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(D (2) (3) (4)
BA A4 GMM A4GMM A4GMM A4GMM
i J 4 —Br — — —
L.CA/GDP 0.700%* 0.218%*x*
(0.669) (0.921)
L.X/GDP 0.448%*
(0.984)
L.IN/GDP 0.273%%x*
(1.621)
dreer 0.005%** 0.004% % 0.004% % 0.004* %
(0.001) (0.001) (0.001) (0.001)
GDP 0.005%**
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GDP_gap -0.003*** -0.004*** -0.003***
(0.001) (0.001) (0.002)
r 0.033 0.031 0.013 0.036
(0.023) (0.017) (0.014) (0.018)
monetary 0.002* 0.002%* 0.002%** -0.002*
(0.001) (0.001) (0.001) (0.001)
Vix -0.003*** -0.003%** -0.004%** -0.003***
(0.001) (0.001) (0.001) (0.001)
kaopen -0.006 -0.018* -0.006* -0.021
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N 687 687 687 687
ARI 0 0 0 0
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L.IN/GDP -13,613
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dreer 52.27%** 42.88%* 33.97%**
(15.14) (21.59) (30.63)
GDP_gap 10.24* 14.32%* 4.540%



(5.974) (6.888) (4.718)
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(24.82) (28.81) (23.25)
monetary 26.13* 29.87* 41.10%**
(13.87) (15.75) (10.48)

Vix 27.19%* 27.10** 20.66*
(11.21) (12.13) (12.20)

kaopen 181.8 91.78 394.3
(124.8) (110.3) (482.0)

N 671 671 671
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200 T R B A b R B R 2 KT R T AR R, XS AT AT 5, XTI
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i 5 B 2 —Mr —Mr —Mr —Mr —Mr —Mr
L.CA/GD  0.324%%* 0.601%*
p
(0.109) (0.259)
L.X/GDP 0.339% % 0.372
(0.114) (0.316)
L.IN/GD 0.413 0.993%*
p
(0.786) (0.403)
dreer 0.000%  0.000%** 0.000 0.002%*%%  0.003%**  (.003%**
(0.001) (0.001) (0.001) (0.001) (0.001) (0.001)
L.GDP g  -0.003 -0.003 -0.003 0.000%*  -0.000%*  -0.001%**
ap
(0.001) (0.001) (0.002) (0.001) (0.001) (0.001)
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(0.001)
-0.004*
(0.001)
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(0.018)
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(0.001>
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(0.001>
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(0.018>
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0.001**
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(0.017>
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Will a deteriorating current account increase domestic asset
price fluctuation?
——A Study Based on Mechanism and Time-varying
Effect of G20 Countries

Zhang Ming and Liu Yao

Abstract: Whether current account adjustment has significant effects on one country’s asset
price is an important issue to study and may be high related to guarding financial risks.

To analyze whether the deterioration of a country's current account will increase domestic
asset price fluctuation, we developed the Obstfeld and Rogoff (1996) (hereinafter referred to as
"OR" (1996)) model and the related Capital Asset Pricing Model. There are three key mechanisms
that current account may affect asset price: cross-border capital flows mechanism, wealth effect
mechanism and exchange rate mechanism. In our empirical analysis, we choose G20 countries as
samples, establish dynamic panel regression and adopt time-varying parameter vector auto-
regression (TVP - VAR) method to do empirical analysis.

The results demonstrate that: First, after the global financial crisis in 2008, the current
account deterioration not only led to the decline in the overall asset prices of G20 countries, but
also make the volatility of domestic risk asset prices increase. Second, the process of current
account balance turning from surplus to deficit has a stronger negative shock on asset prices.
Finally, the impact of current account deterioration on asset prices in the US, China, Japan and
Germany shows significant heterogeneity and time-varying effects.

The conclusions have strong policy implications. First, it is necessary to pay close attention
to the direction and extent of current account adjustment, and make reasonable adjustment of
economic policy. Second, policy makers need to pay close attention to the risk of frequent current
account reversals to avoid the adverse impact of current account reversals on domestic asset prices
and prevent the transformation of financial risks from external sectors to domestic sectors. Third,
countries should establish an early warning mechanism for capital flows and improve the macro-
prudential regulation framework. Fourth, countries should adjust the structure of international
investment positions to avoid improper valuation effect resulting in the promotion of domestic
financial risks. Finally, Central Banks should improve the interest rate control mechanism and
monetary policy transmission path, and reduce the arbitrage space by current account adjustment.

Key words: Current account deterioration; Asset price fluctuation; Financial risk
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