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VII. CAUSES OF THE RECENT WIDENING
OF OECD CURRENT ACCOUNT IMBALANCES

OECD current account
imbalances have recently
widened raising concerns about
sustainability
and protectionism

Over the past two years a number of countries in South East Asia have experi-
enced massive swings in current account positions, world trade growth has slowed sub-
stantially and current account imbalances for some of the major OECD countries have
widened sharply. The current account deficit for the United States is expected to
increase from 1¾ per cent of GDP in 1996 to 3½ per cent of GDP this year, whereas the
surplus for Japan is projected to widen from 1½ to 3 per cent of GDP; the current
account surplus of the European Union (EU) remains relatively stable (at just over 1 per
cent of GDP). These movements reflect a number of partly inter-related factors: the
counterpart to the adjustment of the financial crisis in South East Asia, differences in
economic growth and cyclical positions, changes in competitiveness as well as under-
lying structural factors. Although as a percentage of GDP these current account posi-
tions are not as extreme as those reached in the mid-1980s, they have begun to raise
policy concerns in some quarters about sustainability and pressures for increased pro-
tectionism. Concern may be underlined by the analysis presented previously in this
Outlookand discussed further in this chapter which suggests that, at unchanged real
exchange rates, these imbalances are likely to persist over the medium term.

This chapter addresses some of the issues involved by analysing the main fac-
tors underlying recent changes in trade and current account positions to show to what
extent the imbalances are due to cyclical or other temporary factors, in particular
those associated with the crisis in South East Asia, rather than more deep-rooted trends or
structural factors. The issue of protectionist pressures is addressed in the next chapter.

The main points to emerge from the analysis are:

Import contraction in the
Asia-5 economies had
a major impact on OECD
exports

– The brunt of the current account adjustment of the Asian crisis countries has
so far come about through import contraction with the corollary that the main
impact on the OECD regions has been through a fall in exports; the largest
adverse impact has been on Japan given its greater exposure to the markets of
the Asian-crisis countries.

Widening external imbalances
are largely due to relative
demand and
cyclical positions...

– Recent increases in the current account imbalances of both the United States
and Japan can be largely explained by movements in their relative growth and
cyclical positions. OECD Secretariat calculations, comparing the change in
exports which can be attributed to export market growth and the change in
imports attributed to the growth in total final expenditures, suggest that this
can more than account for the change in the trade balances of both the United
States and Japan since 1996. The greater stability of the EU current account
position is a reflection of its more central relative cyclical position.

Introduction
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... and in United States and
Japan, they reflect private
sector saving – investment

imbalances

– The widening of current account balances in both the United States and Japan is a
reflection of private sector saving-investment imbalances, offset only partially by
the change in the public-sector position. Conversely, for the European Union any
modest improvement in the current-account surplus is to be explained by an
improvement in government sector saving-investment balances.

A growing current account
surplus in Asia has been offset

by a widening deficits
for the American continents

and major oil producers

Between 1996 and 1998 the combined current account balance of Korea and the
four non-OECD Asian crisis countries – Indonesia, Malaysia, the Philippines and
Thailand – (hereafter referred to as the “Asia-5”) increased by more than
$ 125 billion, rising from a combined deficit of $ 60 billion to a combined surplus of
$ 65 billion.1 With the surplus in Japan increasing by about $ 55 billion over the same
period and that in the European Union remaining broadly stable, the main offsetting
change was a further widening of the current-account deficit in the United States by
about $ 100 billion (Figure VII.1). Offsets are also found among major oil-producing
countries (reflecting weakening oil prices) as well as other members of North
America Free Trade Agreement (NAFTA) and countries in Latin America.

Most of the increase in the
trade balance of the Asia-5 has

been through import
contraction

Looking at trade balances, that of the Asia-5 increased by $ 120 billion
between 1996 and 1998 and is expected to decline only marginally this year. Over
$ 80 billion of the increase can be accounted for by a deterioration in the bilateral
trade balances of OECD countries, and about $ 70 billion by those of the three main
OECD regions (Table VII.1, top panel).2 Up until now, the adjustment to Asia-5 trade

Recent trends in selected current accounts

1. Such changes are massive in relation to GDP in the zone, for example in the case of Korea the swing
in the current balance over this period amounted to about 17 per cent of GDP.
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Figure VII.1Change in current account balances, 1996-98

2. Outside the three main OECD regions, Australia and New Zealand are the OECD countries with
which the bilateral trade balance with Asia-5 has most severely worsened: between 1996 and 1998 the
combined trade balance of Australia and New Zealand worsened by $ 7 billion, equivalent to about
1½ per cent of combined GDP.
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balances has come about almost entirely from a massive reduction in the dollar value
of imports, mostly occurring in 1998.3 Indeed, the decline in Asia-5 imports directly
accounts for a fall in world trade growth of 1½ percentage points in 1998. Although
the evidence is patchy, available official data and other estimates suggest that there
has been strong growth in export volumes from the Asia-5, despite supply constraints

Table VII.1. Trade adjustment of the major OECD regions with the Asia-5 a

$ billion Absolute change 1996-98
Trade balance: with:

1996 1997 1998 $ billion % of GDP

OECD b Asia-5 14.7 2.8 –69.6 –84.3 –0.4

United States Asia-5 –15.8 –18.3 –37.9 –22.1 –0.2
World –168.8 –183.0 –233.8 –65.1 –0.5
World as % of GDP –2.2 –2.3 –2.7

Japan Asia-5 22.8 18.9 1.4 –21.4 –0.5
World 61.6 82.2 107.3 45.7 1.5
World as % of GDP 1.3 2.0 2.8

European Union c Asia-5 1.0 –0.9 –26.4 –27.3 –0.3
World 25.3 29.5 –6.6 –31.9 –0.4
World as % of GDP 0.3 0.4 –0.1

$ billion Change 1996-98
Exports of: to:

1996 1997 1998 Absolute Percentage

OECD b Asia-5 203.8 198.2 126.6 –77.2 –37.9

United States Asia-5 52.4 55.2 39.8 –12.6 –24.1
World 622.9 687.9 680.6 57.7 9.3
Asia-5 as % of World 8.4 8.0 5.8 –2.6

Japan Asia-5 80.4 74.1 45.6 –34.8 –43.2
World 410.9 421.2 387.9 –22.9 –5.6
Asia-5 as % of World 19.6 17.6 11.8 –7.8

European Union c Asia-5 49.7 48.4 28.1 –21.6 –43.4
World 752.9 780.9 777.6 24.7 3.3
Asia-5 as % of World 6.6 6.2 3.6 –3.0

$ billion Change 1996-98
Imports of: from:

1996 1997 1998 Absolute Percentage

OECD b Asia-5 189.1 195.4 196.2 7.1 3.8

United States Asia-5 68.2 73.5 77.7 9.5 13.9
World 791.7 870.9 914.4 122.8 15.5
Asia-5 as % of World 8.6 8.4 8.5 –0.1

Japan Asia-5 57.6 55.2 44.3 –13.4 –23.2
World 349.3 339.0 280.6 –68.6 –19.6
Asia-5 as % of World 16.5 16.3 15.8 –0.7

European Union c Asia-5 48.7 49.3 54.5 5.8 11.9
World 727.6 751.4 784.2 56.6 7.8
Asia-5 as % of World 6.7 6.6 6.9 0.3

a) Asia-5 refers to Indonesia, Korea, Malaysia, the Philippines and Thailand. Figures refer to trade in merchandise goods only. For Italy and Ireland, data for December
1998 are unavailable and so are assumed to be equal to November 1998. 

b) OECD excluding Austria, Greece, Korea, Mexico and Turkey. 
c) European Union excluding Austria and Greece. Intra-trade is excluded.

Source: OECD, Monthly Statistics of Foreign Trade.

Table VII.1Trade adjustment of the major OECD regions with the Asia-5

3. Of the estimated $ 120 billion increase in the trade balance of the Asia-5 between 1996 and 1998,
$ 110 billion is accounted for by a fall in the value of imports.
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arising from difficulties in obtaining export credits or imported inputs for certain
export categories.4 However, there have also been substantial declines in dollar
export prices to the extent that there has been little positive effect on overall Asia-5
export values in dollar terms.

Large percentage falls
in OECD exports to Asia-5,

have been particularly
severe for Japan

Reflecting import contraction in Asia-5, there have been large falls in the value
of OECD exports to the region between 1996 and 1998: the dollar value of exports
from Japan and the European Union fell by about 43 per cent and from the United
States by 24 per cent (Table VII.1, middle panel). For Japan, this represents a reduc-
tion in total exports of nearly 8 per cent reflecting the importance of the Asia-5 as an
export market, compared with only 3 per cent and 2½ per cent for the European
Union and the United States, respectively. The quarterly pattern of exports to the
Asia-5 from all the main OECD regions would suggest that a trough was reached in
the third quarter of 1998.

Imports coming from
the Asia-5 have remained

a stable share of total imports
for the main OECD regions

Changes in imports by the main OECD regions from the Asia-5 were less signif-
icant, with a fall in the value of imports by Japan roughly equal to the combined
increase by the United States and European Union. These changes mainly reflect
movements in aggregate imports. Thus, imports coming from the Asia-5 remained
relatively stable as a share of total imports for both the United States and European
Union, and to a lesser extent Japan (Table VII.1, lower panel).

A limitation of the preceding analysis of bilateral trade balances is that it does
not account for the multilateral nature of the adjustments taking place (for example,
potential exports to the Asia-5 may have been diverted to other markets), nor is the
effect on trade volumes and prices clearly distinguished. The following assessment
provides a broader macroeconomic – and multilateral – perspective on recent
changes in current account balances in the three major OECD regions, including the
impact of turmoil in South East Asia.

Rapid import volume growth
underlies the deterioration
in the US trade balance…

The widening of the US current account deficit between 1996 and 1998
occurred mainly because of rapid growth in import volumes and despite strong export
performance and terms-of-trade gains (Table VII.2). This rapid import growth
reflects both strong growth in total final expenditures, as well as a relatively high
import elasticity with respect to demand.5 Low relative import prices, reflecting the
strong dollar, may also have contributed to a rise in import penetration.

… reflecting the strength
of demand and an extreme
relative cyclical position…

The much stronger effect of market growth on import than on export volumes is
indicative of the relative strength of US demand and that the US cycle is not at all
synchronised with those of its major trading partners. Calculating the difference
between the change in exports which can be attributed to export market growth and
the change in imports attributed to the growth in total final expenditures (see
Table VII.2), suggests that the “net demand component” of the deterioration in the
trade balance between 1996 and 1998 is equivalent to more than 1 per cent of GDP.6

4. Official estimates suggest that export volumes in Korea and Thailand rose 17 per cent and 8 per
cent in 1998, respectively. IMF estimates suggest that export volumes in Indonesia increased 18 per
cent in 1998.

5. The estimated elasticity of imports with respect to total final expenditure from the OECD INTER-
LINK model (used in the analysis presented in Table VII.2), is significantly higher for the United
States (at about 2¼) than that for an average of European Union countries and Japan (about 1½ to 1¾).

6. The calculated “net demand” component, combines both differences in potential growth rates and dif-
ferences in cyclical positions, as measured by short-term deviations from potential. As indicated in the
later section of this chapter, both components are important in explaining current and prospective
developments in the imbalances.
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For the United States an inverse relationship is clearly discernible over the 1990s
between the balance of trade in goods and services and the relative output gap,
defined as the difference between the US output gap and a trade-weighted average of
the output gaps in competitor countries(Figure VII.2).7 The United States moved
from a near-zero relative (and domestic) output gap in 1996 to a situation where the
relative output gap, at plus 3½ percentage points, is at its most extreme in two dec-
ades. The main factors behind this change were an increase in US output above
potential and the downturn in Asia-5 and Japan.

Table VII.2. Trade based decomposition of changes
in currrent account balances, 1996-98

$ billion

United States Japan European Union a

Change in current account balance –98.5 54.9 5.7

Change in trade balance –56.6 38.5 –12.9
of which:

Export volumes 120.8 39.3 144.2
Export market growth b 98.8 46.6 145.3
Other factors c 22.0 –7.3 –1.2

Import volumes 256.3 –9.2 173.6
Total final expenditure growth d 218.5 –12.4 110.2
Other factors e 37.8 3.2 63.4

Net demand component f –119.7 59.0 35.1

Terms of trade effect 29.1 6.1 9.1
Residual g 49.7 –16.1 7.4

Balance on non-factor services –3.9 13.0 1.6

Balance on investment income –36.7 3.1 16.5

Balance on transfers –1.3 0.2 0.5

Memorandum items (percentage changes): h

Export volume 18.0 10.5 15.6
Export market 14.7 12.5 15.7

Import volume 27.9 –3.7 22.4
Total final expenditure 10.8 –2.2 7.9

Terms of trade 3.5 2.4 1.3
Effective exchange rate 18.7 –1.3 ..
Real exchange rate (CPI-based) i 14.2 –5.0 0.9

a) For the European Union intra-EU trade is excluded. 
b) On the assumption that export volumes grow at the same rate as export markets. 
c) Growth in export volumes not explained by growth in export markets. 
d) On the assumption that import volumes grow at the rate of total final expenditure multiplied by the respective

INTERLINK demand elasticity. 
e) Growth in import volumes not explained by growth in total final expenditure. 
f) The net demand component is calculated as the difference between the change in exports that can be attributed to

growth in exports markets and the change in imports which can be explained by growth in total final expenditure. It
therefore combines changes attributable to potential and cyclical demand factors. 

g) Residual includes customs/balance-of-payments adjustments effects and effects arising from initial imbalances and
from cross-product terms in the analysis. 

h) Cumulative growth over the period 1996-98. 
i) See Durand M., C. Madaschi and F. Terribile ‘‘Trends in OECD Countries’ International Competitiveness: the

influence of emerging-market economies’’, OECD Economics Department Working Paper No. 195 for a description
of the measures of competitiveness.

Table VII.2Trade based decomposition of changes in current account balances,
1996-98

7. For these purposes the output gaps for OECD countries are taken to be those described elsewhere in
this publication (and detailed in the Annex tables). For those (mainly non-OECD) countries/regions
for which an output gap is not published, a measure is constructed as the difference between actual and
projected GDP and its trend, based on a Hodrick-Prescott filter estimate.
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… a deterioration in net
investment income…

A further factor contributing to the widening US current account deficit is the
balance on investment income, which has deteriorated from a surplus of about ½ per
cent of GDP in 1990 to a deficit of ¼ per cent of GDP in 1998 and is expected to
worsen further in 1999. This trend is mainly the consequence of a steadily deteriorat-
ing net external indebtedness position; reaching about 16 per cent of GDP in 1997.
The United States became a net debtor in the late 1980s but, because of the higher
rate of return earned on its assets relative to its liabilities, ran a surplus on investment
income until as recently as 1997.
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… and overall, a growing
imbalance in private sector
saving and investment

Overall, the deteriorating US current account balance reflects a growing differ-
ence between private sector saving and investment that has been apparent from the
early 1990s.8 Thus, private sector fixed capital investment, driven by business
investment, has been rising as a proportion of GDP since the early 1990s, and the
household saving rate has fallen further from an already low level in the early 1990s.
A number of factors might explain the decline in household savings, including the
strong performance of the US equity market, the effect of low unemployment on con-
sumer confidence and continued low inflation.9 The growing private sector imbal-
ance has outweighed the trend improvement in the savings of general government,
which has shifted from a position of dissavings in the early 1990s to positive gross
saving of nearly 4½ per cent of GDP in 1998.

The rise in Japan’s current
account surplus, has followed
an absolute decline
in import volumes…

The rise in Japan’s current account surplus between 1996 and 1998, occurred
despite the severe impact of Asia-5 on export market growth as well as losses in
export market share. It was mainly due to the absolute decline in import volumes (see
Table VII.2), which is mostly explained by the fall in total final expenditure growth
associated with the sharply weakening cyclical position of the Japanese economy.

Japan experienced a slight loss of export market share which cannot be easily
attributed to price competitiveness, even allowing for the currency devaluations in
the Asia-5 countries – because of the reversal of the previous strength of the yen
against other OECD currencies most aggregate measures suggest that competitive-
ness has been improving in recent years. Aggregate measures may, however, under-
state the effect of large swings in the exchange rates of the Asia-5 on Japan’s
competitiveness, particularly given the close overlap in product segments between
the exports of Japan and some Asia-5 countries (especially Korea, Thailand and
Malaysia).

… reflecting a worsening
in demand and the relative
cyclical position…

The relative output gap of Japan, estimated to be minus 1¾ percentage points
in 1998, became more negative between 1996 and 1998, despite the severity of the
downturn in many Asian competitors, because output in Japan fell 4 percentage
points relative to potential. It is not easy to discern a stable relationship between the
relative output gap and the balance of trade in goods and services during the 1990s
(Figure VII.2), perhaps because it may be partly obscured by large changes in the
exchange rate. The “net demand component” of the change in the trade balance, cal-
culated as the difference between the change in exports attributed to export market
growth and the change in imports attributed to the growth in total final expenditures
(see Table VII.2), explains all of the increase in the surplus since 1996.

Japan’s stock of net external assets has grown steadily from about 10 per cent
of GDP in 1990 to over 25 per cent of GDP in 1997, with a rise in the surplus on

8. Although the saving-investment balance is conceptually identical to the current account there is a sta-
tistical discrepancy. Moreover, in the case of the United States, as shown in Table VII.3, this discrep-
ancy has recently been increasing, making it more difficult to isolate the causes of the change in the
current account.

9. Recent empirical research, including that by the OECD (see Boone, L., C. Giorno and P. Richardson,
“Stock Market Fluctuations and Consumption Behaviour; Some Recent Evidence”,OECD Economics
Department Working PaperNo. 208) suggests that every 10 per cent increase in the value of stock
market wealth (relative to disposable income) might reduce the personal sector savings rate by ½ a
percentage point. Given the rise in stock market wealth of about 40 per cent from the beginning
of 1996 to the end of 1998, these findings might explain a large part of recent falls in household sav-
ing. Moreover, (positive) effects of the rise in the valuation of equities on fixed investment, although
more difficult to quantify, might be equally important. One researcher has estimated that the effect on
investment (as a share of GDP) is about similar to that on consumption, see Meredith G., “Effect of
Equity Prices on Aggregate Demand”, unpublished IMF Office memorandum, (1997).
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investment income over this period from ¾ to 1¼ per cent of GDP. However,
since 1996 the investment-income balance has remained relatively flat in dollar terms
and so has not contributed to the widening current account surplus.

… and an increasing private
sector saving-investment

imbalance

Overall, for Japan there has been a trend fall in both gross savings and fixed capi-
tal formation as a proportion of GDP since the early 1990s. The increase in the current
account surplus between 1996 and 1998 reflects a widening of the imbalance between
private-sector savings and investment which has only been partially offset by the gen-
eral government sector (Table VII.3). Thus, between 1996 and 1998, with output fall-
ing substantially below potential, business and housing fixed investment have declined
as a share of GDP. The effect on the current account has been exacerbated by a rise in
household savings. The severity of the current downturn, with falling employment and
incomes unprecedented in recent times, has led to sharp declines in consumer
confidence, which may be a major cause of the rise in household savings.10

The current account of the
European Union has remained

relatively stable…

The current account position of the European Union has remained relatively sta-
ble over recent years, reflecting more stable demand and cyclical position, lesser
exposure to the Asia-5 and the absence of any major changes in the terms of trade or
price competitiveness (Table VII.2). Growth in export volumes (excluding estimates
of intra-EU trade) has been in line with growth in export markets.

… reflecting more stable
demand and cyclical position

and…

Since 1996 the output gap and relative output gap of the European Union have
closed somewhat, in marked contrast to the position in both the United States and
Japan. In 1998 the estimated relative output gap is about minus 1½ percentage points,
mainly reflecting that output in the European Union is about 1 percentage point
below potential. As for the United States there has been a clearly discernible inverse

10. Recent econometric evidence suggests that the fall in consumer confidence between the end of 1996
and the end of 1997 may have increased the household savings rate by about ¾ of a percentage point
(see Economic Planing Agency “Economic Survey of Japan 1997-98”, July 1998, No. 315,
pp. 45-47). The Bank of Japan’s “Monthly Research Report”, June 1998, pp. 132-4, provides similar
econometric evidence of a link between saving rates and consumer confidence.

Table VII.3. Saving-investment based decomposition of changes
in current account balances, 1996-98

Change expressed as a percentage of GDP

United States Japan European Union

Current account balance –1.0 1.8 0.1

Gross savings 0.5 –1.9 0.9
General government 2.5 –2.6 2.4
Private sector –2.0 0.6 –1.6

Gross capital formation 1.2 –3.7 0.9
General government –0.1 –0.9 –0.1
Private sector 1.3 –2.7 1.0

Statistical discrepancy –0.3 0.0 0.1

Note: Components may not add due to rounding.
Source: OECD Annual National Accounts and OECD estimates.

Table VII.3Saving-investment based decomposition of changes in current
account balances, 1996-98
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relationship between the relative output gap and the trade balance over much of
the 1990s (Figure VII.2), although there was little reduction in the trade balance
in 1998 despite a significant closing of the relative output gap. Looking at the change
in exports which can be attributed to export market growth and the change in imports
attributed to the growth in total final expenditures (see Table VII.2), suggests that the
“net demand component” of the trade balance has only changed by some ½ per cent
of GDP since 1996 – much less than for either Japan or the United States.

… greater stability in the
saving-investment balance

The stability in the current balance of the European Union in recent years reflects
a trend improvement in the government saving-investment balance, which has offset
the increase in the excess of private sector capital formation over private saving
since 1996 (Table VII.3). The former is consistent with the fiscal consolidation
measures which have been undertaken to meet the Maastricht criteria.

Current account imbalances
may persist over the medium
term because of differences
in potential growth

As argued above, relative demand and cyclical positions can explain much of
the recent increase in current account imbalances. However, over the medium term as
output gaps are closed, current account imbalances may persist because of marked
differences in potential output growth across regions, even if they are eventually
resolved over a longer time horizon. The OECD current estimates of potential output,
incorporated in the short-term projections and the medium-term reference scenario,
suggest an average annual rate of growth of 2¾ per cent for the United States which
is significantly higher than that for Japan at 1 per cent per annum or the European
Union countries at 2¼ per cent per annum.

Important regional differences
in potential growth rates over
the medium term reflect
divergent
demographic trends

Divergent demographic trends are an important factor underlying these differ-
ences. Working age population in the United States is (abstracting from immigration
flows) likely to increase on average by over 1 per cent per annum over the next five
years, compared to a rise of less than ¼ per cent per annum in Europe and a fall of
over ¼ per cent per annum in Japan. This implies that over the next five years almost
two-thirds of the difference in the potential growth rates of Japan and the United
States might be explained by divergent demographic trends.

Without changes in real
exchange rates or trade
openness further adjustment
may be slight…

These differences in potential output growth are one of the main factors explain-
ing why the current account imbalances between regions experienced in the most
recent period might – in the absence of major changes in real exchange rates or the
degree of openness of the economies – persist over the medium term even if the cur-
rent differences in cyclical positions disappear. Thus, in the OECD’s most recent
medium-term projections (as described in the appendix to Chapter I “General Assess-
ment of the Macroeconomic Situation”), the US current account deficit is expected to
remain at or around 3½ per cent of GDP over the next five years, while the current
account surpluses for Japan and the European Union are projected to remain at or
around 3½ and 1½ per cent of GDP, respectively.

… and imbalances could be
larger if US growth potential
were higher…

These external imbalances could be even larger if, as suggested by some analysts,
the growth of US potential has increased more strongly over the recent period than indi-
cated by OECD estimates. As an illustration of the quantitative importance of the link

Medium-term prospects for current account imbalances
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between differentials in potential output growth rates and the size of the current account
imbalances, a simulation has been carried out using the INTERLINK model. This is
based on the alternative assumption that the US economy converges over the next five
years towards an average growth rate of potential of 3¼ per cent,i.e.½ percentage point
higher than in the current reference scenario. The combination of assumptions which
might plausibly support such an alternative comprise: a lower trend unemployment rate
(at 4¾ per cent), a higher rate of trend factor productivity growth (an additional ¼ per
cent per annum) and higher capital investment – all of which might, for example, be asso-
ciated with the wider impact of innovations in the computer and telecommunications sec-
tors on US supply performance. On this basis, the projected level of GDP for the United
States would be about 2½ per cent higher than baseline after five years. Assuming
unchanged trade elasticities and real exchange rates, this would, over the same period
raise US imports by about 6 per cent and GDP in the rest of the OECD that is by about
¼ per cent. As a result, the US current account deficit would be a further ½ per cent of
GDP larger than in the reference scenario (at around 4 per cent of GDP) by 2004. The
current balance surpluses for Japan and the European Union would then be ½ and ¼ per
cent larger (at 4 and 1¾ per cent of GDP).

… although supply-side
improvements could also

enhance US trade
performance…

Such estimates may exaggerate the impact of divergences in potential output growth
on the size of current-account imbalances because they focus on the implications for trade
from a demand perspective, assuming that estimated trade elasticities are unchanged. If
supply-side improvements, reflected in higher total factor productivity, underlie an
increase in potential growth, then there might also be favourable effects on the (non-price)
competitiveness of traded goods, leading to an enhanced trade performance.11 In relation
to the previous illustrative simulation of higher US potential growth, an accompanying
decline in the US income elasticity for imports from 2.0 to 1.5 would be sufficient to limit
the decline in the current-account balance to ¼, rather than ½, per cent of GDP.

… and exchange-rate
movements may also mitigate

further growth in regional
imbalances

The medium-term projections may also overstate the extent of current account
imbalances because the real exchange rate is held fixed as a technical assumption, even
though current exchange rates may in part reflect cyclical differences and would also be
likely to shift if current account imbalances were perceived by financial markets to be
unsustainable. Macroeconometric model simulations generally suggest that exchange rate
movements might play a role in mitigating such imbalances, although typically very large
exchange rate changes would be required to eliminate them completely. INTERLINK
model simulations suggest that exchange rate depreciation (appreciation) does lead to an
increase (decrease) in the current account balance, although the extent depends on the
country/region concerned according to the size of estimated price elasticities as well as
initial conditions. Thus, for the United States (which is estimated to have a relatively low
export price elasticity) a 10 per cent depreciation leads to an increase in the current
account equivalent to about ¼ per cent of GDP after 3 years, but for Japan (which has a
much higher export price elasticity) the increase is nearly ¾ per cent of GDP, with the
response from the Euro area between these extremes.12

11. The US economist Paul Krugman has noted an empirical relationship between income elasticities of
trade and growth rates which he has called a “45-degree rule”, under which fast-growing countries
appear to face high income elasticities of demand for their exports, while having low income elastici-
ties of import demand. He suggests a supply-side explanation in terms of increasing product returns
and product differentiation. See Krugman, P., “Differences in income elasticities and trends in real
exchange rates”,European Economic ReviewNo. 33, pp. 1031-54, 1989.

12. These estimates are based on model simulations where real interest rates and real government expendi-
tures are assumed unchanged and domestic demand is endogenous. The corresponding current account
effects would be significantly greater on the alternative assumption of unchanged GDPs, at around ½ per
cent of GDP for the United States and 1 per cent of GDP for both Japan and the Euro area.


