Global Capital Flows
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» Serious decline in savings
» Borrow from abroad

>curtail domestic investment

oDeveloped countries
lenders—borrowers



US —expansionary tilt of fiscal
and economic policy
China—export-orientation

{ Developed countries-get the investment

Developing countries-get superior return
“win-win” proposition

some serious negative consequences



negative consequences

| )impact on trade flows

—import>export, trade imbalances
2)debt-service cost

—obvious downside
3)political influence

—borrower can threaten the lender with default
4)ultimate risk of default

—some form of national default is inevitable



» Economist

unprecedented reversal of global capital flows
presents a solution

» The share of global assets owned

by the developing world
B |/3—52/3



Developing countries

<two difficulties>

| )may not be able to maintain high rate
2)will itself be growing old

Now-able to export from developed countries

Until 2025-negative impact of aging on their
saving rates begins to be felt in earnest
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Investment and savings are the twin engines
behind rising living standards.

Without adequate investment,
economic progress would stall.

Without adequate savings,
adequate investment could not be financed.
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Life-cycle consumption hypothesis

" Youth is a time for dissaving A

The working years is a time for saving

Old age is a time for dissaving
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* The timing and magnitude of savings

reduction will start around the year 2015

in most developed countries and will
accelerate during the 2020s.
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There are reasons to think the impact could
be larger rather than smaller, due to
dynamics not captured fully by the model.

—First, there is the possibility of slower productivity
growth.

—Second, there is the possibility of large fiscal deficits.

—Finally, there is the possibility of an “asset meltdown”
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