Why has Asia Sustained America’s Record Current Account Deficit? (Krugman and Obstfeld 6th Edition)

In the mid-1990s, America’s current account deficit hovered around 1.5 percent of GDP. With strong economic growth and a wealth of investment opportunities, the US seemed well poised to attract foreign lending it needed to bridge the gap between its investment and saving. 

As the high-growth decade of the 1990s wore on, however, the US current account deficit swelled, reaching 4.2 percent in 200 (and over 6 percent in 2005). Sharp increases in the prices of US stocks over these years built up private wealth and lowered private saving rates; at the same time , investment boomed, fueled in part by business demand for computers and other high-technology products. Both factors raised the excess of US imports over exports. 

By early 2001, the US has sagged into an economic slowdown, with collapsing stock markets, especially those of high-tech firms. Investment collapsed, too, and as a result the deficit fell slightly (to 3.9 percent of GDP in 2001). But the narrower foreign deficit did not last for long.  Tax cuts promoted by newly elected George W. Bush, coupled with a buildup in spending for security and military preparedness, swiftly push the US government budget into substantial deficit. By 2003, the current account balance of the US stood at a deficit of 4.9 percent of GDP, a historically high number, and expert predictions called for continuing high deficit into the future.

Because the US is the largest national economy, 5 percent of its GDP is a large number—about $550 billion in 2003—and represents a huge demand for lending from the rest of the world. At the same time the US Federal Reserve had lowered interest rates to very low levels. How were foreign lenders to be persuaded to acquire such large sums in American assets?

Normally this type of situation would result in depreciation of a country’s currency against those of its trading partners. Indeed, the currency would have to depreciate sharply enough to create the expectation of a subsequent appreciation, thereby raising the expected return on the deficit’s country assets. This depreciation not only persuades foreigners  to lend; it also lowers the relative price of the deficit country’s exports against its imports, improving its trade balance and reducing its needs for foreign finance. 

The process just described played out pretty much in the expected manner against Europe’s currency, the Euro. As European investors became more leery of adding US assets to their wealth, the dollar depreciated steeply against the euro. In the Spring of 2001, it cost nearly 1.2 euros to buy a dollar. In December 2003, a dollar cost only 0.8 euros. The price of the dollar, quoted in terms of euros, therefore fell by about one third.

A very different outcome marked the dollar’s exchange rate against Asian currencies, however. Many of these countries either fixed their currency to the dollar formally, as China did, or else used foreign-exchange intervention heavily to prevent their currencies from appreciating, issuing domestic currencies to buy up dollars in the foreign exchange market. By accumulating large sums of dollar assets, these foreign governments lent directly to the US, making up for the absent private demand for US dollar assets and short-circuited the need for the dollar to fall against their currencies.

Japan’s yen stood at 107 to the dollar in January 2000, depreciating as high as about 135 to the dollar in early 2002 before appreciating back to 106 in January 2004.  Japan’s government stemmed any significant net appreciation between 200 and 2004 through massive dollar purchases with yen—close to $450 billion over the four years, with $200 billion purchased during 2003 alone.

Similarly, China has kept its exchange rate rigid at 8.28 yuan (the renminbi) to the dollar, but to do so, its government has purchased about $275 billion since the start of 200 and about $150 billion in 2003 alone.  Korea, with an exchange-rate regime characterized by the IMF as “independently floating” shows a pattern similar to Japan, but with intervention on a small absolute scale. In 2003 the combined official reserve  purchased of Japan and China ($350 billion) were equal to 64 percent—nearly two thirds—of the entire US current account deficit of $550 billion!

The Asian countries stymied the compensating exchange-rat changes that would normally have raised expected returns on dollars, measured in terms of Asian currencies. Why, then, were Asian governments content to keep accumulating so many dollars? One reason is that some of these countries had seen their international credit dry up in Asian Financial crisis of 1997-1998, and wished to rebuild a precautionary “war chest” of liquid international funds.  But such prudence was probably not the main motivation. A more important consideration was Asian governments’ desire to maintain or restore export-led domestic economic growth by keeping their products relatively cheap in their major market, the US. China’s development strategy has relied on increasing export levels of labor-intensive goods to fuel a rapid rise in living standards. In effect, Yuan appreciation would have made cheap Chinese labor more expensive relative to labor abroad. Japan, stuck in the grip of deflation, viewed Yen appreciation as harmful to recover chances. It too strenuously resisted appreciation.  These and other Asian governments were quite willing to accumulate low-return dollar reserves as a way to indirectly subsidizing their exports to the US. 

One school of thought, led by Ben Bernanke suggests that the world suffers from too much rather than too little saving. Ben Bernanke points out that long-term interest rates are extremely low across the globe. He attributes this, in large part, to high saving by Asian economies. If this “savings glut” argument is correct, then presumably there is little need to worry about falling thrift in the USA.
Barry  Eichengreen (ft dec 19, 2004):

The question is whether or not it is already too late for a smooth adjustment. The current account is the difference between savings and investment. Narrowing the US deficit will therefore require some combination of increased savings and lower investment. The falling dollar will bring this about by tending to drive interest rates up. As Asian central banks curtail their purchases of US treasury securities and sell some of their existing holdings, there will be upward pressure on US treasury yields. Moreover, as the dollar falls, there will be upward pressure on the US import prices and more inflationary pressure generally. In response, the Federal Reserve will have to raise interest rates faster than currently expected. Higher interest rates will make borrowing more expensive and slow investment growth. They will have a negative impact on asset valuations, including house prices. US households, no longer living off capital gains, will have start saving again. With investment down and saving up, the current account deficit will narrow. Unfortunately, this happy observation is not the end of the story. A significant decline in both consumption and investment will mean a recession in the US.  This conclusion is so obvious that the only question is why the markets are not forecasting it already. The answer, presumably, is that investors do not believe the dollar’s decline will produce a significant increase in inflation.  The historical data say that a 10 percent fall in the dollar produces 3 additional percentage points of inflation, which in turn implies a 450 basis-point increase in the discount rate. Clearly we have not seen anything like this yet.  Treasury inflation-protected-securities spreads — the difference between yields on conventional Treasury securities and Tips—suggest only a modest increase in inflationary expectations. 

But even if a “new economy” has rendered the US economy more resilient (so that the traditional relationship between dollar depreciation and inflation no longer holds), it just means that the dollar will have to fall further to generate enough inflationary pressures  to force the Federal Reserve to raise interest rates. At the root of the dollar’s decline is the view that the US current account deficit is unsustainable. This means that dollar will keep falling until US inflation heats up to the point that the Fed does indeed have to raise interest rates. The implication is that the US economy will slow or more likely succumb to recession, is unavoidable. 
Obstfeld and Rogoff (NBER10869):

Under most reasonable scenarios, the rise in relative United States saving required to close up the current account deficit implies a negative demand

shock for US-produced nontraded goods. The same forces, however, imply a positive demand shock for foreign nontraded goods, and this general

equilibrium effect turns out to imply an even larger change—more than 50% larger—in the real dollar exchange rate than in our earlier partial equilibrium

calculation. We now believe that some of the potential rebalancing shocks are considerably more adverse than one might have imagined in 2000 (in view

of the increased long-term security costs that the United States now faces as well as its open-ended government budget deficits).
The general equilibrium perspective of this paper also offers helpful insights into what sorts of traumas the US and foreign economies might experience,

depending on the nature of the shocks that lead to global current account rebalancing. For example, a common perception is that a global rebalancing in demand risks setting off a dollar depreciation that might be catastrophic for Europe and Japan. But as the model makes clear, this is not necessarily the case. It is true that a dollar depreciation will likely shift

demand towards United States exports and away from exports in the rest of the world, although this effect is mitigated to the extent there is home bias

in consumers' preferences over tradables. However, ceteris paribus, global rebalancing of demand will give a large boost to foreign nontraded goods

industries relative to United States nontraded goods industries, and this has to be taken into account in assessing the overall impact of the dollar depreciation.

Another widespread belief in the policy literature is that a pickup in foreign productivity growth rates, relative to United States rates, should lead to a closing of global imbalances. Our analytical framework shows that would only be the case if the relative productivity jump were in nontradable goods production, rather than tradable goods production where generalized productivity gains usually first show up. Therefore, contrary to conventional wisdom, as the global recovery rebalances towards growth in Europe and Japan, the US current account deficit could actually become larger rather than smaller, at least initially.

Adjusting to the dollar's inevitable fall 
By Martin Wolf
Published: November 23 2004 21:11 | Last updated: November 23 2004 21:11
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"The chapter on the fall of the rupee you may omit. It is somewhat too sensational." Oscar Wilde, The Importance of Being Earnest. What, one wonders, would Oscar Wilde's Miss Prism make of the fall of the dollar? Altering the path of the US external accounts, while sustaining global economic activity, is among the biggest challenges now confronting policymakers. The longer the adjustment is postponed, the more painful it is likely to be. What is needed is a co-operative solution, with changes made by all sides. 
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If such a solution is to be found, it is necessary to recognise, first, that a problem does exist, second, that it reflects the behaviour of most of the significant players in the world economy and, third, that a solution requires both changes in relative prices (that is, in real exchange rates) and changes in growth of supply and demand across the globe. 

Reaching the needed enlightenment demands the elimination of the illusions that either the attractiveness of the US economy to foreign investors, or superior US rates of economic growth, or high US fiscal deficits are the cause of soaring external deficits. 

Myth one - the deficit is driven by capital inflows attracted by high US real returns. The US current account deficit is close to 6 per cent of gross domestic product, while net external liabilities must now be close to 30 per cent of GDP. If foreigners were buying US assets because of attractive prospective real returns, it would be relatively easy to believe in the sustainability of these trends. Alas, this is not so. 

At the macroeconomic level, the counterpart of the growing deficits has not been rising investment but declining savings. As Larry Summers, former US treasury secretary, has noted, "at 1.5 per cent, the [net] national savings rate is about half what it was in the late 1980s and early 1990s . . . . In fact, net investment has declined over the last four or five years in the US, suggesting that all of the deterioration of the current account deficit can be attributed to reduced savings and increased consumption rather than to increased investment".* [image: image10.png]US GDP and domestic demand growth)
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Furthermore, the financing of the deficit is also inconsistent with the view that investors are attracted by superior real returns. At the end of last year, US gross external liabilities were $10,515bn. Of this total, only 38 per cent took the form of direct investment or corporate equity - assets that would benefit from putatively higher real returns in the US (see chart). The rest consisted of bonds (both US Treasuries and corporate), bank loans and similar assets. But higher real returns in the economy and so higher real interest rates would lower the prices of longer dated securities denominated in US dollars. 

The position on net assets is even starker: at the end of 2003, US net holdings of direct investment and equities were plus $729bn (see chart). Meanwhile, $1,206bn of US net liabilities (and so almost half the total) consisted of official reserves. Another $318bn was US currency. These holdings, again, had nothing to do with prospective returns on US real assets. 

The US is, therefore, a net holder of claims on real assets abroad, but has large net liabilities in bonds (a big part of this in the form of official holdings) and cash. This is why the US continues to have a small positive net investment income, despite its large net liability position. This is not the position of a country that is attracting investors by the offer of superior real returns. More plausible motives are exchange-rate management by foreign governments and the search for a safe haven by foreign private investors. 

Myth two - the deficit is caused by high economic growth in the US. A second explanation for the scale and persistence of the US deficit is faster US growth than in almost all other advanced economies. But fast growth does not necessarily generate large current account deficits. This is easy to see from China's experience, since the emerging Asian giant has persistently run current account surpluses. 

What generates rising current account deficits is faster growth of demand than of supply. This has indeed been a persistent feature of US economic performance (see chart). Why then has demand been growing consistently faster than supply? The straightforward answer is an uncompetitive real exchange rate. 

The source of the rising external deficit is not fast growth of output itself. It is, rather, that growth is biased towards the production of non-tradeable goods and services and away from the production of tradeables. With a more competitive real exchange rate, the US could enjoy the same rates of economic growth, but without having to generate still faster growth of demand. That, in turn, would halt (and possibly even reverse) the rise in the current account deficit. 

Myth three - high US fiscal deficits are to blame. A third myth is that difficulties would disappear if only the US put its fiscal house in order. But if the fiscal deficit is t o be cut and the US economy is to avoid a deep recession, either the private sector financial deficit must expand, to fill the gap left by declining government borrowing, or the external deficit must fall.
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If the former were the route, there would have to be a big boost to private spending, to take the private sector's financial deficit back towards 6 per cent of GDP, where it was in 2000. The only way to achieve this would be via a loosening of monetary policy and so, almost certainly, a decline in the dollar. If the latter were the route, there would also need to be a big depreciation, to shift output towards the production of tradeable goods and services and demand away from them. 

Without such a depreciation, the adjustment of the current account could occur only through lower overall demand. But a back-of-the-envelope calculation suggests that a reduction in the current account deficit of one percentage point of GDP would then require a 6 per cent reduction in real domestic demand - in other words, a slump. Fiscal contraction would therefore have to be accompanied by a big depreciation of the real exchange rate.
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What then is the bottom line? It is, first, that the current account deficit's trajectory cannot be explained away by positive features of the US economy. It is, second, that a big real depreciation of the dollar is inescapable if the trend is to be changed. The world must stop pretending that what is inevitable can be wished away. The challenge is, instead, to manage the adjustment to the needed changes in the exchange rate, while sustaining activity. Adjustment is coming. Let us co-operate to make it as smooth as possible.

* The US Current Account Deficit and the Global Economy, Per Jacobsson Lecture, October 3 2004, http://www.perjacobsson.org/2004/100304.pdf
US, Germany, France, UK face junk debt status
By Päivi Munter in London 
Published: March 20 2005 21:35 | Last updated: March 20 2005 21:35

Rapidly rising pension and healthcare spending will reduce the debt status of the world's richest industrialised countries to junk within 30 years unless their governments move quickly to balance budgets and reduce outgoings, a report published on Monday warns. 

	


Standard & Poor's, the credit ratings agency, says if fiscal trends prevail, the cost of ageing populations will fuel downgrades of France, the US, Germany and the UK from investment grade to speculative, or junk, category France by the early 2020s, the US and Germany before 2030 and the UK before 2035. They are currently in the top Triple A category, ensuring they can borrow at low rates.

The debt ratios of these countries are set to reach levels not seen since the second world war, S&P says. Moritz Kraemer, credit analyst at S&P, says: “Without further adjustment either to current fiscal stance or to social and healthcare costs, the general government debt ratios of France, Germany and the US will surpass 200 per cent. This will result in deficits more akin to those associated with speculative grade sovereigns.”

All big industrialised nations face the problem of large unfunded pension liabilities and rising healthcare costs as populations age. Most have responded with limited moves to make benefits less generous.

But S&P's projections already factor in the reductions in public sector pensions made by Germany and Italy last year.

The agency estimates that according to current trends US general government debt will soar to 239 per cent of gross domestic product by 2050, against 65 per cent today. France's will reach 235 per cent against 66 per cent, Germany's 221 per cent against 68 per cent, and the UK's 160 per cent against 42 per cent. Italy, which has run more disciplined budgets because of its already-high debt burden, will see its ratio fall to 91 per cent from 104 per cent, assuming it maintains the current trend.

S&P said last year the debt ratio of Japan, the most heavily indebted industrialised country, was set to surpass 700 per cent of GDP by 2050.

The agency's model shows countries can ease the impact of ageing by running tight budgets before demographic pressures peak. The US has healthier demographic trends than Europe but its budget deficit will add to the pain when population ageing accelerates about 2020.

A line of work on current account sustainability has been pursued by Milesi-Ferretti and Razin (1998, 2000).11 These authors point out that "unsustainable" current account deficits need to be reversed eventually, and that recent external crises have been characterized by very large swings in the current account. They focus their empirical analysis on large and sustained reductions in current account deficits (reversal episodes) and examine which factors help predict the occurrence of a current account reversal as well as what are the implications for macroeconomic performance. Their findings suggest that reversals are more likely to occur in countries with large external imbalances, low foreign exchange reserves, and deteriorating terms of trade. Interestingly, reversals are not systematically associated with output slowdowns or currency crises. Some countries experience faster growth rates during the reversal period, while, in others, growth is slower (particularly, in countries that start out with an overvalued real exchange rate). 

A portfolio view of CA-dynamics 

· Kraay and Ventura (2000): if marginal productivity of home capital decreases only slowly, then risk sharing motive dominates CA/behavior:
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The country should reproduce its portfolio structure in response to transitory shocks. --> persistence in CA positions and therefore also high correlation in S/Y and I/Y, as in Feldstein-Horioka puzzle.

Build up of NFA-position, will have a long-run stabilizing effect on CA because it leads to factor income flows:
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But NFI/Y historically very small in the data!

So CA/Y=TB/Y and CA-adjustment does not work through NFI but must work through TB!
Obstfeld and Rogoff (2000) have argued that relatively small trading costs in goods markets can lead to huge equity portfolio home biases and may therefore also explain the apparent lack of capital flows between countries. In the Obstfeld-Rogoff model this occurs even though financial markets are complete. Optimal risk sharing under goods

market segmentation implies that in response to idiosyncratic output shocks,

relative marginal utilities are equated across countries only to the extent that prices are equated. Ceteris paribus, larger deviations from PPP mean that smaller income and credit flows are required to implement an allocation in which risk is shared optimally. But this seems to contradict results obtained in a number of studies that have emphasized that market completeness implies a perfect inverse relation between real exchange rates and relative consumption if PPP is violated. Works by Backus and Smith (1993), Kollmann (1995) and Ravn (2000) demonstrate that the link between real exchange rates and consumption growth is tenuous.
CPI/P highly significant in TB regression( in Giorgio Fazio, Ronald MacDonald, Jacques Mélitz

Trade Cost, Trade Balances and Current Accounts), but only after conditioning on a measure of (assumed country-specific) intertemporal elasticity of substitution. (Akin to mean country TB). Estimated elasticity of TB w.r.t. CPI/P=1/1.67.  Hence, huge changes in CPI are required to achieve TB changes. This is why TB‘s are so persistent --> Trade costs rationalize Feldstein-Horioka without having to recur to intertemporal substitution, as in Obstfeld and Rogoff. 

Obstfeld and Rogoff-mechanism,  that mimics the Feldstein-Horioka puzzle, is inconsistent with data since it predicts large swings in the current account and large swings in NFA positions.

We don't see that: debtors run deficits and creditors surpluses for a very long time. There is hardly a country that switches the sign of its net foreign position in half a century of data!

Helpman and Razin (JIE 1985, 99-117) introduce cash in advance constraints in commodity as well as in asset markets. Although the velocity of circulation of money in financial transactions is very large, the volume of financial transactions is also very large, so that the absorption of money in financial transactions might be significant. If transactions in a given asset absorb national currency in which the asset is denominated (say, the euro), then a shift in the demand for a different currency denominated asset (say, the dollar) will be accompanied by a corresponding shifts in the demand for monies. This should strengthen the Euro and weaken the dollar. They describe the dynamics of a two-country, two-currency, world economy. The cash in advance constraint contributes to the depreciation of the borrower’s currency along the adjustment path. The reason is that as real foreign debt increases over time, a larger share of the lender’s money is absorbed in financial transactions, thereby increasing the relative value of the creditor’s money. 

Country H Cash in advance constraints: 
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The exchange rate formula:
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r = interest rate on foreign currency denominated loans; B = foreign debt of the home country, denominated in foreign currency.



Interest rate on foreign currency denominated loans


Foreign debt of the home country, denominated in foreign currency. Obviously, interest parity does not hold. 

Pierre-Olivier Gourinchas and Helene Rey start from a country’s intertemporal budget constraint and show it has two implications:

 The first is the link between a current shortfall in net savings and future trade surpluses. If total returns on the net foreign assets are expected to be constant, today’s current account deficits must be compensated by future trade surpluses. This is the traditional trade adjustment channel. 
The second implication is that in the presence of stochastic asset returns which differ across asset classes, expected capital gains and losses on gross external positions significantly alter the need to run future trade surpluses or deficits. This is the financial adjustment channel.
Estimates: An expected increase in the return on US equities relative to the rest of the world, for example, tightens the external constraint of the United States by raising the total value of the claims the foreigners have on the US. Put simply, a fall in today’s net exports or in today’s net external asset position has to be matched either by future net export growth or by future increases in the returns of the net foreign asset portfolio. In the data, they find that historically, 31% of the international adjustment of the US is realized through valuation effects on average.
These considerations are essential to discuss the sustainability of the unprecedently high US current account deÞcits. The US foreign liability to GDP ratio has quadrupled since the beginning of the 1980s to reach 96% of GDP ($10.5 trillion) in December 2003.2 Its foreign asset to GDP ratio was then 71% ($7.9 trillion) and its net foreign asset to GDP ratio was -24% (-$2.7 trillion).

The intertemporal approach to the current account suggests that the US will need to run trade surpluses to reduce this imbalance. We show instead that part of the adjustment can take place through a change in the returns on US assets held by foreigners relative to the return on foreign assets held by the US. Importantly, this wealth transfer may occur via a depreciation of the dollar Almost all of US foreign liabilities are in dollars and approximately 70% of US foreign assets are

in foreign currencies. A back of the envelope calculation indicates that a 10% depreciation of the dollar represents, ceteris paribus, a transfer of 5% of US GDP from the rest of the world to the US. For comparison, the US trade deÞcit on goods and services was .only. 4.4% of GDP in 2003. With large gross asset and liability positions, a change in the dollar exchange rate can transfer

large amounts of wealth across countries.
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