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SAVING AND INVESTMENT IN AN OPEN ECONOMY WITH
NON-TRADED GOODS*

By CHARLES ENGEL AND KENNETH KLETZER

We examine a model of a small open economy in which there is free
international mobility of financial capital, investment in capital goods and a
non-traded good. Such an environment is rich enough to explain several
phenomena that are inexplicable in other models. We explain why a high
saving country may nonetheless borrow from abroad to finance investment.
We suggest an explanation of why saving and investment may be correlated
even with no restrictions on trade in assets. We also provide an optimizing
model of stages in the balance of payments.

1. INTRODUCTION

Two important but often neglected features of almost all open economies are that
they trade investment goods and there are some goods which are non-traded. We
explore such an economy in a dynamic model with perfect international mobility of
financial capital. In this context we can explain some phenomena that are
inexplicable in more barren models.

First, we consider the question: if a country postpones consumption to reach
higher future levels of welfare, is it ever optimal for this country to borrow from
abroad to expand domestic investment? We find that this may indeed be the case.
If planners discount the future by less, then it can be optimal for foreign borrowing
to increase in our model. This contradicts the usual presumption, demonstrated in
models with simpler structures, that only more impatient countries borrow from
abroad (see, for example, Buiter 1981, and Frenkel and Razin 1986). In our model,
whether an increase in desired long run per capita consumption leads to current
external borrowing or lending depends upon the relative factor intensities of the
non-tradeable and tradeable sectors.!

The presence of investment goods and non-traded consumables are essential to
obtaining this result. Under perfect international mobility of both financial and
physical capital, investment and consumption dynamics are related because current
domestic demand for the non-tradeable must equal its output, which in turn
depends upon the capital stock. We adopt standard Heckscher-Ohlin production
assumptions in a small open economy, so that the relative price of consumables
(real exchange rate) and the effective rate of interest are constant. This emphasizes
that the link between optimal capital accumulation and foreign borrowing arises

* Manuscript received June 1987; revised May 1988.
! Our results may help to explain the observation made by Sachs (1981) that many developing
countries appear to borrow to finance domestic investment.
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