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Current-Account Imbalances and
Economic Growth During the 2008-2009
Financial Crisis: an Empirical Analysis

Rossitsa Rangelova'

This study examines the relationship between current-account imbalances and economic growth
during the 2008-2009 financial and economic crisis for 179 countries (covered by IMF data) and within
the EU-27 countries (covered by Eurostat data). The countries are divided into 4 groups by GDP per
capita based on PPPs, namely, low income, lower middle-income, upper middle-income and high-in-
come countries. Empirical analysis is applied, including descriptive statistics and regression estimates.
Statistical data are used, including the average of the GDP growth rate in the years prior to the crisis
(2003-2007), the average of the GDP growth rate for 2008 and 2009, current account as a percentage
of GDP, and the level of average inflation. It is proved that, in general, the 2008-2009 crisis affected
high- and upper middle-income countries more than poorer countries. Within the EU-27 countries,
however, the crisis appears to have affected lower income countries more than higher income coun-
tries. A common tendency is observed for the two country samples: countries that experienced
strong growth just prior to the crisis had an increased risk of suffering after the crisis. The boom prior
to the crisis led to imbalances that rendered economies more vulnerable. Additionally, surpluses that
existed prior to the crisis are an important risk factor for the two groups of countries.

current-account imbalances; economic growth; 2008-2009 financial and economic crisis; EU

ABSTRACT
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countries; global scale
JEL Classification:  F32; F41; F43

'Bulgarian Academy of Sciences, Bulgaria

Introduction

There is a growing literature on the various impacts of
the 2008-2009 financial and economic crisis in coun-
tries around the world. The main fields of study are the
crisis’ impacts on commodity-producing countries,

world trade, countries with close trade linkages with
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the United States (US) or China, and countries that
rely heavily on remittance flows from developed coun-
tries and others.

Some researchers are interested in calculating
changes in Gross Domestic Product (GDP) growth
during the crisis resulting from changes in non-finan-
cial sectors and branches, as well as from foreign trade
activity. As far as trade balance is typically the largest
component of the current account balance, the depen-
dence of the latter indicator on GDP is important.

It is observed that global current-account imbal-

ances have worsened to an unprecedented degree
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Figure 1. Current-account deficit countries, 2006 (% of aggregate deficit). Adapted from World Bank, 2014a
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Figure 2. Current-account surplus countries, 2006 (% of aggregate surplus). Adapted from World Bank, 2014a

over the past decade. Global imbalances have contrib-
uted to the financial crisis and the subsequent global
“Grand Recession” What is the relationship between
the current-account imbalances and economic growth
both at a global scale and within the EU countries dur-
ing the 2008-2009 crisis? The present paper answers
this question.

CONTEMPORARY ECONOMICS

The global framework of current-
account imbalances

Current-account imbalances reflect the complex activ-
ity of macroeconomic and financial mechanisms. At
a global scale, there is no reason for current accounts
to be balanced. Global imbalances are normally under-

stood as the compensation (combination) of high and
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Figure 3. Current-account balance, 1980-2010 (% of GDP). Adapted from World Bank, 2014a

increasing current-account surpluses of some countries
and the large current-account deficits of others, mainly
the United States, along with some other smaller-deficit
countries (Figure 1). At the peak of the imbalances in
2006, the United States absorbed 60.3% of all surpluses.
There were a few other developed economies besides
the United States in the group of large-deficit countries
(namely, Spain, the United Kingdom, Italy, Australia
and Turkey), which had a combined share of 22.6%
of deficits, and 75 small, mainly developing countries,
which accounted for another 17.1% of deficits.

The main surplus countries were China, Japan, Ger-
many and six other countries, four of which are oil
exporters. The other two countries — the Netherlands
and Switzerland - are not oil exporters, but they gen-
erated 75% of all surpluses before the crisis (Figure 2).
Like China, but on a smaller scale, many developing
countries have built currency reserves that are invest-
ed mainly in United States Treasury bonds (Priewe,
2010). China’s much-discussed surplus accounted for
19.1% of the aggregate surplus, while Japan and Ger-
many together accounted for nearly 25%. There were
also 45 small, mainly strongly performing developing
countries that accounted for the remaining approxi-
mately quarter of total surpluses.

Considering long term trends, the United States

deficit grew continuously from 1991, reaching a peak

www.ce.vizja.pl

in 2006 (Figure 3). Since around 1990, the United
States has become an ever-growing net debtor country
with a net debt of approximately 20% of GDP prior to
the crisis. During the crisis, imbalances shrank due to
the sharp drop of imports in GDP and the increase in
household savings. However, imbalances are projected
to grow again. The bilateral China-United States trade
deficit accounts for approximately 30% of the total def-
icit. Never before had there been global imbalances of
this magnitude (Priewe, 2010). The other three coun-
tries shown in Figure 3 (Russia, Germany and Japan)
had current account surpluses over the first several
years of the new century.

Among the countries with current account sur-
pluses, the role of the big oil exporters and the Euro-
pean countries is evident, as is the sharply increas-
ing role of China. The United States has the largest
current account deficit, although this deficit de-
clined slightly just prior to the crisis. Japan, whose
deficit has remained nearly constant, clocks in at
number 2, followed by the rest of the world and the
European countries, whose deficits have increased,
particularly in 2008.

Traditionally, the surplus countries mark higher
GDP growth, as in the case of China, Russia, and oth-
ers, in contrast to the deficit countries, such as the
United States (Figure 4).
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Figure 4. Annual GDP growth rate in selected countries, 2006-2010 (%). Adapted from World Bank, 2014b

Table 1. Average current account balances (in % of world GDP)

2005-2008 2009 2010-2014

Current account deficit

United States -14 -06 -06
Peripheral Europe -0.8 -0.5 -0.5
Rest of the world -0.3 -04 -04
Current account surplus

China 0.6 0.6 09
Emerging Asia 0.2 03 0.2
Japan 03 0.2 0.2
Oil exporters 1.0 03 0.7
Core Europe 0.7 04 0.5
Discrepancy 04 0.2 09

Note: Adapted from Blanchard, Milesi-Ferretti, 2009 p. 12

Blanchard O. and G. M. Milesi-Ferretti pay atten-
tion to the fact that these imbalances, primarily reflect-
ing distortions both at the domestic and international
levels, are particularly strong from 2001 onwards
(Blanchard & Milesi-Ferretti, 2009). Before the 2008-
2009 crisis, there were strong arguments for reducing
global imbalances. The two authors are interested in
the evolution of imbalances over time. Taking into ac-

CONTEMPORARY ECONOMICS

count the influence of a variety of factors, they provide
projections of current account balances up to 2014,
including countries with current-account deficits that
maintain their positions (Table 1). They foresee that
among the countries with current account surpluses,
China and oil exporters will increase their surpluses
(together with insignificant increases in Core Europe)
and thus world discrepancy will increase.

DOI: 10.5709/ce.1897-9254.136



Current-Account Imbalances and Economic Growth During the 2008-2009 Financial Crisis: an Empirical Analysis

1
-
~ S
0.5
T 2 —
o .
’ N
0 , , » , , , R , ,
1999 2000 20 2002 2003 2004 2005 2006 200¥ 2008 20Q9 2010
-
054 o . . ’
. ’ . .
1 . ’ 1 ’
R 4 LY
’ .,
1.5 * \'/
-2
= = =FEuro area 16 EU-27 ‘

Figure 5. Balance of the current account, EU, 1999-2010, (% of GDP). Adapted from OECD, 2012
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Figure 6. Trade balance of goods and services in OECD and Euro area, 1993-2012. Adapted from OECD, 2012

Current-account imbalances among the EU-27
countries. Germany, together with three smaller EU
member states (Austria, Finland, and the Nether-
lands), has maximized its current-account surplus
through wage and fiscal restraint (thereby minimiz-
ing domestic demand growth), whereas other coun-
tries have become overly indebted and lost interna-

tional competitiveness. This situation favors EU-16

www.ce.vizja.pl

development over EU-27 development (Figure 5).

The EU-16s economic development from the
mid-1990s onwards has contributed to an increasing
positive trade balance, in contrast to other developed
country groups, such as the OECD (Figure 6).

Empirical analysis of the relationship between cur-
rent-account imbalances and economic growth during
the 2008-2009 crisis

Vizja Press&IT
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A. Descriptive statistics

It is relevant to start the analysis by taking a brief look

at the data. At the beginning of the crisis, analysts often

argued that emerging market economies and develop-
ing countries should be examined separately from
developed economies, particularly the United States,
due to the particularities of these groups of countries.

In fact, some emerging market economies have per-

formed much better than countries in other parts of

the world. Asian countries have managed to recover
very quickly and briskly from the crisis, with parts of

Latin America following. In contrast, economic data

for most of the members of the Commonwealth of In-

dependent States (CIS) and the New Member Coun-
tries (NMCs) of the European Union (EU) have shown
few real improvements. Additionally, the United States
and the Western European industrialized economies
have proved to be laggards with their vulnerable
economic recoveries (International Monetary Fund

[IMF], 2010).

To determine the negative impact of the crisis on
economic growth, the following statistical indicators
are used:

« The average of the GDP growth rate in the years
prior to the crisis (2003-2007).

« The simple average of the GDP growth rate for the
years 2008 and 2009. Looking at both years to-
gether provides a better picture than looking only
at 2009, the year that most of the decline occurred.

« The percent change in the GDP growth rate be-
tween 2008 and 2009 compared to that between
2003 and 2007.

However, beyond these regional features, the impact

of the crisis has clearly varied with the state of devel-

opment of the economies in question. On examining
the different categories of countries, the EU-27 coun-
tries are divided into 4 groups by GDP per capita (in

EUR by PPS - EKS method, which means GDP based

on PPP calculated using Elteto-Kéves-Szulc’s method):

o Low income countries (less than 15,000 EUR): Bul-
garia, Latvia, Lithuania, Poland and Romania.

o Lower middle-income countries (between 15,000
and 20,000 EUR): the Czech Republic, Estonia,
Hungary, Malta, Portugal, and Slovakia.

o Upper middle-income countries (between 20,001
and 25,000 EUR): Greece, Cyprus, and Slovenia.

CONTEMPORARY ECONOMICS
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® High income countries (over 25,000 EU): Austria,
Belgium, Denmark, Finland, France, Germany,
Ireland, Italy, Luxembourg, the Netherlands, Spain,
Sweden, and the United Kingdom. These countries
represent the so-called old EU-15 without Greece

and Portugal and are the core of the Euro area (17).

Dullien uses an approach similar to the one in this
study (Dullien, 2010). Dulliens objective was to de-
termine whether a country should have approached
the IMF to cover its finances during the recent crisis.
Based on economic data for 179 countries covered by
the World Economic Outlook of the IMF, Dullien at-
tempted to determine which macroeconomic features
rendered some countries more resilient in the face of
the financial and economic crisis than others. In his
econometric analysis, Dullien includes not just GDP
growth rate, GDP per capita, current-account balances,
and inflation as independent variables but also capital
account openness, a dummy for a 2009 IMF program,
and dummies for the different types of exchange rate
regimes. Dullien concluded that being forced to accept
IMF lending can be viewed as a sign that a country had
been severely affected by the crisis. The author found
that countries that use currency boards suffered much
more as a result of the crisis than countries with other
exchange rate regimes. Financial openness appears to
have increased the risk of experiencing a deep reces-
sion, whereas higher inflation prior to the crisis seems
to have mitigated its impact.

What are the peculiarities of the two samples? The
179 countries represent a global size scale, including
very powerful countries, such as the United States
(where the crisis began as a sub-prime lending crisis),
China, Russia, India, and Brazil, and very poor coun-
tries. This means that there is a tremendous disparity
across levels of economic development. The sample
includes a large number of developing and less devel-
oped countries that have not been influenced by the
current economic crisis (Ocampo et al, 2010). The oth-
er sample, that of the EU-27 countries, encompasses
a more homogenous group of countries located within
Europe that includes some of the most developed
countries in the world (e.g., Luxembourg, Germany,
France, and the United Kingdom) and also the less de-
veloped sub-group of the 12 NMCs from Central and

Eastern Europe.
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Table 2. Average inflation by GDP per capita position of countries, 2007, %

EU-27 179 countries

GDP per capita - EUR in PPS Average inflation GDP per capita - USD Average inflation
Less than 15,000 (5) 6.20 Lessthan 976 84
Between 15,000 and 20,000 (6) 377 Between 977 and 3,855 6.8
Between 20,001 and 25,000 (3) 3.00 Between 3,856 and 11,905 6.3

More than 25,000 (13) 2.09 More than 11.905 33

Note: For EU countries, the author’s calculations are based on Eurostat data. For the 179 countries: Dullien, S. (2010, 99-147).

The 179-country sample yields representative re-
sults for the so-called average of the global relationship
between current account imbalances and economic
growth, whereas the second sample, reflecting specific
relationships between European countries, yields more
efficient results for a homogeneous group of developed
countries.

Later in this paper, where relevant, the findings of
this study for the EU-27 countries will be compared
with Dullien’s findings.

The two studies are based on data assembled from
various sources. Data for the EU are taken mainly from
Eurostat, and data on GDP are obtained through PPS
(EKS method). Dullien took data on GDP, inflation
and current accounts from the IMF’s World Economic
Outlook database (January 2010). Dullien’s sample
contains 179 countries.

Dullien also defined four country groups: low in-
come countries (GDP per capita below 975 USD), lower
middle-income countries (GDP per capita between 976
USD and 3,855 USD), upper middle-income countries
(GDP per capita between 3,858 USD and 11,905 USD)
and high income countries (GDP per capita more than
11,905 USD). Dullien found large variations in the
decrease in growth between the years 2003-2007 and
2008-2009. High income countries experienced a de-
crease in the growth rate of 5.2 percentage points and
5 upper middle-income countries saw a nearly equally
large decrease of 4.9 percentage points in the growth
rate. Lower middle-income countries saw growth de-
cline by 2.7 percentage points and lower income coun-
tries by 1.2 percentage points. The high income coun-
tries were the only ones to record an average annual
negative growth rate of 0.7% for the years 2008 and
2009. Therefore, high income countries were solely

responsible for the contraction of world GDP in 2009.

www.ce.vizja.pl

All of the countries in our EU-27 sample had an av-
erage positive growth rate for the period 2003-2007.
The highest growth rate was recorded by low-income
countries (7.5%), and the lowest growth rate by high
income countries (3.2%). However, nearly all of the EU
countries registered negative growth rates during crisis
years 2008-2009. Thus, the responsibility for reducing
GDP is borne by all of them. The only country among
the EU-27 with a positive average GDP growth rate for
the period 2008-2009 was Poland (1.65%). The growth
rate tendency was just the opposite of that found by
Dullien: the largest drop was found among the low in-
come countries (without Poland), and a smaller drop
among the other income groups. However, all four
groups comprising the EU-27 contributed to the con-
traction in world GDP in 2009.

The inflation indicator is regarded as tightly con-
nected with macroeconomic stability and economic
growth. The data in Table 2 confirm the reverse rela-
tionship between inflation and GDP per capita. The
same tendency is observed in the two studies: the
lower the income per capita in the individual group,
the higher the inflation.

The impact of the crisis varies with the size of the
external imbalances of individual countries (Figure
7). In the case of the EU-27 countries’ 2007 current
account surpluses (Luxemburg, Sweden, Germany,
Netherlands, Belgium, Denmark, Finland, and Aus-
tria) and the countries with lower current account
deficits of up to 5% (France, Italy, Czech Republic,
Poland, and Slovenia), they register smaller changes
in GDP growth due to the crisis than other countries.
The following countries experienced the largest nega-
tive effect of the crisis related to the current account
deficit: Latvia, Lithuania, Estonia, Ireland, Romania,

Bulgaria, and others. The correlation coefficient be-

Vizja Press&IT
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@ Current account balance in % of GDP, 2007

m Change in GDP growth, percentage point:

List of the countries: 1. Belgium, 2. Bulgaria, 3. Czech Republic, 4. Denmark, 5 Geramny, 6. Estonia, 7.
Ireland, 8. Greece, 9. Spain, 10. France, 11. Italy, 12. Cyprus, 13. Latvia, 14. Lithuania, 15.
Luxembourg, 16. Hungary, 17. Malta, 18. Netherlands, 19. Austria, 20. Poland, 21. Portugal, 22.
Romania, 23. Slovenia, 24. Slovakia, 25. Finland, 26. Sweden, 27. United Kingdom.

tween the two variables - current account balance in
2007 and changes in GDP growth is 0.512. Moreover,
when the absolute current account balance is used, the
correlation coeflicient is higher but negative (-0.588).
In general, this means that for a given country or group
of countries, lower current account imbalances are as-
sociated with a better (positive) crisis experience.

We have further divided the EU-27 into four coun-
try groups according to their current-account posi-
tions prior to the crisis:

(a) Countries with a current account surplus of:
- more than 5% of GDP: Austria, Belgium, Den-
mark, and Finland.
- less than 5% of GDP: Germany, Luxembourg;
Netherlands, and Sweden.
(b) Countries with a current account deficit of:
- less than 5% of GDP: Czech Republic, France,
Italy, Poland, Slovenia, and the United Kingdom
- more than 5% of GDP: Bulgaria, Cyprus, Esto-
nia, Greece, Hungary, Ireland, Latvia, Lithuania,

Malta, Portugal, Romania, Slovakia, and Spain.

CONTEMPORARY ECONOMICS

Figure 7. Change in GDP growth between 2003-2007 and 2008-2009 by current-account position of countries in 2007

The same grouping (for 179 countries) is made in
Dullien’s study. It can be observed that countries with
large current account imbalances — surpluses or defi-
cits — have been hit harder than those with moderate
imbalances. The group with very high surpluses expe-
rienced the highest drop in growth by 4.2 percentage
points, followed by a slightly smaller drop in growth of
3.9 percentage points for the group with very high def-
icits. In contrast, countries with moderate deficits or
moderate surpluses experienced a decline of only 2.2
percentage points and 3.1 percentage points, respec-
tively (Figure 8). Current account surpluses contrib-
uted to the crisis spread among the various countries
and regions due to other macroeconomic imbalances
that were present prior to the crisis in the form of in-
sufficient domestic demand. Prior to the crisis, these
countries relied on the domestic demand of other
countries. However, in times of crisis, they must rely
on (insufficient) demand in their own countries.

A similar tendency is observed for the sample of

EU-27 countries (Figure 9). Countries with large cur-
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Figure 8. Change in GDP growth between 2003-2007 and 2008-2009 by current account position of 179 countries

(percentage points). Adapted from Dullien, 2010 p. 104
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Figure 9. Change in GDP growth between 2003-2007 and 2008-2009 by current account position of the EU-27 countries

(percentage points)

rent account imbalances - deficits or surpluses, to-
gether with the group of small surpluses (less than 5%
of GDP) - were hit harder by the crisis in terms of eco-
nomic growth (by 12.5, 7.9, and 8.0 percentage points
respectively) than those with moderate deficits (by 7.7
percentage points). Comparing the results of the two
samples, we conclude that this tendency is more dis-
tinct among the 179 countries.

www.ce.vizja.pl

Considering the relationship between the current ac-
count position and average inflation of the countries or
groups of countries prior to the crisis, we arrive at the
following finding: the higher current-account deficits
or surpluses, the higher the inflation (Table 3). Thus,
once again, not only do current-account deficits appear
to have contributed to the propagation of the crisis but
also current-account surpluses. This tendency is more
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Table 3. Average inflation by current account position of countries in 2007, %

EU-27 179 countries
Current account surplus of:
More than 5% of GDP 2.08 75
Less than 5% of GDP 1.83 38
Current account deficit of:
Less than 5% of GDP 255 6.6
More than 5% of GDP 453 59

Note: For EU countries, the author’s calculations are based on Eurostat data. For the 179 countries, see (Dullien, 2010).

clearly outlined for the EU-27 and, in the case of the

current-account surpluses, for the 179 countries.

B. Regression estimates
Descriptive statistics such as those above are not suffi-
cient for arriving at more convincing conclusions. The
question is whether the factors analyzed above have
a direct influence on their own or only an indirect in-
fluence. To answer this question, a regression was run
with the change in GDP growth between 2003-2007
and 2008-2009 as a dependent variable and the current-
account balance prior to the crisis (2007), the inflation
rate prior to the crisis (2007), and GDP per capita as
independent (explanatory) variables. Based on his ex-
planatory model, Dullien included additional variables
in his study, such as capital account openness, a dummy
for an IMF program in 2009 and dummies for the dif-
ferent types of exchange rate regimes, as possible factors
influencing the average annual rate of GDP growth in
2008-2009 (Dullien, 2010). Variables that were insignif-
icant, at least at the 10% level, were eliminated. Where
the impact was measured as a change in growth rate,
the results indicated that only per capita GDP levels
and current-account imbalances had a clearly negative
influence on the way a country was affected by the cri-
sis (both coefficients were significant at the 5% level).
In addition, both the current-account balance and the
absolute value of the current-account balance were al-
ternatively included to allow for the possibility that large
surpluses also make a country vulnerable.

The final equation for the change in growth trend of
the 179 countries-sample during the crisis is the fol-

lowing:

CONTEMPORARY ECONOMICS

Agrowth = -2.27 - 0.428GDPcapita +
- 0.07|CurrentAccount2007/, (1)

where Agrowth is the percentage point change in the
average annual growth rate between 2003-2007 and
2008-2009, GDPcapita is GDP per capita in current
USD, and |CurrentAccount2007| is the absolute value
of the current account in 2007 in % of GDP.

Using the data for the EU-27, the equation for the
change in the growth trend of this group of countries

during the crisis is the following;

Agrowth = -6.861 + 0.049GDPcapita +
- 0.535|CurrentAccount2007|, (1a)
R square = 0.353

Standard Errors of the Estimate = 5.045

Equations (1) and (1a) lead to the following findings:

» For the sample of 179 countries, those with higher
per capita incomes were hit significantly harder by
the crisis than those with lower incomes. In the
case of the EU-27, those countries with lower GDP
per capita were hit harder, but their weight in the
EU’s average growth rate change is small.

o Interestingly, the current-account balance as percent
of GDP was insignificant in explaining the change
in GDP growth, whereas the absolute value of the
current-account balance as a percent of GDP turned
was highly significant (to varying degrees for the two
groups of countries). This means that the magnitude
of the current-account imbalances (regardless of

whether they are surpluses or deficits) is the impor-
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tant factor for the smaller change in the average an-
nual growth rate between 2003-2007 and 2008-2009.

Further, a regression analysis of the current-account
balance prior to the crisis (2007) was conducted.
The inflation rate prior to the crisis (2007), the GDP
growth rate prior to the crisis (2003 to 2007), and
GDP per capita were identified as possible factors
influencing the average annual rate of GDP growth
in 2008-2009. For the 179-country sample, all vari-
ables were significant at the 5% level except inflation
and the GDP growth rate for the period 2003-2007,
which was significant at 10%. For the EU-27 sample,
all variables were significant at the 5% level.

The resulting equation for the 179 countries, includ-
ing a dummy for the country using a currency board

variable, is:

growth2008_9 = 1.69 + 0.16growth2003_7 +
+ 0.05CurrentAccount2007 — 0.74GDPcapita +
+0.08inf2007 - 2.01cb, (2)

where growth2008_9 is the average annual growth
rate of GDP in 2008 and 2009, growth2003_7 is the
average annual growth rate of GDP during 2003-2007,
CurrentAccount2007 is the current account position
as a percent of GDP in 2007, inf2007 is the rate of in-
flation in 2007 and cb is a dummy for countries with
a currency board.

Using the relevant data for the EU-27 and including
a dummy variable for the EU New Member Countries
(nmc) instead of cb in equation (2), we obtain the fol-

lowing equation:

growth2008_9 = -0.382 - 0.276growth2003_7 +

- 0.085CurrentAccount2007 + 0.082GDPcapita+

- 0.122inf2007 + 3.037nmc (2a)
R square = 0.763
Standard Errors of the Estimate = 1.264

With respect to equations (2) and (2a), we arrive at the

following findings:

« Countries that experienced strong growth prior to
the crisis reversed course and entered deep reces-
sions. Among the EU-27 countries, the highest av-
erage GDP growth rate prior to the crisis was regis-
tered mainly by the low income NMCs (7.46%) that,
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through the 2000s, followed a persistent policy of
catching up to the level of development of the leading
countries. They are followed by the middle low-in-
come countries (5.02%), middle high-income coun-
tries (4.52%) and high income countries (3.20%), i.e.,
the main countries in the Euro area. Concerning the
179-country sample, the growth rates across the same
groups are as follows: 5.4%; 6.1%; 5.9% and 4.5%.

o For the sample of 179 countries, GDP per capita
was a very strong predictor of lower growth dur-
ing the crisis years. One reason for this may be that
the crisis originated in some of the most developed
countries. In the case of the EU-27, GDP per cap-
ita is a weak predictor in a different way for lower
growth in the crisis years.

o 'The current-account deficit, not its absolute value,
seems to be a significant variable for the two samples.
A larger deficit prior to the crisis led to lower growth
during the crisis years. The relationship is the oppo-
site for the EU-27 due to the aforementioned negative
signs of the average annual growth rates of GDP in
2008 and 2009 for all countries without Poland.

o According to the two regressions, a higher rate of in-
flation prior to the crisis is correlated with a higher
drop in the growth rate during the crisis (even when
controlling for GDP growth prior to the crisis).

« Countries with a currency board in place in the
179-country sample had a significantly lower
growth rate in 2008-2009 (on average, by 2% an-
nually) even after controlling for the effects of the
large current-account deficits some of the currency
board countries, such as Lithuania and Estonia,
were running prior to the crisis.

We can modify the equation for the EU-27 to ver-
ify the discovered relationships or to enrich the analy-
sis. Using the aforementioned fact that the correlation
coeflicient of the absolute current account balance
and the changes in GDP growth (-0.588) are higher
but negative compared to those of the current account
(0.512), we replace the latter variable with the former,

run the regression and obtain the following results:

growth2008_9 = 0.023 - 0.276growth2003_7 +

+ 0.134|CurrentAccount2007| + 0.51GDPcapita +

- 0.230inf2007 + 3.099nmc (3a)
R square = 0.786
Standard Errors of the Estimate = 1.203
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Judging by the correlation coefficient R-square
(0.786) in (3a), the latter equation has better approxi-
mation than (2a). All variables are significant at the
5% level. Although the role of the 2003-2007 GDP
growth rate is the same in (2a) and (3a), and other
variables remain nearly the same (GDP per capita,
average inflation, dummy variable), the absolute cur-
rent account balance is the only variable that changes
the relationship in the opposite direction. This means
that for the EU-27 countries, not only is the larger
current account deficit prior to the crisis important
(which led to lower growth during the crisis years)
but also the larger value of the current account imbal-
ances (whether deficits or surpluses).

In the 179-country regression, inflation prior to
the crisis seems to have influenced the impact of the
crisis, but not in the way that would be predicted by
the standard theory. In the standard model, a higher
rate of inflation prior to the crisis was correlated with
a higher growth rate during the crisis. In the case of the
EU-27, the lower rate of inflation prior to the crisis is
correlated with a higher growth rate during the crisis.
The latter finding is in accordance with the prediction
of the standard theory.

Conclusions

1. Ata global scale, the crisis appears to have affected
high- and upper middle-income countries more
than poorer countries. There may have been great-
er suffering in lower income countries, because
a drop in GDP growth might be more severe in an
environment without social safety nets, and wide-
spread poverty resulted from the crisis. This means
that having a higher GDP per capita generally in-
creases the risk of experiencing a severe recession.
In the case of the EU-27 countries, the crisis ap-
pears to have affected lower income countries more
than higher income countries.

2. The two sample regression analyses reveal the fol-
lowing tendency: experiencing very strong growth
in the years 2003-2007 (just prior to the crisis)
seems to have increased the risk of the crisis plung-
ing a country into a deep recession. This finding
hints that a boom prior to the crisis may have led
to imbalances, rendering the economy in question
more vulnerable (because the country may have

been part of a boom-and-bust cycle).
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3. Large current-account imbalances — not only defi-
cits but also surpluses — prior to the crisis are also
an important risk factor for the two groups of coun-
tries. In the case of the EU-27, absolute current-ac-
count imbalances seem to be a more important risk
factor for vulnerability to crisis transmission.

4. Inflation, long a prime concern for macroeconom-
ic stability and an important factor in increasing
a country’s vulnerability to financial and currency
crises, does not seem to be as significant a factor as

previously believed.
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