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Linking 'saving' nations with those seeking investment is now urgent, writes Stephen Grenville. 
When it comes to allocating blame for the global financial crisis there is no shortage of potential culprits. Unsustainable external deficits and surpluses usually find a prominent place. 
US Federal Reserve chairman Ben Bernanke recently said: "It is impossible to understand this crisis without reference to the global imbalances in trade and capital flows that began in the latter half of the 1990s." 
While Bernanke does not single out China, the story is rarely told without its huge current account surplus playing a central role. 
The argument goes like this. China saves more than half its gross domestic product. It couldn't invest this much, but the shortfall of domestic demand was compensated by China exporting much more than it imported, encouraged by an undervalued fixed exchange rate. 
Together with other big savers (Japan, Germany, Middle Eastern oil producers) they caused a "savings glut" that pushed down world interest rates. The excess savings flowed largely to the United States because much of it was official reserves which tend to be held in US dollars. It funded the sub-prime lending and other credit excesses. 
Low interest rates encouraged the "search for yield". That is, lenders took more risk. US monetary policy, attempting to foster the recovery after the "tech-wreck" of 2001, encouraged this. 
China is by no means the only over-saver but most of the other countries have a good story to tell. Japan and Germany are demographically "old" societies, with their populations building up savings balances to be run down in retirement. The oil producers can't be expected to spend all their resource riches immediately. 
China is singled out because it has not allowed the unfettered market process to work: it fixed the exchange rate. 
As usual in economics, reality is not that simple. To start with, the over-savings trend has been going on for more than 15 years and the fall in interest rates also reflects the shift to low inflation and steady growth. The "savings glut" is actually an "investment drought" caused by a dramatic fall in Japanese investment early in the 1990s and the sharp drop in investment in emerging Asia (excluding China) after the crisis of 1997-98. 
If China has a significant role, it is a recent one. Until 2005 its external surplus was not large, nor were its foreign reserves excessive. It may not be so different from other over-savers: if all exchange controls were removed, China might well have much the same imbalances, with private capital outflow replacing the official reserve build-up. 
The story is also one-sided. Just as it takes two to tango, it takes a borrower and a lender to expand leverage. Other periods of unsustainable international capital flows have been blamed on the financial and macro deficiencies of the borrowing countries, not on the lenders. And, if we are looking for scapegoats, there are plenty to be found in the US financial and regulatory system, and in the special relationships between Wall Street and Washington. 
Bernanke acknowledges this but others speak as if the solution to the crisis is to be found in significantly and permanently reducing the external imbalances. 
This raises a deeper issue. International imbalances reflect capital flows which, like international trade, should be beneficial to both parties. Without such imbalances, each country has to exactly match its savings with its investment. Japanese savings have to find a domestic outlet in a country that has already built many "bridges to nowhere". 
The oil producers couldn't keep their excess revenues overseas, preserved for future generations. Countries like Australia would have to leave profitable investment opportunities undone. 
This can't be optimal. If capital flows are prone to excesses and crises, the better answer is to make the world safe for these flows, not to suppress them. Inter-temporal trade should be as beneficial as trade in goods. 
What will be needed is a much deeper set of institutions and rules to govern the behaviour of the various parties involved. 
Over the years countries have built up such complex sets of laws, regulations, property rights and understandings to cover domestic financial transactions, overlaid with often-intrusive supervision. The usual sovereignty issues, combined with the dominance of the Wall Street free-market doctrine, have limited the development of such financial infrastructure at the international level. 
The broad lines of the task are clear enough, even if formidably challenging. There are plenty of worthwhile and feasible investment opportunities in, say, infrastructure development in the emerging countries of Asia, eastern Europe and Latin America. 
The financial institutions that can identify these and link them with the excess savings of Japan, Germany, and the Middle East are not yet sufficient for the task. 
Just as the International Monetary Fund might play a stronger role when external balances get out of kilter temporarily, a more active and adventurous World Bank might play a bigger role in linking savers to these sometimes exotic investment opportunities. 
Such reform would address the great paradox of the external imbalances story: why capital is flowing "uphill" from countries with great growth potential (like China) to fund over-investment in housing in rich countries (like the US). 
This issue is current, urgent, important and undeniably international. It was not discussed at the recent Group of 20 leaders' meeting. Instead they talked about expanding domestic fiscal policy and how to make the domestic financial sector less accident-prone. 
They didn't talk about how to make international capital less accident-prone. Next time they meet this should be on the agenda. 

