
 
  Abstract This paper analyzes the determinants of current 

accounts imbalances between the pre- and post financial crisis of 
1997/98 in Asia. The investigation is focused on four Asian 
economies that have adopted the floating exchange rate and 
inflation targeting regime after the financial crisis. These 
economies have experienced the current account imbalances from 
deficits to surpluses after the financial crisis. In particular, we seek 
to investigate if the financial crisis and the change in monetary 
policy regime have impacts on the dynamic of current account in 
these economies. Applying the approach of Generalized Method of 
Moments, the results show that these determinants have different 
impacts on current account adjustment across economies. The 
factors that have important impact on current accounts in these 
economies include CPI, reserve accumulation, terms of trade, trade 
openness and exchange rate. Financial crisis and monetary policy 
regime have significant impacts on the current account dynamics 
in these selected economies.  
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I. INTRODUCTION 

HE literature on the current account is broad. Many 
studies have been conducted to provide explanations on 

the global current account imbalances. More recently, many 
studies are focused on the behavior of current account in 
emerging economies of Asia as these economies experience 
drastic changes in current account patterns from deficits to 
surpluses after the financial crisis of 1997/98. Some studies 
seek to link the current account imbalances to the global 
financial crisis. Indeed, global current account imbalances 
signal the financial crisis. For instance, Edwards & Frankel 
(2002) find that larger current account deficit increases the 
probability of a crisis. Emerging Asia is said to be growing 
contributor to the global imbalances. According to [9], there 
are evidences of reversion in the current accounts during 
both the pre- and pro-crisis periods in the crisis affected 
Asian countries.  

This paper continues the analysis of current account 
dynamics of emerging markets. Specifically, we intend to 
reveal if financial crisis and the change in the monetary 
policy regimes matter in the dynamics of current account in 
emerging markets. We focus the study on the current 
account dynamics in four Asian economies that had 
experienced financial crisis of 1997/98 and have switched 
their policy regimes from rigid exchange rate to the flexible 
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one and inflation targeting. Korea has adopted the inflation 
targeting in April 1998 while Thailand and Philippines have 
adopted the regime in May 2000 and January 2002 
respectively. Indonesia has implemented inflation targeting 
in July 2005. Apart from this, this study also seeks to reveal 
other main determinants to the current account imbalances 
in these four emerging markets. The Generalized Method of 
Moments (GMM) is applied to identify the determinants of 
current account dynamics in these Asian crisis-hit 
economies. Apparently, different determinants might have 
different impacts on current accounts in these economies. 
We have several main findings. First, trade openness, terms 
of trade, CPI, reserve accumulation and exchange rate are 
the main determinants to the current accounts in all 
economies. Interest rate has very small impact or only has 
weak impact on current accounts in majority economies. 
Second, financial crisis has significant impact on current 
accounts in these economies. Third, we find that the change 
in the monetary policy regime has impact on current 
accounts.  

The remainder of the paper is organized as follows: 
section two provides the literature review. Section three 
presents the theoretical model. Section four explains the 
methodology and data and section five discusses the results. 
Finally section six concludes. 

II. LITERATURE REVIEW 

The determinants of current account imbalances permit 
further analyses and investigations. Indeed, previous studies 
reveal many factors drive to the current account imbalances 
across economies. The research on the current account 
imbalances goes back to the work by [1, 2] that evaluate the 
sustainability of current account deficit in United States. 
Other research along this line are by [3, 4] who examined 
the causes of trade deficit. Recent empirical research in this 
area include work by [5] and [6] examined the causes of 
trade surplus. In particular, many studies reveal strong link 
between government budget balance and current account 
balance, the so called Twin Deficits Hypothesis. Studies that 
supported the Twin Deficits Hypothesis include [7, 8, 23].  
 Empirical investigations confirm the role of 
fundamental variables in determining the current accounts 
dynamics. These factors include oil price [10], exchange 
rate [12,14,15], productivity [16, 18], financial 
intermediation and  integration [11, 19], fiscal policy and 
public saving and so on. [10] conducted empirical 
investigation to study the current account imbalances in the 
Euro area. The results revealed that oil price, terms of trade, 
trade openness, net foreign asset, institutional quality and 
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financial deepening have significant impacts on current 
account imbalances. On the other hand, [12] revealed a link 
between current account reversals and inflation. Exchange 
rate depreciation also matter in determining the current 
account behavior. [24] also found that exchange rate has 
significant impact on current account movements. [13] 
conducted a cross-country study on determinants of the 
current accounts in emerging Asian economies over 
1980-2009. His study has underlined that trade openness 
has important impact on current account behavior in all 
economies except Thailand. Apart from these, a positive 
relationship between current account and productivity 
growth is reported by [16]. An extensive review by [17] 
found that higher domestic output growth and exchange rate 
appreciation tend to exhibit current account deficit. [25] 
focused the study on two convergence club, namely the 
deficit economies of Europe and the surplus economies of 
Asia. The results reveal that the divergence in Asia is 
explained mainly by reserve accumulation while that in 
Europe is due to the degree of financial integration.  

III. THEORETICAL MODEL 

There are three basic theoretical models that explain the 
determinants of current accounts, i.e. the elasticity approach, 
the absorption/ saving investment balance approach and the 
intertemporal approach (see [13]). The elasticity approach 
allows changes in exchange rate and it is principally based 
on the analysis of price elasticity of demand for imports and 
exports. This approach highly emphasizes the role of 
exchange rate and trade flows on current account 
adjustments and it is widely applied to evaluate the impact 
of currency.  

Absorption approach uses the saving investment and 
balance approach. According to this approach, current 
account deficit is a condition where absorption exceeds 
income while surplus happens when absorption less than 
income or  exports exceed imports. On the other hand, the 
intertemporal approach is derived from the absorption 
approach. Current account is in surplus when production 
exceeds spending, or exports exceed imports. It is in deficit 
when spending is larger than production or imports exceed 
exports. 

We adopt the absorption approach. The absorption 
approach provides a broader perspective of the current 
account compared to the elasticity approach [21]. According 
to this approach, current account is interpreted as the 
difference between monetary values of domestic production 
and aggregate demand. The national account consists of two 
main elements, the internal (C, I and G) and external 
balances (X and M) respectively: 

( )tttttt MXGICY −+++=  

Rearranging the variables,  
( ) tttttttt ISIGCYMX −=−−−=−  

where C, I and G represents the sum of consumption, 
investment and government expenditure. S and I indicate 
the saving and investment respectively. External balances 
are the difference of exports and imports. From the 

definition of national’s identity, this relation implies that 
there is a link between import and export to current account. 
Hence, the components of internal balances (C, I and G) and 
external balances (X and M) have impacts on current 
account balances. We investigate the factors that can 
determine to the movements of components in both of the 
internal and external balances. Both internal and external 
balances are related.  

IV. METHODOLOGY AND DATA  

   4.1 Generalized Method of Moments (GMM) 
The Generalized Method of Moments (GMM) approach 

is applied to estimate the current account equation. The 
GMM problem is assumed to take the linear equation [26]: 

t t ty x β ε= +  

We seek to estimate the unknown parameter β . ty  is 

the (d x 1) vector of dependent variable while
 tx

 
as a 

vector of explanatory variables; t =1, 2,…,N. tε
 

is the 

error term. It is assumed that there exists a (Ndx1) vector of 

( )''
1

'
1

' ,...,, sssS NN −= . S consists of all observations in an 

N size sample such that ( )NNN ZXyS ,,=  
and 

( )ttt zxys ,,=  thus contributes to: 

    NNN Xy εβ +=        

Where Ny  and Nε  are (Nd x 1) vectors. The 

objective of GMM is to choose a set of parameter estimates 
to match the theoretical relation as closely as possible. In 
other word, we seek to achieve the following condition: 

 ( ) 0],,,[ 0 =ttt zxygE β                                     

Where 
0β  is a (p x 1) vector of unknown parameters 

and tz  is a (n x 1) vector of instrumental variables. In the 

just identified case, the solution is unique and the moment 
condition is optimal. In the overidentified case where the 
number of moment larger than the number of unknown 
parameters, i.e. n > p there is no unique solution. The GMM 
problem is solved by minimizing the weighted sum squares 
of the violation of the moment conditions. A (n x n) positive 
definite weighting matrix W is used to form the moment 
conditions. The GMM estimator is efficient if the weighting 
matrix W is optimal, i.e. it minimizes the GMM objective 
function: 

( )
( ) ( )

,
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4.2 Diagnostic tests 
Three diagnostic tests are conducted, namely the 

endogeneity test, the exogeneity test and the validity test. 
The endogeneity test is conducted before conducting the 
GMM estimation. This test detects the heteroskedasticity 
and helps to decide between OLS and GMM. The 
hypothesis test assumes no correlation between the 
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regressor and the error term, i.e. ( ) 0,: =ttO xCovH ε . The 

acceptance of null hypothesis indicates that the regressors 
are exogenous and OLS estimator is unbiased, hence one 
can apply OLS. In contrast, the rejection of null hypothesis 
implies the violation of the null hypothesis and one should 
adopt GMM. A Hausman test is applied to test for 
endogeneity.  

 The second and the third tests are conducted to check 
the conditions of GMM. The instrumental variables of 
GMM must fulfill the relevance (i.e. the instrumental 
variables must correlate with the endogenous variables) and 
exogeneity condtions (i.e. no correlation between the 
instrumental variables and the error term).  

The relevance condition is satisfied if the joint 
instrumental F-statistic at the first stage regression exceeds 
10 [22].  On the other hand, the validity condition is tested 
by observing the J-statistic under the overidentifying 
restrictions test. The null hypothesis assumes all sample 
moments are equal to zero. By rejecting the null hypothesis, 
one has fulfilled the overidentifying restrictions. 

 
4.3 Data 
The analysis is focused on the crisis-hit Asian 

economies of Indonesia, Korea, Philippines and Thailand. 
These countries suffered from the economic downturn 
caused by the Asian financial crisis of 1997-98. These 
economies experience drastic changes in the policy regimes 
from fixed exchange rate to inflation targeting after the crisis. 
The dataset covers four countries in quarterly for the period 
of 1973-2010. The data are collected from the IMF’s 
International Financial Statistics (IFS).  

A general function for current account balances is 
specified as below: 
ca= f (NEER, CPI, INT, TOT, TRA, RES, CRISIS, POLICIY) 
where, ca is the ratio of current account balance to GDP. 
The economic determinants to be tested are nominal 
effective exchange rate (NEER), consumer price index 
(CPI), interest rate (INT, in %), terms of trade (TOT, in 
ratio), trade openness (TRA, in ratio) and reserve 
accumulation (RES, million US$). In order to investigate if 
crisis and the change of policy regime have impacts on 
current account imbalances, we construct the dummy of 
POLICY in which the crisis period is defined to be 
1997Q3-1998Q4. The dummy of CRISIS divides the 
sample into pre- and post-crisis periods and it is constructed 
based on the starting date of implementation of inflation 
targeting, i.e. 1998Q2 for Korea, 2000Q3 for Thailand, 
2002Q1 for Philippines and 2005Q3 for Indonesia.  
 Table 1 summarizes the mean of variables for these 
four economies in the pre- and post-crisis periods (exclude 
the crisis period). As observed, the values of variables 
experience significant changes. For example, the current 
account balances are changing from deficits to surpluses 
and the reserves have increased apparently in the post-crisis 
period.  
 

 

TABLE 1. 
AVERAGE VALUES OF VARIABLES–EMERGING ECONOMIES OF ASIA 

(1973-2010) 

Variable/Period Indonesia Korea Philippines Thailand 

NEER 
I 
II 

 
11541.87 
8610.32 

 
1443.03 
996.81 

 
99.18 
54.62 

 
86.92 
43.75 

CPI 
I 
II 

 
67.63 
110.24 

 
49.89 

101.55 

 
45.90 
124.78 

 
65.88 
116.77 

INT 
I 
II 

 
6.78 
8.23 

 
6.24 
8.89 

 
4.13 
6.94 

 
6.96 
8.65 

TOT 
I 
II 

 
0.86 
1.47 

 
1.36 
1.86 

 
0.75 
1.23 

 
1.09 
1.57 

TRA 
I 
II 

 
1.29 
1.74 

 
1.45 
1.93 

 
0.63 
0.82 

 
1.09 
1.57 

RES 
I 
II 

 
5354.95 
9388.82 

 
8622.15 
18316.55 

 
2467.32 
8827.84 

 
6474.69 
11156.33 

ca 
I 
II 

 
-0.009 
0.0898 

 
-0.003 
0.1706 

 
-0.1028 
0.1072 

 
-0.2311 
0.0803 

 
Note: NEER, TOT, TRA and ca are measured in index or ratio, INT in % 
and RES is in million US, quarterly data for TRA are measured as the sum 
exports and imports to GDP ratio. I denotes pre-crisis and II indicates 
post-crisis.  

 

V. RESULTS 

The results of diagnostic tests are discussed prior to the 
results of GMM estimation. Table 2 summarizes the 
estimation results of Hausman test. The result shows that 
the t-statistic for the coefficient of residual is significant in 
all cases, indicating the violation of ( , ) 0t tCov xε = . The 

results suggest the use of GMM technique.  

Table 3 summarizes the results of instrumental validity 
and overidentifying tests for emerging economies of Asia. It 
is observed that the F-statistic of validity test exceeds 10 in 
all cases. Thus, we find evidence on the correlation between 
the instrument variables and the endogenous regressor. On 
the other hand, the overidentifying restriction tests fail to 
reject the null hypothesis of overidentification, implying the 
fulfilment of overidentifying restrictions.  

Table 4 summarizes the results of GMM regression. The 
representations for the notations are as follows: *** denotes 
the 1 % significance level; ** denotes the 5 % significance 
level and * denotes the 10 % significance level. It is reported 
that the determinants tested have different impacts on 
current accounts across economies. For example, CPI has 
significant impact on current account balances in majority 
economies. CPI imposes positive impact on current account 
balances in these economies except Korea. Theoretically, 
the increase in price level of domestic goods will cause to 
the drop in export as domestic price is more expensive. If 
export is less than import, the current account will be in 
deficit. However, the increase in price level will also lead to 
higher production as more profits earned and export may 
balance the increase in import.  
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Besides CPI, other main factors that have impacts on 
current account imbalances are exchange rate, terms of 
trade, trade and reserve accumulation. The reserve 
accumulation has significant impact on the current account 
balances in all economies. Theoretically, the sterilization of 
intervention will cause to a higher of gross public debt. 
Even if intervention is unsterilized, the monetary base 
created could have otherwise been used to purchase 
government’s borrowing rate. The need to sterilize 
monetary effects of reserve accumulation will eventually 
put upward pressure on interest rates. If reserve 
accumulation feeds into monetary growth, competitiveness 
benefits from holding down the exchange rate will 
eventually be offset through higher inflation.   

Trade openness and exchange rate also have different 
impacts on current account balances across economies. The 
increase in imports and lower exports generate current 
account deficits. This condition implies appreciation in 
domestic currency as it is assumed that full past through of 
the exchange rate to relative prices. However, appreciation 
of currency also implies greater buying power and lower 
producer cost. This encourages higher production and 
generates more income due to the accumulation of property 
assets and monetary. Moreover, an open economy prefers to 
run current account surplus and does not allow for the 
increase in consumption. Consequently, this creates 
different impact to current account position.    

Other factors such as terms of trade and interest rate 
only have significant impacts on current account balances in 
several economies. Lower interest rate discourages people 
to deposit their saving money in bank because it may 
generate higher return if invested in capital market. It may 
cause saving less than investment. Thus, this leads to 
different impact to current account adjustments.  
 Apart from these, it is observed that financial crisis 
had significant impact on the current account patterns in 
three out of four economies in this study. Financial crisis 
led to the increase of current account surpluses due to the 
depreciation of domestic currencies. Depreciation of 
domestic currencies implies domestic goods are cheaper, 
hence exports exceeds imports. Besides, households tend to 
save and investment is very low during the crisis period, all 
these contribute to current account surpluses.  
 The switch from rigidity to flexible exchange rate and 
inflation targeting has significant impacts on the current 
account dynamics. The adoption of new policy regime tends 
to lead to current account surpluses in all economies except 
Philippines. In Philippines, the impact is negative or deficit. 
Under the new policy regime, exchange rate has higher 
flexibility and reacts automatically to shocks. The floating 
regime prevents the exchange rate misalignment and 
currency speculative. Also, inflation targeting helps to 
stabilize inflation. The new policy regime provides better 
environment for economic growth and development, hence 
improving the current account balances.  

 
 
 

TABLE 2. 
TESTING FOR ENDOGENEITY-EMERGING ECONOMIES OF ASIA (1973-2010) 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

TABLE 3. 
TESTING FOR RELEVANCE  AND VALIDITY OF INSTRUMENTS-EMERGING 

ECONOMIES OF ASIA (1973-2010) 

 
 

TABLE 4. 
REGRESSION RESULT OF GMM FOR EMERGING ECONOMIES OF ASIA 

 
 Indonesia Korea Philippines Thailand 
Constant -0.0337 

*** 
0.1231 
*** 

-0.1222 
*** 

-0.8492 
*** 

CPI 5.83E-06 
* 

-0.0008 
*** 

0.0009 
*** 

0.0008 

TRA 0.0021 -0.0002 
*** 

0.0186 0.0935 

TOT 0.0088 
*** 

-0.0046 
** 

-0.0668 
** 

0.0708 
*** 

RES -9.48E-07 
*** 

-4.23E-08 
*** 

-3.52E-07 
*** 

5.27E-05 
 

INT 0.0002 -7.14E-05 
 

-0.0115 
*** 

-0.0022 

NEER 1.43E-06 
*** 

-0.0005 
*** 

0.0055 
*** 

-0.0030 

CRISIS 0.0023 0.0329 
*** 

0.0992 
*** 

0.0341 

POLICY -0.0082 
*** 

0.0244 
*** 

-0.919 
*** 

0.1586 
*** 

R-sq 0.2599 0.7906 0.3862 0.3330 
 

VI. CONCLUSION  

This paper attempts to ascertain empirically the 
determinants of current accounts in selected crisis-hit 
economies. The analysis aims at revealing the 
macroeconomic factors that influence the behavior of 
current account. In particular, we investigate if the financial 
crisis and the switch of policy regimes have influences on 
the current account patterns in these economies. Our 
empirical work shed light on explanations for the pattern of 
current account imbalances in emerging markets. The 
determinants of current account patterns include CPI, 

First stage 
regression 

F-stat Prob J-statistic 

Indonesia 11.7894 0.0000 0.1328 
Korea 62.9371 0.0000 0.1135 
Philippines  11.2740 0.0000 0.1655 
Thailand 11.9962 0.0000 0.1117 

Coeff. Residual  R-Square SE Durbin- 
Watson  
statistic  

 
Indonesia  0.0009* 

(6.41E-03) 
0.4057 0.0121 0.5113 

Korea -0.0003*** 
(5.72E-05) 

0.8429 0.0078 1.2380 

Philippines 0.0059*** 
  (0.0014) 

0.4756 0.1253 1.3899 

Thailand -0.0036* 
(0.0052) 

0.2265 0.2404 0.6019 
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exchange rate, terms of trade, trade openness and reserve 
accumulation.  Apart from these, the results report that 
financial crisis is associated with higher current account 
surpluses. The switch of monetary policy regime has 
significant impact on the current account changes.  

To be summarized, the determinants have different 
impacts on current account balances across economies. The 
impacts can be positive, negative or non-significance, 
depending on the current account condition, economic 
structures, trade policy and so on. The dynamics impacts of 
these determinants on current account balances acquire 
extended future research focused on economics 
characteristics, government and other developing countries 
etc. which is outside the topic of this study. 
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