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Liquidity constraints can raise:.saving in two ways. Firstiand most obviously, whenever a
liquidity constraint is binding,it causes the individual to consume less than he or she otherwise
would. Second, even if the constraints are not currently binding, the fact that they may bind in
the future reduces current consumption. Suppose, for example, that there is some chance of
low income in the next period. If there are no liquidity constraints, and if income in fact
turns out to be low, the individual can borrow to avoid a sharp fall in consumption. If there are
liquidity constraints, however, the fall in income causes a large fall in consumption unless the
individual has savings. Thus the presence of liquidity constraints causes individuals to save as

insurance against the effects of future falls in income.
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When there are liquidity constraints, the risks of increases and decreases in income are

asymmetric, even with quadratic utility, this is why the possibility of future liquidity constraints
lowers consumption. Thus liquidity constraints have the potential to explain why even impatient
households typically have some savings. Researchers who have examined this issue quantitatively,
however, generally find that this effect is not large enough to account for even the small savings

we observe. Thus they typically introduce a precautionary-saving motive as well.

(=)
China has continued to implement a broad range of structural reforms. In the banking sector,
progress has been made in strengthening upervision and improving bank operations, especially in
the three large state-owned commercial banks, which have been recapitalized.
The International Monetary Fund (IMF) appraised the .progress achieved in China'
s bank reform. It noted that improving intermediation - of China'.s large private savings will be
critical to rebalancing economic growth over the medium-term. In this regard, it welcomed the
authorities' efforts to further improve the banks' commercial orientation, internal controls, and
governance, and stressed the need for the early adoption of a formal reform plan for the
Agricultural Bank of China (ABC). More generally, it recommended the continued scaling-back,
and eventual elimination, of government involvement in the management and business operations
of the banks. It urged a further strengthening of banking supervision, in particular with regard to
assessing banks' foreign exchange and credit risks, and noted that closer monitoring of the flow of

new non-performing loans is also essential to the early detection of potential problems.

(=)

As global payments imbalances continued to widen during 2006, discussions about ways to
resolve them became more intense. Several factors account for the very large imbalances that were
a feature of the global economy during 2005 low consumption and rising external current account
surpluses in much of Asia; the large and growing U.S. current account deficit; sluggish growth
in Europe and rapidly increasing surpluses in the main oil-exporting countries.

As the imbalances have grown so has the importance of developing a multilateral
approach.Unilateral action by any one
country or by one group of countries could have negative consequences for the rest of the
world. Promoting a multilateral response therefore assumed a high priority for the Fund.

Prospects  for a  successful ¢, and ambitious outcome to the Doha
Round also raised concerns, which intensified after the disappointing outcome of the World
Trade Organization (WTO) Ministerial Meeting in Hong Kong SAR in December 2005. A
successful outcome to the Doha Round would greatly strengthen the multilateral trading system
and so strengthen the prospects for global growth. Conversely, failure to reach an agreement,
or an unambitious outcome, would act as a brake on global growth and could also fuel

protectionist pressures that would further undermine growth prospects.
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