
 

 

 
Abstract— The core objective of this paper is to examine the 

determinants of current account imbalances in two groups of 
economies, i.e. economies with current account surpluses and 
economies with current account deficits. Five economies with long 
historical record with current account surpluses and deficits 
respectively are selected in this study. A Generalized Method of 
Moments (GMM) is applied and the results reveal different impact of 
determinants to the current account surpluses and deficits. It is 
reported that the explanatory factors have different impacts on 
current account position across economies. Reserve accumulation has 
impact on current account movements in economies exhibit current 
account deficits but not in economies with surpluses. Conversely, 
productivity only has impact on current account balances in 
economies exhibit current account surpluses but not in that with 
deficits. Exchange rate, oil price and previous current account levels 
have significant impact on current account movements in majority 
economies from these two categories economies. 
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I. INTRODUCTION 

ver the past decade, current account balance is recognized 
as a key leading indicator of the health of a country’s  

economy. As an indicator of an economy’s performance, the 
study on the current account dynamics is important and useful 
to to the policymakers in analyzing the economic 
developments. Many empirical studies have been conducted to 
predict the sign and the magnitude of the current account 
determinants. However, each of them gives different 
predictions about the elements contributing to the current 
account position. Thus, undertaking an empirical analysis 
could help to discriminate among competing theories.  
 Empirical studies have identified many factors contribute to 
current account dynamics. The relations between internal and 
external balances deserve a significant attention in the 
literature. Internal balance is a condition where an economy 
achieves full employment and price stability while external 
balance signifies the condition for the position of current 
account. The balances of internal and external can be achieved 
through the use of both monetary policy and fiscal policy. The 
studies that analyze the impacts of internal and external 
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balances on current account position include [1] and [2] and 
[27]. Applying the phenomena of internal and external 
balances, [27] showed that private savings, investment and 
real exchange rate are the key determinants to the current 
account dynamics in EU. The results also support the 
hypothesis of twin deficits, i.e. a significant correlation 
between government budget balance and current account 
deficits. The twin deficits signifies the positive co-movement 
between fiscal policy and deficit in current account, i.e. a 
deficit in current account that financed by an expansionary 
fiscal policy will lead to higher deficits in current account 
through an increased in trade deficit [28]. Many studies reveal 
evidences supported the twin deficit hypothesis such as [7] 
and [8]. Apart from these, a number of studies find the 
negative co-movement between current account deficit and 
expansionary fiscal policy, the so-called Twin Divergence. 
Empirical studies supported twin divergence include [3] and 
[29].  

Apart from these, other factors have been proposed to 
explain the behavior of current account balances include oil 
price [9,10], trade openness [9,10,11], financial intermediation 
and integration [11,12], fiscal policy and public saving [9] and 
so on. [9] found a positive association between trade openness 
and current account movement. They concluded that trade 
openness has impact in the economies that exhibit current 
account surplus. Additionally, [13] found that terms of trade 
has impact on current account movement and [14] found a link 
between reserve accumulation and current account adjustment 
Productivity has contribution to the current account balances 
as well as reported in [15] and [16]. The same result is shared 
by [17] who highlights that there exists a positive relationship 
between current account and productivity growth compared to 
investment. On the other hand, previous studies report 
different results on the impact of exchange rate on current 
account patterns. Theoretically, exchange rate has an 
ambiguous impact on current account movement [18,19,20]. 
[21] argues that exchange rate is not the main channel in the 
economies that exhibit current account surplus. However, 
other studies report significant impact of exchange rate on 
current account movement, for instance [30].  Most empirical 
studies show that interest rate has no significant on current 
account position, see [22].  

This paper contributes to deeper understanding on the 
determinants of current account surpluses and deficits. In this 
paper, we investigate the determinants of current account 
dynamics in two groups of economies, i.e. economies with 
current account deficits and surpluses respectively. We seek to 
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reveal if the explanatory factors have different impacts on 
these two different groups of economies. The results show that 
the explanatory factors have different impacts on current 
account position across economies. The impact can be 
significant (positive or negative) or not significant, depending 
on the economic structures/ conditions. Reserve accumulation 
has impact on current account movements in economies 
exhibit current account deficits but not in economies with 
surpluses. Conversely, productivity only has impact on current 
account balances in economies exhibit current account 
surpluses but not in that with deficits. Exchange rate, oil price 
and previous current account levels have significant impact on 
current account movements in majority economies from these 
two categories economies. Finally, our findings are in line 
with the previous findings, i.e. exchange rate, interest rate and 
price level do not show much significant impacts on current 
account balances in certain economies.  

The paper is organized as follows: section two presents the 
theoretical model. Section three is about the methodology. 
Section four discusses the results. Section five concludes.  

II. THEORETICAL MODEL 

 As discussed [23], previous studies on current account 
dynamics can be categorized into two groups. The prevailing 
framework used by the first group to study on current account 
dynamics is the intertemporal models. The second group tends 
to use the panel techniques to construct the current account 
models for predicting process. The intertemporal approach is 
also called the ‘twin deficit hypothesis’.  

The absorption approach provides more inclusive and 
potentially less misleading framework compared to the 
elasticity approach in analyzing the current account dynamics 
[24]. Under this approach, the current account is the difference 
between monetary values of domestic production and 
aggregate demand. Government expenditure has impacts on 
imports. The absorption approach begins with the framework 
of the national accounts in determining the relationship 
between external and internal balances.  

 tttttt MXGICY          

By rearranging the variables,  
  tttttttt ISIGCYMX                                                                   

where the internal balances of ttt IGC   consist of 

consumption, investment and government expenditure and the 
external balances is represented by the difference between 
export and import. We seek to investigate the factors that can 
determine to the movements or balances of these components.  

 
III. METHODOLOGY 

In this study, ten countries are included in the analysis. 
Since the main objective is to compare and investigate the 
determinants of current account balances in two different 
current account positions, we have identified five economies 
with long historical records in current account deficits and 
surpluses respectively. The economies with current account 
deficits include Australia, Cyprus, Italy, Portugal and United 
States while the economies with current account surpluses are 
Germany, Japan, Singapore, Norway and Switzerland.  We 

rely on previous theoretical and empirical studies in selecting 
the operational set of variables encompassing the various 
dimensions of current account determination. Data are taken 
mainly from the IMF’s International Financial Statistics (IFS) 
databank and Data Stream library. The data are in quarterly for 
the period of 1973-2010.  

Consider the following specification for current account 
balances: 

Ca= f (NEER,CPI,OIL,INT,TOT,TRA,PRO,RES,Ca(t-1)) 
where, ca is the dependent variable of current account balance 
to GDP ratio. The set of economic determinants consist of 
nominal effective exchange rate (NEER), consumer price 
index (CPI), the oil price of the world (OIL), interest rate 
(INT), terms of trade (TOT), trade openness (TRA), 
productivity (PRO), the reserve accumulation (RES) and  
previous balance of current account, Ca(t-1) .  

A relatively recent econometric technique developed by 
[25] namely Generalized Method of Moments (GMM) is 
applied. We consider a linear GMM problem in estimating a 
vector  parameter (see [31]) : 

    
                                                (1) 
 

In equation (1) the variables ty  and tx  represent (d x 1) 
vector of dependent variable and (d x p) vector of explanatory 
variables respectively where the observed period t is given; t 

=1, 2,…,N;   (p x1) is a vector of coefficients and t  
denotes as error term. Assume also  ''

1
'

1
' ,...,, sssS NN   

is 

a (Ndx1) vector consists of all observations in  N size sample 
given that  NNN ZXyS ,,  

and  ttt zxys ,,
.
 

Equation (1) can be written as  

NNN Xy                                                            (2)           

In equation (2) the variables Ny  and N are a (Nd x 1) 

vectors,  is a (p x 1) vector and 
NX denotes (Nd x p) vector.  

  The objective of GMM is to choose a set of parameter 
estimates that match the theoretical relation as closely as 
possible: 

  0],,,[ 0 ttt zxygE   

where 
0  is a (p x 1) vector of unknown parameters, tz  is a 

(n x 1) vector of instrument variables. In the N observations 
case, we seek to achieve:  

   
1

, , , , , , / 0
N

N N N t t t
t

g y X Z g y x z N 


     

If the equation to be estimated is exactly identified, it is 
possible to solve the problem optimally as the number of 
moment equal to the number of unknown parameters. 
However, in the overidentified case, we have more moments 
than the unknown parameters e.g. n > p. In this case, the 
problem is solved by minimizing the weighted sum squares of 
the violation of the moment conditions. The GMM with an 
optimal weighting matrix W yields the efficient GMM 

,ttt xy  
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estimator, i.e. our objective is to minimize the asymptotic 
variance of the estimator: 

 
   

,

' 1

, ,

min , , , , , ,

N N N

N N N N N N

Q y X Z

g y X Z g y X Z




        
 

Three diagnostic tests are performed, namely the test for 
endogeneity, endogeneity test and instrumental validity test. 
The purpose to conduct the endogeneity test is to decide 
between OLS and GMM. This test helps to detect  
heteroskedasticity and the hypothesis test is no correlation 
between the regressor and the error term or 

  0,: ttO xCovH  . The rejection of the null hypothesis 

implies the presence of heteroskedasiticty and OLS estimator 
is biased, hence one should adopt GMM. On the other hand, 
the acceptance of null hypothesis suggests the opt of OLS as 
OLS estimator is unbiased.  
 

TABLE I. 
TESTING FOR ENDOGENEITY-CURRENT ACCOUNT DEFICITS 

 
TABLE II. 

TESTING FOR ENDOGENEITY-CURRENT ACCOUNT SURPLUSES 

 
Hausman test is applied to test for the endogeneity. 

Hausman test is a test of linear combinations of orthogonality 
conditions. It is applied to evaluate the significance of an 
estimator versus an alternative estimator. The rejection of the 
null hypothesis implies that GMM estimators are more 
efficient than the OLS estimators and one should apply GMM.  

The second and the third tests are to test the conditions of 
instrumental variables of GMM. The instrumental variables 

should fulfill the relevance condition, i.e. the instrumental 
variables are correlated with the endogeneous variables. The 
relevance test is conducted by examining the joint significant 
of the instrument F-statistic at the first stage regression. The 
rule of thumb is the instrumental sets fulfill the relevance 
condition if the F-statistic greater than 10 [26]. 

Besides, the instrumental variables should fulfill the 
exogeneity condition, i.e. they should not correlate with the 
error term. The exogeneity test is examined using J-statistic of 
overidentifying restrictions test. J-statistic is the minimized 
value of the objective function, e.g.   



'1'min ZZ   divided 

by the number of observations. The rejection of null 
hypothesis indicates the fulfilment of the validity/ 
overidentifiying conditions.  

 
TABLE III. 

  TESTING FOR RELEVANCE  AND VALIDITY OF INSTRUMENTS FOR CURRENT 

ACCOUNT DEFICITS 
 

 
 

TABLE IV. 
TESTING FOR RELEVANCE  AND VALIDITY OF INSTRUMENTS FOR CURRENT 

ACCOUNT SURPLUSES 

 
IV. RESULTS 

Before discussing the results of estimation, we observe the 
results of diagnostic tests. The results of endogeneity test are 
summarized in Table I and Table II. The results show that the 
assumption of   0,: ttO xCovH   is violated in all cases. The 

results imply that OLS estimators are biased. Therefore, one 
should adopt GMM but not OLS. Next, the results of 
relevance and validity tests are summarized in Table III and 
IV for two groups of economies. These two tests help to check 
if the instrumental variables fulfil the relevance and 
exogeneity conditions. The instrumental variables in this study 
consist of the lagged terms of explanatory variables. The 
results indicate that in all cases, the F-statistics are greater 

Coeff. Residual  R-Square SE Durbin- 
Watson  
statistic  

 
Australia -0.0002* 

(0.0002) 
0.8900 0.0156 1.4179 

Cyprus -0.0037* 
(0.0047) 

0.9280 0.0929 1.3260 

Italy -0.0004* 
(0.0003) 

0.9917 0.0141 0.7434 

Portugal -0.0012** 
(0.0004) 

0.9545 0.0544 1.4192 

United 
States 

-0.0001*** 
(2.86E-05) 

0.9915 0.0017 0.9128 

Coeff. Residual R-
Square 

SE Durbin- 
Watson 
statistic 

 
Germany 0.0005 * 

(0.0006) 

0.9878 0.0156 0.4101 

Japan 0.0007* 
(0.0003) 

0.9685 0.0021 1.4342 

Singapore 0.0005* 
(0.0003) 

0.9875 0.0109 1.2631 

Norway -0.0024* 
(0.0014) 

0.9786 0.0391 1.4391 

Switzerland 0.0005*   
(0.0010) 

0.9589 0.0327 0.8147 

First stage 
regression 

F-stat Prob J-statistic 

Australia 78.8910 0.0000 0.1444 

Cyprus 118.0822 0.0000 0.1274 

Italy 428.322 0.0000 0.1088 

Portugal 223.2920 0.0000 0.1264 

United States 495.500 0.0000 0.1083 

First stage 
regression 

F-stat Prob J-statistic 

Germany 71.7551 0.0000 0.1092 

Japan 355.5210 0.0000 0.1245 

Singapore 61.979 0.0000 0.1230 

Norway 511.3603 0.0000 0.1223 

Switzerland 226.8165 0.0000 0.1386 
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than 10, implying the fulfilment of the relevance condition. 
Besides, J-statistics are not significant at 5% level. The results 
detect strong relationship between the instrument variables 
and endogenous regressor. The second and the third diagnostic 
tests show that our instrumental variables fulfil both relevance 
and exogeneity conditions.  

Table V and VI summarize the results of GMM regressions. 
The determinants can explain well the current account 
equations as the values of R square are relatively high in all 
cases. The explanatory variables have different impacts on 
current account balances across economies.  

In economies with current account deficits, the main 
determinants of current account movements are oil price, 
reserve, interest rate, exchange rate and previous current 
account balances. CPI, terms of trade, trade openness and 
productivity only have impact on current account patterns in 
few economies within this first group of economies.  

In the second group of economies, i.e. economies with 
current account surpluses, we find that the main explanatory to 
the current account movements are trade openness, oil price, 
productivity, exchange rate and previous current account 
patterns. Reserve does not have impact on current account 
movements in all economies of second group. Other factors 
such as price level, terms of trade and interest rate have impact 
on current account movements in some of these economies 
only.  

Comparing the results of these two groups of economies, 
we observe that productivity has impact on current account 
movements in economies with current account surpluses but 

not in that of deficits. Conversely, reserve has impact on 
current account in economies with current account deficits but 
not in the groups with surpluses. The results imply that 
economies with long current account deficits history tend to be 
affected by their reserve accumulation while the surpluses of 
current account of second group economies tend to be affected 
by productivity. On the other hand, exchange rate, oil price 
and previous current account levels have significant impact on 
current account movements in majority economies from these 
two groups of economies. 

Comparing the impacts of each factor on each economy, we 
see that each factor may impose different impact on current 
account movements across economies, depending on the 
economic conditions/ structures of these economies. 

The impact can be positive, negative or not significant. For 
instance, price level only has impact on current account 
balances in several economies such as Australia, U.S., Norway 
and Switzerland. Price level is positively linked to the current 
account balances regardless the current account position. The 
increase in price will lead to the increase in current account 
surpluses/ deficits. Higher price of domestic goods will affect 
the demand on domestic goods in international market and 
export will drop. This leads to higher deficit in current 
account. On the other hand, households also tend to save than 
spending when prices are higher. This leads to different 
impact on current account.  

 
 
 

 
TABLE V. 

REGRESSION RESULT OF GMM FOR CURRENT ACCOUNT DEFICITS 
 

Coefficients Austrialia Cyprus Italy Portugal United States 
Constant 
CPI 
OIL 
TRA 
TOT 
RES 
PRO 
INT 
NEER 
CA(t-1) 
R-square 

0.109** 
0.0010*** 
0.0007*** 
-0.0324** 
-0.0575*** 
-5.87E-07* 
-0.0009** 
.0021*** 
-0.0006** 
0.4560*** 
0.8521 

0.3854** 
0.0006 
-0.0052*** 
-0.0082 
-0.0031 
2.00E-06 
0.0004 
-0.0108** 
-0.0037* 
0.4253*** 
0.8641 

0.0466 
2.77E-05 
-0.0007*** 
-0.0040 
0.0125 
00001*** 
-6.34E-05 
0.0036*** 
-0.0009*** 
0.9462*** 
0.9869 

0.0527 
0.0004 
0.0002 
-0.0656 
-0.0663 
-4.21E-05*** 
0.0006 
0.0007 
-2.11E-05 
0.9600*** 
0.9099 

0.0038 
0.0004*** 
-6.99E-05** 
-0.0256*** 
-0.0044*** 
-7.42E-08** 
-3.33E-05 
0.0005*** 
0.0001*** 
0.9513*** 
.9874 

 
 

TABLE VI. 
REGRESSION RESULT OF GMM FOR CURRENT ACCOUNT SURPLUSES 

 
Coefficients Germany Japan Singapore Norway Switzerland 
Constant 
CPI 
OIL 
TRA 
TOT 
RES 
PRO 
INT 
NEER 
CA(t-1) 
R-square 

-0.2517* 
0.0003 
-0.0005*** 
0.2989** 
0.0288 
1.63E-08 
0.0014*** 
0.0031*** 
0.0001*** 
0.9291*** 
0.9825 

-0.0221** 
-0.0001 
0.0002*** 
0.0009*** 
0.0270*** 
3.90E-08 
0.0002*** 
-0.0009*** 
-7.45E-05** 
0.4554*** 
0.9208 

-0.0714** 
-9.00E-04 
-0.0002*** 
0.0037* 
0.0552*** 
-1.08E-07 
1.00E-04* 
0.0002 
0.0009*** 
0.9245*** 
0.9858 

-0.3627* 
0.0017** 
-0.0031* 
-0.0169** 
0.0468 
-6.89E06 
-0.0008 
-0.0006 
3.80E-03*** 
0.9569*** 
0.9196 

0.2209*** 
0.0025*** 
-3.85E-05 
-0.0147 
-0.1160* 
4.39E-08 
-1.50E-03** 
-0.0004*** 
-0.0012 
0.9584*** 
0.9447 
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V. CONCLUSION 

This paper investigates the determinants of current account 
dynamics among ten selected economies over the period of 
1973-2010. In particular, we conduct comparative study on the 
determinants of current account patterns in two groups of 
economies, i.e. economies with current account deficits and 
surpluses respectively. The results show that the explanatory 
factors have different impacts on current account position 
across economies. Reserve accumulation has impact on 
current account movements in economies exhibit deficits but 
not in economies with surpluses. Conversely, productivity 
only has impact on current account balances in economies 
exhibit surpluses but not in that with deficits. Exchange rate, 
oil price and previous current account levels have significant 
impact on current account movements in majority economies 
from these two categories economies. To be summarized, the 
main determinants of current account movements in 
economies with current account deficits include oil price, 
reserve, interest rate, exchange rate and previous current 
account balances. On the other hand, the main explanatory to 
the current account movements in economies with current 
account surpluses are trade openness, oil price, productivity, 
exchange rate and previous current account patterns. 
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