through supra-national institutions and purely inter-
governmental cooperation.

In addition to reform of the global fi nancial institu-
tions, there is also room for a greater range of regional 
initiatives. The limits to the potential resources of the 
IMF and the heterogeneity of IMF membership means 
that there is scope for additional resource pooling at 
the regional level. Most obviously, the bilateral swap ar-
rangements among ASEAN+3 countries under the Chi-
ang Mai Initiative demonstrate the viability of securing 
liquidity insurance that is additional to IMF resources. 
Moreover, the current crisis has also shown a regional 
capability to quickly respond to the shift in international 
fi nancial conditions.  For example, major increases in 
the scale of the agreed bilateral swaps between China 
and Korea and between Japan and Korea were an-
nounced in December 2008.  There is also room for 
the regional development banks to provide additional 
fi nancing in those cases where private-sector credit 
markets have broken down.

Regional groupings may also be better placed in 
terms of continuous surveillance of member country 
policies and in designing multi-dimensional forms of 
policy coordination, by which regional integration in 
trade and factor mobility reinforces the incentives to 
cooperate in terms of fi nancial support. The European 
experience also suggests that there may be scope for 
regional cooperation in the development of processes 
that help in ensuring the sustainability of the public fi -

nances.5 While the scope for political integration clear-
ly varies across regions and limits the transferability of 
institutional models across regions, the general princi-
ple is to obtain those benefi ts from regional integration 
that are feasible in each particular setting.

Finally, it is important to appreciate that a broad 
reform programme at the domestic and international 
levels could lead to a major re-confi guration of the dis-
tribution of global imbalances. In particular, the grow-
ing share of global GDP that is generated by emerging 
market economies in combination with successful 
domestic fi nancial development and appropriate in-
ternational fi nancial reforms may lead to this group of 
countries seeking to be a major net absorber of global 
capital fl ows. If this scenario plays out, other potential 
borrowers will receive smaller net capital infl ows and/
or the level of global interest rates will climb. For ad-
vanced economies seeking to save due to population 
ageing, this should be a welcome development.

Conclusions

The self-insurance strategy adopted by many 
emerging market economies over the last decade has 
been only partially successful in reducing exposure to 
international fi nancial shocks. However, the limited role 
of domestic-currency debt in the funding of external 
liabilities means that the nature of international fi nan-
cial integration for the emerging market economies re-
mains quite different relative to the experience of the 
advanced economies. Moreover, the self-insurance 
approach is collectively ineffi cient in terms of the al-
location of resources within the emerging market 
economies and between the emerging markets and 
the advanced economies. Crucially, the expansion in 
the gross scale of international balance sheets means 
that the linkages between the emerging market econo-
mies and the advanced economies have grown tighter, 
in terms of the exposure to breakdowns in the normal 
operation of fi nancial markets.

Accordingly, structural reforms are required at the 
domestic, regional and global levels in order to de-
velop a fi nancial system that improves the stability of 
external fi nancing for emerging market economies. 
The reforms that will benefi t the emerging markets are 
also the reforms that should improve global economic 
performance and global fi nancial stability, through the 
promotion of local-currency debt and improved back-
stop liquidity provision through the international fi nan-
cial institutions. Accordingly, improving the institutional 
framework that underpins international capital fl ows 
should be a priority for global reform efforts.

5 Philip R. L a n e : The Macroeconomics of Financial Integration: A Eu-
ropean Perspective, IIIS Discussion Paper No. 265, Dublin 2008.
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