Applied Econometrics and International Development. AEID.Vol. 6-2 (2006)

TWIN DEFICITSHYPOTHESISIN SEACEN COUNTRIES: A PANEL DATA
ANALYSISOF RELATIONSHIPSBETWEEN PUBLIC BUDGET AND
CURRENT ACCOUNT DEFICITS

LAU, Evan

BAHARUMSHAH, Ahmad Zubaidi

Abstract

In this paper, the twin deficits hypothesis was examined using the panel data of nine
SEACEN countries. Empirical results provide evidence to support the view that Asian
budget deficit causes current account deficit directly as well as indirectly. From policy
perspectives, the statistical analysis suggests that managing budget deficit offers scope for
improvement in the current account deficit. However, this finding does not support the
policy of manipulating the intermediate variables to reduce the twin deficits to a
sustainable level since these variables appear to be endogenous in the system.
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1. Introduction

Most observers consider large and persistent current account deficits to be the cause of
macroeconomic imbalances that have important implications on long-term economic
progress. Numerous researchers have explored the possible long-run (postive) link
between budget and current account deficits. The so-called ‘twin deficits hypothesis' that
emerged in the 1980s marked a period of strong appreciation of the dollar and an unusual
shift in current account as well as fiscal deficits, not in favor of the US. This close
connection between current and budget deficits is not unique to the US. Countriesin
Europe (e.g. Germany and Sweden) faced similar problems in the early part of the 1990s
where the rise in budget deficits was accompanied by area appreciation of their nationa
currencies that adversely affected the current accounts (see Ibrahim and Kumah, 1996).
Developing economies have aso experienced the smultaneous upsurge of budget and
current account deficits (Laney, 1984; Anoruo and Ramchander, 1998 and Khalid and
Teo, 1999). In fact, writers like Laney (1984) noted that the unsustainable budget (debts)
in the early 1980s had widened the current account deficits and went on to say that the
relationship between these two variables is much stronger in the developing countries.*
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! For instance, Latin America countries (Mexico, Brazil, Venezuela and Argentina) went through
an international debt crisis. The high debts obligation was due to the oil price shocks of the 1970s
leading to inflationary import prices, which in turn led to serious balance of payments problems.
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The emergence of the current account and budget deficits phenomenon in many of the
countries has drawn increasing attention to the problem of twin deficits.

A review of the literature in the last two decades suggests the following: first, it
highlights the importance of financia variables such as interest rate and exchange rate in
the budget-current account deficit nexus. Most of the earlier studies have ignored the role
of these two financia variables in bridging the link between the two deficits. Second,
unlike the debt crises of the 1980s that was driven by a budget deficit, the 1994 Mexican
and the 1997-98 East Asian crises were due to imbalances in the current account. Third,
the body of evidence has not yielded a consensus on the causal relationship between the
two deficits. In our view this is important, as it will determine the source of the problem
and provide the right policy mix to address the issue of external imbalances in the
developing countries. Motivated by the work of McCoskey and Kao (1999) and the
emergence of the twin deficits phenomenon in many countries in the last decade, this
paper first atempts to provide an in-depth analysis of the twin deficits for a pand of
South East Asian Centra Banks countries (SEACEN: Malaysia, Singapore, Thailand,
Indonesia, South Korea, Myanmar, Nepal, Sri Lanka and the Philippines). The second
objective of this paper is to trace the causdity pattern through which fiscal budget affects
current account deficit.

The plan of the paper is as follows. Section 2 describes the theoretical paradigms and
the relevant literature in the research area. Section 3 briefly discussed the panel-based
testing procedure and the data utilized. The empirical results are reported in Section 4.
Findly, Section 5 contains concluding remarks and policy stance.

2. Theory and Previous Empirical Debate

The theoreticd explanation for the twin deficits hypothesis is based on the well-known
Munddl-Fleming framework. According to this model, an increase in budget deficit
induces upward pressure on interest rates that in turn trigger capital inflows and
appreciation of the exchange rate. Ultimately, the appreciation of the domestic currency
will lead to an increase in current account deficit. Private saving remains the same as the
public perceived the government bond issue to finance deficit as increasing their wedth.
The response of domestic investment and current account deficit to a large extent depends
on capital mobility. In the case when capita is highly mobile, domegtic interest rate is
unresponsive (inelastic) to fiscal shock. Hence, there no crowding-out effect on domestic
investment as foreign capital will quickly offset the fal in domestic investment. Capital
inflow in turn puts upward pressure on exchange rate through either a rising nomina
exchange rate in the case of afixed exchange rate regime or rising prices under aflexible
exchange rate system. Therefore, the conventiona Mundell-Fleming model predicts a
positive relationship between the two deficits.

Beside the Mundéell-Fleming framework, there is the Keynesian absorption theory that
links the two deficits. According to the absorption theory, an increase in budget deficit
would increase domestic absorption and hence imports, and the expansion of imports
leads to the worsening of the current account deficit. Hence, like the Mundell-Heming
model, the Keynesian suggests that the causal relationship between the two variable runs
from budget deficit to current account deficit and not the other way round.
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At the other end of the spectrum of the twin deficit debeate is the Ricardian Equivalence
Hypothesis (REH). The REH proposed by Barro (1974) suggests that the public anticipate
future increase in taxes. Knowing that their future disposable income will be reduced
because of the impending increase in taxes, households reduce their consumption
spending and raise savings to smooth out the expected reduction in income. Thus, thereis
no effect on national savings, investment, and current account deficit following a budget
deficit ~ Turning to the empirics, the evidence so far does not provide a clear consensus
on the debate. Researchers like Hutchison and Pigott (1984), Bachman (1992), lbrahim
and Kumah (1996), Vamvoukas (1999), Piersanti (2000) and Leachman and Francis
(2002) found support for the conventional view that a worsening budget deficit stimulates
an increase in current account deficit. In contrast, the empirical evidence in Miller and
Russek (1989), Rahman and Mishra (1992), Evans and Hasan (1994), Wheeler (1999)
and Kaufmann et al. (2002) offer support for REH.

Literature on the twin deficits issue has mainly centered on two mgor theoretica
paradigms. However, as pointed out by Darrat (1988) and Abell (1990) these are not the
two possible outcomes between the two deficits® A high correlation between the two
deficits is aso consistent with two other competing hypotheses. namely (1) two variables
are mutudly dependent (see, Darrat, 1988; Kearney and Monadjemi, 1990; Normandin,
1999 and Hatemi and Shukur, 2002) and (2) the causdlity runs from current account
deficit to budget deficit termed as ‘ current account targeting’ (Summers, 1988; Biswas et
al., 1992; Anoruo and Ramchander, 1998; Khalid and Teo, 1999 and Alkswani, 2000).
According to them, this will occur if the government of a country utilized their budget
(fiscal) stance to target the current account balance. The discussion provided above
suggests that the link between budget and current account deficits is indeed an empirica
issue.

3. Methodology and Data

The nature of the twin deficits phenomenon alows for the adoption of the cointegration
and nongtationarity data analysis. In this section, a brief discussion on the methodology —
the panel unit root, panel cointegration and the Granger causality tests conducted in the
environment of dynamic OLS (DOLS) panel VAR framework — are provided. The last
sub-section provides the data description.

3.1 Data Description, Annudly time series data beginning 1980 and ending 2001 for al
the nine SEACEN countries were utilized in this paper. All data, which were not
seasonally adjusted and expressed in nomina terms, were obtained from severa issues of
SEACEN Financial Satistics (SFS). The variables employed in the study are the current
account deficit (CAD), the budget deficit (BD), the nomina exchange rate (EXC)
denominated in US dollar and short term interest rate (IR). While conducting the panel-

2 These authors went on to argue that in a bi-directional relationship, budget cut in isolation will
not be effective to resolve a current account deficit dilemma. In fact, complementary options such
asinterest rate policy, exchange rate policy, trade policy with abudget cut are better options.
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based procedure, we build upon a pand of four-dimensond variables with nine
countries. In this sense, each of the variables, for instance CAD would have 198
observations (t=22, n=9) where t is the number of time series and n is the cross sectiona
units (countries). Both the CAD and BD are expressed as a ratio of the nominal gross
domestic product (GDP). For most countries, the CAD and BD are expressed in domestic
currency. For consistency in the pandl, all the variables are expressed in US dollars.

3.2 Panel Unit Root Test. The first step in the estimation of dynamic panels is to test
whether the variables at hand contain unit roots. To this end, we applied the mean group
approach of tbar test of Im et al. (1997, 2003, IPS). The IPS test adlows for the
heterogeneity of dynamics and error variances across groups in the panel, which has
superior power performance than the competing tests of ADF (single equation unit root
procedure) and that of Levin and Lin's (1993, LL) panel raw unit root test (see also Levin
et al., 2002). The IPS evaluates the null hypothesis as Hq: b, = Ofor dl i, against the
aternative that al the series are stationary, H;: by < O for dl i. In short, the test statistics
of t-bar are given as

VIN{t r- E(ty |b; =0)
1/Var(tT |b, =0)

G = b N(0,) @

where t \r= %é_ iNzltiT such that t yr is the average augmented Dickey-Fuller (ADF)

t-statistics for individua countries. The terms E (t; | b = 0) and Var (t; | b; = 0) are the
finite common mean and variance of the individua ADF satistics t;r, tabulated in IPS.
The test datistics converge to the standard norma distribution as T (time periods
dimension) and N (cross-sectiond dimension of the pand) tend to infinity and N/T tends
to zero under the null hypothesis of unit roots, b; = 0, i=1,2...N.

3.3 Panel Cointegration. If therelevant variablesin the panel are nonstationary, the system
can be tested for cointegration. Pedroni (1997, 1999) developed a number of statistics
based on the residuas of the cointegrating regression. This system allows different
individua effects across N or the cross-sectiona interdependency. In particular, Pedroni’s
test is based on the null hypothesis of no cointegration versus the aternative hypothesis
that suggests that the variables in the multi-country setting form a cointegrating
relationship. Assuming a panel of N countries each with m regressors (X,,) and T time
observations, generally the long run model may take the form

Yie=aj+ fit+ hyXye + haXog +..4 hyiXuie + €5 2
fort=1,...T; i=1,...N; m=1,...M

Equation (2) implies that al coefficients, and hence the cointegrating vector, vary
across countries thus permitting full heterogeneity (h;) and fixed effects (a;). In addition,
for some applications, we may aso wish to include determinigtic time trends which are
specific to individua members of the panel and are captured by the term f ;t, dthough it
will often be the case that we choose to omit these f;t. Based on the cointegrating
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resduas, e;;, Pedroni (1997, 1999) developed seven panel cointegration datistics for
testing the null hypothesis of no cointegration.® Panel n-Statistic, Panel r -Statistics, Panel
t-Statistic (non-parametric) and Panel t-Statistic (parametric) are commonly referred to as
within-dimension or panel cointegration test. The remaining three test datistics, the
Group r -Statistics, the Group Pand t-Statistic (non-parametric) and the Group t-Statistic
(parametric) are based on pooling aong what is commonly referred to as between
dimension or group mean panel statistics. Specificaly, the within-dimension statistics are
constructed by summing up both the numerator and the denominator terms over the N
dimension separately, whereas the between-dimension statistics are constructed by first
dividing the numerator by the denominator prior to summing up over the N dimension.

For the within-dimension gtatistics, the test for the null hypothesis of no cointegration is
implemented as a residual based test of Ho:g = 1 for dl i, versus the dternative
hypothesis H;: g = g< 1for dl i, so that it presumes a common vaue for g = g In
contrast, for the between-dimension statistics the null hypothesis of no cointegration is
implemented as a residual based test of the null hypothesis Ho:g = 1 for dl i, versus the
dternative hypothesisH;: g < 1 for dl i. Here it does not presume a common value for g
= g under the aternaive hypothesis which implies that the within dimension based
satistics alow one to modd an additional source of potential heterogeneity across
individua members of the pand. Pedroni (1999) shows that under appropriate
standardization based on the moments of vector of Brownian motion function, each of
these statistics converges weakly to a standard normal distribution when both the T and N
of the panel grow large. The standardized distributions for the above mentioned seven
panel and group statistics can be expressed in the form of

eN,T - m\m
A

where e, is the respective panel/group cointegration stetistic and  and n are the

expected mean and variance of the corresponding statistics. They are computed by Monte
Carlo stochastic simulations and tabulated in Pedroni (1999, Table 2).

b N(0) (©)

4.3 Granger Causality (DOLS Panel VAR Estimator). Once the null hypothesis of no
cointegration has been reected, the coefficients of the long run relationships can be
estimated using the Kao and Chiang (2000) dynamic ordinary least square (DOLS)
method based on the Stock and Watson (1993) estimator for time series. Intuitively, the
DOLS procedure involves running the following regression of

CAD,, =a; +b,BD;; +b,IR ; + b;EXC,, +

q q
ciDBO,,; + Q CAiDIR; +  CDEXG,,; +e, 4

-q j=q i=q

Qo=

% For detailed description of the mathematical formulae for the seven panel cointegration statistics,
one could refer to Pedroni (1999, Table 1).
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where t=1..,Tand i=1..,N. Equation (4) includes the leads and lags of DBD, ,

DIR, and DEXC,,in the cointegrating regressions in order to produce asymptoticaly

unbiased edtimators and to avoid the problem of estimating nuisance parameters.
However, our key interest in this study is to determine the causa relationship existing
between the current account deficit and its determinants. In order to establish the causal
linkages between CAD, BD, IR, EXC, we built the four-dimensona pand vector
autoregressive (VAR) system upon the DOL S framewark.

The empirical modd is given by

PADY @y B0 by by bfi)%mt QB0 2 I8 | BEOD
1) 1) D . H @ 1)

QBD_QaZII+ () 0 béa) b2(4)-gB _(:'121 Jéz) Jée), Jéi_gmljltl+

. B T
¢ IR + R Qb(l) bélz) 0 b:&)_‘; IR, . 8 @ J:(:,lz) Jél;g j s (1)'(} DR,

éEXCn émtﬂ 8b(1) b;(é) bz(é) 0 EXClt 41 14(112) 14(12 (1) %:EXQHQ

B 1 PEOADE @Y df df d BPCAD0
LG8 18 19 908D - cdf) df dff dff <DBDy, -,
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To test whether BD does not Granger cause movement in CAD, the null hypothesis Ho:
b =j 2= @=_.=9=d9 =d@ =..=d =0 was tested agangt the
alternatlve of Granger cau&allty. The Wald test was employed to establish the long run
causdlity between these variables, which followed c? digtribution with p degree of
freedom. Moreover, the twin deficits phenomenon is a long run behaviord relationship
that requires methodologies for estimating long run equilibria Thus, the application of
the dynamic pane VAR Granger causdity method is suitable for permitting the
estimation of long run equilibrium states in establishing the direction of the causality.

4. Empirical Results

4.1 1PS Unit Root Test. To identify possible unit roots, the IPS test was performed on
levels and then on first differences. The results summarized in Table 1 unanimoudly show
that using panel data, we can reject the null hypothesis of nonstationarity at the 5 percent
significance level when estimating the first differences. These results indicate that al the
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series are stationary in the first difference or al the series are generated by an I (1) process
when the individua country data are pooled together.

Table 1: IPS Pand Unit Root Test

Variables | |PS { satistics
Without trend | With trend
Level
CA -0.668 (0.252) | -1.229 (0.110)
BD -0.203 (0.419) | -0.281 (0.389)
IR -0.685 (0.246) | -0.403 (0.344)
EXC -0.161 (0.436) | -0.131 (0.447)
First Difference
DCA -11.405 (0.000) | -10.653 (0.000)
DBD ~7.082 (0.000) | -6.037 (0.000)
DIR -8.414 (0.000) | -6.583 (0.000)
DEXC -5.007 (0.000) | -3.245 (0.001)

Notes. IPS indicates the Im et al. (1997, 2003) test. The critical values are taken from IPS (1997)
Table 4. CA, BD, IR and EXC are defined in the main text. The estimates of the t statistics are
based on the normal ADF statistics. The parenthesized values are the probability of rejection while
D denotes thefirst difference operator.

4.2 Pedroni Test. On determination of the presence of unit root in the variables, we
proceeded to the panel cointegration tests. From the cointegration results in Table 2, we
found strong evidence to reject the null hypothesis of no cointegration for five out of the
seven datistics provided by Pedroni (1999). Reecting the null hypothess of no
cointegration between the 1(1) series in the panel implies that the four variables do not
drift gpart in the long run steady state relationship. More importantly, the results indicate
the benefits of using pooled pand data from which more variability can be exploited from
the cross-sectiond information. Despite the disparities in the individud countries, we
found CAD, BD, IR and EXC are cointegrated in the multi-country setting.

Table 2: Pedroni (1999) Cointegration Test for Heterogeneous Panels

Test Statistics

Panel cointegration statistics (within-dimension)

Panel v-statigtic 3.096

Pand r -gtatistic -0.983

Panel pp-statistic -3.596

Panel adf-gatigtic -3.428

Group mean panel cointegration statistics (between-dimension)
Group r -datistic -0.284

Group pp-datistic -4.396

Group adf-datitic -4.762

Notes: (a) The number of lag truncations used in the calculation of the seven Pedroni statisticsis
3. The 5 percent critical value is —1.645 since the residual based test is the one-tailed test. Hence,
large negative values (left tail) imply the rejection of the null hypothesis of no cointegration. One
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exception is the panel v-statistics which diverge to positive infinity (right tail) that requires alarge
positive value (larger than 1.645) to reject the null of no cointegration. The critical values for
mean and variance of each statistic were obtained from Pedroni (1999, Table 2). All the
estimations and the calculation of the panel cointegration statistics were carried out in in RATS
5.02 using the algorithm kindly provided by Pedroni. (b) Panel v is a non-parametric variance
ratio statistic; panel r and the panel pp are analogous to the non-parametric Phillips-Perronr and
t-statistics respectively; panel adf is the parametric statistic based on the Augmented Dickey-
Fuller ADF statistic; group r and group pp are the non-parametric Phillips-Perron r and t
statistics while group adf is the standard parametric ADF statistic.

4.3 Dynamic Panel VAR Granger Causality, Given the fact that al the series under
investigation are cointegrated, Equation (5) was estimated using the DOLS method
adopted from Kao and Chiang (2000). The main interest of the whole exercise is to
establish the causal linkages among the four-dimensiona systems provided in Equation
(5). The empirica results portrayed in Table 3 suggest that the null hypothesis that budget
deficit does not cause current account deficit is easily reected a the 5 percent
significance level. Moreover, the Wald test reveds bi-directiona causal relations between
the two variables. This suggests that interna deficit is not the prime cause of the externa
deficit and it is seen that the reverse causation running from external to internal deficitsis
much stronger in terms of sgnificance. This tallies with the earlier works by Anoruo and
Ramchander (1998) and Khaid and Teo (1999) based on the experiences of the
developing countries. Indeed, Khalid and Teo (1999) noted that a high connection
between the two deficits is more likely to occur in the developing rather than the
developed economies. This finding appears to be a odds with the conventiona view
which emphasizes that the causal relationship runs from budget deficit to current account
deficit and not vice versa

Table 3: Dynamic Panel VAR Granger Causality Results

Dependent | DCAD | DBD | DIR | DEX
Varigble WALD (c?-statistics)
CAD - 17.344(0.004) | 5404 [ 14488
(0611) | (0.013)
BD 25.854(0.000) | - 11106 | 8345
(0.134) | (0.138)
IR 5.903 26.063 (0.000) | - 6.035
(0.316) (0.535)
EXC 3462 7.566 267% | -
(0.629) (0.372) (0.000)

Notes: Parenthesized values are the probability of reection of Granger non-causality.
Estimations are based on the pooled data for 1980-2001 and 9 countries (N=9, T=22) with three
lead and three lags of first differenced explanatory variables.

The endogeneity of two deficit variables warrants an investigation into the indirect
causality that may exist in the twin deficits phenomenon. This is important as it alows for
the mapping of the role of the causing variables (interest and exchange rates) as well as
the indirect causa rdationship in the twin deficits hypothesis. Specificaly, the causa
chain that runs from budget deficits to interest rate, to capital flows, to exchange rate and
finaly to the current account deficit (BD® IR® EX® CAD) (see Volcker, 1984; Abell,
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1990). Table 3 reports that budget deficit Granger causes current account deficit by
operating through the channel of exchange rate and interest rate. Earlier, the bi-directiona
causality existing among the two deficits was detected. As a matter of fact, these causal
movements complete the whole story of the twin deficits debate.

4.4 Further Evidence. Despite the short life span of the annual observations, we also
tested the interplay between current account balance and fiscal balance using the country-
specific setting. We adopted the Toda and Yamamoto (1995) that alow for causal
inference to be conducted in the level VARS that may contain integrated and (non-)
cointegrated processes.” The results, shown in Table 4 support the findings of bi-
directiond causdity in the panel VAR setting. Specificaly, bi-directional causality
(BD« CAD) existed in six out of nine countries under investigation (see Table 4).

For the remaining countries, two support the conventiona twin deficits hypothesis
(BD® CAD) while Myanmar follows Summer’s proposition of current account targeting
(BD- CAD). To ensure the robustness of the results, the causality test was re-run with
d=2. The results are not presented here but the key point to emphasis is that they are
quantitetively similar to those presented in Table 4. We re-estimated the four-dimensiona
pand VAR system using the DOLS framework by including the six bi-directiona
countries in the system while dropping the other three countries. The purpose is to show
how robust our results are to the exclusion of the three countries (Myanmar, Singapore
and South Korea) in the panel VAR system reported in Table 3. The results of the
causality tests, which are available upon request, do not change the causal inference
reported earlier in Table 3. These causa linkages among BD® IR® EX® CAD are
summarized in Figure 1.

To sum up, we found that statistical evidence supports the indirect relationship between
the two deficits as suggested in Volcker (1984) and Abel (1990) but our empirica
regularities differ in the following ways. First, we found that the causal relationship
between budget and current account deficits works through two channels. one directly
between budget deficit and current account deficit and the other through interest rate and
exchange rate. Second, our results suggest that the continuous processes correspond to the
conjecture of the ‘vicious or virtuous circle’ phenomena since a feedback relationship
exists between the twin deficits.

4 It is proven that in the integrated and (non-) cointegrated system, the MWALD test for
restrictions on the parameters of a VAR(k) has an asymptotic ¢? distribution when aVAR (p= k +
dmax) is estimated, where diax iSthe maximum order of integration suspected to occur in the system
and k is the lag length selected for the estimation. Furthermore, this procedure imposes (non-)
linear restrictions on the parameters of VARSs models without pretest for unit root and
cointegrating rank and the MWALD test statistics could be easily computed using the Seemingly
Unrelated Regression (SUR) method technique.
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Table 4: MWALD Results

Null Hypothesis Test Statistics Conclusion
A Indonesia (k=4 d=1) MWALD p-valuq
BD do not Granger cause CA 8.021 0.018 | Reject Ho
CAD do not Granger cause BD| 22585 | 0.000 | Reject Ho
B: Maaysia(k=3d=1)
BD do not Granger cause CAQ 8.033 0.018 | Reject Ho
CAD do not Granger cause BD| 14964 | 0.001 | Reject Ho
C: Myanmar (k=5 d=1)
BD do not Granger cause CAL| 5439 0.066 | Do not Reject HO
CAD do not Granger cause BD| 10454 | 0.005 | Reject Ho

D: Nepa (k=5d=1)
BD do not Granger cause CAL] 6.921 0034 | RegectHo
CAD do not Granger cause BD| 8.470 0.014 | ReectHo
E: Philippines (k=4 d=1)
BD do not Granger cause CAL| 7.268 0.026 | RegectHo
CAD do not Granger cause BD| 9.268 0.010 | RegectHo
F: Singapore (k=3 d=1)
BD do not Granger cause CAL| 8.089 0.017 | RegectHo

CAD do not Granger cause BD| 2.325 0.313 | Do not Reject Ha
G: South Korea (k=5 d=1)
BD do not Granger cause CAQ 18378 | 0.000 | Reject Ho

CAD do not Granger cause BD| 3.3184 | 0.190 | Do not Reject Hg
H: Sri Lanka (k=5 d=1)
BD do not Granger cause CAL| 7.494 0.024 | Reect Ho
CAD do not Granger cause BD| 9.233 0.010 | Reject Ho
I: Thailand (k=5 d=1)
BD do not Granger cause CAL| 13447 | 0001 | Reject Ho
CAD do not Granger cause BD| 15650 | 0.000 | Reject Ho
Note: k = optimum lag and d = maximal order of integration.

Figure 1: Direction of Causal Relationship

IR

BD EXC

CAD Direct : BD ® CAD
Indirect: BD ® IR® EXC ® CAD

Note: BD ® CAD implies one-way causality while BD « CA indicates the bi-directional
causality relationship.
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5. Concluding Remarks

Most of the empirica investigation of the twin deficits hypothesis (TDH) had ignored
the role of the two financial variables (interest rates and exchange rates) in bridging the
link between the two deficits. This paper attempts to rectify this omisson by
incorporating these two variables and investigated their influence on the twin deficits
nexus in the dynamic paned VAR setting. The results from the empiricadl modd are
summarized as follows. Firgt, it finds that interest rates, exchange rates and budget deficit
seem to play an important role in explaining the current account balance. Second, it finds
a two-way causal relationship between budget and current account deficit and that there
exist two channels in which budget deficit affects the current account: direcly BD? CA
and indirectly via BD® IR® EX® CA. The bi-directional causal relationship between
the two deficits is also detected in a bivariate framework for most of the SEACEN
countries. Third, we showed that nominal exchange rate affects the current account of the
Asian countries. These results are consistent with the conventional wisdom that the
worsening of the current account in Asian countries prior to the crisis was due to the
appreciation of the real exchange rates. The sharp depreciation of the Asian currencies
vis-a-vis the dollar led to a large swing in the current account position of these sample
countries.

From the policy perspective, the statistical analysis suggests that managing the budget
deficit offers a scope for improvement in the current account deficits. However, the
findings may not support the policy of manipulating the intermediate targets (interest
rates and exchange rates) in bringing down the twin deficits to sustainable levels since
these variables appear to be endogenous in the system. Also, export promotion may be
another option that policymakers may pursue due to the “virtuous’ circle impact from the
export sector growth. This study also makes the case for increased government spending
in response to dilemma associated with large current account deficit. This evidence
maybe attributed to the fact that the governments of these countries are concerned with
the deleterious economic consequences of trade imbalances on the domestic
manufacturing industries (e.g. unemployment, fall in market share etc). Government aid
as well asafal in the tax revenues due to a decline in business in export sector, tends to
support the causality from current account to budget deficits.

In addition, FDI is less likely than the other capital inflows, to imulate private
consumption and rea appreciation problem. Frankel and Rose (1996) found that a high
FDI to debt ratio is related to alow likelihood of a currency crisis for a pandl of over 100
developing countries from 1977 through 1991. Why is this so? First, FDI is subjected less
to sudden cepita reversas and is governed by long-term profitability expectations.
Second, FDI is likely to produce positive externa spillovers. Third, in the absence of the
financial sector and foreign exchange distortion, FDI can improve current account
baance by acceerating growth and nationd savings (Fry, 1996). The intuition is
straightforward: high rates of growth (for example 68%) may help to diminish the debt
burden and the economy can easily grow itself out of the debt problem.
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CURRENT ACCQOUNT PER GDP (CAGDP) FOR SEACEN COUNTRIES (1980-2001)
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BUDGET POSITION PER GDP FOR SEACEN COUNTRIES (1980-2001)
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