US CURRENT ACCOUNT: INTERACTION WITH THE INTERNATIONAL INVESTMENT POSITION AND
ADJUSTMENT CHANNELS

Largeand growing global current account imbalances may be an increasing source of tensionin
theworld financial system asthey poserisksfor financial and exchange rate market volatility,
ultimately affecting the optimal allocation of world savings. Theserisksarewell recognisedin
both academic and policy quarters, and there is a broadening consensus that the current
composition of global current accounts could prove unsustainable from a long-term
perspective, with the evolution of the US current account being seen as a key factor. This Box
highlights specific trends that could undermine the sustainability of the US current account
relative to its international investment position (I1P). It also discusses the possible channels
through which an adjustment of global imbalances may take place.

Asfar asthe USisconcerned, the accumulation of large current account deficits broughtits|1P
— measuring the stock of US claims on foreign assets net of foreign claims on US assets—to a
historical low of -28% by end-2004 (see Chart B1.1).! The sustainability of this net debtor
position largely hinges on the interaction between the US current account and its net external
liabilities. In this context, two aspects should be highlighted:

First, the relevance of valuation effects on the stock of foreign assets and liabilitiesislarge, in
aninteraction running from the current account to the net external position. Despite cumulative
net capital inflowsto financethe current account deficit inthe USto the order of 5% of GDP per
year, the US |1 P deteriorated by only 1.5 percentage points between 2002 and 2003 (see Chart
B1.2). Thedifferenceisaccounted for by GDP growth and, moreimportantly, by changesin the
valuation of assets and liabilities that have been mainly produced by exchange rate
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1 The data exclude valuation changes.



fluctuations. In particular, the depreciation of the US dollar after February 2002 led to a
revaluation of US external assets, which arelargely denominated in foreign currency, whereas
the bulk of US foreign liabilities are denominated in US dollars. This valuation effect, a by-
product of the international role of the dollar, brought about a cumulative capital gain for the
US of almost USD 700 billion, or around 7% of GDP, between 2002 and 2003. Theimportance
of these valuation changes tends to increase with the sheer size of US net foreign liabilities,
even though, barring a persistent depreciation (or appreciation) of thedollar, their impact over
the medium term should eventually be overshadowed by the flow variable, i.e. the current
account and its counterpart in terms of financial flows.2

Second, it is also important to highlight the impact of an increasingly negative foreign debt
position on the balance on income. Since 2001 the US current account deficit has been largely
financed by foreign purchases of debt securities, different to the pattern of the late 1990s, when
foreign direct investment (FDI) and equity inflows made a positive contribution. The
increasingly negative US external position can be attributed to the accumulation of foreign
debt, which is expected to generate growing debt servicing obligations, and will have a
negative impact on the US current account through the balance on income (see Chart B1.1). In
recent years, and despite a deteriorating net foreign position, the US balance on income
consistently posted surplusesthanksto relatively low income outflowsrelated to FDI inthe US
compared with income inflows of US direct investment abroad and, more recently, very low
yields on US debt securities. However, according to several projections,® the possibility of a
sizeablerisein USinterest rates together with the building up of stocks of foreign-owned US
debt inrecent yearswould most likely bring the balance onincomeinto negativeterritory inthe
coming years, thereby complicating the unwinding of the US current account deficit.

Looking forward, three main adjustment channels have been identified by international
institutions, policy authorities and academics as possible ways of closing global imbalances.
First, considering exchange rate adjustment in simulations, a 10% depreciation of the US
dollar vis-a-vis all currencies would, beyond some short-term positive impacts related to
improved competitiveness, most likely have a negative effect on US real output through a
deterioration in financing conditions. Effects for the rest of the world (and the euro areain
particular) would most likely prove negative, owing to declining competitiveness and
decreasing foreign demand. Under the same assumptions, all modelsindicate areductioninthe
US current account deficit of between 0.4% and 1.1% of GDP over three to six years.

Second, looking at current account deficits as a saving-investment imbalance, an increase in
US savings by both the public and the private sectors would appear to be a natural channel
enabling the correction of the US current account deficit. Fiscal consolidation in the US
appearsto bethemain policy for achieving such an adjustment, apart from targeted measuresto
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