NBER | NATIONAL BUREAU of’
ECONOMIC RESEARCH

< Home

The "Other" Imbalance and the
Financial Crisis

Ricardo J. Caballero

HEPOO00000

WORKING PAPER 15636 DOI 10.3386/w15636 ISSUE DATE January 2010

One of the main economic villains before the crisis was the presence of large "global
imbalances." The concern was that the U.S. would experience a sudden stop of capital
flows, which would unavoidably drag the world economy into a deep recession. However,
when the crisis finally did come, the mechanism did not at all resemble the feared sudden
stop. Quite the opposite, during the crisis net capital inflows to the U.S. were a stabilizing
rather than a destabilizing source. | argue instead that the root imbalance was of a
different kind: The entire world had an insatiable demand for safe debt instruments that
put an enormous pressure on the U.S. financial system and its incentives (and this was
facilitated by regulatory mistakes). The crisis itself was the result of the negative feedback
loop between the initial tremors in the financial industry created to bridge the safe-assets
gap and the panic associated with the chaotic unraveling of this complex industry.
Essentially, the financial sector was able to create "safe" assets from the securitization of
lower quality ones, but at the cost of exposing the economy to a systemic panic. This
structural problem can be alleviated if governments around the world explicitly absorb a
larger share of the systemic risk. The options for doing this range from surplus countries
rebalancing their portfolios toward riskier assets, to private-public solutions where asset-

producer countries preserve the good parts of the securitization industry while removing
the systemic risk from the banks' balance sheets. Such public-private solutions could be
designed with fee structures that could incorporate all kind of too-big- or too-
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