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Foreign savin

Dr Aqdas Ali Kazmi

oreign savings’ and the ‘net ex-
ternal resources inflows' are
the two popular acronyms used
for the current account deficit
in the balahce of payments. Considering

| the critical linkagéS between the current

account deficit and the macroeconomic

| dynamics of a country, if would be in-

teresting to explore whether these
acronyms have a raisen d’etre or these
create a false sense of economic illu-

- sion.

A country suffers from the current
account deficit when the sum of its
trade balance and invisible balance are
in the negative indicating that the coun-
try in question is spending more on the
purchase of foreign goods and services
than it is earning through the sale of its

{ domestically produced goods and ser-

vices in the world markets. Ostensibly
the term ‘foreign savings’ suggests that
the country has saved a specific amount
in its external accounts while 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 account
deficit indicate that the country is sav-
ing more through its external transac-
tions and that a current account surplus
implies that the country is “dissaving”

The clue to this paradox is provided
by the fundamental identity derived
from the national income accounts,
which is formally written as S-I = X-M
where symbols S,1,X and M indicate re-
spectively the national savings, total in-
vestment, 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 negative, it invariably follows that

the right hand side, the foreign ex-
change gap would be in the negative as
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 saving rate of a
country, higher its current account
deficit as a ratio of GDP, hlgher would
be its investment-GDP Tatio. Inversely,
if the current account registers-a sur-
plus, the investment level would be
lower than the national saving rate by
that very margin.

To illustrate, the current account
deficit as a ratio of GDP for Pakistan, on
an average annualbaslswas5 Bpement
in 1970s, 3.9 pércent in 1980% and 4.5
percent in 1990s.

The national saving rate for the
three decades was 11'3 percent, 14.8
percent and 13.8 percent and the i

g;r!mgnt 1 perceént, 18. 7
cont and j___ pgr_cent respectively.

it the three decacﬁs, current ac-

count deficit successively financed 34

percent, 21 percent and 25 percent of
the gross investment of the country. On
an average basis, the current account
deficit has financed aboutone 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 its investment
levél in the past. However, this depen-
dence has beerrsubstantially reducedin
the last five years i.e.-1997-98 to 2001-
02, as thie current account deficit fell
from 3.0 percent of GDP in 1997-98 to
1.9 percent in 1999-00 and 0.9 percent
in 2000-01 before it turned surplus in
2001-02.

The close linkages ietween the cur-
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rent account deficit and the macroeco- ;

nomic dynamics for Pakistan can be
seen from the level of investment and its

components for the years 1992 93 and

2001-02. The g gmss investment in 1
93 touche 20.7
percent of GDP but it in a com-
t account deficit equiv-
alent to 7.1 percent GDP. The year
200102 was exceptional for Pakistan as
the"coun mm ac-
count surplus of 0.1 percent of GDP
(State Bank of-Pakistan Annual Report
200%-22), but thef KLoss investment f:e}.ll
to 13. nt o as i0)
saving rate ;or mﬁmr-

cent of GDP. The significant improve-

ment in the current account balance has -

been followed by a steep declme in the
investment ratie.

ince the components of the na-

tional savings such as public and

private savings as well as the net
factor income from abroad have hardly
undergone any significant change in the
nine year period, it is the behaviour of
the current account which makes a fun-
damental difference in determining the
volume of investment in the country.

By critically examining the national

savings, investment and the current ac-
counts for the years 1992-93 and 2001-
02, it can easily be deduced that la-
bellmg of current account deficit as
‘foreign savings’ is not a helpful prac-
tice in defining the macroeconomic re-
lations of the basic variables. The con-
cept of ‘foreign savings’ a nomenclature
for the current account deficit could
give an erroneous signal that running a
deficit in the current account is a desir-
able outcome as it supplements the na-
tional saving rates and raises the level
of investment. In fact, the large levels of
the current account deficit historically
maintained may be camouflaging the
phenomenon of persistently low saving
-atcs of the country.

investment

The labelling of current account
deficit as ‘foreign savings’ or ‘net exter-

- nal resources inflow’ could be mislead-

ing for the simple reason that the cur-
rent account deficit depicts the net
addition to external liabilities and there-
fore it should be labelled as ‘net exter-
nal borrowing’ rather than ‘net external
resource inflows’ or ‘foreign savings’.

The current account deficit-as a
component of total investment needs a
micro level analysis to fully assess its
impact on economy of any country.

Let us suppose that there are four
countries A B,C, and D, each suffering
from current account deficit equivalent
to 5.0 percent of GDP. Let us further as-
sume that country A has a large com-
ponent of interest payments in its invis-
ible account which is the major factor
of its current account deficit. Country B
suffers from a deficit because it is
spending huge amounts of foreign ex-
change on technical and professional
training of its manpower abroad. Coun-
try C spends huge amounts of foreign
exchange on imports of luxury goods
which is the main factor of its current
account deficit, while country D incurs
the deficit due to large imports of capi-
tal goods and raw material for capital
goods. It is obvious that even though
the current account deficit as a ratio of
GDP is the same for the four countries,
the macroeconomic dynamics of the
current account deficit for each country
is different because of the wide differ-
ences in the components of the current
accounts of these countries.

It is not difficult to see that current
accounts of the countries B and D have
a higher investment component while
the current accounts of countries A and
C have a higher component of con-
sumption. Therefore, interpreting cur-
rent account deficit as a source of in-
vestment for each country may not be
the best practice in understanding the
macroeconomic dynamics of these
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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 financ-
ing in Pakistan stems from the fact thal

it has a national saving rate wh
abysmally low and hovers aronng
percent of GDP for the last three
decades. This compares most un-
favourably when compare: (o the aver-

which is around 180 0 pe
of India which is 24.0 pe
almost doulile the rate of 5
istan. With such a low rz

of 18 percent on average annual basis
for the last 30 to 35 years but it has

continuously added to external liabili-
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 1939-2000.

The ecor my of Pakistan presents a
unique paiz 7z which arises from its
high depe 2 on ‘met-external bor-

thye enrrent account deficit to
finance its gross investment. The re-
duction in e net-external borrowing’
in the recent years has led to a steep fall
in the level of investment affecting the
growth performance of the economy.
The only way that Pakistan can get out
of this paradox 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-
termines savings in a country and why
is saving rate so low in Pakistan?

The views expressed here are per-
sonal to him and do not represent
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