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Should we be worried about a
public deficit, a current account
deficit or low long-term capital
inflows?

We often worry about countries with large budget deficits (currently the United States,
France, Italy and Japan, for example). But if a country has a large budget deficit and a
current account surplus (e.g. Italy and Japan), it covers the public deficit with domestic
savings, and its situation is much less worrying.

If the country has a budget deficit and a current account deficit, but receives large inflows
of long-term capital, its budgetary situation is not very worrying, since it covers the budget
deficit with domestic savings and imported long-term savings (this is the case in the
United States, for example).

The most worrying case is that of a country with a public deficit, a current account deficit
and low long-term capital inflows, since it depends on short-term capital inflows to
finance its public deficit and does not cover its public deficit with domestic savings or
long-term savings borrowed from the Rest of the World.
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The situation of a country with a large public deficit but also a current account surplus
is not very worrying.

There is often concern about the situation of countries that have chronically large budget deficits, but which also have a high
rate of public surplus. This is the case, for example, in the United States, France, Italy and Japan (Charts 1/2).
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But, in reality, the situation of countries that have a budget deficit but also a current account surplus (such as Japan and Italy,
Chart 3) is not very worrying.
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These countries cover their public deficit with their domestic savings and do not have to borrow from the Rest of the World to
finance their public deficit.
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Countries with a budget deficit and a current account deficit but which have long-term
capital inflows that cover the current account deficit are not in a very worrying
situation either.

If a country has a large budget deficit and a current account deficit but benefits from long-term capital inflows that cover its current
account deficit, it is not in a very worrying situation either. Indeed, this country has the capacity to offset the current account deficit
with long-term capital inflows, which means that it has no difficulty covering its public deficit with domestic savings and long-
term savings borrowed from the Rest of the World. Chart 4 shows that this is currently the case in the United States.

Chart4
United States: Current account balance, direct and
portfolio investment inflows* (as % of nominal GDP)
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(*) Direct and portfolio investment inflows are capital inflows leading to an increase in liabilities
(in this case for the United States) and therefore have a positive sign.

The most dangerous case: countries with a budget deficit, a current account deficit
and no long-term capital inflows

If a country has a public deficit, a current account deficit and low long-term capital inflows, it must finance part of its public deficit
with short-term capital inflows, which renders the financing of the public deficit precarious and exposes the country to the risk of
a public debt crisis. This is the case in France, for example (Chart 5).

Chart5
France: Current account balance, net direct and
portfolio investments (as % of nominal GDP)
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Summary: As long as domestic savings or long-term savings borrowed from the Rest of
the World cover the budget deficit, the risk of a public finance crisis is low.

If the public deficit is covered either by domestic savings (the country has a current account surplus) or by long-term savings borrowed
from the Rest of the World (the country has long-term capital inflows that cover its current account deficit), the risk of a public debt
crisis, and of an induced sharp rise in long-term interest rates, is low. The dangerous situation is therefore that of countries with a
large budget deficit, a current account deficit and low capital inflows (e.g. France), since they use short-term capital inflows to finance
part of their public deficit. The risk is therefore that France's long-term interest rate spread vis-a-vis Germany will eventually exceed
the level of Italy's spread (Chart 6).
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Disclaimer

Ossiam, a subsidiary of Natixis Investment Managers, is a French asset manager authorized by the Autorité des Marchés Financiers (Agreement No. GP-
10000016). Although information contained herein is from sources believed to be reliable, Ossiam makes no representation or warranty regarding the accuracy
of any information of which it is not the source. The information presented in this document is based on market data at a given moment and may change from
time to time. This material has been prepared solely for informational purposes only and it is not intended to be and should not be considered as an offer, or a
solicitation of an offer, or an invitation or a personal recommendation to buy or sell participating shares in any Ossiam Fund, or any security or financial instrument,
or to participate in any investment strategy, directly or indirectly. It is intended for use only by those recipients to whom it is made directly available by Ossiam.
Ossiam will not treat recipients of this material as its clients by virtue of their receiving this material. All performance information set forth herein is based on
historical data and, in some cases, hypothetical data, and may reflect certain assumptions with respect to fees, expenses, taxes, capital charges, allocations and
other factors that affect the computation of the returns. Past performance does not predict future returns. Any opinions expressed herein are statements of our
judgment on this date and are subject to change without notice. Ossiam assume no fiduciary responsibility or liability for any consequences, financial or otherwise,
arising from, an investment in any security or financial instrument described herein or in any other security, or from the implementation of any investment strategy.
This information contained herein is not intended for distribution to, or use by, any person or entity in any country or jurisdiction where to do so would be contrary
to law or regulation or which would subject Ossiam to any registration requirements in these jurisdictions. This material may not be distributed, published, or
reproduced, in whole or in part.



