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I. INTRODUCTION

The United States has experienced current account deficits exceeding 1 percent of GDP
during all but two of the years since 1981 (Table 1). In 1999, the current account deficit
reached 3.7 percent of GDP. In 2000, it increased again, to 4.5 percent of GDP, and some
projections show the current account deficit rising further over the next decade (Mann,
2001). Although the levels experienced thus far are not large compared to those experienced
by some industrial countries, such as Australia, New Zealand, and many developing
countries, they are high compared to the current account balances of the larger industrial
countries (Table 2). Thus, questions have arisen about the sustainability of current account
deficits exceeding 4 percent of GDP over the medium to long term in the sense of Milesi-
Ferretti and Razin (1996), meaning that they can be maintained without need for drastic
changes in domestic macroeconomic policy.? For example, Obstfeld and Rogoff (2001),
writing before the start of the 2001 recession in the United States, argued that the U.S.
current account balance was quite likely to reverse by 2010, predicting that a rapid
adjustment could lead to a real depreciation of the dollar by more than 20 percent.

Contemporary economic theory views the analysis of current account sustainability as a
medium-term issue, turning on the ability of countries to generate sufficient current account
surpluses in future years to offset present deficits. One strand of the recent literature has thus
focused on medium-term analysis of the sort provided by Chinn and Prasad (2000) and
Farugee and Debelle (2000). These studies have identified such factors as the ratio of the
government budget balance and net foreign assets to GDP, relative income, the dependency
ratio, and financial deepening as affecting the current account balance over the medium and
longer term. Another strand of the literature has emphasized the relationship between the
ratio of the income elasticities of U.S. exports and imports and that of relative growth rates
for the U. S. and its main trading partners, arguing that the two ratios tend to converge over
long time periods (Arora, Dunaway, and Faruqee, 2001, citing Krugman, 1989). A third
strand emphasizes the role of relative productivity growth and its impact on net capital flows
in explaining current account movements over the medium term. For example, simulations
using the IMF’s MULTIMOD model suggest that the United States’s large current account
deficits could persist for some time if productivity growth remains much higher in the U.S.
than in other major countries, but diminish quickly if the productivity growth differential
narrows sharply. See Arora, Dunaway, and Farugee (2001).

The medium-term approach, however, abstracts from the shorter term impact of business
cycles and related macroeconomic and financial variables, such as stock market performance,
on the current account balance. Similarly, it does not allow measurement of these factors on
the accompanying capital and financial accounts of the balance of payments. Farugee and

% The IMF’s Executive Board, for example, questioned the sustainability of the U.S. external
current account deficit over the longer term during the IMF’s 2001 Article IV Consultation
with the United States (International Monetary Fund, 2001Db).



Debelle (1996), for example, have observed that the business cycle, as measured by the
output gap and the real exchange rate, had significant short-term effects on the current
account balance for a number of industrial countries during the 1971-93 period. Freund
(2000) has noted that, in industrial countries, a common pattern during the 1980-97 period
was for the current account deficit to begin reversing after reaching a level of about 5 percent
of GDP and to continue improving over a period of several years. The reversal typically
accompanied a slowing in the real GDP growth rate, which Freund interprets as meaning that
strong income growth led to a current account deficit, while a growth slowdown or recession
usually accompanied an improvement in the balance to a more sustainable level. In addition,
most countries experienced a decline in the national savings rate before the reversal, and a
drop in the investment rate afterwards (with no further change in the savings rate). This
coincides with the view that current account worsening and improvement are usually
counter-cyclical. Besides the growth effects, the average country experienced a cumulative
real depreciation of about 20 percent beginning in the year before the maximum current
account deficit.

Data for the United States also suggest a strong cyclical influence on the balance of
payments. As Chart 1 indicates, the current account balance has often recorded surpluses
during recessions, such as 1974-75, 1980, and 1991, and deficits during periods of strong
economic growth (e.g., 1994-99). However, the relationship is not exact, since some boom
years (e.g., 1973) have recorded surpluses, while some recession years (e.g., 1982) have
recorded deficits. Similarly, the financial account of the balance of payments and the
magnitude of foreign direct investment have also varied over the business cycle. For
example, both grew strongly during the last half of the 1990s, when U.S. economic growth
began to exceed that of other industrial countries, arguably triggering capital inflows to the
United States.

Because cyclical factors seem to have a major impact on the U.S. balance of payments, it
seems worthwhile analyzing the effect of these variables in a more systematic way. This
includes studying the impact of these variables not only on the external current account, but
also on the capital and financial accounts, which have been instrumental in financing the
country’s large current account deficits. Many analysts have argued that the ability of the
United States to sustain large current account balances during the past decade has turned on
the willingness of foreign investors to place substantial investment funds in the United States.
This may reflect the lower capital-output ratios and higher returns to capital observed in the
United States than in most other industrial countries during the last half of the 1990s (see
Arora, Dunaway, and Farugee, 2001; Cooper, 2001, and McKinnon, 2001). Since the growth
in productivity often mirrors business cycles, analysis may show that cyclical factors also
have an impact on the capital and financial accounts of the balance of payments.

This paper follows a two-step procedure. First, cointegration analysis is used to confirm that
cyclical factors bear a long-term relationship to the current account and the financial account
(the main element of the capital and financial account) of the U.S. balance of payments.
Second, the paper estimates a series of reduced form equations in differenced form, using
both annual and quarterly data, for the current account balance, the financial account balance,



and important components of each balance, using a number of macroeconomic indicators
reflecting the state of the business cycle as explanatory variables. These include not only a
measure of economic growth, but also other factors that vary cyclically, such as inflation,
energy prices, and returns on financial assets. In addition, following work by Kandil (2000)
on other macroeconomic indicators, the paper examines the effect of positive and negative
shocks to these and other cyclical variables on components of the balance of payments.

To anticipate the results, the empirical work confirms that cyclical factors have a significant
impact on the current account balance, with higher real growth, a more appreciated real
exchange rate, and higher energy prices having the expected negative impact on the current
account balance. In addition, shocks to certain variables have asymmetric effects on the
current account balance. Although cointegration indicates a positive long-term relationship
between the financial account balance and both real GDP and the real exchange rate, reduced
form equations suggest that these variables affect mainly the composition of capital inflows,
rather than the size of the overall balance.

The rest of the paper is organized as follows. Following a theoretical discussion of the
models in section II, section III reports the cointegration analysis of the current and financial
accounts. Section IV reports the results of the reduced form equations, looking both at annual
and quarterly data over the 1960-2000 period and quarterly data during the periods
1990-2000 and 1995-2000, using the last two to assess claims about changes in the
determination of these accounts during recent years. Section V summarizes the main findings
in the paper.

II. MODELING CYCLICAL EFFECTS ON THE U. S. BALANCE OF PAYMENTS: THEORY

As noted in the previous section, the literature suggests that the main components of the
balance of payments, in particular the current account balance, are sensitive to cyclical
economic factors. To test this hypothesis, we use the following procedure. First, we test for
cointegration between key cyclical factors and the main elements of the balance of payments,
to examine the long-term correlations between these two sets of variables. Next, we estimate
a series of reduced form equations relating the current account balance, its main components,
and the main components of the capital and financial account balance to a series of
macroeconomic variables that are cyclically sensitive. To track business cycles, these models
are estimated on a short-term basis, using either annual or quarterly data. Because data on
foreign economic growth are available only on an annual basis, and the results are stronger,
we prefer models based on annual data, although we also examine models using quarterly
data.

As a further test of cyclical factors on current and capital and financial accounts of the
balance of payments, for the annual models we disaggregate selected explanatory variables
into expected values and deviations from these values, looking separately at positive and
negative shocks to determine whether or not the effect of shocks is symmetrical, i.e., whether



or not positive and negative shocks have similar effects on the dependent variables.? Thus,
we estimate equations relating our dependent variables (labeled Y) to a series of explanatory
variables, some of which (labeled X) are entered as “actual” (in fact, instrumented) values
and the others (labeled Z) are disaggregated into expected (i.e., forecast) values and positive
and negative deviations from these expected values:

Yt = f(X Ity E(Zj,[)a POSZj,t ] Neng,l )’

where the X i variables appear as “actual” values and the Z;, variables are disaggregated into
expected values E(Z;;) and positive and negative shocks, PosZ;; and NegZ; . For quarterly
estimates, we omit disaggregation and model each dependent variable as the sum of
distributed lags of the explanatory variables entered in the equation.

Equations like the above are estimated both for the current and financial account balances
and their main components. As explanatory variables, we use cyclically sensitive
macroeconomic indicators reflecting the following analysis.

A. Current Account

Both economic theory and the work of other researchers suggest that the current account of
the U.S. balance of payments should be sensitive to domestic economic conditions. As noted
earlier, Freund (2000) has commented that the current account balances of most industrial
countries have responded to changes in real GDP growth rates, with deficits typically
widening during the expansionary part of a business cycle and contracting or becoming
surpluses as real GDP growth declines. Thus, we would expect real growth to have a
negative impact on the current account balance, raising imports of goods and services.
Higher inflation should also worsen the current account balance, raising imports and
reducing exports as competitiveness declines. The same should apply to higher energy prices,
since the United States is a net energy importer. Various foreign variables should also be
expected to affect the current account balance. Higher foreign growth rates should spur U.S.
exports of goods and services, other things being equal. Variables affecting the real prices of
tradables should also affect the external current account balance. Thus, the real effective
exchange rate of the dollar should have an impact, with a real appreciation eventually
worsening the current account balance (by reducing exports and increasing imports) and a

> One benefit from examining separately the impact of macroeconomic shocks and
forecastable events on the balance of payments is that the two phenomena may affect the
same variable over different time periods. Shocks are random components of an observed
variable that have, by construction, a zero mean. Thus, they should have only temporary
effects on a variable that cancel out over time. Forecastable events, by comparison, are more
likely to have longer lasting effects on a variable. Decomposing a variable into forecasted
and shock elements allows testing whether an observed relationship between two variables
reflects mainly temporary, or also longer lasting, effects.



real depreciation improving it. In the short run, however, if the economy is highly dependent
on imports, the effects may be opposite (indicating a “J-curve” effect of changes in the real
effective exchange rate). Interest rates may also affect the current account balance by
changing net interest payments. In addition, the actual and predicted performance of stock
markets in the United States may affect the current account, if stock market performance is
positively related to the real exchange rate, in the sense that higher stock prices may trigger
net capital inflows, leading to an appreciation of the real exchange rate and a worsening of
the current account balance.* Thus, there may be collinearity between the two variables,
making it hard to identify their separate effects in a single regression.’

B. The Capital and Financial Account

The impact of cyclical factors on the capital and financial account of the balance of payments
may be harder to predict than the current account, for a variety of reasons. U.S. financial
institutions play a key role in providing financing to other countries. Thus, net financial
inflows to the United States also reflect, to a significant degree, the financial circumstances
of other economies. Nevertheless, one might expect the capital and financial account to
respond positively both to current and to expected real economic growth in the United States,
both reflected in current growth rates. This reflects the importance of both direct investment
and financial investments by foreigners from abroad to the United States. Similarly, the
capital and financial account might also depend on real growth in the United States relative
to that in other economies. This could be incorporated by including measures of real GDP
growth in other country groups, such as non-U.S. industrial countries and selected emerging
market economies. Finally, since official reserves are limited, there might be an inverse
relationship between the current account and the capital and financial account, with the latter
becoming more positive as the former deteriorates. One implication might be that net inflows
in the capital and financial accounts essentially finance current account deficits, since there is
a limit to reducing official reserves. However, an inverse relation could result if capital
inflows lead to a real appreciation of the U.S. dollar that worsens the current account balance.

* Mercereau (2001) also finds that the stock market affects current account performance. In
his model, expectations of higher future stock prices raise present-period consumption
because of consumption smoothing, weakening the current account balance in the present.

> Besides these variables, we also examined the effect of shocks to government spending and
to the money supply, as a way of testing the impact of fiscal and monetary policy on the
current and financial accounts of the balance of payments. Unlike Chinn and Prasad (2000),
we did not find significant effects from these variables, at least in the context of our annual
models.



C. Procedures, Variables, and Data

To examine the different hypotheses regarding the current and the capital and financial
accounts, reduced form equations were estimated for both the aggregate balances and for
important components of each account.

For the current account, equations were estimated for the current account balance, exports
and imports of goods, and exports and imports of services. For the capital and financial
account, equations were estimated for the financial account balance, total financial inflows,
total financial outflows, total inflows by foreign parties other than governments, inflows for
foreign direct investment, inflows for holdings of nongovernment securities, and inflows for
liabilities of banks and other financial institutions, the latter representing mostly
accumulations of deposits and certificates of deposit at U.S. banks. Because amounts in the
capital account were small, no equations were estimated for the combined capital and
financial account.® Tests indicated that the external sector balances and the different
explanatory variables had unit roots in levels but not in first differences, so the equations
were estimated using first differences. Because the current and financial account balances
could take negative values, they were estimated as changes in levels. The components of
these balances were estimated as changes in logarithms, however. Table 3 contains a list of
the dependent variables, while data sources appear in Appendix I.

To isolate the effects of key variables, a basic set of equations was estimated using the
changes in the following as explanatory variables: real GDP, the GDP deflator, an index of
energy prices, the real effective exchange rate of the U.S. dollar, and weighted averages of
real GDP in emerging market economies and of industrial countries other than the United
States.” 8 To illustrate asymmetries in the effects of positive and negative shocks to

% In the U.S. balance of payments, the capital account includes estimates of debt forgiveness
by the U.S. government, transfers of assets by immigrants to the United States (comparable
transfers by emigrants are excluded, because of insufficient data), and sales and acquisitions
of some nonproduced, nonfinancial assets (transactions in natural resources and a few large
transactions in other types of such assets). See IMF (2001a, p. 365). Because the relevant
items are small, the capital account in the U.S. balance of payments is also small.

" To determine whether trade liberalization affected the results, the equations were also
estimated using dummies for each of the three major postwar rounds of tariff negotiations—
the Kennedy, Tokyo, and Uruguay rounds. Only the Kennedy round dummy (years from
1969 onward) had a significant coefficient in any of the equations, and then only for exports
and imports of goods. Accordingly, the equations reported include no trade round dummies.

® We relate the nominal values measured in the balance of payments to both real variables
and price indices (such as changes in real GDP and in the GDP deflator) rather than just
nominal variables (such as nominal GDP), to shed more light on the sources of cyclical
fluctuations in the dependent variables.
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individual variables, actual changes for certain variables were replaced by expected values
and positive and negative shocks.'® Several equations also tested for the impact of U.S. stock
market prices, as measured by Standard & Poor’s index of 500 stocks listed on the New York
Stock Exchange. Table 3 also includes a list of the explanatory variables used in the
equations.

The various equations were estimated using both annual and quarterly data.'’ The annual
equations were estimated over the period 1960-2000, while those with quarterly data were
estimated over the 1960-2000 period and for 1990-2000 and 1995-2000, to see if new trends
in the data appeared during the 1990s. Appendix II describes in detail the econometric
methodology.

The annual equations had the following form, sometimes including a stock price variable,
with one set of explanatory variables entered as actual changes (shown below with the
subscript “i”’) and a second set (shown with the subscript ") decomposed into expected
changes and positive and negative shocks (positive and negative differences from the
expected changes):

DY, = by + Ei,t b; DX it T Zj,t Cj E(DZj‘t) + Zj dj,t POSZj,t'*‘ Zj hj,t Neng,t + Uy,

° The list of industrial countries includes Australia, Austria, Belgium, Canada, Denmark,
Finland, France, Germany, Greece, Iceland, Ireland, Italy, Japan, Luxembourg, the
Netherlands, New Zealand, Norway, Portugal, Spain, Sweden, Switzerland, and the United
Kingdom. The set of emerging market economies was chosen based on data availability and
relevance of the U.S. balance of payments. The economies included are Argentina, Brazil,
Chile, Colombia, Cyprus, Hong Kong SAR, Hungary, Israel, Korea, Mexico, Oman, Saudi
Arabia, Singapore, South Africa, Thailand, Turkey, Uruguay, and Venezuela. For both
industrial and emerging market groups, the index was constructed as a geometric weighted
average of real output in each economy, such that the log of the average equals a weighted
sum of the log of real output in each economy. The weights were determined by the ratio of
each economy’s output to total output in the group.

19 The technique for deriving expected changes in variables is described in Appendix IL
Positive and negative shocks were calculated as the excess or shortfall of actual from
-expected values of the variables.

"' Data were drawn mainly from the Bureau of Economic Analysis, U.S. Department of
Commerce (BEA). The quarterly equations did not include measures of real GDP in other
economies. The various balance of payments indicators and key macroeconomic indicators
come from the BEA. Data for the real effective exchange rate (REER) of the U.S. dollar were
drawn from the IMF’s REER database. Other data are from the International Financial
Statistics (IFS) data base. See Appendix I for more details.
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Where:

DY, represents the first difference in one of the dependent variables (the current
account balance, financial account balance, or the log of one of their major
components);

DX represents the change in the i-th explanatory variable X, entered as a difference
in its actual value from the previous year, without decomposition;

E(DZ;,) represents the expected value of the change in the decomposed j-th
explanatory variable Z;

PosZ,;  represents positive shocks to the j-th explanatory variable Z;
NegZ; represents negative shocks to the j-th explanatory variable Z; and
u,is a disturbance term.

The reduced form equations are estimated without an error correction term, because the right-
hand side variables are not jointly cointegrated with the dependent variable. No single
cointegrating vector can thus be identified to include as an error correction term in the short-
term reduced-form equations. '

Depending on the equation, one or more sets of explanatory variables were decomposed into
expected values and positive and negative shocks from these values. In some versions of the
equations the two external variables (EMERG—the index of real GDP in emerging market
economies, and OTHERIND—the index of real GDP in other industrial countries) were
decomposed. This specification is the basic model. In others, the four domestic variables
(GDPR—real GDP, GDPDEF—the GDP deflator, ENERGY—the index of energy prices,
and REER—the real effective exchange rate of the U.S. dollar), sometimes along with the
stock market variable (STOCK), were decomposed.

The quarterly estimates involved distributed lag equations with the following form:

12 Cointegration tests indicate that there is a common trend between each of the current
account balance and the financial account balance and selected explanatory variables in the
model (see Section III for details). Nonetheless, there is no cointegration vector that
combines each dependent variable and all explanatory vartables in any of the estimated
models. Hence, it was not necessary to account for an error correction term in the model
specification of the reduced-form equations.
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DY, = bo+b1 Y DGDPRvi+ b2 Y DGDPDEF vi+bs Y DENERGY vi+bs Y DREER i

i=0 i=0 i=0 i=0

(+bs )’ DSTOCK vi ) +u,

i=0
where:

DY, represents the first difference in one of the dependent variables (the current
account balance, the financial account balance, or one of their major components);

z Z . represents a two- or four-quarter distributed lag of the i-th explanatory

i=0

variable (DGDPR, DGDPDEF, DENERGY, DREER, and, in some equations,
DSTOCK) as defined above, with n =2 for the 1995-2000 period and 4 otherwise; and

U, is a disturbance term.

Before undertaking this analysis, however, the endogeneity of potential explanatory variables
must be addressed.'? The reduced form equations explaining the current and financial
accounts are estimated jointly with equations that approximate agents’ forecasts of
decomposed variables in the model, using three stage least squares (3SLS). Instrumental
variables are used to proxy the endogenous variables in the model, including the real
effective exchange rate of the U.S. dollar during the current period (see Appendix II for
details). Instruments include the lagged value of the first-difference of the logarithms of real
output, the price level, broad money supply, federal government expenditure, and the real
exchange rate of the U.S. dollar."

III. COINTEGRATION RESULTS

Before estimating the reduced form equations described above, we tested for cointegration
between the main domestic economic variables and the current and financial account
balances. This test indicates whether our cyclical variables bear a long-term relationship to
these key balances. The results are summarized in Table 4.

13 Net exports, for example, are an important component of GDP, although in the U.S. the
sum of exports and imports of goods and nonfactor services only equals about 25 percent of
GDP.

' These instruments are functions of lagged endogenous variables in the system and thus do
not depend on the current value of estimated variables for the current and financial accounts.
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For both the current and financial account balances, two combinations of variables were
tested: one including the current or financial account balance, real GDP, the real effective
exchange rate (REER), the index of energy prices, and the GDP deflator; and one with the
first four of these variables, i.e., excluding the GDP deflator. In the case of the current
account balance, chi-square statistics suggested that only the current account balance and real
GDP were cointegrated, with the expected negative relationship, when all five explanatory
variables were included. However, when only the first four variables were included, chi-
square statistics indicated that all four variables belonged in the cointegrating vector, with
real GDP, energy prices, and the REER all bearing a negative and significant relationship
with the current account balance. For the financial account balance, the combination with
five variables showed only the GDP deflator and energy prices as cointegrated, with a
positive relationship. The test with four variables, however, showed that the financial account
balance, real GDP, and the REER were cointegrated, with real GDP and the REER positively
related to the financial account balance.

The cointegration results suggest that real GDP, energy prices, and the REER have a negative
long-term relationship with the current account balance, while real GDP and the REER have
a positive long-term relationship with the financial account balance. The cointegration results
indicate that the relations between variables are long lasting. Hence, domestic conditions
have long-run implications for the current account deficit and its sustainability. Real GDP
growth and dollar appreciation seem necessary for the sustainability of the current account
deficit, because they generate the inflow of financial assets to finance the widening deficit.
The significance of the error correction term indicates the importance of cyclical fluctuations
between variables in the short run. Hence, understanding the relation between the financial
and current accounts in the long run requires a thorough investigation of cyclical fluctuations
in the short run.

IV. RESULTS FROM REDUCED FORM EQUATIONS
A. Basic Model with Decompositions

The basic model includes domestic variables and two indices of output growth in selected
emerging markets and other industrial countries. All domestic variables enter the model in
first-difference form. Each index of output growth in other countries is decomposed into
three components: an anticipated growth component, a positive shock, and a negative shock.
Results appear in Tables 5a and 5b, which report regressions for the balances and key
components of the current account and financial accounts, respectively. Because the current
and financial account balances are entered as first differences in levels, coefficients in these
regressions cannot be interpreted as elasticities, unlike the case for the other dependent
variables.

Table 5a shows that, in this specification, changes in real GDP and the real effective
exchange rate both have negative and significant coefficients. These results imply that
growth in real GDP and a more appreciated real exchange rate correspond to a weaker
current account balance, as expected. Surprisingly, however, positive movements in real
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GDP in emerging market economies and other industrial countries do not correspond to a
stronger U.S. current account. The coefficients for the expected values of these variables and
positive shocks to them are all negative, although significant only for positive shocks to GDP
in emerging economies. That is, the growth in emerging markets’ output is consistent with an
increase in U.S. imports relative to exports. This result may mean that GDP growth in other
economies is less important as a determinant of the U.S. current account balance than real
growth or real exchange rate movements in the United States for these other groups of
economies. Most other variables have insignificant effects on the current account balance.

The equations for exports and imports of goods, and to a lesser extent, exports of services,
help explain the results of the equation for the current account balance. The equations for
exports of goods and of services both have negative and significant coefficients for changes
in the real effective exchange rate (DREER), suggesting that an appreciation of the real
exchange rate worsens the current account balance by depressing exports. The equation for
imports of goods has a positive and significant coefficient on changes in real GDP (DGDPR),
implying that higher real GDP growth worsens the current account balance by raising
imports. Both sets of results conform to theoretical predictions. A few other variables have
significant coefficients in other equations, but most are insignificant. Hence, fluctuations in
real GDP growth and the real effective exchange rate seem to be the primary determinants of
cyclical fluctuations in the current account balance of the U.S.

Table 5b shows that the basic equations, with EMERG and OTHERIND decomposed, do a
poor job of explaining the financial account and its most important components. Most
coefficients are insignificant, and the R” statistics for the equations are low. Thus, the
macroeconomic variables and decompositions here do little to explain movements in the
financial account.

Table 6 reports the results of equations for the current account balance and its main
components in which the four main domestic economic variables—GDPR, GDPDEF,
ENERGY, and REER—are decomposed, while EMERG and OTHERIND are entered as
changes in “actual” (instrumented) values. We report this specification to demonstrate the
robustness of our previous findings with respect to model specification. Further, we seek to
investigate possible asymmetry in the effects of domestic variables on components of the
current and financial accounts. This specification does a better job at explaining variations in
the current account balance and key components. In addition, it supports some conjectures
regarding movements in the financial balance.

Compared to the results of Table 5a, all the equations in Table 6 have noticeably higher R
statistics, and many of the new variables are significant at the 10 percent level or better. In
the equation for changes in the current account balance, the expected value of changes in real
GDP has the anticipated negative sign and is again quite significant. This reflects positive
and highly significant coefficients on expected changes in real GDP in the equations for
imports of goods and of services. This result is consistent with a long-lasting effect of
domestic real conditions on imports and the current account balance. Thus, the deterioration
in the current account balance reflects the role of higher real GDP in raising expected imports
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of goods and, this time, of services. Positive shocks to real GDP growth in the United States
tend to improve the current account balance, reflecting a positive effect on changes in exports
that exceeds the positive effect on changes in imports. However, negative shocks also
improve the current account balance, as evident by the negative and statistically significant
coefficient. The reduction in imports exceeds that of exports during economic downturns.
Thus, there is clear asymmetry in the effects of fluctuations in real GDP growth on the
current account balance of the U.S, resulting from fluctuations in exports. Overall, the results
indicate that the inverse relationship between the current account and the business cycle in
the U.S. is particularly evident during recessions.

Table 6 also shows that expected appreciations in the real exchange rate have a negative
effect on the current account balance, consistent with theoretical expectations and the result
in Table 5a. On the other hand, higher expected energy prices have a positive but
insignificant effect on changes in the current account balance. This is consistent with a
significant increase in exports when anticipated energy prices rise, as the equation for exports
of goods suggests.'> However, positive shocks to energy prices have a significant negative
effect on the current account balance, reflecting a greater impact on imports than on exports.
Since the United States is a net energy importer, higher-than-expected energy prices should
coincide with a weaker current account balance. This is consistent with a larger positive
coefficient on imports compared to exports in response to higher-than-expected energy
prices. That is, the quantity demanded of energy imports is inelastic with respect to the rise in
prices. Hence, the value of imports is rising. Surprisingly, unexpectedly low energy prices
also worsen the current account, as evident by the positive and statistically significant
coefficient. Both exports and imports behave asymmetrically in the face of energy price
shocks. U.S. exports do not decline with the reduction in energy prices. Moreover, imports
do not decrease, despite the reduction in energy prices. Hence, there appears to be a tendency
for the quantity of energy imports demanded to rise in response to an unexpected reduction in
prices. The model specification in Table 6 also demonstrates that positive changes to real
GDP in emerging markets are significantly related to a weaker current account balance.
Higher real GDP growth in other industrial countries is positively and significantly related
both to higher goods exports and to higher goods imports. However, the coefficient in the
equation for exports of goods is noticeably larger than that on imports, suggesting that the
main effect of higher growth in other industrial countries is to raise U.S. exports, despite the
results in Table 5a.

Estimating the financial balance with the specification that decomposes domestic variables
yields no better results than those of Table 5b. The results are available on request.

!> This surprising result may reflect higher imports from the U.S. by oil-exporting countries
when energy prices increase.
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B. Effect of Stock Market Prices

As a way of improving the results for the financial balance, Tables 7a, 7b, 8a, and 8b report
the effect of adding a variable for U.S. stock market prices to the previously estimated
models. The stock market variable has a powe