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Abstract

This paper studies how current accounts are affected by changing industrial structures
and investigates whether the effect of integration on current account occurs through this
channel. Providing a theoretical framework that exhibits the role of capital-intensity of
production as a current account determinant, the model predicts that the effect of regional
integration on current account substantially operates through this channel. Em- pirical
evidence supports that the output composition is a major driver of capital flows. When
examining the role of trade costs, results suggest that the magnitude of the effect of
regional integration depends on the industrial structure pattern. Aside to the direct effect
generally put forward in standard macro analysis, changes in production patterns could
therefore be an additional channel of impact of regional integration on the current account.
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1 Introduction

Are the current account imbalances related to regional integration and reductions in trade
costs ? Growing current account imbalances, displayed in Figure 1, have become a subject of
interest and concern as recalled in Obstfeld (2012). Figure 1 draws the yearly cross-country
standard deviation of the current account to GDP ratio for the OECD members. Current
accounts are around 4 times more dispersed in 2010 than in 1990, implying diverging current
account balances. During the same time span, trade costs have decreased allowing larger trade
flows, at the intensive or at the extensive margin (Arvis et al., 2013). This paper asks whether
trade costs reductions is a plausible determinant of these widening current imbalances.

An extensive literature investigates for the key forces driving the current account dynam-
ics. The empirical literature has listed many potential candidates including openness, financial
integration and, among others, demographic trends. Chinn & Prasad (2003) provide a survey
of the empirically-relevant determinants of the current account balance variation across coun-
tries and across time. Surprisingly, the role of regional integration from the trade perspective
has received less attention. How much of the current account imbalances are linked to regional
integration ? This paper provides an explanation for these growing imbalances that relies on
the nature of the regional integration process. More specifically, we support that national
industrial structures are affected by the changing trade costs faced by firms when they export
goods or services. Trade costs variations affect national trade structures, the level of trade
and its nature in terms of factor service. They are likely to affect the current account balance
insofar as these changes in the industrial structure translate into changes in national savings
and investment levels.

The theoretical framework is build upon Jin (2012) overlapping-generation structure ex-
hibiting the role of industrial structures changes as current account determinant. The model
departs from it by explicitely analyzing the impact of changing trade costs in this context.
Two predictions are derived from the model and brought to the data. The model predicts (i)
that countries in which the industrial structure is oriented towards capital-intensive activities
run larger current account deficits, and (ii) that trade costs changes interact with industrial
structure churning to determine the effects of regional integration on the current account.

The two predictions are empirically verified, relying on capital-content of exports data
for the OECD countries over the 1988-2012 period. Evidence is that output composition
is a major driver of capital flows. When examining the role of trade costs, results suggest
that the quantitative impact of regional integration on the current account varies with trade
costs. Results also show that the decreasing exchange rate volatility following the European
Monetary Union had an effect on the current account through the industrial structures. Aside
to the direct effect generally put forward in standard macro analysis, changes in production
patterns could therefore be an additional channel of impact of regional integration on the
current account.

This paper stands in the literature that rationalizes the link between regional integration
and global imbalances. Focusing on the current account, Blanchard & Giavazzi (2002) ad-
vocate that integration is likely to widen the current accounts imbalances as borrowing and
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lending conditions implicitely relax in an integrated area. Borrowers are induced to borrow
more in an integrated area, implying widening current accounts. Schmitz & von Hagen (2009)
provide evidence for increasing financial integration in the Euro area as a source of widening
current accounts in member countries, in which the single currency plays a substantial part.
Interestingly, the introduction of the Euro in 1999 is mainly interpreted as deepening financial
openness in the Euro Zone, while the Euro may also be a source of decrease in exchange rate
volatility and thus in trade costs (Ethier, 1973). We explicitely focus on this latter hypothesis
and provide insights on its magnitude in the current account dynamics.

A recent interest in the relationship between trade and capital flows has emerged. If in
the standard HOS theory, trade and capital flows are perfectly substitutes, a major recent
improvement is to depart from the standard HOS framework, thus allowing both trade in goods
and in factors. Using Obstfeld & Rogoff (1996) terminology, this literature departs from the
standard intertemporal analysis by combining both intra-temporal trade and inter-temporal
trade. In this field, Jin (2012) provides a seminal contribution and a tractable theoretical
framework that is able to replicate the empirical features of the direction of capital flows, as
mentionned by Gourinchas & Jeanne (2008) who provide evidence that capital tends to flow
towards countries with large investment level and low-growth. Jin (2012) provides a theoretical
framework that allows endogeneization of the current account by trade structures. She shows
that the capital-oriented industrial structure is a quantitatively important determinant of
the current account. Including frictions, Antràs & Caballero (2009) provide a model relating
commodity trade and capital flows with financial heterogeneity. Ju & Wei (2008) present
a Heckscher-Ohlin model with labor market frictions and show that the labor rigidity is a
determinant in the level of the adjustment going through the current account. Countries that
exhibit a flexible labor market are able to adjust after a shock mainly through a change in
the industrial structure and thus through trade. On the other hand, countries that are rigid
in terms of sectoral reallocation adjust through the current account.

In this paper, we emphasize the role of trade costs in shaping the the current account
dynamics. In the trade literature, a consensus has emerged : reducing trade costs should
affect the industrial structure. However, there are three strands of literature which have
distinct predictions about those patterns. First, the HOS theory states that countries will
specialize in industries which are intensive in the factors which they are abundantly endowed
with. Secondly, the new trade theories show that each country will produce less product
varieties within an industry to take advantage of increasing returns to scale (Krugman (1979)
and Ethier (1982)). And thirdly, the new economic geography theories show that vertical
linkages between industries will result in the agglomeration of these industries in one location
(Krugman & Venables, 1996). Empirically, Aquino (1978) suggests that specialization in
Europe fell or remained constant over the period 1951 to 1974, and Sapir (1996) finds that
specialization remained constant over the period 1977 to 1992 in Germany, Italy and the
United Kingdom, and increased in France since 1986. In contrast, Greenaway & Hine (1991)
show that specialization increased in Europe, at least during the period 1980 to 1985. Even if
empirical studies on industrial patterns in Europe have produced conflicting results, industrial
structures are undoubtedly affected by regional integration. What sets this paper apart from
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existing research is that it is, to our knwoledge, the first attempt to rationalize the effect of
trade costs on current account dynamics in a trade framework.

The remainder of the paper is organized as follows. The theoretical model, emphasizing
the effect of industrial structure churning on the current account is presented in Section 2.
Section 3 provides data sources and gives some stylized facts. Section 4 presents some empirical
evidence of the impact of the industrial structure dynamics in explaining the current account
dynamics and its interaction with changes in trade costs to determine regional integration
outcome. Section 5 concludes.

2 Theoretical framework

The model of the paper is based upon Jin (2012) in which trade costs are explicitely introduced,
following Markusen & Venables (2007) multi-product and multi-country costly trade structure.
The world W is made of two countries i = A,B. Each economy is composed of "young"
and "old" agents, as in standard overlapping-generation models. The same technology of
production is assumed in each country. There are J sectors. Firms produce intermediate
goods that are used to get an agregate composite good which is consumption-oriented and
investment-oriented. Most parameters are country-invariant. The two countries are similar,
such that parameters have the same values in each economy, except in terms of endowments.
Subscript i denotes countries and j denotes sectors.

2.1 Firms

Production is driven by the following production function,

Yijt = (Kijt)αj (Lijt)1−αj (1)

where Yijt the production of good j in country i at time t, Kijt the capital stock, Lijt the
labor force and αj the capital intensity of sector j. The intermediate goods are combined to
get a composite good, that is used for investment and consumption. Denoting by xijkt the
amount of good k used to invest in sector j in country i at time t, the CES-type composite
good is,

Iijt =
(

J∑
k=1

γ
1/σ
k x

(σ−1)/σ
ijkt

)σ/(σ−1)

(2)

where σ is the standard elasticity of substitution between goods j and γk are weights. Assum-
ing symmetric preferences across countries yields a similar associated investment price index
in any country :

Pt =
(∑

s

∑
i

γip
1−σ
ist

)1/1−σ

(3)
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where Pt is the price index and pist is defined as :

pist =

 pit if i = s

pit × τ if i 6= s
(4)

where s is the source country of the good, i is the country where the good is consumed and
τ is the iceberg-type trade cost.

The law of motion for the capital stock is given, from Abel (2003), by the following
equation,

Kij,t+1 = Iδijt +K1−δ
ij,t ; δ 6= 1; δ > 0 (5)

This equation states that the future capital stock to produce the good j in country i is the
sum of the investment in this sector in this country and the current capital stock.

The price of capital is given by qijt is, in real terms, where the composite good is the
numeraire, the price of acquiring a marginal unit of capital. As result, qijt will be such that,

∂Kij,t+1
∂Iij,t

= 1.

Given (5), we get,

qijt = 1
δ

(
Iijt
Kijt

)1−δ

. (6)

Factor markets being perfectly competitive, labor and capital earn the value of their respective
marginal products. The wage rate is therefore,

wjt = pijt(1− αj)
Yjt
Ljt

with pijt the price of the composite good. Besides, we assume that labor is freely mobile
across sectors in a country, such that the sector subscript is dropped in the above equation.
The wage is sector-invariant.

2.2 Consumers

As in a standard overlapping-generation framework, the "young" (Y ) agents work, consume
and save through investment goods. At the same time period, "old" (O) agents only consume
from the earnings on their previous savings. There are Lit young agents in country i at the
beginning of period t. A young agent supplies, inelastically to the wage rate, one unit of
labor. This earning is used to consume, cYit , and to accumulate capital. kAij,t+1 is the quantity
of capital a young agent in country A purchases from country i in sector j at period t. This
amount is paid at price qijt. As a result, an agent’s first-period budget contraint is:

wAt = cY,Ait +
∑
i=A,B

∑
j

qijtk
A
ij,t+1 (7)
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Old agents consume all their available resources, which are made from the returns on their
former savings, implying such a second-period budget constraint defined as :

cO,Ai,t+1 =
∑
i=A,B

∑
j

Rij,t+1qijtk
A
ij,t+1. (8)

where cO,Ai,t+1 is the second-period consumption level and Rij,t+1 is the rate of return.
The intertemporal utility for an agent in country A born at the beginning of period t is

Ut = cY,Ait + βcO,Ai,t+1 (9)

where Ut is the intertemporal utility of a born-in-t agent and β the discount factor.
The objective of the agent is therefore,

max
cY

it ;cO
i,t+1

(9)

s.t (7)

s.t (8)

We assume that goods from different sectors are agregated into an agregate consumption
good, as in the investment case (Equation (2)) :

Cit =

 J∑
j

γ
1/σ
ijt c

σ − 1
σ

ijt


σ

σ − 1

where γijt are weights.
Finally, at time t, the net foreign assets of country A is the value of A’s claims on the

world minus the claims of the world on A :

NFAit = SYit − qitKi,t+1︸ ︷︷ ︸
=Iimp

i,t

(10)

where I imp
i,t is the implicit value of investment in country i at time t. The current account

balance of country i is the change in the net foreign asset position.

CAit = NFAit −NFAi,t−1

By combining the two last equations, we get that the current account is the difference between
the change in the national savings and the change in the national investment, the latter being,
in this framework, affected by changes in trade costs (see section 2.4 below).
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2.3 Equilibrium conditions

Let’s consider market clearing conditions. Superscript W denotes world values, i.e. the two
countries globally. The intermediate goods markets clear when global supply equals global
demand for any good :

Y W
jt =

∑
i

cijt +
∑
i

∑
k

xijkt

where cjt = ψ(γj , pjt)Cit and xjt = ψ(γj , pjt)Iijt ; ψ(a, b) being an increasing function in a

and a decreasing function in b. Each domestic labor market must clear :
∑
j

Lijt = Lit,∀j.

Besides, there is a global resource constraint : Y W
t = CWt + IWt . Finally, the gross domestic

product is :
GDPit = Cit +

∑
j

qijtKijt.

Young consumers are the only workers and the only savers. The consumption of a young
consumer in i is :

cyit = 1
1 + β

wit

By agregating over the whole young cohort, we get Cyit = Nit × cyit. Agregating over the
world, we get : CWit =

∑
i

Cyit. Global young consumption is a share of world labor income

WW
t =

∑
i

witNit. This result implies that savings are a constant share of labor income which

is itself a constant share of global output. The share of world output allocated to labor income
is a function of α, and more precisely a sum over all sectors of a function of αj . We denote
this share by µ:

µ =
∑
j

f(αj) with ∂f

∂αj
< 0.

2.4 Trade costs and industrial structures

The model builds on Jin (2012) by adding trade costs in the framework. For this purpose,
we use Markusen & Venables (2007) multi-country and multi-product trade framework, that
exhibits the interaction of trade costs and endowments to determine production pattern and
specialization. Aggregate national production of good j is given by Y i

jt and bij(w, r) represents
the constant unit cost of producing j in country i. The comparative advantage is expressed
via the value of bj : a large bj means a comparative disadvantge in the production of good
j. The export price of good j is pj/τ while the import price for the same good is pjτ . We
assume that τ is such that, for a particular j :

pjτ ≥ bj(w, r) ≥ pj/τ

This equation states that trade costs affect the trade structure, its level and its sectoral
composition. The same is true for the other country. We define by ΓAjt the share of world
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production of good j that takes place in country A at time t: :

ΓAjt =
(

YAjt
Y A
jt + Y B

jt

)
(11)

Classical trade theory implies that ΓAjt = c
(
(bBjt − bAjt)(τmax − τ)

)
with c > 0 a scale param-

eter. By differentiating this equation with respect to τ , we get that :

∂ΓAjt
∂τ

= −c(bBjt − bAjt)

Therefore, a reduction in trade cost implies an expansion in country A’s production of j
relative to world production only if country A has a comparative advantage in the production
of good j.

By using Jin (2012) results1 we get that investment in sector j in country i at time t is :

Iijt = IWt · ρj · Γijt (12)

where IWt is world investment level, ρj is sector-j capital requirements and Γijt measure the
share of country i in world production of good j. We define ρj = γjαj∑

j γjαj
as the mesure of

sector j relative capital-intensity.
Finally, we get that country i’s share of world investment, Λit, is such that Iit = IWit Λit

where
Λit =

∑
j

γjαj∑
j γjαj

Γijt

that implies

Iit = IWt
∑
j

γjαj∑
j γjαj

Γijt(τ) (13)

From this last equation, investment in country i is a function of the nature of the output.
When Γijt increases due to changes in τ , the share of country i in world production of good
j increases. Aggregating over all goods, and weighting by relative capital-intensity of each
sector, we get that an increase in Γijt leads to national investment level variations, that are
likely to affect the current account balances.

2.5 Main predictions

To complete and summarize the above framework, we can derive testable predictions about
the current account determinants, taking into account the effect of the industrial structure.

Testable Prediction 1 : Current account deficits increase with capital intensity of production
structure. We expect a negative relationship between the current account-to-GDP ratio and
capital-intensity of the industrial structure.

1More precisely, see Equations (18),(20) and (21), pp.2120-2121 in Jin (2012).

7



Testable Prediction 2 : Regional integration and trade costs reductions affect the current
account balance through the industrial change. The sign of the interaction between capital-
intensity of production and trade costs on the one hand and the current account balance on
the other hand is expected to be different from 0.

This prediction implies that regional integration affects the current account balance through
changes in the industrial structures resulting from trade costs shortcuts. This prediction
completes the standard effects of regional integration on current accounts that operate via
openness or easiness to borrow and lend.

3 Data

The first subsection presents the empirical stragegy related to the the theoretical approach.
The second subsection details the data and its sources, and gives some stylized facts about
specialization patterns and trade costs.

3.1 Adequation with the model

The model provides predictions about the industrial structure and its link to current account
dynamics. Ideally, the best empirical assessment would be based on the industrial structure
on one hand and on the current accounts on the other hand. Rather, due to data lack, we
focus on trade patterns, instead of production patterns. We assume that production patterns
can be inferred from the exports patterns : if a country is largely specialized in one sector,
exports are likely to be high (Romalis, 2004)2. Therefore, the empirical assessment of the
predictions are based on national export patterns.

3.2 Data and stylized facts

The sample is made of observations from the 34 OECD member countries among which 21
joined the European Union and 15 are members of the Euro area in 2013. The empirical
analysis relies on yearly data from 1988 to 2012. Current account data is extracted from
the OECD Balance of Payments (MEI) Database. Current account balances in values are
extracted and Table 1 provides the descriptive statistics of the (unbalanced) sample. Figures
are in millions of dollars ; national currencies are converted with the PPP-based exchange
rate.

Table 1 displays a large heterogeneity in our sample. Some countries are running large
surplus while others are running large deficits. Besides, some countries as Germany expe-
rienced deficits and surplus across time. Our sample is thus able to replicate basic stylized
facts about current accounts : there are both cross-country and time-series variations in our
sample.

2Romalis (2004) suggests isomorphism and comovement between production and bilateral trade.

8



Exports We extracted the values of disagregated trade for each country of the sample
for every year from 1988 to 2012. Data was extracted from the OECD International Trade
by Commodity Statistics Database. We use sectoral exports data, consistently with the
Harmonised System 1988 classification3. Those data are used to construct sectoral shares
patterns, sijt :

sijt = Xijt∑
j Xijt

where sijt is the share of sector j in exports of country i at time t and Xijt measures the
exports of country i in sector j at time t.

Sectoral factor content We also use data containing the sectoral factor-content in-
cluded in the production. The objective is to compute the capital stock embodied in the
production of a given sector. Data is extracted from the Factor Intensities dataset built by
the UNCTAD and are then aggregated by sector, to get for each sector of the Harmonized
System 1988 2-digit classification a value of the capital stock. 2007 is the base year of the
sample, implicitely assuming that the technology is constant over time and is homogeneous
across countries, as in Vanek (1968) or Bowen et al. (1987). We therefore assume (i) that the
capital stock embodied in one sector remains constant over the sample time period, and (ii)
that the sectoral capital stock requirement is the same in each country and similar to the US.

Capital intensity of production The objective is to measure, country by country,
yearly capital intensity of the exports : it is a measure of the "capital content" of its exports,
in terms of physical capital that is included in the production process. The index is contructed
this way :

ZKit =
∑
j

sijtKjt (14)

where ZKit measures the capital content of exports of country i, sijt is the share of sector j is
total exports of a country i and Kjt is the capital stock included in the production of good
j (∀i). When this index is large, it means that the exports of country i are highly capital-
intensive : either the sector is highly capital-intensive, or either the exports share of sector
j is large. On the other hand, when this index is low, the country has been specializing in
labor-intensive activities.

Figure 2 represents the time-series variation in the log of this index for four countries of
the sample (Austria, Great-Britain, Portugal and the United States). Based on descriptive
statictics, we can make 2 remarks. (i) There are quite large cross-country variations. In
this case, Portugal exhibits a large difference, compared to the other countries, in terms of
capital-intensity of its exports, and (ii) there are time-series variations, which means there is
a dynamic process in this index. Portugal seems to converge towards the same level of capital
intensity of exports over time as the other countries. The other countries that are represented
in this graph are running small churning of their exports structure. A panel analysis is thus

3We use here the 2-digit level classification, thus exhibiting 97 categories, which all experience strictly
positive export patterns
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adequate here, in order to exploit both cross-country and time variations.

Trade costs In the empirics of the paper, two types of trade costs are considered :
exchange rate volatility and tariffs.

We first consider the effective exchange rate volatility. Monthly effective (trade-weighted)
data are extracted from the International Settlement Bank Dataset. We compute the yearly
volatility as the annual log deviation of the monthly exchange rate. Tables 2, 3 and 4 dis-
play descriptive statistics of the exchange rate volatility respectively for the whole sample,
the OECD countries that also belong to the European Union and OECD countries that are
member states of the Euro Area. All three tables suggest that for a given year, volatility
decreases with institutional integration.

We then focus on tariffs. We take into account the implicit difficulty for exporters to
export. To compute a proxy for the easiness to export, we use effective import tariff data
from WTO database and cross it with bilateral trade data from the OECD Dataset. Formally,

τ̃it =
∑
k τikt ·Qikt∑

kQikt
(15)

where τ̃it is the implicit export tariff of country i, τikt is the effective import tariff rate applied
by country k when importing from i at time t and Qikt is bilateral trade from i to k at time
t.

4 Results and Discussion

4.1 Current Account and Production Structure

In order to test the first prediction, the following equation is estimated:

CAit = β0 + β1log(ZKit ) + β2GDPgrowthi,t−1

+ ξ1Stockit + ξ2Log(PopulationGrowth)it + ξ3EU + ξ4EMU

+ αi + λt + εit

where CAit is the current account balance of country i at time t, log(ZKit ) is the log of
the index of capital intensity for country i at time t , GDPgrowthi,t−1 is the annual lagged
growth rate of GDP of country i, Log(PopulationGrowth)it measures the log of the annual
population growth of country i and Stockit is the stock market capitalization ratio to GDP
of country i. The last two variables are identified by Chinn & Prasad (2003) as standard
drivers of current account. In order to control for institutional integration, we include the
two dummies EU and EMU that take value 1 if countries are respectively member of the
European Union and the European Monetary Union, and 0 otherwise. By including the two
institutional dummies, we control for the effect of institutional integration on the current
account, as advocated by Blanchard & Giavazzi (2002). Country and year fixed effects are
also included. We estimate this equation taking into account autocorrelation, and therefore
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using the Newey-West correction for standard errors. We expect β1 to be negative, implying
a negative relationship between the current account to GDP ratio and capital-intensity of the
industrial structure. Results are presented in Table 5.

The first five columns present regression results based on the whole sample. Column
(1) presents standard results when the effect of capital-intensity on current account is left
aside. Rather, regression is solely run on standard current account drivers. Column (2)
reports results when including the capital intensity as determinant. Columns (3) and (4)
present results when standard control variables are included. Colums (5) displays results
when institutional dummies are included in the regression. Finally, column (6) reports results
when regression is run on European Union members only.

Results suggest that both GDP growth and capital intensity are current account deter-
minants. First, the negative and significant effect of capital intensity on the current account
balance confirms the first prediction : countries that run current account deficits also experi-
ence high investment needs. Their industrial structure is relatively more capital-oriented than
countries that run current account surplus. This result is robust to the inclusion of different
control variables, although the magnitude increases. Second, the negative and significant ef-
fect of GDP growth on the current account is robust to different specifications and is in line
with the standard "convergence" representation of the current account. This table suggest
that global allocation of capital is driven by two interacting and opposite forces : convergence
and composition. Capital flows direction is thus driven by the relative strength of those two
forces.

Results and marginal effects are consistent with Jin (2012) results both in sign and in
magnitude. Marginal effects are of the following order : a 1-percentage increase in capital-
intensity is associated with a 0.8-percentage point fall in the current account balance on
average, while Jin (2012) found an effect of 0.9. Magnitudes of the effect of GDP growth and
capital intensity are quite insensible to the different specifications. Results also confirm that
population growth is a major current account driver, as in Chinn & Prasad (2003).

4.2 Current Account and Regional Integration

Focusing on the second prediction, we proceed in two steps. We first focus on the effect of
exchange rate volatility changes on the current account. The following equation is estimated
:

CAit = ν0 + ν1(GDPgrowthit−1) + ν2log(ZKit )

+ ν3EMU + ν4ERvolatilityit
+ ν5[log(ZKit )× ERvolatilityit]

+ ν6Log(PopulationGrowth)it + ν7Stockit
+ αi + λt + εit

where CAit is the current account balance, GDPgrowthi,t−1 is the annual lagged growth rate
of GDP of country i, log(ZKit ) is the log of the index of capital intensity, EMU is the previously
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defined dummy, ERvolatilityit is the volatility of the annual effective exchange rate of country
i, Log(PopulationGrowth)it is the log population growth and Stockit is the stock market
capitalization of country i. Country and year fixed effects are also included.

Table 6 presents the estimation results of the impact of regional integration on the current
account balances. Column (1) reports the estimates of a specification based on standard
current account determinants and includes the EMU dummy that captures effects induced
by regional monetary integration on current account as advocated by Blanchard & Giavazzi
(2002). Column (2) displays a specification that adds to the previous regression the variable
taking into account changes in capital intensity of production. Column (3) reports estimation
results when adding the exchange rate volatility as an independent variable and dropping the
capital intensity variable. Column (4) displays results when capital intensity, exchange rate
volatility and their interaction are taken into account.

Column (1) confirms Blanchard & Giavazzi (2002) result stating that regional integration
affects the current account, ν3 being different from 0. Yet, when including the capital intensity
index in column (2), ν3 becomes non significant. The same conclusion is reached when taking
into account the annual exchange rate volatility variable in column (3) in which results display
ν4 significantly different from 0. Following the inclusion of the interactive term in column (4),
ν2 and ν4 are significant. Moreover, the coefficient associated to the interactive term, ν5, is
significantly different from 0, thus confirming the second prediction derived from the theoretcal
framework. We note that in the final column, results display a non-significant ν3 associated
to the EMU dummy, thus implying a determinant role for exchange rate volatility in driving
the current account.

When including our different independant variables in the different regressions, we have
investigated whether the effect of regional integration generally put forward in the literature
was conditionnal to changes in trade patterns. Once the joint effect of exchange rate volatility
and trade structures changes are taken into account, the effect of monetary unification on the
current account is non-significant. This implies that regional integration affects the current
account through changes in the industrial structure, that are mainly driven by changes in
exchange rate volatility. This result is the first insight that the effect of monetary unification
on the current account substantially operates through changes in trade patterns.

We finally focus on the effect of changes in tariffs on the current account. Second step of
empirical assessment of the second prediction leads us to estimate the following equation :

CAit = ν0 + ν1(GDPgrowthit−1) + ν2log(ZKit )

+ ν3EU + ν4Tariffit
+ ν5[log(ZKit )× Tariffit]

+ ν6Log(PopulationGrowth)it + ν7Stockit
+ αi + λt + εit

where CAit is the current account balance, GDPgrowthi,t−1 is the annual lagged growth rate
of GDP of country i, log(ZKit ) is the log of the index of capital intensity, EU is the previ-
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ously defined dummy, Tariffit is the implicit export tariff faced by exporters of country i,
Log(PopulationGrowth)it is the population growth and Stockit is the stock market capitaliza-
tion of country i. Country and year fixed effects are also included.

Table 7 presents the estimation of the impact of regional integration on the current account
balances. The table adopts the same structure as Table 6. Column (1) reports the estimates of
a specification based on standard current account determinants and includes the EU dummy
that captures effects induced by regional integration on current account. Column (2) displays
a specification that adds to the previous regression the variable taking into account changes
in capital intensity of production. Column (3) reports estimation results when adding the
implicit export tariff as an independent variable and drops the capital-intensity variable.
Column (4) displays results when capital intensity, tariffs and their interaction are taken into
account.

A different conclusion is reached. Results suggest that regional institutional integration
effectively affects the current account but essentially not through changes in production pat-
terns. The EU dummy always remains a significant driver of the current account and is robust
to the inclusion of the tariff variable, the capital-intensity of production and their interactive
effect. Even though the coefficient associated to the interactive term is significantly negative,
its relative magnitude compared to ν3 implies a minor role for the effect of regional integration
through this interactive channel. We therefore interpret this result as evidence that the effect
of trade costs on the current account does not operates heavily through changes in production
patterns. Rather, effect of trade costs variations occurs quantitatively more through exchange
rate volatility.

A common view about current accounts has emerged : imbalances must be corrected
and adjustement must take place (Obstfeld, 2012). Yet, theoretical endogeneization of the
current account occurs through trade reforms. In this paper, the theoretical model implies
widening time-series variation for a given country, depending on the trade costs it faces, their
variations and the resulting changes in production patterns. This mechanism leads to widening
cross-country external position imbalances. Socially-efficient trade reforms can produce these
optimal imbalances, therefore questionning legitimacy of their correction.

5 Concluding remarks

This paper shows the importance of taking into account the industrial structure dynamics in
the discussion of current account dynamics and regional integration. In that way, assessment of
the effect of regional integration on the current account dynamics has been conducted through
a trade-level analysis. In this paper, we use a recent theoretical framework that emphasizes the
role of the industrial structure dynamics in the savings and investment decisions that reflect in
the current account. Introducing trade costs in the discussion allows to take into account their
effect on specialization patterns. Regional integration is therefore affecting current account
through changes in specialization patterns and investment needs. Theoretical predictions are
supported by data for the OECD countries.
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The role of exchange-rate volatility is emphasized in this framework. The joint effect
of monetary unification and trade structures changes affects integration outcome on current
account. This effect comes in addition to the standard effects of integration identified by the
literature. Future research lines should focus on the more precise understanding, at the firm
level for instance, of aggregate behavior with respect to monetary unification and changes in
volatility.
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Figure 1: Yearly standard deviations of the current account balances.

Figure 2: Aggregate capital content of exports, ZK , for Austria, Great Britain, Portugal and
the U.S.A. 1988-2012. Sources in text.
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Table 1: Descriptive statistics of the current accounts data, by country.

Country Obs. Mean St. Dev. Min Max Q1 Q2 Q3
AUS 25 -3.922 1.681 -7.604 -1.207 -5.477 -3.654 -2.521
AUT 21 0.968 2.682 -3.168 6.665 -0.865 1.623 2.385
BEL 18 2.356 2.502 -1.908 5.677 2.150 2.761 4.299
CAN 23 -0.934 2.356 -5.336 2.114 -2.947 -0.635 1.198
CHE 25 11.855 6.849 3.040 27.253 7.325 10.272 17.767
CHL 10 0.382 2.229 -3.424 3.261 -1.245 1.106 1.500
CZE 20 -1.731 0.959 -3.139 0.306 -2.376 -1.900 -0.849
DEU 25 2.692 3.822 -1.363 9.013 -0.873 1.817 6.827
DNK 24 2.853 3.058 -1.316 10.401 0.885 2.290 4.337
ESP 23 -3.552 3.398 -11.848 -0.058 -5.019 -2.342 -0.792
EST 20 -3.406 4.223 -13.302 3.014 -6.006 -2.621 -1.215
FIN 25 2.092 4.553 -6.183 7.788 -2.406 4.180 5.222
FRA 25 -0.030 1.611 -3.079 2.766 -0.696 0.267 1.026
GBR 25 -1.896 1.112 -4.417 -0.084 -2.697 -1.860 -1.162
GRC 25 -5.314 4.796 -17.263 -0.127 -6.777 -3.532 -1.852
HUN 22 -2.371 2.229 -6.273 1.199 -4.266 -2.709 -0.179
IRL 23 -0.372 3.395 -8.706 6.103 -0.787 0.209 1.972
ISL 23 -9.658 11.588 -37.893 1.832 -13.222 -6.040 -1.879
ISR 18 0.292 2.727 -4.450 4.267 -1.315 0.050 2.640
ITA 25 -0.923 1.934 -4.425 2.766 -2.119 -0.897 0.538
JPN 25 3.257 1.046 1.365 5.238 2.646 3.258 3.884
KOR 25 1.150 1.915 -3.064 5.835 -0.335 1.243 2.075
LUX 18 10.471 2.518 6.477 14.579 8.299 10.334 12.678
MEX 25 -1.051 0.798 -3.080 -0.138 -1.501 -0.755 -0.453
NLD 25 5.390 3.612 1.468 13.695 2.118 4.818 8.242
NOR 25 11.767 10.394 -3.016 31.229 3.051 11.780 21.214
NZL 24 -4.280 2.682 -10.657 -0.653 -5.463 -3.044 -2.524
POL 19 -2.159 1.487 -5.572 0.294 -2.881 -2.288 -1.195
PRT 12 -7.872 3.357 -13.576 -1.488 -10.223 -8.045 -5.271
SVK 20 -2.255 1.934 -5.141 1.799 -3.473 -2.564 -1.240
SVN 18 6.692 3.916 -0.312 14.698 4.371 5.461 9.445
SWE 25 5.108 5.221 -3.589 13.909 1.130 4.356 9.039
TUR 25 -1.612 2.179 -7.553 0.638 -2.745 -0.602 -0.100
USA 25 -2.910 1.800 -6.207 0.036 -3.981 -3.009 -1.333
Source : OECD Balance of Payments (MEI) Database
Countries are listed relatively to their ISO code, and then alphabetically ordered.
Time span : 1988-2012. Current accounts in percentage of GDP. Q1, Q2 and Q3 are respectively
the first, second and third quartile of the distribution.

19



Table 2: Descriptive statistics of Exchange rate volatility, by year - Whole sample

Year N Mean St.d. Min Max
1994 34 1.925 1.636 0.713 8.684
1995 34 2.076 1.959 0.399 10.727
1996 34 1.486 1.006 0.221 4.316
1997 34 2.118 2.012 0.531 12.378
1998 34 2.555 1.651 0.786 8.016
1999 34 1.870 1.302 0.429 7.139
2000 34 1.815 0.982 0.554 4.066
2001 34 1.857 1.927 0.506 9.525
2002 34 2.345 1.364 0.793 6.704
2003 34 2.058 1.214 0.458 5.325
2004 34 1.653 1.107 0.467 5.372
2005 34 1.812 1.400 0.271 6.228
2006 34 1.809 1.681 0.570 8.988
2007 34 1.787 1.298 0.400 5.517
2008 34 4.204 3.639 0.906 16.734
2009 34 2.495 2.209 0.382 8.536
2010 34 1.913 0.871 0.594 4.647
2011 34 1.875 1.524 0.533 5.619
2012 34 1.329 0.690 0.465 3.243

Table 3: Descriptive statistics of Exchange rate volatility, by year - E.U. countries

Year N Mean St.d. Min Max
1994 12 1.231 0.281 0.884 1.670
1995 15 1.594 1.148 0.478 4.969
1996 15 1.550 0.917 0.607 4.316
1997 15 1.551 0.781 0.835 4.128
1998 15 1.720 0.713 0.786 3.518
1999 15 1.426 0.448 0.716 2.111
2000 15 1.452 0.643 0.594 2.911
2001 15 0.940 0.432 0.576 2.334
2002 15 1.743 0.455 1.235 2.972
2003 15 1.293 0.374 0.822 1.929
2004 21 1.222 1.062 0.467 5.372
2005 21 1.293 0.729 0.271 3.646
2006 21 1.259 0.797 0.570 3.295
2007 21 1.197 0.797 0.400 2.951
2008 21 2.400 1.792 0.906 6.553
2009 21 1.513 1.510 0.382 5.755
2010 21 1.595 0.672 0.594 3.128
2011 21 1.379 1.404 0.533 5.619
2012 21 1.030 0.509 0.465 2.377
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Table 4: Descriptive statistics of Exchange rate volatility, by year - E.M.U. countries

Year N Mean St.d. Min Max
1999 12 1.398 0.437 0.716 2.111
2000 12 1.232 0.472 0.594 2.266
2001 13 0.806 0.202 0.576 1.126
2002 13 1.700 0.524 0.793 2.972
2003 13 1.176 0.346 0.658 1.929
2004 13 0.836 0.255 0.467 1.392
2005 13 1.143 0.466 0.463 1.837
2006 13 0.901 0.355 0.604 1.936
2007 13 0.835 0.450 0.400 1.987
2008 13 1.431 0.418 0.906 2.356
2009 14 0.765 0.275 0.382 1.367
2010 14 1.353 0.517 0.594 2.180
2011 15 0.830 0.271 0.533 1.390
2012 15 0.776 0.233 0.465 1.345

Table 5: Regression of the Current Account Balance, with Newey-West standard errors.
(1) (2) (3) (4) (5) (6)

Sample Whole Whole Whole Whole Whole E.U.
GDP growth (β2) -21.2404a -19.7554b -16.3950b -17.4261b -18.5266b -28.9153c

(7.761) (9.520) (7.970) (8.143) (7.667) (15.571)

Ln stock market cap. 0.4485 0.4903 0.7630 0.4087 0.5675
(0.655) (0.802) (0.699) (0.691) (0.846)

Ln Population Growth (ξ2) -1.7226c -1.9972b -2.1710b -1.6119c
(0.952) (0.967) (0.955) (0.825)

Ln capital intensity (β1) -20.5281a -20.6025a -22.8899a -26.7306a -27.3650c
(4.545) (7.213) (6.854) (6.941) (14.613)

E.U. (ξ3) 3.4808a
(0.972)

E.M.U (ξ4) -4.2730b
(1.757)

Observations 635 695 658 625 625 304
R2 0,134 0,138 0,130 0,154 0,209 0,156
Year Fixed effects Yes
Country Fixed effects Yes
Newey-West standard errors in parentheses.
a,b and c respectively denote significance at the 1%, 5% and 10% level.
Intercept not reported.
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Table 6: Regression of the Current Account-to-GDP ratio, with Newey-West standard errors
(1) (2) (3) (4)

GDPgrowth (ν1) -15.219a -13.446a -14.284a -14.333a
(3.504) (3.462) (3.541) (3.570)

Ln stock market cap. (ν7). 0.185 0.309 0.160 0.389
(0.834) (0.865) (0.802) (0.761)

Ln Population Growth (ν6) -1.866 -1.958c -1.606c -1.466c
(1.158) (1.155) (0.954) (0.809)

E.M.U. (ν3) -4,301c -2.260 -2.729 -2.238
(2.221) (2.232) (2.239) (2.330)

Ln capital intensity (ν2) -10.887 -20.585a
(7.257) (7.193)

ERvolatility (ν4) -0.433c -54.801b
(0.256) (22.553)

Ln capital intensity × ERvolatility (ν5) -4.732b
(1.947)

Observations 640 640 640 640
R2 0.136 0.142 0.159 0.200
Year Fixed effects Yes
Country Fixed effects Yes
Newey-West standard errors in parentheses.
a,b and c respectively denote significance at the 1%, 5% and 10% level.
Intercept not reported.
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Table 7: Regression of the Current Account-to-GDP ratio, with Newey-West standard errors
(1) (2) (3) (4)

GDPgrowth (ν1) -18.369a -15.475a -18.416a -15.629a
(3.371) (3.422) (3.360) (3.391)

Ln stock market cap. (ν7) 0.124 0.425 0.124 0.409
(0.696) (0.708) (0.697) (0.704)

Ln Population Growth (ν6) -1.658c -1.885c -1.646 -1.880c
(0.999) (1.002) (1.003) (0.998)

E.U. (ν3) 3.522a 4.127a 3.533a 4.135a
(1.069) (1.061) (1.066) (1.050)

Ln capital intensity (ν2) -22.914a -20.829b
(7.980) (8.153)

Tariff (ν4) -0.016 6.992c
(0.022) (4.157)

Ln capital intensity × Tariff (ν5) -0.611c
(0.361)

Observations 640 640 640 640
R2 0.179 0.203 0.179 0.209
Year Fixed effects Yes
Country Fixed effects Yes
Newey-West standard errors in parentheses.
a,b and c respectively denote significance at the 1%, 5% and 10% level.
Intercept not reported.
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