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Interest paymencs on foreign debt are decomposed into real and 

inflat:ionary component:s using the Fisher relationsilip, and the 

inflation component is treated as an implicit repayment of foreign 

de~."'. As a consequence, the size of the current Bccount deiicit: is 

reduced, and capital inflow is reduced by the value of this implicit 

capital repayment. It is demonstrated also that the flow of domestic 

savings is increased by the amount of the implicit capital 

repayment:. Further, the size of these adjustments have increased 

during the 1980s, and thase increases have probably been more marked 

in Australia than in many other debtor countries. 



Introduction 

In recent times, the attention of economic policy makers in Australia 
has been focussed on the growth of Australia's foreign debt, the growth in 
the current account deficit and the proportion of that deficit which is 
attributable to interest payments on foreign debt. Concern has also been 
expressed about the sharp fall in the ratio of household savings to 
household disposable income. This ratio has fallen from a peak of about 15 
per cent in the mid-1970s to 6.6 per cent in 1988-89. The ratio of private 
savings to gross domustic product has also fallen, from a peak of 20.5 per 
cent in 1973 to 13.9 per cent in 1988-89. 

The objective in this paper is to reappraise the recent history of 
Australia's current account deficit and its rate of private sector savings, 
by adjusting the interest payments on Australia'S foreign debt for implicit 
capital repayments due to inflation. This adjustment provides a more 
accurate view of Australia'S economic position. 

It is well known that, in times of inflation, the nominal interest rate 
consists of two components - the real interest rate and an inflation 
component. From the viewpoint of borrowers, the inflation component of 
interest payments is, in effect, equivalent to a repayment of real 
principal, bE..1cause the real value of the principal outstanding falls by the 
same amount. In other words, the inflation component represents a flow of 
savings or an accumulation of wealth on the pal;t of the borrower. Similarly, 
from the viewpoint of lenders. the inflation component of interest receipts 
is equivalent to receiving back part of the principal originally lent, 
because the real value of that principal has declined by the same amount. In 
other words, the inflation component of interest receipts does not represent 
true economic income for lenders. 

Unfortunately. standard national accounting conventions adopted in 
Australia and most other developed economies do not draw a distinction 
between real and nominal interest payments and receipts in times of 
inflation. Anstia. Gr.ay and Pagan (1982) showed that, in consequence, the 
standard national accounting measure of household income and saving in 
Australia did not present an accurate picture of true or economic income and 
savings during the 19105 and early 1980s. 

In the present study, this line 0·£ argument is extended to the 
Australian economy as a whole. ra.ther than just to the household sector. In 
the 1970s and early 1980s. Australia's foreign debt and hence int.erest 
payments on foreign debt were both very small relative to the size of the 
Australian economy. Therefore, the distinction between the real and 
inflat100 components of those foreign inte.rest payments was of little 
consequence at the time of the Anstie at a1. study, and was not considered 
explicitly by those authors. However. the rapid growth of Australia's 
foreign debt and interest payments on that debt during the 1980s raises the 
possibility that the distinction between the real and inflation component of 
foreign interest payments is nO'-1 of considerable importance. 

It is shown in the paper that, when allowance is made for the implicit 
capital repayments represented by the inflation component of foreign 
interest paym~nts~ the current ~ccount deficit is reduced and the private 
sector savings ratio is iru,'n'ased. Of criti.cal importance, the implicit 
capital repayments hav~ incrQas(~d stcndily in significance during the 1980s. 
This increase is probably more markc'd in Australia than in many otlwr 
develop~dcountries. Thm;, Aust ntl in's cOf!!parativ{' economic p{·rformanct· .• 1.f. 



implied by the official estimates of the currPllt aecount h"lwwt· dlld III i V.tl, 

savings, may have been undervalued. 

The method used in the analysis is to decompose int(!r<.·st paym(ltlt!.f on 

foreign debt into real and inflationary (or capital) components. The lath'l 

- the annual implicit capital repayment - is the inflation rat(' of the 

creditor nation multiplied by the value of the debt in that nation's 

currency. This aillount is treated as a capital repayment in that it is both 

deducted from the current account deficit and - being also part of savingf. 

is added to domestic savings. 

The next sectio .. , contains a brief description of recent developments in 

Australia's current account deficit and foreign debt position. This is 

followed by a theoretical discussion "f the implications of inflatlC'n wh(m 

measuring Australia's foreign debt servicing commitments in the balance of 

payments. The results of the applied analysis are then presented. followed 

by some concluding comments. 

Recent Developments in Australia's 

Current Account and Foreign Debt Position 

The increase in the current account deficit as officially measured has 

been associated with a growing imbalance be~ween domestic savings and 

investment. Between 1976-77 and 1988-89 this discrepancy widened markedly; 

aggregate savings fell over most of this period as a proportion of gross 

domestic product, while gross fixed capital expenditure remained 

approximately the same at around 24 per cent of gross domestic product (se(' 

Table 1). Both private sector savings and the ratio of household savings to 

household disposable income have fallen during this period. The household 

savings to disposable income ratio fell from a peak of about 15 per cent ill 

1974-75 to about 7 per cent in 1988-89 (see Figure 1). 

As a result, between 1976-77 and 1988-89, the current account deficit 

rose from $A2.4 billion to $Aj"l.5 billion or, as a percentage of gross 

domestic product, from about 3 per cent to about 5 per cent (see Figure' 2). 

Thi.s deficit has been financed by foreign capital inflow, partly in the fonn 

of debt and partly as equity investment. However, of critical importance is 

the fact that the share of debt in capital inflow averaged over 75 per cent 

in the 1980s as against about 40 per cent during the 1970s (O'Mara, Hogan 

and Kirby 1988). 

Between 1976-77 and 1988-89, Australia's nominal net foreign debt 

increased from $A3.9 billion to $Al08.2 billion, while net foreign debt in 

1984-85 prices rose from $A17.6 billion to $A79.8 billion. The ratio of 

foreign debt to gross domesti~ product rose from about 3 per cent in 19J6·71 

to about 32 per cent in 1988-89 (see Figure 3). This ratio increased tnHdl 

faster in the 1980s than for Il'.any other industrial debtor countries (sf;·e 

Table 2). 

As a consequence of this rise in foreign debt, interest payments on 

foreign debt rose from $Al billion in 1976-77 to $A9 billion in 1988·89. 

raising questions about Australia's credit rating and iibili ty to meet 

intr'rest payments and capi tal repayments as these paym(mt 5 hp('otnc· (In 

im,'n dsingly high proportion of e>:port income' (t-tacqUt'iri (' B.ink 1989). 

'} 



TABLE 1 

Contributions to the Current Account Balance (Shares of gross domestic product) 

Balance of ~a~ents!al National saving-investment ba1ance(b) 

Trade in Private Public Current 
Financial goods and Net Net Net Net account 
year services income transfers Saving Investment lending Saving Investment 1ending(c) balance 

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10)(a) 

% % % % % % % % % % 

1970·71 -0.0 -2.0 -.01 17.3 18.1 -0.9 6.6 7.8 .1. 2 ·2.1 
1972-72 1.1 ·1.8 -0.1 18.2 17.6 0.6 6.7 8.0 .1. 3 -0.7 
1972·73 3.7 -1.7 -0.2 20.5 17.1 3.4 5.6 7.3 -1. 7 1.7 
1973-74 0.0 -1.4 -0.3 15.8 16.7 -1.0 6.4 7.1 -0.7 -1. 7 
19 74-75 -0.4 -1. 8 -0.4 18.4 14.7 3.1 3.5 8.6 -4.9 -1. 8 
1975-76 0.4 -1.8 -0.4 1S.4 ] 5.7 2.7 3.9 8.4 ·: •. 5 -1. 8 
1976-77 -0.7 -loS -0.3 17.4 16.2 1.2 3.8 7.8 -4.0 -2.8 
1977-78 -1.1 -1. 8 -0.2 17.9 16.0 1.9 2.7 7.7 -5.0 -3.1 
1978-79 -1.1 -2.0 -0.3 18.1 16.8 1.3 2.5 7.2 -4.7 -3.4 

..; 1979-80 0.6 -2.2 -0.1 18.4 16.4 2.0 3.4 7.0 -3.7 -1. 6 
1980-81 -2.0 -1.9 -0.1 17.5 18.4 -0.8 3.7 6.8 -3.2 -3.9 
1981-82 -3.7 -2.0 -0.1 16.7 19.1 -2.4 3.9 7.3 -3.5 -5.S 
1982-83 -2.3 -1. 6 -0.1 18.3 16.3 2.0 1.9 7.8 -5.9 -3.9 
1983·84 -1. 5 -2.5 0.1 lS.5 15.6 2.9 0.7 7.4 -6.7 -3.S 
1984-85 -2.3 -3.1 0.1 16.6 16.S -0.1 2.0 7.1 -5.1 -5.2 
1985-86 -3.2 -3.4 0.3 16.1 17.3 -1.2 2.4 7.5 -5.1 -6.3 
1986-87 -1. 8 -3.6 0.5 15.7 17.1 -1.4 3.7 7.2 -3.5 -4.9 
1987-88 -0.8 -3.8 0.6 14.S lS.4 -3.6 5.5 5.9 -0.4 .4.0 
1985-89 -2.0 -3.9 0.7 13.9 20.1 -6.2 6.4 5.4 1.0 -5.2 

1970-71 to 
1979-S0(d) 0.3 -1. 8 -0.2 18.0 16.5 1.4 4.5 7.7 -3.2 -1. i 

1980-81 to 
198B-a9(d) -2.2 -2.9 0.2 16.4 17.7 -1. 3 3.3 6.9 -3.6 ... t~ ~ 

(a) Note that (10) .. (1) + (2) + (3). (b) Several components of the saving-investment balance were derived 
residually: (6) - (10) - (9); (4) - (5) + (6); (7) - (8) + (9). (c) Negative of the net public sector b~rrowin& 
r~quirement. (d) Period average. 
Sources: Australian Bureau of Statistics; Treasury; Hogan alid Thorpe (1989) (updated). 



FIGURE 1 Rat io of liousdlold Savings to Hous(~hold Disposable Incomt.' 
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FIGURE 2 - Ratio of Balance of Current Account to Gross Domestic Product 
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TABLE 2 

External Debt of" Small Industrial Debtol: Coutltries 

Country 

Australia 

Canada 

Derunark 

Finland 

Iceland 

Ireland 

Norway 

Npw Zealand 

Portugal 

Swpden 

Net debt as proportion of GDP 

1981 

% 

6 

25 

30 

15 

28 

56 

27 

22 

34 (1982) 

15 

L~test (1987 except 
where indicated) 

% 

37(1989) 

2/4 

41 

17 

43(1988) 

87 

28(1989) 

66 

2S 

23 

Soun"fI' lkonomic Planning Advisorv Council (1989a) 



n!forE'-t ieal Analy,sis of For~iBn })£~bt Inter~!il"""~~d.YmtJl,,.L~ 
in th~ Balnnee of Payments 

The Fisher relationship between nominal and real intert'st i'ates is used 
to decompose all nominal interest payments on Australia's fOl."(>ign debt in.to 
two components: t;hereal interest payment; and the capital rL~paym('nt, which 
is the compensation to the lender for the effects of inflation. Such a 
decomposition is based on the (approx.imate) Fisher relationship between real 
and nominal interest rates: the nominal interest rate per p(~riod (i) equals 
the real interest rate (r) plus the expected inflation rate (f) over the 
same period. 

(1) i - r + f 

For the ex post analysis of historical data attempted in this paper. the 
expected inflation rate is replaced by the actual inflation rate in each 
period. The inflation component can be interpreted as a repayment of 
principal to the lender, such as to compensate for the reduction in the real 
value of the debt outstanding which would otherwise occur at the rate of 
inflation. The real interest rate is the lender's payment beyond the amount 
which provides this COllll.H .. n~dtl.on (Pagan and Trivedi 1982) 

The focus of the theoretical analysis is on the treatment of this 
capital repayment in the balance of payments accounts. To assess the nature 
of these capital repayments, three models are developed in which simplifying 
assumptions are progressively relaxed. 

SinBIe-country model 

Assume the domestic economy is closed, so tbe,re is domestic borrowing t 
but no foreign debt. Let the original amount borrowed a )mest..j.~.al1v. valued 
in domestic curr~ncy terms, be Q. Then, based on the Fisher relationship in 
equation (1). the nominal interest payments are iQ, the real interest 
payments are rQ and the implicit capital repayment is fQ. Thus, when all 
debt is domestic, the implicit capital repayment depends on the domestic 
inflation rate and the level of domestic debt (see also Anstie, Gray and 
Pagan 1982). 

Two-country model 

Extend the model to include both a domestic and a foreign country. Each 
economy has a different currency and inflation rate. Assume further that the 
domestic country borrows only from the foreign country_ It is further 
assumed that the real exchange rate is fixed, so that the foreign debt will 
not change in domestic currency terms as a result of nominal exchange rate 
movements. That is t the nominal exchangl..!rate. e (defined a.s units of 
domestic currency per uuit of foreign currency), is assumed to vary with the 
relative inflation rates: e - f - f', where ' represents a corresponding 
foreign variable. 

The value of foreign debt in domestic currency terms, Q, is given by: 

(2) Q .", eQf 

t 
where Q is the foreign debt valued in foreign currency terms. 

It is assumed that the.> domestic economy is small, and therefore takes a!> 
!~iv('n the foreign nominal interest rate for each of its foreign currency 

(, 



denotninated debts. 'XhW;1, the nominal interest payment in fore'igu CU1Tf.'IH:Y 

terms is i 'Q'. Applying the Fisher relationship to tht.· forc.."ign count ry. th£~ 
implicit principal repayment. valued in the foreign CUrrPll<'V, is f'Q'. In 
terms of the domestic currency. this repayment is ef'Q' '" f 'Q, the iort'i.gn 
inflation rate multiplied by the value of the debt in dom .. ·s t j (' cut n>ncy 
terms. 

Not~ that the principal repayment: in terms of th(> fon·ign ('urrl"ucy is 
related only to the foreign inflation rate. The role of til(' t"xchang(' rllte is 
just to convert this principal repayment to the domestic curroncy. The 
principal repayment in domestic terms is entirely independQnt of tho 
domestic inflation rate t and thus independent of nominal exchangt' rate 
movements assuming that the real exchange rate is fixed. In this case, where 
all debt i.sforeign, the implicit capital repayment in domestic terms 
depends on the foreign inflation rate and the level of' foreign debt 
denominated in domestic currency_ 

Of course, if the real exchange rate varies thl~n: will also btl real 
valuation effects on the level of foreign debt. but this b:i ignotl·d in the 
present analysis because such valua.tion effects do not affect tll(> current 
account balance and domestic savings ratio as conventional1v mea~;ured. 

Several countries 

Assume t.here are n countries. Let the domestic currency value of total 
foreign debt be Q such that: 

(3) 

where Q
I 

is debt denominated in the domestic currency (Australian domestic 

debt, plus any foreign debt denominated in Australian dollars) and Q
k 

(k ... 2,3 ... n) is the value in the domestic currency of the foreign debt 

denominated in the currency of the country k. 

The domestic currency value, Qk of a foreign debt, Qk' is givt't) as 
t 

before by: 

(4) for k- 2.3 ... n 

where e
k 

is the corresponding nominal exchange rate in uni ts of dom('stic 

currency per unit of foreign currency. 

If the nominal interest rate prevailing in country k ih i
k

, then tht· 

nominal interest pa.id in the foreign currency of count ry k is ikQk' 

Let the inflation rates be f1' f 2 • f ... f . For the· dOnl(' '. tic <h·ht. 
" 11 

the implicit principal rep"'lyment isflQl' .lnd that i01 l'ticli uf tlw ot lit 1 

eountrie!; in the resp(~ctiv(' foreign curn'ney iH f Q'. 
n tl 



The principal r(,pDym(~nt fot l~':H.'h of tIl(? other countries in domestic 

currency (Australian dollar) tl"rms. Rn t is giv,,>n by: 

(5) R 
n 

, 
e f Q 

n n n 

Thus, tOUtl implicit principal Hlpayments in Australian dolla.r terms, R. 
are: 

That is, the total AUf>tralian dollar valu(· of implicit capital 
repayments on all foreign debt is the sum of tlw foreign currency values of 
that debt times the inflation Lltt~S of the respectivC' countries and the 
Australian exchauge rates against their respecti vo curretlcie.s. If any of the 
debt held abroad is denominated in Australian dollars, its i.mplicit ca.pital 
repayment rate is the Australian inflation rate times the Australian dollar 
value of this debt. 

By convention, the official estimates of the current a.ccount deficit and 
domestic savings in Australia and most other countries are calculated 
without making allowance for implicit capital .rcpayments. It can be readily 
shown that. if allowance is made for these imp1ici.t capital repayments. the 
measured current account deficit of n. debtor country will thereby be 
reduced, and the level of domestic sav.ings will be correspondingly increased 
- see Appendix. 

Some Empirlcal Results 

The data source for the foreign currency amounts of foreign debt was the 
Australian Bureau of Statistics (ABS) publication Foreign Investment· 
Australia (Cat. No. 5305.0). Unfortunately no information on the currency 
denomination of foreign debt is available prior to 1976-77. Other 
information was obtained from the ASS Australi..an National Accounts (Cat. Nos 
5205.0, 5206.0, 5207.0). Table 3 shows the Australian dollar val.ue of total 
private and government debt. arranged by currency of nomination. 

The change of the ratio of private savings to gross domestic product 
between 1976·77 and 1987-88, with and without the adjustment for impUcit 
capital payments on foreign debt. is set out in Figure 4. The decline in 
total private sector savings over the period is somewhat less marked once 
allowance is made for the implicit capital repayment.s. The size of the 
adjustment varies from 0.5 per cent of gross domestic product in 1976·77 to 
1.8 per cent in 1987-88. 

An important policy variable is the ratio of. household savings to 
house.hold disposable income. Al though housphold savings arc only ,1 compmwllt 
of total savings. it is of interest to measure th{' (lff('ct of impllci t 
capital repayments if all of the- adjustnlt~nt fnIls on to thC' hOlw<,'hold 
sector. and hence the hous(>hold savings ratio is im'r£',ltH,d by ttl(' full 
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TABLE 3 

Total Australian Debt Nominated in Each Currency, Valued in Australian Dollars 

Gross 
~~ __ ~_~_~~ __ ~~~Currencvof nominatton debt Debt 

Gross Australian less Less Net 
Financial US Pound Swiss Deutch- Japanese Australian foreign lending lending official foreign 
year dollar sterling franc mark yen Other dollar debt abroad abroad reserves debt 

A$m A$m A$m A$m A$m A$m A$m A$m A$m A$m A$m A$m 

1976·17 4 137 371 368 675 34 1 229 998 7 812 581 7 231 3 343 3 888 
1977·78 5 106 322 490 1 244 255 1 554 1 162 10 133 724 9 409 3 254 6 155 
19:8-19 5 332 367 1 173 1 555 779 1 828 1 617 12 651 809 11 842 3 912 7 930 
!979-80 6 358 375 1 747 1 350 540 1 920 1 208 13 498 923 12 575 5 712 6 86l 
1980·81 8 047 510 983 1 396 601 2 040 1 642 15 219 939 14 280 5 727 8 553 
1981-82 13 938 767 1 987 1 677 723 2 819 2 528 24 350 1 276 22 974 6 5~7 16 447 
1982·83 20 220 1 228 2 356 2 017 1 726 2 950 5 395 35 891 1 752 34 140 10 755 23 385 
1983-84 26 085 1 435 2 570 1 816 1 585 3 332 1 278 44 101 1 788 32 313 12 420 29 893 
1984-85 37 192 1 836 4 023 2 187 4 924 4 529 12 982 67 513 2. 642 64 931 13 623 51 lOa 
1985·86 45 430 3 032 5 380 3 399 9 133 4 501 21 175 92 051 3 845 88 206 13 161 7S 045 
1986-87 50 293 4 049 5 171 3 733 10 154 5 360 26 146 104 909 4 499 100 410 17 950 82 452 
1987·88 44 747 5 337 5 445 2 928 12 830 8 320 37 421 117 018 5 899 111 119 20 831 90 289 

Source: ABS 1 Foreign Investment Australia. Cat. No. 5305,0. 
~;ote. Official Reserves were not treated as lending abroad in calculations of implicit capital repayments. This was because 
it was assumed that most official reserves were not interest bearing. In 1987·88 investment income on reserves was $A706r.-. 
a return of 3.4 per cent per annum. The implicit capital repayments on official reserves would have had a negligible efie:::t 
on :he savings ratios or current account deficit. 
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amount of the implicit capital repayment. The effect can be seen in Figure 
5. The household savings ratio, as conventionally measured, fell from 11.9 
per cent in 1976-77 to 6.7 per cent in 1987-88. The adjusted series fCllls 
somewhat less in the same period, from 12.8 per cent to 9,lf per cent. Table 
i. shows household savings in absolute terms together with ell(> capital 
repayments adjustment, and with the adjustment as a percentage of household 
disposable income. I t can be shown that real net impl lei t capl tal repaYJn(.lnts 
quadrupled in real terms between 1976-77 and 1987·88. 

In Figure 6 the ratios of the unadjusted and adjustp.d curn'nt Jlccotmt 
balances to gross domestic product are shown. The size of the adjustnwnt is, 
of course. the same as for the private savings adjustment. Note that. the 
balances are negative, and the adjustments have effectively impt'ovt!d tlw 
balances. The adjusted balance as a proportion of GDP is only slight ly larp,(.>r 
in 1987-88 than in 1976-77. 

In summary: 

The adjusted savings ratio ics higher than that obtained using tiw 
official statistics. If the implicit repayment adjustment is take>n into 
account, the decline in Australian private sector savings silH:(' th,,· 
latter part of the 1970s is somewhat less marked than is impl i ed by t lw 
official statistics. 

The adjusted current account deficit is lower than tht> of fj cial 
estimates. If the irnplici t repayment adj ustment is madp, tl1P nit io of dw 
current account deficit to GDP is only slightly hip.lwr in 19SB lh.ill it 
was in 1977. 

10 



FIGURE; - Ratio of liutts(·holc.J !i.Jvings hI n)"po~<ihlt IllClllUt', Unadjustlod nnd 
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FIGURE 6 - Ratio of Balance of Current A('cotmt to Gross Domestic Product. 
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Financial 
year 

1976-77 
1977-78 
1978~79 

1979-80 
1980-81 
1981-82 
1982-83 
1983-84 
1984-85 
1985-86 
1986-87 
1987-88 

Household 
saving 

$m 

6 915 
7 063 
8 076 
7 485 
8 675 
9 120 
8 132 

11. 024 
10 376 
11 064 
10 938 
12 {,80 

TABLE 4 

Nominal Household Savings 

Implicit adjustment 
for capital 

repayments overseas 

$m 

495 
589 

1 010 
1 349 
1 334 
1 384 
1 295 
1 683 
2 516 
2 760 
4 009 
4 919 

Policy Implications 

Adjustment as a 
percentage of household 

disposable income 

% 

0.85 
0.92 
1.39 
1.68 
1.46 
1.34 
1.14 
1.31 
1.82 
1.79 
2.40 
2.66 

There has been considerable concern expressed in recent times over the 
rise in the current account deficit (for example, EPAC 1989a) and the 
concurrent fall in the household and private savings ratio (Treasury 1989; 
EPAC 1988; EPAC 1989b). The low level o.!:' savings in the private sector is 
seen as, in the short term, a factor contributing to high current account 
deficits, and in the long term as result",ng in insufficient savings to 
support an ageing population. This perc~ived shortage of private sector 
savings has been a central issue in tre recent debate about Australia's 
taxation system (Freebairn, Porter and Walsh 1988) and has contributed to 
recent policy changes in the area of Australia's superannuation arrangements 
designed to pncourage longer term saving (Treasury 1989). 

These concerns about the high current account deficits and low savings 
ratios may also havL affected the perception of Australia's economic 
performance by participants in financial markets. Australia's international 
credit rating may have been affected, and there is some evidence that a risk 
premium is demanded by participants in financial markets in order to 
encourage them to invest in Australia (Hogan, Thorpe and Coote 1988). This 
has probably contributed to the high domestic interest rates which have 
=u1ed over much of the period since 1985. 

The key conclusion of this pap..:r is that the official stc:.tistics on 
which such concerns are based need to be interpreted carefully. after 
adjusting the current account balance and savings rates for the implicit 
capital repayments inherent in the estimates in times of inflation. In 
particular. tne adjustments reflect the fact that part of the interest 
payments on Australia's foreign d(>bt may be scen, in times of inflation, as 
repayments of real principal. That is, such payments constitute a component 
of domestic savings. In otl'wr \.;ords I domest ic savings are higher. and the 
current account defici t is lO\';(>l". ""l1(>n tIw adjustment is undertaken. 



Of critical importance, the size of the implicit capital repayllH.'nt It:H; tncreased dramatically during the 1980s. Hence,the observed declIne in savings and rise in the current account deficit during the 19805. as officially measured, were not necessarily caused entirely by the cmergencl" of a major structural change in the economy. as suggested by some economiC' commentators. Rather, they reflect, at least in part, an increase in a component of domestic savings during the 19805 which has not been identifi('(} and captured in the official statistics. It is important that policy makers take this into account when assessing whether major changes in economic policy are needed in Australia to increase domestic savings and reduce th(~ current account deficit:. 

Further, the effect of the growth of implicit capital repayments is likely to have been more marked for Australia than for many other small industrial debtor countries. Because of the relatively rapid growth in Australia's ratio of net foreign debt to gross domestic product compa.red to other countries (Table 2), the divergence between the adjusted and measured savings ra.tio and current account defi.cit has increased mo.re rapidly in Australia L" n in many other countries. In consequence. perceptions of Australia's comparative economic performance may have been adversely affected. resulting in a larger risk premium in the Australian interest rate structure than might otherwise have been called for. This also raises the possibility that sentiment in financial markets could improve, with consequent low(\ring of the risk premium. if the broad conclusions outlined above were to become widely appreciated. 



APPENDIX 

Let the national accounting identity be defined as: 

(AI) Y - C + 1 + X - M 

where Y is national income, C is total conswnption (including government 
consumption). I is total investment (including government investment). X is 
exports and M is imports. 

Savings and offshore interest payments appear as follows: 

(A2) C = Y - S - RN 

where S is total measured savings and RN is nominal interest payments on 
foreign debt (assuming that there is no foreign equity investment). 
Substitt ting (A2) into (AI), the difference between total savings and total 
investment is seen to be the measured current account balance: 

(A3) S - I "'" X - M - RN 

Suppose RN is divided into the real repayment, R*. and t1,e inflation 
component (the implicit capital repayment), R t so that: 

(A4) RN - R* + R 

Substitution of (A4) into (A3) gives: 

(AS) S - X - M - R* - R + I 

It is clear that, if there were no inflation in creditor countries, there 
would be no capital repayment component R. Measured saving in the absence of 
inflation, SO, will therefore be: 

(A6) So = X - M - R* + I 

Thus t the difference in measured savings with and without inf1 tion is 

(7) SN - S - R. 

In other words, the implicit capital repayment is a reduction in the 
measured savings rate relative to the non-inflationary situation. 

Similarly. X - M - R* is the measured current account balance where 
there is no inflation in crerlitor nations. and X - M - R* - R in the 
inflationary situation. In the inflationary situation, the measured current 
account surplus is reduceu, or the measured deficit increased, by the 
implicit capital repayment, R. 
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