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 EXTERNAL ADJUSTMENTS UNDER INCREASING INTEGRATION IN THE PACIFIC REGION 

P R E F A C E

This report on “External Adjustments under Increasing 
Integration” is the 12th report in a series of studies 
conducted by the Pacific Economic Outlook (PEO) 
Structure Task Force. PEO/Structure is one of the 
task forces under the Pacific Economic Cooperation 
Council (PECC) and deals with longer-term struc-
tural issues of macroeconomics in the Pacific 
region.

We have witnessed significant changes in current 
and capital accounts as well as prolonged external 
imbalances in the Pacific region. One may regard 
this as part of the global imbalance hotly debated in 
Washington, D.C.  The debate on the global imbal-
ance concentrates on the possible disastrous major 
currency re-alignments and their impact on the 
global economy.  While we see this could be an 
acute policy concern, we rather look into the recent 
development in these external adjustments in the 
context of long-term structural changes in the 
region.

On one hand, increasing capital market integration 
would help detach the correlation between national 
saving and domestic investment, thereby allowing 
larger and more persistent external surplus or deficit 
across economies. On the other, increasing integra-
tion and resulting competition in global goods and 
services markets has enhanced stickiness of their 
prices despite exchange rate fluctuations, thereby 
reducing the role of real exchange rate changes in 
external adjustments.

We examine determinants of external balances to 

discuss the sustainability of the current external 
imbalances. Then, we scrutinize the mechanism that 
drives adjustments of external imbalances in the 
region. Finally, we describe policy implication out 
of the analyses above.

As a most open region, the PECC region has experi-
enced most significant changes in its external posi-
tions. A scrutiny into the determinants and prospects 
of these changes will contribute to the growth and 
welfare of the region as well as the global 
economy.

Historical experiences may not be of much help 
without considering these fundamental changes in 
the global market structure. As long as capital is 
invested in most productive opportunities anywhere, 
national saving can be said to be effectively used 
and to enhance national as well as global welfare. 
As other asset market prices, exchange rates will of 
course affect and are affected by developments in 
the global capital market, because they are relative 
prices of foreign currency denominated assets. 
Under the circumstances, we can discuss how 
external imbalances would proceed, but we may not 
have to discuss how to correct them anymore. 

Globalized production networks have made external 
transactions far more complicated than before due 
to increasingly sophisticated international vertical 
division of labor and more prevalent intra-firm 
trade. We are not in the simple and clear age of the 
elasticity approach to external adjustments anymore. 
Current accounts consist not only of trade balance in 
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goods and services, but of income accounts based 
on outstanding stocks of cross-border assets.

This report is a summary of studies conducted by 
the PEO/Structure Task Force under the coordina-
tion of Dr. Akira Kohsaka1 The first section of the 
report provides an overview, prepared by Dr. 
Kohsaka, on external adjustments under increasing 
integration in the Pacific region. The second section 
consists of executive summaries of individual 
countries/regions that were submitted by specialists 
from each PECC member economy.

The PEO/Structure Project held two International 
Specialists Meetings in March and September 2008 
in Osaka, Japan. These meetings were hosted by the 
Japan Committee for Pacific Economic Outlook 
which has been housed in and staffed by the Kansai 
Institute for Social and Economic Research 
(KISER).2 The Committee has been sponsored by 
the Ministry of Foreign Affairs of Japan and by 
regional business communities, the relevant organi-
zations of which are the Pacific Resource Exchange 
Center (PREX) and the Kansai Economic Federa-
tion (KEF)

Ambassador Yoshiji Nogami, Chairman of Japan 
National Committee for PECC (JANCPEC), serves 
as Chairman of the Japan Committee for Pacific 
Economic Outlook. Mr. Hiroshi Isono, Deputy 
Executive Director, Ms. Machiko Fujita and Ms. 
Kayo Fukui, Directors coordinated the management 
of the PEO/Structure Project. Dr. Janis Y.F. Kea 
provided editorial support to the PEO/Structure 
Project. 

The PEO/Structure Project presents its reports to the 
meetings of PECC and the Asia Pacific Economic 
Cooperation (APEC), forums of government offi-
cials and individuals in business, government and 
academic sectors who are interested in economic 
issues of the Asia-Pacific region.

For more information on the PEO/Structure Project, 
contact the secretariat at the Japan Committee for 
Pacific Economic Outlook.

2 The Kansai Institute for Social and Economic Research (KISER) is a nonprofit organization in Kansai (the region centered in Osaka, Kobe and 
Kyoto) that has as its objectives contributing to the development of the national and regional economies through academic advances. KISER 
promotes research projects under the cooperation of academia and local business community with the aid of governmental support. For more detail, 
see the information provided.

1 Akira Kohsaka, Ph.D., is Professor of Economics at the Osaka School of International Public Policy, Osaka University, Osaka, Japan.
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O V E R V I E W :
EXTERNAL ADJUSTMENTS UNDER INCREASING INTEGRATION
BY AKIRA KOHSAKA

Introduction and Summary
We have witnessed prolonged and unprecedentedly 
large external imbalances as well as significant 
changes in current and capital accounts in the global 
economy. The Pacific region is no exception to 
these trends. The issue of global imbalances, which 
has been hotly debated in Washington, D.C. since 
around 2005, centers on potential output slowdowns 
arising from disastrous major currency realignments 
and their impacts on the global economy. While we 
recognize this issue to be an acute policy concern, 
we focus our attention to recent developments in 
these external adjustments in the context of long-
term structural changes in the region. 

The current pace of economic integration in goods 
and services as well as in financial markets is inevi-
tably creating structural changes across economies 
in the world. From a macroeconomic point of view, 
increasing financial market integration may help 
detach the correlation between national saving and 
investment, thereby allowing larger and more 
persistent external surpluses or deficits across 
economies. On the other hand, increasing integra-
tion and resulting global competition has enhanced 
the stickiness of prices in goods and services 
markets despite exchange rate fluctuations; this, in 
turn, hampers expenditure switching and reduces 
the role of real exchange rate changes in external 
adjustments.

As an open region, the Pacific region has experi-
enced significant changes in its external position. 

Further scrutiny into the determinants and prospects 
of these changes would contribute to policymaking, 
particularly since growth and welfare of the region 
is heavily dependent on the global economy. It 
should be noted that historical experiences may not 
be of much help due to the substantial and funda-
mental changes that have occurred in recent global 
market structures. As long as capital is invested in 
the most productive opportunities anywhere in the 
world, national saving is effectively being used to 
enhance national as well as global welfare. As 
another asset market price, exchange rates will 
affect and be affected by developments in the global 
financial market, because they reflect relative prices 
of foreign currency–denominated assets. Under 
these circumstances, we can examine how external 
imbalances would proceed, but it may no longer be 
necessary to discuss how to correct these 
imbalances. 

Globalized production networks have made external 
transactions far more complicated than ever before 
due to increasingly sophisticated international 
vertical division of labor and increasing prevalence 
of intra-firm trade. We are no longer living in the 
simple and clear age of the elasticity approach to 
external adjustments. As a result of increasing 
financial assets trade, current accounts consist not 
only of trade accounts in goods and services, but 
also of income accounts based on outstanding 
stocks of cross-border assets and liabilities. 

In this Overview, we first review the recent patterns 
of current account imbalances and their components 
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(Section 1). Second, we examine historical episodes 
of reversals and adjustments of sustained current 
account imbalances in pursuit of some potential 
macroeconomic regularities (Section 2). Third, we 
discuss factors that affect national saving and 
investment behavior, and thereby current account 
balances (Section 3). Finally, we evaluate some 
policy options to reallocate aggregate demand 
across economies to correct external imbalances, 
summarize the interaction between financial inte-
gration and sustainability of imbalances, and discuss 
some policy implications (Section 4).

We can summarize our findings as follows:
Financial Market Integration and Sustainability of 
US Deficits: The current unprecedented large 
imbalances should be corrected, only when they are 
not sustainable. The sustainability, however, 
depends on the impact of global financial integra-
tion. We have realized some features intrinsic to the 
global financial integration. 

First, financial integration enhances the probability 
of asset market bubbles, allowing for more risk-
taking. Accordingly, in order to minimize financial 
bubble bursts and their costs, we need not only to 
improve and restructure financial regulations to 
accord to new financial environments, but also to be 
most alert in strengthening macroeconomic policies 
to contain the risk of bubbles.

Second, financial integration has increased the 
importance of balance sheet effects in various layers 
of economies. Accordingly, since the crisis, 
emerging markets have tried to insure themselves 
through accumulating official foreign reserves 
instead of encouraging the private sector to invest 
abroad. The non-financial corporate sector across 
both advanced and emerging market economies has 
been busy rehabilitating its balance sheet than 
investing in physical assets. As a result, corporate 
saving has compensated household saving within 
the private sector in the recent period in these 
economies.

Third, financial integration has increased gross 
financial flows remarkably so that the income 
account has become more and more important in the 
current account, particularly in advanced and high-
income emerging market economies. Also, 
increasing gross external assets and liabilities 

should produce far from negligible external wealth 
effects through exchange rate changes, which is 
always asymmetric across currencies of 
denomination.

Fourth, financial integration has been led, at least so 
far, by the comparative advantage of the United 
States as a global fund manager. Under the post 
Bretton Woods system of generalized floating 
exchange rates, the United States has become a 
global fund manager, graduating from just being a 
global banker. If any major correction in external 
accounts be needed, major changes in the global 
picture of financial flows as well must take place.

Exchange Rate Adjustments: Lots of talks on neces-
sary currency realignments have been told to wipe 
out the current imbalances. We must note, however, 
that, under the increasing integration, we find some 
significant changes in the role of exchange rates in 
external adjustments. Due to increasing vertical 
integration of product markets and smaller impor-
tance of the trade account in the current account, we 
see less scope than before for exchange rate changes 
to correct the current account balance.

Furthermore, financial account transactions have 
tended to overwhelm those of the current account in 
the foreign exchange markets. Namely, as far as 
international investors keep investing for expected 
higher returns in the United States than elsewhere, 
relatively strong US dollar and net financial inflows 
there will continue. 

Financial Openness: Failing to explain the most 
recent developments in current accounts in the 
Asian emerging markets, some implicated relative 
financial closedness of their financial markets and 
even their currency undervaluation as possible 
reasons. 

 Given their institutional vulnerabilities, however, 
to what extent and in what pace they should open up 
financial markets and capital transactions is a very 
controversial issue. So much so that, for the time 
being, one may say that their accumulating foreign 
reserves could be justified as necessary costs to 
insure themselves against possible external financial 
turmoils and that unexplicable current account 
surpluses in emerging markets have simply reflected 
their conservative attitudes against structural 
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changes in global finance. 

Macroeconomic Policy Options: As some standard 
global general-equilibrium models implicated, it 
appears that an increase in US saving is the most 
direct and feasible policy choice to significantly 
reduce the current account deficit in US as well as to 
reduce surpluses in Japan and Asia. Of course, 
stronger growth in Japan and/or a recovery of 
investment in emerging markets in Asia could also 
help reducing global imbalances, but for the 
moment, it would be neither feasible nor reasonable 
policy solutions.

An increase in saving in US would be most likely to 
be achieved by either fiscal consolidation or reha-
bilitation of household saving. Considering the 
current recession, the latter has become more and 
more feasible choice, because falling stock market 
and housing prices may raise household saving 
through their efforts to rebuild optimal wealth-
income levels. 

Under the current situation of persistent future 
recessions expected in the near future, however, an 
usual mix of enhanced output growth and real 
currency appreciation has become infeasible. In 
emerging markets, real appreciation seems out of 
question as a structural policy for long term 
productivity growth, while real exchange rates may 
be a strong tool for external adjustments there.

1. RECENT CURRENT ACCOUNT PATTERNS IN THE PACIFIC REGION
Overall Current Account: Increasing Imbalances
Current account imbalances reflect changes in both 
saving and investment behavior. Global saving and 
investment (as a percent of GDP) were relatively 
stable following the first oil shock and up until the 
late 1990s; however, more recently, these ratios 
have declined and hit historic lows in 2002 as shown 
in Figure 1. These global trends came largely from 
developed economies; in contrast, emerging markets 
showed trend increases in both saving and invest-
ment to various degrees.

When we look at the recent patterns of current 
accounts in the Pacific region (Figure 1), it is 
apparent that the global imbalance issue arises from 
global economic developments specific to the 
2000s. During this decade, the United States as well 

as Australia and New Zealand—all of which are 
known as persistent deficit countries—expanded 
their deficits even further (as compared to the 
1990s). On the other hand, Japan, a known persistent 
surplus country, showed no sign of a decrease in 
surplus.

Along with these countries, since the outbreak of 
the Asian crisis in 1997, emerging markets in the 
region have also continued to generate current 
account surpluses more or less directly due to their 
stagnant investment. However, it is important to 
note that, among these emerging markets, the 

Emerging Market and Oil-Producing Economies
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current accounts (percent of GDP)

Source: International Monetary Fund, World Economic 
Outlook, Fig. 2.1, April 2005.
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Figure 2.  Current account balances in the  
Pacific region (percent of GDP)

Source: International Monetary Fund, International Financial 
Statistics, CD-ROM.

developments in the current account balances are 
diverse. Indeed, on one hand, four emerging market 
economies—i.e., Hong Kong, Malaysia, Singapore 
and Chinese Taipei—are distinct in terms of 
increasing their current account surplus, closely 
followed most recently by China. On the other hand, 
the other crisis-hit economies—i.e., Indonesia, 

Korea, the Philippines and Thailand—have shown 
some decreases in current account surpluses to 
date.

While it is true that the main emerging regions ran 
moderate current account deficits in the mid-1990s, 
there is now an increasing divergence in current 
account balances across the region (IMF 2008, 
199). For example, while it is sometimes claimed 
that emerging Asia is accumulating large and 
increasing current account surpluses, the aggregate 
surpluses in the region reflect persistent surpluses of 
only the above five countries, rather than the other 
four emerging markets in the 2000s.

Components of the Current Account: Increasing Importance 
of the Income Account
The current account is made up of three major 
components: trade in goods, trade in services and 
the income account. In this study, we focus on 
developments in the income accounts. This focus is 
based on the rationale that the increasing financial 
integration has magnified the size and role of these 
income flows based on accumulated gross external 
assets and liabilities of these economies, and this 
has resulted in the accounts becoming more closely 
knitted with the international capital market.

The trade balance has typically been the dominant 
component in developments of the current account 
in the Pacific region, including the United States 
(Figure 3). However, there are several exceptions. 
Because of their heavy net external debt positions, 
deficits in the income account have overwhelmed 
trade balance surpluses and in cases such as New 
Zealand, it has generated persistent current account 
deficits. Likewise, most of the current account 
deficits in Australia are the result of income account 
deficits.

As a mirror image of these debtor economies, a 
significant part of the persistent current account 
surpluses can be explained by income account 
surpluses in the case of Japan because of the coun-
try’s net external creditor position. In this respect, 
the United States is unique in the sense that, while 
the country has become a net external debtor since 
the late 1980s onward, its income account has been 
in surplus (rather than in deficit) due to differences 
in ex post returns to inward and outward invest-
ments to and from the United States. One must note 
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that, in the 2000s, both the trade and income 
accounts deteriorated and expanded current account 
deficits in Australia and New Zealand, while only 
income account surpluses (not trade account 
surpluses) increased and expanded the current 
account surpluses in Japan. 

In the case of the emerging market economies in the 
region, developments in the current account are 
driven by the trade balance, although their gaps 
were sometimes very large due to huge income 
account deficits as in the case of Indonesia, Malaysia 
and Thailand (countries that have been heavily 
externally indebted). Except for Hong Kong and the 
Philippines, emerging markets in East Asia have 
generated significant trade account surpluses since 
the crisis, and these surpluses have overwhelmed 
service trade and income account deficits. The 
service trade surplus has been dominant among the 
components of the current account, overwhelming 
the merchandise trade deficit in Hong Kong, while 
exceptionally large current transfers from abroad 
have become larger than persistent trade deficits in 
the Philippines.

Financial Flows: Notable Increases in Gross Financial Flows
Turning to financial flows (Figure 4), Australia has 
received persistent net investments from abroad 
since the 1980s onward, mostly in the form of port-
folio flows firstly and direct investment secondly. 
New Zealand has become a serious persistent 
receiver of net investments from abroad since the 
1990s in terms of both foreign direct investment and 
portfolio flows, and the United States has tripled the 
size of its net investment from abroad almost 
exclusively in the form of portfolio investment in 
the 2000s. Moreover, if we examine both inward 
and outward investments, there has been a sea 
change in the early 2000s in terms of the volume of 
these flows. In particular, both foreigners’ inward 
investment and home country’s outward investment 
have increased significantly (in many cases, it 
doubled). Portfolio investment has played the major 
role, followed by direct investment. Japan has been 
a persistent gross as well as net external investor in 
both foreign direct and portfolio investments since 
the mid-1980s onward and the country strengthened 
its net external creditor position in the 2000s as 
reflected in its increasing income account 
surpluses.

Figure 4.  Components of the financial account  
(percent of GDP)

Source: International Monetary Fund, International Financial 
Statistics, CD-ROM.
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Current account surpluses in emerging market 
economies in the region have been generally associ-
ated with outflows of non-FDI capital flows and a 
huge accumulation of official foreign exchange 
reserves. Exceptions were China and Korea (though 
to a lesser degree for the latter), where both current 
and financial accounts have been in surplus and 
reserves have been accumulated. While Hong Kong, 
Singapore and Chinese Taipei have generated 
current account surpluses together with financial 
outflows and have been accumulating reserves, as 
persistent net external creditor economies, they 
should be differentiated from the other emerging 
market economies in the region. As opposed to 
non-FDI capital flows, emerging market economies 
in the region (with the exception of Indonesia) have 
continued to receive a significant amount of FDI 
flows despite the 1997 economic crisis. 

In contrast to advanced economies in the region, the 
crisis-hit emerging markets were not external inves-
tors despite their huge financial account deficits. 
Net financial outflows in Indonesia, Malaysia, the 
Philippines and Thailand, in particular, mainly 
reflected gross outflows or retrenchment of foreign 
investment flows (mainly portfolio and other invest-
ments) and not those of residents’ outward invest-
ments. In this sense, the linkage of these economies 
to the international capital market has remained 
one-way in nature, as compared to not only the 
advanced economies but also the other emerging 
markets such as Hong Kong, Singapore and Chinese 
Taipei.

Saving and Investment: Trend Declines
From a behavioral point of view, rather than using 
an accounting framework, developments in the 
current account can be grasped as reflecting the 
saving-investment gap. Ratios of global saving and 
investment (relative to GDP) were relatively stable 
during the 1970s and 1980s. While both saving and 
investment in industrial countries have been 
trending downward since the 1970s, these ratios in 
emerging market and oil-producing economies have 
risen (Figure 1). 

In the United States, after seeming recoveries from 
medium-term declines in both saving and invest-
ment in the 1990s, we observe a significant decline 
in saving and a resulting divergence from invest-
ment in the 2000s. In particular, the decline in 

Figure 5.  Saving, investment and current account 
in the Pacific region (percent of GDP)
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private saving resulted from a drop in household 
saving, and this decline has been even larger than 
the decline in public saving; together these declines 
have overwhelmed compensating increases in 
corporate saving. In Australia and New Zealand, 
after experiencing medium-term declines in saving 
and investment in the 1970s and 1980s, there were 
no sharp changes in saving, but some cyclical 
booms in investment in the 2000s. 

Subsequent to the declining trend in both saving and 
investment in Japan in the 1970s, there was some 
recovery in the 1980s; however, since the 1990s 
onward, there has been a slow but steady decline in 

Source: World Bank, World Development Indicators, CD-ROM.

Figure 5.  Saving, investment and current account 
in the Pacific region, continued (percent 
of GDP)
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both saving and investment. Nevertheless, in the 
most recent period, i.e., the 2000s, there has been a 
rebound in both saving and investment along with 
economic recovery from the so-called “Lost 
Decade” of the 1990s. In contrast to the United 
States, Japan has maintained higher saving than 
investment since the early 1980s onward.

Saving in emerging markets in the region has 
already surpassed those of advanced economies and 
has continued to remain high despite some decline 
in the 1990s. China has shown a remarkable increase 
in saving since the 1980s, and its investment has 
generally followed saving up until the Asian crisis. 

In the crisis-hit economies, investment declined 
sharply and has not yet recovered to pre-crisis levels 
as has occurred in other emerging markets (except 
for China). Saving also showed some declines from 
the crisis; however, the drop was to a lesser degree, 
despite sharp deterioration of public saving due to a 
deterioration in fiscal balances. The sharp turn-
around in the current accounts following the crisis 
reflects these movements in saving and investment 
in a very straightforward way. China experienced a 
strong rebound in both saving and investment in the 
2000s, with saving, which mainly came from the 
corporate sector, being larger than investment. In 
Hong Kong and Singapore, investment has declined 
significantly since the crisis, while saving has more 
or less remained the same. 

2. HISTORICAL EPISODES OF CURRENT ACCOUNT ADJUSTMENTS
Some argue that the adjustment of external imbal-
ances is not achieved through autonomous rebal-
ancing of demand between the United States and the 
surplus economies. Rather, it is argued that, because 
of still imperfect global integration, the redistribu-
tion of world demand requires as costs of adjust-
ments both an output decline in the United States 
and a real U.S. dollar depreciation, which in turn 
could bring about non-benign impacts on the global 
economy. For example, the U.S. external deficit fell 
by 3.5 percent of GDP over three years in the late 
1980s with significant declines in output growth 
and a 40 percent real depreciation of the U.S. dollar. 
In search of possible regularities involved with 
external adjustments in the past, the IMF (2007) 
identified historical episodes of large external 
imbalances and examined how long these episodes 
lasted, as well as how changes in output and real 

exchange rates contributed to their adjustments. 
Large and sustained reversals are defined as swings 
in the current account balance of at least 2.5 percent 
of GDP and at least 50 percent of the initial current 
account imbalance that are sustained for at least five 
years.

Deficit Reversals/Adjustments: Tradeoff between Growth 
Slowdown and Real Depreciation?
Based on their criteria,1 the IMF identified 42 
episodes of large and sustained external deficit 
reversals over the past 40 years in advanced coun-
tries which include Japan (1974, 1980), New 
Zealand (1984) and the United States (1987) in the 
Pacific region (Table 1). Note that the IMF also 
found 13 cases of large and persistent deficits2 
including Australia (1980–), New Zealand (1978–84 
and 1989–2006) and the United States (1998–). 
Table 1 lists these episodes of large and sustained 
external deficit/surplus reversals that were identi-
fied by the IMF, as well as the adjustments that took 
place in advanced and emerging markets in the 
Pacific region for the period 1970–2006.

By looking at the median of certain macroeconomic 
variables across these episodes (Figure 6), the IMF 
argued that the current account adjustment was 
generally accompanied by both a general slowdown 
in output growth and a temporary depreciation in 
real effective exchange rates (immediately in 
advance of the adjustment). While admitting that 
the magnitude of the exchange rate correction and 
of the GDP growth slowdown varies considerably 
across episodes, by distinguishing “contractionary” 
deficit reversals with a significant growth decline 
from “expansionary” reversals without a growth 
decline, they argued that the former goes together 
with stronger growth declines and less real currency 
depreciation than the latter. In other words, presum-
ably, there seems to be a trade-off between growth 
slowdown after the reversal and total real exchange 
rate depreciation.

As for the recent episodes of large and sustained 
current deficit reversals in advanced countries in the 
Pacific region, however, we have only three 
episodes in New Zealand (1974–78, 1984–91) and 
the United States (1987–91). In fact, the alleged 
deficit reversal episode in Japan (1981–85) was 
better regarded as not a reversal of large and 
sustained deficits, but part of the process of accu-
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Table 1.  List of current account reversals/adjustments and persistent current account deficits/
surpluses in the Pacific region (as a percent of GDP)

Country Year Deficit Size of 
adjustment Country Year Surplus Size of 

adjustment
Advanced economies
Japan 1974 -1.0 2.7 Japan 1986 4.3 2.8
Japan 1980 -1.0 5.3 New Zealand 1973 1.7 12.8
New Zealand 1974 -11.1 8.2 United States 1981 0.2 3.6
New Zealand 1984 -8.2 7.2
United States 1987 -3.4 3.5

Emerging markets
China 1985 -3.7 7.2 China 1982 2.8 6.5
China 1993 -2.6 6.5 China 1997 3.9 2.6
Hong Kong, China 1980 -5.0 12.4 Hong Kong, China 1975 17.5 22.5
Hong Kong, China 1995 -6.3 17.7 Hong Kong, China 1989 8.2 15.5
Indonesia 1986 -4.9 3.8 Indonesia 2000 4.8 4.7
Korea 1974 -19.7 19.7 Korea 1977 0.0 8.4
Korea 1980 -8.3 16.0 Korea 1988 7.7 10.4
Korea 1996 -4.2 15.8 Korea 1993 0.2 4.4
Malaysia 1974 -5.3 10.3 Korea 1998 11.7 10.7
Malaysia 1982 -13.1 21.1 Malaysia 1979 4.4 17.5
Malaysia 1995 -9.7 25.6 Malaysia 1987 8.0 16.5
Singapore 1974 -19.7 15.2 Malaysia 1993 15.9 8.4
Singapore 1980 -13.3 35.6 Malaysia 1999 15.9 8.4
Chinese Taipei 1980 -1.9 23.1 Chinese Taipei 1986 21.2 20.0
Thailand 1983 -7.2 7.8 Chinese Taipei 1991 6.8 4.8
Thailand 1990 -8.5 3.5 Thailand 1986 0.6 9.1
Thailand 1996 -8.1 20.8 Thailand 1998 12.7 17.2
Source: International Monetary Fund, International Financial Statistics, CD-ROM.
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mulating surpluses from small and temporary defi-
cits. Among the three, while we found the output 
growth decline to be common, we cannot trace any 
hint of real depreciation; rather it appears that there 
has been more or less an appreciation during adjust-
ments in both economies. Therefore, at least after 
the adjustment began, we see no trade-off between 
growth slowdown and real depreciation at the 
deficit reversal.

Even if we concentrate on reversals as well as 
adjustments of large and sustained deficits, however, 
we note that Japan has never had them and that 
reversals/adjustments in New Zealand (1986–91) 
and the United States (1987–92) were accompanied 
not by real depreciation but by appreciation in New 
Zealand.

In emerging markets in the Pacific region, 12 
episodes of deficit reversals were identified, namely, 
China (1985, 1993), Hong Kong (1980, 1995), 
Korea (1980, 1996), Malaysia (1985, 1991), Singa-
pore (1980), Chinese Taipei (1980) and Thailand 
(1983, 1996). If we also include large deficit reduc-
tions with a shorter sustained period of four years 
(instead of five), we can add to this list episodes in 
Indonesia (1986), the Philippines (1982, 1999), 
Singapore (1974) and Thailand (1990). These 
deficit reversals/reductions do not appear to be 
generally associated with real appreciation nor 
output growth declines. In fact, we observe a pickup 
in growth in Indonesia (1986–89) and Korea 
(1980–88), and real appreciation in Singapore, 
while the usual combination of growth slowdown 
and real depreciation can be found in the Philippines 
(1982–85) and Malaysia (1982–87). 

The current account reversals in the crisis-hit econo-
mies in the region were unprecedented, and in fact, 
were too abrupt to be included in this definition of 
large and sustained deficit reversals. In the episodes 
of external adjustments in the 1980s, prior current 
account deficits were reduced gradually enough to 
accommodate negative shocks, so that investments 
fell to some extent, but not much. In contrast, the 
current account turned from being very negative to 
very positive in the 1997 crisis period especially in 
the crisis-hit economies. The degree of reversal 
reached 13–19 percent of GDP in Korea, Malaysia 
and Thailand in two years, which without doubt 
aggravated the tremendous negative shocks along 

with the sharp falls in investment. 

Surplus Reversals/Adjustments: Structural Changes after 
the Asian Crisis
Turning to surplus reversals, the IMF (2007) identi-
fied 36 (49) episodes of large and sustained reversals 
of external surpluses in advanced (emerging market) 
economies, including Japan (1986), the United 
States (1981), China (1982, 1997), Hong Kong 
(1989), Korea (1988, 1998), Malaysia (1987, 1999), 
Chinese Taipei (1986) and Thailand (1998) in the 
Pacific region. If we again include large surplus 
reductions with shorter sustained period of four 
years (instead of five), we can add the cases of 
Indonesia (1999), Korea (1977, 1993) and Malaysia 
(1979) in emerging markets.

Again, by looking at the median of certain macro-
economic variables across episodes (Figure 7), the 
IMF (2005) found that the surplus reversals have 
been associated with both more-or-less immediate 
growth acceleration and a real currency appreciation 
at the adjustment in both advanced and emerging 
market economies. Note that we can find real 
appreciation before the adjustment in advanced 
economies, while, in contrast, we find real deprecia-
tion in emerging market economies. By distin-
guishing between expansionary surplus reversals 
with strong output growth and contractionary 
reversals with a substantial fall in growth, they 
argue that the expansionary cases go together with 
strong demand growth, while the contractionary 
cases go with real depreciation prior to the adjust-
ment and strong growth in domestic demand backed 
by expansionary macroeconomic policies.

In the Pacific region, a large and sustained surplus 
reversal/reduction episode in advanced countries 
can be found only in Japan (1986) which was asso-
ciated with real appreciation and an increase in 
output growth.3 Among the emerging markets, 
China (1982–85), Hong Kong (1989–92), Korea 
(1988–91) and Malaysia (1987–91) had surplus 
reversals/reductions in the 1980s associated with 
increases in output growth, while Korea (1998), 
Malaysia (1999) and Thailand (1998) witnessed 
positive, but relatively weak output growth (the 
latter of which is of course related to the recovery 
process after the Asian crisis). In addition, their 
surplus reversals/reductions were not specifically 
associated with either real exchange rate apprecia-
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tion or depreciation.

Overall Assessments: Historical Experiences Tell Us Little
Overall, if we will follow the median global historical 
pattern of sustained deficit reversals, the United 
States may be able to make a soft-landing scenario 
with a mild decline in output growth on the condi-
tion of significant prior real depreciation. This 
would also be applicable to Australia and New 
Zealand, while Japan will need higher output growth 
and real appreciation. However, if we restrain 
ourselves to the recent historical experiences in the 
Pacific region, we cannot tell much about the due 
course of real exchange rate changes; that is, we are 

not confident whether real depreciation will 
moderate output growth slowdown in the U.S. 
external deficit reversal/adjustment where the 
former is expected to moderate the latter. As to 
emerging markets, unfortunately, the historical 
patterns of sustained adjustments reveal even less 
about likely external adjustments because of their 
mixed experiences. This is also the case in the 
Pacific region, particularly due to the recent Asian 
crisis. In the 1980s, sustained surpluses were 
adjusted through increases in output growth and real 
currency appreciation, but we are not sure what 
would occur in their external adjustments, without 
mentioning possible output growth increases in the 

Advanced economies

1.5

2

2.5

3

3.5

4

4.5

t - 5 t - 4 t - 3 t - 2 t - 1 t = 0 t + 1 t + 2 t + 3 t + 4 t + 5
96

98

100

102

104

106

t - 5 t - 4 t - 3 t - 2 t - 1 t = 0 t + 1 t + 2 t + 3 t + 4 t + 5

Real GDP growth REER 

Emerging markets

2

3

4

5

6

7

t - 5 t - 4 t - 3 t - 2 t - 1 t = 0 t + 1 t + 2 t + 3 t + 4 t + 5
95

100

105

110

115

t - 5 t - 4 t - 3 t - 2 t - 1 t = 0 t + 1 t + 2 t + 3 t + 4 t + 5

Real GDP growth 
REER 

Figure 7. Output growth and REER during surplus reversals

Note: Medians across episodes; t = 0 is the peak year of the ratio of current account surplus to
GDP; x-axis in years before and after = 0.

Source: International Monetary Fund, World Economic Outlook, Figure 3.2, April 2007.



 EXTERNAL ADJUSTMENTS UNDER INCREASING INTEGRATION IN THE PACIFIC REGION 19

there is no straightforward way and there are no 
easily available tools to realize the target levels and 
paths. Rather, while output growth is one policy 
target, both real exchange rates and current accounts 
are intermediate policy vehicles that are used to 
achieve ultimate policy goals. Having in mind 
possible alternative scenarios of external adjust-
ments exemplified by the historical patterns as 
above, we will next consider how we can affect 
current account imbalances with the policy tools 
that are available and assess the effectiveness of 
these tools.

3. FACTORS OF RECENT CURRENT ACCOUNT PATTERNS
As has already been noted, current account imbal-
ances reflect changes in saving and investment 
behavior. The next question, then, is what deter-
mines the development of saving and investment 
behavior across economies? Based on a substantial 
number of studies on this topic,4 the IMF (2005) 
estimated dynamic panel models for saving and 
investment using data for 46 industrial, emerging 
markets and oil-producing countries over the period 
1972–2004 (Table 2). 

near future. 

Looking into the recent past, we must reiterate two 
concerns here. One, we do not know if we can 
repeat the historical pattern under this fast-changing 
environment, particularly the acceleration in 
economic integration. The historical regularities 
observed come from cross-country experiences 
mostly before the 1990s. There is simply no guar-
antee that the pattern is applicable to individual 
countries in a different time and space. For example, 
is it really true that real depreciation either offsets 
an expenditure-reducing shock or corrects a 
competitiveness problem? First, circumstantial 
evidence cannot provide us with much information 
about causality between the macroeconomic vari-
ables of interest. Second, they ignore cross-country 
differences and because we are looking only at the 
median, wide margins of variations in relevant 
variables occur. Third, historical episodes cannot 
predict recent possible structural changes driven by 
increased integration in product and financial 
markets. 

The second concern is that we have no consensus on 
how we can realize these scenarios. That is, both 
output growth and real exchange rates are highly 
endogenous macroeconomic variables; as such, 

Table 2.  Global saving and investment: a panel regression
Saving (% of GDP) Investment (% of GDP)

All Industrial 
countries

Emerging 
market 

economies
All Industrial 

countries
Emerging 

market 
economies

Lag-dependent variable
Percent of GDP saving 0.62 0.70 0.71 — — —
Investment — — — 0.76 0.80 0.80

Main determinants
Real per capital GDP growth 0.17 0.28 0.13 0.26 0.33 0.23
Real interest rate 0.01 -0.07 0.01 — -0.08 —
Credit (% of GDP) -3.47 -1.53 -2.51 -1.36 0.81 -1.64
Change in credit
(annual % of GDP) -2.17 -0.94 -7.39 0.08 0.02 0.12
Elderly dependency ratio -0.44 -0.43 -0.66 -0.09 -0.04 -0.19
Public saving (% of GDP) 0.27 0.15 0.24 — — —
Terms-of-trade growth 0.08 0.06 0.08 — — —
Note: Bold-faced values are statistically significant at the 5 percent level.  Values in italics are statistically significant at the 10 
percent level.
Source:  International Monetary Fund, World Economic Outlook, Table 2.2, Sept. 2005.
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A significant declining trend in household saving is 
observed across advanced economies (Figure 8). 
Trend increases in corporate saving, however, 
countered household saving in Japan (as well as in 
the Euro area, but to a lesser degree), resulting in 
relatively stable private saving, as opposed to trend 
declines in private saving in the United States.

The data also show several medium-term swings in 
public saving in the industrial countries. Australia, 
New Zealand and the United States share a similar 
trend with other industrial countries, where fiscal 
consolidation improved public saving in the 1990s, 
but there have been some setbacks in the 2000s. 
Japan again has been exceptional in that it has 
experienced secular decline in public saving since 
the beginning of the 1990s.

For emerging markets, two key drivers of the recent 
increase in saving can be identified: (i) the sharp 
increase in public sector saving and (ii) stronger 
output growth. Thanks to fiscal consolidation in the 
1980s, emerging markets in the Pacific region have 
maintained relatively high levels of public saving 
since the 1990s (despite the crisis in 1997), while 
China has significantly improved its fiscal balances 
since the mid-1990s; these factors have provided 
strong support to aggregate savings in emerging 
markets as a whole. Private saving recovered to 
exceed pre-crisis levels; however, this is not due to 
recovery in household saving, but is due to increased 
corporate saving, particularly in China and Korea.

Investment Behavior
Among the advanced economies in the region, only 
Japan has shown a downward trend in the invest-
ment rate. Some say that this is common with the 
Euro area countries, suggesting a convergence of 
investment rates across industrial countries. Invest-
ment rates have remained stable since the 1990s in 
Australia, New Zealand and the United States. 
Except for China, investment rates have fallen 
drastically in emerging markets in the region since 
the Asian crisis and have not yet recovered to pre-
crisis levels. There seems to be no commonality or 
regularity in the long-term investment behavior 
across emerging markets.

As a matter of fact, the tracking of recent develop-
ments in investment based on the panel estimation 
model above was not very successful. Similar to 

The key results of the analysis for saving are as 
follows:

    1) Higher output growth boosts saving;

    2)  Fiscal consolidation (decrease in fiscal deficit) 
is associated with increased saving (i.e., 
Ricardian equivalence does not fully hold);

    3)  Increases in private sector credit are associated 
with a reduction in saving;

    4)  Saving behavior does not appear to be affected 
by rate of return considerations. 

Result number (3) implies that financial deregula-
tion and innovation relaxed households from 
borrowing constraints and that wealth effects 
(through the sharp increase in asset prices such as 
housing prices) drove households to reduce saving, 
particularly in industrial countries over the last 
decade. 

In turn, the results for investment are as follows:

    1)  Stronger output growth leads to higher invest-
ment rates;

    2)  Increased availability of credit is associated 
with higher investment;

    3)  An increase in the cost of capital is associated 
with lower investment.

Based on the estimated results, two important 
factors were identified in explaining the decline in 
saving in industrial countries over the recent period: 
(i) the increase in private sector credit, and (ii) the 
drop in public saving. 

Saving Behavior
In the Pacific region, the trend increase in private 
sector credit in Australia, New Zealand and the 
United States were associated with a trend decline 
in household saving (a reflection of the relaxation in 
credit constraints through financial deregulation 
since the 1990s). In extreme contrast, Japan experi-
enced a large, abrupt decline in private sector credit 
during the 1990s, while it also shared a similar 
structural decline in household saving (but due to 
other reasons).
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within economies as well as among economies and 
regions, but total saving must also be equal to total 
investment in a global economy. This suggests that 
in order to grasp the essence of global imbalances, 
we need to capture the interactions between vari-
ables and across countries within an integrated and 
consistent framework (IMF 2005, 106). 

We realize that common factors such as asset price 
increases and/or credit growth as well as regional/
individual factors affect saving, investment and 
current account balances. To see how global imbal-
ances could be reduced, the IMF (2005) estimated a 
factor-augmented vector autoregressive model that 
attempts to grasp global linkages and spillovers 
among macroeconomic variables of interest in 
several countries. 

Simulations for an increase in U.S. saving, an 
increase in investment in Asia, stronger economic 
growth in Japan and an increase in real interest rates 
in the United States were conducted. The results of 
the simulation are as follows:

    1)  An increase in U.S. saving rates would have a 
significant positive effect on the U.S. current 
account deficit. More specifically, a permanent 
1 percent increase in the U.S. gross national 
saving rate would reduce the U.S. current 
account deficit by 1/2 percent of GDP after 
three years. This would also reduce the current 
account surpluses in Japan by 3/4 percent of 
GDP, but in Hong Kong, Singapore and 
Chinese Taipei, by as large as 3 percent of 
GDP (with some variations).

    2)  An investment recovery in Asia (excluding 
China) could also contribute to a reduction in 
global imbalances. More specifically, a 5 
percent permanent increase in the investment 
rate (as a percent of GDP) in Indonesia, Korea, 
Malaysia, the Philippines and Thailand is 
needed in order to reduce the U.S. current 
account deficit by 3/4 percent of GDP after 
three years. This would reduce the current 
account surplus in Japan by 1/2 percent of 
GDP.

    3)  An increase in Japan’s real GDP growth would 
help to reduce the U.S. current account deficit. 
Japan needs an increase in GDP of 1/2 percent 

other recent studies, the results incorrectly predicted 
increases in investment both in industrial countries 
and emerging markets. This, however, suggests that 
the recent lower-than-it-should-be investment is a 
key factor behind the recent global imbalances and 
low world real interest rates. It also suggests that the 
corporate sector has been busy restructuring its 
balance sheets rather than investing in capital, 
particularly in Japan and the emerging market 
economies in the Pacific region.

Overall Assessment
From the above analysis, facing the current global 
financial crisis, we see only negative factors for 
both saving and investment in both the advanced 
and emerging market economies. Both output and 
credit growth are expected to slow down and public 
saving is expected to decline further. According to 
the estimates presented in Table 2, the slowdown in 
output growth is likely to reduce investment more 
than saving, thereby reducing external deficits and 
increasing surpluses. The credit growth slowdown 
may increase private saving and decrease invest-
ment, and thereby reduce external deficits but 
increase surpluses. Declines in public saving will 
counteract narrowing deficits and expanding 
surpluses.

Current accounts are simply net of aggregate saving 
over aggregate investment and the total of current 
accounts across economies in the global economy 
must be balanced. Thus, in order to discuss what we 
should or should not to do to cope with the current 
external imbalances, we need to know not only how 
saving and investment changes relative to one 
another within economies, but also how their differ-
ences interact with each other across countries 
through the adjustment of interest rates and 
exchange rates in the global economy.

4.  FINANCIAL INTEGRATION AND SUSTAINABILITY OF 
CURRENT ACCOUNT IMBALANCES

Policy Simulation: Is International Coordination Necessary?
In addition to the failure of tracking investment 
behavior of both advanced and emerging market 
economies, we should note that relevant macroeco-
nomic variables are not separate from but are more 
or less closely correlated to each other as part of an 
integrated global economic system. Indeed, not only 
is it true that saving and investment are correlated 
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markets, real appreciation seems to be out of the 
question as a structural policy for long-term 
productivity growth (Goeltom and Juhro (2009) for 
Indonesia and Loh (2009) for Malaysia), while real 
exchange rates may be a strong tool for external 
adjustments there.

Financial Market Integration and Sustainability of US 
Deficits
As was discussed at the outset, it is not necessarily 
the case that unprecedented large imbalances should 
always be corrected. Rather, we care about these 
imbalances only when they are not sustainable. 
Sustainability, however, depends on the impact of 
global financial integration, and in the preceding 
discussion, we analyzed certain features that are 
intrinsic to the global financial integration. 

First, financial integration, by allowing for more 
risk-taking, may enhance the probability of asset 
market bubbles. In fact, along with the global trend 
of financial liberalization as well as financial inte-
gration, the occurrence of financial crises has 
increased. Accordingly, in order to minimize finan-
cial bubble bursts and their costs, we need to not 
only improve and restructure financial regulations 
to accord to the new financial environments, but we 
also need to resort to macroeconomic policies to 
contain the risk of bubbles.

Second, financial integration has increased the 
importance of balance sheet effects in economies. 
For the emerging market economies, particularly 
the net external debtor economies in the Pacific 
region, the Asian economic crisis taught them the 
critical importance of currency composition and 
term structure of external liabilities, which could 
produce abrupt reversals of financial flows due to 
their intrinsic pro-cyclicality. Accordingly, since the 
crisis, these economies have tried to insure them-
selves by accumulating official foreign reserves 
instead of encouraging the private sector to invest 
abroad. In the process of recovery from financial 
crises, the nonfinancial corporate sector in both 
advanced and emerging market economies has been 
busy rehabilitating its balance sheet rather than 
investing in physical assets, and have been using 
recovered profits and less costly borrowed funds. 
This is exactly how the Japanese firms rehabilitated 
themselves in the 1990s and continue to do so even 
now. As a result, corporate saving has compensated 

a year in order to reduce the U.S. current 
account deficit by 0.2 percent of GDP after 
three years, while reducing the current account 
by 0.3 percent of GDP. The impact on the 
current account balances of Indonesia, Korea, 
Malaysia, the Philippines and Thailand is not 
clear.

    4)  An increase in real short-term interest rates in 
the United States would have a limited impact 
on the current account. A cumulative 2 percent 
increase over the next three years would reduce 
the current account deficit in the United States 
or other countries by less than 0.1 percent of 
GDP. This is partly because of the high 
co-movement in interest rates, saving and 
investment across industrial countries, 
resulting in little impact on global imbalances.

Although the IMF (2005) emphasizes that the policy 
response needs to involve many countries and that 
coordinating this response requires the efforts of 
international policymakers, the above simulation 
results appear to show that an increase in U.S. 
saving is the most direct and feasible policy choice 
to significantly reduce the current account deficit in 
the United States as well as reduce surpluses in 
Japan and Asia. Of course, stronger growth in Japan 
and/or a recovery of investment in emerging 
markets in Asia could also help reduce global imbal-
ances; nevertheless, at the moment, this is easier 
said than done. An increase in real interest rates in 
the United States would not help alleviate global 
imbalances mainly because of increasing macro-
financial linkages under globalization.

An increase in U.S. saving could be achieved by 
either fiscal consolidation or rehabilitation of 
household saving. Considering the current reces-
sion, the latter has become the more feasible choice, 
as falling stock market and housing prices may raise 
household saving through their efforts to rebuild 
optimal wealth-income levels. Dekle and Nugent 
(2009) remind us, however, that “negative capital 
gains have been realized in the past without bene-
fiting the personal savings rate appreciably.” 

Under the current situation of persistent recessions 
expected in the near future, however, the usual mix 
of enhanced output growth and real currency 
appreciation has become infeasible. In emerging 
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for household saving within the private sector in 
recent periods in these economies.

Third, financial integration has increased gross 
financial flows remarkably so that the income 
account has become increasingly important in the 
current account, particularly in the advanced and 
high-income emerging market economies. For 
example, persistent current account deficits in 
Australia and New Zealand on the one hand and 
persistent surpluses in Japan on the other are well 
explained by their significant income account defi-
cits and surpluses. In addition, increasing gross 
external assets and liabilities should produce far 
from negligible external wealth effects through 
exchange rate changes, which is always asymmetric 
across currencies of denomination. The wealth 
effects from a U.S. dollar depreciation would alle-
viate negative shocks in the United States, but it 
would negatively affect creditor economies such as 
China, Japan, Singapore and Chinese Taipei.

Fourth, we should note that, thus far, financial inte-
gration has been led by the comparative advantage 
of the United States as a global fund manager. 
Financial capital—mainly in the form of foreign 
direct investment and portfolio flows—has flowed 
into the United States, which is the other side of the 
same coin as the U.S. current account deficit. Under 
financial globalization, global capital moves freely 
in search of higher expected returns. Under the 
post–Bretton Woods system of generalized floating 
exchange rates, the United States has become a 
global fund manager or a venture capitalist, gradu-
ating from just being a global banker (Gourinchas 
and Rey 2005, Lane and Milesi-Ferretti 2007). It is 
well known that the United States has enjoyed 
higher returns from its external investment as 
compared to the returns earned by foreigners on 
U.S. inward investment. The composition of U.S. 
external assets and liabilities shows that not only the 
former, but the latter too have consisted more of risk 
assets such as foreign direct investment and equity 
flows. If any major correction in external accounts 
is needed, changes in the global picture of financial 
flows must take place.

External Adjustment through Exchange Rates Changes
There has been a great deal of discussion and debate 
on currency realignments that are needed to wipe 
out the current imbalances. We must note, however, 

that under the increasing global economic integra-
tion, it is natural for us to find that the role of 
exchange rates in external adjustments has changed. 
First, increasing vertical integration of product 
markets or production networking has complicated 
the correlation between the trade account and 
exchange rate changes. Some argue that exchange 
rate elasticities of trade account balances have 
become weakened. Moreover, the importance of the 
trade account in the current account has become 
relatively smaller in some economies because the 
income account has become more significant. To 
sum, we see less scope than before for exchange rate 
changes in correcting the current account balances.

Furthermore and second, thanks to financial integra-
tion, financial account transactions have tended to 
overwhelm those of the current account in the 
foreign exchange markets. This means that financial 
flows have tended to determine nominal exchange 
rates. Since financial flows are based on expected 
rates of returns on assets, exchange rates are ulti-
mately dependent on international investors’ 
expectations. That is, if investors do not believe in 
necessary corrections of current account imbalances 
in the United States or if investors continue to invest 
for expected higher returns there than elsewhere, 
dollar appreciation and net financial inflows will 
remain.

Financial Openness in Emerging Markets
The IMF (2008) focused on the determinants of 
medium-term current account balances and esti-
mated a model of current account covering a panel 
of 58 advanced and non-oil emerging market econo-
mies during the period 1983–2006. In addition to 
the usual determinants such as income levels, output 
growth, fiscal deficits, etc., the IMF found that the 
degree of financial openness and financial depth are 
significant in explaining the current account. The 
IMF even went so far as to imply that part of the 
current account surpluses in emerging markets in 
East Asia can be explained by their relative close-
ness of their financial markets. However, they also 
found that these factors almost totally failed to 
explain the most recent developments in current 
accounts in the Asian emerging markets. As a result, 
the IMF ultimately suggested currency undervalua-
tion as a possible additional reason. 

Given their institutional vulnerabilities, particularly 
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with respect to prudential regulations on the finan-
cial sector and the intrinsic imperfect and asym-
metric information problems with respect to inter-
national investment inflows to emerging markets, to 
what extent and at what pace should these econo-
mies open up their financial markets and capital 
transactions is a very touchy, difficult and contro-
versial issue. This is so true that, for the time being, 
one may say that their accumulation of foreign 
reserves could be justified as a necessary cost to 
insure themselves against possible external financial 
turmoil. In addition, as shown by the case of talking 
down the RMB of China, whether their currencies 
are undervalued or not would not be easy to prove, 
but would be easy to politicize. Rather, we should 
note that too large or inexplicable current account 
surpluses in emerging markets in the region have 
simply reflected structural changes in global finance 
as well as the conservative attitudes of these econo-
mies toward them.

Endnotes

1 Large and sustained reversals are defined as 
swings in the current account balance of at least 2.5 
percent of GDP and at least 50 percent of the initial 
current account imbalance that are sustained for at 
least five years. (IMF 2007, Chapter 3, 83)

2 Large and persistent imbalances are defined as 
episodes where the current account balance 
remained above 2 percent of GDP for at least five 
years. (IMF 2007, Chapter 3, 83)

3 Although there was a large swing in the U.S. 
current account (1981–87), we do not see this as a 
sustained surplus reversal, because it was not a 
correction of surplus but deterioration.

4 For example, see Loayza et al. (2000). 
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Australia’s current account deficit ranks as one of 
the most longest-running external imbalances in the 
world and remains central to any analysis of the 
nation’s international economic performance. The 
external deficit, at times exceeding six percent of 
GDP since the floating of the exchange rate and 
capital account liberalization of the early 1980s, has 
been matched by equivalent net capital inflow or 
capital account surplus.

The persistently high current account deficit 
matched by foreign capital inflow can be interpreted 
as a divergence between Australia’s aggregate 
saving and investment. Historically, Australia has 
been a relatively low-saving economy, yet one that 
persistently invests more than comparable economies.

Australia is also one of the largest international 
debtors for its size, with a level of net foreign liabili-
ties now over 60 percent of GDP due to current 
account deficits that have persisted for decades. 
Over this time, the economic significance of 
Australia’s current account deficit and its foreign 
indebtedness has been strongly debated in policy 
circles due to concerns about the economy’s external 
vulnerability. It has also prompted serious macro-
economic policy mistakes. In the early 1990s, for 
instance, external deficits contributed to very high 
official interest rates and a significant policy-
induced recession. The lesson arising from this 
recession was that dampening economic activity to 
reduce the external deficit serves no lasting purpose 
because the imbalance only expands again with 

economic recovery.

Influenced by financial liberalization and greater 
international capital mobility, the size of Australia’s 
current account deficit has risen to an average of 
around 4.5 percent of GDP since the early 1980s, 
compared to an average level of around 2.25 percent 
during the 1960s and 1970s. As a result, the level of 
net foreign debt now exceeds half a trillion dollars 
or over 60 percent of GDP, making Australia one of 
the largest international debtors for its size, with 
external account imbalances that are unusually large 
by OECD standards.

The private sector owns nearly all of this debt and 
around 80 percent of external borrowing is interme-
diated through financial institutions, mainly the 
major commercial banks. Although Australia 
currently has a high level of external liabilities to 
the rest of the world, a greater rise in private wealth 
due to capital accumulation and valuation gains 
have ensured that net external liabilities are still low 
as a proportion of the total value of residents’ 
assets.

External imbalances have been the measured 
equivalent of the excess of domestic investment 
(i.e., expenditure by the private and public sectors 
on fixed assets including machinery and equipment, 
dwellings, nondwellings, roadworks and livestock) 
over relatively more stable domestic saving. Since 
saving has been relatively stable, the bulk of varia-
tion in the external imbalance has been due to fluc-

Current account balance
GDP growth
Gross capital formation

Gross savings
REER index, 2000=100 (RHS)
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tuations in domestic investment.

The Australian dollar exchange rate has been 
comparatively free-floating since 1983 and has 
exhibited considerable variation over this time 
against the U.S. dollar and in nominal effective 
terms, as measured by the trade weighted index.

In the short run, the nominal exchange rate is highly 
responsive to monetary policy settings, in particular, 
short-run interest differentials set by the central 
bank, the Reserve Bank of Australia. Over the very 
long run, mean reverting behavior of the real effec-
tive exchange rate is broadly consistent with long-
run purchasing power parity.

Medium-term movements in Australia’s real exchange 
rate have been associated empirically with an 
external and real source of disturbance, the econo-
my’s terms of trade, defined as the relative price of 
exports to imports of goods and services. Empirical 
observation of the Australian dollar ($A) suggests 
that the currency has historically behaved as a 
“commodity currency.” Hence, the $A has tended to 
appreciate (depreciate) following a rise (fall) in 
world commodity prices as the supply of foreign 
exchange increases (falls).

As a relatively small economy in the world trading 
system, Australian producers and consumers are 
largely dependent on prices determined in global 
markets and hence are “price takers” for the bulk of 
goods and services bought and sold internationally. 
The heavy weighting of agricultural and mineral 
commodities in Australia’s merchandise exports 
largely accounts for the economy’s terms-of-trade 
movements, which have been more volatile than 
those of other advanced economies (though it 
exhibits similar variability with New Zealand).

From the mid-1980s, Australia experienced a steep 
increase in the relative size of its current account 
imbalance, matched by higher capital inflow, 
attributed usually to factors that influence domestic 
saving and investment behavior. Accordingly, 
domestic saving and investment rates have become 
more independent, or less correlated, so that capital 
mobility has increased. At the same time, real 
interest rate movements can no longer be properly 
understood without reference to international 
borrowing and lending patterns.

Prior to the late 1990s, there was a high degree of 
co-movement between real long-term interest rates 
and net capital inflow, suggesting that domestic 
factors were predominantly driving the external 
imbalance. Since then international factors have 
been the main drivers.

Anxieties about Australia’s current account deficit 
and foreign debt have been expressed in the past and 
the size of the external account imbalance has been 
a predominant focus of macroeconomic policy since 
the Australian dollar exchange rate was floated in 
the early 1980s.

Yet, Australia’s persistent current account deficits 
are best perceived as being symptomatic of a growth 
process in which the rate of capital accumulation 
exceeds the economy’s overall saving rate. None-
theless, the risk remains that national income gains 
attributable to foreign capital inflow will diminish 
in the future if long-term world interest rates rise or 
if a higher foreign debt-related interest risk premium 
emerges. 
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China has been accused of exchange rate manipula-
tion that caused large U.S. trade deficits, which in 
turn have reduced U.S. welfare by increasing 
unemployment and reducing wages. Several U.S. 
economists declared in 2007 that it was necessary 
for the renminbi (RMB) to appreciate 40 percent in 
order eliminate the global trade imbalances. In 
addition, according to some observers, the trade 
imbalance is also deeply deleterious to China’s 
welfare because it has led the People’s Bank of 
China to lose control over the money supply and, 
hence, caused an overheating of China’s economy. 
It therefore appears that it would almost be a moral 
imperative for the United States to use tariffs to 
force an RMB appreciation for China’s own good.

However, these claims are questionable and may, in 
fact, be untrue. First, the claim that a 40 percent 
appreciation of the RMB against the U.S. dollar 
(US$) would reduce the U.S. global trade deficit 
represents the triumph of hope over experience. 
When the average yen-US$ exchange rate fell from 
239 in 1985 to 128 in 1988, the U.S. global current 
account deficit only fell from 2.1 percent to 1.7 
percent of GDP; this is so, because Japanese 
companies began investing abroad and exported the 
goods to the U.S. from there overseas entities. For 
similar reasons, a large RMB appreciation would 
not significantly reduce U.S trade deficits.

The second claim that China’s swelling balance of 
payments surplus caused the People’s Bank of 
China (PBC) to lose some control of credit growth 

is wrong. Chinese banks face credit quotas, and 
credit growth could not have stayed high in 2003–07 
without continual upward adjustments of the credit 
quotas by the PBC. The reason for the PBC action is 
not technical inability to control money growth but 
the political reality of factional politics. The new 
Communist Party chief (Hu Jintao) installed in late 
2003 was not the choice of predecessor (Jiang 
Zemin) and he faced a Standing Committee whose 
majority were beholden to Jiang. Easy credit was 
part of Hu’s way to ensure the consolidation of his 
power in the next Party election in 2008. This was 
why GDP growth was 13 percent in 2008, and tight 
monetary control was imposed only after the 
conclusion of the Party elections, which saw 
substantial gain for the Hu faction.

Third, the alleged negative effects of the trade 
imbalance on U.S. labor are greatly exaggerated. 
The average unemployment rate in 1999–2006 was 
5 percent compared to 6 percent in 1991–98, and the 
total compensation (including benefits) for blue-
collar workers rose in the 1991–2006 period. Since 
economic globalization accelerated in 1990–92, the 
integration of the labor force in the former Soviet 
Union, India and China into the international divi-
sion of labor led to a doubling in the amount of labor 
producing goods for the world markets. Under these 
conditions, the standard Heckscher-Ohlin model 
would have predicted a rising unemployment rate 
and a falling wage rate in the United States. The 
reason why both the unemployment and wage rates 
improved was because accelerated technological 
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the present global economic recession.innovation was a more important trend in this 
period. The latter produced large productivity gains 
that enabled labor income to rise despite the greater 
competition from imports. However, these two 
trends of accelerated globalization and accelerated 
technological innovation caused more frequent job 
turnovers, which increased worker anxiety, and 
hence raised social demand for trade protectionism.

China’s current account surplus exists because its 
dysfunctional financial system cannot intermediate 
the growing amount of saving into investment. The 
private saving rate is high because China does not 
have the variety of financial institutions that would 
allow for (i) pooling of risks by providing medical 
insurance, pension insurance and unemployment 
insurance; and, (ii) transformation of savings into 
education loans, housing loans and other types of 
investment loans. The backward financial system in 
China has made the private saving rate in China 
7.0-12.2 percentage points higher than in the United 
States.

The optimum solution to the present trade tensions 
is a policy package that emphasizes multilateral 
actions. It is bad economics and bad politics to 
focus on only one party (i.e., that China alone must 
change), on only one instrument (i.e., RMB appre-
ciation alone), and on only one policy objective 
(i.e., the current account balance). Coordination of 
national adjustment measures (outlined below) by 
China and the United States would result in a 
win-win method of reducing the global trade 
imbalances.

First, China should focus on import-intensive invest-
ment as the short-run objective and on the develop-
ment of its financial sector as the long-run objective. 
Second, the United States should implement 
measures to increase public and private saving rates 
once the current recession is over. The United States 
should also work to improve the coverage of its 
social safety nets in order to reduce the pains of 
structural adjustment. Third, China and the United 
States should assert more leadership in the WTO 
Doha negotiations to achieve significant multilateral 
liberalization of global trade. This last achievement 
would help contain both the present populist back-
lash against economic globalization in developed 
countries and the proliferation of (self-defeating) 
beggar-thy-neighbor policies undertaken to combat 



32  PACIFIC ECONOMIC OUTLOOK STRUCTURE PROJECT

HONG KONG, CHINA
BY ANDREW SIK HUNG AU

-5

0

5

10

15

20

25

30

35

40

1970 1975 1980 1985 1990 1995 2000 2005

% of GDP

This chapter presents key observations about the 
movements in the external balances of Hong Kong, 
China (HKC) over the years and related develop-
ments in the HKC economy. The chapter begins 
with a discussion of the structural transformation of 
the HKC economy. This transformation, which 
occurred amidst the rapid integration with Mainland 
China over the past decades, could have an impor-
tant bearing on the movements of HKC’s external 
balances, particularly in the recent past. Equally 
worth noting are related developments in the 
domestic economy as revealed by movements in 
gross domestic saving and investment rates, the 
internal cost/price structure, the demographics and 
the status of HKC as an international financial 
center.

HKC is a highly open, service-oriented economy. 
The ratio of trade in goods and services to GDP 
stood at 404 percent in 2007. The city has also 
successfully transformed itself from a manufac-
turing center to a regional hub for finance, trade, 
business and travel over the past decades. As a 
result, the share of services sector in HKC’s GDP 
amounted to 92 percent in 2007.

HKC is one of the few economies in the world that 
has adopted a currency board or a linked exchange 
rate system (LERS). Since its inception in October 
1983, the LERS has been functioning smoothly 
despite volatilities in the market, including the stock 
market crash in 1987 and the Asian financial crisis 
of 1997–98. The LERS suits the needs of a highly 

open economy such as HKC’s. It is simple, consis-
tent and well-understood. It enables HKC to adjust 
to external shocks without the damage and volatility 
of a sudden currency collapse. It should also be 
noted that the effectiveness of the LERS is helped 
by a number of economic attributes enjoyed by 
HKC including: (i) the flexible and responsive 
structure of the HKC economy; (ii) the strong and 
robust banking system; (iii) the government’s 
prudent fiscal policy stance; and (iv) the large offi-
cial reserves held by HKC’s Exchange Fund. The 
system rules out the use of nominal exchange rate 
movements as a mechanism of adjustment. Thus, 
shocks to the economy that are triggered by external 
or domestic shocks may necessitate more extensive 
adjustments of the internal cost/price structure than 
would be needed if the exchange rate were free to 
adjust. While such internal adjustment is slower 
than rapid adjustment by the exchange rate, the 
process may be accompanied by more durable and 
necessary structural adjustments within the real 
economy.

The merchandise trade account was in deficit in 
1980–83 and has been in persistent deficit since 
1992. This persistent deficit since the early 1990s 
reflects the significant structural change that has 
taken place within the HKC economy. Since the 
opening of Mainland China in 1978, manufacturers 
in HKC have been relocating the production facili-
ties to the Mainland, particularly to the Pearl River 
Delta region. The pace and scale of relocation 
picked up in the latter half of the 1980s and early 

Current account balance
GDP growth

Gross capital formation
Gross savings
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tend to be relatively high at this stage. Moreover, in 
the case of financial centers like HKC, professionals 
come and accumulate savings; however, these 
professionals then leave and are replaced by other 
professionals before reaching retirement, thereby 
contributing to a higher saving rate in financial 
centers.

The experience of the Asian financial crisis is a 
testimony of HKC’s flexible product, labor and 
financial markets. Unlike other Asian economies, 
the HKC economy responded to the shocks mainly 
by changing its internal cost/price structure through 
market forces or its real exchange rates, rather than 
its nominal exchange rates, to restore its external 
competitiveness.

Economic policies in HKC are guided by the long-
standing philosophy of “big market, small govern-
ment.” The government is committed to a free-trade 
policy and, in fact, HKC is regularly ranked by 
research organizations as being the freest economy 
in the world. Resource allocations in both the trad-
able and nontradable goods sectors are determined 
by market forces. The government has taken no 
policy initiatives to adjust or alter the external 
balances of the economy over the years.

1990s, resulting in a notable shrinkage in manufac-
turing activities in HKC. Reflecting this develop-
ment, the share of the manufacturing sector in 
HKC’s GDP declined distinctly from 22.8 percent 
in 1980 to only 3.2 percent in 2006.

In contrast, the service trade account had been in 
surplus over the period 1980–2007, and in particular, 
the service trade surplus rose distinctly after 2000. 
Several major structural changes within the 
economy have contributed to this trend. The first is 
related to the rapid increase in offshore trade 
conducted by HKC companies. Because the goods 
involved do not enter or leave HKC, they are not 
included in the external merchandise trade statistics 
of HKC. The second factor is related to the role of 
HKC as an international financial center, which has 
become increasingly important in supporting the 
economic and financial development of Mainland 
China. In addition, the vibrant performance of 
HKC’s inbound tourism has been an important 
development leading to a larger service trade surplus 
in recent years. In fact, recently, the number of 
Mainland visitors coming to HKC has increased 
drastically, mainly due to the relaxation measures 
pursued by the Mainland authorities as well as to the 
rising living standards in the Mainland.

From a macroeconomic perspective, the movements 
in the external balance should also be related to the 
changes in domestic demand and the exchange rate 
of an economy. The trade balance of an economy is 
essentially the difference between its gross domestic 
saving and gross domestic investment, which reflect 
the domestic demand of the economy concerned. In 
HKC, the gross domestic saving rate has been rather 
stable over the period 1980–2007, while gross 
domestic investment has exhibited wider fluctua-
tions. Moreover, movements in gross domestic 
investment tended to move closely with HKC’s 
trade balance. Thus domestic economic develop-
ments, such as infrastructure cycles and property 
market booms and busts, could have impacts on 
HKC’s trade balance and hence its current account 
balance.

To a certain extent, the domestic saving rate reflects 
the age structure of an economy. HKC, like many 
other economies, is facing an aging population, with 
the median age of the workforce at about 40. This 
suggests that the saving rate of the economy will 
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Since the 1990s, amidst a gradual process of 
increasing global financial integration, Indonesia 
has experienced prolonged episodes of strong 
capital inflows along with an episode of capital 
outflow in 1998–99 due to the 1997 Asian financial 
crisis. It is worth noting that increasing financial 
integration between the Indonesian economy as an 
emerging market on the one hand and mature market 
economies on the other, has affected the Indonesian 
economic cycle over the past decade. Despite 
recognition of workable adjustments to adverse 
external conditions, the Indonesian economy remains 
vulnerable to overdependence on nonrenewable 
primary exports and foreign capital to catalyze its 
development potential.

Policy challenges in this area have thus become a 
critical issue along with the recent surge in private 
capital flows. Unlike many other developing coun-
tries, Indonesia has coped with the external shocks 
remarkably well. In this regard, Indonesia responded 
to external shocks with a broader range of policy 
packages, which included a more focused monetary 
policy strategy to maintain rupiah stability as well 
as downward adjustments in the exchange rate. In 
the short run, the rupiah depreciation improved 
competitiveness. However, while these short-run 
adjustments improved the current account, long-run 
adjustments were crucial in sustaining such improve-
ments and eventually producing a current account 
surplus. It should be noted that after less than two 
decades, in the post–1997 financial crisis period, 
Indonesia has turned its current account deficit into 

a surplus. This corresponds closely to a reversal in 
potential economic performance, namely, the saving-
investment gap, from a deficit to a surplus.

This chapter explores some justification of the role 
of the exchange rate and other macroeconomic 
variables in preserving external balance. In this 
regard, the empirical facts and econometric exer-
cises both show that the process towards balance is 
conditional upon significant changes in a number of 
variables including the domestic economic structure 
and the policy regime adopted during the financial 
crisis period, as well the functional relationships 
among economic variables that potentially affect 
the transmission mechanism. The chapter also 
provides empirical evidence that the process of 
economic integration has persisted with greater 
intensity. However, the results show that economic 
integration does not necessarily decouple the saving 
and investment nexus; rather, despite economic 
integration, there remains a certain degree of saving 
and investment correlation.

A critical issue needs to be addressed, however, 
relating to the persistence of external balances. This 
can be drawn from at least two presumptions. First, 
as the 1997 financial crisis began, exchange rate 
depreciation did not help to improve Indonesia’s 
export competitiveness, but only exacerbated the 
country’s external indebtedness. Therefore, external 
adjustments were attained via a severe decline in 
imports, and not through a significant expansion in 
exports. Furthermore, Indonesia was considered to 
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dence and gradually attracted capital back to 
Indonesia.

It is worth noting that, amidst the adjustment 
process to external balances and the success of 
several economic recovery programs implemented 
by the government, in the last three years there has 
been a tendency for imports to outpace exports. In 
this regard, stronger import growth can also be 
reflected by the potential role of FDI, which has 
increased significantly in recent years. If this is the 
case and if one may adopt an optimistic scenario, 
then in the years to come, the Indonesian current 
account surplus is predicted to decrease. Further-
more, with the prolonged devastating impacts of the 
1997 financial crisis and the potential additional 
loss due to the inauspicious impacts of the recent 
global financial turmoil, there is a higher probability 
that Indonesian external balances will not persist 
and that its current account will run a deficit in the 
near future.

A number of key policy implications can be drawn 
from the perspective of macroeconomic stabiliza-
tion policy and structural reforms. As the country 
has moved to a flexible exchange rate system, 
exchange rate policy should be firmly directed 
towards strengthening real rupiah competitiveness 
against real exchange rate movements of major 
trading partner currencies. Furthermore, anchoring 
to “the impossible trilemma,” exchange rate policy 
should be supported by measurable interest rate 
policy to ensure macroeconomic stability, while 
promoting the country’s external position and 
protecting market liquidity from fluctuations in 
capital flows. Furthermore, to effectively boost 
economic competitiveness, broader integrated 
structural economic reforms that focus on infra-
structure and the labor and legal sectors are neces-
sary. These are reasonable measures, given that poor 
competitiveness is principally due to sluggish 
investment, labor market vulnerabilities and legal 
uncertainty. Such structural reforms, supported by 
an enhanced institutional framework, will provide 
the underpinning for a more advanced stage of 
economic recovery and improve external sector 
performance, which will consequently buoy inter-
national reserves and stabilize the domestic 
currency. 

be a harsh example of how to cope with a sudden 
unexpected capital flow reversal. In this regard, in 
the face of the 1997 financial crisis, capital flight 
occurred in Indonesia. Although the capital that 
ebbed away at this time gradually flowed back to 
Indonesia, it was not a case of policy adjustment. 
This basic concern is congruous to another feature 
of the Indonesian economy that while saving and 
investment steadily increased, the net borrowing 
(S-I) gap has fluctuated over the last five years. This 
not only confirms that the economic recovery 
process stuttered and was relatively vulnerable to 
subsequent shocks, but it also contests the saving 
and investment nexus, which appeared in the early 
1990s.

It is clear that the first presumption is not entirely 
correct. That is, it applies only in the early period of 
the 1997 financial crisis (from the end of 1997 to 
1999) and not thereafter. Nevertheless, during the 
recovery period since 2000, when economic devel-
opment began to regain positive momentum (this 
was due to significant improvements in market 
confidence, accompanied by a decreasing interest 
rate trend, from 32.7 percent to 11.5 percent), compre-
hensive trade policies along with a more competitive 
exchange rate have bolstered economic perfor-
mance. These factors have preserved export and 
import growth at around 11.8 percent and 15 
percent, respectively. Meanwhile, net service 
growth could be maintained at the moderate level of 
4.5 percent, which increased the possibility for the 
current account to eventually run a surplus.

With regard to the second presumption relating to 
capital inflow behavior in the post–1997 financial 
crisis period, there is justification for the impact of 
policy adjustments on the behavior of capital 
inflows in Indonesia. The primary contributor to the 
substantial capital inflows to the country was that, 
amidst the phenomenon of global excess liquidity 
especially in emerging countries, interest rates 
(differential) in Indonesia were considered relatively 
more attractive compared to other countries in East 
Asia. This was not autonomous. As the government 
and Bank Indonesia instituted higher priority 
measures, such as fiscal consolidation in terms of 
deficit reduction, combined with more conducive 
monetary policy to stimulate the domestic economy, 
further unnecessary rupiah depreciation was avoided. 
This condition consequently restored market confi-
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Global imbalances, which include current account 
surpluses of Japan and other East Asian countries as 
well as the current account deficit of the United 
States, have been increasing in recent years. In 
2007, the Japanese current account surplus was US$ 
210 billion, and the sum of current account surpluses 
for Japan and China (US$ 372 billion) corresponds 
to most of the U.S. current account deficit (US$ 731 
billion).

On one hand, economic integration is further 
developing globally in terms of widening and 
deepening international trade, capital and financial 
transactions. In East Asia, further widening and 
deepening of international trade induce intra-
regional capital flows, which include foreign direct 
investments (FDI), to establish production networks 
in manufacture goods, such as automobile manufac-
tures. Not only FDI but also international portfolio 
investments and international bank loans are 
increasing in the globalization trend. The increases 
in capital flows accumulate external assets in 
investor countries, and this accumulation of external 
assets, in turn, increases dividends and interest 
receipts from foreign countries as a part of the 
income account in the current account balance. The 
share of the income account in the current account 
has a tendency to increase with the accumulation of 
external assets, and this in turn, may reduce the 
exchange rate effect on the current account.

The establishment of production networks due to 
FDI increases the volume of international trade, 

particularly of manufactured goods such as parts 
and semi-final goods as well as final goods. In 
addition, these networks make international trade 
complex in the region. Thus, economic integration 
seems to have changed the responses of current 
account imbalances to exchange rates. The estab-
lishment of these production networks may change 
the response of current account imbalances to 
exchange rates not only for Japan, but also for East 
Asia as a whole.

This chapter investigates how much of a realign-
ment of currencies is needed for adjustment to the 
current account imbalances to take place, assuming 
that only exchange rates play the role of adjustment 
and leaving external economic factors such as the 
economic variables of the United States unaltered. 
Four-variable VAR models are used to compare 
exchange rate adjustments to current account imbal-
ances among Japan, East Asia excluding Japan and 
East Asia including Japan. Moreover, we focus on 
economic integration in East Asia through increases 
in FDI and the accompanying increase in the income 
account to investigate the exchange rate adjustments 
of Japanese and East Asian current account 
surpluses. By doing so, we considered the effects of 
the production networks in East Asia by Japanese 
FDI to other East Asian countries and increasing 
intra-regional trade in East Asia under globalization.

The analytical results show that a large appreciation 
of the Japanese yen is necessary to significantly 
decrease the current account surplus of Japan, 
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However, it is not certain that macroeconomic 
policy can stimulate aggregate demand given the 
current situation of the Japanese economy.

assuming that governments do not use policies to 
adjust their current account imbalances. The recent 
increases in the Japanese current account surplus 
have been caused by increases in its income account 
surplus rather than its trade account surplus. We 
show that the Japanese economy has a mechanism 
whereby increases in the Japanese outward FDI/
domestic investment increase the Japanese current 
account surplus through increases in the income 
account surplus. Especially since the 1990s, FDI 
has a tendency to increase independently of exchange 
rate movements in the Japanese yen. Moreover, the 
findings of both the insignificant effect of the 
exchange rate on the income account and its signifi-
cant effect on the current account indicate that the 
exchange rate has an influence not on the income 
account but on the trade account. As a result, the 
Japanese economy has an increasing structural part 
of the current account which does not respond to 
exchange rate movements. This implies there may 
be less room for the exchange rate to adjust the 
current account imbalances.

This chapter also shows evidence that a smaller 
appreciation of East Asian currencies as a whole is 
needed for the same percentage point reduction in 
the current account in terms of GDP as compared to 
an appreciation of the Japanese yen only and that of 
the other East Asian currencies only. If East Asian 
currencies as a whole adjusted to the current account 
imbalances, the required appreciation of the curren-
cies would be smaller than the case where only the 
Japanese yen is responsible for adjusting the imbal-
ances. The findings imply that it is necessary for the 
East Asian countries to coordinate exchange rate 
policies in order to enhance the effectiveness of East 
Asian exchange rate adjustments in correcting 
global current account imbalances.

Moreover, comparison of the effects of the GDP 
growth rate on the current account between the first 
and second periods shows that the effects have 
changed from no effects during the first period to 
insignificantly negative effects in the first year 
during the second period. This indicates that 
macroeconomic policies may have some effect on 
the current account via increasing Japanese aggre-
gate demand, although it is not statistically signifi-
cant. It is true that an increase in aggregate demand, 
such as in consumption and investment, can contribute 
to decreasing the Japanese current account surplus. 
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The dynamics of external adjustment mainly rely on 
the following key variables: net exports, foreign 
asset and liability positions, and rates of return on 
foreign assets and liabilities. Before 1995, gross 
external assets of Korea accounted for about 45 
percent of gross national income with liabilities 
accounting for about 60 percent. Both external 
assets and liabilities increased sharply after 1995, 
reaching roughly 220 percent and 300 percent, 
respectively, by the end of 2007. The rise in the 
external accounts was largely associated with the 
upward tendency of asset cross-holdings in recent 
years. At the end of 2007, the net foreign debt 
hovered around 80 percent. This external imbalance, 
however, was alleviated through the channel of 
international trade. For example, Korea’s net export 
ratio dramatically rebounded from 1998 and has 
remained relatively stable at around 3 percent. This 
is a very different situation compared with the 
United States, where its net foreign asset position 
supplements the trade imbalance. The valuation 
adjustment channel is not as effective as expected in 
Korea because valuation effects of exchange rate 
fluctuations on assets and liabilities tend to cancel 
each other out. According to a recent study, the trade 
channel and valuation channel account for about 
73–92 percent and 4.7–5.9 percent of the variance 
of the actual external imbalances in Korea.

Ongoing international product and financial integra-
tion is expected to affect external adjustment 
through changes in foreign asset holdings, saving-
investment decision behavior, risk-sharing behavior 

and international arbitrage costs. This chapter 
examines this prospect of adjustment using several 
representative measures of market integration. The 
results show that Korea exhibits more risk-sharing 
behavior under increasing economic integration, 
while home bias in the equity market remains a 
puzzling phenomenon.

Although Korea has experienced modest economic 
growth since its rapid recovery from the crisis, there 
is mounting concern about the country’s growth 
potential, which has been reflected in reduced 
growth rates in recent years. A crucial factor 
contributing to this phenomenon is the slowdown of 
domestic demand caused by external terms-of-trade 
losses. To cope with this challenge, we propose that 
Korea move forward towards a more market-
oriented economic system with greater integration 
into the world economy, structural reforms for 
enhancing the productivity of the service sector, and 
an improvement in market conditions for attracting 
domestic and foreign investments.
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For most of the years following the Asian financial 
crisis in 1997–98, Malaysia’s balance of payments 
has been positive and rising. This is reflected in the 
increase in its foreign reserves from US$4.6 billion 
in 1980 to US$101.3 billion in 2007. To a large 
extent, the positive balance of payments was due to 
increasing trade surpluses and declining service 
deficits. These trade surpluses, however, may not 
continue in the future if prices of commodities fall 
precipitously due to the impending global recession. 
Moreover, Malaysia’s low-to medium-technology 
manufactured exports have begun to stagnate since 
2007.

Despite being a major recipient of oil revenues, 
Malaysia has not invested heavily in research and 
development (R&D) to push itself out of the low-
technology trap. R&D in the science and technology 
sector currently receives less than 1 percent of GDP. 
With fiscal deficits rising from 3.2 percent of GDP 
in 2007 to 4.8 percent of GDP in 2008, budgetary 
restraints make it difficult to further increase 
expenditures on R&D. As the country proceeds 
towards 2013, the government may have difficulty 
raising revenues to cover the shortfall in operating 
and development expenditure when oil revenues 
dwindle and Malaysia becomes a net importer of 
oil. Given the circumstances, climbing out of the 
low-technology trap appears feasible only if the 
private sector reinvests in R&D since the bulk of 
national saving is in corporate hands.

As Malaysia has a relatively small capital market 

vis-à-vis developed nations, capital market integra-
tion has not reached a stage where national saving 
has completely decoupled from investment. For 
developing economies, inflows of direct investment 
supplement a segment of the economy (namely, 
technology) that it is sorely lacking in market intel-
ligence as well as global supply and marketing 
networks. Local firms of developing economies 
may simply be too small to compete effectively in 
global markets and are constrained by the size of 
their domestic markets. Foreign direct investment 
helps to provide higher value-added jobs to gradu-
ates, train workers and raise the standard of living. 
The local population still needs to save and make 
domestic investments in the local economy.

More recently, the situation has begun to change as 
Asian countries with surplus saving now encourage 
the outflow of funds, as opposed to raising interest 
rates. The link between domestic saving and invest-
ment has weakened considerably in this new 
scenario. However, Asian central banks remain 
highly vigilant on the movement of capital flows 
and are anxious to prevent any disruption in finan-
cial stability. These capital outflows appear to be 
tolerated to the extent that they help to prevent a 
sharp appreciation in the exchange rate. In Malay-
sia’s case, the removal of exchange controls in 2001 
and subsequent movements in short-term capital 
have further helped to detach the correlation 
between national saving and domestic investment. 
There are competing interests for the use of private 
sector saving now that the government has allowed 
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freer movement of capital outflow. The private 
sector is likely to mobilize its savings outside the 
country as opposed to investments within the 
country in order to obtain a better return on its 
investments.

In theory, as the bulk of Malaysian exports are 
comprised of commodities and low-value added 
manufactured goods (which as are homogenous 
goods), the country’s exchange rate should be 
sensitive to rising or falling exports. However in the 
case of Malaysia, when the ringgit was pegged to 
the U.S. dollar in the 1998–2005 period, we find 
that some of the internal adjustments took place in 
the form of rising wages. Over that period, real 
wages rose faster than productivity, thereby 
reducing the nation’s competitiveness to lower-
wage countries like China. External adjustments to 
the current account surpluses could have taken 
place in the form of relocation of MNCs out of 
Malaysia in search of competitive wages. Even after 
the ringgit was de-pegged, the adjustments to the 
surplus have continued to take place in wages rather 
than through consumption goods. This is because 
many essential items come under the government’s 
control to keep inflation at low levels. Another 
external adjustment came in the form of immigrant 
labor into the country as Malaysia allowed the 
employment of immigrant workers to fill the 
shortage of unskilled workers for the plantation and 
manufacturing export sectors, as well as the supporting 
construction sector.
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Policies towards increased integration in the Philip-
pines started in earnest in the 1970s. The loosening 
of controls for trade and outward capital flows 
induced inflows of foreign funds. In 1985, however, 
relaxation of trade controls came at a time of U.S. 
economic slowdown. As a result, the policy change 
caused negative growth in the country’s balance of 
payment position over the next couple of years.

Full liberalization of the Philippine peso began only 
in 1991. This has been followed by the country’s 
increased participation in trade and investment 
flows with the rest of the world. Together, these 
changes have resulted in the strengthening of the 
peso. The real effective exchange rate index has 
been increasing from 1989 to 1999, and trade defi-
cits ensued due to a decline in the country’s relative 
cost competitiveness.

Capital account liberalization resulted in massive 
inflows of speculative capital into the financial and 
real estate sectors, which then started an artificial 
boom in Manila. On the other side of the coin, this 
provided the means through which billions of 
dollars fled the country starting in 1997. Due to the 
Asian financial crisis, there resulted negative 
growth in fixed capital formation and changes in 
stock in 1998 and 1999; subsequently, growth in 
investments has been flat. The deterioration in the 
capital account continued through 2004, with defi-
cits being recorded starting in 2000. The balance 
reverts to a positive position in 2006 as portfolio 
investments returned to the region and to the Philip-

pines. However, this is expected to change with the 
balance becoming negative in the near term with the 
heightened risk-aversion arising from the sub-prime 
crisis.

On the other hand, the current account has shifted 
from being in a chronic balance of payments deficit 
position to an increasing surplus. This increasing 
surplus in the current account in the face of a nega-
tive trade balance and fluctuating capital and finan-
cial flows can be traced to the rapidly accelerating 
inflow of remittances from overseas Filipino 
workers (OFWs). During 2003–04, the IMF 
recorded growth in the current account balance of 
465.28 percent. With the perceived shift in the 
nature of services rendered by OFWs to more 
knowledge-based ones, growth of the current 
account surplus is expected to continue. Recent 
observations indicate an outpacing trend in the 
annual growth of the number of deployed OFWs by 
the annual growth in remittances.

The presence of OFW remittances has substantially 
eased the financial constraints for the Philippines. 
Accelerating inflows of these remittances has led to 
appreciation of the Philippine currency. This has 
had two effects: (i) it has drastically reduced the 
price competitiveness of domestic products for both 
export and domestic consumption and, (ii) it has 
brought about a large and persistent balance of trade 
deficit but an increasing current account surplus. 
Thus, product market integration has allowed the 
economy to import both final and intermediate 
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This benign macroeconomic environment has, 
however, not resulted in cascading beneficial 
economic changes. Perhaps because of poor gover-
nance, low confidence and poor infrastructure 
investment, investment has been visibly sluggish. 
This has reduced the multiplier effect that one 
would otherwise have expected from the inflow of 
OFW remittances. Finally, the increase in reserva-
tion wages in the economy coupled with slow 
industry growth has reduced the potential for 
employment in a growing economy. The level of 
unemployment has proven stubbornly difficult to 
reduce.

Increasing integration presents several dilemmas 
for the government. While the easier flow of remit-
tances has led to growth and a benign financial 
environment, it has also spawned an economic 
environment that is difficult for the country’s export 
competitiveness and employment situation. The 
challenge now is to remedy the bottlenecks that 
increase the cost of doing business in the Philippines 
during this period where remittance inflows provide 
the financing for development infrastructure needs, 
both hard infrastructure in the form of physical 
infrastructure like roads and ports, as well as soft 
infrastructure in the form of social services such as 
improved education. In aiming to get further 
involved in the global arena, the government also 
needs to craft social safety nets that would ease the 
social tension arising from the income disparity that 
is brought by the country’s integration into the 
global market.

products from other countries, while at the same 
time, capital market integration, through the liberal-
ized inflow of foreign currency, has allowed the 
separation of exports and imports without a pressing 
need for the exchange rate to adjust.

The inflow of remittances has also injected signifi-
cant liquidity into the economy that the authorities 
have had difficulty in sterilizing. However, the 
disappearance of exchange rate uncertainty and the 
increased liquidity have allowed interest rates to 
remain low.

Growth in remittance flows has also provided the 
economy with an opportunity and an increasing 
attraction of deploying its labor abroad instead of 
doing the production domestically. This has proven 
to be very attractive to foreign employers and 
(potential) investors, given the continuing political 
uncertainties and governance issues hounding the 
country.

The net result has been the decoupling in the 
production and consumption sides of the economy. 
This has meant that saving and investment trade-
offs are no longer made on the basis of price ratios 
of the domestic production possibility frontier, but 
have essentially been shifted to world price ratios. 
This has allowed the evolution of the saving-
investment picture, where saving has increased 
while investment (as a response to comprehensive 
rate-of-return calculations that include large uncer-
tainty and governance premiums) has remained 
rather timid. Thus, saving may now be largely based 
on family saving-consumption factors that do not 
necessarily respond to opportunities of domestic 
investment. Unfortunately, the investment has 
largely involved home building and consumer 
durables, at least for the moment. Banks, insurance 
companies, investment funds and others have only 
recently developed investment vehicles that exploit 
the opportunities provided by the new environment.

Conversely, the OFW phenomenon has had negative 
effects on employment. The availability of overseas 
employment opportunities may have raised the 
reservation wage to a level that makes it difficult to 
attain full employment. The remedy for this “Dutch 
disease” impact requires significant improvements 
in human capital formation and administrative 
governance.
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Chinese Taipei is a small open economy that relies 
heavily on its external sector. Exports have been the 
primary economic activity for Chinese Taipei since 
its colonial days. In the 1960s, the move to industri-
alization shifted with economic activity moving 
from the agricultural sector to the manufacturing of 
goods.

With growing financial globalization and cross-
border integration in manufacturing chains as well 
as financial markets, managing the external imbal-
ance has become increasingly difficult for Chinese 
Taipei. Chinese Taipei’s financial sector did not ease 
gradually until the mid-1980s. Liberalization 
measures included the easing of interest rates and 
exchange rate controls, as well as financial market 
liberalization. Since the 1990s, the interest rate and 
saving rate in Chinese Taipei has declined, which 
appears to be contrary to the theory of financial 
liberalization.

The balance of payments for Chinese Taipei can be 
characterized by a large current account surplus and 
a net outflow in the financial account. The imbal-
ance is corrected in the service account, mainly 
through increases in brokerage, professional and 
technical service payments. The imbalance is 
further adjusted through financial accounts. Since 
the financial reform and the abolition of foreign 
exchange control, portfolio investments and finan-
cial derivatives have posted persistent net outflows. 
It should be noted that China takes up the lion’s 
share of Chinese Taipei’s investment abroad.

The private saving rate in Chinese Taipei has been 
among the highest in the world. However, the rate of 
domestic investment has not increased, while the 
saving rate has begun to decline. The decline in 
saving can be partly explained by the demographic 
shift. Without taking into consideration the free 
flow of capital, the relation between saving and 
investment is unclear with little evidence to support 
the presence of the Feldstein-Horioka effect for 
Chinese Taipei. With an open economy, it is perhaps 
more appropriate to take into account the impact of 
financial trade. Indeed, the current account appears 
to be the missing variable in the equation for 
Chinese Taipei. When the current account is intro-
duced into the regression model, both domestic and 
overseas investments can be accounted for.

By switching to an outward-looking strategy and 
promoting foreign trade early in the course of its 
development, Chinese Taipei was able to achieve a 
much more rapid pace of economic expansion than 
would have been possible had it focused its attention 
only on its limited domestic market. Chinese 
Taipei’s foreign trade grew rapidly.

In the mid-1980s, Chinese Taipei went through a 
different phase of capital imbalance where invest-
ments and trade between China and Chinese Taipei 
were officially permitted. The financial reform 
introduced in the 1980s has also meant that the law 
restricting capital flows was abolished. As a result, 
outflows of investments outperformed foreign 
direct investments in Chinese Taipei.

Current account balance
GDP growth

Gross capital formation
Gross savings
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In addition, insurance companies act as institutional 
investors that compete with financial institutions. 
Foreign companies were allowed entry via joint 
ventures with local firms, and later the Ministry of 
Finance allowed foreign insurance companies to 
open branches in Chinese Taipei. As part of the 
Amendments, insurance companies could invest in 
public bonds, private debt, approved public stocks 
and bonds, and mutual funds issued by domestic 
Securities Investment Trust Enterprises.

As exports started to take off, the growing trade 
deficit needed to be addressed. To correct this 
external imbalance, the Chinese Taipei government 
first allowed the currency to appreciate to a level 
determined by the market and then began to increase 
public spending and bolster domestic demand.

Currency appreciation is not necessarily harmful to 
economic growth. Despite the appreciation, the 
trade surplus continued to widen during the early 
period of appreciation, whereas export growth in 
subsequent years was not adversely affected.

The state of Chinese Taipei’s financial sector 
reached a turning point in 2001–02. While ambi-
tious, some success has been achieved since the 
Second Financial Reform was introduced. The 
process of merger and consolidation not only 
allowed industry consolidation to take place, but it 
also allowed for greater competitiveness with more 
financial services. The end result is a more sound 
and competitive financial industry that can better 
cater to the needs of industry in this fast-changing 
world economy.
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As the international integration of goods and capital 
markets continues unabated, not only inflation but 
the overall business cycle will be synchronized. 
When international dependencies and linkages are 
increasing, the effects of foreign disturbances on the 
domestic economy will be more pronounced as 
compared to previous decades. Under such a 
scenario, it is more difficult for small countries to 
employ their own traditional monetary and fiscal 
policy instruments for external and internal stabili-
zation. In addition, small countries have become 
increasingly sensitive to monetary and fiscal policy 
undertaken by large economies. To this extent, 
increasing integration and the benefits arising from 
the integration require sacrifice in terms of economic 
independence. The optimum mix of fiscal and 
monetary policies to neutralize external shocks 
depends on the degree of exchange rate flexibility as 
well as the degree of capital mobility.

A country can experience high output growth and at 
the same time, sustain a current account deficit. 
That is, strong economic growth is not inconsistent 
with current account deficit. Thailand’s experience 
demonstrates that the current account deficit was 
unsustainable when certain conditions were not 
met.

Growth and the investment-saving gap, which 
corresponds to external imbalance, are intricately 
related since factors that affect investment and 
saving ultimately impact current account disequilib-
rium. High output growth gives rise to higher 

saving, while investment increases rapidly with 
favorable expectations of future output growth. If 
the responses of investment and saving are different, 
current account imbalance occurs.

Capital inflows under global financial integration 
allow capital formation to take place in spite of 
limited domestic saving. The role of financial inter-
mediaries is important in channeling household’s 
saving and in seeking foreign funds to investors via 
bank credit expansion. The interest rate cannot 
perform its equilibrating role if institutional 
constraints create rigidity and sluggish adjustments 
in the price of credit.

Both internal and external imbalances are mirror 
images of one another. Adverse consequences of 
disequilibrium in the domestic market and current 
account imbalances can be mitigated when prices 
and interest rates are flexible. Thailand has been 
exposed to external shocks as the process of trade 
and financial liberalization has continued unabated. 
More than ever, the country is subject to terms of 
trade and world trade volume shocks. If domestic 
prices are sticky, the role of the exchange rate in 
insulating output growth from various demand 
shocks and terms-of-trade shocks become increas-
ingly important.

During the boom, capital inflows financed the 
current account deficit when savings did not rise as 
fast as investment. Foreign direct investment 
remains a stable component of capital flows, while 

Current account balance
GDP growth
Gross capital formation

Gross savings
REER index, 2000=100 (RHS)
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tive GDP growth rate after the 2006 coup was 
mainly due to net exports. Because exports—the 
last remaining growth engine—were shutdown by 
the global recession in 2009, fear of imminent 
recession prompted the government to run a massive 
budget deficit in order to stimulate domestic 
demand. External imbalance has been reduced to a 
lower priority than maintaining internal balance. 
Nevertheless, it is imperative to realize that a 
country cannot pursue internal objectives while 
ignoring external balances. Increases in domestic 
absorption require a flexible adjustment in the 
exchange rate.

The exchange rate is the most effective tool in 
correcting a current account imbalance. The change 
in the real effective exchange rate has a strong 
impact on the current account that lasts for three 
quarters. An appreciation of the real effective 
exchange rate causes a sharp fall in the current 
account surplus and vice versa for the real exchange 
rate depreciation. If inflation can be contained at a 
rate that is lower than its trading partners, the 
government can improve the country’s international 
competitiveness through natural depreciation of the 
real effective exchange rates, without depreciating 
bilateral exchange rates. It is the fear of currency 
appreciation and depreciation that precludes the 
exchange rate from correcting and mitigating the 
current account disequilibrium. The policy lesson is 
clear. Do not attempt to thwart foreign exchange 
market adjustments either by imposing capital 
controls or foreign exchange intervention. Unreal-
istic exchange rates invite speculation and may lead 
to currency crisis. The loss in output caused by 
disequilibrium adjustment cannot be offset by the 
gain from exchange rate stability.

loan and portfolio investment have become more 
volatile, a result of global financial integration. 
Intervention in the foreign exchange market is inef-
fective because the baht/dollar exchange rate is 
dictated by the dollar and short-term capital flows 
into the stock markets. The real effective exchange 
rate also adjusts to conditions in the balance of 
payments. The exchange rate must be flexible 
enough to correct external imbalances.

When exchange rate adjustments are not allowed to 
perform its role to equilibrate current account 
imbalances, adjustments must take place through 
output adjustment in order to gravitate back to the 
long-run external equilibrium. There are complex 
and multifaceted relationships among the following 
fundamental macroeconomic variables: the interest 
rate, the exchange rate, the current account, capital 
flows, fiscal balance and economic growth. These 
variables are utilized in the construction of a 
dynamic model to examine how external adjust-
ments take place under various shock scenarios.

Monetary authorities must closely monitor the 
movement of capital inflows since sudden and large 
capital inflows are related to exchange rate insta-
bility and speculation. Furthermore, asset price 
bubbles are related to net capital inflows. However, 
this fact does not lend support to the imposition of 
capital controls and heavy-handed intervention in 
the foreign exchange markets. We have seen that 
although the baht/dollar exchange rate became more 
stable after capital controls were put in place in 
2007, the real effective exchange rate became more 
volatile. It should be noted that export competitive-
ness depends very much on productivity improve-
ments in the trade sector. Thus it is possible for 
currency appreciation to be consistent with an 
attempt to upgrade production efficiency. On the 
contrary, a weak currency may improve competi-
tiveness in the short run, but it may discourage the 
trade sector from improving its efficiency. There is 
an issue of moral hazard when the central bank 
attempts to prevent currency appreciation.

By maintaining a balanced budget, the government 
can mitigate pressures from the current account 
deficit arising from rapid capital accumulation and 
economic boom. Thus maintaining fiscal discipline 
is necessary during a period of growth in order to 
avoid unsustainable external imbalances. The posi-
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Trends in the U.S. current account balance and net 
foreign asset positions over the last several decades 
have been quite remarkable. Before the 1980s, the 
United States was generally running current account 
surpluses and enjoyed a large positive balance in net 
foreign assets. Since the mid-1980s, however, it has 
consistently had current account deficits and has 
become a large net debtor. In particular, the net 
foreign asset position of the United States was 15 
percent of GDP in 1952, declined to 5 percent in 
1980 and to 0 in 1985; by 1999, the balance was -5 
percent of GDP and it further declined to -20 percent 
by 2005. Since there is considerable evidence that 
net foreign asset positions are positively correlated 
with GDP per capita across countries and U.S. GDP 
per capita is among the world’s highest and has been 
growing rather steadily, this pattern has been espe-
cially striking.

This chapter traces the evolution of these imbal-
ances over time and demonstrates the roles played 
by fiscal and monetary policy, private saving and 
investment, and the changing structure of U.S. 
assets held by foreigners and of foreign assets held 
by U.S. nationals. It also discusses the evolution of 
exchange rates, interest rates and various kinds of 
asset and product prices, and their role in these 
external adjustment problems.

The two most common adjustments to persistent 
and potentially unsustainable current account defi-
cits are recessions (often induced by contractionary 
monetary and fiscal policies) and currency deprecia-

tion. Yet, neither the recessions experienced since 
1980 nor periods of quite substantial currency 
depreciation have done much to reduce the current 
account balances (though they have kept the imbal-
ances from being even larger than they actually 
have been).

This experience also gives rise to certain puzzles. 
One is that the deterioration in the net foreign asset 
position of the United States has been considerably 
less than that implied by the accumulated current 
account deficits, especially since 2000. Why is this 
so? The explanation seems largely attributable to 
differences in the mix of assets that U.S. nationals 
hold abroad (high return but risky assets) and the 
mix of U.S. assets held by foreign nationals (low 
return, low-risk currency and government bonds). 
Moreover, even on the same kinds of assets, U.S. 
nationals seem to earn higher rates of return than do 
foreign individuals and institutions. Exchange rate 
changes also seem to have played a role in this since 
the dollar depreciation since 2000 has given rise to 
valuation effects such that the asset values of foreign 
holders have appreciated much less (and those of 
U.S. holders of foreign assets much more) than 
would otherwise have been the case.

A second and related puzzle is why, despite its 
seemingly profligate fiscal and monetary policies 
and periodic financial crises arising from apparent 
regulatory failures with respect to U.S. financial 
institutions, do investors from other countries seem 
willing to finance these persistent current account 
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deficits? Once again, the answer seems to depend 
on different motives in the two cases. Even in 
conditions of financial turmoil such as is the case in 
the United States at present, foreign holdings of 
U.S. assets are motivated by the greater security and 
possible tax advantages of U.S. bonds and other 
financial assets relative to investment opportunities 
in their home countries. A related advantage is the 
larger market for different types of assets in the 
United States and their wider variety.

As for the future outlook, the surest and most 
straightforward way for the United States to rectify 
its increasingly negative net foreign asset position 
and assure the sustainability of its current imbal-
ances would be to reduce its negative saving-
investment gap by increasing household saving and 
eliminating its fiscal deficit. With stagnant or 
declining stock market prices, sharply declining 
home prices and rising unemployment, there may be 
some basis for optimism in this respect. If so, this 
could halt and perhaps even reverse the long-term 
decline in personal saving rates. Yet, in the past, 
falling incomes and negative capital gains have not 
necessarily raised the personal saving rate appre-
ciably. Moreover, with incomes and asset prices 
falling elsewhere in the world as well, U.S. net 
exports may not grow as much as might be hoped 
for and thus the current account deficit may well 
remain, even at lower levels of income.

In view of the apparent willingness of foreigners to 
keep investing in the United States and the afore-
mentioned factors limiting the deterioration in the 
U.S. net foreign asset position, even continuing 
current account deficits may be sustainable. While 
some have speculated that achieving current account 
balance through currency depreciation would 
require an unrealistically large depreciation, a 
simulation experiment reported in this study indi-
cates that such fears may be exaggerated.
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The Pacific Economic Cooperation Council (PECC) 
was founded in 1980 at the initiative of the Prime 
Ministers of Japan and Australia, with the aims of 
serving as a regional forum for cooperation and 
policy coordination to promote economic develop-
ment in the Asia-Pacific Region.

PECC is a unique tripartite partnership of senior 
individuals from business and industry, govern-
ment, academic and other intellectual circles in 24 
Asia-Pacific Economies1. All participate in their 
private capacity and discuss freely on current, prac-
tical policy issues in search of broad-based answers 
to regional economic problems. 

PECC advocated the need for a formal, intergovern-
mental organization in the Pacific from the time of 
its creation. The regional ministerial process of the 
Asia Pacific Economic Cooperation (APEC) has 
realized that goal and now provides PECC with a 
formal channel by which its practical recommenda-
tions can be implemented. PECC is the only non-
governmental official observer of APEC since the 
formation of APEC. PECC has provided informa-
tion and analytical support to APEC ministerial 
meetings and working groups.

To promote economic cooperation and the idea of a 
Pacific Community, the PECC organization's 
governing body - the Standing Committee2 - estab-
lishes ad hoc task forces to undertake and promote 
research on issues it has decided need to be 
addressed by the regional community. For 2008-
2009, four signature projects have been established, 
and PECC’s member committees also collaborate 

on four international projects additionally. Pacific 
Economic Outlook (PEO) is among these PECC 
activities and PEO/Structure, which has dealt with 
longer-term macro-economic issues in the Pacific 
region, is the one of the international projects 
mentioned above. The Japan Committee for PEO 
also supports activity of “State of The Region”, 
which has been one of the signature projects and 
made policy recommendation to APEC, since 
2006. 

The groups of PECC activities meet periodically to 
organize seminars or workshops, conduct studies 
and publish their research outcomes and recommen-
dations for the benefit of the Pacific community.

PECC member committees and PECC work groups 
send tripartite delegations to the PECC General 
Meetings. In the interim, policy matters are handled 
by a Standing Committee, and day-to-day adminis-
trative and coordinating functions are carried out by 
the International Secretariat based in Singapore.

For more information on PECC, please contact the 
PECC International Secretariat.

PECC International Secretariat
Address :  29 Heng Mui Keng Terrace  

Singapore 119620
Email : info@pecc.org
Phone : 65-6737-9822
Fax : 65-6737-9824
Website : http://www.pecc.org/
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Email : jacques.leblanc@outre-mer.gouv.fr

INSTITUTIONAL MEMBERS:

PACIFIC TRADE AND DEVELOPMENT CONFERENCE (PAFTAD)
PAFTAD Secretariat
Australia-Japan Research Centre
Asia Pacific School of Economics and Manage-
ment (APSEM)
Australian National University
Canberra ACT 0200
Australia
Tel : 61-2-61250161/3780
Fax : 61-2-61250767
Email : paftad.sec@anu.edu.au

PACIFIC BASIN ECONOMIC COUNCIL (PBEC)
Pacific Basin Economic Council 
Room 1304, Wing On Centre, 111 Connaugh Road, 
Central
Hong Kong
Tel : 852-2815-6550
Fax : 852-2545-0499
Email : info@pbec.org

JAPAN COMMITTEE FOR PACIFIC ECONOMIC OUTLOOK
c/o Kansai Institute for Social and Economic 
Research (KISER)
29th Floor Nakanoshima Center Building
6-2-27 Nakanoshima, Kita-ku
Osaka 530-6691, Japan
Tel : 81-6-6441-5750
Fax : 81-6-6441-5760
Email : peo@kiser.or.jp
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K A N S A I  I N S T I T U T E  F O R  S O C I A L  A N D
E C O N O M I C  R E S E A R C H

Background
The Kansai Institute for Social and Economic 
Research (KISER) is a nonprofit organization in 
Kansai (the region centered in Osaka, Kobe and 
Kyoto) that has its objectives in contributing to the 
development of the national and regional economies 
through academic advances.
KISER was established April 2002 as a result of the 
consolidation of the three research institutions in the 
region: the Kansai Economic Research Center 
(KERC), the Center for Industrial Renovation of 
Kansai (CIRK) and the Socio-Economic Research 
Institute in Kansai. 
KISER promotes research projects through the 
collaboration of academia and local business 
community under governmental cooperation. The 
necessary funds for KISER are raised through 
membership fees from approximately 200 leading 
firms in various industries from all over Japan.

Purpose and Activities
KISER is currently engaged in the following 
projects: 

Conducting theoretical and empirical research •	
on social and economic issues in Japan and 
overseas, including economic policies and 
regional development.
Making proposals on both national and regional •	
policies formulated through its flexible research 
capabilities that take advantage of its academic, 
industrial and governmental networks.
Encouraging research exchange among Japa-•	
nese and overseas economists, as well as among 
foreign residents in Kansai.
Carrying out research commissioned by govern-•	
ment agencies, regional public institutions, and 
private enterprises. 

Hosting seminars and symposiums by inviting •	
specialists from all over the world. 

KISER Highlights
* Policy agenda for the national and local governments 

(Discussion on policy agendas regarding the most 
pressing and challenging contemporary themes. 
Topics include structural reforms, macro-
economic policy, and aging and fewer children 
problem among others.).

* Issues for public administrative and fiscal reforms and for 
local government’s initiatives.

* Proposals for revitalization of industrial competitiveness 
and for regional development strategies.

<Economic Analysis>
* Macroeconomic analysis of the Japanese economy.

* Quantitative analysis of the regional economy.

* Compilation and publishing of a variety of data on 
regional economy “White Paper on the Kansai 
Economy”

<Member Service and Public Interest>
* Research entrusted by public entities

* Sponsoring symposiums, seminars and lecture meetings.
 
* Sponsoring professional conferences and academic meet-

ings (Modern Economic Policy Conference). 

* Promoting International Academic Exchange PECC-
PEO (Pacific Economic Cooperation Council － 
Pacific Economic Outlook). 
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* Encouraging interactions among academia, business 
communities, and governmental bodies.

* Public affairs (delivery service of the e-mail news-
letter “KISER”, maintaining our website). 

Senior Officers
KISER is administered by a board of directors, 
which consists of representatives from major corpo-
rations and universities in the Kansai region.

Chairman
SHIMOZUMA, Hiroshi 
Chairman, Kansai Economic Federation 

Vice Chairman
NOMURA, Akio 
Chairman, Osaka Chamber of Commerce and 
Industry 

TATEISHI, Yoshio 
Chairman, Kyoto Chamber of Commerce and 
Industry

MIZUKOSHI, Kohshi 
Chairman, Kobe Chamber of Commerce and 
Industry 

SAITO, Norihiko 
Co-Chairman, Kansai Association of Corporate 
Executives 

TSUJII, Akio 
President, Kansai Employers' Association 

President
HONMA, Masaaki

Contact 
Address :  29th floor, Nakanoshima Center Building, 

6-2-27 Nakanoshima, Kita-ku,  
Osaka 530-6691, Japan

E-mail : contact@kiser.or.jp
Phone : 81-(0)6-6441-5750
FAX  : 81-(0)6-6441-5760 
URL : http://www.kiser.or.jp





Japan Committee for Pacific Economic Outlook 
c/o Kansai Institute for Social and Economic Research ( )
29th Floor Nakanoshima Center Bldg. 
6-2-27 Nakanoshima, Kita-ku 
Osaka 530-6691, Japan 
Tel: 81-6-6441-5750 
Fax: 81-6-6441-5760 
Email: peo@kiser.or.jp 
Website: http://www.kiser.or.jp/ 

Pacific Economic Cooperation Council 
29 Heng Mui Keng Terrace 
Singapore 119620
Tel: 65-6737-9822
Fax: 65-6737-9824 
Email: info@pecc.org
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