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Current account imbalances, now manifested as intensified trade wars between countries,
have recently received much attention from researchers. This article reviewed this global issue
from a new perspective complementary to the existing research. The study proposed a simple
economic model and discovered that the current account balance is inversely proportional to the
ratio of income to consumption inequality. This ratio combines all consumption smoothing
schemes that depend on political interventions that can alleviate increases in income inequality.
In the long run, however, current accounts could be consequently affected by a short-sighted
policy.
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1. INTRODUCTION

Global current account imbalances were recently manifested as intensified
U.S. trade disputes with China and other countries (Munoz, 2019). Such
economic imbalances have long been a hotly debated global issue in terms of
their causes and effects. The 2007-2009 worldwide financial crises were
attributed to large global imbalances, among other things low interest rates,
slack monetary policy, and widespread financial deregulation (Caballero et al.,
2008; Blanchard and Milesi-Ferretti, 2009; Keys et al., 2010). Various
explanations for U.S. current account deficits have emerged in the literature,
including lower savings than real investment, global underinvestment in
productive capital, and the US dollar’s role as the world’s reserve currency
(Obstfeld and Rogoff, 2001; Bernanke, 2005; Rajan, 2010; Bluedorn and
Leigh, 2011). The problem of such deficits is not limited to the U.S. but also
prevails in other developed economies, especially in the major English-
speaking countries: Australia, Canada, New Zealand, the United Kingdom
(Atkinson et al., 2011, Kumbhof et al., 2012). No consensus has been reached
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in the literature over the structural reasons for this problem, therefore it was
necessary to revisit the issue of global imbalances amid the ongoing trade
wars, as was done in this paper, through cross-country comparisons.

New advances have recently been made in accounting for the root causes
of global imbalances. The deterioration of current accounts occurs in deficit
economies that have also experienced a steep rise in income inequality over
recent decades (Stiglitz, 2009, Sheng, 2014¢, Sheng, 2021). The link between
larger current account deficits and higher income inequality has been
documented with long-term data from those countries and analysed by means
of theoretical formulations and empirical estimation (Kumhof et al., 2012).
Income inequality was also observed to have risen rapidly in surplus countries
such as China and other Asian economies, but their current accounts have
improved significantly since the 1997-98 Asian financial crisis. A few more
recent studies have been devoted to the key issue of why higher income
inequality tends to increase the savings rate in surplus economies, but decrease
it in deficit countries (Li and Zou, 2004; Isacan 2010), with both of these shifts
directly leading to global current account imbalances. This article examined
the similarities between these deficit economies and the differences between
the two sides of the imbalances. The similarities are that the lower and middle
classes, suffering from stalling real earnings in the U.S. and other Organization
for Economic Co-operation and Development (OECD) countries, are allowed
to borrow from the rich to maintain or increase their level of consumption
(Tacoviello, 2008), while the differences are that such deficit spending is
basically absent in China and other Asian countries due to their financial
market imperfections (Caballero et al., 2008).

One can indicate two distinct countries, namely, those pursuing finance-led
economic growth models such as the U.S. and the U.K., and export-led
economic growth models such as China and India (Ranciere et al. 2012). For
export-led countries, high production capacity created by relatively low-cost
labour (mainly from the middle and the lower classes) is the main driver of
increased exported quantities and thus boosts the national surplus. However,
this wealth created by the middle and lower classes is mainly concentrated
among a few top earners, while the incomes (mainly labour income) of the
middle and lower classes remain unchanged or grow at a much slower rate
than those of the upper class, which in the long term leads to greater income
inequality. Moreover, due to undeveloped financial mechanisms, the income
sources of the middle and lower classes are very limited, which reduces their
consumption capacity and therefore constrains social consumption demand.
In this case, consumption inequality reflects income inequality (Binkai 2012,
Sheng 2010). Yet, when the domestic consumption level of the upper class
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reaches its upper limit while the consumption level of the middle and lower
classes remains at a stable level, consumption inequality remains unchanged.
However, as the upper classes obtain dividend income from financial
investments in other countries with greater financial liberalization, income
inequality continues to expand, while consumption inequality remains at a
constant level. In this case, consumption inequality is inconsistent with income
inequality (Lin et al., 2010).

There is still much room for improvement in research on global imbalances
related to income inequality. Political interventions in deficit countries play
a key role in fostering such external imbalances by avoiding dealing with the
sources of inequality directly, but rather temporarily mitigate its consequences
for the living standards of the lower and middle classes through financial
liberalization (Rajan, 2010). While such mitigating effects of liberalization
have been examined in empirical studies (Perugini et al., 2015, Sheng, 2014b),
no theoretical framework has been provided in the literature to explicitly
analyse the role of such political interventions in the resultant worsening
current accounts in line with rising income inequality. Financial liberalization
successfully boosts the living standards of the lower and middle classes via
consumer credit despite their stagnating real incomes, with such credit-fuelled
consumption booms financed in a very large part by foreign savings via capital
inflows. The resulting situation observed in deficit countries is that consumption
inequality remains relatively stable even given a rapid hike in income
inequality (Angel and Bittschi, 2018; Sheng, 2014). Such a widening
divergence between income and consumption inequality signals domestic
debt accumulation and aggregate demand expansion, which lead to current
account deteriorations and even to severe financial crises (Kumhof et al.,
2015; Sheng, 2014a). However, there is a dearth of research on the implications
of this inequality divergence for global imbalances.

This paper provides an alternative theory and additional evidence as
a supplementary analysis to the literature on global imbalances. Faced with
rising income inequality which is bad for the lower classes, politicians must
prevent the resulting drop in the living standards due to their voting power.
However, it is politically incorrect to finance increased social welfare for the
lower classes through higher taxes on the upper classes, as these are a main
source of election donations (Hacker and Pierson, 2010). Financial liberalization
therefore arises as an innovative policy by allowing the poor to borrow from
the rich. Everyone may become better off since the upper classes can reap
a return on their lending, while the lower classes may sustain their living
standards (Volscho and Kelly, 2012). The end result must be a widening gap
between income and consumption inequality. This theoretical analysis proposes



172 Y. YIN, L. SHENG

a simple new model to identify the effects of this gap on current account
imbalances and the role of political interventions in its amplification effect.
Although consumption is harder to measure than income, recently a growing
effort has been made to address the distinction between income and consumption
inequality as consumption is more relevant to the wellbeing of the lower and
middle classes (Attanasio and Pistaferri, 2016). While the distribution of income
is affected by tax and transfer policies, the evolution of consumption hinges on
saving/borrowing behaviour and other smoothing schemes (Krueger and Perri,
2006; Blundell et al., 2008). Thus it seems more reasonable to look into current
account imbalances through comparisons between income and consumption
inequality, as done in this article, rather than address income inequality alone.
The concomitant occurrence of economic inequality, global imbalances, and
financial crises may be due to coincidence and caused by certain common
factors (Obstfeld and Rogoft, 2009; Krugman, 2010; Sheng 2012).

2. LITERATURE REVIEW

A brief introduction of the existing studies that are relevant to this matter
follows. First, to begin with an old problem of income inequality, which began
to appear again at the beginning of the 1980s. To date, researchers have paid
a lot of attention to this issue, and many studies aimed to identify the driving
forces behind the observed changes in income distribution (Blanchard and
Giavazzi, 2003; Card et al., 2004; Lemieux et al., 2009; Roberts, 2010), while
others concentrated on measuring long-term changes in income inequality and
assessing their adverse economic impacts (Piketty and Saez, 2003; Krueger
and Perri, 2006; Berg and Ostry, 2011). Obviously, increasing household
indebtedness and the consequent financial vulnerability are due to growing
income inequality (Iacoviello, 2008; Rajan, 2010; Reich, 2010; Kumhof et al.,
2015). In addition, higher income inequality is associated with more household
borrowing from abroad and with increasing global current account imbalances
(Broer, 2010; Lebarz, 2011; Kumbhof et al., 2012). In major English-speaking
countries, these problems are observed to be more pervasive, however in some
European countries they are less severe and are just newly emerging (Atkinson
etal., 2011; Sheng, 2011).

Economic inequality occurs along multiple dimensions, and recently,
researchers’ focus has turned to consumption inequality. Compared with
income inequality, consumption inequality is probably more crucial because
income is only a part of utility, which is produced by consumption. (Attanasio
and Pistaferri, 2016). Saving, borrowing, insurance, and (private and public)
transfers can smooth consumption spending. The distribution of expenditure
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is less broad and more volatile than that of income in the U.S., so that the U.S.
ratio of income to consumption inequality is greater than one and even exhibits
an upward trend over time in some datasets (Heathcote et al., 2010; Aguiar
and Bils, 2015; Sheng, 2021). Similarly, consumption inequality has remained
fairly stable and is significantly lower than income inequality in most European
countries, where some kind of convergence is observable for consumption
inequality, but not for income inequality, over a long sample period (Angel
and Bittschi, 2018). Although consumption and income present different
dynamics in their distributions, the literature is still unclear regarding their
differing implications for current accounts or financial risks. Moreover,
research has not found any formal work that tackles the potential link between
global current account imbalances and differing cross-country ratios of income
to consumption inequality. This issue is explained here, providing a significant
contribution to the literature.

The relationship between income and consumption inequality in the U.S.
is similar to that in some European states but different from that in China and
other Asian economies. This research elucidates global imbalances and
financial crises since such a relationship involves more smoothing schemes
(e.g. saving, insurance, and transfers) rather than just household leverage. It is
observed that in China, income inequality can be traced closely by consumption
inequality (Cai et al., 2010; Ding and He, 2015; Sheng, 2015), however this
connection becomes much weaker in the U.S. (Meyer and Sullivan, 2013). As
the most representative exampleof a deficit economy, the U.S. obviously has a
stronger consumption smoothing ability than China, considered the most
representative surplus economy. This fact has an important impact on global
imbalances (Lardy, 2006). With high income inequality in China, the extensive
savings of the upper class can neither be borrowed from for consumption by
the poor nor can they be used for large-scale infrastructure construction.
Surpluses of savings over investment corresponding to high consumption
inequality must be converted into trade surpluses, and capital surpluses must
be recycled because of underdeveloped domestic financial markets (Caballero
et al., 2008). In the U.S., where income inequality is high, the upper classes
can lend a portion of their rising incomes and intermediating foreign savings
to domestic workers, who use such credit to maintain or improve their standard
of living (Broer, 2010). Such deficit spending, while effectively preventing
greater inequality in consumption, must lead to a decline in the overall savings
rate, which in turn leads to a decline in the current account balance (Brown,
2008). From this new perspective, this study should complement the existing
research because it produces deeper insights into the problem of global
imbalances.
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3. THEORETICAL DISCUSSION

A simple theory is proposed below to show how current account imbalances
are affected by political interventions that are meant to support the living
standards of those who possess majority voting power but suffer from
stagnating real incomes (Rajan, 2010). Lower inequality in consumption than
in income is modelled as an outcome of such interventions. Financial
liberalization policies allow the lower classes to borrow from the upper classes
through consumer credit (Bertrand and Morse, 2012). The upper classes also
fund a substantial part of their increased domestic lending by intermediating
foreign savings. These practices turn out to be effective in reducing
consumption inequality even in the face of rising income inequality. However,
such credit-fuelled consumption depresses national savings, which fall below
the domestic needs for real investment, thus putting downward pressure on
current accounts (Kumhof et al., 2012). This model is analytically tractable for
generating comparative statics, and therefore there is no need to derive
numerical solutions through calibrated simulation.

Consider domestic lending D, by top income group 7' to bottom income
group B. National income Y is distributed to group 7', denoted Y, and to group
B, denoted Y,. Consumption amounts to C, for group 7"and to C, for group B,
which may borrow for consumption due to stagnating real incomes. Spending
propensity is defined as o, = C /Y, for group T as usual but a, = C (Y +D) for
group B due to deficit spending, where D is the total debt of group B borrowed
from group T. Foreign resources are mainly introduced by group 7' (D) and
the government (D j) through flexible domestic financial and monetary policies.
Group 7’s income consists of its dividend income derived from financial
assets, its lending to Group B (D) as well as the corresponding lending interest
income, while group B’s income includes its labour wages and debts from
group T'(D,), as well as the government (D). The study defined . =D /Y,
as the lending ratio of group 7, B, = D/Y, as the debt ratio of group B, and
4=D/D (>1) as a proxy for the availability of foreign financing. Consumption
inequality is proxied by C,/C, or C,/C and income inequality by Y,/Y, or Y,/Y
in the spirit of post-Keynesian models for the sake of concise aggregate
analysis.

Proposition 1: The savings rate decreases with higher income inequality
when consumer credit is available.

Putting together the above descriptions, one derives gap X (X=Y,/Y,~C,/C,)
between income and consumption inequality and ratio Z (Z=CAB/Y =
1-1/Y-C/Y) of the current account balance CAB to aggregate income Y-
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where = [(1-a, /0, )+B,1/(1+B,), p=1-I/Y-a,, {=a, ~(1-48,)a,, and I is real
investment, with the national income account used to derive the expression for
CAB/Y. Note that {>0 since o, <a, is assumed as usual to reflect behavioural
differences between the two income groups, i.e. the spending propensity of
the upper class with growing incomes is lower than that of the lower classes
with stagnating wages. Additionally, note that (>0 if g >(1-a/a,)/4,
i.e. higher income inequality increases the consumption ratio or decreases the
savings rate s=(S+S,)/Y= lfC/Y+Df if domestic lending is high enough,
with this condition weakened significantly by the greater opportunity for
foreign financing of consumer credit (as A1). It then follows that p <0 under
a,<C/Y<a,, as is likely to be true in practice (Dynan et al., 2004). When
C/Y>1, then 1-C/Y <0, which means that total consumption exceeds total
savings. This situation is always accompanied by fiscal deficits and trade
deficits. The CAB indicates the sum of the balance of a country’s international
monetary transactions during a certain period, which consists of its net trade
in goods and services, net earnings on cross-border investments, and net
transfer payments (OECD, 2020).

Three important observations can be derived from Equations (1) and (2).
First, the gap between income and consumption inequality increases with
higher levels of household indebtedness, as in the U.S., since 05/0f,>0
(Brown, 2008). Second, the link between the savings rate and income
inequality may be positive under liquidity constraints or negative under
consumer credit availability. In the latter case, consumption spending is
constrained not by disposable income but by available liquidity, as in the U.S.
(Gu et al., 2015). Third, the negative link can be further strengthened through
capital inflows, as domestic spending is no longer constrained by national
income but by foreign savings (Kumhof et al., 2012).

Proposition 2: Aggressive financial liberalization may contribute to a greater
gap between consumption and income inequality, which may eventually lead
to worse current account imbalances.

Putting together the two expressions in Equations (1) and (2) yields a linear
equation that connects ratio Z of the current account balance to GDP with gap
X between income and consumption inequality: Z=p—({/)X, with income
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inequality proxied by Y,/Y, for convenience. As a constraint condition for
policy optimization, this equation characterizes the opportunity curve for
various objective tradeoffs between income-consumption inequality gaps and
current account imbalances, where {/¢ is the marginal rate of transformation
from a wider gap to a larger imbalance.

Faced with higher income inequality, policy-makers make a subjective
tradeoff between lowering consumption inequality and controlling external
imbalances. The policy goal is achieved through consumer credit (hinging on
f,) and capital flows (reflected by 1). The policy-maker minimizes the
deviation between the actual and targeted levels of two key economic variables
(X, Z): min y =t (X-h)* +7,(Z-k)*, where the policy target levels are indicated
by (h, k) and the decision weights are denoted by (z,, z,). Note that 7 +7,=1
with >0 and z,>0. It is likely that 7, >z, in deficit countries, as they care
strongly about living standards of lower and middle class households, whereas
the reverse is true in surplus countries, as they attach great importance to trade
expansion and growth performance (Rajan, 2010; Reich, 2010). The policy
objective function can be expressed in the form of a standard ellipse equation
(for a typical indifference curve): (X-h)*/a*+(Z-k)’/b*=1, where a’=y/r,
b*=y/r,, and the marginal rate of substitution is —z (X~h)/[z,(Z-k)]. The policy
minimization of y is equivalent to determining the smallest ellipse with the
shortest focal length and the same slope as the original ellipse representing the
actual levels that is tangent to the opportunity curve. The loss function for the
policy intervention is specified as follows:

y=1 (X—h)2+2'2 (Z—k)z,, 3)

st.Z=p—(C1E)X. “4)

The closed-form solution to the problem given by Equations (3) and (4) is
derived below:

(p k) h
X == &)
Bol
foite
zZ'= (6)

20
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The comparative statics analysis is performed by differentiating Equations
(5) and (6) with respect to the underlying parameters (z, £, ), where =7 /7,
is the relative weight for gap X* between income and consumption inequality
vis-a-vis the current account imbalances Z".

As shown in Equations (5) and (6), current account imbalances vary
endogenously with the link between income and consumption inequality due
to the policy interventions that allow for consumer credit and capital flows. It
is easy to show that 0X"/0r > 0 and 0Z"/0t < 0 if p—k < ({/E)h. This condition is
likely to hold since p<0 and ({/$)h>0. Additionally, although maintaining
surpluses and deficits is often a means for countries at different stages of
development to boost their competitiveness and improve their external
positions, if the imbalances cannot be controlled to the proper extent, over
indebted households in deficit countries will find it difficult to continue to
obtain credit when their income is insufficient to repay their debts; additionally,
the surplus economies’ overseas lending or their rapid growth may also be
susceptible to the impact of sudden changes in capital flows.

CONCLUSION

This paper revisits the most pressing issue of our age, namely global
current account imbalances manifested as a bitter trade war between the U.S.
and its major trading partners (including China and some European countries).
The article addresses this issue from a new perspective different from that of
previous studies, which involves the fundamental link between income and
consumption inequality. This link is systematically similar in deficit economies
(especially in English-speaking countries) but significantly different between
deficit and surplus economies, especially between the U.S. and China
(Ranciere et al., 2012; Sheng, 2021).

In the presented theoretical model, the disjuncture between consumption
and income inequality occurs in deficit countries as an outcome of their
widespread consumer credit and other smoothing schemes that are made
possible by policies of financial liberalization. As a result, current account
deficits appear endogenously in response to higher levels of household
indebtedness under rising income inequality, and reckless domestic debt is
financed partly by ample foreign savings. Clearly, the ratio of income to
consumption inequality moves in line with the ratio of current account deficits
to aggregate income. Both ratios are determined by politicians’ tradeoff
between controlling current account deficits and preventing a consumption
drop among the lower and middle classes through financial liberalization. This
model may be the first study in the literature to explicitly address the role of
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policy interventions and the evolutionary trends of both ratios. The authors
found that more aggressive policy leads to a lower level of consumption
inequality and a larger deficit in the current account through lower savings
rates, higher domestic indebtedness, and increased foreign financing.

Policy implications can be derived from the main results obtained in this
study. The OECD experience of artificially depressing consumption inequality
through financial liberalization shows that this policy can only buy time but
may lead to trouble with debt problems and external imbalances later (Kumhof
et al., 2012; Sheng, 2015). Surplus countries should not follow such a short-
sighted policy and should avoid the accumulation of domestic indebtedness
and the risk of financial crises. In the long run, one cannot avoid dealing with
the income inequality problem itself directly, in both deficit and surplus
countries. Reducing income inequality, albeit fraught with difficulties, can be
achieved with sufficiently strong determination. There are multiple options
that could be effective for problem solving if supported by political
interventions. First, reindustrialisation should be pursued via various tax
credits in deficit countries to increase exports and reduce imports, while the
financialisation of their economies must be restrained through sufficiently
high taxes. Second, tightened regulations may be needed in those countries to
improve their current accounts by discouraging debt-financed profligacy and
encouraging savings behaviour. Third, wage rates for the working class are
too low relative to their labour productivity in surplus countries. Increasing
wages can reduce both income and consumption inequality while raising
aggregate demand and causing domestic growth to rely less on foreign
markets. Fourth, a sufficient amount of public revenue must be spent on
welfare programs for populations in countries with weak social security
programs. This can reduce precautionary savings as well as public savings,
thereby lowering their current account surpluses.
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