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Quick Background

National Saving 
= Current account 
= (Private Saving – Investment) 
+ (Tax Revenue – Government Purchases)

Saving = Income – Consumption



Quick Background

• Standard theory predicts smooth 
consumption, proportional to permanent 
income.

• Current account should be a consumption 
smoothing device.



Motivation of the problem

• While some current accounts (e.g., the 
UK’s) look like consumption smoothing 
devices, this is not the case with the US 
(or Japan)
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Rule out the twin deficits 
hypothesis

• Corsetti and Muller (2006)
• Bussiere et al. (2005)
• Gruber and Kamin (2005)
• Bems et al. (2008)
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This leaves only saving and 
investment
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Role of saving





The problem

• How to get Americans to be endogenously 
impatient and the ROW (or Japanese) to 
be endogenously patient so that trending 
current account to GDP ratios are the 
outcome of optimal consumption/saving 
decisions.



The model

• Two countries, one good.
• Production with labor and capital.
• Single non state-contingent reval bond in 

zero net supply.
• Wasteful government spending.
• EDF (endogenous subjective discount 

factors)



Household’s EDF Preferences



In equilibrium



The EDF
• High (low) societal consumption makes you impatient 

(patient).
• Societal consumption is external to the household.
• EDF’s assumed by Obstfeld (1982), Mendoza (1991), 

Schmidt-Grohe and Uribe (2003), Kim and Kose (2003), 
Choi et al. (2008)

• Similar to Uzawa (1978) utility.
• Households look like “buffer-stock” savers in the sense 

of Carroll (1997)
• Consistent with micro-data empirical studies of Juster et 

al. (2005) and Berben et al. (2008) where an increase in 
wealth reduces saving.



The EDF
• Ernst Fehr and Klaus M. Schmidt, A Theory of 

Fairness, Competition, and Cooperation, QJE, 
1999, 114, pp 817-868.
– Some fraction of people care about fairness. Inequity 

aversion, to explain why firms may not cut wages in a 
downturn, why when theory predicts pure self interest 
people actually cooperate in experiments.

– Fairness means self-centered inequity aversion. 
• People don’t care about inequity among other people, only 

for themselves.
• People are willing to give up something in order to have a 

more equitable outcome. 



The EDF
• How do individuals judge fairness?

– Compare to a neutral reference outcome which itself 
is the product of a social comparison process. 

• Relative payoffs affect people’s utility and behavior. 
• Comparison income has a large and significantly negative 

impact on job satisfaction (public salaries at state 
universities).

• How does this relate to EDF?
– Steady state is reference outcome. Observe that 

societal consumption exceeds steady state. You feel 
that you are left behind. Become impatient and 
spend.



Other stories about saving

• Demographic changes
• Capital market imperfections create motive 

for precautionary savings



Firms



Government



External  Balances



(Long-run) Parameter assignments, 
very conventional



(Short-run) Parameter assignments 
are estimated values



Properties of the model



(+) US technology shock
1. In the US:
• (+) GDP, MPK, I, r, C, MPL, and L
• EDF C response bigger than FDF response. 

This attenuates the increase in L.
2. In ROW
• (+) C via borrowing. Higher C, lower L, lower 

MPK, lower I
3. EDF attenuates current account surplus

– Large values of ψ can make CA decline on impact.
– US impatience increases and lending declines. CA 

goes into deficit
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Government spending shocks

• Transient G shock crowds out US 
consumption (standard result). (-)C, 
(+)L,(+)MPK,(+) I, (+) r.

• ROW: invests in bond, not ROW capital.  
(+) r, (-) C, (+) L

• US current account improves
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Explaining the time paths of current 
account data

• Feed data on technology shocks and 
government spending into model. Examine 
implied current account.

• First,…the US.
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Compare to habit
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Japan
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UK
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Possible ways to balance the US 
current account in five years

• Take the history through 2005 as given. 
Shut down future innovations to 3 of the 4  
state variables. Fiddle with the 4th state 
variable to achieve zero current account 
by 2010.

• Does not necessarily achieve a smooth 
landing at zero.



Possible ways to balance the US 
current account in five years

• US productivity grows at 7.08 percent per 
year.

• ROW productivity grows by 2.7 percent 
per year.

• US government spending declines by 22 
percent per year.

• ROW government spending grows by 26 
percent per year



The End

Thank you,…
Thank you very much.


