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The formulatl.on of fiscal and financial poliey ta~gets Lo 
restare and preserve extf!T:nal balance 18 becoming increasinly 
important not only in countcies w1th large external debt obligations 
but also in industrLallzed nalLans, like tilose of Western Europe ana 
the united states < This paper exanünes how Lhe presence of controls 
of internation8.1 capital flows affects Lhe extent Lo which: (1) 
reducing budget defie.H.s, (2) shifting public eX~Hmditure away feoro 
imported goods tm¡ard domestic goods, and (3) moving feom fot'elgn to 
domestie f of such deficits, wil] improve the current 
account of a countey'~ s b31anC'.€~ of payments. 
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Résumen __ a~ __ "~, __ _ 

La for~llaci6n de etivos de politlcR fiscal y financiera 
pae,,; l,,, cocreeci6n del dcseq~li 1i"or10 exLeeior de la eeonol1;la está 
tonland~} 'una irnportancia (;recie:nle" no sólo en .los fuert.i--).'r1t€rnt-f'! 
~~ndeudados, sino tarnbié¡':l c.:-;n lO::i patse.s industC'i.alizadoS'. de Europa 
Occiden.lal y 
medida 18 

e~ los Estados 
,~xis Lencl a d~~ 

Unidos. Est.e t.rabajo anal iza en 
controles sobre los. :novimientos 
afecta ~l gr'ado en que: (1) la int.ernaciona les 

reducción del 
públ.ico desde 
sustitución de 
UtÜ déficit; 
corriente, 

déf lei te ieo, (2) el desplazamient.o del gasto 
tllenes importados hacia bienes nacionales y (3) la 
la f inanc'Lación externa por interna 

ieo, oean la balanza de pagos por euenta 

Las conclusiones obtenidas sugieren que, ~~n p::1Ís l.ó!s con 
restricciones sobre los movimientos internacionales de capitales 
privados. la 'Caejora de la balanza corriente se logra básicamente 
mediante reducciones del grado de financiación pública en el 
exterJor y no mediante variaciones en la composiclon del gasto 
público. Por otea part.e, en aquellos paises que gozan de libertad de 
movimiento internacional de capitales privados la mejora se logra a 
tt'avés de reducciones _ de.L~Q~_bl ic.Q en bienes impof..t::~.S:.~.~ y no a 
través de reducciones de la financiación exterior del pr'esupuesto, 
Si estas reglas no son seguidas, entonces no Bxiste ninguna garantía 
de que una mejora del déficit público lleve a una mejora de la 
balanza corriente de la economia. 
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Fiscal Policy and the Current Account in 
the Presence of Capital Controls 

During the .1970s and early 1980s, developed and developing 

countries alike experienced dramatic changes in their current account 

positions as well as their external indebtednes~. To some extent, these 

changes were caused by external developments such as the two oil price 

shocks, as well as large movements in commodity prices, exchange rates, 

and interest rates in the world' s financial centers. Macroeconomic 

policies, at home and abroad, also played a role in affecting current 

account behavior. Soaring fiscal deficits were, in some cases, the most 

important cause of current account deterioration. Even in cases where 

fiscal policy was not the cause, it was often perceived as a cure for 

soaring current account deficits. 

During this period, the trend towards increasingly integrated 

world financial markets continued at an accelerated pace, particuarly 

after the widespread adoption of flexible exchange rates in the early 

1970s. Many countries, among them Great Brit¡un, France, Germany and 

several Latin American countries changed their restrictions regarding 

ioternational capital flows in order to either accelerate or retard this 

integration. rt was uoclear, however, whether the presence of absence 

or capital controls made fiscal policy any more or less effecive as an 

iostrument for reduciog countries' external imbalances. 

This paper examines the extent to which reducing governmeot 

spending or switching expenditure away from imports and towards domes tic 

goods will improve the current account: in economies with and without 

restrictions 00 private capital flows. In addition, the differential 
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impact of external and interaal financing of fiscal deficits is 

investigated. 

Our analytical approach follows recent research on the current 

account by placing considerable emphasis on iotertemporal optimization 

by private ageats. (See. e.g. Dornbusch(l983), Sachs(l98I), Svennson 

and Razin(1983»). The starting poiat for this research 18 the well-o 

knowil Becouilting identity that states that the current account equals 

the difference between total domestic (Le. prívate and publíe sec!'.:od 

saving aod investment. Both sav],ag and investmellt, of umrse, 

inherently reflect latertemporal dec!sioGs econoffiic dgents.t ~luch of 

this research makes t",c key assumpt:ions: al1 domes tic agcnts c~n 

burro'fÑ 01' lene. at the in.terest ra.te pre\!a-Lli~ag ~Ul the inter.natinnal 

fiDan(:.ial 

rull 

marker and (2) ,.¡ages ,..¡ and 

.:Ls continously m8.i.!Llt~~ined f) 

flexi.:,l.é so th:H. 

The full-employ:nent assumptiorl makes these, nodels .iate 

for analyzing stabilizatoo aspects of fiscal po Henee~ üur 

follows Cuddington- ViaRIs (1986) and van nbergeu 1984 

using aa intertemporal optimization model whp.re the e\Conoray :mrfen;. rrom 

short-run dise~~L'l!!!:.> even though al1 markets elear in the long run, 

For discusiag the external balance consequences of fiscal 

policy, the assumptioil that private residents as ~.ell as thel:é 

governments cail borrow an.d lend at the prevaíling wo:::-ld interest rate, 

subject only to their intertemporal budget constratints. may also be 

invalido la many countries, governments borrow externally but, at the 
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s ame time, impose restrictioas oa private capital inflows aad 

outflows. It . is importaat to determine how these capital controls 

affect the efficacy of fiscal policy. 

2. The Model 

Domestic households are assumed to· consume both domestic and 

foreign output in each of two periods. The supply of foreign output is 

perfectly elastic at the world price by the small country assumption. 

In the short run (represeated by period 1) the price of domestic output 

PI is fixed above its market clearing level so that Keynesian unemploy

~ prevails. In the long run, represented by period 2, the price of 

domestic output P2 adjusts to its market-clearing level implying that 

the (exogenous) full-employment level of output Y2 is produced. There 

i5 no capital investment. 

The Household Sector 

Following Frenkel and Razin (1984), we assume the private 

sector maximizes a log-linear, time-separable utility function: 

(1) u == a In Cd1 + (l-a) In Cfl 

+ 1~8 [a In Cd2 + O-a) In Cf2 ] 

where lS the rate of time preference. The subscripts d and f 

indicate domestic and foreign goods respectively, while the subscripts 1 

and 2 refer to the short and long runs. Assuming that the household has 
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ao iaitial debts aad that all borrowiag must be repaid by the ead of the 

secoad period, _the household t s budget coas traint equals: 

(2) w 

where the price of foreign goods is assumed to equal unity in both 

periods and wealth equals the present value of net-of-tax income: 

(3) w 

The interest rate i is the rate at which the private sector can borrow 

or lend. 

As is well known, maximizing (1) subject to the iatertemporal 

budget constraiat (2) yields demaad fuactions of the following special 

form: 

(4a) Cd1 1l(1+0) ~ 
2+ o PI 

(4b) Cfl (1+0) O-Il) 2+6 w 

(4c) Cd2 = Il e+i ) ~ 
2+0 P2 

(4d) Cf2 
1+' 

(1-Il) (2+~)W. 
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Saving in the first period takes the form of private demand for 

financial assets called "bonds": 

(5) 

Using the specific form of the commodíty demands in (4), the bond demand 

function reduces to: 

which depends posítively on the interest rate vía wealth (3). 

For simplicity, it ís assumed that foreign demands for goods 

take the same form as those in (4) except that the foreign expenditure 

* * shares (a , l-a) need not equal the domestic shares (a, 1-a) and foreign 

wealth H* is exogenous. 

The Government Sector 

The government demands domestic and foreign goods in each 

period and finances these expendítures either by levying taxes or by 

borrowing Íl:i the domes tic credit market at ínterest rate i or in the 

international market at interest rate i*. Assumíng there is no inítíal 

publíc debt and that all loans must be repaíd in the second períod, the 

períod-by-period financíng constraints of the government are: 

* 
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where B and B* equal domes tic and foreign borrowing respectively (i.e, 

supplies of financial assets). 

In the case where the private sector as well as the government 

has access to the international market, it is assumed that arbitrage 

will insure that i=i*. When the private sector faces capital controls, 

however, the domestic interest rate is assumed to exceed the world rate 

(Le, i > i*). 

We assume in what follows that the private sector has perfect 

foresight so that correctly perceives the future tax (T2) implications 

of the government' s spending and financing decisions. In this case 

private wealth in (3) can be rewritten using (7) and (8): 

(9) w 

Note that the prívate sector experiences a wealth gaín whenever i > i* 

and the government takes advantage of its ability to borrow in the world 

financial market instead of borrowing domestically J! provided that 

i* < i. 

J! Note that there is a Ricardian equivalence between taxation and domes tic 
bond financíng in our modelo 
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Equilibrium Conditions 

In the_ short_ run, PI is fixed and domestic output Yl is demand 

determined: 

(lO) YI 

In the long run, the price of domestic output P2 adjusts to equate 

aggregate demand for domestic output to the full-employrnent supply Y2: 

* (11) Y2 = cd2 + gd2 + cd2 

Asterisks denote foreign demands. 

The specification of credit market equilibrium differs 

depending on the assumption regarding private-sector access to the world 

financial market. In the case of perfect private access, the domestic 

interest rate is assumed to equal the world rate: 

(12a) i = i*. 

When private-sector access is restricted, on the other hand, the 

domestic interest rate equates the supply and demand for credit within 

the internal market. That is: 

(12b) BS 

Finally, the definition of the current account equals: 

(13) CA 
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3. Fiscal Policy and the Current Account: 

"The No Capital Controls a Case 

Regarding the effects of fiscal policy on the current account, 

the usual indeterminacies arise due to elasticities conditions of the 

Marshall-Lerner variety. In order to determine what new insights can be 

obtained from an intertemporal optimizing model, we assume a log-linear 

utility function in (1). That way, all commodity demands have unitary 

own-price elasticities and zero cross-price elasticities. 

With the log-linear utility specification, the equilibrium 

conditions in (10), ( 11) and (12a) can be used with (9) to o btain a 

reduced-form equation for wealth in the case of perfect private access 

to the world financial market: l! 

(14) W * * 1 
l-el [elW - gfl - 1+i* gf2] 

The expression for the current account obtained by substituting the 

demand functions (4) into the definition in (13) equals: 

1/ 

(15) CA 

This equation is obtained by multiplying equations (10) and (11) by the 
present-value prices of output in the respective periods. The resulting 
equations are then added together using (12a) and equated to the 
express ion for W in (9). Finally, solving for W yields (14). 
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Using (15) and the reduced form equation for W, the effects of various 

fiscal actions_ on private wealth and the current account can now be 

obtain~d for the perfect priva te access case. 

To examine the effects of fiscal policy on the current account, 

Substituting the express ion for wealth in (14) into the current account 

equation (15) yields: 

From the above expression, it is clear that: 

l. The method of financing the fiscal deficit has no effect on the 

curreat account in the case where the private sector and the 

government have equal access to international financial 

markets. 

2. Changes in government spending only affect the current account 

to the extent that they involve changes in government spending 

on foreign (rather than domestic) goods. 1/ 

3. While a temporary increase in the foreign component of govern-

ment spending (gfl) worsens the current account by a less than 

proportional amount, an expected future increase (gf2) improves 

the current account by a less than proportional amount. 

The first point needs no explanation. The lump-sum nature of 

taxes and the absence of other distributional effects guarantee the 

1/ Note that this 'conclusion depends on the assumption that government 
consumption does not enter the private-sector utility function in (1). 
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existence of Ricardian equiva1ence between taxes and domestic and 

foreign borrow;ng by_ the government when the private sector and the 

government have equa1 access to internationa1 financia1 markets. 

Regarding the second point, it is wel1 known that a ba1anced 

budget increase in government spending has a mu1tip1ier effect of unity 

in a simple Keynesian mode1 with fixed interest rates. (In mode1s with 

Ricardian equiva1ence, furthermore, bond-financed increases in 

government spending a1so have a unitary mu1tip1ier.) It is c1ear from 

the definition of private wealth in (9) that an increase in government 

spending which causes an equal increase in domestic output leaves wealth 

unchanged. Thus there is no effect on private demand for foreign ( or 

domestic) goods and the current account remains unchanged. (Van 

Wijnbergen (1984) also obtains this result.) 

Although it is not self-evident without solving the model, 

increases in future government spending on domes tic goods also leave 

wealth unchanged. This is because the increase in P2 needed to equate 

the supply and demand for goods in the second period just offsets the 

direct effect on wealth of the change in gd2 itself. 

Regarding the third point, an increase in the current foreign 

component of government spending leads to a reduction of current 

relative to future net disposable income, as the private sector takes 

into account the higher current tax obligations. This leads to 

dissaving (a current account deficit) by the private sector this period 

as people try to smooth out consumption over time. Analogously, the 

expectation of future higher taxes coming from an expected increase in 

the future foreign component of government spending, reduces future net 
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disposable income relative to the current one. Individuals then save 

today (current _account surplus) to smooth out consumption over time. 

4. Fiscal Policy and the Current Account: The "Capital Controls" Case 

In the presence of capital controls on private transactions. 

the domestic interest rate is no longer given by that of the rest of the 

world. Rather. it is determined in the domestic credit market (I2b). 

The effect of fiscal policy on the current account balance can be 

obtained directly from the balance of payments accounting identity. 

without having to solve explicitly for the other variables of the 

modelo By identi ty. the current account balance equals pri vate net 

savings minus the budget deficit. In the presence of capital controls. 

private net savings equal B and the budget deficit equals (B + B*). The 

identity can then be written as follows: 

* B - [B + B ] * -B 

Equation (17) has some striking implications which. by the way. do not 

depend on the particular shape of the utility function employed in the 

paper It says that the current account balance will move over time 

only to the extent that there are changes in the external borrowing by 

the government. The level of the fiscal deficit per se is irrelevante 

Surprisingly. shifts in the composition of government spending between 

domes tic and foreign goods and whether government spending shifts are 

believed to be transitory or permanent are al so irrelevant for 

determining fiscal policy's impact on the current account. 
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In sum, the ínabilíty of the private sector to borrow/lend 

freely in the world c?pital market reduces the dimensíons of the problem 

to a single one: the extent of foreign borrowíng. 

Intuitively, it is convenient to recall that the current 

account balance equals the sum of private net saving and public net 

saving. When there is a budget deficit, publíc net saving drops by an 

equal amount. In turn, private net saving will only change to the 

extent that the pri vate sector accumulates assets. In this economy, 

without money or private foreign lending/borrowing, the only asset that 

the private sector can hold is government bonds. In turn, the creation 

of this asset is fundamentally linked to the financíng of the government 

deficít. 

If the government deficit is fully financed by borrowing 

internally, prívate net saving goes up by exactly the same amount as the 

drop in public net saving; thus the current account balance is not 

affected. The current account will only be affected to the extent that 

the budget deficit is financed by borrowing abroad. If so, while public 

net saving goes down, private net saving ís unchanged, since the amount 

of domestic government bonds in the economy ís unchanged. In thís case, 

there is a 'one for one' current account deficit coming from the budget 

defícít. 

5. Conclusíons 

This paper has compared the dífferential effects of fiscal 

policy on the current account with and with controls on prívate capital 

flows. From our simple model, the followíng conclusíons emerged: 
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l. While the breakdown of government spending between domestic and 

foreign goods has important consequences for the current acount in the 

perfect private capital mobility case, it has no effect on the current 

account (but certainly affects other macroeconomic variables) in the 

presence of priva te capital controls. 

2. While the breakdown between domestic and foreign financing of 

government spending is irrelevant in the absence of capital controls, it 

is crucial for determining the effect of fiscal policy on the current 

account when capital controls are imposed. 

3. While temporary and permanent fiscal policy changes have widely 

different effects on the current account in absence of capital controls, 

these differences disappear when private capital flows are restricted. 

In spite of the admittedly simple structure of our model, it 

may shed some light on the effects of reducing restrictions on private 

capital flows. Our results suggest that as a country reduces capital 

controls, government fínancing considerations become less important and 

the level and composition of government spending become more important 

for assessing the effects of fiscal policy on the current account. 

Although our model should be extended to incorporate 

investment, monetary considerations and a les s restrictive utility 

function, it is our belief that this will not alter the flavor of our 

more general conclusions regarding the role of government external 

financing and expenditure decisions under varying degrees of financial 

openness. 
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