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Appendix A
Current Account Targets

John Williamson and Molly Mahar1

Introduction

This appendix aims to update and expand Williamson’s analysis of cur-
rent account targets (1994, 192–205) and to provide input on the authors’
updated estimates of FEERs. In view of the growing importance of the
East Asian economies in the international system, we try to suggest ap-
propriate current account targets for them as well as for the G-7 countries,
which were the subject of past analysis.

The legitimacy of targeting current account balances has been chal-
lenged by some economists, notably Cooper (1994) and Corden (1994). We
seek to address their criticisms in this paper. It is important to understand
that we are trying to gauge the normal, or underlying, capital flow, and
then set the current account target as the obverse of this. Although we
scale figures back to what we judge to be a sustainable level when neces-
sary, in principle we ask what capital flow can be expected on average
over the medium run. We also argue that there are several other potential
benefits from reaching international agreement on a set of current account
targets in addition to its role in calculating FEERs.

We also discuss what theory has to say about the desirable sign and
magnitude of current account imbalances. Starting with a simple inter-
temporal model, we also explore the relevance of the debt cycle, demo-
graphics, intergenerational accounting, the dependence of saving on
growth, the incentive to repudiate debt, and Dutch disease.

1. The authors acknowledge the helpful comments of participants in a study group held at
the Institute for International Economics in September 1996.
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This is followed by the key quantitative analysis. After examining data
on recent levels of saving and investment and on fiscal and current
account imbalances, we discuss their consistency with the considerations
highlighted by the theory discussed in the previous section. 

Next, we develop a set of “targets” for the year 2001 (i.e., 5 years in the
future). We examine the implications of a recent OECD study and offer
comparable figures for non-OECD countries and regions. Alternative sce-
narios are constructed by appealing to some of the theoretical considera-
tions discussed earlier.

We conclude with a discussion of whether the exercise confirms or
refutes the frequently expressed fears about the impossibility of under-
taking meaningful calculations of this type. We consider what would hap-
pen if countries miss their current account targets and discuss appropri-
ate reactions if capital flows turn out to be inconsistent with the targets.

Should One Develop Current Account Targets?

A well-known line of attack on the usefulness of developing targets for
current account imbalances is commonly attributed to Nigel Lawson,
who, when British chancellor of the exchequer in the late 1980s, argued
that the emergence of a large UK current account deficit was a matter of
no consequence because the accounts of the public sector were in surplus
and because the private sector must have judged that it was optimal to
invest more than it saved.2 Max Corden (1977, chapter 3; 1994, chapter 6)
has given this thesis its most careful academic exposition. 

The contrary view is not, of course, that current accounts should always
be targeted at zero, though that is the straw man sometimes set up by
adherents of the “Lawson doctrine.” The analysis that we review in the
next section recognizes that investment booms can be beneficial and that
the optimal financing of an investment boom may involve borrowing
abroad. Conversely, other circumstances may make it nationally advanta-
geous to lend abroad. Nonetheless, there are two important reasons for
believing that government concern with the size of a current account posi-
tion is appropriate. One is not specifically focused on the current account
but rather on whether realized low private savings should be presumed
to be optimal. In fact, many governments express a great deal of concern
when their citizens’ savings decline or when they are lower than those in
comparable countries, and, insofar as the government guards the interests
of generations yet unborn, that seems perfectly reasonable.3 The other
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2. He has also verbally argued that this thesis holds only for developed countries such as
the United Kingdom and not for developing countries such as Mexico, whose citizens pre-
sumably cannot be relied on to optimize.

3. In practice, the actions of governments, through policies like the financing of pensions by
Ponzi schemes, often create rather than counter intergenerational inequities, but that simply
emphasizes the need to get governments to take this role seriously.
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legitimate basis for concern is that there is an externality when the resi-
dents of a country (or at least a country that constitutes a separate cur-
rency area) borrow abroad, because high foreign indebtedness is, beyond
some point, likely to increase the interest cost of borrowing by other resi-
dents and may even threaten national creditworthiness. This distortion is
magnified when residents or lenders believe that there is an implicit offi-
cial guarantee of foreign currency borrowing (i.e., as it is often said, in
Chile prior to 1982).

In his 1994 revision, unlike his 1977 piece, Corden recognizes these and
other less important points as qualifications to what he calls the “New
View” of the current account, alias the Lawson Doctrine. Nonetheless, he
asserts that the New View is “fundamentally the correct one” (88). Our
opinion on what is fundamental differs: We argue that in recognizing these
qualifications, Corden has qualified away the essence of the New View.

Richard Cooper (1994, 112–13) is another strong critic of current account
targeting:

I see no basis for establishing [current account] targets in today’s world . . . Under
the proposed procedures [the proposals of Williamson and Henning (1994)], cur-
rent account targets would be advanced by each country and then examined for
consistency . . . if necessary, the targets would be changed by the Executive Board
of the IMF . . . Let me illustrate . . . what I think the problems are.

. . . what should Japan’s surplus be today? Many people, including me, believe
that Japan’s surplus is too high. But “too high” is not good enough . . . We have to
decide how much too high . . . A lot of Japanese officials believe that the Japanese
savings rate will decline sharply with the aging of the population, which is ex-
pected to take place over the next 10 or 20 years. Therefore Japan needs an excep-
tionally high rate of saving now to anticipate this later decline. I have a completely
different hypothesis. Japanese savings rates will decline, not with the aging of the
population, but with the dying off of the old population. I believe much con-
sumption behavior is habitual, rather than oriented to the life cycle, and therefore
a high national saving rate is not necessary at present. The difference could be
quantitatively important. Which of us is right? Only time will tell . . .

What should Canada’s surplus be? Canada is a rich country . . . On classical
grounds it should run a current account surplus. Yet Canada has had a deficit in
most years of its existence since 1867 . . . What is the basis for deciding what
Canada’s surplus should be? Canada has been a net importing country, even
though it is wealthy, because it is really a developing country, short of capital rel-
ative to complementary factors of production.

Should Brazil be assigned a surplus or a deficit? Assuming we can decide that
question, we still have to decide a magnitude. Brazil’s position has shifted from
deficit to surplus and back several times during the past decade. Perhaps, then,
the target should be put at zero. But maybe those recent fluctuations were aber-
rant, related to the debt crisis, and Brazil should again have a deficit, as it did 
in the 1970s. How are we to know? Large investment projects, appropriately fi-
nanced in part in the international capital market, would imply a deterioration in
the current account surplus or an enlargement of the deficit. Some countries
would have to be on the other side, running larger surpluses to finance Brazil’s
larger deficit. That would require approval . . . by the Executive Board of the IMF
before big projects could go forward.
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In general, Cooper focuses on the considerations that would come up
during a technocratic debate on the establishment of current account tar-
gets. The impact of changing demographics on Japan’s saving rate is
certainly a key element in any judgment on a Japanese target. Such a judg-
ment should be based on mainstream theories of savings behavior, such
as the life-cycle hypothesis. But if Cooper’s idiosyncratic premise is more
valid than the life-cycle hypothesis, then a calculation based on the latter
is likely to be erroneous—just as it is true that Federal Reserve Chairman
Alan Greenspan has to be condemned for doing a lousy job if former
Congressman Jack Kemp is right in believing that the United States could
grow at 4 percent or more. Moreover, Japan and the United States came to
a de facto agreement on the desirable size of the Japanese current account
surplus (between 1 and 2 percent of Japanese GDP) during their generally
acrimonious negotiations on the Structural Impediments Initiative (SII).

Consider the case of Canada, which has customarily run a modest net
deficit despite being a rich country.4 It is well understood that this is a
consequence of its generous endowment of natural resources, which re-
quires highly capital-intensive exploitation, just as Cooper argues. The
only mystery is why he thinks this deficit would pose a problem.

And, as Brazil recovers from the debt crisis, it will indeed be natural for
it again to become a capital-importing country. The scale of its desirable
deficit is, however, a macro issue, rather than something that the Inter-
national Monetary Fund (IMF) will need to follow project by project. It
would be neither possible nor necessary for the IMF to turn itself into a
world central planning board.

But the sort of skepticism that Cooper articulates can only be convinc-
ingly rebuffed by examining an attempt to undertake an exercise of the
type that he implies to be unimaginable. We hope that others will be bet-
ter able to judge whether his cynicism is warranted after reading the rest
of our analysis.

The purpose of seeking international agreement on a set of current
account targets is not only to provide an input to the calculation of FEERs.
There are at least three other potential benefits of such an agreement.

A first such benefit would arise if conflicts of national interest in select-
ing current account targets exist—as mercantilists usually assume auto-
matically and as was widely assumed in 1974 after the first oil-price
increase. If all countries think it would be nationally advantageous to have
a current account surplus and are prepared to modify their policies in pur-
suit of that aim, then the result might be competitive devaluations, over-
easy monetary policies motivated by a desire to achieve depreciation,
and/or a trade war. If such beliefs exist, they should be canalized into an
international negotiation rather than be allowed to govern decentralized
national policymaking, because acrimonious negotiations are better than
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4. Canada also had a very large current account deficit in the period prior to World War I.
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competitive devaluations, excessively easy monetary policies, or trade
wars. Moreover, an international negotiation provides economic illumina-
tion of the absurdities of mercantilist attitudes into the policy debate.

Second, an international agreement on current account targets could
help to answer the fears of workers in the industrial countries, as stoked
up by the likes of billionaire 1992 and 1996 US presidential candidate Ross
Perot and billionaire financier Sir James Goldsmith, that their jobs are
threatened by free trade with developing countries. Obviously, it could
not assure workers that jobs of a particular type (say, in clothing) would
survive free trade with China. Free traders usually claim that the disap-
pearance of jobs in clothing would be counterbalanced by the emergence
of new, more highly skilled (and more highly paid) jobs in industries that
would export to China or to third countries that would in turn run trade
surpluses with China. This reassuring argument is undercut if China, as
it has done in recent years, runs a substantial current account surplus. An
international negotiation on current account targets might persuade
China that (as we argue later) it is in its national interest to run a current
account deficit for many years to accelerate development. If it could be
brought to see this and make a commitment to pursue such a target,
China would benefit. It would also make it easier to sell free trade in the
industrial countries, which would further benefit China, other developing
countries, and the industrial countries.

Third, the analysis of current account targets pursued in this appendix
can help to assess whether there is any validity in the fear that an end to
the US budget and current account deficits could spell world deflation,
and, to the extent that any such danger exists, can prepare countries to
take the complementary actions needed to prevent the danger from mate-
rializing. Later, we examine a scenario in which savings and investment
follow the courses hypothesized in recent OECD forecasts and a scenario
in which the US current account deficit declines to zero by 2001, a scenario
that assumes the sort of budgetary outcome being forecast by politicians
rather than by technocrats. We also ask what sort of policy changes would
be needed by others to forestall any danger of global deflation.

In sum, we do not find the arguments against current account targeting
persuasive, while we see several potential advantages in such an initiative
in addition to our own objective of providing an input for the calculation
of FEERs.

Theory

The Intertemporal Model

The standard theory of current account determination is the intertempo-
ral model of investment and saving in an open economy as laid out by
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Blanchard and Fischer (1989, 58–69). Investment goods are assumed to
have installation costs that rise progressively as the rate of investment
increases, thus avoiding the big bang solution—invest enough immedi-
ately to bring the marginal product of capital to the world rate of interest—
that comes from opening the capital account in a simple neoclassical
growth model. Instead, the rate of investment is a positive function of
Tobin’s q (the ratio of the market value of a firm to the current replace-
ment cost of the firm’s existing capital) and, therefore, a decreasing func-
tion of the stock of installed capital. It is, however, independent of the
consumption versus savings decision in an open economy, because such
an economy faces an exogenous real interest rate set in the international
capital market. Investment is carried up to the point where the marginal
yield of investment—recognizing the additional output it will produce,
the costs of buying and installing the capital goods, and the reduction in
the cost of installing future capital goods that comes from having more
capital in place—is equal to the interest rate.

In the neoclassical world, saving equals the economy’s full employment
output minus consumption and interest payments on foreign debt. Con-
sumption is equal to the real interest rate times wealth (or permanent
income) and is constant over time.5 The current account deficit is equal to
investment minus saving minus the interest payments on foreign debt.

The solution of the model is shown in figure A.1. Our country starts off
“underdeveloped”—i.e., with less than a steady-state stock of capital—at
t0, when its capital account is opened. Because consumption should be
based on permanent income but output is constrained by the shortage of
capital, which can be remedied only gradually due to installation costs,
the country starts off by investing more than it saves and finances this by
borrowing abroad by running a current account deficit. As the capital
stock grows, so does output. However, a part of this has to be paid abroad
as interest. The balance of trade turns positive at t1, and the current
account asymptotically approaches a balance in which interest payments
on the debt are equal to the excess of output over absorption (the trade
surplus). The level of consumption is determined by the requirement that
the present value of future trade imbalances (the hatched area in figure
A.1) should be zero.

The model implicitly assumes that the rest of the world is large relative
to the country in question and that the country is already in steady state,
so that the real interest rate can be assumed constant. But it could also be
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5. A permanent increase in the real interest rate, with wealth held constant, thus increases
consumption. A temporary increase, in contrast, has an intertemporal substitution effect in
favor of delaying consumption. An actual increase in the interest rate may be perceived as
part permanent and part temporary, thus yielding the ambiguity in the impact of the inter-
est rate on saving that has been well-known since Marshall and that has recently been
empirically confirmed (IMF 1995, 73–75).
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used to analyze a country that started off with a stock of capital greater
than the steady state level, as shown in figure A.2. Assuming that capital
depreciates, so that the output curves in the figures show output net of
depreciation, it is possible to run down the capital stock over time and
invest the proceeds abroad. For example, country B runs a trade surplus
that finances foreign investment up until t2, after which it starts to con-
sume a gradually increasing proportion of its interest receipts while using
the balance to continue to augment its foreign investments. Output again
approaches asymptotically a level such that the current account is in bal-
ance, in this case with a trade deficit that is financed by interest receipts
on foreign investment. Consumption is again at such a level that the pres-
ent value of future trade imbalances is zero at t0.

If the country A in figure A.1 is identical to country B in figure A.2 in all
respects except its initial endowment of capital, then consumption cb in
country B will exceed ca by the interest rate times the difference in the ini-
tial endowment of capital. Furthermore, cb will exceed the steady-state
level of consumption that B would have had without opening its capital
account by the excess of the world interest rate over country B’s closed-
economy interest rate times its initial endowment of capital. Capital mo-
bility brings benefits to creditors who can get a higher rate of return and
to debtors who get the chance to accelerate their development.
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Figure A.1 Consumption, net output, trade, and current accounts

Source: Blanchard and Fischer (1989, figure 2.7).
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The Debt Cycle

The debt-cycle theory of the balance of payments provides what is to
some extent an alternative approach to the analysis of the expected evo-
lution of the current account. It posits a propensity to save that is constant
over time in place of the permanent-income hypothesis that underlies the
intertemporal approach. When a poor country is first integrated into the
world economy, it has a low capital-labor ratio and, hence, a high mar-
ginal return on capital at the level of investment that can be financed by
the limited flow of domestic savings. Hence, the country borrows from
abroad; over time, the country builds up both its capital stock and its
international debt. The higher level of capital increases output, part of
which is diverted into servicing the external debt. In the second stage of
the debt cycle, debt service comes to exceed the capital inflow, and the
resource transfer becomes negative. An unthrifty country may then settle
down into a steady state in this stage.

The third stage arises if and when the country generates domestic sav-
ings larger than its domestic investment requirements and exports the
excess savings abroad. This increases the negative resource transfer, but
the benefit is that external debt gradually decreases.
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Figure A.2 Dynamic effects of an adverse multiplicative shock

Source: Blanchard and Fischer (1989, figure 2.9).
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The fourth stage of the debt cycle occurs if the country remains a capi-
tal exporter long enough to repay its (net) external debt and become a
creditor. Initially, the resource transfer remains negative, because its capi-
tal outflow exceeds its interest receipts, which become positive once the
country becomes a net creditor.

As the buildup of external assets continues, debt service will eventually
exceed the capital outflow and the country will move to the fifth stage.
The country becomes a mature creditor, thereby enjoying a positive
resource transfer as it ploughs back a part of its foreign investment income
into new investment and uses the remainder to increase its consumption.

The sixth and “final” stage of the debt cycle arises if and when a mature
creditor starts to live off its foreign capital, consuming not merely its inter-
est income but importing capital as well. This is a pathological case that is
(ceteris paribus) precluded by the customary canons of rational behavior.
Instead, a thrifty country is expected to settle down into a steady state in
the fifth stage, where its current account surplus is equal to a part of its
interest income just large enough to support a rate of foreign-asset accu-
mulation equal to the growth rate of the domestic economy.

The bottom line of the debt-cycle theory is that rich countries with a
high capital stock per head end up exporting capital and poor countries
with little capital per head importing it. (Note that there is no necessary
presumption that the rich countries will export real resources and that the
poor countries will have a positive resource transfer. On the contrary, such
a situation is inherently transitory.) This bottom line is identical to that
yielded by the intertemporal approach discussed previously. 

However, there are also some significant differences. In particular, the
intertemporal model yields only partial debt cycles rather than a full debt
cycle: a country that initially has a low capital stock starts in stage 1 and
proceeds to steady state in stage 2, while a country with a high endow-
ment starts in stage 4 and ends in stage 5. The model does not admit the
possibility of a country going through a full debt cycle or even through
the first five stages without the “final” stage (one that does indeed seem
difficult to rationalize by the normal hypotheses of economic motivation).
What modification of the assumptions, other than the unappealing course
of replacing the permanent-income hypothesis with the original Key-
nesian consumption function as is done by the debt-cycle model des-
cribed above, might generate a full (five-phase) debt cycle? Making the
world interest rate endogenous might do the trick, presumably because
the world real interest rate would tend to decline over time as capital
accumulates, leading a country to reduce consumption6 and thus increase
the savings available for foreign investment as development proceeded.
This raises a topic that, as far as we know, has not been explored in the
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literature—namely, the construction of a global extension of the intertem-
poral model. But for the purposes of this study, the important point is that
both the intertemporal model and the debt cycle lead one to expect that
capital-rich industrial countries will export capital while developing
countries will import capital.

Two qualifications of the debt cycle theory seem to command general
assent. First, the countries in the best position to supplement domestic
savings profitably by foreign borrowing are not the poorest ones with the
lowest capital stock per head, but rather those that have already made
substantial investments in infrastructure—and especially human capital—
and now need to complement those investments by investing in activities
with more easily appropriable returns. These are typically middle-income
countries, like those in East Asia and Latin America in the 1990s. Second,
many resource-exploiting activities are highly capital-intensive, so that
countries such as Australia and Canada,7 which rely heavily on exploiting
natural resources, may remain capital importers long after their level of
per capita income might have led one to expect them to start exporting
capital.

Demographics

The principal competitor to the permanent-income hypothesis as an
explanation of savings behavior is the life-cycle hypothesis. It provides
the basis for an alternative (or additional) theory of the determinants of
medium-run current account imbalances. The basic hypothesis is that
individuals seek to maximize their lifetime utility by saving during their
earning years in order to shift consumption to their retirement years when
income typically decreases. A lifetime could be divided into more than
two phases. A four-phase version would begin with childhood, the period
that precedes entry into the labor force at age 15–20, that is characterized
by an absence of both income and saving. The second phase, young adult-
hood, is marked by increasing earnings but also by the high expenditures
of forming a household and raising children. At age 40 to 45 (or somewhat
later in countries where college education is financed by parents rather
than taxes), responsibilities of child rearing ease as the children leave
home, and there is a period of 10 to 20 years of high savings in anticipa-
tion of retirement. Once retirement starts, earnings decrease much more
than expenditures and savings tend to turn negative.

To the extent that most individuals follow such a savings pattern in the
attempt to maximize lifetime utility, the demographic structure of a soci-
ety will be an important determinant of its savings rate. Specifically, soci-
eties with much of the population in the high-savings, pre-retirement
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phase will tend to have a high overall savings rate, while societies with a
large proportion already retired will tend to have a low savings rate. An
alternative specification that draws on the same basic set of ideas is that
savings will vary inversely with the dependency ratio (which is defined
as the number of people of retirement age plus half the number of chil-
dren divided by the number of people in the economically active popula-
tion, typically taken as ages 15–65). Empirical evidence confirms (Cooper
notwithstanding) that “age-specific effects on savings are generally found
to be significant” (IMF 1995, 74). Investment needs will also be influenced
by demographic factors, because rapid population growth—especially a
rapid increase in the number of young households—will tend to increase
the need for additional capital.

Developing countries usually have rapidly growing populations and,
therefore, a low proportion of retirees. Therefore, demographic consider-
ations are unlikely to reverse the usual presumption that such countries
will be capital importers. But demographics may modify the expectations
of the standard intertemporal model, or the debt cycle, with regard to
industrial countries. Specifically, if an industrial country has an unusually
rapid rate of labor-force growth and/or a high current dependency ratio
as compared to its expected future dependency ratio, then it might, after
all, be rational for it to import capital and run a current account deficit.

Generational Accounting

Most analysis of the impact of demographic changes takes fiscal policy as
a given. But a new approach known as generational accounting poses the
question as to “whether a typical member of each generation would re-
ceive back in transfer and services over their lifetime what they have paid
in taxes . . . given the need eventually to satisfy an intertemporal budget
constraint requiring that the present value of tax payments . . . equal the
present value of all future government consumption less the initial stock
of debt” (OECD 1996, 79). 

Generational accounting models are available for Italy, the United
States, Norway, Sweden, and Germany; the results of calculations under-
taken for the OECD suggested that, under present policies, “generations
that are born after the base year of 1993 are likely to have a significantly
greater tax burden than present generations . . . in all five countries con-
sidered” (OECD 1996, 79). Under the central-case assumptions made
(which are, admittedly, somewhat heroic), future generations can expect
to face a net tax burden up to five times higher than the most recent new-
born generation in Italy, some 100 percent higher in the United States,
some 50 percent higher in Norway, some 30 percent higher in Sweden,
and some 25 percent higher in Germany. Unless those five countries are
atypical of industrial countries as a whole, which seems unlikely, there is
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a strong case in equity for industrial countries to aim for substantially
stronger fiscal positions in the coming years than in the recent past.

A decrease in budget deficits need not translate one-for-one into in-
creased savings. Indeed, the Ricardo-Barro hypothesis that was academi-
cally popular a decade ago claimed that total savings would be indepen-
dent of the level of public savings, because infinitely lived and omniscient
taxpayers would alter their personal savings to pay the taxes that would
eventually be imposed to meet the public-sector budget constraint. But
empirical evidence has established rather firmly that, while such an offset
does exist, it is in the region of 50 to 60 percent rather than 100 percent
(IMF 1995, 73). An obvious explanation is that many taxpayers, so far
from having infinite lives, are quite happy to exploit future generations if
given the chance.

Growth and Saving

A major empirical finding on saving is that an increase in the growth rate
leads to an increase in savings (IMF 1995, 70). It is a finding that is not
predicted by the standard theories of saving referred to earlier—namely,
the permanent-income hypothesis and the life-cycle hypothesis—both of
which predict that forward-looking consumers will anticipate future
growth and increase consumption ahead of the increased income. Fortu-
nately (for otherwise the increase in growth might be aborted by a savings
shortage), it seems that consumers are typically cautious about anticipat-
ing future increases in income, and initially they save more rather than
less when growth accelerates. This means that an increase in growth auto-
matically generates much of the increased saving that is needed to sustain
it, a virtuous circle that also helps to explain the Feldstein-Horioka puz-
zle. For our purposes, it implies that changes in growth rates need not
lead to large differences in current account imbalances as the two-gap
model used to suggest (even if one focused only on the savings gap).

Despite the qualifications suggested by demographics and the saving/
growth relationship, we are left with a strong presumption that develop-
ing countries can expect to benefit from borrowing from the rest of the
world. There are, however, two considerations that suggest that the scale
of such borrowing needs to be limited. These are the danger of provoking
a debt crisis and the possibility of contracting Dutch disease.

Debt Crisis

It is usually taken for granted that a debt crisis becomes progressively
more likely as the level of debt increases relative to the ability to generate
debt-service payments. The ability to generate debt-service payments is
sometimes measured by exports and sometimes by GDP. In some sense,
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the debt/GDP ratio may be considered the more fundamental long-term
criterion, inasmuch as adjustment policies can transform domestic output
into exports should the need arise. A conventional rule of thumb holds
that the maximum safe debt/GDP (D/Y) ratio is 40 percent. This implies
that the maximum safe steady-state current account deficit (d/Y) would be

d/Y = (d/D)(D/Y ) = y(D/Y ) = 0.4y, (A.1)

where y is the steady-state growth rate of nominal income, equal to that
of the debt. Therefore, if prices (measured, like the debt, in dollars) grow
at 3 percent per year, then the maximum safe steady-state current account
deficit would vary with the country’s growth rate as follows:

Growth rate Current account deficit
5 percent 3.2 percent of GDP
7 percent 4.0 percent of GDP

10 percent 5.2 percent of GDP

It is also possible to look at this rule of thumb in terms of real variables.
In this case, the maximum safe steady-state real current account deficit
would be smaller:

Growth rate Current account deficit
3 percent 1.2 percent of GDP
5 percent 2.0 percent of GDP
8 percent 3.2 percent of GDP

Obviously, a country that started off with low debt could afford larger
current account deficits for a time. Conversely, a country that starts off
over-indebted needs to try to run down its debt stock, relative to GDP,
until it has been reduced to a safe level.

This approach may be compared with that of the IMF (1995, 79–82):

Historical experience may suggest an upper bound on the potential magnitude and
sustainability of capital inflows . . . Measured relative to GDP, [South] Korea was
perhaps the most extreme case of a net capital importer in the postwar period. Over
the 27 years from 1953–80, [South] Korea’s net capital inflows averaged 9 percent
of GDP per year. Although the eventual outcome for [South] Korea has been quite
favorable, sustained capital inflows of this magnitude did lead to a severe balance
of payments problem in the late 1970s, which required an adjustment effort sup-
ported by the Fund. Mexico’s net capital inflow averaged almost 7 percent of GDP
over the period from 1991–94 and . . . also appears to have been in the danger zone.
On the other hand, net capital inflows into Canada averaged 7 percent of GDP a
year over the 43-year period from 1870 to 1913, and Australia has habitually
recorded net capital inflows of between 11/2 and 4 percent of GDP over most of the
past century. These data suggest that in terms of broad orders of magnitude, a net
capital inflow in the range of 4 to 6 percent of GDP may be sustainable under the
right circumstances. Even so, those circumstances are rarely present.

The IMF’s bottom line thus appears to be in the same ballpark as ours.
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These estimates are much smaller than those that could be expected to
emerge from application of the intertemporal model. It is possible that the
world will change to permit much larger capital flows to be safely sus-
tained in the future, perhaps because a larger part of the flow will take 
the form of equity investment or perhaps because growing world inter-
dependence will increasingly make investors comfortable with holding
larger stocks of foreign assets. We believe it would be sensible to stay alert
to evidence that such changes are occurring—signs that we are leaving the
Feldstein-Horioka world of the past. If and when such evidence accumu-
lates, then it will be appropriate to modify the targets that are developed
in this appendix to allow for larger imbalances. But we would regard it as
highly imprudent to make such departures from past experience now,
based merely on the hope that the future will be different.

The next question is: What are the right circumstances under which a
capital inflow toward the top of the range can be safely sustained? The
IMF’s article suggests that the right circumstances include abundant nat-
ural resources whose value is well known to foreign investors; the degree
to which the external resources add to overall investment and are in-
vested profitably; and the form of the capital inflow (foreign direct invest-
ment [FDI] rather than portfolio investment or bank lending). These fac-
tors are consistent with the discussion of Milesi-Ferretti and Razin (1996).
The authors provide evidence supporting the following indicators of an
unsustainable current account deficit: a small export sector, a real ex-
change rate that has appreciated relative to its historical average, a low
level of domestic savings, a weak financial system, and high ratios of
external debt and interest payments to exports (but not the ratios of ex-
ternal debt and interest to GDP). Milesi-Ferretti and Razin had difficulty
establishing a consistent composition of external liabilities (short-term
and long-term debt, portfolio investment, and foreign direct investment)
across their incidences of crisis because of the limited number of episodes
considered and the dramatic shift in the composition of these flows in the
1990s. The composition of external liabilities bears closer discussion.

It has usually been assumed that some forms of foreign borrowing are
notably more stable than others and that the more stable forms provide 
a more secure basis for allowing a large current account deficit to develop.
In particular, it has been taken for granted that FDI is more stable than
foreign acquisition of short-term claims. This presumption was ques-
tioned on statistical grounds by Claessens, Dooley, and Warner (1994), but
Guillermo Calvo argued in his discussion of their paper that the standard
measures of volatility that had been presented did not address the real
issue, which is the fear of occasional large changes rather than of frequent
small changes, for which one needs measures of volatility that place a
larger weight on “spikes” and “outliers” than do the standard measures
(based on the variance). Frankel and Rose (1995) seem to have provided

88 REAL EXCHANGE RATES FOR THE YEAR 2000

Institute for International Economics    |    http://www.iie.com

http://www.iie.com


some econometric confirmation of Calvo’s hunch that the conventional
wisdom is probably correct. Accordingly, a current account deficit fi-
nanced by an inflow of FDI worries us less than does one financed by an
inflow of short-term capital. However, we would not disregard FDI en-
tirely, because it too needs to be serviced—a 50 percent weight might be
the right size. 

Portfolio equity investment also is desirable in comparison to loans: an
exogenous shock that makes foreign investors less optimistic about the
country’s prospects can be absorbed by a change in share prices rather
than lead to pressure on the balance of payments. Critics of such invest-
ment often point out that an individual investor is free to liquidate his
position instantaneously, and they infer that such investment is likely to
impose great volatility on the balance of payments. But this does not fol-
low: to buy foreign exchange, a foreign investor first has to find someone
who will buy his stock. Except to the extent that the exogenous shock has
a differential effect on foreign as opposed to domestic investors, the im-
pact will be absorbed entirely by a change in share prices, which is an effi-
cient place to absorb it, because the feedback from stock prices to the real
economy is weak and lagged. This again suggests that capital inflows in
this form might be scored at less than 100 percent of the face value of the
inflow.

Dutch Disease

The fear that a capital inflow is too large for a country’s good (discussed
above) arises from a concern that the inflow may not prove permanent, or
may even reverse, precipitating a debt crisis. But suppose that an inflow is
“permanent”:8 Would it make sense to accept the transfer? Neoclassical
economics says “yes” (see, for example, Corden 1991), but many econo-
mists with experience in developing countries say “no.” Their views have
been based on what appear to be a series of compelling historical cases (the
Netherlands versus the rest of Western Europe in the early 1970s; Indonesia
versus Nigeria and Venezuela during the 1970s oil boom; East Asia versus
Latin America in the early 1980s; and Chile versus Argentina and Mexico
in the 1990s), where some countries allowed their real exchange rates to
appreciate and subsequently lost growth momentum in comparison with
peers that either had no such good luck or deliberately eschewed real
appreciation.
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8. Ultimately, an inflow leads to debt service of equal present value if the solvency con-
straint is to be respected, as explained by the intertemporal model. We may interpret a per-
manent inflow as one where the consequential debt service obligations build up gradually
rather than emerge suddenly.

Institute for International Economics    |    http://www.iie.com

http://www.iie.com


Unfortunately, the theory underlining these contrasts has never been
conclusively developed. The first real, suggestive paper is that of Krug-
man (1987), who shows how dynamic comparative advantage can be cre-
ated if industries learn on the basis of cumulative experience. A lengthy
transfer can drive some of the industries with dynamic increasing returns
abroad, causing a country’s market share in such industries and its real
wage to be permanently reduced by temporary good fortune. A more spe-
cific model, constructed by Sachs and Warner (1995), aims to provide a
theoretical rationale for the strong empirical evidence they assemble for
the paradoxical fact that economies with abundant natural resources tend
to grow less rapidly than natural-resource-scarce economies.

These stories about the manufacturing sector’s potential for learning-
by-doing and cumulative technological progress (that other sectors lack)
imply that a country that prices itself out of the market for manufactures
by reaping excessive benefits of strong primary exports, aid receipts, or
capital inflows abandons the chance to work its way up the ladder of dy-
namic comparative advantage toward the world’s technological frontier.
Firming up our understanding of why Dutch disease is dangerous—
contrary to neoclassical orthodoxy—is one of the most important out-
standing issues in economics. But it is irresponsible to urge countries to
ignore the perils of Dutch disease until the neoclassical mainstream has
succeeded in modeling the phenomenon to its intellectual satisfaction.
Developing countries are well advised to make sure that the capital in-
flows they accept are not too large.

Recent Capital Flows

Table A.1 displays the gross national saving, investment, fiscal balance,
and the current account as a percentage of GDP for a number of countries
and for all the regions of the world from 1990–94. The current account bal-
ance is the excess of saving over investment; the fiscal positions are pro-
vided as an aid to understanding differences in national savings rates.

It is well known that since the early 1980s official figures imply that the
world has run a large current account deficit with itself. This current
account discrepancy averaged $108 billion per year over 1990–94—some
0.5 percent of gross world product (GWP). On average, therefore, current
account deficits were smaller by 0.5 percent of GDP and current account
surpluses were larger by 0.5 percent of GDP than the figures shown in
table A.1. One way of imputing the global discrepancy would be to dis-
tribute it pro rata to GDP, giving every country a “bonus” of 0.5 percent
of GDP. However, it might be more appropriate to distribute it pro rata to
countries’ gross (not net) foreign asset positions, because it is believed
that the primary source of the discrepancy comes from the underreport-
ing of receipts of investment income. As a first approximation, this would
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distribute it over the industrial countries, the Middle East and North
Africa, Hong Kong, Taiwan, and perhaps (because of flight capital) Latin
America and Sub-Saharan Africa.9 Because these areas comprise such a
large part of the world economy, the adjustment would not be much
larger—at most it would be 0.6 percent of GDP rather than 0.5 percent.

The first column of table A.2 presents the average 1990–94 current ac-
count outcomes in terms of billions of dollars. The fourth column shows
equivalent outcomes in 1994, the most recent year for which reasonably
comprehensive data are available.
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Table A.1 Saving, investment, and the current account, average
for 1990–94 (percentage of GDP)

Fiscal Current
Country/Region Saving Investment balance account

United States 15.3 16.2 24.1 21.4
Canada 15.7 18.9 25.2 23.9
Japan 33.7 31.3 20.8 2.5
Western Europe 20.7 20.5 26.1 20.2

Germany 23.7 22.4 22.4 20.2
United Kingdom 14.0 16.1 23.7 21.7
France 20.3 19.8 23.6 0.1
Italy 19.2 18.9 210.0 20.7
Switzerland 30.3 24.6 21.0 6.0

Other European countries 20.9 21.0 210.5 0.1a

Australia/New Zealand 17.3 19.9 20.5 23.9
Latin America* 17.7 19.9 21.6 22.2
East/Central Europe* 21.3 23.8 28.5 20.7a

Sub-Saharan Africa* 12.6 16.7 28.3 22.9
Middle East and North Africa* 20.3 24.5 22.2 25.0b

South Asia* 21.0 22.1 25.7 21.7
East Asia 34.5 33.5 20.2 0.0a

China 39.3 36.7 21.4 1.2
Hong Kong 34.8 28.4 5.7 6.4
Indonesia 27.5 29.9 0.3 22.4
Korea, South 36.0 37.0 20.5 21.3
Malaysia 30.8 35.2 0.1 24.9
Philippines 19.5 22.8 21.4 24.1
Singapore 48.1 36.9 12.0 6.6a

Taiwan 29.3 23.0 21.4 5.1a

Thailand 34.1 40.6 3.2 26.6
Other East Asian countries 13.9 18.3 23.6 21.4

* Data for some countries in this category are unavailable.

a. Average for 1990293.

b. Average for 1990292.

Source: World Bank’s World Tables, IMF’s World Economic Outlook, Taiwan’s Statistical
Yearbook. Components may not equal zero because numbers have been rounded.

9. While total foreign assets may be smaller relative to GDP in these areas, the proportion of
foreign investment income that fails to be reported is presumably much higher.
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A second inadequacy of the standard statistics on current account im-
balances is that they include the gross figure for interest receipts, includ-
ing nominal interest that compensates for the erosion in the real value of
assets caused by inflation. This has been a less important problem in re-
cent years than it was in the 1970s and early 1980s, but it still exaggerates
the current account surpluses of net creditors (such as Japan and Switzer-
land) and the deficits of net debtors (such as the United States and Latin
America). Columns 2 and 5 of table A.2 correct the current account statis-
tics for this inflation bias, while column 3 shows the inflation-corrected
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Table A.2 Current account 1990–94 (billions of US dollars, except where
noted)

Inflation adjusted

Current (percentage 1994 current Inflation
account of GDP) account adjusted

Country/Region [1] [2] [3] [4] [5]

United States 285.2 259.8 21.0 2155.7 2125.0
Canada 221.7 210.2 21.8 218.1 26.3
Japan 97.4 80.4 2.1 129.3 109.4
Western Europe 212.8 7.8 0.1 50.9 76.8

Germany 26.1 214.3 20.5 222.6 223.3
United Kingdom 216.8 210.8 21.1 20.6 3.3
France 1.7 6.4 0.4 9.6 16.3
Italy 28.6 1.6 0.1 13.5 23.1
Switzerland 14.4 7.6 3.2 19.2 13.1

Other European countries 2.6 17.3 0.9 10.5a 24.6a

Australia/New Zealand 213.7 28.9 22.5 216.7 212.0
Latin America 229.5 213.1 21.0 247.9 229.9
East/Central Europe 27.4 22.7 20.3 218.6a 213.9a

Sub-Saharan Africa 28.5 23.4 21.2 26.8 22.1
Middle East and North Africa 220.8 225.5 26.1 230.7b 234.4b

South Asia 25.9 25.0 21.4 24.3 24.2
East Asia 0.3 1.8 0.1 214.6a 214.1a

China 4.5 4.4 1.2 2.2 2.6
Hong Kongc 3.3 3.1 6.0 na na
Indonesia 23.1 21.1 20.9 23.7 21.2
Korea, South 23.9 23.3 21.1 24.5 23.7
Malaysia 22.8 22.7 24.7 24.4 24.5
Philippines 22.2 21.4 22.6 22.8 22.0
Singapore 3.0 2.4 5.3 2.0a 1.3a

Taiwanc 9.2 7.8 4.3 5.8a 4.5a

Thailand 27.2 26.5 25.0 28.2 26.9
Other East Asian countries 20.5 20.4 21.1 20.4 20.3
Current account discrepancy 2107.9 238.6 2133.3 255.8

na = not available.

a. 1993.

b. 1992.

c. For Taiwan, investment income from loans = (1/2) 3 (total investment income). We estimate the
figure for Hong Kong to be approximately half that of Taiwan.

Sources: World Bank’s World Tables, IMF’s World Economic Outlook and 1996 Balance of Payments
Yearbook, and Bank of China’s Financial Statistics.
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current account outcomes as a percentage of GDP for 1990–94 to ease
comparison with the last column of table A.1.

CPI inflation in the United States averaged 3.5 percent a year from
1990–94. This amounts to 61 percent of the average nominal interest rate
of 5.7 percent (the LIBOR on one-year US dollar deposits). Unfortunately,
only the United States, Canada, and Germany disaggregate their portfolio
investment income into income from equities and income from bonds;
therefore, the figures for all other countries reported in table A.2 take 61
percent of “net investment from portfolio and other investments” (from
the IMF’s 1996 Balance of Payments Yearbook) as our estimate of the infla-
tion bias. Data for Taiwan and Hong Kong were not available in the Bal-
ance of Payments Yearbook, so we have employed a slightly different ap-
proach for these economies. The inflation bias for Taiwan is calculated as
61 percent of half of the total net investment income (FDI, portfolio, and
other investment). Hong Kong is assigned an inflation bias correction half
as large, because the investment position of Hong Kong is presumed to be
similar in character to that of Taiwan, but only about 50 percent in size.

Some idea of the magnitude of the error caused by not subtracting
equity income can be gained by examining the data for the three countries
that have disaggregated data available: in each case, the error involved in
using total rather than disaggregated data would have been approxi-
mately 0.1 percent of GDP for Canada and somewhat less for the United
States and Germany. We see no convincing reason to expect that any coun-
try or region would have a net creditor or debtor position in equity invest-
ment large enough to lead to a much larger change in the results.

Despite the lower rate of inflation in recent years, the corrections turn
out to be quite significant. Because both countries are substantial net
debtors in terms of loans, the US deficit falls by 0.4 percent of GDP and
the Canadian deficit falls by as much as 2.1 percent of GDP. The Swiss sur-
plus shrinks by 2.8 percent of GDP. Other heavily indebted regions—
Australia and New Zealand, Latin America, and Sub-Saharan Africa—see
their deficits shrink substantially, just like Canada. In contrast, the Middle
East’s deficit increases, because it is still a creditor region on loan account
because of the assets built up during the era of high oil prices. The cor-
rections are entered in column 2 of table A.3, which groups together the
various sources of bias in the current account figures.

Table A.2 shows that correcting for inflation substantially reduces the
world current account discrepancy. This is consistent with the hypothesis
that the discrepancy stems largely from underreporting investment in-
come, because the correction for inflation roughly halves measured inter-
est income. The remaining discrepancy of some 0.2 percent of GWP is dis-
tributed pro rata to the countries and regions previously identified as
surplus areas (except that Japan’s share is halved to reflect the hypothesis
that it is more conscientious than most in reporting earnings). These esti-
mates are reported in column 1 of table A.3.
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Even if current account data were accurate and corrected for inflation
bias, the change in a country’s real net international investment position
would still not be accurately captured by the current account balance.
This is because the current account does not include asset revaluation
effects. Such asset revaluations can come from many sources, including
fluctuations in stock prices and exchange rates. However, the most impor-
tant and persistent changes in value would probably come from the
appreciation in the value of real assets: FDI, equities, and real estate. The
United States, Japan, the United Kingdom, Switzerland, the Netherlands,
and Germany—and perhaps some other countries—can add an extra
allowance to their reported current account position to allow for capital
gains. Areas with large net inward real investments—such as Canada,
Australia, Latin America, the Middle East, Indonesia, Malaysia, the Phil-
ippines, Singapore, and Thailand—need to subtract something from their
reported current account position to receive the change in their net inter-
national investment position.
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Table A.3 Changes in reported current account balances
(percentage of GDP)

Current True
account Inflation Capital Estimated balance

Country/Region discrepancy bias gains adjustment 1990–94

United States 0.2 0.4 0.4 1.0 20.4
Canada 0.2 2.1 20.4 1.9 22.0
Japan 0.1 20.4 0.4 0.1 2.6
Western Europe 0.2 0.3 0.2 0.7 0.5

Germany 0.2 20.3 0.4 0.3 0.1
United Kingdom 0.2 0.6 0.4 1.2 20.5
France 0.2 0.3 0.0 0.5 0.6
Italy 0.2 0.8 0.0 1.0 0.3
Switzerland 0.2 22.8 0.4 22.2 3.8

Other European countries 0.2 0.8 0.0 1.0 1.1
Australia/New Zealand 0.2 1.4 20.4 1.2 22.7
Latin America 0.2 1.2 20.4 1.0 21.2
East/Central Europe 0.0 0.4 0.0 0.4 20.3
Sub-Saharan Africa 0.2 1.7 20.2 1.7 21.2
Middle East and 

North Africa 0.0 21.1 20.4 21.5 26.5
South Asia 0.0 0.3 20.2 0.1 21.6
East Asia 0.0 0.1 20.2 20.1 20.1

China 0.0 0.0 20.2 20.2 1.0
Hong Kong 0.2 20.4a 0.0 20.2 6.2
Indonesia 0.0 1.5 20.4 1.1 21.3
Korea, South 0.0 0.2 0.0 0.2 21.1
Malaysia 0.0 0.2 20.4 20.2 25.1
Philippines 0.0 1.5 20.4 1.1 23.0
Singapore 0.0 21.3 20.4 21.7 4.9
Taiwan 0.2 20.8a 0.0 20.6 4.5
Thailand 0.0 1.6 20.4 1.2 25.4

Other East Asian countries 0.0 0.3 20.2 0.1 21.3

a. Authors’ estimation.

Source: Table 2 and authors’ calculations.
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Pratten (1991) attempted to estimate the impact of capital gains on the
British current account imbalance. Using data from the 1980s, he con-
structed a trend figure for annual real capital gains in 1990 that
amounted to £5.4 billion. The additional impact of macroeconomic
changes on capital gains for 1990 was calculated in three separate sce-
narios. First, he set the UK inflation rate equal to the world inflation rate
(3 percent) and generated an additional annual capital gains estimate of
£0.8 billion, yielding a total of £6.2 billion, or 1.1 percent of GDP in 1990.
Second, Pratten set UK inflation 3 percentage points above world infla-
tion and allowed for a 3 percent devaluation of the pound. Under this
scenario, the total annual real capital gains of the United Kingdom were
£9.2 billion, or 1.7 percent of GDP. Finally, he repeated the exercise under
the assumption that UK inflation was 3 percent above world inflation,
but the currency was not devalued. Here the estimate fell to £2.9 billion,
0.5 percent of GDP.

The Economist published an article in late 1990 (Now You See It, Now
You Don’t, 24 November 1990, 64) that described a different approach to
estimating the net international investment position of the United
Kingdom. This methodology focuses on the balancing item in balance of
payments accounting. In every year since 1975 (except 1982), the United
Kingdom has recorded a positive balancing item. It has become generally
accepted that this item represents, in substantial part, unrecorded capital
flows, and the positive sign implies that capital inflows into the United
Kingdom over this period have been underreported. The article goes on
to cite the findings of an economist at James Capel, a London stock-
broking firm, who used this approach to estimate UK net international
investment position in 1990. He concluded that the United Kingdom had
actually become a net debtor by June 1990, on the order of £27.4 billion, or
5.0 percent of GDP. While this article focused on the United Kingdom’s
investment position rather than capital gains, it certainly suggests a need
to temper the magnitude, and possibly even the sign, of Pratten’s esti-
mates of British capital gains in 1990.

As a compromise between these two contrasting conclusions, we take
0.4 percent of GDP as our estimate of capital gains or losses for countries
and regions with large net international investment positions in real
assets. (We halve that allowance for regions that have net inward FDI but
on a more limited scale.) We hope that a desire to improve these figures
will provoke other researchers to work on this topic and develop esti-
mates with serious statistical underpinning.

The final column of table A.3 shows our estimate of the adjustment to
the recorded current account balances needed to get the best estimates of
the change in each country or region’s real net international investment
position. With these figures in hand, we turn to a discussion of the extent
to which the current account imbalances recorded in tables A.1 and A.2
can be explained by the theories discussed below.
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United States

The United States ran a recorded current account deficit that averaged
1.4 percent of GDP in 1990–94. We estimate that its true deficit (using this
term to refer to the change in real net international investment position)
was substantially less, around 0.4 percent of GDP. However, the true
deficit had expanded to nearly 2 percent of GDP again by 1994, even after
allowing for the discrepancy, inflation bias, and presumed capital gains.

Because the United States has a capital to labor ratio among the highest
in the world, the intertemporal approach and the debt cycle model would
lead one to expect it to be a net creditor and an exporter of capital. Even
after making the allowances discussed above for the exaggeration of the
US current account deficit, this is inconsistent with the facts. However, the
life-cycle theory provides some rationale for a current account deficit in
the United States, because its labor force is growing at a higher rate than
the labor force in both Japan and Western Europe, implying higher invest-
ment needs. Table A.4 shows that the labor force in the United States is
expected to grow at almost 1 percent per year over this decade, more than
double the rate expected in Japan and Western Europe.

Bosworth (1996) argues that the decline in the US investment rate since
the 1960s is primarily attributable to the decrease in the rate of output
growth over that period. He estimates how much investment could have
been expected to decline by assuming constancy of the incremental capi-
tal/output ratio (ICOR) for 1965–73 and 1985–92. By taking actual growth
rates in those periods, he estimates the expected level of investment in the
United States as well as in Japan and Western Europe. 

Table A.5 summarizes Bosworth’s findings. An overall slowdown in
technological advance since the 1970s has decreased the rate of growth in
the industrial world. The United States, which experienced a less severe
slowdown in growth, also saw a smaller decline in the investment rate. In
all three cases, investment rates did not decrease as much as expected (i.e.,
ICORs rose). While Bosworth recognizes that there is a problem of causal-
ity—because less investment would be expected to reduce growth—he
decomposes the sources of growth into employment growth, growth in
total factor productivity (TFP), and capital-labor substitution and shows
that the dominant source of slower growth was a decline in TFP growth.

Life-cycle theory also provides an explanation for a lower savings rate
in the United States from 1990–94. Table A.6 shows the dependency ratio
across the countries and regions distinguished in table A.1 at five-year
intervals. While the dependency ratio for the United States increased
between 1990 and 1995, it is expected to decrease over the next 10 years,
making it intertemporally optimal to consume more now and borrow
against future increased savings. Such borrowing is particularly easy in
the United States because of the easy availability of consumer credit,
which minimizes the need to save for precautionary purposes. Finally,
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slower growth in the United States (and the other industrial countries)
would be expected to have led to lower saving.

Another important factor that has contributed to a low national saving
rate in the United States is government dissaving. We previously reported
that more than one half of a decreased budget deficit is translated into an
increase in national savings. However, the average budget deficit over the
period decreased only 0.5 percent from the 1986–87 average, providing lit-
tle impact on saving, or, therefore, the expected current account imbalance.

Canada

Although Canada recorded a substantial current account deficit, averag-
ing 3.9 percent of GDP during 1990–94, we estimate that almost half of
this is a statistical myth. Substantial Canadian current account deficits
have traditionally been explained by the country’s relatively capital inten-
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Table A.4 Annual growth rates of the labor force, 1990–2020

Country/Region 1990–2000 2000–10 2010–20

United States 0.8 0.6 0.2
Canada 0.8 0.5 20.1
Japan 0.3 20.3 20.2
Western Europe 0.2 20.1 20.3

Germany 20.5 20.5 20.7
United Kingdom 0.1 0.0 20.4
France 0.4 0.1 20.4
Italy 0.0 20.3 20.3
Switzerland 20.2 20.6 20.9

Other European countries na na na
Australia/New Zealand 1.2 0.8 0.4
Latin America 2.4 2.1 1.6
East/Central Europe 0.6 0.7 0.2
Sub-Saharan Africa 3.0 3.4 3.5
Middle East and North Africa 3.2 3.1 2.5
South Asia 2.2 1.9 1.5
East Asia 1.4 0.9 0.5

China 1.1 0.6 0.2
Hong Kong 1.2 0.6 20.2
Indonesia 2.1 1.7 1.1
Korea, South 1.8 1.6 0.7
Malaysia 2.6 2.2 1.2
Philippines 2.4 2.1 1.7
Singapore 0.6 0.3 20.4
Taiwana 1.4 na na
Thailand 1.6 1.1 0.9

Other East Asian countries na na na

na = not available.

a. Estimate is from Chou (1992).

Source: International Labour Statistics, Economically Active Population, 195022025, vari-
ous volumes.

Institute for International Economics    |    http://www.iie.com

http://www.iie.com


sive natural resource operations. Other factors that explain a large contin-
uing deficit include a labor force growing at almost one percent per year
and a high growth rate in the dependency ratio, which is expected to
taper off in the coming years. Canada’s fiscal deficit as a percentage of
GDP is among the highest in the world, further explaining the large
Canadian current account deficit.

Japan

Japan’s large surplus is marginally increased, from an average 2.5 to 2.6
percent of GDP, by the corrections recorded in table A.3. Its surplus is con-
sistent with the intertemporal model or the debt-cycle theory. The growth
slowdown and excess productive capacity during the prolonged recession
of the early 1990s must also have contributed to a slowdown in invest-
ment, as did low growth of the labor force. However, the rapid increase in
the dependency ratio has a less clear implication. The rapid increase in the
dependency ratio in the early part of this decade did not lead to a dra-
matic drop in the saving rate: in fact, the average savings rate in Japan is
only slightly below that found in East Asia, where the dependency ratio
has been falling. However, it makes sense to keep the saving rate high 
in Japan to prepare for the more dramatic future increase in the depen-
dency ratio.

It is rather surprising that the slowdown in the growth rate did not
translate into lower savings in Japan. Moreover, while for some years
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Table A.5 Saving, investment, and output growth (percentage of net
national product)

Average Change

1965–73 1985–92 Actual Expected

Private investment
United States 9.1 5.4 23.7 23.9
Europe 12.6 7.1 25.6 27.0
Japan 20.7 11.0 29.7 213.0

Private savings
United States 10.6 7.9 22.7 24.6
Europe 13.7 10.6 23.1 27.7
Japan 20.0 11.9 28.1 212.5

Output growth
United States 3.9 2.2 21.7 na
Europe 4.5 2.0 22.5 na
Japan 9.6 3.6 26.0 na

Implied capital/output ratio
United States 2.3 2.4 0.1 na
Europe 2.8 3.6 0.7 na
Japan 2.2 3.1 0.9 na

na = not available.

Source: Bosworth (1996).
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Japan was distinguished as the only G7 country with a fiscal surplus, the
stimulus packages adopted in recent years to escape from prolonged
recession have now led to a substantial fiscal deficit, with government
dissaving reaching 3 percent of GDP in 1994. This is one factor behind the
recent erosion in the size of the Japanese current account surplus.

Germany

Germany’s recorded modest average current account deficit becomes a
marginal surplus with the adjustments of table A.3. The deficit has been
larger in recent years, as shown by the figure for 1994. This reflects recon-
struction in the eastern part of the country, which has required high
investment despite that it is currently the country with the largest rate of
decline in the work force (table A.4). 

Germany remains one of the highest savers among the G7, with an
average saving rate of nearly 24 percent of GDP. This is despite the fact
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Table A.6 Dependency ratio projections

Country/Region 1990 1995 2000 2005 2010

United States 0.35 0.36 0.35 0.34 0.34
Canada 0.33 0.33 0.34 na 0.34
Japan 0.30 0.32 0.36 0.41 0.45
Western Europe 0.35 0.36 0.37 0.38 0.39

Germany 0.33 0.34 0.35 0.38 0.40
United Kingdom 0.39 0.39 0.39 0.39 0.38
France 0.37 0.38 0.39 0.39 0.38
Italy 0.33 0.34 0.36 0.38 0.41
Switzerland 0.34 0.35 0.36 0.38 0.40

Other European countries na na na na na
Australia/New Zealand 0.33 0.34 0.33 0.34 0.34
Latin America 0.38 0.36 0.34 0.32 0.31
East/Central Europe 0.34 0.36 0.36 0.37 0.35
Sub-Saharan Africa 0.51 0.51 0.50 0.47 0.46
Middle East and North Africa 0.43 0.42 0.40 0.39 0.36
South Asia 0.40 0.39 0.38 0.36 0.34
East Asia 0.31 0.29 0.31 0.30 0.28

China 0.29 0.30 0.30 0.28 0.26
Hong Kong 0.27 0.28 0.29 0.29 0.29
Indonesia 0.36 0.34 0.32 0.30 0.29
Korea, South 0.25 0.24 0.24 0.26 0.26
Malaysia 0.39 0.39 0.36 0.33 0.30
Philippines 0.40 0.39 0.36 0.34 0.31
Singapore 0.24 0.25 0.25 0.26 0.26
Taiwan na 0.28 0.27 na na
Thailand 0.31 0.29 0.26 0.25 0.25

Other East Asian countries na na na na na

na = not available.

Note: The dependency ratio is equal to one half the population below 14 plus the popula-
tion over 65 divided by the population between 14 and 65.

Source: United Nations, The Age and Sex Distribution of World Populations.
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that, as table A.5 reveals, Germany is experiencing an increasing depen-
dency ratio (even though this was already above the average for Western
Europe)—a trend that is expected to continue early into the next century.
Moreover, reunification has resulted in considerable budget deficits over
the last five years. Therefore, the surprise is that the swing in the German
current account position has not been larger.

United Kingdom

The United Kingdom’s recorded average current account deficit of
1.7 percent of GDP is substantially reduced, to a mere 0.5 percent, by the
corrections of table A.3. However, both its saving and investment were
the lowest among the major nations of Europe. Labor force growth over
the 10-year period to 2000, while expected to be low, is not much less than
the average for Western Europe, so this is not the explanation for the low
investment.

Growth in the dependency ratio and a large fiscal deficit contribute to
the low level of savings. However, expected future declines in the depen-
dency ratio provide an incentive to consume more now in anticipation of
increased future savings. 

France and Italy

Both France and Italy have net gains from the adjustments to the current
account, making both of them surplus countries—though to a modest
degree (0.6 and 0.3 percent of GDP, respectively). Their saving and invest-
ment rates are close to those of Western Europe as a whole, and the gap
between them remains small. Neither country is expected to see strong
growth in the labor force over this decade, and overall growth has been
near 1.5 percent (close to the industrialized country average of 1.8 percent
over the period). While both countries experienced growth in their depen-
dency ratios somewhat above the regional average, and both (especially
Italy) had high fiscal deficits, the saving rate in both countries was close
to 20 percent—only marginally less than the regional average. Positions
close to balance on current account are consistent with both debt and life-
cycle theories. 

Switzerland

We estimate that Switzerland’s strong recorded current account position
significantly overstates its true surplus, which we put at an average of 3.8
percent of GDP rather than 6 percent. Its investment is somewhat higher
than the rest of Western Europe, but its saving rate is 50 percent higher,
which is not much lower than East Asia, despite slow growth and an in-
creasing dependency ratio. While its current account surplus is perfectly
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consistent with the intertemporal and debt-cycle models, the high level of
both saving and investment is surprising.

Rest of Western Europe

A decade ago most of the smaller countries of Western Europe, with the
exception of Belgium and the Netherlands and—before the 1986 oil price
decline, Norway—ran substantial current account deficits. Now, most of
them are close to balance. Because they seem, broadly, to be in the same
situation as France and Italy (and we estimate the current account correc-
tion is the same as that for Italy), it is not surprising that their outcomes
are similar.

Australia and New Zealand

Like Canada, Australia and New Zealand have a large recorded current
account deficit as a percentage of GDP. We estimate that it is overstated by
1.2 percent of GDP. In the case of Australia, at least, the deficit can again
be explained by large-scale extractive industries with investment needs
above those of other industrial countries. In both countries, labor force
growth for the current decade, projected at over 1 percent per year, also
implies higher investment needs. Saving constraints include a positive
rate of growth in the dependency ratio, as well as slower growth in the
early 1990s. Their current account deficit is thus not unexpected.

Latin America

After the decade of the debt crisis, in which the region was precluded from
running the current account deficit that theory would suggest to be normal
for a developing region, Latin America witnessed new capital inflows in
the early 1990s and was able to reestablish a moderate deficit. We estimate
that deficit to be overstated by 1 percent of GDP. Both saving and invest-
ment are relatively low, presumably in part a legacy of the debt crisis.

East and Central Europe

During the early 1990s, Eastern and Central Europe entered the transition
from centrally planned to market economies. This process has involved a
period of declining output, and in some cases, these declines have been
severe and/or prolonged. Despite the large fiscal deficits that resulted
from the erosion of the previous mechanism for raising taxes (before 
a market-oriented tax system could be constructed to replace it), overall
saving remained quite high. This may have been aided by a shortage of
consumer goods and the disarray of the financial infrastructure, which
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create a need to save for precautionary reasons and for future purchases
of major goods (e.g., homes and automobiles). The investment rate has
also remained remarkably robust in the face of economic collapse. We esti-
mate the modest current account deficit to be somewhat exaggerated, and
the true deficit to be a mere 0.3 percent of GDP.

Sub-Saharan Africa

We estimate that the region’s current account deficit averaged a mere
1.2 percent of GDP, much lower than the 2.9 percent recorded in the offi-
cial statistics. The debt-cycle and intertemporal models suggest such a
deficit, although the region has certainly been constrained by limited
creditworthiness. The low saving rate has presumably been driven by the
continent’s growth tragedy and high public sector dissaving.

Middle East and North Africa

The Middle East and North Africa ran the largest current account deficit
relative to GDP of any region in the world, and we estimate that the true
figure was larger still, some 6.5 percent of GDP. During the oil boom this
was a surplus region, and it is possible that the current deficit is largely
caused by public spending and consumption that has not yet adjusted to
the fall in the region’s permanent income. A more optimistic view would
point to the growing labor force and high demand for imported capital for
natural resource extraction, but even then a deficit of 6.5 percent of GDP
appears unsustainable given annual growth of less than 4 percent and a
debt to GNP ratio near 40 percent.

South Asia

South Asia ran a measured current account deficit of 1.7 percent of GDP
on average over the period, which we estimate is overstated by only
0.1 percent. The region ran a substantial fiscal deficit, yet national savings
remained among the highest in the world except for East Asia. Some
acceleration of growth and a decreasing dependency ratio are consistent
with higher private saving. The current account deficit is consistent with
the debt-cycle approach. 

Developing East Asia

Intertemporal and debt-cycle considerations would lead one to expect
current account deficits in the developing countries of East Asia. This ex-
pectation is fulfilled in South Korea and Southeast Asia, but it is emphat-
ically contradicted in the ethnic Chinese economies in China, Hong Kong,
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Singapore, and Taiwan. The true current account balances are in most
cases lower than the reported balances, with substantial discrepancy in
Indonesia, Philippines, Singapore, and Thailand.

One explanation for current account surpluses in the ethnic Chinese
economies is that high growth rates contributed to an increase in national
saving rates that have adequately financed the highest investment rates 
in the world. A fall in the dependency ratio over the period, as well 
as expected increases in that ratio over the next decade, also contributed
to high national saving rates. Because Hong Kong and Singapore, and to
a lesser extent Taiwan, have now almost closed the gap in living stan-
dards (and presumably, therefore, in capital intensity) with the OECD
countries, it is not too paradoxical that they should run current account
surpluses.

However, China is another matter altogether: none of the theoretical
approaches reviewed earlier in this appendix suggest that this was a ra-
tional outcome. Those surpluses drained off resources that would have
been more productively used to accelerate development and restrain
inflation. China would have done better to emulate the other East Asian
countries and run current account deficits.

Current Account Targets for 2001

Table A.7 displays OECD projections of saving, investment, and fiscal bal-
ances in the industrial countries for 1995–99. These projections are based
on the OECD Medium-Term Reference Scenario, which incorporates opti-
mistic assumptions about economic conditions such as growth and inter-
est rates, and accepts announced (and usually ambitious) government
plans for future fiscal policy. The United States is an exception in this
regard, because further spending pressure inherent in US entitlement pro-
grams threatens to increase the budget deficit within this decade
(Leibfritz et al. 1996, 49).

Because no comparable estimates are available for developing coun-
tries, we have developed our own projections. Those for saving are based
on recent econometric studies by Edwards (1995) and Masson, Bayoumi,
and Samiei (1995). Edwards estimated the government saving rates of 38
countries for 1983–92. He found that government saving is positively
related to growth in per capita income and sustained current account sur-
pluses. The results are presented in table A.8. A 1 percent increase in real
per capita growth increases the government saving rate by 0.63 percent of
GDP, while a 1 percent increase in the current account deficit will decrease
government saving by 0.53 percent of GDP. In other words, foreign sav-
ing tends to crowd out domestic (government) saving.

The estimates of private saving determinants used in this study are
taken from Masson, Bayoumi, and Samiei (1995). Their study looks at sav-
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ing behavior over the same period, 1983–92, when private saving data are
believed to be more reliable than for earlier periods. The results confirm
that private saving are also positively related to real GDP growth, but to
a lesser degree than government saving. A 1 percent increase in real GDP
growth will boost private saving by 0.16 percent of GDP. In addition, a 1
percent increase in the current account deficit decreases the private sav-
ing rate by 0.47 percent of GDP. As expected, an increase in the age depen-
dency ratio is negatively correlated with the private saving rate: a 1 per-
cent increase in the dependency ratio will decrease private saving by 0.18
percent of GDP. Furthermore, an increase in government saving reduces
the private saving rate by 0.66 percent of GDP. 

The study also indicates a quadratic relationship between per capita
income relative to the US per capita income and the private saving rate.
The estimated parameters are 0.87 for relative per capita income and
20.009 for that variable squared—implying that the relationship becomes
negative after a country reaches around 50 percent of the per capita
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Table A.7 Saving, investment, and current account projections,
1995–99 (percentage of GDP)

Fiscal Saving-
Country/Region Saving Investment balance investment

United States 15.9 17.9 22.3 22.0
Canada 19.1 19.2 22.6 20.1
Japan 30.7 28.8 20.6 1.9
Western Europe 23.2 21.0 2.6 2.1

Germany 25.9 24.5 22.0 1.4
United Kingdom 16.0 16.2 21.4 20.2
France 21.7 20.2 22.7 1.5
Italy 21.3 18.3 25.4 3.0
Switzerland na na na na

Australia/New Zealand 19.1 22.8 0.7 23.7
Latin America 17.4 24.2 20.9 26.8
East/Central Europe 20.3 23.8 26.9 23.5
Sub-Saharan Africa 13.0 17.1 26.5 24.1
Middle East and North Africa 22.0 21.8 22.0 0.2
South Asia 21.7 24.3 25.1 22.6
East Asia 34.4 33.6 20.7 0.8

China 36.1 28.8 22.8 7.3
Hong Kong 31.0 22.0 5.0 9.0
Indonesia 27.7 35.2 1.2 27.5
Korea, South 38.4 29.4 21.1 9.0
Malaysia 34.0 32.8 0.2 1.2
Philippines 21.7 27.0 1.2 25.3
Singapore 42.0 19.2 9.5 22.8
Taiwana 30.5 22.2 na 8.3
Thailand 37.8 36.8 3.2 1.0

Other East Asian countries na na na na

na = not available.

a. Saving estimate is from Chou (1992).

Source: OECD medium-term reference scenario estimates and tables A.9 and A.10.
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income of the United States. The authors qualify the robustness of these
results, because the sample includes very few countries with a per capita
income above 50 percent of US income. However, the relationship holds
for the sample of developing countries as well as for samples that include
only low-, middle-, or high-income developing countries.

Our projections of saving rates for the developing countries are devel-
oped in table A.9. For government saving, we show the consequences of
our assumed changes in the rates of per capita growth as compared to the
average of 1990–94 and of changes in current account balances implied 
by the conclusions. For private saving, we show the changes that would
result from our projections of changes in the total growth rate, relative per
capita GDP, the dependency ratio, government saving, and changes in
current account balances. Column 10 displays the total changes in gross
national saving from 1990–94. According to these estimates, saving will
either increase or stay close to their average 1990–94 level in most of the
developing world.

The exceptions include China, Hong Kong, and Singapore, reflecting the
assumption that growth has already peaked there and will now slow. The
other region where saving is expected to decrease more than marginally is
Eastern and Central Europe. Higher growth should allow the countries of
this region to run larger current account deficits that tend to reduce domes-
tic saving. Column 10 adds the projected change in saving to the saving
rate in 1990–94 to get our expected rates of saving as of 1995–99. These are
entered in the first and third (government saving) columns of table A.7. 

Neoclassical theory argues that the ICOR will tend to be constant in 
the long run if there is no change in technology or the price of capital. To
generate average investment rates over the period 1995–99 in developing
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Table A.8 Coefficients on determinants of national saving

Government saving Private saving

Real GDP growth a 0.63 0.16
(4.1) (4.0)

Per capita GDP relative to US Not significant 0.87
(4.0)

Per capita GDP relative to US squared Not significant 20.009
(2.8)

Age dependency ratio Not significant 20.18
(6.0)

Current account surplus/GDP 0.53 0.47
(4.6) (11.4)

Government saving na 20.66
na (11.4)

na = not applicable.

Note: T-statistics are in parentheses.

a. Per capita for the growth determinant of government savings.

Sources: Edwards (1995) for government saving; Masson, Bayoumi, and Samiei (1995) for
private saving.
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Table A.9 Projected changes in national saving in 2001 (percentage of GDP)

Government saving Private saving
National saving

Per capita Current Real GDP Relative per Dependency Government Current
GDP growth account Total growth capita GDP ratio saving account Total Change Saving

Country/Region [1] [2] [3] [4] [5] [6] [7] [8] [9] [3]+[9]=[10] [11]

Latin America 0.8 20.4 0.4 0.1 20.5 0.3 20.2 20.4 20.7 20.3 17.4
East/Central Europe 2.3 20.9 1.5 0.5 21.1 20.1 21.0 20.8 22.5 21.0 20.3
Sub-Saharan Africa 2.2 20.4 1.8 0.4 20.3 0.1 21.2 20.4 21.4 0.4 13.0
Middle East and 

North Africa 0.1 2.6 2.7 20.1 21.7 0.2 21.8 2.3 21.0 1.7 22.0
South Asia 1.2 20.2 0.9 0.4 0.0 0.2 20.6 20.2 20.2 0.7 21.7
East Asia 20.4 20.4 20.8 0.1 0.5 0.0 0.5 20.4 0.7 20.1 34.4

China 21.8 22.1 24.0 20.4 0.5 20.1 2.6 21.9 0.8 23.2 36.1
Hong Kong 20.9 21.5 22.4 20.2 21.4 20.1 1.6 21.3 21.4 23.8 31.0
Indonesia 1.1 20.9 0.2 0.2 0.4 0.3 20.1 20.8 0.0 0.2 27.7
Korea, South 20.9 0.6 20.4 20.2 2.2 0.0 0.2 0.5 2.8 2.4 38.4
Malaysia 0.0 1.1 1.1 20.1 1.6 0.3 20.7 1.0 2.1 3.2 34.0
Philippines 3.5 0.0 3.5 0.7 0.0 0.4 22.3 0.0 21.3 2.2 21.7
Singapore 23.2 21.3 24.5 20.6 22.7 20.1 3.0 21.1 21.6 26.1 42.0
Taiwan na na na na na na na na na na na
Thailand 20.2 1.3 1.1 20.1 1.9 0.4 20.7 1.1 2.6 3.7 37.8

na = not available.

Sources: World Bank’s Global Economic Prospects, Table 8, World Tables, and authors’ calculations.
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countries, we took the average implied ICOR of each country and region
in 1990–94 and assumed that that ratio would stay constant through 1999.
This figure is multiplied by the expected average growth rate over 1995–
99 to produce the projected investment rate for that period. However, in
Eastern and Central Europe, Sub-Saharan Africa, South Asia, and the
Philippines we have used a lower ICOR to represent the expectation that
a large part of the anticipated acceleration of growth will result from the
more efficient utilization of capital rather than higher investment. Col-
umn 3 of table A.10 shows that the average implied ICOR for the East
Asian economies, excluding the Philippines, was 4.5. This figure is used
as the ICOR of Sub-Saharan Africa, South Asia, and the Philippines for
1995–99. For Eastern and Central Europe we substitute the level of invest-
ment from the previous period, because negative growth rates in the pre-
vious period make it difficult to predict a reasonable investment rate. The
total projected level of investment is shown in column 6.

Table A.11 presents alternative approaches for projecting current ac-
count balances as a percentage of GDP in the year 2001. The first column
takes the difference between saving and investment from table A.7. Ad-
mittedly, those figures relate to 1995–99 rather than to 2001, but they are
the most forward-looking figures that we have.
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Table A.10 Investment, growth, and the capital to output ratio in
developing countries, 1990–99

1990–94
1995–99

Investment
Assumed (percentage

Growth Investment ICOR ICOR Growth GDP)
Country/Region [1] [2] [3] [4] [5] [4]*[5]=[6]

Latin America 2.9 19.9 6.9 6.9 3.5 24.2
East/Central Europea 28.1 23.8 22.9 na 3.4 23.8
Sub-Saharan Africa 1.6 16.7 10.4 4.5 3.8 17.1
Middle East and 

North Africa 3.6 24.5 6.8 6.8 3.2 21.8
South Asia 2.7 22.1 8.1 4.5 5.4 24.3
East Asia 7.0 33.5 4.8 4.8 7.0 33.6

China 10.2 36.7 3.6 3.6 8.0 28.8
Hong Kong 5.2 28.4 5.5 5.5 4.0 22.0
Indonesia 6.8 29.9 4.4 4.4 8.0 35.2
Korea, South 7.5 37.0 4.9 4.9 6.0 29.4
Malaysia 8.6 35.2 4.1 4.1 8.0 32.8
Philippines 1.9 22.8 12.0 4.5 6.0 27.0
Singapore 7.7 36.9 4.8 4.8 4.0 19.2
Taiwan 6.2 23.0 3.7 3.7 6.0 22.2
Thailand 8.9 40.6 4.6 4.6 8.0 36.8

a. The investment rate for East/Central Europe is substituted from the rate in the earlier period because
negative growth rates during 1990–94 make it difficult to predict a reasonable level of investment for
that region.

Source: World Bank’s Global Economic Prospects, World Tables, and authors’ calculations.
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The second column requires more explanation, because it presents the
types of figures that might be made up a priori by an economist who
understands the theory of the intertemporal model but had not made any
attempt to project saving and investment. Because that is precisely what
Williamson did in a previous study (Williamson 1994, column 5 of table 4,
203), we take those figures as the basis for column 2.

We assigned a target of a 1 percent deficit (of GDP) to the United States
and a 1.5 percent deficit to Canada, figures reproduced in column 2. Japan
and Switzerland (along with Belgium and the Netherlands) were desig-
nated as surplus countries, which meant that their targets were deter-
mined as a residual to ensure international consistency (they turned out
to be surpluses of 1.5 percent). Germany was also placed in that category,
but these calculations were undertaken in 1990, before German reunifica-
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Table A.11 Alternative sets of current account targets for 2001
(percentage of GDP)

A priori
Base case

Savings-
investment Corrected Published Published True

Country/Region [1] [2] [3] [4] [5]

United States 22.0 21.0 22.0 22.0 21.0
Canada 20.1 21.5 23.4 21.9 0.0
Japan 1.9 RESID RESID 1.9 1.8
Western Europe 2.1 0.0 20.7 na na

Germany 1.4 0.0 20.3 20.3 0.0
United Kingdom 20.2 0.0 21.2 20.2 1.0
France 1.5 0.0 20.5 1.5 2.0
Italy 3.0 0.0 21.0 3.0 4.0
Switzerland na RESID RESID 6.0 3.8

Other European countries na 0.0 21.0 21.0 0.0
Australia/New Zealand 23.7 21.5 22.7 23.7 22.5
Latin America 26.8 22.0 23.0 23.0 22.0
East/Central Europe 23.5 22.0 22.4 22.4 22.0
Sub-Saharan Africa 24.1 22.0 23.7 23.7 22.0
Middle East and 

North Africa 0.2 22.0 20.5 20.5 22.0
South Asia 22.6 22.0 22.1 22.1 22.0
East Asia 0.8 na na na na

China 7.3 23.0 22.8 22.8 23.0
Hong Kong 9.0 RESID RESID 9.0 8.8
Indonesia 27.5 23.0 24.1 24.1 23.0
Korea, South 9.0 23.0 23.2 20.2 0.0
Malaysia 1.2 23.0 22.8 22.8 23.0
Philippines 25.3 23.0 24.1 24.1 23.0
Singapore 22.8 RESID RESID 22.8 21.1
Taiwan 8.3 RESID RESID 8.3 7.7
Thailand 1.0 23.0 24.2 24.2 23.0

Other East Asian countries na 23.0 23.1 23.1 23.0

na = not available.

Source: Williamson (1989, tables 3 and 7) and authors’ estimations.
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tion had turned Germany into a deficit country. Currently, the most that
would seem appropriate would be a target of current account balance for
Germany, a target previously assigned also to the United Kingdom,
France, and Italy. Other small OECD countries were assigned a deficit of
1.5 percent, reflecting their actual substantial deficits in the 1980s, but
most of these countries have now moved toward balance. We include
Belgium and the Netherlands with those other small countries and
remove Australia and New Zealand, making a target of balance reason-
able (though one might also justify a modest surplus). Australia and New
Zealand are assigned a substantial deficit, similar to that of Canada. 

Among the non-OECD countries, South Korea and Taiwan were recog-
nized as surplus countries. That still seems to be appropriate for Taiwan,
as for Hong Kong and Singapore, because these countries are still
approaching industrial-country income levels, despite the recent financial
turmoil in the region. However, South Korea has gone into deficit again
and in the 1990s has experienced a severe financial crisis, bringing a major
slowdown in growth over the next few years. Because intertemporal opti-
mization suggests that a current account deficit in South Korea is per-
fectly rational, South Korea is grouped with the rest of developing East
Asia. Most developing countries were assigned a target deficit of 1.5 per-
cent, but this reflected the possibility of extensive borrowing in the after-
math of the debt crisis. Following our analysis of creditworthiness, most
groups of developing countries have now been assigned a real target of 2
percent in column 2 of table A.11.10 The exceptions are the nonsurplus
countries of developing East Asia, which are assigned a target of 3 percent
real deficit because their rapid growth will permit creditworthiness to be
maintained even in the face of larger deficits. It should be noted, however,
that the recent difficulties in Indonesia and Thailand mean that they may
need to run current account surpluses for a time to rebuild confidence,
and hence growth will slow substantially over the next few years. Never-
theless, we expect these economies to rebound in the medium term. China
is included among this group, reflecting our opinion that its surplus in the
early 1990s was an aberration that was against its own interests and that
should not be repeated in the future.

Suppose that countries actually achieved true deficits equal to the fig-
ures shown in column 2 of table A.11. Their published deficits would of
course differ, by the sums of the three corrections of table A.3. Assuming
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10. This includes the Middle East and North Africa, which are largely synonymous with
fuel exporters in the earlier publication and were assigned a target of balance. This reflected
the now-outdated assumption that oil exporters tend to be surplus countries. It also includes
Eastern and Central Europe, which was previously (under the rubric of the Council for
Mutual Economic Assistance [CMEA]) assigned a smaller, 1 percent, deficit. This reflected
the doubts at the beginning of the transition as to whether these countries would be able to
borrow extensively.
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that the biases remained unchanged, the published imbalances would be
the figures shown in column 3 of table A.11. For example, a true deficit of
1 percent in the United States would imply a published deficit of 2 percent.

Because most of the statistical inadequacies that are corrected in table
A.3 (certainly the absence of adjustment for inflation and capital gains)
are present also in the statistical data that underlie column 1 of table A.11,
it is appropriate to compare columns 1 and 3 to construct our base case.
We will take the figures of column 1 unless column 3 suggests that these
are inappropriate. We do this also for surplus countries, because to deter-
mine the size of surplus as a residual would be to assign to many of them
larger surpluses than the saving and investment balances of column 1 in-
dicate. An extra iteration may be necessary to redistribute any true world
current account discrepancy.

For the United States, the two approaches give an identical measured
deficit of 2 percent of GDP (which happens to be about where the US
deficit is today). This corresponds to a true deficit of 1 percent. 

Column 1 projects that most of the countries of Western Europe, as well
as the total for the region, will be in surplus. Although column 1 suggests
that Germany be assigned a surplus, we doubt that the effects of reunifi-
cation will have been worked off by 2001; therefore, we project a target as
in column 3 to induce current account balance. The United Kingdom,
France, and Italy receive targets based on column 1. The OECD Medium-
Term Reference Scenario (MTRS) projections do not include saving and
investment estimates for Switzerland and the aggregate of other Euro-
pean countries; thus, we simply extrapolate the figures for 1990–94 for
Switzerland and give the rest of Europe a true target of balance. 

Canada is projected to have a minimal deficit in column 1, which would
imply a substantial true surplus of 1.8 percent, different from past history
and the a priori estimate. The minimal deficit of column 1 reflects, inter
alia, the assumption that Canada’s strong program of fiscal adjustment
will be fully successful. We suggest a less ambitious target, in which
Canada moves into true balance, implying a published deficit of 1.9 per-
cent. Because Australia’s column 1 deficit leaves it with a true deficit
consistent with continued creditworthiness, we see no need to alter that
figure.

For the developing regions outside of East Asia, we have taken the fig-
ures from our a priori estimates rather than column 1 so as not to exceed
the 2 percent true deficit constraint imposed by creditworthiness consid-
erations. The saving less investment projection for the Middle East and
North Africa is smaller than the a priori figure in column 3; however,
given the high current account deficit of the region over the previous
period, we believe that the a priori estimate is more realistic. The base-
case current account target for East Asia as a region is determined by the
sum of the current account positions of the individual East Asian coun-
tries. We now turn to our base case estimates for those countries.
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Column 1 projects rather large current account surpluses for Hong
Kong, Taiwan, South Korea, and Singapore. We have taken those sur-
pluses as our base case current account target, except for the case of South
Korea. A recent history of current account deficits, which appear optimal
in terms of accelerating South Korean development, have led us to reduce
the surplus in column 1 to a balanced “true” current account. Also, in
China, for reasons mentioned above, a current account deficit provides a
more efficient allocation of resources: the change from the column 1 fig-
ure is enormous. Indonesia and the Philippines are assigned current
account deficits that correspond to their respective values in column 3 due
to creditworthiness considerations. However, Malaysia and Thailand are
assigned the deficit figure from column 3 because, like China, they are in
a position to benefit from greater capital imports. Because of data limita-
tions for the smaller East Asian countries, a net savings projection could
not be generated. Therefore, our base case is derived from the a priori esti-
mate in column 3.

Table A.12 shows estimates of GDP for the year 2001. Adding up the
deficits implied by table A.12 and column 5 of table A.11, we project the
corrected world current account discrepancy to be $24.1 billion in 1994
dollars, or $29.9 billion in 2001 dollars if the dollar inflation rate averages
3 percent per year. Our estimate of the corrected world current account
discrepancy in 2001 is, however, $44 billion,11 so we adjust down the
largest surpluses (as a percentage of GDP) until the current account dis-
crepancy reaches our projected level. This involves drastically adjusting
the targets of three economies: Singapore, Hong Kong, and Taiwan—that
is, the three high-saving ethnic-Chinese economies other than China
(whose target was already adjusted substantially at an earlier stage). The
surpluses of Switzerland and Italy are also reduced, but to a much smaller
degree. This shows that, while these economies may think of themselves
as small, their responsible management is collectively of considerable
consequence for the world economy. It also points to a possible source of
future tension if Chinese saving rates remain as far above the interna-
tional norm as they are now.

The published targets would be as shown in the final column of table
A.13. It has sometimes been argued on debt-cycle grounds that a capital-
rich country such as the United States should achieve a balanced current
account despite the demographic arguments for a deficit. Table A.14 ex-
plores the implications of changing the US target from a true deficit of 1
percent to true balance. Columns 2 and 3 of the table repeat the base case
true targets, and columns 4 and 5 show the effect of a balanced current
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11. This figure represents only the growth in the statistical discrepancy from 1994 to 2001
and is calculated as the difference between the –$133 billion statistical discrepancy in 1994,
and that figure inflated by the projected growth in GWP. (Assuming the true statistical dis-
crepancy in 1994 was equal to zero because it is the sum of the corrected current accounts.)
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account in the United States, where the reduction in the sum of deficits is
absorbed pro rata to GDP across the surplus countries with no change in
the position of other deficit countries. Under this scenario, surplus coun-
tries would see their surpluses reduced by 0.7 percent of GDP. Columns 6
and 7 display the results of an alternative scenario, where the cut in the
US current account deficit is absorbed pro rata to GDP across all other
countries and regions. Here, the surplus countries see their targets
reduced by 0.3 percent of GDP, while the deficit countries increase their
target deficits by the same amount. This magnitude is clearly not too dif-
ficult for deficit countries to absorb.

Conclusions

We have calculated a set of current account positions for 2001 that in most
cases reflect the savings/investment imbalances and, therefore, the under-
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Table A.12 Gross domestic product in 2001

1994 GDP Assumed 2001 GDP 2001 GDP
(billions of growth (billions of (billions of

Country/Region dollars) rate 1994 dollars) 2001 dollars)

United States 6,648 2.5 7,902 9,671
Canada 543 3.0 668 816
Japan 4,591 3.0 5,646 6,903
Western Europe 7,605 2.5 9,040 11,063

Germany 2,046 2.5 2,432 2,976
United Kingdom 1,017 2.5 1,209 1,480
France 1,330 2.5 1,581 1,935
Italy 1,025 2.5 1,218 1,491
Switzerland 260 2.5 309 379

Other European countries 1,927 2.5 2,291 2,803
Australia/New Zealand 383 3.0 471 576
Latin America 1,711 3.5 2,177 2,659
East/Central Europe 983 3.4 1,242 1,517
Sub-Saharan Africa 289 3.8 375 458
Middle East and North Africa 520 3.2 648 792
South Asia 392 5.4 567 690
East Asia 1,871 7.0 3,004 3,646

China 508 8.0 871 1,055
Hong Kong 132 4.0 174 212
Indonesia 175 8.0 300 363
Korea, South 377 6.0 566 68
Malaysia 71 8.0 121 147
Philippines 64 6.0 96 117
Singapore 69 4.0 91 111
Taiwan 241 6.0 362 441
Thailand 143 8.0 245 297

Other East Asian countries 91 6.0 137 166

Note: Developing-country regional growth estimates are taken from the World Bank’s
Global Economic Prospects and the Developing Countries, except for East Asia.
All other projections are based on the authors’ estimates.

Sources: World Bank’s World Tables and Central Bank of China’s Financial Statistics.
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Table A.13 Base case current account targets for 2001

True Published
GDP in 2001 current account target current account target

Billions of Billions of Percentage Billions of Billions of Percentage
Country/Region 1994 dollars 2001 dollars of GDP 1994 dollars 2001 dollars of GDP

United States 7,902 9,671 21.0 279.0 296.7 22.0
Canada 668 816 0.0 0.0 0.0 21.9
Japan 5,646 6,903 1.8 101.6 124.3 1.9
Western Europe 9,040 11,063 0.9 81.9 100.2 0.5

Germany 2,432 2,976 0.0 0.0 0.0 20.3
United Kingdom 1,209 1,480 1.0 12.1 14.8 20.2
France 1,581 1,935 2.0 31.6 38.7 1.5
Italy 1,218 1,491 2.5 30.4 37.3 3.5
Switzerland 309 379 2.5 7.7 9.5 4.7

Other European countries 2,291 2,803 0.0 0.0 0.0 21.0
Australia/New Zealand 471 576 22.5 211.8 214.4 23.7
Latin America 2,177 2,659 22.0 243.5 253.2 23.0
East/Central Europe 1,242 1,517 22.0 224.8 230.3 22.4
Sub-Saharan Africa 375 458 22.0 27.5 29.2 23.7
Middle East and North Africa 648 792 22.0 213.0 215.8 20.5
South Asia 567 690 22.0 211.3 213.8 22.1
East Asia 3,004 3,646 21.2 237.4 245.4 20.8

China 871 1,055 23.0 226.1 231.6 22.8
Hong Kong 174 212 2.5 4.3 5.3 3.7
Indonesia 300 363 23.0 29.0 210.9 24.1
Korea, South 566 688 0.0 0.0 0.0 20.2
Malaysia 121 147 23.0 23.6 24.4 22.8
Philippines 96 117 23.0 22.9 23.5 24.1
Singapore 91 111 2.5 2.3 2.8 4.2
Taiwan 362 441 2.5 9.1 11.0 3.1
Thailand 245 297 23.0 27.4 28.9 24.2

Other East Asian countries 137 166 23.0 24.1 25.0 23.1
Statistical discrepancy 244.9 254.2

Source: Authors’ calculations.
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114 Table A.14 Effect of a balanced US current account

2001 GDP True current account Scenario 1 Scenario 2

Billions of Percentage Billions of Percentage Billions of Percentage Billions of
1994 dollars of GDP 1994 dollars of GDP 1994 dollars of GDP 1994 dollars

Country/Region [1] [2] [3] [4] [5] [6] [7]

United States 7,902 21.0 279.0 0.0 0.0 0.0 0.0
Canada 668 0.0 0.0 0.0 0.0 20.3 22.3
Japan 5,646 1.8 101.6 1.1 59.3 1.5 81.9
Western Europe 9,040 1.2 81.9 0.6 50.3 0.6 51.2

Germany 2,432 0.0 0.0 0.0 0.0 20.3 28.4
United Kingdom 1,209 1.0 12.1 0.3 3.0 0.7 8.5
France 1,581 2.0 31.6 1.3 19.8 1.6 25.9
Italy 1,218 2.5 30.4 1.8 21.9 2.2 26.2
Switzerland 309 2.5 7.7 1.8 5.6 2.2 6.8

Other European countries 2,291 0.0 0.0 0.0 0.0 20.3 27.8
Australia/New Zealand 471 22.5 211.8 22.5 211.8 22.8 213.4
Latin America 2,177 22.0 243.5 22.0 243.5 22.3 250.1
East/Central Europe 1,242 22.0 224.8 22.0 224.8 22.3 228.6
Sub-Saharan Africa 375 22.0 27.5 22.0 27.5 22.3 28.6
Middle East and North Africa 648 22.0 213.0 22.0 213.0 22.3 214.9
South Asia 567 22.0 211.3 22.0 211.3 22.3 213.0
East Asia 3,004 21.2 237.4 21.4 241.8 21.5 246.3

China 871 23.0 226.1 23.0 226.1 23.3 228.7
Hong Kong 174 2.5 4.3 1.8 3.1 2.2 3.8
Indonesia 300 23.0 29.0 23.0 29.0 23.3 29.9
Korea, South 566 0.0 0.0 0.0 0.0 20.3 21.7
Malaysia 121 23.0 23.6 23.0 23.6 23.3 24.0
Philippines 96 23.0 22.9 23.0 22.9 23.3 23.2
Singapore 91 2.5 2.3 1.8 1.6 2.2 2.0
Taiwan 362 2.5 9.1 1.8 6.5 2.2 8.0
Thailand 245 23.0 27.4 23.0 27.4 23.3 28.1

Other East Asian countries 137 23.0 24.1 23.0 24.1 23.3 24.5
Statistical discrepancy 244.8 244.2 244.1

Sources: Table A.13 and authors’ calculations.
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lying capital flows that seem to be likely. In a few cases, we modified the
projections to reduce deficits to a size that would not raise concerns about
sustainability. We also made some modest reductions in the size of the
largest surpluses that were implied by national data, to achieve interna-
tional consistency: this impinged on the projections for the ethnic Chinese
economies, which may be a warning signal of difficulties that could arise
in the future if Chinese saving rates remain as out of line with the interna-
tional norm as they are now. The resulting set of current account positions
could be adopted as “targets” for macroeconomic policy.

Suppose that countries agreed to establish such a set of targets, but that
certain countries missed their targets: What might be expected to follow?
Short-run deviations should be ignored, because there is no reason why
countries should orient their policies to trying to maintain an even current
account over time. A persistent deviation that reduced the size of the im-
balance below that targeted would not seem to invite international com-
plaint, although the international community would presumably expect
the country to revise its targets to be consistent with reality and improve
the usefulness of the exercise in the future. A larger deficit than that pro-
jected would not seem to call for international action beyond publicity: the
market would know if a deficit was larger than the international com-
munity believed to be consistent with the continued maintenance of cred-
itworthiness—with the implication that no bailout could be expected if
things went wrong, which should presumably be a sufficient penalty. It
would be difficult, though, if a country persistently ran a much larger sur-
plus than it had been assigned. As long as the world was enjoying buoyant
growth, it might be best to tolerate such an outcome. But in a situation of
general world recession, such a policy would amount to exporting un-
employment, and it might generate international censure. A possible pol-
icy response might be a requirement to subscribe the excess earnings into a
zero-interest asset for an international good cause (e.g., IDA), which would
then ensure that purchasing power was reinjected into the world economy.

What would happen if capital flows turned out to be inconsistent with
the targets? If a country were unable to finance the deficit that it had been
assigned, then obviously it would have to adjust its deficit down to what-
ever level it could finance. If a country were experiencing a capital inflow
much larger than its assigned deficit, however, it might contemplate ab-
sorbing the inflow with a larger deficit, provided that it did not threaten
continued creditworthiness. We hope that the existence of such guidelines
would discourage the markets from pouring excessive sums into coun-
tries. If a country that had been assigned a current account surplus were
experiencing an inadequate outflow, then it should cut its interest rate to
stimulate a larger outflow. Meanwhile, a country with an excessive out-
flow might be expected to raise its interest rate.
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