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Abstract

A revealing pattern can be discovered through a glimpse into the
history of financial crises, persistent current account deficits often
precede financial crises, suggesting a strong causal link between
current account deficits and financial crises. The US subprime
mortgage crisis is the first major developed country financial crisis
triggered by current account imbalances. This provides us with a new
angle of analyzing current account deficits and financial crises, and
gives rise to a number of intriguing questions: (O Are there any
differences between the path by which current account imbalances
trigger financial crises in developing countries and the path by which
current account imbalances trigger financial crises in developed
countries? (2 Since some countries with persistent current account
deficits experienced financial crisis while others didn’t, what factors
triggered the transformation of current account deficits into financial
crises? (3 Are all current account surpluses good imbalances? What
are the connections between the sustainability of current account
surpluses and financial crises?

To answer the questions above, this book provides a compre—
hensive review in related literature and analyzes the nature of the
current account imbalances in developing countries such as Mexico,
Thailand, Indonesia, Malaysia and Philippines, as well as developed
countries such as the United States, Spain, Portugal, Greece and
Ireland. An analytical framework was constructed based on the

intertemporal approach, incorporating both developing and developed
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countries, and both current account deficits and current surpluses.
Under this framework, this book builds a dynamic stochastic general
equilibrium model which incorporates the commodities market, the
capital market and the labour market to analyze the paths by which
current account deficits trigger financial crises. Based on the realities
of the sample countries, this book discusses the factors which gave
rise to the current account imbalances in developing and developed
countries respectively, and compares the path by which current
account deficits trigger financial crises in developing economies with
that of the developed economies. A variety of statistic methods
including the logit model, recursive unit root test and cointegration
test were also used to investigate the sustainability of current account
imbalances and the probabilities of current account deficits triggering
financial crises. Based on the intertemporal analysis, and by fully
considering the nature, risks and sustainability of the current account
imbalances, this book reached the following conclusions:

As to the differences between the path by which current account
imbalances trigger financial crises in developing countries and the
path by which current account imbalances trigger financial crises in
developed countries, firstly, the fundamental cause of current account
imbalances and financial crises for both developing and developed
countries lies in the imbalance of the domestic economy. Nonetheless,
developing countries are more susceptible to sudden stops of
international capital flows caused by financial turbulences originated in
developed countries. In addition, their fixed exchange regimes also
make their currencies vulnerable to speculative attacks. Secondly,
when current account deficits become unsustainable, developed
countries are generally capable of retrieving their investments abroad to
improve their balance of payment situation. In addition, investors
sometimes even increase their holdings of treasury bonds of the
developed country during the crisis out of flight —to —quality motive.

On the contrary, developing countries have relatively weaker economic

. D .
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fundamentals and are more vulnerable to capital flow reversals.
Thirdly, most developed countries do not find it difficult to attract
sufficient funds to finance their current account deficits, whereas
developing countries suffer from the lack of means to finance their
current account deficits. This disparity in the ability to raise finance
is reflected in the fact that the duration of current account deficits in
developing countries are generally much shorter than of the developed
countries. In addition, the debts which developed countries borrow to
offset their current account deficits are often denominated in their
own currencies, whereas debts of developing countries are often
denominated in international currencies such as the dollar. When
capital flow reversal and drastic currency depreciation take place,
this would cause the developing countries’ debt burden to expand
exponentially.

With regard to the reason of current account deficits triggering
financial crises. From a theoretical perspective, wealth effect and
price effect are the main channels through which a country’s internal
and external balances are affected. When the wealth effect overwhelms
the price effect and currency appreciation leads to a widened current
account deficit, the probability of a financial crisis is significantly
higher. The result of the empirical analysis shows that the continuing
deterioration of the current account deficit and depressed GDP growth
are the main causes of financial crises.

As to the question of whether all current account surpluses are
good imbalances, although current account surpluses can lead to
increase in foreign exchange reserve and improve a country’s ability
to deal with financial risks, not all surpluses qualify as good
imbalances. Persistent current account surpluses can lead to upward
pressure on domestic currency, impairment of the effectiveness of
monetary policy, and increase trade frictions, additional costs of
managing foreign exchange reserves, unsound economic structure and

eventually the accumulation of financial risks. In order to sustain a

-« 3 .
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persistent current account deficit, a country not only has to satisfy
internal requirements including a reasonable industrial structure, an
effective saving—investment transmission mechanism, a stable political
environment, a sound exchange rate regime as well as adequate
foreign exchange reserve, but it also has to meet external requirements
such as a balanced external debt structure, stable international
financial market conditions, and reasonable Foreign Direct Investment

Inflows.

Key Words: Current Account Imbalance; External and Internal

Economic Imbalances; International Capital Flows; Financial Crisis



