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Is Capital Account First Strategy Harmful
for a General Unemployment Economy?

Deng-shing Huang*

This paper challenges the argument of the ‘current account first’ strategy under a genéi'al
unemployment economy. Based on the second best theory, the strategy is often justified by
saying that removing capital controls in the presence of tariff will enlarge the welfare cost
of tariff protection. We show that this may not be true if there is a general unemployment
in the labor market. In case that liberalizing capital leads to capital outflows, welfare would
be worse off via the capital liberalization. However, if capital inflows is the case then welfare
may be better off when tariff level is not too high.
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I. Introduction

Since 1970s while liberalization policies are widely adopted in most
developing countries, e.g. Argentina, Chile and others in Latin America!,
liberalization order of the current account and the capital account has become
a very popular issue in the trade literature.

Based on the second best theory, economists generally agree that the
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