
Summary Ch 2 An Open Endowment Economy

Simple enough to be solved analytically. 
Households receive an exogenous stochastic endowment (perishable) each period.
HH access an internationally traded bond (to smooth consumption)

Consumption smoothing leads to Eq. Movements in trade balance (current account).
Thus the name of this framework: Intertemporal Approach to Current Account.

Model

Household: 

Intertemporal Resource Constraint

Write the BC for period t+j, divide by (1+r)^j and take expected values conditional to t:

',

If the economy is a net debtor (d_{t-1} > 0) then at least once it must be that tb_{t+j} > 0 
=> An economy cannot run perpetual deficits

Two Simplifying Assumptions (to find a closed-form solution)

(1) subjective discount rate = market rate

(2) Quadratic utility

Closed form equilibrium solution:
In equilibrium consumption is equal to permanent income minus interest on existing debt.

Closed form solution for trade balance:

External debt: the economy borrows to cover deviations of current from permanent income.

Current account eq: Fundamental balance of payments identity: CA =  change in NFA

Summary: 

The Income Process: for the model to yield a countercyclical CA, we need a countercyclical 

Which will depend on the particular process followed by y_t.

Three processes are analyzed:



Then, the model predicts that the trade balance (tb) is procyclical. Which is counterfactual. 

Here the peak of the output occurs several periods 
after the shock.

The current level of income may rise less than 
permanent income

Then, TB, and CA will deteriorate on impact.

We need to ensure stationarity of the process and that future income will be higher than current. 
This is achieved by choosing the parameters in the red area of this plot:

There are plausible conditions for the model 
to depict a countercyclical adjustment of the 
CA

Then, we do not need non-stationarity in 
income have such adjustment. 

Non-Stationary Income Process:

In that case the permanent income increases more than the current one if    > 0.
Then we would obtain the countercyclical adjustment.

Testing the Intertemporal Approach to the Current Account

Hall (1978) initiates a literature testing the random walk hypothesis for consumption implied by the PIH
(PIH: permanent income hypothesis).

Camber (1987) test predictions of PIH for savings.
Nason and Rogers (2006) test the predictions for the Current Account. 
(In this model savings and CA are equal since there is no investment)

Testable restriction: is the CA equal to the negative of the PV of income?
Both variables are observed and r can be calibrated from the literature.

Nason and Rogers (2006) carry out this test based on a VAR(4) for Canada (1963Q1-1997Q4). They 
assume a r = 0.037 per year. After computing the associated Wald statistic they find that the null 
hypothesis is rejected.  (The data does not support the Intertemporal approach to the CA).

Conclusions

The Intertemporal Approach to the CA is not good for explaining the CA, TB. Cannot explain 
countercyclical patterns, or yields predictions about the PV of income that don’t hold.

 For AR(1) income processes the model predicts a procyclical CA and TB

For AR(2) income processes (or non stationary) the CA and TB can be countercyclical. But the model 
yields predictions about the relationship between the CA and the PV of  future income (that the CA is 
equal to minus expected future income changes) that are poorly supported by the data.

Then, we need to include richer sources of dynamics and mechanisms of propagation.



Capital is introduced as endowment model fails to explain a countercyclical trade balance        and because we want to endogenize the output (and cycles)

Summary Ch 3 An Open Economy with Capital

New Euler equation:           Return on Debt = Return on Physical Capital

We will use Intertemporal BC approach to characterize consumption:

New Ct dynamics with intertemporal BC now accounts for adjustment costs on the RHS
(as before) Consumption = Permanent Income = investment income (debt) + Non Financial Permanent Income

Simplifying assumptions: Perfect foresight, no depreciation, (With no uncertainty and such r, we end up with a constant consumption path, Ct = C for all t)

w/ AR(1) income: given persistent productivity shocks the MPK is expected to be high in the future

What is new that allows Tbt to fall? -> Yt is expected to increase in the future -> agents invest more

combine FOC to get dynamics of K stock in terms of prices, quantities:


