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Abstract

This paper analyzes the impact of the government debt-to-GDP ratio on the correlation of the fiscal

balance and the current account. Above a government debt-to-GDP ratio of 90 percent the correlation of

the two balances decreases by 0.16 in a sample of 12 euro area countries and by 0.17 for Greece, Ireland,

Portugal and Spain. This paper develops a small open economy model with defaultable government debt

and riskless international capital markets to explain the empirical evidence of a state-dependent change

in the correlation. In the model high public debt-to-GDP ratios raise sovereign risk premia as the default

probability increases, leading to higher uncertainty about future taxes. In this case precautionary savings

of households increase and partially compensate current account deficits that result from fiscal deficits.

The increase in households’ saving reduces the correlation of the two balances by the same magnitude as

documented in the data. The model calibrated to Greece matches further business cycle moments and the

empirical default frequency.
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