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Abstract: This research investigates the nexus between current and fiscal account deficits in selected lower and
middle-income countries (LMC) by applying panel data from 2000 to 2020. Autoregressive Distributed Lag
(ARDL) is applied to check the long-run (LR) and short-run (SR) dffiliation between selected variables. The
findings revealed that REER, GDPPCG, and trade affect CAB positively, while FD and GFCF influence the CAB
negatively in the LR. The SR estimation results show that FD and GFCF are significant in positively affecting
CAB. Moreover, this paper proved that the Theory of Ricardian-Equivalence-Hypothesis (REH) is more
appropriate for LMC. From the policy perspective, the authorities should follow policy measures such as raising
taxes, declining government expenditures, and promoting economic growth to decline the current account
deficit. Similarly, the Government of LMC should also improve the investment rate by controlling the high birth
rate, inflation rate, and poverty.
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Introduction

LMC nations are those whose Gross National Income (GNI) stays in the range of 1,046 to 4,095 USD. The
total value contributed by all domestic producers and production taxes, which are excluded in the valuation
of output, plus foreign income, is known as the gross national income (GNI). In order to keep the Balance
of Payments (BOP) in balance, the current account is crucial. Maintaining the current account balance is a
major challenge for any nation. Many developing nations' balances of payments (BOP) display the current
account deficit (CAD) as lower- and middle-income countries. Fiscal deficit is also interrelated with CAD.
Historically, the position of the current account of lower and middle-income countries has deficits.
Ultimately neutral fiscal deficit gives way to a trade deficit and creates a huge foreign debt stock. If this
aspect related to the role between budget deficit and CAD is declared to be inaccurate, the strategy tries to
decrease the govt. Expenditure or widening the taxes, private savings or government investment, etc. not
reduce the CAD. However, the discarded struggle and failure resources could have been turned into a more
stable and favorable policy option. Although in developing countries, many studies have tried to decrease
the twin-deficit.

The correlation between the CAD and the budget deficit (BD) is of wider concern in the existing
literature. In the USA, the argument on this relationship emerged under the “Reagan Fiscal Experiment"
1980s, when both deficits increased simultaneously.

The positive correlation between BD and CAD is known as the Twin-Deficit Hypothesis (TDH). Since
the 1980s, the TDH has become an interesting research area for an economist. To comprehend the
relationship between the CAD and the fiscal deficit, proper construction is required. The important
supposition of the model is that a BD leads to a trade deficit (TD). The twin-deficit came into consideration
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due to fundamental problems, i.e., poor governance system, market failure, poor real-sector performance,
and trade imbalances, which are the primary causes of the twin deficit hypothesis for specified low-income
and middle-income countries (Jackson and Jabbie, 2019).

Two major theories, i.e., Keynesian-Proposition Theory and Ricardian-Equivalence-Theory, are used
to elaborate the causal connection between BD and CAD. According to Keynesian theory, BD affects the
CAD significantly and positively. It also states that BD comes into being due to an expansionary financial
strategy that improves local expenditures. Thus, the continuous rise in imports leads to an increase in CAD.
It can be extrapolated that BD is likely to generate CAD. On the other hand, Barro's (1989) Ricardian
Equivalence Hypothesis (REH) looks into the link between BD and CAD. It shows that BD does not cause
CAD; in simple words, BD and CAD are both neutral. This neutral association between BD and CAD exists
because the government cuts taxes in expansionary financial planning. The result is an increase in
disposable income and private savings, which stimulates internal investment. Consequently, exports
increase domestic output, and the economy has no external deficit.

This paper investigates whether the Keynesian Theory of Proposition (KTP) or the Ricardian
Equivalence Hypothesis (REH) holds true for LMC. It also investigated the causal association between
budget deficits and CAD. Findings of the panel ARDL model differ from country to country. Some economies
like (Bangladesh, Cambodia, Egypt, Ghana, Indonesia, Morocco, Philippines, and Sri Lanka) support the
Keynesian theory of proposition. Nevertheless, there is no evidence of Keynesian theory for some other
economies. In addition, eight countries (Cambodia, El Salvador, Honduras, Kenya, Kyrgyz Republic, Sri
Lanka, Tunisia, and West Bank and Gaza) have faced a negative current account balance out of 26
economies from 2000 to 2020. The determination of this research is to assess the validity of TDH in a
selection of low- and middle-income nations.

1. To determine the linkage between internal and external deficits in the LMC’s zone and appropriate
macroeconomic policies.

2. To determine the impact of the internal deficit on the external deficit and vice-versa for selected
lower and middle-income economies.

3. To suggest policy suggestions based on the findings.

In this paper, we have taken CAD as the dependent variable and fiscal deficit, real effective exchange rate,
gross fixed capital formation, GDP per capita growth, and trade as the independent variable. This research
paper is diverse from other research papers due to different data ranges and econometrics techniques. This
paper utilized the cross-sectionally augmented IPS (CIPS) and panel ARDL tests to investigate the
relationship between regressors and regressands for selected low-income and middle-income countries
from 2000 to 2020.

Review Of Literature

Since the 1980s, the twin deficit hypothesis (TDH) has been generally high, particularly in selected lower
and middle-income countries. Abell (1990) proved the existence of TDH Twin deficits during the 1980s.
Similarly, Vyshnyak (2000), Mann (1999), Mann (2002), Corsetti and Muller (2006), and Onafowora and
Owoye (2006) proved the presence of the twin deficit hypothesis in various developed countries.
Additionally, numerous researchers like Kulkarni and Erickson (2001), Rauf and Khan (2011), Iyidogan
(2013), Perera and Liyanage (2012), Van Bon (2014), Martin (2015), Coban and Balikcioglu (2016) also
pointed out the existence of TDH in lower and middle-income countries. In this paper, two major theories
are designated, i.e., Keynesian theory and Ricardian Equivalence theory, which elaborate the twin deficit
hypothesis (TDH) in selected lower and middle-income countries. Some studies support the Keynesian
arguments, such as Mundell (1963), Fleming (1962), Latif and DaCosta (1990), Volcker (1987), Bachman
(1992), Kearney and Monadjemi (1990), Ageel and Nishat (2000), Smyth and Hsing (1995), Vamvoukas
(1999), Lau and Haw (2003), Kim and Roubini (2008), Onafowora and Owoye (2006), Corseti and Muller
(2006), Muller (2008), and Jawaid and Raza, (2013). On the other hand, Rahman and Mishra (1992), Evans
and Hasan (1994), Miller and Russek (1989), and Wheeler (1999) support the Ricardian theory.

Shahbaz et al. (2022) used GMM approaches to depict the TDH evidenced from developing and middle-
income nations from 2009 to 2018, concluding that budget consolidation recovers the CAD by giving
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support for TDH. Furthermore, Shahbaz et al. (2022) also concluded that long-term external debt stability
is excited by current account improvement. Mukhtar et al. (2021) examined the asymmetries in Pakistan's
TDH during 1980-2018. Incorporating Non-Linear Autoregressive Distributed Lag (NARDL) econometrics
techniques, it was determined that the fiscal deficit had an asymmetric impact on the CAD both in the
short term and the long term, supporting the Keynesian theory that the two deficits are closely related.
Furthermore, Rehman et al. (2020), Yasmin (2015), Tufail et al. (2014), Saeed and Khan (2012), and Iram
et al. (2011) pointed positive connection between internal and external deficits in Pakistan. Furthermore,
in the context of the Indian economy, a positive correlation exists between the current and fiscal side
deficit, like Nautiyal et al. (2022), Ramu (2017), and Mitra and Khan (2014). However, a negative
association is also found between these two variables, as reported by Badaik and Panda (2020) and Suresh
and Gautam (2015) for the same country. Mohanty (2018) demonstrated the short- and long-term
existence of TDH in India from 1970-71 to 2013-14 using the ARDL regression estimation technique.

Based on Granger causality, Ayinde et al. (2021) identified the TDH for Nigeria from 1981 to 2018 and
demonstrated that the budget deficit caused CAD. However, Samotu and Orisadare (2020) showed no
Granger causality between the two variables. Similarly, Amaghionyeodiwe and Akinyemi (2015) pointed
out the LR cointegration between the two balances. Furthermore, the Granger -causality test showed no
causality between BD and CAD; however, CAD causes BD in Nigeria. Shastri (2019) tested the THD ranging
the data from 1985 to 2016 for the context of South—Asian-Economies by applying the ARDL test. The
findings indicated that fiscal balance had a favorable impact on the current account balance, except for
Nepal. However, the Yoda Yamamoto causality technique results express bidirectional causality for
Bangladesh and India among the two balances, THD for Pakistan and Sri Lanka, and reverse causality goes
from CAD to fiscal deficit for Nepal. Dey and Tareque (2021) investigated the TDH for Bangladesh by
applying the ARDL and Granger causality econometrics techniques and revealed a positive association
between the two balances. In addition, there was unidirectional causality between the fiscal deficit and the
CAD. Alam et al. (2014) demonstrated that fiscal deficit Granger causes CAD by employing the Granger
causality test with Bangladesh economic data from 1972 to 2012. Similar outcomes have also been
presented by Anas (2013)

Madjidov and Omonov (2021) highlighted the association between BD and CAD in Uzbekistan by
applying ARDL and OLS econometrics techniques during the data from 2000 to 2020 and pointed out the
positive connection between BD and CAD. Different researchers, such as Hashemzadeh and Wilson (2006)
and Marinheiro (2008), present contradictory evidence for the Egyptian economy; both studies refute the
twin deficit hypothesis, while Helmy (2018) applied the Granger-causality test and discovered the short-
run reverse causation flows from CAD to BD. On the other hand, Martin (2015) used the data from 1980-
2009 through a cointegration approach and pointed out the positive twin deficit hypothesis. However, El-
Baz (2014 ) illustrated the negative connection between BD and CAD in Egypt by employing the Vector Error
Correlation Model from 1990 to 2012.

Mahuni (2016) examined the validity of TDH in the context of the Zambian case from 1980 to 2014,
employing the consideration test and pointing out the LR cointegration in the two deficits. Furthermore,
the Granger-causality test shows the existence of TDH in the Zambian case. Perera and Liyanage (2012)
examined the TDH evidence from Sri Lanka by employing the Pesaran and Shin cointegration and Granger -
causality test to determine the causality between the variables, and they found that fiscal deficit caused
CAD from 1960 to 2009. In contrast, Chowdhury and Saleh (2007) pointed out the positive association
between CAD, saving-investment, and BD by using the ARDL model for the context of the Sri Lanka period
from 1970 to 2005. Sakyi and Opoku (2016) examined the TDH for Ghana; the budget deficit improved the
CAD over the period from 1960 to 2012 through the use of the cointegration technique. Lam's (2012) paper
explored the TDH and Feldstein Horioka Puzzle (FHP) for Vietnam. The researcher revealed that TDH exists
in Vietnam and the presence of FHP data ranging from 1990 to 2011. On the other hand, the Granger
causality traveled from BD to CAD during the short and long run by adopting the Granger -causality test.

Njoroge et al. (2014) evaluated the validity of TDH for the Kenyan economy using quarterly data from
1970 to 2012 and discovered the existence of the twin-deficit hypothesis. They also noted that BD has no
direct effect on CAD. BD to INR (interest rate), INR to exchange rate (EXRATE), and EXRATE to CAD all
have indirect effects. Lau and Tang (2009) examined the TDH for Cambodia from 1996 to 2006. They
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concluded that the short-run budget deficit causes a CAD, but these two deficits move together in the long
run. In conclusion, several studies have empirically reviewed TDH in selected LMCs. There are mixed
results found due to the different econometrics techniques and data. Some researchers pointed out the
positive association between variables, and some disagreed. Other studies represent the different
directions of causality between two balances. Therefore, this study is initiated to analyze the latest verdict
on the relevant topic of TDH.

Model, Data, and Methodology

Following the analysis of the empirical studies on TDH, a number of studies pertaining to the twin deficit
hypothesis have been recognized for their ability to explain the link between the twin deficit hypothesis
and various macroeconomic factors.

Model Specification

The literature of TDH regarding selected lower and middle-income countries recognized the nexus
between fiscal deficit (FD) and current account balance (CAB) in different phases. Based on this literature,
this study establishes a model to attain the objectives of this paper.

CAB = f (FD,REER,GFCF,GDPPCG,TRADE) (1)

The extended multi-variable model is as under:

CAB; = ay+ B.FDy + B,REER;. + B3GFCF; + B,GDPPCG;, + BsTRADE;, + e; (2)

Where,
CAB = Current Account Balance (% of GDP)
FD = Fiscal Deficit (% of GDP)

REER = Real Effective Exchange Rate (index (2010 = 100))
GFCF = Gross Fixed Capital Formation (annual %)
GDPPCG = GDP Per Capita Growth (annual %)

TRADE = Trade (% of GDP)

To evaluate the model as mentioned above, we would apply the different econometrics techniques to
attain the objective of this paper such as descriptive statistics analysis, correlation analysis, panel -unit
root test to check the stationarity of the variables, and LR and SR panel ARDL estimation.

The paper used the cross-sectionally augmented IPS (CIPS) unit root test to determine the variables'
stationarity. In the case of panel data, it is a more suitable test than other tests. The formula is provided

below:

AW = @+ @Y q + B Yy +X0_ uAW,_y + X0 AW, g +itze (3)

In equation (3), W Shows the mean “cross-section” and is given below:

Wit = ¢ FDU + @% REER" +®3GFCF"t +@*GDPPCG' +@°TRADE™ (4)
Therefore, the CIPS is given below:

CTPS =N-* X, CADF, (5)

Where CADF denotes cross-sectional augmented dickey fuller (ADF) test

Data

This research examines the existence of the twin-deficit hypothesis and its influence on lower and
middle-income countries using panel data ranging from 2000 to 2020. The World Development Indicator
(WDI) was used as a source for data collection.

Methodology: Panel ARDL

The ARDL model was introduced by (IPS) Im-Pesaran and Shin (1999, 2001) to investigate the LR and SR
correlation between variables. ARDL applies when some variables are stationary at the level, and some are
at 1% difference. For this study, the ARDL equation is as under:
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ACAB, = ag + Y86,ACAB._; + Y.6,AFD._; + Y83AREER,_| + Y.6,AGFCF,_; + Y.6;AGDPPCG,_; + ¥85,ATRADE,_; +
@,CAB,_; + @,FD,_; + @3REER,_; + 9,GFCF,_; + 9<sGDPPCG,_, + ¢c,TRADE,_, + &, (6)

Econometrics Analysis

Based on the discussion above, we study the relationship between BD and CAD for selected lower and
middle-income countries using different macroeconomic variables. In this study, we will apply different
econometrics techniques to evaluate the relationship between variables. First, we would apply the IPS-
CIPS test to check the stationarity of the variables. Secondly, we would employ the panel-ARDL test to
check the LR and SR relationship between variables.

Descriptive Statistics Analysis

Descriptive statistics examination is the first part of the econometrics techniques, representing the
summary of descriptive statistics of key variables for lower and middle-income countries—data of all the
variables collected from the World Development Indicator (WDI) from 2000 to 2020.

Table 1
Descriptive Statistics
CAB FD REER GFCF GDPPCG TRADE

Mean -3.64 1.67 86.34 6.78 3.22 80.76
Maximum 32.54 29.46 150.36 66.17 30.36 184.69
Median -2.98 1.80 95.21 6.30 3.25 76.27
Minimum -43.77 -27.01 10.00 -50.50 -14.70 21.12
Skewness -0.82 -0.44 -1.17 0.23 0.31 0.44,
Std. Dev. 8.24 7.57 23.73 13.38 3.57 32.89
Kurtosis 7.88 6.09 413 6.25 13.79 2.59
J-B Prob. 0.00 0.00 0.00 0.00 0.00 0.00
Sum -1586.90 727.33 37645.96 2956.76 1405.66 35213.46
Sum Sq. Dev. 20523.18 24927.09 245041.60 7784112 5544.57 470623.50

Source: Author’s calculations

In Table 1. above, mean, median, maximum, minimum, and standard deviation are existing, current
account balance (CAB), fiscal deficit (FD), the real effective exchange rate (REER), gross fixed capital
formation (GFCF), GDP per capita growth (GDPPCG) and trade in the columns 2, 3, 4, 5, 6 and 7 separately.

On average, CAB, FD, REER, GFCF, GDPPCG, and trade are -3.64, 1.67, 86.34, 6.78, 3.22, and 80.76 over
the period from 2000 to 2020. CAB's maximum and minimum values stayed within 32.54 (Nigeria) and -
£43.77 (Mongolia) from 2000 to 2020. Likewise, FD remained between 29.46 (Lesotho) and -27.01 (West
Bank and Gaza), REER 150.36 (Bolivia) and 10.00 (Kyrgyz Republic and Lesotho), GFCF 66.17 (Mongolia)
and -50.50 (Ukraine), GDPPCG 30.36 (Nigeria) and -14.70 (Armenia) and trade remain between 184.69
(Vietnam) and 21.12 (Nigeria).

The correlation coefficients of CAB, FD, and REER have negative Skewness. However, GFCF, GDPPCG,
and trade have positive Skewness from 2000 to 2020 for LMCs. Similarly, the standard deviation value of
coefficient variable CAB is 8.24, FD 7.57, REER 23.73, GFCF 13.38, and GDPPCG 3.57, and these coefficient
variables are leptokurtic with CAB is 7.88, FD 6.09, REER 4.13, GFCF 6.25 and GDPPCG 13.79 value of
kurtosis for selected lower and middle-income countries. Whereas the kurtosis value represents, the
distribution of data for trade is platykortic (the value of the standard deviation of trade is 32.89, and the
kurtosis value is 2.59.

Correlation Analysis

Correlation examination represents the relationship between dependent and explanatory variables. Data
of all the variables accumulated from the World Development Indicator (WDI) from 2000 to 2020.
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Table 2
Correlation Matrix
CAB FD REER GFCF GDPPCG TRADE
CAB 1.00
FD -0.06 1.00
REER 0.05 -0.11 1.00
GFCF -0.08 -0.05 0.01 1.00
GDPPCG 0.02 -0.22 -0.12 0.06 1.00
TRADE -0.52 0.36 -0.06 -0.02 0.02 1.00

Source: Author’s calculations

Table 2. expresses the correlation matrix of key variables for the lower and middle-income countries given
the period from 2000 to 2020. CAB has a positive correlation with REER and GDPPCG, while there is a
negative correlation with FD, GFCF, and Trade. FD has a positive correlation with trade, while on the other
hand, there is a negative correlation with REER, GFCF, and GDPPCG. REER has a positive correlation with
GFCF, while there is a negative correlation with GDPPCG and trade. GFCF has a positive correlation with
GDPPCG, while on the other hand, there is a negative correlation with trade. GDPPCG has a positive
correlation with trade. Finally, trade has a positive correlation with all other variables.

Panel Unit Root Test
In panel data, checking the stationarity of the variables from 2000 to 2020 for lower and middle-income
countries is compulsory. This study applies the following test, i.e., IPS-CIPS, to see the variables'

integration and stationarity. The upcoming Table 3 represents the panel unit root test of all the variables,
i.e., CAB, FD, REER, GFCF, GDPPCG, and trade.

Table 3
Results of Panel Unit Root Test
I(0) 1* Difference I(1)

Variables CIPS M-CIPS CIPS M-CIPS
CAB —3.654%%* -3.902%%* —— -
FD —3.271% %% -3.887% ¥ —— -
REER -2.38Q%*¥ ~3.287%%* — _——
GFCF ~3.992%%* -2.198%** — o
GDPPCG -——- -——- =5.4547%%* -5.784%%*
TRADE -—-- -—-- -6.909*** -6.456%%*

Source: Author’s calculations

The result of the panel unit root test is shown in Table 4.3, which shows that variables CAB, FD, REER, and
GFCF are found stationary at level I (0). In contrast, from 2000 to 2020, some variables, i.e., GDPPCG and
Trade, are stationary at the first difference I (1). The cointegration assessment represents that ARDL
econometric techniques can evaluate long and short-run associations between variables.

Long Run Analysis

This section shows the long-run relationship between CAB, FD, REER, GFCF, GDPPCG, and trade variables.
Table 4 Long run ARDL estimates of a twin deficit model. The variables REER, GDPPCG, and trade affect
the CAB positively. On the other hand, FD and GFCF negatively affected the CAB from 2000-2020 for
selected lower and middle-income countries.
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Table 4
Long Run ARDL Estimates of Twin Deficit Model
CAB: Regressand

Variable Coefficient Std. Error t-Statistic Prob.*
FD -1.0431 0.3620 -2.8813 0.0042
REER 14.7690 7.7192 1.9133 0.0567
GFCF -1.1556 0.1671 -6.9167 0.0000
GDPPCG 1.2060 0.3055 3.9476 0.0001
TRADE 0.1910 0.0409 4.6705 0.0000

Source: Author’s calculations

According to the findings above, the FD coefficient carries out negative signs, i.e., -1.0431. This means
that if a 1% increase in FD leads to a decline in CAB by 1.04%, El-Khishin and El-Saeed (2021) proved the
negative association between FD and CAB for non-oil-rich economies. Damalie and Daniel (2019) also
found an inverse relationship between FD and CAB both in the long-run and short-run. This finding also
pointed out that there is no evidence of Keynesian proposition in selected lower and middle-income
countries from 2000 to 2020. Similarly, Sakyi and Opoku (2016), Van Bon (2014), Anas (2013), Nazier and
Essam (2012), and Merza et al. (2012) also concluded a negative relationship between FD and CAB. Opposite
to this finding, El-Khishin and El-Saeed (2021) pointed out the positive connection between FD and CAB
for oil-rich economies. Likewise, Shastri (2019) proved that FD positively affects the CAB for major South
Asian Economies except for Nepal. Furthermore, Mukhtar et al. (2021), Abbasi et al. (2021), Rehman et al.
(2020), Samotu and Orisadare (2020), Magoti et al. (2020), Jackson and Jabbie (2019), Ramu (2017), Bakarr
(2014), Tufail et al. (2014), Jawaid and Raza (2013), Saeed and Khan (2012), Iram et al. (2011), pointed out
the positive relationship between FD and CAB.

The coefficient variable of REER has a linear and significant impact on the CAB. A 1 % increase in REER
will lead to CAB by 14.76%. Theoretically, a decline in domestic currency will encourage exports and
discourage imports. As a result, it will improve the external sector performance. Our outcomes are
compatible with El-Khishin and El-Saeed (2021), which proved the positive and significant relationship
between REER and CAB for oil and non-oil-rich economies. Ramu (2017) proved that increasing the
currency will improve the CAB. Khan et al. (2017), Bakarr (2014), Van Bon (2014), and El-Baz (2014) have
all pointed out the positive association between REER and CAB. Contrary to this finding, Tandon (2014)
proved that a decrease in REER will increase the CAB. This result is also in line with Damalie and Daniel
(2019), Banday and Aneja (2019), Oshota and Badejo (2015), Tufail et al. (2014), Iram et al. (2011), Even and
Zubaidi (2006). Gross fixed capital formation (GFCF) is an essential tool in the budget and CADs. The other
remaining regressors also concentrate on expected outcomes. For example, GFCF shows an adverse impact
on the CAB. The negative coefficient of GFCF shows that if there is a 1% increase in it. As a result, CAB
declined by 1.1%. These results are in consist with Abbasi et al. (2021), Rehman et al. (2017), Saba (2015),
against this outcome Ramu M.R (2017), Oshota and Badejo (2015), Chowdhury and Saleh (2007), Parikh
and Rao (2006).

The GDP per capita growth coefficient variable is positive and statistically significant with CAB. 1%
increase in GDPPCG than CAB is also increased by 1.20%. This outcome attained here is related to the result
concluded by Oshota and Badejo (2015). Furthermore, the last coefficient variable, trade, positively and
significantly impact CAB. A 1% increase in trade will increase the CAB by 0.19%. El-Khishin and El-Saeed
(2021) proved the positive relationship between trade and CAB for non-oil-rich economies. Our findings
are supported by Chowdhary and Saleh (2007) and Tufail et al. (2014) concluded that an increase in trade
leads to an increase in CAB. Khan et al. (2017) pointed out that the impact of trade liberalization depends
on the degree of liberalization. For instance, a decrease in tariff obstacles will improve the CAB. On the
other hand, low non-tariff barriers will deteriorate the CAB. In contrast, El-Khishin and El-Saeed (2021)
pointed out the negative relationship between trade and CAB for oil-rich economies. Mukhtar et al. (2021)
and Van Bon (2014) pointed out the negative relationship between trade and CAB.
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Short Run Analysis

This segment shows the short-run association between dependent (CAB) and independent variables (FD,
REER, GFCF, GDPPCG, and trade). Table 5 shows the short-run ARDL estimates of twin deficits for LMCs.
The main purpose of the error correlation model (ECM) is to evaluate the speed of adjustment. ECM
represents how quickly the variables are converting near to equilibrium.

Table 5
Short Run ARDL Estimates of Twin Deficit Model
Dependent Variable: CAB

Variable Coefficient Std. Error t-Statistic Probability
COINTEQO1 -0.1874 0.0409 -4.5823 0.0000
D(FD) 0.0857 0.3352 0.2558 0.7983
D(REER) 0.0210 0.0234 0.8974 0.3711
D(GFCF) 0.0924 0.0297 3.1159 0.0020
D(GDPPCG) -0.1814 0.0973 -1.8634 0.0634
D(TRADE) -0.1201 0.0439 -2.7384 0.0065
C -7.3827 1.8045 -4.0913 0.0001

Source: Author’s calculations

Table 5 represents the short-run ARDL estimates for lower and middle-income countries. Results show
the co-integrating equation, which is negative -0.1874 and probability = 0.0000. These findings suggest
that the variable meets the long-run equilibrium with a convergence speed of 18.74%. The equation for
lower and middle-income countries -0.1874 shows that long-run equilibrium observed short-run shock,
which is corrected within one month. The results represent that FD, REER, and GFCF affect the CAB
positively and significantly. FD, REER, and GFCF are the most significant variables influencing the CAB.
We also pointed out that the coefficient of the intercept is negative (-7.3827), and the probability is 0.0001.
The findings also represent that the error correction term is statistically significant, along with a negative
coefficient. The level of the coefficient shows that about 38.0 percent of any previous dis-equilibrium in
the long run CAB connection is adjusted in the current year, indicating a high speed of adjustment.

Conclusions and Policy Recommendations

This study stated the affiliation between fiscal deficit and CAD in selected LMCs by applying the panel data
ranging from 2000 to 2020. This paper is considered significant because the theory of the twin deficit
hypothesis is controversial. Some authors pointed out the positive and significant connotations between
fiscal deficit and CAD, while others found a negative relationship between the two balances. In this paper,
we analyze TDH in selected LMC by first employing the IPS-CIPS test to check the stationarity among the
variables. The test of IPS-CIPS shows that few variables are stationary at the level T (0), and few are at the
first difference I (1). So, we applied the ARDL test for empirical analysis. One model is refurbished to
represent the association between dependent and controlled variables. The outcome showed REER,
GDPPCG, and trade affect the CAB positively, while FD and GFCF influence the CAB negatively in the long
run. The result of short-run estimation shows that FD and GFCF are the most significant variables that
affect the CAB from 2000 to 2020 by using the panel data. This study also proved that the Ricardian-
Equivalence-Hypothesis (REH) theory is more appropriate for selected lower- and middle-income
countries. From the policy perspective, in order to decrease the fiscal deficit, the authorities should follow
the policy measures such as raising taxes, declining Govt. expenditures, and promoting economic growth
that could decline the CAD. Similarly, Govt. of LMC should also improve the investment rate by controlling
the high birth rate, inflation rate, and poverty.
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Appendix
List of countries which data are taken from WDI
Sr. No. Country Name Sr. No. | Country Name Sr. No. | Country Name
1 Bangladesh 10 Honduras 19 Nigeria
2 Bhutan 1 India 20 Pakistan
3 Bolivia 12 Indonesia 21 Philippines
4 Cambodia 13 Kenya 22 Sri Lanka
5 Cameroon 14 Kyrgyz Republic 23 Tunisia
6 Cote d'Ivoire 15 Lesotho 24 Ukraine
7 Egypt, Arab Rep. 16 Mongolia 25 Vietnam
8 El Salvador 17 Morocco 26 West Bank and Gaza
9 Ghana 18 Nicaragua
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