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L&bstract The maintenance of a balanced current account is among the enormous challenges
faced by most of the developing economies. This study seeks to examine the
determinative factors of the current account deficit in Pakistan over the period of 1976-2020.
Assessment of these factors has been made within the stipulated structure of the ARDL model.
Findings reveal that fiscal sustainability, sustainable economic growth, controlled inflation,
and growth in gross saving are the reasons that help in stimulating the current account balances
in the long run. This study also finds that exchange rate, money supply, and TOT were unable
to change the position of the current account. Based on the empirical findings, it is recommended
that government should concentrate on recognitions of channels that help in boosting the
government revenue, accelerating the growth process, stimulating the gross saving, and
maintaining a moderate level of inflation.
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Introduction

The current account is the systematic record of trading activities held by a nation with
other nations of the world, including the balance of foreign investment (Favaz & Kaur,
2016). Current account can be decomposed into four broader categories; first, income
account (i.e. income generated abroad like wages, interest and dividends), second, direct
transfer (like foreign aid, remittances, and FDI), third, trade account (i.e. trade balance),
and fourth, assets income (i.e. appreciation/depreciation of an asset like bonds,
securities, and real estate). One of the fundamental goals of every economy is to boost
the revenues generating capacity of the country and create a surplus account. In most
of the developing economies, alteration in the balances of these accounts normally leads
to a current account deficit which, in turn, lead to deteriorating the economic growth in
the long run (Mukhtar & Khan, 2016).

Running a deficit account for a shorter period is not always injurious to an economy
as the objective of having CAD may exist in the form of supporting the infant industry
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with the purpose to boost local productivity and increase government revenue. However,
the adoption of such policies may hurt the economy in the long run. It is believed that
countries who are running with persistent current account deficit normally suffer from
different issues like capital flight caused by a loss in trust of the foreign investors,
depreciation of the local currency, increase in foreign ownership of local assets, and
growth in foreign indebtedness (Bannaga., 2004; Calvo, 2005; AFM, 2006; Krugman,
2008, Minhajuddin, Azam & Tarig. 2020). Similarly, researchers have also identified
several causing factors of deterioration in this account, especially in developing
economies. Division of such factors can be made in two broader categories, first,
structural-deficit and second, cyclical-deficit. In this regard, structural defects in an
economy in the form of lower-investment, lower-productivity, high-inflation, inadequate
research environment, budget deficit, and the emergence of the competitive firm are
declared to be the causes of structural-deficit. On the other hand, cyclical discrepancies
in the form of the over-valued exchange rate, the existence of excessive external demand,
the decline in exports sector, and the increase in imported technology are assumed to be
the reasons of cyclical-deficit (Calista, Furceri & Rusticelli, 2010).

Several researchers have put their energies into digging out the root causes of the
current account deficit. With regard to Pakistan, which is facing a persistent CAD since
1976, several studies have been made on investigating such factors, but no clear
consensus has been developed that can fold them together. Combined, they are of the
view that distortion in the external economy, persistent fiscal deficit, sluggish economic
growth, over-valued exchange rate, and unfavorable TOT are the reasons of making
distortion in this account (Sadiku et al., 2015, Minhajuddin, Azam & Tarig. 2020). The
worsening position of the saving-investment ratio and foreign indebtedness are also
considered as reasons of current account deficit. This study is an attempt to
reinvestigate this issue for many reasons; first, scarcity of literature as we find only a
few studies (Gulzar et al., 2007; Jawaid & Raza, 2013; Mukhtar & Khan, 2016) that have
focused on this topic, second, absentees of consensus in their results as they have
portrayed a mixture of results on this topic, and third, conducting research for the
extended and latest time period. Figure 1 and Figure 2 are the graphical presentation
of the current account deficit growth in the GDP of Pakistan.
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Graph 1: CAD as % of GDP
Source: World Development Indicators (2020)
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Graph 2: Growth rate of GDP (in %)
Source: World Development Indicators (2020)

Based upon the controversies in the finding of researches carried Pakistan, this study
seeks, first, to reinvestigate this issue and analyze the macroeconomic factors of CAD in
Pakistan, and second, to recommend results-oriented suggestions for effective
policymaking.

Literature Review

Khan and Knight (1983) investigated the factors of CAD for thirty-two non-oil emerging
economies and concluded that downfall in industrial growth, unfavorable terms of trade,
deterioration in fiscal imbalances, currency appreciation, and growth in the rate of
interest are the causes of deterioration in current account balances. Debelle and Farugee
(1996) came with different conclusions while investigating this issue for 21 developed
economies. They found that public debt and relative income are the factors that have a
noteworthy impact on the position of CAD in these countries over the long run.
Similarly, the same issue was investigated by Loayza, Chong, and Calderon (1999) in 44
least developed countries. They suggested that the governments of these countries
should focus on minimizing the fiscal deficit, accelerating the economic productivity, and
enhancing public savings for reducing this deficit. Aristovnik and Zajc (2001) found that
economic growth, rate of interest, investment level, and exchange rate are the factors
that bring variation in this deficit in 12 developing economies.

Chete (2001) investigated this issue and concluded that budget deficit, favorable
TOT, and inflation are the crucial factors that decide about the position of this account
in Nigeria. Calderon, Chong, and Loayza (2002) were of the view that global variation
in economic productivity, domestic saving and inflation are the reasons that have the
ability to bring constructive variation in this account in 44 emerging economies._Chinn
and Prasad (2003) also analyzed this issue for 89 countries, a mixed sample of developed
and least developed economies, and concluded that fiscal imbalances and unfavorable
TOT are the root causes of deficit in this account. For Doisy and Herve (2003). these
factors were relative income, per capita income, and fiscal imbalances. Bussiere
Fratzscher, and Muller (2004) focused on analyzing these factors for 33 countries and
succeeded to determine that budget deficit, relative income, and relative investment are
the crucial factors that decide about the fluctuation in the current account balances.
Bannaga (2004) and Zanghieri (2004) found that budget deficit, economic growth,
government reforms, and political stability are the factors that help in shaping the
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current account deficit accordingly. Similar kinds of results were also portrayed by
Herrmann and Jochem (2005).

AFM (2006) investigated this issue for Bangladesh and found that the position of
the federal budget, domestic savings, exchange rate, purchasing power, and exports are
the reasons of causing a deficit to the CAB. Among these, twin deficits were highlighted
to be the crucial factors behind the sluggish position of the current account deficit.
Gulzar, Feng, and Yajie (2007) also disclosed that foreign remittances and domestic
saving are the crucial factors that help in bringing sustainability in CAB. Gruber and
Kamin (2007) focused on investigating the global perspective of this issue for a sample
of 61 countries. They found that deterioration in the position of fiscal deficit, economic
productivity, institutional quality factors, and growth in per capita income plays a
crucial role in fascinating the position of CAB. Baharumshah and Lau (2007) focused on
investigating the relationship between twin deficits and CAD. For this purpose, they
used granger causality and co-integration analysis. They highlighted a one-way
causality link between these variables while running from budget deficit to trade deficit
and from trade deficit to CAD. Rate of interest and exchange rate were found to be the
mediating variables of the model. Similarly, Kim et al. (2009) succeeded to link the
sustainability of the current account with the sustainability of economic growth.

Morsy (2009) triggered to find out the reasons of the current account deficit in 28
oil-exporting countries. He found that fiscal deficit and wealth of oil itself are the
dominant reasons of bringing distortion in the CAB in these countries. For Kwalingana
and Nkuna (2009), these reasons were barriers in foreign trade and the burden of foreign
indebtedness. Prat, Medina, and Thomas (2010) investigated the determinants of CAD
in 33 developing countries and concluded that discrepancies in the fiscal budget have a
considerable role in the deterioration of CAB. In contrast, Uz (2010) found that the
exchange rate is the sole factor behind this distortion. Similarly, Ang and Sek (2011)
concluded that the exchange rate, the position of TOT, and the rate of inflation are the
causes of creating an alteration in this account. For Dam et al. (2012), these reasons
were the trade deficit, foreign indebtedness, and transfer payments. Brissimis et al.
(2012) also examined the causes of CAD and found that the saving-investment gap is
the sole cause of deterioration in the current account. However, the findings of Morsey
(2012) were not in line with these findings as he highlighted that the position of the
federal budget, oil prices, and oil products are the reasons of CAD in oil-producing
countries. Similarly, Jawaid and Raza (2013) found that the sustainability of twin
deficits is the sole cause of deterioration in the current account balances of Pakistan.

Sadiku et al. (2015) scrutinized this link and concluded that surplus in the federal
budget, trade openness, and favorable TOT are the reasons of CAD. On the contrary,
Yurdakul and Cevher (2015) noted that the exchange rate is the sole detrimental factor
behind this distortion. Similarly, Cavdar and Aydin (2015) were of the view that
inflation, fiscal expenditures, and unemployment are the causes of CAD. For Oshota and
Adeleke (2015). these reasons were exchange rate variability, saving-investment gap,
and money supply. Favaz and Kaur (2016) examined this linkage and observed that
imports reliance and worsening exchange rate are the factors that put pressure on the
current account to deteriorate in India. For the same country, Banday and Aneja (2016)
revealed that the existence of twin deficits are the sole cause of worsening CAD.
Importantly, the pattern of causality was recognized to be bi-directional. Das (2016)
investigated this issue for 44 countries and detected that growth sustainability,
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acquisition of foreign assets, and sustainable exchange rate are the reasons for creating
distortion in CAD. Kovacevic (2017) observed that exchange rate, inflows of foreign
direct investment, and foreign remittances are creating imbalances in this account in 9
SEE countries. For Malaysia, these reasons were discovered to be the growth in real
GDP and the value of money (Kurniadi and Aimon, 2018).

Riaz, Javid, and Mubarik (2019) investigated this issue for South Asian Economies
and concluded that domestic income and foreign assets play a crucial role in this regard.
Afonso and Jalles (2019) focused on investigating the determinants of variation in CAB
in nineteen Euro countries. They, first, divided the whole sample into two broader
categories, cyclical-sample, and non-cyclical sample, and second, they calculated the
exports-elasticities and import-elasticities with respect to income for each country one
by one. This study also ended with a mixture of results. TOT variable was the only
variable that gave a positive response to both types of sample. Tang (2019) incorporated
the impact of financial integration in the deficit-determinants model and concluded that
an increase in bank credit extensively determines the position of CAD. An increase in
the size of the stock market was found to reduce this deficit significantly. For Wanjala,
Kalio, and Kiprop (2019). these reasons were foreign indebtedness, banking credit, fiscal
balances, and exchange rate. Naravan (2020) noted that unanticipated internal shocks
stand crucial in this regard. Samsu and Ismail (2020) found that trade openness, fiscal
imbalances, and growth in per capita income has a strong connection with current
account balances.

Methodology

The nature of this research is quantitative for which data is extracted from World
Development Indicator (2020). This study has incorporated the saving, TOT, money
supply, inflation, fiscal deficit, economic growth, and exchange rate variables in the
deficit-determinants model for the purpose of highlighting the crucial factors behind the
persistent current account deficit in Pakistan. Along with the ARDL model, this study
is using the ADF test for recognition of unit root, ECM for finding the short-run
dynamics, and some other tests for diagnosing the data. Figure 3 is the conceptual
framework of this study.
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Figure 3: Conceptual Model
Source: Author’s Compilation
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Model Specification
The ARDL specification for this study will be as follows:

ACAD, = @y + 271 01 ACAD; 1 + 271 90GS, 1 + X7, 93ATOT,_y + X7 9, AMS,_; +
71 @sAGDP._ + X7 eAFDe_y + Y71 7 AER, 4 + 271 @gAINF,_y +9,S; + 9,TOT, +
93MS, + 9,GDP; + 9sBD; + 9gER; + 9,INF; + 0fevvenuennn..... (1)

Table 1 presents a brief description of these variables.
Table 1. Description of Variables

Variable Description Source
CAD Current account deficit (% of GDP)

GS Gross saving (% of GDP)

TOT Terms of trade (index)

MS Money supply (% of GDP)

GDP Growth in GDP (%) WDI (2020)
FD Fiscal deficit (% of GDP)

ER Exchange rate (ratio)

INF Inflation (CPI)

Since all variables of equation 1 were found stationary (see Table 2) either at level or at
the first difference (i.e., combination of Iy and I(1)), therefore it is preferred to apply the
ARDL model. In this regard, the log-term coefficients of this model will be estimated
with the help of equation 2, whereas the short-term dynamics will be calculated with
the help of equation 3. The F-bound test will be used for confirming the long-run
cointegration among the variables. Appropriate diagnostic tests and normality tests are
also conducted in this study.
ACAD, = g + Xiz1 91 ACAD;_y + iy pAGS, 1 + Xioy P3ATOT,_ + Xy PuAMS, 4 +
Sy @sAGDP, ; + Siy PAFD_y + Yoy hs0ER, s + Yoy bAINFy_y + & )
ACAD, = o + Y2, m,ACAD,_, + Y?_, m,AGS,_, + Y7, msATOT,_, + Y7, m,AMS,_, +

2 o AGDP,_y + Y7, meAFD,_; + Y72 T, AER,_, + Y7, mgAINF,_, + AECM,_+¢,... (3)

Where: ¢1 - pg = long-run coefficients

m, - Tg = short-run coefficients

with A < 0 and significant

Unit Root Results

Table 2 has summarized the results of this test. It depicts that all variables are
stationary at level (i.e. L) or at the first difference (i.e. F); therefore, it is convenient and
justifiable to regress this model within the framework of the ARDL model.

Table 2. Results of ADF

Var. ADF Test

t-Stat. Stationarity
CAD -2.94712* at L
GS -3.98491* at L
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v ADF Test
ar t-Stat. Stationarity

TOT -7.07521* at F
MS -5.91671* at F
GDP -4,25483* at L
FD -2.96361* at F
ER -5.40252* at F
INF -4.63160" at L

* & ** indicate the level of significance

F-Bound Test

Results of this test are shown in Table 3, which provide enough evidence for the
existence of long-run cointegration among the variables.

Table 3. F-Bound Test

3.9451
C/F-Stat. L/B value U/B value
10% 2.032 3.131
5% 2.321 3.512
1% 2.964 3.856

Regression Results

Table 4 has summarized the results of the ARDL model. This table shows that, first,
fiscal imbalances is positively and significantly affecting the CAD, second, economic
growth, inflation, and domestic saving are negatively and significantly affecting this
deficit; and third, the impact of money supply, exchange rate, and TOT was found
insignificant. One percent increase in fiscal deficit was found to cause an almost 0.11
percent increase in the current account deficit. Similarly, one percent increase in GDP,
inflation and domestic saving were found to bring a downfall in the current account
deficit by 0.40 %, 0.21 %, and 0.34 %, respectively. The effects of these variables were
found more severe than other variables of the model. Similarly, the short-run estimates
of this model are summarized in Table 5, indicating that this model is convergent to the
long-run equilibrium and that speed of adjustment is 0.55 %. Table 5 also depicts that,
first, all variables, except fiscal deficit, are statistically significant in the short run as
well, and second, all of them have got their expected signs in the short run.

Table 4. ARDL Results

Var. Coefficient t-Stat. Prob.

(GS)¢ -0.34712° -3.15471 0.00351
(TOT); 0.02134 0.77000 0.44692
(MS); -0.08962 -0.98621 0.33142
(GDP), -0.40772* -2.43392 0.02071
(FD): 0.11452* 2.26374 0.03051
(ER): 0.02961 0.62123 0.53892
(INF): -0.2138* -2.28110 0.02931
C 0.13991 0.67000 0.50751

* & ** indicate the levels of significance

Vol. V, No. II (Spring 2020) Page | 95



Minhajuddin, Malik Bakhsheesh and Muhammad Sohail Alam Khan

Table 5. ECM Results

Var. Coefficient t-Stat. Prob.
A(GST) -0.63941* -9.83681 0.0000
A(TOTY) 0.04621* 2.71722 0.0104
AMST) -0.16041* -2.76592 0.0092
A(GDP) -0.32862* -4.44551 0.0001
A(FDA) 0.02140 1.02981 0.3106
A(ERy) 0.08651* 2.06850 0.0465
A(INFy) -0.24042* -4.79670 0.0000
AECM) -0.55000* -8.57371 0.0000

* & ** indicate the levels of significance

Diagnostic Tests

A brief summary of the diagnostic tests (DT) is presented in Table 6, whereas a summary
of the normality test is portrayed in Figure 4.

Table 6. Brief Summary of DT

Tests Ha t-stat. F-stat. Conclusion
BG Presence of serial correlation ~  ---eeee- (822?1?3) Reject Ha
BPG Heteroscedasticity ~ eeeeeeen ((1);,?71?3) Reject Ha
?:gsey Presence of Specification Error (10618 0120 E?l) (gf?)gg}) Reject Ha
ellgaeigue- Residual are distributed normally (10257;7255) -------- Can’t Reject Ha
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Graph 4: Normality Test
Source: Author’s Compilation

As a matter of comparison, these findings were consistent with the findings of Jawaid
and Raza (2013), who also noticed that deterioration in the current account balance is
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due to volatility in exchange rate, fiscal imbalances and worsening position of domestic
saving. In Contrast, these estimates are in contradictions with the conclusions made by
Gulzar et al. (2007) and Mukhtar and Khan (2016) who focused on variables other than
what we have analyzed in this study.

Conclusion and Policy Recommendations

This study was aimed to uncover the factors which are responsible for the persistent
current account deficit in Pakistan. Data period is from 1976 to 2020 and data is
extracted from world development indicators (2020). Importantly, this data is analyzed
within the stipulated structure of ARDL model. Gross saving, TOT, money supply,
inflation, fiscal deficit, economic growth, and exchange rate variables are incorporated
in the deficit-determinants model for the purpose of highlighting the crucial factors
behind the persistent current account deficit in Pakistan. Results of the ADF test
proposed the use of ARDL model for estimating the long run coefficients of the model.
Along with ECM, this study has also used different types of diagnostic tests and
normality tests in recognition of data accuracy and perfection of the model. Findings of
this study revealed that, first, fiscal imbalances is positively and significantly affecting
the CAD, second, economic growth, inflation, and domestic saving are negatively and
significantly affecting the CAD, and third, the impact of money supply, exchange rate
and TOT was found insignificant. One percent increase in fiscal deficit was found to
cause almost 0.11% increase in current account deficit. Similarly, one percent increase
in GDP, inflation and domestic saving were found to bring a downfall in current account
deficit by 0.40%, 0.21%, and 0.34%, respectively. Results of the ECM depicted that model
is convergent to the long-run equilibrium and that speed of adjustment is 0.55 %. Based
on the empirical findings of this study, it is recommended that policymakers should focus
on recognitions of channels that help in boosting the government revenue and reducing
the fiscal deficit, accelerating the growth process, stimulating the gross saving, and
maintaining a moderate level of inflation. Government can also emphasize on policies
that helps in promoting the exports like import substitution and increasing the global
competitiveness through the production of value added products. Use of monetary policy
is also an option for bringing sustainability in the exchange rate which is essential for
reducing the importing cost of foreign commodities.
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