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Habits, costly investment, and current account dynamics
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Abstract

We analyze the current account dynamics for a small country model wittr habit-forming
consumers and costly investment. The model has sevcral empirical and policy implications.
(i) It is consistent with stylizcd facts regarding the effecrc of poductivity shocls and
increases in fiscal spending and regarding the savings-investment co-movement. (ii) The
long-run effect of a temporary shock on net foreign asscts is often opposite to that of a
pcrmanent shock (iii) Under strong habit persistence, thc welfare dynamics are sluggish, so
that a hneficial tax-financed fiscal policy may have a harmful hangover effect on welfarc.
@ 199E Elsevier Science By. All rights rcserved.

Keywords: Habit; Currcnt account; Investment; Savinp; Temporary shock

JEL classification: F32; F4l;F'21

l. Introducdon

Being stimulated by recent developments in current account experience, many
empirical studies have been conducted to report important stylized facts. They
include the following: (i) adverse productivity shocks improve the current account
(e.9., Glick and Rogoff, 1995; Elliot and Fatds, 1996); (ii) savings and investment
display a positive correlation in the short- and long-run (e.9., Feldstein and
Horioka, 1980; Tesar, 1991); and (iii) temporary increases in fiscal spending
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The following comment is for the published treatise appeared on the preceding page.

A Gurrent Account Model

鼎柵洲鵬:3:nand
の 動 滋S″Jセ

(lnstitute of Social and Economic Research)

How the cunent account of the external balance of payments is deter-
mined is still one of the hoftest issues in international macroeconomics.
We wrote the paper (lkeda and Gombi (1999)) to explain theoreticalty the
actual behavior of the current account by constructing a tractable math-
ematical model, and to derive policy implications. In what follows, we shall
explore roughly the contribution of the paper to readers who may not be
economics majors.

1. Problem: Three stylized lacts
11 Tith recent developments in current account experience. eco-
VV nomic researchers have found many empirical properties in

actual current account behavior. They reported important stylized
facts including Facts I through 3 below:
O Fact I : A permanent adverse productivity shock leads to an improve-

ment in the current account (e.g., Glick and Rogoff (1995)),

OFact2: Savings and investment display a positive correlation in
the short- and long-run (e.g., Coakley, Kulasi, and Smith ( 1996)),r

OFact 3: Temporary increases in fiscal spending deteriorate the
current account whereas permanent ones have at most weaker
detrimental effects on it (e.g., Obstfeld and Rogoff(1995))1.
To explain these findings, much attention in theoretical litera-

ture has been paid to the intertemporal aspects of savings, invest-
ment, and the current account (see, e.9., Obstfeld and Rogoff
(1995)). However, there are still non-negligible gaps between the
empirical findings and the theory. Our main interests in this arti-

cle are to construct a model which can explore these facts consis-
tently and to derive policy implications from it.

2. Gontilbution
In the paper, we analyze the currentaccountdynamics fora small

country model characterized by habit-formingconsumers and cost-
ly investment.'As main contributions, the model is shown to have
the following empirical and policy implications:

O (C I ) The cunent account dynamics obtained are consistent with
Facts I through 3.

a(C2) The long-run effect of a temporary shock on net foreign
assets is often opposite to that of a permanent shock.
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O(C3) When consumption habits are very persistent, the welfare
dynamics are sluggish, so that a beneficial tax-financed fiscal
policy may have a harmful hangover effect on future welfare.
Regarding (C2), it can easily be conjectured that the effect ofa

permanent shock is often stronger than that of a temporary shock
since in many cases a perrnanent shock can be regarded as the lim-
iting case of a temporary shock with persistency of the shock
approaching infinity. In this sense the effect ofthe two shocks are
usually quantitatively different. In contrast, (C2) suggests that the
current account effects ofthe temporary and permanent shocks can
take different signs,i.e.,be qualitatively different. When using some
economic policy inshuments such as fiscal policy to afFect the cur-
rent account, therefore, it is critically important to announce clear-
ly whether it is permanent or temporary.

(C3) could be understood easily by noting a propensity by habir
ual consumers: they tend to give priority to short range needs.

3. Modeling the current account
The current account ofone country's extemal balance ofpay-

ments equals national savings net of national investment. Both of
savings and investment are determined from intertemporal eco-
nomic consideration. Consumers save for fufure consumption.
With a given wealth stock, they decide how much to save jointly

with how much to consurne now to maximize their lifetime utili-
ties. Investment is present payments for fuhrre production. Present
production and investment are determined to maximize the dis-

counted sum of the profit cash flow. In sum, to model the current
account determination is to model two dynamic optimization prob-

lems: one is a consumption/saving choice problem for consumers
and the other a production/investment choice problem for firms.

To get realistic behavior ofthe current account, we incorporate
two kinds of adjustment costs into the choice problems: con-

sumption habits, a kind of subjective adjustment costs of con-

sumption, and adjustment costs ofcapital. Empirically, these costs

are fairly consistent with macroeconomic data. Particularly, many
studies support habits as a statistically significant factor to explain
consumers' behavior. Theoretically, incorporating habit formation
and costly investnent enable us to describe plausible transition dynam-
ics ofthe current account.a

Habits are defined as the discounted sum ofpast consumptions.s
An increase in habits enhances preferences for future consump-
tion. Incorporating the consumption habits allows us to describe
the long-run effect of temporary shocks. When some adverse
income shock temporarily occurs, a transitional decrease in con-
sumption habits lowers the long-run consumption propensity even
after the shock disappears. As a key result, temporary adverse

each other. Fact 2, i.e., positive conelations between savings and investment, is called the Feldstein-Horioka puzzle

il it is significant, it is usually smaller in magnitude that the etfect of a temporary increase in fiscal spending.

used for simplicity in modeling open economies.
a|nacontinuoustimemode|, inVestmentisdefinedastherateo|anin

since investors can change capital stocks discretely at the moment.
s See Ryder and Heal (1 973) for the modeling of habit formalion,



shocks, such as temporary deteriorations in productivity and tem-
porary tax increases, definitely deteriorate the long-run position of

net foreign assets, although the same is not true in the case of per-

manent adverse shocks. This property is used to explain Fact 3 and
to derive policy implication (C3). Facts I and 2 can also be accom-
modated by choosing appropriately the relative magnitudes of the
adjustment costs.

4. Framework
Our model, mathematically expressed in the article, can be sum-

maized as follows:
l. This is a small country populated with infinitely-lived, identi-

cal agents. There is a composite traded good that can be used
for consumption and investment.

2. The economy consists offour kinds of agents: consumers, firms,
the govemments, and foreign countries.
(a) Consumers determine the time profiles of consumption and

savings to maximize their utility. Consumption is habit-
forming.

(b) Firms choose production and investment flows to maximize
the present value of the profit flows. Capital adjustment
needs costs.

(c) The government follows the balanced budget principle. It
spends exactly the same amount as it gets through lump-
sum and capital taxes.

(d) The countries can trade assets with foreign counffies at the

world interest rate.

5. Analysis
From the mathematical model, we can depict the determination

ofnet foreign asset holding and other variables as in Figure I , where

b represents net foreign assets; t capital stoc( c consumption; z
consumption habits defined as the weighted sum of past con-

sumptions; and a dot denotes increments in the variable during a
period.6 The long-mn steady state is determined at points E , K, and

C. Economic policies or shocks will shift the schedules depicted

in the figure and affect the steady-state points. Transition dynam-

ics follow the phase diagrams given in the (k, b) and (2, c) planes.

Using the figure, we can depict the effects of various shocks.

Irstead ofdemonsfiating the detailed discussions, we sketch rough-

ly our analytical results in Table l.

We can see the following properties in the table:

l. Consistently with Fact l, adverse productivity shocks likely
improve the current account.

2. The effect of adverse productivity shocks are similar to that of

capital tax increases.
3. As mentioned as Fact 2, savings and investrnent are likely to be

positively correlated to each other.
The long-run effect of a permanent increase in fiscal spending

on wealth and net foreign assets depends on how shong intertem-
poral complementarities are induced by habits. When future con-
sumption is tightly tied to present habits, the initial consumption
reduction is not so large as the lump-sum tax increases to finance
fiscal spending, which reduces savings and hence the long-run net
foreign assets. In contrast, consumption habits are not so strong,

consumption may initially decrease so much as to increase sav-
ings and the long-run wealth.

However, when the increase in fiscal spending is temporary, it

alwaysreduces long-run net foreign assets. The temporary increase
in lump-sum tax reduces permanent income and hence consump-
tion initially. The resulting lower consumption habits reduce the
long-run consumption even after lump-sum tax retums to the ini-
tial level. It follows that the net foreign asset holding required for

the long-run consumption must decrease. As a result, temporary
increases in fiscal spending definitely deteriorate the cunent account

in the long run, as reported as Fact 3. This result comes from the
property of the model that the short-run consumption experiences
are memorized in consumers' preferences in the form ofhabits and

affect the long-run asset positions.

6. Welfare implication
From the model, it is shown that when consumption habits are

very persistent, short-run responses in economic welfare are always

smaller than its long-run responses. This short-run sluggishness of

savings
(s)

investment(o curTent account
(s-o

adverse productivity shock +

capitaltax ＋
一

fiscal spending t+l 0 (+)

Table 1: The typical effecls of permanent shocks



t=0

D=0

Fig. 1. The equilibrium dynamics.

welfare is caused by a habitual propensity by consumers to give
priority to short range needs. As a result, even ifa sound fiscal pol-

icy is conducted, such that the initial welfare level is enhanced, it
may be accompanied by "hangover" effects on future welfare, i.e.,
delayed negative effects on future welfare.

6 In Figure '1, "adjacent" and "distant complementarities" are also economics jargon.
Houghly speaking, in the case of adjacent (distant) complementarities, an increase in
habits enhances propensity to consume so much (not so much). Cigarette consumption
is a typical example of adjacent complemenlarities The figure shows that the dynamics
ditler in the two cases.
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