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PROLOGUE
Australia, Canada, Norway, (US in the 19th century), (US in the 2000s??) have run for decades current account (CA) deficits of the balance of payments without external crisis.

South Korea, Indonesia, Thailand (1997-98) Russia, Brasil, Argentina paid a high price for their CA deficits, despite, sometimes, the robustness of their economies and the low level of the imbalances.
THEORY
Benefits from CA disequilibrium – countries can grow at higher speed, elderly populated countries have better opportunities for their saving (FH puzzle)
INTERPRETATIONS

LESS RECENT

a)  short term financial exposition of countries (and banks) – liquidity crisis

b) weakness of financial institutions

MORE RECENT

a) composition of CA and the way its disequilibrium is financed (Lane 2003, 2005; Lane and Milesi-Ferretti 2005; Rossini and Zanghieri, 2008)
b) evaluation of foreign assets and liabilities of a countries  ( the foreign asset portfolio of  countries)

c) feedback: external effects of foreign assets held by residents on the domestic economy

AIM  

Assess the role of equity capital flows (and FDI) on external debt sustainability (distinction between brownfield and greenfield FDI)

ACCOUNTING RULES OF BOP

Flows of equities (FDI and portfolio) are recorded in the Financial account of the BOP.

These flows do not contribute to the external debt (ED)  (IMF 2003 ch.2)

RATIONALE?

Equity is not an obligation to pay back at any predetermined date any fixed amount of legal tender

IMPLICATION

CA deficits financed selling equities and FDI to foreigners do not impinge upon ED

LIQUIDITY AND SOLVENCY

A liquid country can pay back at short notice a large chunk of (short term ??) foreign liabilities.

A solvent country debt can be paid back along a feasible and sustainable path over time without bankruptcy risk.
With large inflows of  equity capital (mostly FDI) a country is internationally solvent but not necessarily liquid.
QUESTION

Do international financial markets prefer liquid rather than solvent countries?

Not  the same answer along history.

Norway (YES), Iceland (NO) etc.

OUR STANCE

A solvent country is safer and more creditworthy  than a liquid country.
THEN:  financial and monetary variables should reflect it

OUR  TESTS

Equity capital and FDI make a country more solvent since they can finance CA deficits without increasing the ED

Tests on most emerging economies

RESULTS
FDI reduces the spread on lending rates between US and the emerging country

EPILOGUE

Less spread (alarm bell of country risk) from FDI. The way the current account is financed (FA structure) makes the difference.
Strong effect in Asia and Latin America of FDI on the spread

REPLY TO OUR QUESTION
Markets are more keen on solvency rather than on liquidity (even today?)
FINAL QUESTION

Is there an optimal composition of a country foreign liabilities (and assets) to make for the sustainability of large CA deficits? Should the new IMF be keen on that?
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