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1.Research background and justification for the
selection of the topic

Research background

The position of a current account balance reflects macroeconomic developments and the
efficacy of trade and macro policies for open economies (Bahmani-Oskooee and Rhee,
1994). The current account is composed of the balance of trade in goods and services, net
income from abroad, and net current transfers. While some current account imbalances can
be justified by economic reasoning, for example, by demographic developments or a faster
economic growth than in trading partners, persistent and excessive imbalances are often
viewed as problematic (Milesi-Ferretti and Razin, 1996). They can lead to trade tensions and
financial disruptions, which in turn hurt global growth (International Monetary Fund-

External Sector Report, 2025).

Although both excessive current account surpluses and deficits reflect imbalances, the
literature shows that deficits tend to pose greater risks to economic stability. Additionally,
the literature provides evidence that countries which have experienced abrupt upward
adjustments in the current account (i.e reversals) have suffered significant reductions in the
rate of economic growth (Edwards, 2005; Milesi-Ferretti and Razin, 1996; Ghosh and

Ramakrishnan, 2018). Thus, my research focuses on the deficits rather than surpluses.

Although both the literature and historical country experiences suggest that current account
reversals can be disruptive—particularly when driven by abrupt policy changes or external
shocks—there remains no consensus on their effects on economic growth. Moreover,
country experiences remain mixed: while some nations with prolonged current account
deficits have undergone sharp upward adjustments with adverse consequences, others have
experienced smoother transitions, and some have avoided reversals altogether. This
ambiguity highlights the need for a deeper understanding of current account dynamics. In
particular, it is crucial to identify the key stylised facts associated with historical current
account adjustments and to investigate how various economic factors influence both the

likelihood and the impact of reversals.

In assessing current account sustainability, a key challenge lies in determining whether a

current account deficit is appropriate or excessive relative to a country’s economic



fundamentals and medium-term policy objectives (International Monetary Fund, 2023).
Most studies conceptualize current account sustainability through the lens of intertemporal
solvency approach, typically under the assumptions of perfect foresight and complete
markets. Within this framework, a country can sustain large and persistent current account
deficits as long as it is expected to generate future trade surpluses sufficient to meet its
external obligations. Empirically, this approach often relies on testing for cointegration
between exports and imports. However, this method offers a narrow and overly simplified
perspective on what is, in reality, a complex and multifaceted economic phenomenon — the
current account balance. A key limitation of the solvency framework is its disregard of
economic uncertainty—an inherent and pervasive feature of real-world economy. This

omission represents a significant gap in the literature, which this thesis aims to address.

Justification for the selection of the topic

Our main argument is that the key assumption of intertemporal approach to the current
account; that economic agents have perfect foresight about the economic environment, is
problematic. Economic uncertainty does exist, and its existence weakens the realism of
intertemporal solvency theories. Cochrane (2021) asked the question of the degree of
uncertainty. One way of measuring uncertainty is to derive the probability distribution of a

forecast based on a forecasting model (Rossi, 2014).

Current account imbalances reflect interactions between savings and investment decisions
of governmentand domestic private sectoragents, as well as the lending decisions of foreign
investors. These interactions can be influenced by macroeconomic, financial, and fiscal
uncertainty. In this regard, one can argue that a question of current account sustainability

does not entail a yes or no answer, but rather be viewed as a probabilistic concept.

To date, however, no empirical studies have attempted to conceptualise and examine the
sustainability of the current account using a probabilistic approach under multi-factor
uncertainty. This dissertation contributes to the existing literature by employing a novel
probabilistic approach, which is based on a forecasting exercise. Therefore, our contribution

is primarily empirical rather than theoretical.



2. The methods used

2.2  Current account reversals

To study the main stylised facts of historical episodes of current account adjustment episodes,
the factors driving currentaccountdeficitreversals, and their growth effects, we proceed in four

ways:

First, we conduct a comparative analysis of historical current account adjustments. We
draw on current account sustainability indicators from the literature and provide a historical
overview of adjustment patterns. By comparing countries that experienced crises with those
that sustained persistent deficits without triggering crises, we aim to better understand the

underlying differences among deficit-running economies.

Second, we analyse the frequency of reversals and non-reversals. We provide a
comprehensive examination of both reversal and non-reversal episodes—an area that has
received limited attention in recent research, particularly in the post-global financial crisis
(GFC) period. Given the evolving nature of globalisation, we account for differences across
time periods and country income groups. Incorporating income classifications allows us to
assess which types of economies are more susceptible to reversals, offering deeper insights into

the structural and policy-related factors that may influence adjustment dynamics.

Third, we conduct explore the macroeconomic implications of current account reversals
and non-reversals. Following the approach of Eichengreen et al. (1995), we examine the
average performance of key macroeconomic indicators by calculating their mean values across
countries for the three years preceding and following reversal and non-reversal episodes, as
well as for non-reversal periods. This method allows us to assess the broader economic
environmentsurroundingreversals and to identify potential patterns or shifts in macroeconomic

conditions associated with these episodes.

Fourth, we employ a multivariate probit model to examine the economic factors that
influence the likelihood of a current account reversal. Specifically, we estimate the
probability of a reversal occurring at time t as a function of the average values of selected
macroeconomic variables from t — 3 to t — 1. This approach helps mitigate endogeneity

concerns by ensuring that explanatory variables precede the reversal event. The reversal



variable is modelled as a binary dependent variable, taking the value of 1 if a reversal occurs in
a given year, and 0 otherwise—effectively distinguishingbetweenthe treatment group (reversal

episodes) and the control group (non-reversal episodes).

2.3 Estimating the probability of current account sustainability

Defining current account sustainability

We use stochastic models to calculate forecasts of the current account for five years ahead and
determine whether these forecasts suggest a sustainable path by calculating the probability that
the future value of the current account balance will be lower than a specified threshold. When
this probability is low, the current account deficit is unlikely to spiral, indicating sustainability.
Conversely, a high probability throughout the forecast horizons, or a considerably increasing

probability as the forecast horizon increases, indicates unsustainability.
How do we construct the current account sustainability threshold?

In Chapter 3, we conducted a comprehensive exercise on current account reversals and found
thatin the majority of cases where deficits were 8% of GDP orhigher, large upward adjustments
in the current account balance occurred. Out of 200 reversal episodes, 90 had deficits of 8% or
more, and over 75% of these cases experienced upward adjustments. However, since the
sustainability threshold can be country-specific, we also used the estimated country-specific

current account norms of the International Monetary Fund as thresholds.
Forecasting models used

This thesis employs several stochastic models, such as vector autoregression (VAR), vector
error correction model (VECM), Bayesian VAR model (BVAR) and Bayesian Time-Varying
Coefficient VAR model (BTVC-VAR), to provide a comprehensive analysis.

Measuring forecast uncertainty
We assess the uncertainty surrounding the future values of the current account balance by
deriving the probability distribution of forecasts, based on a recursive out-of-sample

forecasting exercise. For example, we estimate our models using data up to 2010 and generate



forecasts for 2011-2015, which we then compare with actual outcomes to calculate forecast
errors. Next, we extend the estimation period to 2011 and compute forecasts and forecast
errors for 2012-2016, and so forth. This process produces a series of one-year-ahead, two-
year-ahead, ..., five-year-ahead forecast errors, which we use to characterise forecast
uncertainty. To quantify uncertainty in forecasts from the most recent observation, we apply
two approaches: assuming forecast errors follow a normal distribution and estimating their

covariance matrix based on historical forecast errors, or using a bootstrapping method.

EXx post validation of our approach

We apply two complementary methods to evaluate the performance of our approach using
historical data. First, we identify seven episodes of current account reversals and, for each
case, use only data up to one year before the reversal to assess the model’s out-of-sample
predictive accuracy. Second, we conduct a recursive out-of-sample exercise to track the
evolution of estimated probabilities of falling below the threshold one and five years ahead,
comparing these probabilities with the actual subsequent path of the current account balance.
This validation involves a nested process: each step of the recursive validation exercise
incorporates a recursive out-of-sample analysis to characterise forecast uncertainty, as

described in the previous section.

Data and country sample

For all analyses, we use annual data from the International Monetary Fund, World Bank, and
Bruegel, covering the period from 1980 to 2023 across a broad sample of high-, middle-, and
low-income countries. Our list of key variables includes the current account balance (% of
GDP), GDP growth rate, trade openness (% of GDP), CPI-based real effective exchange rate
index, budget balance (% of GDP), and old age dependency ratio. These variables are often

used in the literature to understand current account dynamics.

For our forecasting exercises, we use a set of ten countries that had persistent current account
deficits in the past, with some adjusting and others not. This approach gives us a country sample

that consists of three categories:

- Episodes in which sustained current account deficits have not triggered a sharp current
account or policy reversal. This includes countries such as Australia (1981-2018), Malaysia

(1979-1986), South Africa (2003-2019) and the United States (1982 -2022, except 1991).



- Episodesin which external or domestic factors have caused a sharp policy reversalto shield
the current account balance, but have not led to an external economic crisis. This includes
experiences of countries such as Ireland (1979-1990), and Korea (1978-1988).

- Episodes in which persistent current account deficits have been followed by an external
crisis, resulting in debt rescheduling, renegotiations, or a massive bailout. This includes
countries such as Chile (1977-1982), Mexico (1991-1994), Hungary (2008-2009) and Greece
(2010-2018).

Although the list may not be exhaustive, the selected countries constitute a diverse set to study

the sustainability of their current account deficits.

We further consider the sectoral (private versus public) drivers of the current account balance.
The primary rationale for this analysis is that government-driven and private sector-driven
deficits might adjust differently. Analysing sectoral contributions to the current account deficit
would help draw inferences as to whether the current account deficit driven by the government
sectoris more likely to be sustainable comparedto a case where the most significant contributor

is the private sector.

To analyse the impacts of sectoral drivers of current account deficits, we are bound to use a
differentsetofcountries due to data availability. Specifically, we analyse data from 10 European
Union countries that have had protracted current account deficits in the past. In recent years,
the availability of balance sheet data at sectoral level has allowed us to breakdown the current
account balance into the sum of the net financial balances of the households (HHs), the
government (GOV), the nonfinancial corporates (NFCs) and the financial corporates sectors
(FCs) (for detailed framework, see Allen, 2018). Changes in each sector has a direct impact on

the current account balance.

3. Scientific results of the dissertation (in bullet points)
Current account reversals

e Similarly to most of the existing literature, the probability of reversals is predicted to be
higher in countries with large current account deficits, while global economic and financial
conditions — particularly world growth and U.S real interest rates—tend to play more
impactful role compared to domestic conditions. Similar to conclusions by Debelle and Guy

(2005), it appears that these global developments often precipitate current account



adjustments, likely by triggering the unwinding of underlying domestic macroeconomic
imbalances.

e Moreover, reversal episodes are characterised by significant macroeconomic adjustments,
including reductions in investment, increases in savings, and declines in external debt. Thus,
current account reversals generally reflect the unwinding of previously unsustainable
macroeconomic conditions, rather than being the direct cause of adverse outcomes. It is the
correction of these imbalances—mnot the reversal itself—that may lead to short-term
economic costs. In contrast, non-reversal episodes exhibit greater stability, including the
persistence of current account deficits.

e We further find that in both pre- and post-GFC periods, countries with high current account
balance are less likely to experience reversal. The world growthand U.Sreal interestremains
significant predictors of reversals, particularly for low- and middle-income countries. These
results offer some insights into external sector dynamics and vulnerability to currentaccount
reversals, especially in the context of low- and middle-income countries. For instance, the
fact that predictability remains broadly the same implies that external vulnerabilities are not
necessarily cyclical, but rather tied to deeper macroeconomic and global linkages (i.e
structural).

e The impact of current account reversals on growth largely depends on prior domestic and global
growth conditions, on whether the real effective exchange rate was overvalued prior to the
reversal, and on fiscal discipline pre-reversal.

e Given the inconclusive nature of existing literature on the growth effects of such reversals,
our thesis contributes by emphasising that the severity of the impact is largely determined
by these antecedent conditions.

e The growth effects of reversals reflect structural shifts in the global economy and the rising
influence of global conditions on domestic growth. In this context, domestic policies and
fundamentals may have become much less influential in a more interconnected and volatile
global environment. For instance, while pre-reversal domestic GDP growth remains

significant factor post-GFC, the effect is less pronounced compared to pre-GFC era .

Reversals that coincide with crisis periods tend to amplify negative effects.

Probability of current account sustainability

e Our results validate the practical applicability of our proposed probability approach. By

applying it to selected historical cases, we successfully identified unsustainable deficits and



accurately predicted current account adjustments for the selected country sample. For
example, our probability framework predicted high probabilities of unsustainability, which
were confirmed by actual adjustments in countries like Greece and Hungary. Conversely, the
United States' persistent current account deficit, with no significant adjustments, aligned
with the low probabilities predicted by our framework.

e We find varying degrees of current account sustainability across different countries,
potentially reflecting country-differences in economic structures, policy frameworks, and
external vulnerabilities.

e The moving window out-of-sample forecast analysis highlights the model’s sensitivity
across forecast horizons, with the 1-year ahead forecast serving as an effective crisis signal
when deficits are large, while longer-term forecasts better capture structural risks under
moderate imbalances.

e We further find that the unsustainability risk does not relate to whether the government or
the private sector is the main driver of the current account balance.

e To further assess practical applicability, we applied country-specific thresholds using the
IMF current account norms. Across models, the framework correctly predicted sustainable
current account balances, and those at high risk. These results align with the 2024 IMF
External Sector Report (ESR) assessments for some countries.

e However, we also identified some divergences between our model’s predictions and the IMF’s
external balance assessments. Our framework may be more sensitive to short-term volatility and
cyclical factors, which are often underweighted in the IMF’s medium -term structural assessments.
This suggests that our model could be more responsive in capturing near-term risks, especially in
economies exposed to commodity price fluctuations or capital flow volatility like South Africa.
Additionally, the IMF norms represent equilibrium values, whereas countries like the U.S may
sustain larger deficits for prolonged periods.

e Our framework provides a probabilistic, data-driven lens that can flag potential risks earlier
than structural assessments might. However, this also signals that to enhance practical
applicability of the model, continuously refining the sustainability thresholds could improve

its predictive accuracy. This is a scope for future research.

Policy Relevance

o Strengthening Macroeconomic Resilience : Since the findings suggest that global
developments tend to trigger reversals by exposing domestic imbalances. This potentially
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calls for implementation of counter-cyclical fiscal and monetary policies and structural
reforms to buffer against global shocks, especially in low and middle-income countries.
Monitoring and Early Warning Systems: the increased influence of global conditions post-
GFC indicate the need for countries to invest in scenario-based stress testing and early
warning systems using global indicators to anticipate reversals.

International Coordination: Global factors are beyond individual country control. Therefore,

multilateralism is crucial to foster stable global financial conditions and inclusive growth.

Trade Policy Implications of current account (un)sustainability by country profile:

v’ Sustainable currentaccount(e.g., U.S., South Africa): Theseeconomiescan maintain
or liberalise trade policies.

v' High unsustainability risk on the current account (e.g., Chile, Greece): These
economies policy action possible requires import substitution, export promotion, and
structural reforms.

v’ Increasing unsustainability risk on the current account (e.g., Hungary): For such
countries there is a need for increased monitoring of current account dynamics and
adaptive policy frameworks.

The case of U.S. CA Deficit: Based on our findings that US current account deficit is
sustainable, we argue that U.S deficit is structurally driven, and not necessarily due to unfair
trade. Nonetheless, there is evidence that tariffs have limited impact on correcting
imbalances. Instead, domestic policy tools such as fiscal consolidation rather than trade
restrictions should be used to address deficits.

Integrating Sustainability Indicators: this thesis highlights the need for policymakers to

embed sustainability metrics into trade policy frameworks to ensure long-term stability.
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