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Focus 
II. Widening current account differences within the euro area  

The dispersion of current account positions within the euro area has widened significantly since the late 1990s as a result of a 
sharp deterioration of current account deficits in Greece, Portugal and Spain and, to a lesser degree, rising surpluses in 
Finland, Germany and the Netherlands. The widening dispersion has been partly driven by a trend towards financial 
deepening in some Member States which has allowed Member States with bigger financing needs to tap international capital 
markets more easily. This can be considered to be a beneficial by-product of the euro and European financial market 
integration. Nevertheless, widening current account differences also reflect a range of less favourable factors which, depending 
on the country considered, include budgetary policy slippages, large disparities in competitiveness developments and 
inappropriate responses of labour markets to productivity shocks or to the constraints imposed by the euro. In some euro-area 
Member States, the accumulation of external deficits has led to a deterioration of net external asset positions which appears 
unmatched in the rest of the OECD. Although immediate risks related to the funding of these high external deficits appear 
negligible in EMU, the pace of accumulation of external debt in these Member States is not sustainable in the long run. The 
transition to more sustainable current account positions will require a marked and lasting improvement in competitiveness. A 
pick-up in productivity growth would ease the necessary adjustment to more sustainable levels of external balances but the fact 
that increased foreign debt has been mostly geared to private consumption and housing investment rather than corporate 
investment is not very encouraging in this respect. 

The dispersion of current account positions 
within the euro area has widened significantly 
since the late 1990s with the emergence, in 
particular, of significant deficits in Greece, 
Portugal, and Spain and of large surpluses in 
Germany, the Netherlands and Finland. This 
focus report seeks to shed some light on the 
factors behind this process. Section 1 sets the 
stage by deriving a few stylised facts from 
analyses of recent developments in current 
account statistics. Section 2 looks at the 
counterpart of these current account data by 
analysing the corresponding capital flows and 
investment/saving balances. Section 3 reviews 
possible explanations for the divergences, while 
Section 4 draws a number of policy lessons.  

1.   Stylised facts of current account 
developments in the euro area 

In this first section we take a look at the data of 
the current account and the international 
investment position to produce stylised facts 
that underpin and set the stage for further 
analysis in the remainder of the report.  

Stylised fact 1: The dispersion of current accounts has 
increased sharply within the euro area since the late 
1990s. The trend is not euro-area specific as it was also 
observed in the rest of the OECD. Although surges in 
dispersion were also observed in the 1970s and 
the 1990s, the current episode appears 

unprecedented in terms of both its strength and 
its duration (Graph 14). 

Graph 14: Dispersion of current account balances 
(standard deviation - % of GDP – 1970-2005) 

0

1

2

3

4

5

6

7

8

9

10

1970 1973 1976 1979 1982 1985 1988 1991 1994 1997 2000 2003

Euro area excl. LU
OECD excl. EU (1)

 
Source: Commission services. 
(1) OECD excl. EU, NZ, IS, KO, MX. 

Stylised fact 2: Within the euro area the increased 
dispersion is mostly accounted for by rising current 
account deficits in Greece, Spain and Portugal. Widening 
surpluses in Germany, the Netherlands and Finland 
have also contributed to the rise in dispersion, although 
much more modestly. Dispersion excluding the high-
deficit countries has shown only a modest 
upward trend in recent years and remains well 
below previous peaks (Graph 15). Excluding 
Germany, the Netherlands and Finland also 
reduces dispersion but to a much smaller degree.  
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Graph 15: Dispersion of current account balances 
(standard deviation - % of GDP – 1970-2005) 
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Source:  Commission services. 

Stylised fact 3: Whereas within non-EMU industrialised 
countries a certain polarisation has taken place since the 
late 1990s (countries with a current account deficit in 
1999 have accumulated more deficits since, while 
countries with a positive current account balance in 1999 
have accumulated more current account surpluses), there 
have been large swings in current account positions in the 
euro area since the late-1990s.  

Looking at the dynamics of current accounts in 
the euro area reveals that current account 
positions experienced rapid reversals in some 
euro-area Member States between the end of the 
1990s and the year 2005. These shifts seem to be 
euro-area-specific and contrast with 
developments in the rest of the OECD where 
countries in surplus (or deficit) have tended to 
remain so. They could be a sign that changes in 
current account in the euro area have been in 
part driven by factors specific to that region. 

We broadly distinguish between three groups of 
euro-area Member States: countries experiencing 
substantial current account deficits (Portugal, 
Greece and Spain), large-surplus countries 
(Luxemburg, the Netherlands, Germany, 
Finland) and countries holding a middle-range 
current account (Italy, France, Ireland, Austria 
and Belgium). 

Among the countries with a large current 
account deficit, Portugal and Greece began to 
experience a fall in their external position around 
the mid-1990s, whereas the Spanish current 
account only turned into deficit shortly before 
the start of EMU. All three countries 

Box 4: Should we still care about Member States' current account positions in EMU? 
 

The elimination of national exchange rate risks in EMU greatly facilitates the process of financing individual Member
States’ external deficits. The balance of payments ceases to be an autonomous macroeconomic constraint to become
a mere reflection of domestic agents' borrowing decisions. Therefore, one could argue that because exchange rate 
crises are no longer possible at the Member State level, there is no need for a monitoring of current account 
developments by economic policy makers. 
 
However, in a world of imperfect foresight, imperfect markets and incomplete information, forecasting and
evaluation errors can indeed occur and optimal individual behaviour can sometimes lead to macroeconomic 
problems. In this context, changes in current account positions may not only reflect economic agents' optimal
responses to a changing economic environment, but also the build-up of macroeconomic imbalances. Against this 
background, national current account data remain an important element of the toolkit used for macroeconomic
surveillance in the euro area for several reasons:  
 

 Although macroeconomic financing constraints are indeed lessened with the disappearance of exchange rate
premiums, intra-euro-area cross-border financing remains subject to country credit risk, i.e. the risk of
widespread debt default by residents of a particular Member State. If perceptions develop that many borrowers in
deficit economies face debt-servicing difficulties, external imbalances could prove difficult to finance smoothly,
despite the single currency. 

 

 Experience with government bond markets suggest that the disciplining role of financial markets may become
less effective in EMU as investors have lost their most effective mechanisms for pricing default risk, namely the
exchange rate premium. In particular, there is a possibility that country risk premia might respond in a non-linear 
way (i.e. responding sharply but late) to possible insolvency problems in a Member State.  

 

 In conjunction with other macroeconomic indicators, current account data remain a useful indicator to detect the
emergence of economic imbalances. In a monetary union, possible current account imbalances are likely to last
longer and to be more costly to correct as individual countries have lost the main traditional adjustment
mechanism, i.e. the nominal exchange rate.  
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experienced a deterioration of their current 
account under EMU (Graph 16).  

Graph 16: Current-account balances, euro-area 
Member States with a large deficit 

(% of GDP – 1993-2005) 
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Source:  Commission services. 

In the group of large surpluses, Luxembourg the 
Netherlands and Finland entered EMU with 
sizeable current account surpluses while 
Germany was still reporting a small deficit in 
2000.20 Both Germany and the Netherlands have 
experienced a substantial improvement in their 
current account position in the last few years 
while the Finnish surplus has decreased 
somewhat (Graph 17). 

Graph 17: Current-account balances, euro-area 
Member States with a large surplus  

(% of GDP – 1992-2005) 
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Source:  Commission services. 

                                                      
20 Given the small size of Luxembourg and the fact that the 

country's surplus is largely driven by its key role as an 
international financial centre, we confine our further 
analysis of large-surplus countries to Germany, the 
Netherlands and Finland. 

All other euro-area Member States show 
middle-range current account balances, largely 
within a range of ± 3% of GDP for most years 
since the early 1990s. Within this group, Austria 
has substantially improved its current account 
balance since 1999 whereas all other countries 
have experienced declining current account 
balances over the same period and are now, 
apart from Belgium and Austria, in a deficit 
position.  

Stylised fact 4: Current-account deficits in Greece, 
Portugal and Spain are large relative to deficits in 
non-euro-area OECD countries. Furthermore, even 
though large deficits were also registered in some euro-area 
countries in the 1970s and early 1980s (Ireland and 
Portugal) they were not such an enduring phenomenon as 
they are at present. As a result of large current account 
deficits, the international investment positions of some 
euro-area countries have deteriorated significantly. In 
contrast, Member States with large surpluses post net 
investment positions that are either mildly positive or still 
mildly negative.  

The accumulated deficits of the euro-area 
Member States showing the largest deficits since 
the start of EMU surpass those of the 
non-euro area industrialised countries with 
significant current account deficits (United 
States, Australia, and New Zealand) (Graph 18). 
Accumulated deficits are somewhat lower in 
Spain than in Greece or Portugal as the country's 
external position was relatively balanced until 
1998.  

Portugal already registered significant current 
account deficits in the 1970s and early 1980s. 
However, accumulated deficits in the 1990s 
through to 2005 already surpass those incurred 
earlier while the Portuguese current account is 
forecast to stay around the high 2005 level in the 
years ahead. Spain and Greece never incurred 
current account deficits as large as they do at 
present – and they are also forecast to continue 
to do so for the coming years. The only country 
exceeding present magnitudes of current account 
deficits in the euro area was Ireland until the 
mid-1980s – with its special position in attracting 
inward FDI from (US) multinational companies. 
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Graph 18: Accumulated current account deficits in 
euro-area and other OECD countries  

(% of GDP – 1996-2005) 
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Source:  Commission services. 

 
Graph 19: International Investment Positions, selected 

euro-area Member States (% of GDP – 2005) 
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(1) 2003 for ES, 2004 for DE, NL, FI (latest available data). 
Source: IMF. 

The persistent current account deficits have left 
their mark on the international investment 
position (IIP), the balance sheet of the stock of 
external financial assets and liabilities. Graph 19 
clearly shows the striking scale of negative net 
foreign asset positions for Greece, Spain and 
Portugal. The large-surplus countries do not 
report large positive investment positions and, 
except for Finland, have not experienced large 
improvements in their positions since the mid-
1990s. This highlights the fact that valuation 
effects may strongly distort the link between 

accumulated current account positions and net 
asset positions.21 

2.  Looking at the counterparts of the 
current account 

Capital and financial accounts22  

A look at the capital and financial accounts of 
the balance of payments reveals how the deficit 
countries finance their negative current account 
balances as well as how the surplus countries 
invest their funds. For the three large deficit 
countries (GR, PT, ES), the capital account, 
which takes up capital transfers (e.g. from EU 
structural funds) makes a positive financial 
contribution, in the range of around 1-2% GDP. 
The capital accounts for large-surplus countries 
(DE, NL, FI) only show negligible balances. 

Turning to the financial account, Foreign Direct 
Investment is, on average, not a major or 
continuous source of financing for the large-
deficit countries (Table 7). For 1999-2005 
outgoing direct investment was even bigger than 
incoming direct investment for Spain and 
Portugal. For Greece portfolio investments in 
the form of debt securities, seconded by bank 
loans, are the most important continuous source 
of financing whereas for Portugal the most 
important source of financing is funding through 
the banking industry. For Spain, the banking 
industry is also an important source of financing, 
while incoming portfolio investment in the form 
                                                      
21  The data on the stock of international assets and 

liabilities is subject to a number of valuation effects, 
among which exchange rate movements are an important 
factor. In particular, liabilities for advanced economies 
like the euro area are usually denominated in home 
currency (in euro) whereas foreign assets held outside the 
euro area are usually denominated in foreign currency, 
e.g. the US dollar. A depreciation of the dollar will let the 
value of the assets, when expressed in euro, shrink or will 
magnify the level of liabilities (when expressed in dollars). 
For a more thorough discussion of the IIP and related 
valuation effects, see for example QREA, Volume 4, No. 
3 (2005), pp. 28-30. 

22 Since the introduction of the 5th edition of the IMF 
Balance of Payments Manual, the counterpart to the 
current account is subdivided into a capital account 
(mostly capital transfers) and a financial account (FDI, 
portfolio investment etc.). The change aims at better 
harmonisation with the System of National Accounts 
(SNA)). 
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of debt securities has been on the rise in the 
most recent years. Regarding large-surplus 
countries, outflows of foreign direct investment 
have played a significant role in the case of the 
Netherlands whereas for Finland all forms of 
outgoing investment are important. German 
capital outflows have mainly taken the form of 
loans. 

While a large part of capital inflows have 
transited via the banking industry in the cases of 
Portugal, Greece and Spain, it is interesting to 
note that the German banking industry has 
substantially stepped up the amount of funds 
lent out since 2001, a development which could 
be indicative of the fact that the large current 
account deficits are in part financed by banks in 
large-surplus countries. Such an interpretation is 
also backed by statistics on banks' bilateral 
foreign claims collected by the Bank for 
International Settlements (BIS). For Portugal, 
Spiegel (2004) concludes that participation in 
EMU has been accompanied by a shift in 
Portugal's foreign borrowing patterns away from 
non-EMU countries and in favour of other 
EMU Member States.23 Overall, this is 
suggestive of the fact that the euro has facilitated 
financial integration between Member States. 

The saving-investment balances 

Data on saving-investment balances can shed 
some light on the factors that have underpinned 
current account developments over the past 
decade (Table 8). In Portugal, the drop in the 

                                                      
23  Spiegel, M.M. (2004), 'Monetary and financial integration: 

evidence from Portuguese borrowing patterns', Federal 
Reserve Bank of San Francisco, Working Paper 2004-07.  

external balance is mostly due to a fall in savings. 
The investment rate surged in the late 1990s but 
has since returned to its trend decline and is now 
at a historical low, while staying broadly stable in 
terms of period averages. In Spain, national 
savings have remained broadly stable and the 
deterioration of the current account can be 
ascribed to a surge in investment, while Greece 
lies somewhere midway between the other two 
countries. All three countries have experienced a 
significant downswing in private savings, 
dominated by a fall in household savings since 
the mid-1990s. During the second half of the 
1990s, the trend decline in private savings was 
partly (or totally in the case of Spain) offset by 
rising public savings. Whereas the offsetting 
effect has continued in Spain during the present 
decade, drops in public savings have aggravated 
external deficits in Portugal and Greece since 
2000. 

As regards the sectoral composition of 
investment, the rise in the investment share in 
Spain has been dominated by construction, 
particularly housing investment. In contrast, the 
rise of the investment share in Greece is 
attributable to equipment while the share of 
housing investment in GDP has remained 
broadly stable. Finally, investment in Portugal 
has been constantly on the decrease in both the 
equipment and the construction sectors since a 
peak in investment activity in 2000. 

Turning to high-surplus countries, the rise in 
surplus observed in Germany and the 
Netherlands since 2001 and 2002, respectively, 
can be traced back to the private sector and in 
particular to the corporate sector. In Germany, 
the investment rate has been on a downward 

Table 7: The financial account (share of GDP in % - period averages) (1) 
 1992-1998 1999-2005 

 Foreign 
direct invest. 

Portfolio 
investment 

Other invest. of which: 
Banks  

Foreign 
direct invest. 

Portfolio 
investment 

Other invest. of which: 
Banks  

 Large-deficit countries 

EL n.a. n.a. n.a. n.a. 0.0 6.7 -1.3 2.9 
ES 0.4 0.7 -0.5 0.8 -1.8 0.9 3.4 2.9 
PT 0.5 -0.4 1.8 2.2 -0.4 0.3 6.7 6.7 
 Large-surplus countries 
DE -1.4 1.5 1.0 1.5 0.9 -0.1 -2.7 -2.4 
NL -2.1 -3.6 2.8 2.5 -3.9 1.5 -0.4 1.1 
FI -1.8 2.4 -1.5 -2.2 -1.5 -3.1 -1.6 -1.4 
(1) The table does not contain the entries' Financial Derivatives'; 'Reserve assets' nor 'Net errors and omissions'.  
Source: IMF. 
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path since the beginning of the decade largely on 
account of a weak construction sector. Since 
2003 we can observe a rise in the savings rate 
(mostly in the corporate sector). In the 
Netherlands the rise in the surplus can be 
explained by a combination of weakening 
corporate investment and increasing corporate 
savings while spending in the household sector 
has remained comparatively stronger. Hence, in 
both countries, the rise in the external surplus in 
the past few years seems to largely relate to 
enterprises’ efforts to improve balance sheets.  

The situation is quite different for Finland. 
Following a deep recession in the early 1990s, 
the country underwent profound changes in 
terms of both  macroeconomic management and 
production structures. These changes have left 
their marks on the current account, transforming 
the structural deficit into a large structural 
surplus throughout the 1990s due to substantial 
increases in government and corporate savings 
(i.e. improvements in public finances and 
corporate profits).  

3.  Sources of current account differences 
within the euro area 

Economic theory proposes a large array of 
possible determinants of current account 
positions, ranging from structural factors (e.g. 
demographics, stage of economic development) 
to more cyclical factors (e.g. strength of 
domestic demand, changes in competitiveness 
and fiscal policy). Reviewing possible 
explanations, the present section argues that the 
widening dispersion of current account positions 
within the euro area reflects a combination of 

causes including cyclical differences, financial 
integration, widening differences in competitive 
positions and country-specific shocks.  

Current account differences partly reflect 
differences in cyclical positions… 

Within an economic and monetary union, 
current account differences are part of the 
process of adjustment to cyclical differences. 
Countries in a comparatively stronger cyclical 
position will 'export' activity to the rest of the 
union via their import demand. In addition, 
strong cyclical conditions will also foster 
inflation pressures and which will weigh on 
competitiveness. In this sense, Member States' 
differences in current account positions may be 
interpreted as a natural response to cyclical 
differences. This response has been at play in the 
last few years, as shown by the negative cross-
country correlation between the output gap and 
the current account (Graph 20).24  

Nevertheless the link displayed in Graph 20 
should be interpreted with caution as it appears 
to be fragile: the cross-country correlation was 
weak in the late 1990s and is projected to drop 
again significantly in 2006-2007 in the 
Commission's autumn forecast. Overall, it is 
difficult to attribute the divergence in current 
accounts in the euro area since the late 1990s to 
cyclical factors. Therefore, whereas cyclical 
differences may have contributed to current 
account disparities in recent years, their role has 
probably been modest.  
                                                      
24  Replacing the output gap by the cyclical component of 

domestic demand would not alter the chart significantly, 
suggesting that domestic demand is the main driver of 
the link between the current account and the output gap.  

Table 8:  Saving and investment (share of GDP in % - period averages) (1) 
 1992-1998 1999-2005 

 National 
savings 

Private 
savings (1) 

Public 
savings 

Total 
Investment 

National 
saving 

Private 
savings 

Public 
savings 

Total 
Investment 

 Large-deficit countries 

EL 18.9 24.0 -5.1 19.9 15.0 15.8 -0.8 23.8 
ES 21.1 22.4 -0.5 21.7 22.5 18.8 3.7 26.7 
PT 20.1 21.5 -1.4 23.5 16.3 17.1 -0.9 24.5 
 Large-surplus countries 
DE 21.1 20.6 0.5 22.0 20.2 20.4 -0.2 19.1 
NL 26.0 25.7 0.3 21.5 26.8 24.2 2.6 20.5 
FI 19.8 20.1 -0.2 17.5 26.9 20.7 6.2 18.7 
(1) Private savings include household and corporate savings. 
Source: Commission services. 
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Graph 20: Cyclical conditions and the current account  
(in % – 2005) 
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Source: Commission services. 

… but can also be traced back to EMU 
related structural changes 

The causes of the present current account 
differences between euro-area Member States 
can in part be traced back to the launch of 
EMU. Different needs in terms of nominal 
convergence as well as large disparities in the 
initial degree of integration in Europe's financial 
markets and banking sector have turned the 
launch of the euro into a shock with protracted 
asymmetric effects on some Member States’ 
current accounts. In Greece, Portugal and Spain 
sharp falls in real interest rates during the 
nominal convergence process have fuelled credit 
demand and inflows of foreign capital. This 
stimulating effect has been magnified by 
deepened integration in European financial 
markets, financial market deregulation and a 
concomitant decrease in liquidity constraints.25 
Developments in private-sector debt and a 
strengthening of the link between income and 
the current account provide indirect evidence of 
the importance of this financial deepening 
process.  

Private-sector debt – Private-sector debt has 
increased much more rapidly in Greece, Portugal 
and Spain than in most of the rest of the euro 
area (Graph 21). The ratio of debt to GDP has 
increased both for households and for the 
                                                      
25  It is difficult, however, to disentangle the respective roles 

of the euro, EU financial market integration and 
autonomous financial liberalisation instigated by 
domestic authorities as these factors have been mutually 
reinforcing.  

corporate sector. Starting from a level below the 
euro-area average, Spain and Portugal now 
display the highest ratio of private-sector debt to 
GDP in the euro area next to the Netherlands. 
Debt levels in Greece remain below the euro-
area average, but have risen sharply – at least in 
the household sector – from a comparatively 
very low level in the mid-1990s. These 
developments are suggestive of a strong 
convergence process in private-sector debt 
which could have led to some overshooting in 
Spain and Portugal.26  

Graph 21: Household debt, euro-area Member States 
(in % of GDP) (1) 
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(1) No data available for IE and LU. 
Source: Commission services. 

Current accounts and income. Countries with high 
financing needs (e.g. because they are at a less 
advanced economic stage or because they have a 
comparatively old population) will tend to run 
current account deficits if they can tap 
international financial markets. Therefore, 
financial integration should strengthen the link 
between current account positions and 
demographic factors or income per capita. This 
strengthening has actually been observed in the 
euro area since the mid-1990s. Graph 22 shows 
a relatively strong cross-country correlation 
between income per capita and the current 
account position. The correlation has increased 
significantly over the past decade. Similarly, the 
negative correlation between old-age 
dependency ratios and current account positions 
is now higher than in the mid-1990s.  
                                                      
26  For a discussion of the Portuguese case, see Cardoso, L. 

P. (2005), 'Household behaviour in a monetary union: 
what can we learn from the case of Portugal?', ECFIN 
Country Focus Volume 2, Issue 20.  
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Graph 22: Income per capita and the current account  
(in % – 2005) 
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Source: Commission services. 

Evidence from simple cross-section correlation 
coefficients should be interpreted with caution, 
but it is backed by econometric analysis. Box 5 
presents the results of a panel regression which 
identifies a structural break in the relation 
between the current account and its 
determinants. Since the late 1990s, the link 
between the current account and income per 
capita has strengthened for EMU countries but 
not for non-European OECD countries. 
Estimated coefficients suggest that the structural 
break amounts to a drop in the ratio of the 
current account to GDP of about 4-5 percent 
points for Member States with per capita GDP 
of 70% of the euro-area average. In the late 
1990s, income per head ranged between 65% 
and 80% of the euro-area average in Greece, 
Portugal and Spain. These results suggest that 
financial market integration has probably 
weighed substantially on current accounts in 
Greece, Portugal and Spain in the last few years. 
Although capital market integration in the 
context of globalisation may also have helped, 
the process seems to be mostly related to 
European integration and to the euro. 

Finally, it is worth mentioning related results 
from a recent ECFIN study. 27 The study, which 
uses a dynamic general equilibrium model to 
analyse adjustment processes within the euro 
area, identifies a cut in the risk premium and a 
                                                      
27  European Commission (2006), ‘Country adjustment 

experience’, Chapter 7 in ‘Dynamic Adjustment in the 
Euro Area: Experiences and Challenges’, EU Economy 
Review 2006.  

loosening of credit constraints as the two most 
important sources of widening external deficits 
in Portugal and Spain since the launch of the 
euro (the study does not cover Greece). 

Current-account differences compounded by 
persistent divergence in competitiveness  

Another explanation for widening differences in 
current account positions within the euro area 
pertains to the divergence of Member States' 
trade performances. Graph 23 decomposes the 
export performance of the euro area into three 
groups of Member States: those with large 
current account deficits (Greece, Portugal and 
Spain) and those with large surpluses (Finland, 
Germany and the Netherlands) and a residual 
group comprising all other Member States. 

Graph 23: Real exports of goods and services 
(average annual growth in %) 
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(1) EL, ES and PT.  (2) DE, FI and NL. (3) AT, BE, FR, IE, IT. 
Source: Commission services. 

Whereas the three groups reported relatively 
similar export growth during most of the 1990s, 
a polarisation process has been visible since the 
beginning of the 2000s. In recent years, 
high-surplus countries have enjoyed a much 
stronger export performance than high-deficit 
countries, with the group comprising the 
remaining Member States located somewhere in 
between. Export growth was particularly rapid in 
Germany and Finland and more moderate 
although still above the average in the 
Netherlands. It was quite sluggish in Portugal 
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Box 5: A panel regression analysis of the determinants of current accounts in OECD countries 
 

Since the seminal work of Chinn and Prasad in 2003, several empirical studies have sought to identify the most 
important determinants of the current account by analysing econometrically large panels of countries (see references 
at the end of the box). Taking a similar approach, the table below reports the results of a panel analysis of the 
determinants of the current account in OECD countries. Several models were tested. 
 
The base model (Column A) tests the impact of the dependency ratio, income per capita, a measure of the cyclical 
strength of domestic demand and government budget balances. Because it results in a better fit, the equation was 
estimated with the balance of goods and services rather than the current account as the dependent variable (the 
better fit could be explained by the fact that changes in the transfer or primary income balances play a significant role 
in explaining changes in current accounts in a few Member States). In line with previous research with OECD 
samples, regression results for the entire OECD sample appear mixed. Cyclical variables such as the strength of 
domestic demand and budget balances are meaningful and show the expected signs. In contrast, structural variables 
are either not significant (income per capita) or borderline significant (dependency ratio). The role of the net 
financial asset position was also tested but was found to be statistically insignificant (although this may be a 
consequence of limited data availability for this variable).  
 
To assess the possibility that financial market integration may have strengthened the relation between current 
account and its structural determinants, dummy variables were used to test both for structural breaks across time and 
for differences between euro-area and other industrialised countries. The results shown in Column B indicate that 
for euro-area countries, the link between the current account and income has strengthened considerably since the 
late 1990s. Although the structural break is also significant for some earlier years in the 1990s, the best fit was 
obtained with the year 1998. In contrast, no significant break could be found for non-European OECD countries. 
As robustness checks, the equation presented in Column B was re-estimated using the current account rather than 
the balance of goods and services as the dependent variable (Column C). The results are qualitatively similar.  
 

Panel estimates of the determinants of current account in OECD countries (1980-2004) 
(endogenous variable: balance of goods and services in % share of GDP) (1) 

 Base model  
(A) 

With structural 
break (B) 

Current account as dependant 
variable (C) 

Relative GDP per capita (2) 0.003 
(0.07) 

-0.017 
(-0.48) 

-0.062* 
(-1.84) 

Dependency ratio -0.453* 
(-1.75) 

-0.511** 
(-2.66) 

-0.282 
(-2.20) 

Strength of domestic demand (3) (4) -0.361** 
(-9.18) 

-0.343** 
(-9.14) 

-0.363** 
(-9.23) 

Budget balance as a share of GDP (4) 0.240** 
(3.89) 

0.195** 
(3.24) 

 0.192**  
(2.60) 

Euro-area Member State dummies:    
GDP per capita  (dummy after 1997) (5)  0.145** 

(7.33) 
0.189** 
(8.72) 

Constant (dummy after 1997) (5)  -14.12** 
(-6.24) 

-19.57** 
(-8.49) 

Adjusted R-squared (weighted) 0.75 0.80 0.75 
Total pool (unbalanced)  546 546 546 
(1) * and ** denote significance at 10% and  5% level. Estimation method: GLS (cross-section weight) with fixed country effects.  T-values 

within parenthesis (White robust standard errors). Countries covered include all EU15 Member States (excluding Luxembourg), Australia, 
Canada, Japan Korea, Mexico, New Zealand, Norway, Switzerland and USA. (2) GDP per capital relative to the euro-area average measured 
at PPP exchange rates.  (3) Deviation from trend as measured by an HP filter. Domestic demand excludes changes in stocks. (4) To 
minimise endogneneity problems, the variable is lagged by 1 year. (5) Dummy=1 for euro-area countries from 1998 onwards. 

Source: Commission services. 
 
Overall, the estimated equations offer some insight into the source of the widening differences in external balances 
observed in the euro area in recent years. Differences in the cyclical strength of domestic demand seem to have 
played only a modest role. In some Member States, such as Portugal and Greece, budgetary policy may have 
contributed to widen current account deficits although the order of magnitudes involved is relatively small (around 
1 percentage point of GDP in both countries according to the estimated coefficient). In contrast, the euro together 
with European financial market integration and liberalisation may have been a major source of divergence. By 
allowing countries with comparatively low income per capita to benefit from lower interest rates and to tap 
international capital markets more readily, the euro and financial integration have contributed to widening current 
account differences in Europe. For a country with a level of income per capita at 70% of the euro-area average, the 
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estimated dummy represents a drop in the current account of about 4-5 pp. The equation shows that the trend is 
specific to Europe and not observable in the rest of the OECD and cannot therefore be ascribed to globalisation. A 
similar conclusion was reached by Blanchard and Giavazzi (2002) who, using a different methodology, came up with 
a similar estimate of 6 pp. Unfortunately, it is not possible to test statistically whether the trend is euro-area specific 
or reflects broader European Union integration. However, the fact that the estimated structural break was maximised 
for 1998 suggests that the divergence of external balances has a strong euro dimension.  
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and to a lesser degree in Spain and Greece. 28  

Graph 24: Intra-area real effective exchange rate (1) 
(index 100 in 2000 % – 1990-2006) 
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(1) Real effective exchange rate based on export prices relative to 
other euro-area Member States.  
(2) EL, ES and PT. (3) DE, FI and NL. (4) AT, BE, FR, IE, IT. 
Source: Commission services. 

These differences in export performance can be 
largely traced back to developments in price and 
cost competitiveness (Graph 24). Since the mid-
1990s, the group of Member States which now 
posts large external surpluses have benefited 
from steady gains in competitiveness.29 
Meanwhile, countries with large deficits have 
registered a significant deterioration in their 
                                                      
28  Sluggish export growth was not confined to the high-

deficit countries, however. Italy has registered the 
weakest export performance in the euro area since the 
beginning of the decade. As a result, when Italy is 
included, the average export growth of 'other countries' 
is close to that of the high deficit group.  

29  The gains were restricted to Germany and Finland. The 
Netherlands experienced a real exchange rate 
appreciation until the late 1990s/early 2000s, followed by 
a broad stabilisation. 

competitive positions. Large losses in 
competitiveness, however, have not been 
restricted to high-deficit countries and were also 
reported, for instance, in Italy. 

Changes in cost competitiveness between 
countries participating in a monetary union are 
not necessarily a problem. They may translate 
changes in relative prices that are necessary to 
adjust, inter alia, to country differences in 
cyclical positions. In that sense, differences in 
competitiveness and current account positions 
may be a reflection of the adjustment process in 
the euro area. For instance, the German 
economy has undergone a long process of 
competitiveness improvement aimed at 
correcting the sharp competitive losses incurred 
in the wake of unification and at boosting a 
dismal growth performance.  

Nevertheless, a lesson from the early years of 
EMU is that in economies characterised by 
sticky prices and wages, the interplay between 
competitiveness effects and the real interest rate 
channel can slow adjustment and lead to periods 
of overshooting and undershooting in growth 
and prices. In this context, it cannot be excluded 
that, in some Member States, changes in 
competitiveness have gone significantly farther 
than what could be considered as a healthy 
response to growth differences.  

Furthermore, recent developments in 
competitiveness in some Member States are also 
a sign of inefficiencies in the functioning of 
labour markets and of the build-up of further 
imbalances. In Spain and Portugal losses in 
competitiveness can be partly blamed on the 
sluggish response of wages in the face of a sharp 
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productivity slowdown (Table 9). In Portugal, 
losses were compounded by a muted response 
of wages to deteriorating cyclical conditions 
which is suggestive of strong downward 
rigidities in wage formation.30 The Greek 
economy, by contrast, has enjoyed a more 
supportive productivity environment with a 
significant pick-up in labour productivity since 
the late 1990s. However, this advantage has been 
squandered by the difficulties of the wage 
bargaining system in adapting to EMU's 
environment of low inflation. Greek wage 
inflation has decelerated relative to the double 
digit levels registered in the 1990s, but has 
remained well above productivity gains despite a 
still high level of unemployment. In Germany, 
wage increases were in line with labour 
productivity growth, whereas Finland saw some 
deterioration in the match between these two 
variables. Among large-surplus countries, only 
the Netherlands shows, on average, some 
mismatch between growth in wages and labour 
productivity. This reflects the lasting effect of 
strong cyclical conditions in the late 1990s on 
wage inflation in the late 1990s and early 2000s. 

Table 9: Wages and labour productivity 
(average annual changes in %) 

 Labour 
productivity 

Compensation per 
worker 

 1991-98 1999-06 1991-98 1999-06 

Euro area 1.9 1.1 3.5 2.6 
 Large-surplus countries 
DE 2.7 1.6 4.7 1.8 
NL 1.2 1.6 3.2 3.8 
FI 2.9 2.0 3.1 3.2 
 Large-deficit countries 
EL 1.2 3.4 11.1 6.4 
ES 1.4 0.4 5.6 3.0 
PT 2.3 0.8 8.9 4.2 
Source: Commission services. 

 

Country-specific factors have also played a 
role 

Finally, a few country-specific factors have also 
contributed to widening the dispersion of 
current accounts in the past few years.  

                                                      
30  See Banco de Portugal, Annual report, (2004) for 

evidence on nominal and real wage rigidities in Portugal.  

Fiscal policy. In Portugal and Greece, swelling 
budget deficits have contributed to widening 
current account deficits in recent years. 
Although the trend is estimated to have been 
reversed in 2006, the government's saving-
investment balance dropped by more than three 
percentage points in Portugal between 1999 and 
2005. A deterioration of a similar magnitude was 
registered in Greece between 1999 and 2004 and 
only partly reversed afterwards. The net impact 
on the current account of worsening 
government budget balances is of course 
difficult to assess as the private sector may adjust 
to changes in fiscal policy. Nevertheless, 
econometric estimations tend to find that 
budgetary policy may have contributed to 
widening current account deficits (in the order 
of around 1 percentage point of GDP for 
Portugal and Greece) (see Box 5). 

Other country-specific factors. Recent current account 
developments in countries with large surpluses 
can in part be related to country-specific factors, 
including shocks incurred before EMU. In 
Germany, competitiveness improvements have 
brought the current account back to the levels of 
surplus registered before unification. High 
current account surpluses in Finland can be seen 
as a legacy of the profound structural changes 
put in place after the severe economic and fiscal 
crisis experienced in the early 1990s. Finally, the 
increase in the Dutch surplus in the last few 
years reflects in part changes in the country's 
supply structure, with the rising importance of 
re-exports and growing exports of natural gas. 

4.  Some policy considerations  

To the extent that it is a sign of better access to 
international capital markets, the divergence of 
current account positions observed within the 
euro area since the mid-1990s may in part be 
considered as a natural, healthy and temporary 
consequence of the European integration 
process and, in particular, of the acceleration in 
financial integration connected to the adoption 
of the euro. This would mean that the current 
account imbalances could be progressively 
reabsorbed without relevant consequences. 
Nevertheless, the divergence process should be 
monitored carefully for two reasons.  
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Firstly, persistent current account deficits have 
entailed the build-up of substantial foreign 
indebtedness in some Member States. At some 
stage the process will have to be halted and 
external deficits reversed. With no possibility of 
nominal exchange rate realignments, this reversal 
could prove costly in terms of reduced GDP 
growth rates. Secondly, it cannot be excluded 
that the divergence process has been associated 
with one form or another of overshooting which 
could aggravate the cost of such reversal.  

Reversing current account deficits – Greece, Portugal 
and Spain now post large foreign debts. Despite 
low interest rates, the deficits in the balance of 
primary income have increased in the three 
countries and now amount to 2-3% of GDP. 
Although the elimination of exchange rate risks 
means that the short-term risk of an abrupt 
reversal of capital flows is negligible, such a pace 
of debt accumulation is clearly not sustainable in 
the long-run and will, at some stage, necessitate a 
substantial cut in current account deficits.31 This 
requires a change in relative prices – i.e. a fall in 
the real exchange rate – in order to boost 
exports and to shift domestic demand away 
from imports to domestic production. In EMU, 
changes in price competitiveness can no longer 
be achieved by nominal exchange rate 
realignments and therefore require a period of 
slow growth in unit labour costs which can in 
turn be achieved either via wage moderation or 
via faster productivity gains.32  

A process of competitiveness improvement via 
wage moderation is likely to be costly as it may 
imply a protracted period of slower GDP 
growth. To the extent that wages display 
downward nominal rigidities, improvements in 
real exchange rates via wage moderation can be 
particularly slow in the environment of low 
inflation that characterises EMU. Furthermore, 
as shown by the painful competitiveness 
                                                      
31  It can be argued that although exchange risks have been 

curbed, bankruptcy risks remain especially for lending to 
the private sector. A scenario of large increases in 
bankruptcy risk premia cannot be ruled out in the long-
run if financial operators begin to perceive the current 
account in a Member State to be unsustainable. 

32  For a detailed discussion of the Portuguese situation see 
Blanchard, O. (2006), 'Adjustment with the euro. The 
difficult case of Portugal.', Massachusetts Institute of 
Technology, Department of Economics, Working Paper 
06-04, February. 

adjustment process registered in Germany over 
the past ten years, wage moderation can come at 
a significant cost in terms of growth in domestic 
demand.  

Boosting competitiveness via productivity 
improvements is obviously a better route. 
However, recent developments in this area in 
high-deficit countries have not been very 
encouraging except, to some extent, in Greece. 
Since the mid-1990s high capital inflows have 
been geared to consumption or housing 
investment and have therefore not been very 
conducive to gains in corporate productivity. 
The trend has been particularly pronounced in 
Portugal where investment in equipment is still 
well below its peak in 2000. In addition, the 
productivity performance of both Spain and 
Portugal, countries which are still in a catching-
up process in terms of income per capita and are 
therefore presumably still located inside the 
technology frontier, has not been in line with 
expectations since the beginning of the decade. 
Overall, prospects for a rapid improvement in 
competitiveness underpinned by a pick-up in 
productivity appear thin in these two countries. 
Stronger deregulation could contribute 
substantially to address this challenge, as more 
competition should lead to stronger productivity 
gains. 

Risks of overshooting. In those Member States 
where the deterioration of current accounts can 
partly be explained by financial market 
integration and deregulation, there is a possibility 
that the rise in indebtedness has been partly 
fuelled by an overly optimistic reassessment of 
long-term income prospects. Developments in 
some EU Member States in the 1980s reveal that 
phases of rapid financial market liberalisation 
and deepening may lead to a temporary build-up 
of excessively optimistic expectations, as 
economic agents need time to fully understand 
the implications of their changing 
environment.33 In the case of Greece, Portugal 
and Spain, the risk of over-optimistic growth 
expectations may be increased by the fact that 
financial deepening takes place in the context of 
a catching-up process and may be associated 
                                                      
33  For a discussion of how these factors have been at play 

in the UK and Nordic countries in the 1980s, see 
Debelle, G. (2004), ‘Macroeconomic implications of 
rising household debt’, BIS Working Paper No 153, June. 
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with excessive expectations about the positive 
effect of the euro on the speed of convergence.  

Risks of overshooting not only relate to 
overoptimistic income expectations, they are 
also linked to developments in real exchange 
rates. As emphasised in the previous section, in a 
monetary union, the interplay between wage 
rigidities and interest rates may lead to periods of 
excessive real exchange rates appreciation or 
depreciation. In addition to overshooting, 
competitiveness may be hampered by an 
inappropriate response of labour markets to 
productivity shocks (as has been the case in 
Spain and Portugal in recent years), or to the 
constraints of the euro (as in Greece).  

Whatever the source of the overshooting, it 
cannot be excluded that current account deficits 
have deteriorated farther than would be justified 
by changes in the inter-temporal allocation of 
consumption in a situation of financial market 
integration. The presence and magnitude of 
overshooting is difficult to assess but it will 
make any adjustment of large current account 
deficits more costly in terms of growth.  

In the light of these considerations, several 
policy lessons can be drawn from the analysis 
presented in this focus report.  

Firstly, budgetary policy can help absorb shocks 
such as a rise in private sector indebtedness 
consecutive to structural change in the financial 
markets. In Spain, rising public savings have 
helped to contain the fall in private sector 
savings, curbing the accumulation of current 
account deficits compared with Greece and 
Portugal. In the latter two countries, a fall in 
public savings compounded the deterioration in 
current accounts.  

Secondly, wage bargaining systems in some 
Member States have not yet fully assimilated the 
constraints posed by the euro. To avoid major 
deterioration in competitiveness, which will 
ultimately be costly to reverse, wages need to be 
aligned on productivity developments. In 
particular, restoring lost competitiveness will 
involve a period of wage moderation. 
Downward wage rigidities such as those shown 
in Portugal in recent years can only delay this 
process and make it ultimately more costly.  

Thirdly, the process of bringing external deficits 
back to equilibrium and restoring 
competitiveness would be facilitated by policies 
geared to improving productivity. In this 
context, further deregulation of labour and 
product markets will increase competitive forces, 
which will, in turn, boost productivity. This 
argument is at the very heart of the European 
Internal Market, i.e. to increase efficiency 
through an optimal allocation of resources, in 
order to exploit the growth potential of 
European economies. 


