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Permanent tanff reductions are shown to result in a deterioration of the current account, even under intertemporal optimising
by consumers. This is due to the assumption of short-run fixity and long-run mobility of capital.

1. Introduction

The relationship between trade policy and the current account has recently been discussed, not
only in the context of the U.S. trade deficit, but in the context of the liberalisation programs of the
1970’s in Argentina, Chile and Uruguay. While these programs involved many policies a crucial part
of all of them was a move towards free trade. The fact that all three countries eventually experienced
a large increase in their external indebtedness leads one to suspect that tariff liberalisation may have
had current account effects in these countries. The question is how this may be explained within a
simple trade theoretic framework. !

Razin and Svensson (1983) find, in a multi-sector, multi-period framework, that both temporary
and anticipated changes in trade policy (which involve changes in intertemporal relative prices) have
more predictable effects on the current account than permanent changes; why should a permanent
change in tariffs influence net savings one way or the other? The present note argues that when
capital is sticky in the short run but mobile in the long run, income will increase by more in the long
run than in the short run when a tariff is permanently reduced; thus a permanent tariff reduction
leads to a current account deficit. 2

2. The model

We are considering a small open economy facing given world prices and a given world interest
rate r. There are two goods, H and F, produced in each of two periods according to the equations

H=H(KH’ LH)’ F=F(KF’ LF)’ (1)

* 1 am grateful to Susan Collins, Richard Cooper, Barry Eichengreen, Kala Krishna, Kiminori Matsuyama and Jeffrey Sachs
for encouragement and advice. The usual disclaimer applies.

There is an extensive literature on the effects of economic liberalisation in the Southern Cone. See for example Corbo, de
Melo and Tybout (1986).

O’Rourke (1987) extends the analysis to consider permanent quota reductions. The results of this note have been
independently derived by Gavin (1988) within a continuous time framework; Gavin also considers import and export
subsidies, export taxes, and the possibility of hysteresis.
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where

Hyg, H >0, Hyg, H ; <0, Hg, >0, HKKHLL_(HKL)ZZ(), i=1,2 ()

(with similar conditions applying to the function F).

(Throughout the note primes will be used to refer to second-period variables; thus H' refers to
second-period production of good H.) Good H is the numeraire good, and the country’s export
good. The world price of good F, the country’s import good, is equal to p in both periods. A specific

tariff s is levied on imports in both periods. We will be interested in the economy’s initial response to
changing ¢. The Government redistributes tariff revenues to consumers in a lump sum fashion.
Consumers choose first period consumption (Cy, C;) and second period consumption (Cy’, C/)

to maximise their intertemporal utility function

(a1 aN Tl N [ ral—a\lmb SN N AN
(CuCr ®) /A=b)+(Cylp ) /(1—-b)1+d), 3)
where 4 is the consumer’s rate of time discount, subject to the intertemporal budget constraint
[Cut (p+0)C) +[Ch+ (p+1)CE)/(1+7)

=[H+(p+t)F+tM]+[H' +(p+1)F' +tM’} /(1 +r). (4)

M and M’ are first and second-period imports, respectively. It is of course the case that

A= —F M =/ - F’ (5)

iva “F i, ivi “F i . \J)
The net current account surplus in the first period is defined as

B=H—Cy+p(F—Cg). (6)

The current account in this model is derived from the optimal savings decisions of consumers. It is
a standard result that the effect on the current account of changing tariffs (when » = d) is given by

e _‘_:‘_) (7)
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dy dH _pdF  dY' dH' _ pdF’
ds dr T dr dr _ dr ' 4

driotinn adincts ta the narmanant chanaa in tari ffc
AL LAV (l\.lJuDl.D LAV NSS4 P\.«llllml\.«lll Vlla—llb\l AL LCALI1AO.

We assume that prior to the change in government policy, production was efficient in the sense
that wages and rents were equalised between sectors. Thus at the start of period 1

HL(KH’ LH)=(p+t)FL(KF’ LF)’ (9)

Hy(Ky, Ly)=(p+1t)F(Kp, Lp). (10)
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We assume that in the first period capital is fixed where it was, but that when the tariff is changed
labour will move between sectors so as to eliminate any incipient wage differential. Taking the total
derivative of (9), and remembering that d L, = —d L, we obtain the following expression relating
the labour employed in the first sector in the first period to the tariff on good 2:

dL,/dt=F, /(Hy, +(p+1t)F,,). (11)

By the start of the second period, capital has had time to move between sectors. To relate changes
in capital and labour employed in the first sector in the second period to changes in ¢, it is necessary
to totally differentiate (9) and (10), again remembering that dL,; = —~d L} and dK;, = —d Ky, and
to solve the two resulting simultaneous equations in d L}, and d Kj;. After simple manipulation we
obtain

dKj _1 Hy +(p+1t)F, —(Hg+(p+)Fep)| | Fy dt ’ (12)
diy| D|—(Hx +(p+1)Fq)  Hix+(p+1)Fxx | |F dt
where
D= (Hyx+ (p+ 1) Fx)(Hyp + (p+ O F,,) = (Hep + (p+ 1) Fer)’
and D > 0 from (2).
It is now easy to calculate dY/d¢ and dY’/d¢. The former is given by
dY/dt=(H,—pF,)dL,/dt,
and since H, =w, F, =w/(p + t) (from profit maximisation), we obtain
dY/dt=1tw (dLy/dt)/(p+1t). (13)
Similarly,
dY'/dt=mw (dLy/dt)/(p+1t)+r (dKy/de)/(p+1). (14)
Thus,
dB/dt=tw(dLy/dt—dLy/dt)/(p+1t)—tr (AdK5/dt)/(p+1). (15)

From egs. (12) and (2) dKj,/d¢ < 0. To sign d B/d¢ unambiguously we need only determine the sign
of (dLy/dt— dL},/dt). From egs. (11) and (12) we obtain, after some manipulation,

dLy/dt—dLy/dt= [FK(HLL+ (p+1)F ) — (Hyee+ (p+ t)FKK)Z]

X(Hgp+(p+1t)Fy)/D(H +(p+1t)F,),

which from eq. (2) is positive. Thus we have proved that d B/d¢ is unambiguously positive; a
permanent decrease in tariffs always worsens the current account. Q.E.D.
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