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Abstract

This paper examines dynamics of Indonesia’s current account, factors determining the
dynamics of the current account, and sustainability of the current account over the period of 1994-
2008. The estimation results show a number of findings. First, the dynamics of actual current
account in Indonesia was very much in line with the optimal current account based on inter-
temporal approach. In other words, the level and movement of actual current account were
consistent with the level and movement of optimal current account. Second, consumption,
investment, and real effective exchange rate significantly influenced the movements of Indonesia’s
current account. On the other hand, GDP growth, government budget and other external factors
did not have a significant effect on the current account. Third, excessive consumption or
investment, as well as the appreciation of the rupiah real exchange rate potentially result in
unsustainable current account.

JEL classification: F32, D9.
Keywords: Current account, intertemporal model, Indonesia.



[.  Introduction

Over the past thirty years or so, Indonesia has recorded current account surplus as well as
current account deficit. For about a decade prior to the Asian crisis in 1997/98, Indonesia recorded
mostly current account deficit, and then since the crisis Indonesia’s has recorded mostly current
account surplus. In average, Indonesia’s current account balance from 1980 to 1997 recorded
deficit by -2.54 percent of GDP, while the average of the current account over the period of 1998-
2008 recorded surplus by 3.05 percent of GDP. A significant change in Indonesia’s current account
balance before and after the crisis could be a result of significant change of the relationship
between the current account and its determinants, or a result of a significant change in the main
factors driving the movements of the current account. Theoretical models have different predictions
on the factors driving the movements of current account balances and on the sign and magnitude
of the relationship between current account and its determinants.’

Given the dynamics of the current accounts and its implications for other economic
variables, the sustainability of current account has become of great interests for not just academics
but also policymakers. Some studies say that current account deficit above five percent of GDP
should be an alarm for the sustainability of the deficit when such a deficit reflects high
consumption spending and is financed with short-term debt or foreign exchange reserves (Milesi-
Ferretti and Razin, 1996). Meanwhile, other studies argue that the threshold for current account
stability is two percent of GDP (O'Neill and Hatzioud, 2002.) Empirical evidence does not conclude
that there is a ‘fit for all’ rule in determining the importance of current account deficit in bringing
an economy to external crises. As Milesi-Ferretti and Razin (1996) show, Australia, Ireland, Israel,
Malaysia, and South Korea have been able to sustain large current account deficit for years, while
Chile and Mexico have suffered severe external crisis due to a large current account deficit.

The purpose of this paper is to examine the determinants and sustainability of Indonesia’s
current account balance. Although Indonesia—and some other countries in the region—has
recorded mostly current account surplus since the crisis, a concern on the sustainability of the
surplus comes along with the global economic crisis. Specifically, we address the questions: (i) what

are the determinants of current account in Indonesia? and (i) how sustainable is Indonesia‘s current

' See, for example, Chinn and Prasad (2003)



account? The results are expected to shed some light on the determinants and sustainability of
Indonesia’s current account balance.

The remainder of the paper proceeds as follows. Section 2 reviews related literature.
Section 3 describes the developments of Indonesia’s current account in the past thirty years or so.
Section 4 provides theoretical framework for analyzing current account dynamics. Section 5

analyses empirical results. Finally, this paper concludes with section 6.

[l. Literature Review

The literature on current account balance provides many studies that try to explain
determinants and sustainability of current account, and so far the studies are mostly either using
industrialized countries or cross-country data. Chinn and Prasad (2003), for example, examine
factors influencing medium-term current account balances using data of industrial and developing
countries over the period of 1971-1995. Specifically for developing countries, they found that
government budget surpluses, initial net foreign asset positions, and higher terms of trade volatility
are associated with larger current account surpluses (or smaller current account deficits.)

Calderdn et al. (2000) examine the determinants of current account deficits in developing
countries. Their study covers 44 developing countries for the period of 1966-1995. They find the
following relationships. First, persistence level of current account in developing countries is quite
moderate and much smaller in heavily indebted countries. Second, higher domestic output growth
in developing countries leads to a larger current account deficit. Third, higher growth rate of
industrialized countries reduces current account deficit. Fourth, higher in saving rate—both public
and private—tends to reduce current account deficit. Fifth, an increase in exports reduces current
account deficits. Sixth, real a exchange rate appreciation increases current account deficit. Finally, a
lower international interest rate leads to a larger current account deficit.

A study focusing on the current account of ASEAN countries has been done by Ostry
(1997). His findings show that up until 1995 excessive external borrowing for private consumption
was not experienced by ASEAN countries, except to a small extent in Indonesia and Malaysia.
However, he pointed out that the level and composition of external liabilities, less flexible
macroeconomic policies, the efficiency of investment, and the health of banking systems in ASEAN
countries put risks on the sustainability of their current accounts. The period covered in his study,
i.e. prior to 1997/8's Asian crisis, is a period in which most ASEAN countries recorded current
account deficit. On the other hand, since the crisis most ASEAN countries have been experiencing
current account surplus. Thus, the issue now is more on the sustainability of current account

surplus rather than current account deficit such as in Ostry’s study.



This paper contributes to the literature on current account by providing empirical
regularities of Indonesia’s current account using more up to date data. The way internal and
external economic conditions affects current account of industrialized countries may differ from the
way such conditions affect current account in developing countries. For example, while
industrialized countries have access to international finance, access of developing countries to
international finance is much more limited. This, of course, has implications for the way countries
smooth their consumption that in turn affects their current account. Moreover, the fact that the
exports of less developed countries rely more on primary commodities, the dynamics of current
account balance of developing countries may also depend more on supply and demand of primary

commodities.

lll. Developments of Indonesia& Current Account

There are two periods in which Indonesia’s current account shows a substantial difference:
period of 1960-1997 (when GDP growth was relatively high) shows current account deficit; and
period of 1998 — 2008 (when GDP growth was relatively low) shows current account surplus.
Although in the first period the current account tended to be deficit, in 1974 and 1979-1980 the
current account was surplus due to a temporary oil shock. The development in the Indonesian
economy entered a period of high growth and was driven by the flow of incoming foreign capital
tended to result in deficit current account. Meanwhile, the post-1998 crisis, which economic
growth tended to slow, and the flow of external foreign debt was relatively stable, the current
account mostly recorded surplus.

The composition of the current account is strongly influenced by the trade balance (Figure

2). Based on its component, the transaction of trade and transfer always records a surplus, while
the transaction of services and income was deficit. The trend in surplus trade balance in some
literature could represent a persistent structural competitiveness in international trade. In nominal
term, the trade balance account is relatively greater than other parts of the current account.
Therefore, major changes that occurred in trade balance, will affect on the value of current account
significantly.

In contrast, income and services account are persistently deficits. The structure of that income
transaction that tends to be deficit is a reflection of the dependency on foreign capital, such as
external debt, foreign portfolio investment, and foreign direct investment. Services transaction is

closely related to the import of goods in which the payments of insurance and transport services



are more reliant on the services of foreign insurance and foreign shipping companies. Meanwhile,

the current transfer balance recorded surplus due to Indonesian worker remittance from abroad.

The degree of current account imbalance may be less sustainable when it is derived from a

large trade deficit rather than from large negative in net factor income (Adedeji, 2001). In case of

Indonesia, when current account recorded deficit, the deficit was mainly driven by deficit of income

and services account. The deficit in income balance is mainly due to a high dependence of

Indonesia on the external debt financing.
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Figure 2 Composition of Current Account

The common feature of developing countries is that, since in the initial process of economic

development, they require a large amount of foreign capital inflows, particularly external debt. This

Indonesia



