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2020Figure B.4 — Current account and its components (2019, %GDP)

Note: Data are from the Balance of Payments Statistics (BOPS; IMF). "Comp. employees" = compensation of employees; "invest." stands for investment;
"Other prim. income" = other primary income; "Other cur. transfers" = other current transfers.
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Appendix C. Comparison with the IMF External Sector Report estimates

As is done periodically, the IMF, through the External Sector Report (ESR), analyzes and
discusses the evolution and the misalignment of 30 systemic economy currencies. In this
appendix, we compare our estimates and discuss the major reasons for differences between
the estimates.

The IMF estimates of currency misalignments (or "REER gap" following their

terminology) reported in the External Sector Report are based on various equilibrium

exchange rate determination approaches. More specifically, the estimates are de-

rived relying on four complementary approaches constituting the so-called External

Balance Assessment (EBA) methodology: (i) the current account regression-based

approach, (i i) the real exchange rate regression-based approaches (both index and

levels), and (i i i) the external sustainability approach.10 The current account-based

approach calculates the difference between the current account (CA) projected over

the medium term at prevailing exchange rates and an estimated equilibrium current

account, or “CA norm”. The real exchange rate regression-based approaches directly

estimate an equilibrium real exchange rate for each country as a function of the

fundamentals of the REER —including controls. Finally, the external sustainability

approach calculates the difference between the actual current account balance and

the balance that would stabilize the net foreign asset (NFA) position of the country

at some benchmark level. Each of these approaches has relative strengths and limi-

tations —which further motivate the need for complementary approaches. Phillips et

al. (2013) argues for instance that the current account regression-based approach is

often the most informative and reliable of the different EBA approaches because it is

able to take full advantage of cross-country information. Its limitations however tend

to be most apparent when analyzing countries with high reliance on natural resource

sectors (e.g. large oil exporters) and relatively small economies that are financial

centers. For a few economies, this approach would yield very large regression residu-

als, and thus large Total CA Gaps, which require careful further interpretation. The

second approach, the real exchange rate regression-based approach (REER index)

seem to appear especially useful where the first approach faces a particular difficulty.

Its limitations are a reduced reliability in countries with large structural changes, as

well as those with short data spans. However, this method, due to fixed effects,

forces gaps for each country to be zero on average over time. The third approach,

10These approaches are thus in line with the three methods underlying the CGER methodology, the
EBA predecessor. For full details of CGER, see Lee, J., G. Milesi-Ferretti, J. D. Ostry, A. Prati, and
L. A. Ricci, 2008, “Exchange Rate Assessments: CGER Methodologies,” Occasional Paper No. 261,
(Washington: International Monetary Fund).
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based on REER levels rather than indices, provides a solution to this issue. The

fourth approach, is a bit different from the others in that it suits well (more relevant

and informative) for countries with large NFA imbalances, and for which there is a

clear view of what would be a more appropriate NFA level.11

In light of the above, it appears that the main source of differences between

the ESR REER gaps and the EQCHANGE estimates should principally lie in the

approach retained by the ESR staff—in case there are important divergences between

the different approaches.12

The different ESR REER gap estimates as well as the EQCHANGE estimates are

reported in Table C.1. Among the 29 economies reported (including the euro area)13,

9 show a very good match between the ESR staff-assessed REER gap midpoints

and the EQCHANGE estimates of misalignments. These are: Australia, Belgium,

China, the euro area, Germany, India, Italy, the Netherlands and the United States.

However, for a number of these countries, the EBA REER-based estimates differ

considerably from the EBA CA-based estimates, these latter constituting the retained

estimates. This is particularly the case for India and the Netherlands. This is also

the case when considering the REER index-based estimate for Germany which points

to an overvaluation while the other EBA approaches and EQCHANGE point to an

undervaluation. The above economies are followed by 8 others for which the different

estimates are very close: Brazil, France, Mexico, Russia, Spain, Thailand, Turkey and

Japan.14

For the remaining 11 economies presented in Table C.1, the IMF assessments

differ —sometimes dramatically— from ours. However, for three of them —namely

Hong Kong, Saudi Arabia and Singapore— the comparison of the estimates is not

11For further details on the EBA methodology see Phillips, S., Catão, L., Ricci, L., Bems, R., Das, M.,
Di Giovanni, J., Unsal, F., Castillo, M., Lee, J., Rodriguez, J., Vargas, M., 2013. "The External Bal-
ance Assessment (EBA) Methodology," IMF Working Papers 13/272, International Monetary Fund.
The technical supplement of the IMF External Sector Report 2018 provides the latest refinements.
12The term "principally" is important as there are differences regarding the empirical framework
between ESR REER index-based approach and EQCHANGE. Indeed, the ESR REER index-based
approach departs from strict theoretical background underlying the determination of the equilibrium
in many respects (retained regressors, estimation methods) —probably to ensure consistency between
the REER approaches and the CA approach regarding the time horizon of the analysis— while the
EQCHANGE methodology sticks to the BEER approach. It is worthwhile noting that EQCHANGE
is in its infancy and that refinements —through alternative approaches— are already scheduled.
13As a reminder, Argentina is excluded from the 2019’s vintage of EQCHANGE due to the large
uncertainty surrounding the determination of its equilibrium exchange rate.
14In the specific cases of Japan and Turkey, it is note worth noting that the large uncertainty sur-
rounding the IMF estimates of the REER gaps —through the different approaches— makes that our
estimates overlap. Somehow, this is also the case of Korea.
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really possible since they are not included in the EBA estimation samples.15

Table C.1 — Comparison of estimates: EQCHANGE and External Sector Report
External Sector Report

EQCHANGE
Staff-assessed REER gap Estimates by approacha

Midpoint Range CA
REER REER

Mis
Std.

level index Err.

Australia -4 +/-2.5 -4 10.2 -1.4 -2.7 5
Belgium 8.5 +/-2.5 8.3 17.1 9.3 6 1
Brazil 3.5 +/-7.5 11.4 2.3 -10.7 -1.2 2
Canada 7.1 +/-5.6 6.8 -6 2.1 -10.6 1
China -2 +/-10 -4.4 11.4 -1.1 -3.3 5
Euro areaa -2.8 +/-2.9 -3.4 -0.7 4.2 -1.6 2.6
France 4.1 +/-1.9 4.1 3.2 -2.7 -0.1 1
Germany -11 +/-5 -11.8 -16 3.6 -10.9 3
Hong Kong -2.5 +/-5 NR NR NR 10.1 5
India -5.6 +/-5.5 -5.6 10.2 13.4 -8.5 5
Indonesia 3.9 +/-5.1 5.6 -9 2.1 -12.1 5
Italy 4 +/-4 0 4.4 6.8 4.7 1
Japan 0 +/-9 0 -12.5 -18 -8.5 5
Korea 0 +/-3 0 -8 0.6 -9.1 5
Malaysia -7.2 +/-2 -7.2 -38 -25 -35 5
Mexico -7 +/-8 -6.9 -3.5 -15.4 -12.6 2
Netherlands -7 +/-2.9 -7.1 4.2 16.1 -6.2 4
Poland -6 +/-2 -6.1 -18.6 -2.7 4.8 3
Russia -0.4 +/-5 -0.4 -14.5 -9.3 -5.8 4
Saudi Arabia 5.7 +/-3 NR NR NR -15.1 1
Singapore -8 +/-6 NR NR NR -19.1 5
South Africa 5.7 +/-4 5.7 -3.3 -15.7 -27.8 5
Spain -0.9 +/-4 -0.9 4.9 5.2 6 4
Sweden -10 +/-5 -9.1 -19 -19.4 -23.5 3
Switzerland -3.5 +/-3.9 -3.5 19.7 13.5 8.5 4
Thailand -9.5 +/-2.5 -9.8 -1.3 14 -5 5
Turkey -15 +/-8 -7.3 -20.5 -22.8 -24.9 3
United Kingdom 7.5 +/-7.5 11.7 -5.6 -12.6 -9.1 4
United States 11 +/-3 10.8 10.9 8.1 13.9 2
Notes: Estimates of "REER gap" or "currency misalignment" are in percentage. “NR” indicates that the approach-based
estimate is not reported in the IMF ESR 2020. Positive sign (resp. negative) sign indicates an overvaluation (resp.
undervaluation).
a: The staff-assessed euro area CA and REER gaps are calculated as the GDP-weighted averages of staff-assessed CA and
REER gaps for the 11 largest Euro area economies (Austria, Belgium, Finland, France, Germany, Greece, Ireland, Italy,
the Netherlands, Portugal, and Spain). We follow the same approach to assess the misalignments for the euro area which
is here presented only for comparison purpose.

15Actually, the REER gaps for Hong Kong, Saudi Arabia and Singapore are derived by applying
the different models’ estimated coefficients to the data. Cautious should therefore be taken when
extrapolating from these assessments.
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As a general statement before diving into explanations of the differences, it is

important to note that for these countries, the ESR staff put more weights on the

CA model —if not disregarding the other approaches. This is particularly true for

Canada, Indonesia, Korea, Malaysia, Sweden, Switzerland and the United Kingdom

for which the EQCHANGE estimates match in some way with one of the EBA

REER-based estimates. That being said, the discussion is therefore restricted to

countries for which we have considerable differences between the EQCHANGE es-

timates and the ESR estimates —particularly those based on the REER index model

that is closer to our methodology.

For Canada, the differences go back to the year 2018 for which we noted signif-

icant changes in the IMF ESR estimates. In the ESR 2017, the CA (resp. REER

index and REER level) model pointed to an overvaluation (resp. undervaluation) of

6% (9.5% and 19.9%). From 2018, the ESR estimates are remained constants; the

CA model and REER index model point to an overvaluation of 7% and 2% —respec-

tively, while the REER level model still indicate an undervaluation but of only 6%.

While these important changes in the REER based estimates from 2017 to 2018

were hardly explicable —and actually not explained, it fully explains, coupled with

the focus on the CA-based estimates, the retained overvaluation for Canada.

For Indonesia, the midpoint was obtained by averaging both the REER index and

CA models-based estimates. The range was then derived by applying the standard

+/-5 interval to the midpoint. As visible, the ESR’s range and our overlap barely.

To a lesser extent, this also the case for Korea. For both countries therefore, the

differences mainly originate from the trade-off made by the ESR staff regarding the

methodology to favor.

In the case of Poland, our estimates point to a moderate overvaluation while the

ESR estimates tend to indicate a small undervaluation of the zloty. While the differ-

ence between the retained midpoints seems quite important, the overall assessments,

more meaningful than midpoint comparison, are less distant. Actually, based on our

estimation, one would conclude that the zloty is not far from its equilibrium value.

The same conclusion can also be reached based on the ESR retained estimates.

Finally, for South Africa, the staff focused on the CA approach and disregarded

the REER based approaches. While both REER-based approaches tend to indicate

an undervaluation of the rand, the discrepancy between our estimate and that of

the IMF is large. As pointed last year in the EQCHANGE annual assessment, the

difference is related to the time horizon considered for the estimation. While in

EQCHANGE we consider the 1974-2018 period, the ESR only focus on the period

post 1990.
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