Parsons, Spring 2020
Some relations in Current Accounts, Capital Accounts and the Balance of Payments with examples from US, Japan and China
This is based primarily on Adams and Gangnes’ (2001) chapter 3 in Japan’s New Economy, (2001) Oxford University Press. Read Krugman & Obstfeld (2003), Ch. 12 before reading this.
Some facts. 
Throughout the 1980s, 1990s and until 2011 or so, Japan had a trade surplus and Current Account (CA) surplus. Much of the trade surplus 
was with the US. 
Since 2011, due to increased energy imports in a post-Fukushima world, but also because of Japan`s “ageing” society and declining savings rate, Japan has experienced trade deficits or small trade surpluses. It still has positive CA surplus. This is because of repatriation of earnings from its many investments abroad. (Huge “investment incomes” in its Balance of Payments (BoP). See the Flath 2001 example of Japan’s BoP elsewhere in my notes.)
First:  Why do we often say (or used to say) the current account surplus a function of Japanese savings?

Recall GDP:  Y=C+I+G+(X-M)

We can also measure Y=C+S+T

Equating the two

C+I+G+(X-M) = C+S+T

The Cs cancel,

I+G+(X-M) = S+T

We can re-arrange such that:

(X-M) = (S-I)+(T-G)

X-M is the Current Account (leaving out transfer payments, remittances and investment income, which for some countries can be large)
So, the current account is directly a function of private and government savings.

I. First some facts

· The Japanese have had a current account surplus since the early 1980s. (Update: nowadays, 2020, Japan’s trade surplus/deficit is near zero, but Japan still has a large CA surplus because of Investment Income from abroad.)
· The CA fell somewhat during a yen appreciation and short burst in GDP in the mid-1990s, but is again at an all-time high.
· The US had a large current account deficit since the mid-1980s. The US continued to have a large current account deficit in the 1990s and it remains large today. Update: In Jan 2019, the US had a CA deficit of 2.6% of its GDP. US still (in 2020) has a trade deficit with Japan, but now has a bigger trade deficit with China.
II. Macroeconomics of Japan’s Current Account (CA)

· We can view the CA from a trade perspective or a capital flow perspective.

· Recall that the CA is essentially the equal and opposite of the capital account (KA). ** But see below, when we discuss Official Reserves (OR).** That is, if Japan has a CA surplus it MUST have a capital account (KA) deficit of the same size. In other words, Japan is a net lender to the world and has a CA surplus of that same amount.
(Note: KA, the Capital Account is now referred to as the Financial Account (“FA”) in Balance of Payments. The interpretation is essentially the same however.)

1) So, looking at the CA from a trade perspective:

 We can say (theoretically) that net exports “NX” (NX = X-M) is a function of:

· home and foreign incomes

· relative prices of Japanese and foreign goods and the exchange rate (XR)

Obviously, short-term fluctuations in the exchange rate and GDP (income) growth will alter the CA and this may deviate from long-term trends in the short and medium terms. (See our later discussion in other Notes and readings of the effect of exchange rate changes on the trade balance, in the “J-curve effect” and the “Marshall-Lerner Condition”.)
Gangnes and Adams argue that relative prices have NOT been major explanatory forces for the trade surplus, though the rapid rise in the US economy in the 1990s is a strong explanation for at least part of the increase in Japan’s CA.
Research by Junko Shimizu (Gakushuuin) and Kiyotaka Sato (YNU) and others have found that recent (2012) depreciation (Abenomics) in the yen have not led to large increases in Japan’s trade surplus. This is thought to be due to the increase in “global value chains” in the production of many manufactured goods. For example, a cheaper yen should increase exports of cars made in Japan (Honda). But if Honda buys many of its car parts from Thailand, then the cheap yen will make the costs of those imported parts and, ultimately, the final car MORE expensive. As the cheap yen has two opposite effects, the cheaper may do little to increase exports of cars from Japan.    
2) From a capital flow perspective:

The Official Settlements Balance (B) of any country is defined as:

B= CA+ KA
(notation from Lindert and Pugel)
While B can be positive or negative, the total Balance of Payments must equal zero, where:

B+OR=0
OR is the change in official reserves (such as the Bank of Japan’s holdings of US dollars or dollar-denominated securities).

If a country (perhaps its Central Bank) is BUYING US dollars or US dollar-denominated bonds, OR <0.
So, for the case of China (also detailed below)

China has a trade and CA surplus. So, CA >0.

China is also receives more investment into China, than China invests outward  (though this is changing.)  So, China`s KA is also > 0 (like US).

Since China CA and KA are both positive, this means China `B` (see above) is also very large…

This MUST mean that there OR is a big negative of an equal amount.

China has a big negative OR because it is buying a lot of US dollars and US bonds.

CA (big positive) + KA (big positive) + OR (very big negative) = 0.

The “Balance” of Payments for China.
For Japan

So, in the case of Japan, CA>0, KA (or “FA”) <0 and Japan has some OR.
CA (big positive) + KA (big negative) + OR (somewhat big negative) = 0

For the US 
CA<0, KA (or “FA”)>0 and, in general, the US dollar is the “reserve currency” of the world, and thus there is very little need for the US to keep “OR”. 

So for the US

CA (big negative) + KA (big positive) + OR (almost zero) = 0

In reality, the US Federal Reserve Bank does, however, keep Japanese yen, Euros, and much of the world’s supply of gold.

*************************
The Capital Flows are (theoretically) influenced by:

· flow of Savings domestically/the rate of asset accumulation

· interest rates at home and abroad

· XR and expectations about XR

· Other factors such as the desire for foreign assets

The authors (Adams and Gangnes) point out that domestically interest rates are very low relative to foreign rates. 

Update: Interest rates in Japan were low in 2001 and they are still very low today. Though interest rates are quite low in the US these days too, they are still higher than in Japan (In 2020, but even before the Corona crisis, US interest rates were historically (in 2018, and 2019) low. But again, still higher than in Japan.) 

Also, there has been a large desire for US assets such as US T-Bills and until recently the purchasing of US stocks.  (See “Scary Deficit” (2005) articles and my notes with Setser and Roubini vs. Levey and Brown.)
Both of these factors are capital flow stories which may explain the huge capital outflows from Japan and thus the concomitant huge CA surplus.

SR versus LR

In the SR, fluctuations in the XR, in part affected by the asset movements, will, in turn, affect the trade balance. 

In the LR however, savings differentials (S-I) and thus NX are driven by intertemporal preferences for consumption with respect to lifetime earnings. This theory is based on the Life-cycle Theory by Modigliani and the similar Permanent Income Hypothesis posited by Milton Friedman.

These theories state, essentially, that people base their current consumption NOT simply on their income today, but instead of what they EXPECT over their lifetime.

The typical prediction of these theories is that:

1) people typically dissave (spend more than earn in income) when there are young, up until the end of schooling. They borrow (from parents or bank) at this stage.

2) Once people enter the workforce, they earn more than they spend. Thus, they save.

3) When people get old and retire, they no longer generate income, so they again become dissavers, living off previous accumulation of savings (assets).
4) While there are several other valid reasons why the Japanese might save more than other countries aside from population/demographic/life-cycle reasons (see Horioka, 1990), the main driving forces for changing Savings-Investment relations over time (in the LR) is typically demographics (in particular, age structure).

III. The Future of Japan’s Current Account

So, will Japan maintain a CA surplus indefinitely?  Most observers (in 2001) say (said), “No” for a variety of reasons:

· The aging economy. With an aging population, early retirement, low child-births and long-lived population, there will many retired dissavers in the future. This will lower capital outflows, increase consumption and lower the CA surplus.

· A smaller labor force.  With low childbirths, restrictive immigration, and retiring population, labor shortage will arise and wages will rise. This will raise Japanese relative prices for goods, lowering the CA surplus.

· Changes in aggregate saving and investment. Related to demographic changes for other reasons as well, S and I may both change significantly. It is difficult to guess, but most observers feel the gap between S and I will narrow and therefore, so will the NX. It may even reverse if S falls below I.

· Change in composition in expenditures. As aging Japanese purchase more non-traded services this may reduce the tradeable and exports sectors as well as further drive up labor prices (because non-tradeables tend to be labor-intensive) thus making Japan even less competitive.

China’s Growing Trade Surplus with Japan and the US

Japan’s BoP
As of the first quarter 2009: 

Japan has both merchandise and service trade deficits with China. And a CA deficit with China.
Japan has a net CA surplus with world. Japan has a large merchandise trade surplus with world and a much smaller service trade deficit with the world.
(Japan has a small deficit with China but this is more than offset by larger trade and CA surplus with Rest of the World (RoW).)

Japan has CA>0 ; FA<0. Japan has a “normal” floating XR and large reserves (of mostly US dollars or dollar-denominated bonds.) 
Japanese reserves were approximately $660 billion in 2004.)

US’s BoP (Update: this was true in 2009; is still true in 2020)
US has CA deficit with world.
US has a CA deficit with Japan.
US also has a merchandise trade deficit with China. And CA deficit.

(But has a small surplus in service trade with China, mainly in education and transportation services.)

US has a service trade surplus to the world (but it is about 10% the size of the US’s merchandise trade deficit) and a service surplus with Japan.
US has CA<O (trade deficit, and remittances); FA>0 (net capital inflow) and holds very little reserves (because the US is the origin of the primary ‘reserve’ currency of the world.)

What about China?

China has CA>0 and a trade surplus with the world and the US and with Japan (Note: in 2004, Japan still had a merchandise trade surplus with China. This is no longer true.)
China also has KA (“FA”) >0. Net capital inflow like the US. Inward FDI by EU, Japan, US.  

How?  China has massive official reserves.  That is, the “OR” is huge (a huge negative, because negative OR means buying US dollars) is China. 

The Chinese central bank holds massive amounts of US dollars and dollar-denominated government securities. The amount held by the Chinese central bank is now estimated to be greater than that held by the Bank of Japan. Recent estimates put it at about 800 billion (0.8 trillion) dollars: note the US GDP is about 14 trillion dollars.
What are official reserves (OR)?
They are typically US dollars (or US securities) held by the Chinese (or any) central bank.

How do they get them? 
By printing more yuan and buying US dollars. 
What is the effect of this?
One effect is that it depreciates the yuan. This makes Chinese exports cheaper and encourages more imports.

Isn’t this good for China to be having inward investment, and a trade surplus and lots of US dollar reserves? 
Not necessarily. By buying up so many dollars, and making the yuan so cheap, it may cause inflation. 

To stop this, the Chinese central may have to raise interest rates. Also, a cheap yuan makes imports more expensive, which may not be optimal either.

In the past (c. 2003, 2004) Some US economists said it (the yuan) may be undervalued by about 15%. They don`t say this anymore (in 2020). 
Greenspan also said the “renminbi” may be undervalued in December  (2003).

In 2003, however, IMF said “yuan not substantially undervalued.”

China still has a fixed XR. Also, the Chinese yuan is “non-convertible”, meaning it is not exchanged formally outside of China.

The G7 and the IMF have urged a float (to allow independent monetary policy, etc.). The Chinese have said, “not yet” until further reforms are in place, though they occasionally re-adjusted the peg, such as the 2.1% appreciation in 2005

Should we worry? 

We probably should NOT worry about the fact that China has a trade surplus with the world per se.

However, it might be a good idea to be concerned that the Chinese government continues to intervene so heavily in the XR to keep its yuan very cheap. 

If the Chinese government decides to let the yuan float to its natural level (and if that appreciation is large), that would make prices for Chinese goods very expensive around the world, and importers in US, Japan, EU, etc. would have to switch suppliers. It could be a rough adjustment.

Also, that would reduce Chinese exports, and probably put China into a recession.

On the other hand, many other LDCs around the world benefit in the form of increased exports, as their goods would become relatively cheaper.


2009 update: Central banks used to hold about 71% of their reserves in US dollars, 18% in Euros and 6% in yen and 3% in British pounds. In 2008, it is now: 62.5%, 27%, 3.4%, and 4.7%. 

Some references. Others can be found on my website.
Blomstrom, M., Gangnes, B., La Croix, S. (2001) Japan’s New Economy: Continuity and Change in the Twenty-First Century, Oxford University Press, Oxford. 
Horioka, C. Y. (1990), “Why is Japan's Household Saving Rate So High? A Literature Survey”, Journal of the Japanese and International Economies, 4(1), 49-92.
Shimizu and Sato (2015) can be found here:

https://www.rieti.go.jp/jp/publications/dp/15e020.pdf



Check out recent Japanese BOP data here (2008):


http://www.mof.go.jp/bpoffice/bpdata/pdf/bpcy08.pdf





For very detailed US BoP data you can go here: (US BEA)





http://www.bea.gov/international/index.htm#bop





Read Setser and Roubini and Levey and Brown articles. They are available on my website at the bottom of the page.
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