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inflows' lIIe,
the two populiir acroilyms uSed '

forthe ~nt accountdeficit
in the baJah<:eof payments. Considering

'I the criticallinkag8'De"1Ween theeurrent
J account deficit and the macroeeon~)Inic

dyIlamic~of a country,1£wouldbe in-
teresting to explore whether these
acronymshave a raiSend'etre or these
create a false sense of economic illu-

, sion.
t
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A country suffers from 'the current

1

\ account deficit when the sum Of
,

i!S
trade balance and invisible balance are

, in thenegafive indica.ti.ngthat the coun-
trY in question is spehWng m on the
pur~offoreigngoods, 'ces
than it is ellJ"ningthrough the f its

,J domestically produced goods and ser-
vices in the world markets. Oste~bly
the term 'foreign'savings' suggests that
the country has saved a specific amount
in its extern'3l accounts1while in reality
the deficit reflects a gap, or;,excess ,de-
mand in its foreign exchange transac-
tions for a given period of time. This is
an apparent contradiction which re-
quires further analysis. The key ques-
tion is: Does a higher current,accQunt
deficit indicate that "the countrY issav-
ing more through its external transac-
tions and that a current account surplus
implies that the country is "dissaving"
externally? ,

The clueto this paradox is provided
by the fundamental identity derived
from th~ national income accoun

,

ts,
which is formally written as Sol =X-M

where gymbols S,I,x and M indicate re-
spectively the national savings, total in-
~ent, exports of goods and services
and imports of goods and services. If
the left hand side of this identity which
indicates the saving-investment gap is
in the ne~YeJlt invariably follows that

the right hand side, the foreign ex-,
change gap wouldbe in the negativeas
well and vice versa. '

The macroeconomic dynamics of
any country is critically embodied in the
above identity and its four constituents.
The identity highlights one of the most
important'behavioural relationship of
an economy namely the current account
deficit added to the national savings
,equals the level of total investment. This
implies that given the savingrate of a
country,chigher its current account~
deficit as a ratio of GDp, ~er would
be its investment-GOt> ratio. Inversely,
if the current account regu,ters-asur-
plus, the investment level would be',
lower than the national saving rate by
that very margin.

To illustrate, the current acc()Unt
'deficit as a,fdtio of GI},Pfor-Pakistan, on
an aveqge"arUiuafbasJsWjJS5.8percent
in 1970s, 3)9 percent in 1980s and 4.5
Percent in 1990s. .

The national"isavingrate for J;l\e
three decades was lE3 percent, 14:8
percent and 13.8 percent and~

~nt rntiq was 17.1perce,

!fi, 18.7
pe t'ent and 18,3 nercentresoec;:tively.

fff the three decades, current ac-
count, deficit successively financed 34,
pen'ent, 21 percent and 25 percent of
the gross investment of the country: Oil
an average basis, the currentaccoiJnt
deficit has fliraneed about\One fourth of
total investment of Pakistan in the three
decades.

The above data show that Pakistan
has heavily depended upon current ac-
count deficit to finance i'fSinvestment
level in the past. However, this dep!!n-
dence has beerrsubstanl;ially reducedin
the last five y'ears Led99,Z:98 to 2001-
02, as the TIiITent account defiCitfell
from 3.0 percentof GDPin 1997-98to '

1.9 percent in 1999-OO'ariifO.9 peicent
in 2000-01 before it turned surplus in
2001-02.

The close linkages between the cur-

rent account deficitand the macroeco- The labelling of current account
nomic dynamics for Pald:Jtancall be d!!ficitas 'foreignsavings'or 'net exter-
seenfromtheleve!ofmve8tInenil\m.dits" milresourees,inflow'couldDemislead-
compo.n~~I§:for!ie1er{irs.i9!lli:93cand.ingf()rth,esimple reason that the cur-

2OQ1&2;The~investm"ij\tinJ.9~ rent ,ac<;ountdeficit ,

dePicts
,

the net
93 touche~ighest I~ypl,of .?.1 additionto externalllil.bilitiesand there-
petC'entof GDPbutiffuclud acorn-' ,corelt should'be J.abeJledas 'net exter-
po . ent accountdeficit~uiV. nalQorrowing'rather than 'net external
alent to 7.1 percent GDP.\iThe ;year resourceinflows'or 'foreignsavings'.
2001:02waseXceptionalforPaldscin~ The current acc()1,1Iltdefic~t-as ,a
tM~ered:rcW'!eI\t ac~ compqnel\toftotal'investment~eeds a
count surplus of O'~i'perc~~t~i()fGDP :rniCI'()level aJ13lysis toMlY assesS its
(State Bank of.Pak:ist3nAnnualReport 1mP~ on e<:od'o!;IIYofariycoun~ -

2001-Q2)!butthe~
,

investmentfell ~';Let.us suppoSe that there ~ four
tp 13.8 percent of GDPas the national coUntri,esA,B,C,and p, ~ sUffering
savmg,rate forth~ yeaIiwas 13'.9per- ~m cUrrentaCcountdeficitequivalent
cent of GDP.The si~~timpro"e- to','5:0percent of GDP.Letus further as-
meritin the currentaccoUntbalt!ncehas ' sume that countrYit has a large,com-
been f()llmyed'by a ~p declln.ein the ponent of inte~ paymentsin its invis-

, investmentrati9. ' wle a.ccountWhichis the major factor
of iticiment aCcountdeficit.CountryB
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because it ,is

'~ti9nal saVings sum 3S'public and ~pending l!.uge,.amounts of foreign ex-
private savings as well as the n~t change 611technical and pz:ofessional

- factor income from' abroad have hardly trainiri,gof its'manPower abroad. CoWl-
undergone any significantclJ3nge in1pe ~ C:gpendshuge l!Pl°untsof foreign
nine year period, it is tl)e beh<!.viourof ex<:hange on imports ,()f luxury goods
the current account whi~ iimkes a fun- which is the' main fact()r"of its cUrrent
damental diff~ce in determining the account deficit, while country D incurs
volume ofjpvestment in4the coun~ the deficit due to large jrnports of &pi-
- By criticalJy exa.tninihg the national tal goods and raw material for capital
sa~, investment andthe cu,rrentac,goo~. It~()bvious' Qtat even though
counts for the Years 1992-93 and 2001- the CUrrent accOunt deficit as a ratio of
02, it can easilyD~ de'duced that la- GDPis the same for the four countries, ,

belling of ,current accbunt deficit as the .q1acroeconomic dyn~cs of the
'fpreign savings' is not:\i. helpful prac- Current account deficit for each country
tice in defining the macroeconomic re- 'is different because of the wide differ-
lations of the basic variables.;rhe cqn-' ~esin the components of the current
cept of 'foreign savings' ,anomenclature accounts of these countries.
for the current account deficit could It'isnot difficult to see that current
give an erroneous signal that,running a accounts of the countries B,and D have
deficit in the current account is a desir- a higher investment' component while
able outcome as it supplements the na- the current accounts of countries A and
tional ~ving rates and raises the leVel C have a higher component of con-
of investment. In fact, the large levels o,f sumption. Therefore, interpreting cur-
the current account deficit historically rent account deftcit as a source of in"
maintained may be camouflaging the vestment for each country may not be
p~eMmenon of persistently low saving the best practice in understanding the
rates of the cOuritry. . macroeconomic dynamics of these

countries. Only micro level analysis
could provide a real insight into the ac-
tual stimulus provided by the current
account deficit to the investment and
growth of a county.

The key issue in'investment fmanc-
ing in Pakistan stems from the fact that
it has a national saving rate which is
abysmally low and hQveh:;al'Qlmd 13.0
percent of GDP for t1:/..!)last three
decades., This 'cornpan~!.i most ltn-
favourably y.riten~ompmi\tfo .the aver-
age saYingrare of developht~~ountries,
which is :il'ound 18.0 perc~tand that
of India. whiclt is 24.0 petc~Jfitof GDP
almost double the ~ate of saving ofPak-
istari: WIth such' a low rate of national
saving,'Pakistan had !ill.inve,stment rate
of I8 percent on average annual basis
for the last 30 to 35 years but it has
continuousJy added to externalliabili-
ties and debt by running a cUrrent ac-
count deficit of about 4 to 5,percent per
annum on an average basis for the years
1970-71 to 1999-2000.

The ecor. :Wo/of Pakistan presents a
unique par~,{j\1gwhich arises from its
high depef};j.:h(.'f on 'net-external bor-
rowing' or thp ('1UTentaccount deficit to
fm~ce its gross investment. The re-
duction in the net-external borrowing'
in the recent years has led to a steep fall
in the level of investment afft),Ctingthe
growth performance of the economy.
The only W\1.ythat Pakistan can get out
of this pa.ractox is to raise its national
saving rates from the present level of 13
percent to a level of 20 percent in the
near future, This raises the two funda-
mental but related questions: What de-
teimines savings in a country 3Ild why
is saving rate so low in Pakistan?

The views exPressed here are per-
sonal to him and do not represent
PIanniDg Commission.
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(Macro) in the Planning Commission


