Global imbalances analysis: implications for KNI selection
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Global imbalances are widely perceived as key indicators of dynamics and threats to the development of modern economy. Such a point of view is shared by national governments, international organizations and global business community.

For instance in the World Economic Forum communiqués during the last two years global imbalances are characterized as the most serious challenges.
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It's worth noting that the World Economic Forum in 2012 defined persistent fiscal imbalances as having the highest perceived likelihood and being among the top three risks in terms of the expected impact.
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Extending the Framework for strong, sustainable and balanced growth in November 2010 during  the Seoul Summit G-20 governments agreed to strengthen multilateral cooperation in order to promote external sustainability and pursue the full range of policies conducive to reducing excessive imbalances and maintaining current account imbalances at sustainable levels, including the assessment of their nature and the root causes of impediments to adjustment.
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Consequently, global imbalances are defined as key national indicators in terms of INTOSAI White Book on KNI. It appears to be worthwhile analyzing experience of G-20 working group in application of the KNIs as well as comparing the methods applied with the results of INTOSAI working group on KNI. In particular it requires analysis of data quality and  analytic techniques transparency to be carried out. 
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G-20 members agreed to share forecasts of key indicators values as well as information about measures and policies to be taken in order to achieve these goals. Indicators used by G-20 working group to describe global imbalances include:
public debt and fiscal deficits;
private savings rate and private debt;
the external imbalance which is composed of the trade balance and net investment income flows and transfers.
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Analysis of imbalances in G-20 economies was carried out by the International Monetary Fund in two stages. At first, using various analytic and statistical techniques seven countries having significant imbalances were selected. These include USA, China, Japan, Germany, France, UK and India. At the second stage in-depth analysis of economic situation in each of the countries was conducted. Importance of imbalances in each of the economies for the global economic system was assessed. In order to decrease imbalances certain policy measures were recommended.
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Most of the countries did not provide a complete dataset agreed upon in the Mutual Assessment Process. In particular, only three countries provided information on private savings rate and private debt. IMF final report does not contain explicit description of techniques used on the first stage of analysis. It indicates that main sources of information for the first stage were datasets provided by G-20 members and IMF forecast World Economic Outlook 2011. Despite both these sources do not contain information on private savings and debts China, Japan and Germany were selected to the second stage due to high imbalances in private sector. 
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Along with economic development forecasts provided as part of Mutual Assessment Process by the countries IMF World Economic Outlook was used as a complimentary source of information. Countries’ ability to obtain their goals was assessed via forecasts comparisons with IMF outlook. It's worth taking into account significant delays in statistical data used: the analysis was carried out late in 2011 while many of the time series closed with year 2009 data.  
(Fig 10)
In several cases application of the abovementioned statistic techniques lead to contradictory results. For example Germany was selected to the second stage, among others, with time series analysis, indicating large current account and public finance imbalances. But forecast of current account balance lies within boundaries set (it's within two standard deviations from long term average). 
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The descriptions of the indicators used are very general and imprecise, which allows different interpretations and as a result, different datasets presented. As an important example one may consider indicators of general government debt provided by USA and Japan, which significantly differ from those provided by other countries and used by IMF. For both these countries forecasts significantly differed from those developed by IMF staff. In particular public debt growth forecasts differ very much. 
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These facts allowed IMF staff to characterize forecasts provided as being «on unsustainable in the long term path». Moreover, in case of USA these forecasts were produced conditional on vast austerity programmes accepted as well as economic stimuli applied. However the US Congress has not adopted such amendments to the current legislation yet.
IMF recommendations require promotion of financial discipline in public sector as well as fiscal reform meant to stimulate economic growth. Much attention should be paid to economy rebalancing, private saving rating increase as well as dealing with excessive dependence on credit driven households consumption growth.
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According to the selection principles Germany was indicated as having large current account and public finance imbalances. Forecasts provided by Germany are consistent with IMF staff outlook. 
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IMF final report indicates that the main threat to Germany’s economic development is placed by its relatively high level of public debt. With Germany's credit worthiness being one of the key elements of Eurozone stability certain reforms in public finance were recommended. Recommendations presented are generally consisted with actions described by Germany within the Mutual assessment process.
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On the contrary, forecasts produced by France and UK differ significantly from IMF staff estimates. Key source of imbalances for the UK according to the report is the low private savings rate. As a result economic growth is determined by credit based households’ consumption and foreign investment. France was selected due to having significant imbalances in public finance and current account. According to IMF estimates both the countries may achieve the goals set only if optimistic scenarios are realized and high growth rates are achieved.  
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China was selected due to having large imbalances in private sector finance and current account. Such imbalances according to IMF staff estimates reveal significant distortions in the economy. In particular high private saving rate reveals lack of social security measures and households’ limited access to credit market. Corresponding policy measures as well as exchange rate liberalization were recommended.
Summing up to tackle the problem of global imbalances one needs more comprehensive and thorough analysis than that was carried out within G-20 Mutual assessment process. The lack of consensus between the G-20 members on the necessity for a coordinated implementation of recovery measures and reforms results from the absence of fine and transparent methodology.
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That's why the Accounts Chamber of the Russian Federation explored possibilities for more detailed and precise analysis of the nature of global imbalances and their interconnections with other key national indicators. As a part of this research project we applied text-mining techniques in order to reveal implicit as well as explicit patterns in macroeconomic publications since 2009.
Semantic analysis of documents array consists of query construction with one or several terms or entities included. It allows to reveal patterns of relations between terms in query and terms used in documents. Results of such analysis are presented in form of a semantic map – a system of nodes and links. Each node on such a map is represents a term and connects lines that reveal presence and relevance of relations. A detailed study of such maps allowed to reveal the key notions connected with problem of global imbalances as well as their relational patterns.
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Prevailing point of view among contemporary economists treats global imbalances as a threat to economic stability. In case of relatively high imbalances, for instance, a sudden refusal of foreign investors to finance current account deficit may lead to catastrophic consequences. So one may come to a conclusion that global imbalances are of extremely negative nature and there is a strong need for their adjustment. 

An opposite point of view is based on a somewhat more generalized model of global economy. Within this approach global imbalances are considered to be natural characteristic of the modern economy.
Both the approaches account only for a part of observed phenomena. For instance both of them do not cover problems of employment, social issues, interaction of real and financial sectors of economy, management of international capital flows. Consequently it’s considered worthwhile developing a model, which would take into account the interactions of all relevant economy agents.
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The analysis carried out allowed to develop a classification of global imbalances and as a result a framework for such a model. A future model that describes a socio-economic development could be created on a basis of national accounts system augmented with a self consistent set of social and financial indicators as well as descriptions of their interconnections.                                                                                                                                                                                          
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1. Analysis of the set of key indicators selected and results of G-20 Mutual assessment process aimed at revealing the nature of global imbalances and the root causes of impediments to their adjustment indicates the lack of transparency and coherence of applied techniques.
2.  Composition of indicators, data quality and statistic techniques applied in order to assess key global imbalances do not correspond with the scale and complexity of problem in question. That’s why the recommendations prepared by the G-20 working group still suffer from the lack of quality and effectiveness. 
3. Development of strategic planning and strategic audit techniques requires development of national statistics, forecasting and policy assessment methodologies. These results might also be applied for international comparisons.

4. Combined efforts of governments and expert society are needed to ensure effective selection of key national indicators and development of modeling techniques used for forecasts and strategic plans development.
