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The economic and financial crisis has actualized the issue of sustainability of the cur-
rent account deficit which has become important, not only economically, but also a
political issue. At the same time, a large number of countries are facing with a growing
current account divergence and a balanced current account is considered more as a
rarity than as a rule in economic practice.

Although the EU as a whole has had a relatively balanced current account on
the aggregate level, the divergences in external positions between member states have
become more pronounced after the introduction of the euro (Philip R. Lane and Gian
Maria Milesi-Ferretti 2007; Helge Berger and Volker Nitsch 2010; Jorge Ux0, Jests
Paul, and Eladio Febrero 2011; Jose Luis Diaz-Sanchez and Aristomene Varoudakis
2014). A number of member states has increase its own external imbalance, which
resulted in an increase of the trade deficit and the negative mean value of the current
account in 16 countries during the period 1995-2018 (Greece, Portugal, Spain, Slo-
vakia, Hungary, Malta, Cyprus, the UK, Poland, Czech Republic, Estonia, Latvia,
Lithuania, Bulgaria, Romania and Croatia). Opposite the deficit countries, there are
eight surplus countries. The highest surplus is achieved in Luxembourg (8.2% of
GDP), followed by the Netherlands, Sweden, Germany, Denmark, Finland, Belgium
and Austria. Finally, although they suffered significant external shocks, the average
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current account balance was in slight surplus in France, Slovenia, Italy and Ireland.
Looking at the range of external imbalances, the largest deficits are recorded in the
years preceding the outbreak of the global economic crisis, when the current account
deficit was at a level above 20% of GDP in Latvia and Bulgaria. Despite that, the
highest levels of the current account surplus have been obtained in the years before the
introduction of the euro and after 2012, as a result of measures and political strategies
that have been implemented with the aim of reducing external imbalances in a signif-
icant number of EU countries.

Also, the increasing variations, during the crisis years clearly indicate that the
current account divergences between the countries are particularly pronounced in this
period. In the context of individual countries, based on the values of standard deviation
and range, it can be concluded that the divergent trends of the current account imbal-
ances are primarily expressed in Greece, Poland, Hungary, Malta, Estonia, Latvia,
Lithuania, Bulgaria and Croatia.

Most of the literature on current account sustainability refers to the analysis of
whether the continuation of the implementation of the actual economic policy, espe-
cially monetary and fiscal policy, requires large changes or causes the outbreak of the
crisis. If the answer is positive, then the current account imbalance is unsustainable
(Milesi-Ferretti and Assaf Razin 1996). In other words, the current account is sustain-
able if the country is able to meet their long-run intertemporal budget constraint, with-
out large changes in behavior of private sector or changes in the leading economic
policy (Alan M. Taylor 2002; Mariam Camarero, Josep L. Carrion-i-Silvestre, and
Cecilio Tamarit 2009).

Regarding the external imbalances in the EU, a large part of the empirical re-
search includes the analysis of whether and to what extent the introduction of the euro
and the implementation of harmonized monetary policy had an impact on the current
accounts of the member states. On the trade aspect, the policy of a fixed nominal ex-
change rate automatically limited the use of exchange rate as a shock absorber. From
financial side, the elimination of currency risk and reduction of transaction costs in
financial operations resulted in increase of capital flows between countries. Different
initial conditions in terms of current account balance, consumer prices, labour costs,
fiscal policy and the responsibility of national governments had an impact on increas-
ing the difference in trade capacity between countries and deepening external imbal-
ance. However, reduced external competitiveness but increased deficit of trade flows
and the level of national debt in less-developed countries, have greatly contributed to
the creation of the economic dualism between the countries of the core and the periph-
ery of Europe.

It seems that the establishment of the EMU itself assumed the existence of cur-
rent account imbalances because it implied the inclusion of countries that could be at
different phases of the business cycle. In other words, different economic performance
of individual countries have greatly affected the ability of countries to absorb asym-
metric shocks, regardless of whether they are domestic shocks or common shocks that
could have an uneven effect on member states (Jesus Ferreiro et al. 2017). Hence, one
part of the empirical literature agrees on the view that the circumstances that have
occurred after the creation of EMU did not meet expectations and that the real
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divergences and differences in external competitiveness between member countries
are further increased (Berger and Nitsch 2010; Emiliano Brancaccio 2012; Jean-Bap-
tiste Gossé and Francisco Serranito 2014).

It is known that the two most important macroeconomic policies are not uni-
formly defined in the monetary union. Given that monetary policy is centralized, which
means a loss of monetary independence, the impact of fiscal policy on the current ac-
count can be viewed through several aspects. Firstly, the implementation of fiscal ex-
pansion and rise in government spending on that basis has an impact on the increase
in demand. This further implies that a part of the increased national absorption is cov-
ered from imports, which contributes to the worsening of the current account balance.
Then, in the case of permanent external imbalances, attracting foreign capital from
issuing government bonds leads to interest rates increase, which further adversely af-
fects the accumulation of external debt and rising interest payments. In fact, the cost
of current government borrowing will fall to burden on future generations (Mark J.
Holmes, Jestis Otero, and Theodore Panagiotidis 2010). Despite that the inflow of for-
eign capital facilitates the finance of the trade deficit, a rising demand for the national
currency leads to its appreciation with a negative consequence on the balance of trade
transactions. Regardless of whether fiscal policy has a direct or indirect impact on the
external balance, twin deficit hypothesis implies that a higher budget deficit contrib-
utes to increasing the current account deficit.

Based on numerous studies which emphasize the importance of this topic, in
this paper we tested the twin deficit hypothesis in order to examine whether the in-
crease of the fiscal deficit had an impact on the deepening of the external imbalances
in the European Union. Therefore, the objective of this research is to provide a deeper
insight on the effect of fiscal deficit on current account balance in European countries.
It is important to emphasize that the analysis of the empirical validity of the twin deficit
hypothesis on a sample that includes all countries of the European Union has been
tested only in a recent article of Marianna Sini¢akova, Veronika Sulikova, and Beata
Gavurova (2017) by applying Granger causality test and panel threshold model.

The contribution of this paper is at least twofold. First, a theoretical dimension
of the impact of fiscal deficits on the current account is provided and the twin deficit
hypothesis is tested on a sample of all EU countries during the period 1995-2018. Con-
sidered period is interesting because it involves significant turbulence both at EU and
global level. This primarily refers to the continuous expansion of the European Union
which means the entry of countries with different production and productive capacity,
as well as the consequences of the introduction of the single currency and the adoption
of a significant number of common sectoral policies. Also, we cannot ignore the events
on the global stage, which are primarily related to the escalation of financial and eco-
nomic crisis, including spillover effects on all member states. Finally, the methodo-
logical contribution of this research involves econometric methods that have not been
applied earlier in the analysis of twin deficit hypothesis. This includes heterogeneous
panel data models with cross-sectional dependence and estimation methods. To the
best of our knowledge Pesaran common-correlated effects mean group (CCEMG) ap-
proach has not been used so far in the literature on the impact of fiscal deficit on current
account balance and heterogeneous regression coefficients are not considered in this
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area. On this basis, the implementation of CCEMG method enables us to test the twin
deficit hypothesis for the whole EU, as well as to determine in which specific countries
there is a long-term effect of fiscal deficit on the current account deficit.

The paper is structured as follows. After the introduction, Section 1 explains the
theoretical aspect of the effectiveness of fiscal policy and the mechanisms through
which fiscal deficit affects the current account deficit. Section 2 provides an overview
of previous literature about the twin deficit hypothesis in the EU. Section 3 deals with
econometric procedure applied in the paper, followed by key results of empirical anal-
ysis presented in Section 4. Finally, Section 5 provides a summary of the obtained
results and concluding remarks.

1. Fiscal Policy and Current Account

1.1 Theoretical Doubts about the Impact of Fiscal Deficits on the Current
Account

Concerning the impact of fiscal deficits on the current account balance, two fundamen-
tally opposing views about the effectiveness of fiscal policy prevail in the literature,
beginning with the full justification to practical neutrality:

(1) According to Mundell-Fleming model, the twin deficit hypothesis is con-
firmed in the sense that the increase of fiscal deficit causes the increase of aggregate
demand. This implies the rise of domestic against foreign interest rate and results in an
increased inflow of foreign capital (Nikolina E. Kosteletou 2013). As expected, this
leads to an appreciation of the real exchange rate with negative consequences on the
deterioration of the current account balance.

The impact of the fiscal deficit on the current account is supported by the advo-
cates of Keynesian theoretical position in the sense that the fiscal expansion, through
the growth of the budget consumption, leads to the increase in the national absorption
which is reflected in the encouragement of imports causing a deterioration in the cur-
rent account balance (Dominick Salvatore 2006; Antonio Afonso and Christophe Rault
2009).

In contrast to the impact from the direction of fiscal deficit to the current account
deficit, one part of the empirical literature supports the position that the current account
deficit achieves the effect of reducing the rate of economic growth and decline of tax
revenue, which is finally reflected in the increase in the budget deficit. Therefore, it is
the reverse direction of the impact from the current account deficit to the fiscal deficit
(Carlos F. Marinheiro 2008; Joseph E. Stiglitz 2010).

(2) Supporters of the Ricardian hypothesis is on the position that in the case of
increasing the budget deficit, economic agents anticipate a tax increase in the future
and make a decision to increase savings in the current period. In this way, increase in
domestic savings neutralize the effects of fiscal expansion and there is no increase in
domestic demand and the downturn in the current account balance. In other words, the
tax reduction does not affect the domestic demand nor by increasing disposable income
nor by an impact on overall consumption and investment. It appears that the decline in
government saving, which is the result of the tax burden reduction, is covered by the
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growth of private savings without affecting the change in the current account (Robert
J. Barro 1989; George Vamvoukas and Stella N. Spilloti 2015).

1.2 Mechanisms of the Impact of Fiscal Deficits on the Current Account

Considering the relationships between the fiscal balance and current account, the sub-
ject of numerous studies is to identify the mechanisms through which budgetary im-
balances cause changes in exports and imports (Roel M. W. J. Beetsma, Massimo Guil-
iodori, and Franc Klaassen 2008; Michael Kumhof and Douglas Laxton 2009; Ali S.
M. Abbeas et al. 2011; Collin Constantine 2014). In this regard, several mechanisms
through which increasing fiscal deficit deepens trade divergence are identified:

(i) Since the demand of the public and private sectors are two components of
national demand, the most direct impact of the fiscal deficit on the current account
deficit is achieved particularly through the channel of aggregate demand. It means that
overall demand growth is a direct result of the government spending growth which
reflects negatively on the trade balance (Abbas et al. 2011).

(i) Issuing government bonds is one of the alternative ways of financing budget
deficits, regardless of whether they are the result of a lower tax burden or higher levels
of government spending. With the aim of attracting the mostly foreign capital, the pur-
chase of these bonds is offered under more favorable conditions for investors which
implies a higher interest rate. It means that changes in interest rates are also an im-
portant mechanism of the impact of the fiscal deficit on the current account balance
(Kosteletou 2013).

(iii) As already pointed out in this paper, fiscal expansion affects the growth of
aggregate demand which is further manifested in the increase in imports and the dete-
rioration of terms of trade. On the other hand, financing the current account deficit
requires the inflow of foreign capital, which leads to an increase of demand for the
national currency and its appreciation. So, it is obvious that the exchange rate is an-
other important channel for transferring the imbalance from fiscal sector on the current
account. However, the mechanism of the impact of fiscal deficits on the current ac-
count is different if there is a lack of nominal exchange rate flexibility. This implies
that in a monetary union, fiscal policy affects the external imbalance through its influ-
ence on the inflation rate differentials. It also depends on the presence of rigidities in
product and labor markets in the sense that less flexible markets have a higher current
account deficit than others (Berger and Nitsch 2010).

Nevertheless, it is important to note that the real appreciation can occur in con-
ditions of increased government consumption of non-tradable goods (Agustin S. Bé-
nétrix and Lane 2013; Oscar Bayo-Rubio, Burcu Berke, and Vicente Esteve 2014).
Also, as one of the possible generator of the current account imbalance is well known
Balassa-Samuelson effect, which means that differences in the labor productivity be-
tween tradable and non-tradable sectors are resulted in a different price levels between
countries. In other words, the growth of labour productivity and wages in the tradable
goods sector in one country results in the price increase in non-tradable goods sector,
leading to the appreciation of the real exchange rate (Matthias Gubler and Christoph
Sax 2017).
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(iv) Observing the current account in the context of the saving-investment level,
deficit indicates a significant increase in investment compared to savings. Since the
fiscal deficit affects negatively the level of net national savings, it is necessary to dis-
tinguish whether it is a result of higher investment growth due to the expected higher
profits or a reflection of the lack of savings due to excessive government spending.
Also, if the amount of savings is chronically less than the amount which is needed to
finance domestic investment, this leads to significant accumulation of foreign debt,
which includes attracting foreign capital through higher interest rates or borrowing
abroad under unfavorable conditions.

2. Literature Review

Although empirical literature contains a large number of research on the topic of mac-
roeconomic policies and their appropriate mix, most of studies have paid more atten-
tion to the monetary sphere in relation to the fiscal. Nevertheless, taking into account
the negative impact of the fiscal deficit on the overall economic and development en-
vironment, this sensitive field is gaining in importance in recent years.

Dealing with the impact of the fiscal deficit on the current account deficit, the
empirical results based on general dynamic equilibrium model suggest that the fiscal
deficit exerts some immediate effect on the current account (Kumhof and Laxton
2009). However, it takes a long time to clearly distinguish the implications of this phe-
nomenon in relation to other factors that characterize the economic daily life of the
national economy. Precisely, authors found that the increase in the fiscal deficit for
one percentage leads to a deterioration in the current account by 0.5% in the short-
term, while long-term imbalance increases to 0.75 to 1%, depending on the size and
openness of the economy itself.

Regarding the impact of fiscal imbalance on current transactions, the empirical
findings based on panel VAR analysis indicate that the improvement of the fiscal bal-
ance by 1% affect positive change in relation of exports and imports by 0.2-0.3% (Ab-
bas et al. 2011). Based on a sample of 176 countries during 1980-2007, the authors
also emphasize that the relationship between the fiscal deficit and the current account
deficit is found to be as strong in emerging economies and those with low-income level
as in advanced economies, and significantly stronger in countries where output is
above potential.

Concerning testing different theories about the effects of fiscal policy and
budget deficit on the current account, it is argued that the growth of government spend-
ing and savings reduction increase the imports due to the growth of total demand. The
results obtained by using finite-horizon open-economy macroeconomic models also
indicate that bond-financed increase in government expenditures has a stronger nega-
tive impact on the current account compared to tax-financed alternative (Hassan Mo-
hammadi 2004). Namely, the increase of the tax burden, with the aim of financing
budget deficits, affects the deterioration of the current account from 0.16 to 0.29%,
while the issuance of bonds increases the deficit by 0.45 to 0.72%.

Focusing on causality between fiscal and current account deficit, the empirical
results based on structural VAR model suggest that the increase in government spend-
ing by 1% does not affect current deterioration of the current account balance, but with
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a time lag (0.5% increase of deficit comes after three years; Tommaso Monacelli and
Roberto Perotti 2007). Also, empirical literature confirms more common impact of
fiscal changes to the current account in the long-run in economies with higher share of
international exchange in GDP (Giancarlo Corsetti and Gernot J. Miiller 2006).

Analyzing the relationship between fiscal deficit and the current account in
small open economies, John Bluedorn and Daniel Leigh (2011) confirm the twin def-
icit hypothesis for 17 OECD countries over the period 1978-2009. According to their
results, a 1% of GDP fiscal consolidation raises the current account balance-to-GDP
ratio by about 0.6 percentage points within two years. In other words, reducing the
external imbalances by 1% of GDP would require a fiscal consolidation of about 1.7%
of GDP.

Using a two-sector dependent open economy model, Santanu Chatterjee and
Azer Mursagulov (2012) investigated the mechanism through which government
spending affects the real exchange rate and trade flows. The authors suggest that the
sectoral composition of spending, financing policies, investment in certain manufac-
turing areas and the relative productivity of public infrastructure, basically determine
the final effect of higher public expenditure on the appreciation or depreciation of the
currency and, consequently, to the movement of imports and exports. Dealing with
similar issues about the impact of government spending on the real exchange rate
changes, the results of panel VAR model for eleven EMU countries indicate that fiscal
shocks have more influence on the non-tradable sector compared to tradable goods
(Bénétrix and Lane 2009). However, the authors found that shocks in government ab-
sorption lead to the real exchange rate appreciation, while shocks in public investment
have a larger and more persistent impact on the real exchange rate than shocks in gov-
ernment consumption. In that circumstances, the most important effects are the in-
crease in imports and exports reduction, with negative implications on the current ac-
count.

Twin deficits hypothesis is confirmed in case of selected EU countries (Spain,
Greece, Portugal, Italy, France, Cyprus and Slovenia) during the period 1991-2010
(Kosteletou 2013). Namely, it is shown that an expansive fiscal policy worsens trade
balance, as well as the implemented fiscal policy option in surplus countries (particu-
larly Germany) has an impact on current accounts in the observed EU countries. In
fact, it is emphasized that fiscal coordination between European countries is extremely
important to reduce the trade imbalance. Also, using the Granger causality testing and
panel threshold model on a sample that covers all EU member states during the period
2000-2014, the twin deficit hypothesis is accepted in at least half of the EU countries
(Sini¢akova, Sulikova, and Gavurova 2017). Traditional view that fiscal deficit causes
the current account deficit is confirmed in the case of the Netherlands, Greece, Italy,
Portugal, Cyprus, Czech Republic, and Croatia. Opposite causality or current account
targeting is confirmed in six countries (Belgium, Finland, France, Ireland, Malta, and
Romania) while bi-directional causality is found in Spain and Hungary. The authors
argue that bi-directional causality is the most complicated situation in practise, because
policy makers have to reduce both imbalances at the same time, in order to solve this
problem. Besides this conclusions, empirical findings show that countries with public
debt-to-GDP lower than 30.7% do not record twin deficit, while countries with public
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debt-to-GDP between 30.7and 98.1% have a greater risk of twin deficit. On the other
hand, the results emphasize that countries with public debt-to-GDP in long-run over
98.1% suffer from high and persistent twin imbalances.

According to the dynamic panel threshold model, empirical results on a sample
of 22 industrial countries during the period 1981-2005, suggest that an increase in the
fiscal deficit leads to a higher current account deficit in low debt and medium debt
countries (up to a debt level of 44% of GDP). In a medium-to high debt countries (debt
ratio is between 44% and 90% of GDP) the relationship is still positive but considera-
bly smaller, while for the countries with debt ratios of above 90% of GDP the relation-
ship is negative and insignificant. This means that increase in budget deficit does not
result in a rise in the current account deficit (Christiane Nickel and Isabel Vansteen-
kiste 2008). Repeating the estimation for 11 euro area countries, the authors find sim-
ilar findings in the sense that relationship between fiscal balance and current account
is positive when government debt to GDP remains below 80%. Thereafter the relation-
ship is negative and insignificant.

On the other hand, Aleksander Aristovnik and Sandra Djuri¢ (2010) reject the
validity of the twin deficit hypothesis for all EU member states during the 1995-2008.
The results indicate the presence of high level of substitutability between private and
public savings and suggest a relatively low correlation between fiscal deficit and cur-
rent account deficit.

The results of the comparative analysis of the key determinants of the current
account show that the fiscal deficit effect is larger in developing economies than in
developed countries (Leandro Medina, Prat Jordi, and Thomas Alun 2010). Similar
findings were obtained in studies of foreign trade relations in transition countries,
where the results suggest a significant impact of the fiscal deficit, foreign direct invest-
ment and exchange rate on the current account balance (Paolo Zanghieri 2004). Testing
results of the influence of various factors on the movement of the current account in
the transition countries show that the increase in the fiscal deficit by 1% affects the
increase of the current account deficit by 0.3-0.4% (Aristovnik 2006).

One part of previous studies proved the twin deficits hypothesis, implying pos-
itive and statistically significant relationship between the budget balance and the cur-
rent account (Menzie D. Chinn and Enswar S. Prasad 2003; Matthieu Bussiére, Marcel
Fratzscher, and Gernot J. Miiller 2004; Sabine Herrmann and Axel Jochem 2005; Se-
bastian Barnes, Jeremy Lawson, and Artur Radziwill 2010; Erica Clower and Hiro Ito
2012; Anna Ivanova 2012; Tatiana Cesaroni and Roberta de Santis 2015; Vamvoukas
and Spilloti 2015).

Contrary to previous findings which mainly investigate the impact from fiscal
deficit to external imbalances, the empirical results for the Eurozone countries indicate
that the differences in export performance of individual economies may not result in
balanced trade relations and that the impact is achieved from the direction of the trade
deficit to fiscal imbalances. This implies that the current account balance is not the
result of irresponsible fiscal policy, but of the exchange of goods and services between
countries. In other words, fiscal austerity has no ability to solve the problem of struc-
tural current account deficit (Constantine 2014).
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3. Methodology Framework

In this section, the econometric panel data techniques, used in empirical analysis, are
briefly described. Since the empirical analysis in this paper is based on panel sample
of 28 EU countries in the period of 24 years (1995-2018), one of the first steps in
econometric procedure should be testing for nonstationarity in panels. Bearing in mind
that the results of the cross-section dependence tests determine the choice of further
testing and estimation procedure, the Pesaran CD test is initially applied (M. Hashem
Pesaran 2004, 2007). Thus, if the cross-section dependence exists in the panel data,
second generation unit root tests should be used for testing the level of integration,
such as Pesaran CADF and CIPS tests. After preliminary econometric analysis, panel
data cointegration analysisis conducted in order to check the long-run relationship be-
tween fiscal balance and current account. For this purpose the error-correction based
Westerlund cointegration test for panel data is applied.

Compared to the first generation cointegration tests, the main advantage of the
Westerlund test is that it accounts for the presence of cross-section dependence in panel
data by using the bootstrap approach. This implies calculating the bootstrapped p-val-
ues that are robust in the presence of common factors. Also, in contrast to the most of
residual-based cointegration tests, there is no problem of common-factor restriction,
which further increases the power of the Westerlund test (Joakim Westerlund 2007;
Westerlund and David Edgerton 2007; Aynur Pala 2016).

Westerlund (2007a) defined four tests to test cointegration in panel. The null
hypothesis assumes that there is no cointegration, while there are differences regarding
the definition of alternative hypotheses. The first two tests are based on the group mean
approach and statistics, G; and G, are used to test the null hypothesis: Hy: a; = 0 for
all i (cointegration does not exist) against the alternative: Hy: a; < 0 for at least one i
(cointegration exists in some of the panels). The other two tests are based on the pool-
ing of the all units of panel and using the statistics P, and P, for testing the defined
hypothesis: Hy: a; = 0 for all i (cointegration does not exist) against: Hy:a; = a < 0
for all 7 (variables are cointegarted in all panels).

Testing the null hypothesis is based on checking if the error-correction term in
panel error-correction model is equal to zero. In that case, error-correction model is
specified as follows (Damiaan Persyn and Westerlund 2008):

Pi Pi
Ay, = é“’ldz +a, (V. — ﬁ[vxufl) + Z aijAy[z—j + Z 7;/Axg,/ +u, (1)

Jj=1 Jj=0
where d; denotes deterministic component, for which there are three cases: (i) d; = 0,
model without deterministic component; (ii) d;, = 1, model with a constant; (iii) d; =
(1,t)’, model with a constant and a trend. Long-run relationship exists if the compo-
nent y;;_1 — B X;t_ is stationary and if the residuals are stationary. In other words, if
a; < 0 then there is error correction, which means that x;; and y;; are cointegrated. On
the other hand, if a; = 0 there is no error correction and no cointegration between x;;

and y;; (Westerlund 2007).

Rejection of the null hypothesis of no cointegration implies examination of
long-run relationship by the estimation of the error correction model (Westerlund
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2007). Since the long-run relationship can be homogeneous or heterogeneous, both
mean group estimator (MG) and pooled mean group estimator (PMG) are applied. MG
method refers to the mean of estimated N individual regression coefficients, while the
PMG method includes pooling and averaging the coefficients of the model (Pesaran
and Ronald Smith 1995; Pesaran, Yongcheol Shin, and Smith 1999). Also, PMG
method assumes homogeneous long-run slope coefficients (common across all panels),
but heterogeneous short-run dynamics, while MG method assumes heterogeneity for
both long-run and short-run coefficients.

The choice between the MG and PMG estimators depends on Hausman test re-
sult, which under the null hypothesis assumes that both estimators are consistent, but
MG estimator is inefficient. However, if the null hypothesis is rejected (true model is
heterogeneous) then MG estimator remains consistent, whereas the PMG estimator is
inconsistent.

Under cross-sectional dependence, Pesaran common-correlated effects mean
group (CCEMG) method can be applied instead of MG and PMG methods. This
method implies heterogeneous both regression coefficients and factor loadings as a
consequence of unobserved common factor, which can capture cross-section depend-
ence. In contrast to the methods that obtain coefficients estimates with common factors
(MG and PMQ), the specificity of CCEMG estimator is reflected in the elimination of
the influence of uneven various shocks from the model and then estimating the regres-
sion which is expanded with the averages of cross section data (Pesaran 2006). In other
words, an important feature of this method is its invariance to the number of unob-
served common factors. Similar to the MG method, the estimates obtained by applying
CCEMG methods are based on the average of individual slope coefficients.

In fact, Pesaran (2006) starts from the following regression:

Vo= d, + B'x, s u, =y, f &, 2

and d; is a n X 1 vector of observed common factors which is divided as d; =
(dqt' dyt ', dse ), where dy; is a vector of deterministic components, d,; is a vector of
unit root stochastic observed common factors, and d5; denotes the vector of stationary
stochastic observed common factors. Also, x;; is m X 1 vector of observed individual-
specific regressors on i cross section unit at time t, u; error term with multifactor
structure, f; is a k X 1 vector of unobserved common effects with heterogeneous factor
loadings y and &; idiosyncratic errors independent of d; and x;, (Pesaran 2006; George
Kapetanios, Pesaran, and Takashi Yamagata 2011).

For obtaining estimations using CCEMG method, Pesaran (2006) suggests the
use of the average of the estimated slope coefficients:

Beceme = N X4 B, (3)
where f; = (XiMoX) T X Moy, Xi = (g Xz, o, Xir) ) and y; = g, Yigs o Yirs)- Moo
is defined as: M, = I — H,(H,H,) *H, and H, = (D, Z,), while Dand Z,, denote
the T X nand T X (k + 1) matrices of observations d; and Z.

The investigation of long-run relationship between fiscal deficit and current ac-

count in this paper is conducted by using not only MG and PMG, but also CCEMG
method. The reason for that is the fact that the EU countries are strongly associated
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from the trade and financial aspect, implying they are often exposed to common
shocks. Taking into account the presence of the cross-section dependence which arises
due to unobserved common factors and heterogeneous factor loadings, the final con-
clusions are formed on the basis of CCEMG estimation results.

4. Empirical Results

In this section, we present the results of the econometric analysis of the impact of the
fiscal deficit on the current account deficit in all member states of the European Union
over the period 1995-2018. The source of data is World Economic Outlook Database
- International Monetary Fund. Both variables, current account and fiscal balance are
expressed as a percentage of GDP.

The first part of the empirical findings includes the descriptive analysis of var-
iables in order to gain an initial insight about the the fiscal balance and current account
dynamics in the EU.

Table 1 Summary Statistics

Variable Obs Mean Std. dev. Min Max
Current account 672 -0.9648 5.5618 -23.7150 15.3110
Fiscal balance 672 -2.6486 3.2964 -32.1780 6.7360

Source: Authors’ estimations.

As resulting from Table 1, the mean value of the current account in the EU was
negative (-0.9648) with a high variations across individual member states (from -
23.7150 to 15.3110). Similarly, the mean value of the fiscal balance was also negative
(-2.6486), while the spread of fiscal imbalance suggests that countries differ signifi-
cantly in terms of the level of government spending. The values of the current account
and fiscal balance by individual countries are presented in the Appendix (Tables Al
and A2).

It is known that after the introduction of a single currency and a common mon-
etary policy, the achievement of macroeconomic stability at the national level is lim-
ited by the capacity of fiscal policy. Fiscal coordination between the EU countries re-
fers to the fact that countries must adhere to the criteria defined by the Stability and
Growth Pact!. Actually, these criteria are set to enable member states to achieve sus-
tainable public finances. However, the experience of European countries indicate that
the amount of the budget deficit and public debt exceeded the quantitative restrictions
in a number of countries over the last decade.

Taking into account that the period of analysis is heterogeneous in terms of en-
largement of the EU, the establishment of EMU and adverse changes in the global
level, EU member states can be divided into several groups based on the evolution of
the current account and fiscal deficit over time (Figure Al, Appendix).

The first group includes countries that have managed to achieve the highest lev-
els of the current account surplus in the EU (Germany, Netherlands, Luxemborg,

! The budget deficit of each Member State must not exceed 3% of GDP while public debt must not exceed
60% of GDP.
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Austria, Denmark and Sweden). This group also contains France, Belgium and Fin-
land, bearing in mind that the mean value of current account in these countries was
positive, but the trade balance is still moved from surplus to phase of a slight deficit
after the outbreak of the global economic and debt crisis.

The second group involves countries with significant external imbalances,
which are considered as the most vulnerable countries of the European Union (Portu-
gal, Ireland, Italy, Greece, Spain and United Kingdom). Also, with the exception of
Spain in 2005, 2006 and 2007 and Ireland in the years before the outbreak of the global
crisis, it is evident that external imbalances were accompanied by a chronic public
finances imbalances.

Third group is the most heterogeneous group in terms of the current account
balance. On one side, there are countries where the terms of trade improved after
2009/2010 years. Nevertheless, these countries recorded a current account deficit by
the end of analysed period (Cyprus, Poland, Slovakia, Estonia, Latvia and Lithuania).
On the other side, there are countries that had a current account deficit during the first
fifteen years, but they still managed to achieve a current account surplus in recent years
(Czech Republic, Hungary, Slovenia and Malta).

The last group contains countries that joined the European Union during the last
two enlargements, in 2007 and 2013. Bulgaria had the most serious external imbalance
during the crisis years in relation to all other member states (Table A1). Adverse terms
of trade were also achieved in Romania and Croatia. The current account balance has
improved after 2009 in all three countries, while Croatia and Bulgaria even managed
to move into the phase of the current account surplus in recent years.

According to the dynamics over the period 1995-2018, we can notice some de-
gree of coordinated movements between current account and fiscal balance in the sense
that periods of increase in government spending are accompanied by a deterioration of
the current account. This is particularly evident in countries with strong external im-
balance, which during the period of escalation of the global economic crisis and sub-
sequent debt crisis had the highest levels of budget deficit and public debt in relation
to other member states (Portugal, Greece, Czech Republic, Poland, Romania, Croatia).

Relying on above observed relation and bearing in mind that the twin deficit
hypothesis implies the estimation of long-run relationship between the fiscal deficit
and the current account, testing for cointegration in panel data is conducted. Before
cointegration testing, we initially used panel unit roots tests to check the level of inte-
gration of each variable. To choose between the first and second generation panel unit
roots tests, cross-section dependence (CD) test is applied. Since N dimension is larger
than T, we used Pesaran CD test’.

Knowing that the first generation panel unit root tests are based on the assump-
tion of cross-section independence, Pesaran CD test results lead us to choose the sec-
ond generation unit root tests. Therefore, Pesaran panel unit root test in the presence
of cross-section dependence is used. This test implies under the null hypothesis that all
panels contain unit root, while the alternative hypothesis assumes stationarity (Pesaran
2007). Testing for stationarity is based on the model with constant because the

2 Results of the Pesaran CD test are not reported, but they are available from the authors upon request.
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graphical representations of the movement of the fiscal balance and the current account
cannot clearly detect the existence of the deterministic trend, but also since the inclu-
sion of the deterministic trends results in lower power of the test (John Elder and Peter
E. Kennedy 2001; Pesaran 2007).

Table 2 Pesaran Unit Root Test

Level First difference
Variable CADF CIPS CIPS
i- statistic Z(1) -statistic p-value Z(F) -statistic p-value
Current account -1.262 2.633 0.996 -3.885 0.000
Fiscal balance -1.459 1571 0.942 -3.740 0.000

Notes: The maximum number of lags for both variables is four and is determined by using the Akaike information criterion.

Source: Authors’ estimations.

Presented results in Table 2 suggest that both current account and fiscal balance
have a unit root, while their first differences are stationary.

Relying on the conclusions about the cross-section dependence and the level of
integration, further econometric analysis relates to testing the cointegration between
fiscal deficit and the current account. For this purpose second generation Westerlund
cointegration test is applied (Westerlund 2007; Westerlund and Edgerton 2007). The
weak exogeneity of regressors is requirement for this cointegration test. This assump-
tion determines the power of cointegration test as well as the relevance of the conclu-
sions based on the estimated error correction model (Westerlund 2007). Additionally,
to check the causality between the fiscal balance and current account, we used the
Granger causality test for the whole panel, which is applied on the first differences of
variables, and Dumitrescu&Hurlin causality test which examines the presence of het-
erogeneous causality in the panel (Jochen Hartwig 2009; Luciano Lopez and Sylvain
Weber 2017).

Table 3 Causality Tests (Granger and Dumitrescu&Hurlin)

Hypothesis Fiscal deficit — current account deficit
Granger causality test

Ho: causality does not exist F-statistic: 6.92

H.: causality exist p-value: 0.0087

Dumitrescu&Hurlin causality test

W-statistic: 3.590
Z-statistic: 7.7560
p-value: 0.0000

Ho: causality does not exist
Hi: causality exist for at least one /

Source: Authors’ estimations.

The results of the Granger test indicate that the null hypothesis of no causality
can be rejected at the 5% level of significance (p-value = 0.0087), thus confirming the
causality direction from fiscal deficit to current account deficit (Table 3). Also, in ac-
cordance with expectations, Dumitrescu&Hurlin test results indicate the existence of
heterogeneous causality, which confirms the adequacy of the use of Westerlund coin-
tegration test in heterogeneous panels.
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Table 4 Westerlund Cointegration Test

Statistic Value Z-value p-value (b,: :tiltﬂgp)
Gt -0.758 1.113 0.867 0.378
Ga -2.279 1.772 0.262 0.081

Pt -4.308 -1.376 0.084 0.042

Pa -5.951 -1.689 0.048 0.027
AIC, lags: 1

AIC, leads: 1

Notes: Robust p-values were obtained by a bootstrap procedure with 400 replications.
Source: Authors’ estimation.

Based on the realized values test statistics (except for G;) and the corresponding
robust p-values, we can conclude that the null hypothesis of no cointegration can be
rejected: in case of G, test at 10% significance level, while for P; and P, tests at 5%
significance level (Table 4). Therefore, we have evidence of cointegration between the
fiscal deficit and the current account for at least one panel and at the level of the whole
panel.

Bearing in mind that short-term dynamics of cointegrated variables is primarily
influenced by the deviations from the equilibrium level, in order to assess the speed of
adjustment to long-run equilibrium, the next step is to estimate error correction model.
Knowing that a long-run relationship between the variables can be homogeneous and
heterogeneous, we implemented both MG and PMG method.

Table 5 Error Correction Model (MG and PMG Method)

Error correction

Coefficient p-value Hausman test
MG -0.2269 0.000 Testostoa1t|st|c:
K p-value:
i o 000 0.9093

Source: Author’s estimations.

The results in Table 5 show that the estimated coefficients of error correction
model satisfy initial criteria that they are negative, less than one and significant at the
1% of significance level. In comparing the PMG and MG estimators, the MG estimator
is based on assumption that all coefficients are heterogeneous both in the short and in
the long-run analysis, while PMG estimator involves the restriction for long-run coef-
ficients to be the same across group and relax this restrictions for the short-term, where
coefficients and intercepts are allowed to vary (Guiseppe Caivano and Nicola D. Co-
niglio 2016). The assumption of a long-run homogeneity increases the efficiency of
the estimates because it reduces the standard errors of the long-run coefficients (Pe-
saran, Shin, and Smith 1999). Result of Hausman test indicates that the null hypothesis
cannot be rejected, so that we conclude that PMG estimator as the efficient estimator
under the null hypothesis, is preferred (Edward F. Blackburne and Mark W. Frank
2007). The negative and statistically significant coefficient means that about 13.76%
deviation from the equilibrium level is corrected in the next period (Table 5).

Apart from MG and PMG methods, the twin deficit hypothesis in the EU is also
tested through the analysis of long-run relationship between the fiscal deficit and the
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current account based on CCEMG method. This method is applied in order to cover
the both issues, parameter heterogeneity and cross-section dependence. Estimation re-
sults of observed long-run relationship using MG, PMG and CCEMG methods are
presented in Table 6.

Table 6 Long-Run Relationship between Fiscal Deficit and Current Account Deficit

Dependent variable: PMG MG CCEMG
current account

Fiscal deficit 0.7996 0.5037 0.1462

p-value (0.000) (0.813) (0.267)
CSD test -0.367

p-value 0.717)
Pesaran (CIPS) test -9.356

p-value (0.000)

Notes: p-values are presented in parentheses.
Source: Authors’ estimations.

The empirical findings based on PMG indicates the existence of long-run rela-
tionship between the fiscal deficit and the current account at 1% significance levels.
Contrary to this result, MG and CCEMG estimation results indicate that long-run re-
lationship is not statistically significant. Based on properties of estimators discussed
in methodological part of the paper, definitive attitude about the twin deficits hypoth-
esis is relied on the results of CCEMG estimation procedure.

Accordingly, bearing in mind that the CCEMG method takes into account the
cross-section dependence in panel (which was confirmed according to the results of
the Pesaran CD test), our final conclusion is that the twin deficit cannot be confirmed
for the European Union as a whole during 1995-2018. Pesaran CD test results suggest
that null hypothesis of cross section independence in CCEMG framework cannot be
rejected, meaning that CCEMG method adequately captures it. Furthermore, based on
Pesaran CIPS test, results show that CCEMG residuals are stationary, which also con-
firms the validity of the use of CCEMG method for performing the final conclusions.

Despite the fact that the validity of the twin deficit hypothesis is not confirmed
at the level of the EU, the following analysis examines whether long-term relationship
between the fiscal deficit and the current account deficit can be approved in some
member states.

Based on the results by the individual EU economies, it is evident that in some
countries long-run relationship between the fiscal balance and current account is sta-
tistically significant. First, looking at the older EU member states (Germany, France,
Belgium, Netherlands, Luxembourg, Denmark, United Kingdom, Austria, Finland and
Sweden), long-run relationship is confirmed at 1% level of statistical significance in
Germany, for France, Belgium and Finland twin deficit hypothesis is accepted at 5%
significance level, and in Denmark at 10% level.

On the other hand, when we look at the PIIGS countries (Portugal, Italy, Ireland,
Greece and Spain) the long-run relationship between fiscal deficit and current account
deficit is found only in Italy at 10% level of statistical significance. Looking at the
third group of countries (EU10), the twin deficit hypothesis is accepted in Slovakia,
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Hungary, Cyprus, Estonia and Latvia. For the last group of countries, the double deficit
is confirmed only in Bulgaria.

Table 7 Long-Run Relationship between the Fiscal Deficit and the Current Account by Individual
Countries - CCEMG Estimation Results

Country Coefficient p-value
Austria 0.7538 0.119
Belgium 1.0527 0.052
Bulgaria 1.0272 0.024
Croatia -0.2556 0.115
Cyprus -0.9229 0.001
Czech Republic 0.2484 0.285
Denmark 0.6804 0.064
Estonia -1.0551 0.001
Finland 0.5721 0.036
France 1.7188 0.024
Germany 0.9514 0.000
Greece -0.3291 0.459
Hungary 0.6903 0.008
Ireland 0.0938 0.368
Italy -0.7409 0.089
Latvia -1.2238 0.001
Lithuania 0.2464 0.339
Luxembourg 0.3260 0.268
Malta 0.0317 0.906
Netherlands -0.4519 0.274
Poland -0.5119 0.405
Portugal 0.5849 0.150
Romania -0.0416 0.921
Slovakia 0.4196 0.025
Slovenia -0-1323 0.512
Spain -0.1371 0.609
Sweden 0.3188 0.304
United Kingdom 0.3792 0.141

Source: Authors’ estimations.

Taking into account the heterogeneity of countries in terms of external imbal-
ances and the individual macroeconomic performance, the conclusions derived from
this research have different implications. Despite the fact that the average value of the
current account was positive during the period of analysis in Germany, France, Bel-
gium, Finland and Denmark, it is evident that the periods of increasing fiscal imbal-
ances are accompanied by a deterioration of the current account (Figure A1, Tables
Al and A2). On the other hand, given that the twin deficit hypothesis is confirmed
only in Italy, it is clear that the increase in the fiscal deficit was not the primary cause
of the increased external imbalances in PIIGS countries. The current account deficit in
these countries was mainly generated by the expansion of domestic demand that ex-
ceeded income growth. However, the growth of aggregate demand is, in a large extent,
financed by capital inflows from developed countries of the European Union. This
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policy led to an unsustainable increase in the level of national debt in the PIIGS coun-
tries. As expected, the increase in aggregate demand in this way proved to be extremely
problematic and resulted in a debt crisis.

In terms of the twin deficit hypothesis, which is confirmed in Slovakia, Hun-
gary, Cyprus, Estonia, Latvia and Bulgaria, the results indicate that the long-run rela-
tionship between the fiscal balance and the current account was negative in countries
that had current account deficits above 5% of GDP (Cyprus, Estonia and Latvia), while
in other countries was positive (Slovakia, Hungary and Bulgaria) (Table A1).

Finally, although the twin deficits hypothesis is not accepted for the whole EU
during the period 1995-2018, obtained empirical findings support the fact that the in-
crease in budget spending had a significant impact on the external imbalances in a
certain number of member states.

In addition, we divided our sample into two sub-periods in order to determine
whether the fiscal deficit had a more influence on the external imbalances after the
outbreak of the global economic crisis. So, taking into account the adverse effects of
the great recession on almost all European economies, the first sub-period covers the
period before the crisis, and the second sub-period includes the years after 2008. The
results are presented in Appendix (Tables A3, A4, A5, and A6) and indicate that the
fiscal deficit actually had a greater impact on increasing the current account deficit in
the years after the outbreak of the crisis. In fact, based on the CCEMG method results,
the twin deficit hypothesis is confirmed only at 10% significance level in the EU mem-
ber states during the period 2009-2018.

However, due to the economic heterogeneity among the EU countries, the di-
lemma remains whether the combination of centralized monetary and decentralized
fiscal policy is adequate political combination. In other words, the question is whether
such defined policies have sufficient capacity to help the most vulnerable countries to
reduce their current account deficit to acceptable limits. Since it is still determined by
the decisions of national governments, the impression is that the policymakers pay
more attention to potential opportunities of fiscal policies. In this regard, although the
impact of structural and cyclical determinants of the current account has already been
evaluated in the empirical literature (Chinn and Prasad 2003; Barnes, Lawson, and
Radziwill 2010; Calista Cheung, Davide Furceri, and Elena Rusticelli 2013), it would
be interesting to examine how these two categories of the fiscal deficit had an impact
on the external imbalance and twin deficit hypothesis. This is important because the
cyclical budget deficit does not necessarily cause an increase of the external imbalance,
while the structural budget deficit requires greater discipline and more painful
measures defined by national governments to prevent its impact on the further distor-
tion of the current account balance.

5. Concluding Remarks

Although the aggregate level of the current account in the EU has been close to balance
over the years, numerous intra-European external trade divergences have become ob-
vious after the introduction of the euro. Increasing differences in external competitive-
ness between countries can be interpreted through various aspects: (i) In accordance
with the catching-up process and convergence approach, capital can flow freely from
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more-developed countries to less-developed countries which have a lack of capital but
a high rate of return at the same time. So, starting from the optimistic expectations
regarding future growth rates and improvement of permanent income in less-devel-
oped countries, increased investments exceeded savings and contributed to the deep-
ening of external imbalances (Olivier J. Blanchard and Francesco Giavazzi 2002;
Ansgar Belke and Christian Dreger 2013); (ii) The expansion of domestic demand in
less-developed countries has exceeded the growth of the real income and is mainly
financed by capital inflows from more-developed countries. As expected, increased
national absorption resulted in the further growth of prices and labor costs, which had
an impact on the loss of external competitiveness in deficit countries. In other words,
deficit countries managed to delay the structural reforms that were necessary to reduce
current account imbalances between member countries (Ruo Chen, Milesi-Ferretti,
and Thierry Tressel 2012). In fact, the level of national debt and real divergences were
further increased; (iii) It is difficult to ignore the presence of significant macroeco-
nomic heterogeneity in the Eurozone which largely determines their individual capac-
ity to absorb a variety of internal and external shocks. However, the application of the
two most important macroeconomic policy is different which means the loss of mon-
etary independence after the introduction of the euro, while fiscal policy is determined
by the decisions of national governments. Actually, a number of national governments
has been rather irresponsible which resulted in the deterioration of the fiscal position
and increased public debt, especially in high deficit countries. It turns out that diver-
gent fiscal policy paths have been closely associated with the deepening of external
imbalances in some member states (Gunther Schnabl and Timo Wollmershauser 2013;
Carlos A. Carrasco and Patricia Peinado 2015).

After the outbreak of the great recession and the subsequent debt crisis, a num-
ber of Eurozone countries have been confronted with a severe fiscal imbalances and
differences in fiscal positions between countries have become increasingly apparent.
In order to reduce the large and persistent external imbalances, a number of countries
are faced with the challenge of reducing the budget deficit. Due to the fact that fiscal
imbalances can be a serious destabilizing factor in the process of reduction external
imbalance, this article investigates the validity of twin deficit hypothesis in the Euro-
pean Union during the period from 1995 to 2018. For this purpose, the econometric
methods of heterogeneous panel data models are applied.

The empirical findings based on the application of CCEMG estimation proce-
dure indicate that twin deficit hypothesis is not accepted for the whole EU. However,
the results suggest that the long-run relationship between fiscal balance and current
account can be confirmed for the following countries: Germany, France, Belgium,
Denmark, Finland, Italy, Slovakia, Hungary, Cyprus, Estonia, Latvia and Bulgaria.
Although these countries differ significantly in terms of external imbalances, we can
derive a conclusion that the increase in government spending had an impact on the
deterioration of the current account balance.

With the exception of countries that had an average surplus in the current ac-
count balance during the period of analysis (Germany, France, Belgium, Denmark and
Finland), it is evident that in Italy, Slovakia, Hungary, Cyprus, Estonia, Latvia and
Bulgaria the irresponsible coordination of fiscal policy generated unsustainable current
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account deficits. It is obvious, therefore, that in these countries there is a need to change
the leading form of fiscal policy which includes a commitment for better planning the
budget spending without creating excessive deficits and public debt.

PANOECONOMICUS, 2021, Vol. 68, Issue 5, pp. 625-652



644

Kosta Josifidis, Radmila Dragutinovi¢ Mitrovi¢ and Sladana Bodor

References

Abbas, S. M. Ali, Jacques Bouhga-Hagbe, Antonio J. Fatas, Paolo Mauro, and Ricardo
C. Velloso. 2011. “Fiscal Policy and the Current Account.” IMF Economic Review,
59(4): 603-629. http://dx.doi.org/10.1057/imfer.2011.22

Afonso, Antonio, and Christophe Rault. 2009. “Bootstrap Panel Granger Causality between
Government Budget and External Deficits for the EU.” Economics Bulletin, 29(2):
1027-1034. http://dx.doi.org/10.2139/ssrn. 1324658

Aristovnik, Aleksander. 2006. “The Determinants and Excessiveness of Current Account
Deficit in Eastern Europe and the Former Soviet Union.” William Davidson Institute
Working Paper 827.

Aristovnik, Aleksander, and Sandra Djuri¢. 2010. “Twin Deficit and the Feldstein-Horioka
Puzzle: A Comparison of the EU Member States and Candidate Countries.” Munich
Personal RePEc Archive Working Paper 24149.

Barnes, Sebastian, Jeremy Lawson, and Artur Radziwill. 2010. “Current Account
Imbalances in the Euro Area: A Comparative Perspective.” Organization for Economic
Co-operation and Development Economics Department Working Paper 826.
http://dx.doi.org/10.1787/5km33svj7pxs-en

Barro, Robert J. 1989. “The Ricardian Approach to Budget Deficit.” Journal of Economic
Perspectives, 3(2): 37-54. http://dx.doi.org/10.1257/jep.3.2.37

Bayo-Rubio, Oscar, Burcu Berke, and Vicente Esteve. 2014. “Fiscal Policy and the Real
Exchange Rate: Some Evidence from Spain.” Empirica, 47(2): 267-280.
http://dx.doi.org/10.1007/s10663-018-9415-9

Beetsma, Roel M. W. J., Massimo Guiliodori, and Franc Klassen. 2008. “The Effects of
Public Spending Shocks on Trade Balances in the European Union.” Journal of the
European Economic Association, 6(2-3): 414-423.
http://dx.doi.org/10.1162/JEEA.2008.6.2-3.414

Belke, Ansgar, and Christian Dreger. 2013. “Current Account Imbalances in the Euro Area:
Does Catching Up Explain the Development?” Review of International Economics,
21(1): 6-17. http://dx.doi.org/10.1111/roie.12016

Bénétrix, Agustin S., and Philip R. Lane. 2009. “Fiscal Shocks and the Sectoral
Composition of Output.” Center for Economic Policy Research Discussion Paper 294.

Bénétrix, Agustin S., and Philip R. Lane. 2013. “Fiscal Shocks and the Real Exchange
Rate.” International Journal of Central Banking, 9(3): 6-37.

Berger, Helge, and Volker Nitsch. 2010. “The Euro’s Effect on Trade Imbalances.”
International Monetary Fund Working Paper 10/226.

Blackburne, Edward F., and Mark W. Frank. 2007. “Estimation of Nonstationary
Heterogeneous Panels.” Stata Journal, 7(2): 197-208.
http://dx.doi.org/10.1177%2F1536867X0700700204

Blanchard, Olivier J., and Francesco Giavazzi. 2002. “Current Account Deficits in the
Euro Area: The End of the Feldstein-Horioka Puzzle?” Brookings Papers on
Economics Activity, 33(2): 147-210.

Bluedorn, John, and Daniel Leigh. 2011. “Revisiting the Twin Deficit Hypothesis: The
Effect of Fiscal Consolidation on the Current Account.” IMF Economic Review, 59(4):
582-602. http://dx.doi.org/10.1057/imfer.2011.21

Brancaccio, Emiliano. 2012. “Current Account Imbalances, the Eurozone Crisis and a
Proposal for a ‘European Wage Standard’.” International Journal of Political
Economy, 41(1): 47-65. http://dx.doi.org/10.2753/1JP0891-1916410102

PANOECONOMICUS, 2021, Vol. 68, Issue 5, pp. 625-652



The Effect of Fiscal Deficit on the External Imbalances in the European Union

Bussiére, Matthieu, Marcel Fratzscher, and Gernot J. Miiller. 2004. “Current Account
Dynamics in OECD and EU Acceding Countries: An Intertemporal Approach.”
European Central Bank Working Paper 311.

Caivano, Guiseppe, and Nicola D. Coniglio. 2016. “Long-Run Drivers of Current Account
Imbalances in the EU: The Role of Trade Openness.” Southern Euro Research in
Economic Studies Working Paper 03.

Camarero, Mariam, Josep L. Carrion-i-Silvestre, and Cecilio Tamarit. 2009. “An
Assessment of the Sustainability of Current Account Imbalances in OECD Countries.”
Instituto de Estudios Fiscales Working Paper 16.

Carrasco, Carlos A., and Patricia Peinado. 2015. “On the Origin of European Imbalances
in the Context of European Integration.” Panoeconomicus, 62(Special Issue): 177-191.
http://dx.doi.org/10.2298/PAN1502177C

Cesaroni, Tatiana, and Roberta de Santis. 2015. “Current Account ‘Core-Periphery
Dualism’ in the EMU.” Centre for European Policy Studies Working Paper 406.

Chatterjee, Santanu, and Azer Mursagulov. 2012. “Fiscal Policy and the Real Exchange
Rate.” International Monetary Fund Working Paper 12/52.

Chen, Ruo, Gian Maria Milesi-Ferretti, and Thierry Tressel. 2012. “External Imbalances
in the Euro Area.” International Monetary Fund Working Paper 12/236.

Cheung, Calista, Davide Furceri, and Elena Rusticelli. 2013. “Structural and Cyclical
Factors behind Current Account Balances.” Review of International Economics, 21(5):
923-944. http://dx.doi.org/10.1787/18151973

Chinn, Menzie D., and Eswar S. Prasad. 2003. “Medium-Term Determinants of Current
Accounts in Industrial and Developing Countries: An Empirical Exploration.” Journal
of International Economics, 59(1): 47-76. http://dx.doi.org/10.3386/w7581

Clower, Erica, and Hiro Ito. 2012. “The Persistence of Current Account Balances and Its
Determinants: The Implications for Global Rebalancing.” Asian Development Bank
Institute Working Paper 400.

Constantine, Collin. 2014. “Rethinking the Twin Deficit.” Munich Personal RePEc Archive
Working Paper 78798.

Corsetti, Giancarlo, and Gernot J. Miiller. 2006. “Budget Deficit and Current Accounts:
Openness and Fiscal Persistence.” Economic Policy, 21(48): 597-638.

Diaz-Sanchez, Jose Luis, and Aristomene Varoudakis. 2014. “Tracking the Causes of
Eurozone External Imbalances: New Evidence.” CEPR Policy Portal, February 06.
https://voxeu.org/article/causes-eurozone-external-imbalances.

Elder, John, and Peter E. Kennedy. 2001. “Testing for Unit Roots: What Should Students
Be Taught?” Journal of Economic Education, 32(2): 137-146.
http://dx.doi.org/10.2307/1183489

Ferreiro, Jests, Catalina Galvez, Carmen Gémez, and Ana Gonzalez. 2017. “Economic
Crisis and Convergence in the Eurozone Countries.” Panoeconomicus, 64(Special
Issue): 223-244. http://dx.doi.org/10.2298/PAN1702223F

Gossé, Jean-Baptiste, and Francisco Serranito. 2014. “Long-Run Determinants of Current
Accounts in OECD Countries: Lessons from Intra-European Imbalances.” Economic
Modelling, 38(C): 451-462. http://dx.doi.org/10.1016/j.econmod.2014.01.008

Gubler, Matthias, and Christoph Sax. 2017. “The Balassa-Samuelson Effect Reversed:
New Evidence from OECD Countries.” Swiss National Bank Working Paper 1.

Hartwig, Jochen. 2009. “A Panel Granger Causality Test of Endogenous vs. Exogenous
Growth.” KOF Swiss Economic Institute Working Paper 231.

PANOECONOMICUS, 2021, Vol. 68, Issue 5, pp. 625-652

645



646

Kosta Josifidis, Radmila Dragutinovi¢ Mitrovi¢ and Sladana Bodor

Herrmann, Sabine, and Axel Jochem. 2005. “Determinants of Current Account
Developments in the Central and East European EU Member States: Consequences for
the Enlargement of the Euro Area.” Deutsche Bundesbank Discussion Paper 32.

Holmes, Mark J., Jesiis Otero, and Theodore Panagiotidis. 2010. “On the Stationarity of
Current Account Deficits in the European Union.” Review of International Economics,
18(4): 730-740. http://dx.doi.org/10.1111/j.1467-9396.2010.00896.x

Ivanova, Anna. 2012. “Current Account Imbalances: Can Structural Policies Make a
Difference.” International Monetary Fund Working Paper 12/61.

Kapetanios, George, M. Hashem Pesaran, and Takashi Yamagata. 2011. “Panels with
Nonstationary Multifactor Error Structures.” Journal of Econometrics, 160(2): 326-
348. http://dx.doi.org/10.1016/j.jeconom.2010.10.001

Kosteletou, Nikolina E. 2013. “Financial Integration, Euro and the Twin Deficits of Southern
Eurozone Countries.” Panoeconomicus, 60(2): 161-178.
http://dx.doi.org/10.2298/PAN1302161K

Kumbhof, Michael, and Douglas Laxton. 2009. “Fiscal Deficit and Current Account Deficit.”
International Monetary Fund Working Paper 09/237.

Lane, Philip R., and Gian Maria Milesi-Ferretti. 2007. “Europe and Global Imbalances.”
International Monetary Fund Working Paper 07/144.

Lopez, Luciano, and Sylvain Weber. 2017. “Testing for Granger Causality in Panel Data.”
Institute of Economic Research Working Paper 17-03.

Marinheiro, Carlos F. 2008. “Ricardian Equivalence, Twin Deficits, and the Feldstein-
Horioka Puzzle in Egypt.” Journal of Policy Modeling, 30(6): 1041-1056.
http://dx.doi.org/10.2139/ssrn.1009788

Medina, Leandro, Prat Jordi, and Thomas Alun. 2010. “Current Account Balance
Estimates for Emerging Market Economies.” International Monetary Fund Working
Paper 10/43.

Milesi-Ferretti, Gian Maria, and Assaf Razin. 1996. Current-Account Sustainability. 1st ed.
Princenton: Princenton University Press.

Mohammadi, Hassan. 2004. “Budget Deficit and the Current Account Balance: New
Evidence from Panel Data.” Journal of Economics and Finance, 28(1): 39-45.
http://dx.doi.org/10.1007/BF02761453

Monacelli, Tommaso, and Roberto Perotti. 2007. “Fiscal Policy, the Trade Balance, and the
Real Exchange Rate: Implications for International Risk Sharing.” Paper presented at
the 8th Jacques Polak Annual Research Conference, Washington, D. C.

Nickel, Christiane, and Isabel Vansteenkiste. 2008. “Fiscal Policies, the Current Account
and Ricardian Equivalence.” European Central Bank Working Paper 935.

Pala, Aynur. 2016. “Which Energy-Growth Hypothesis Is Valid in OECD Countries?
Evidence from Panel Granger Causality.” International Journal of Energy Economics
and Policy, 6(1): 28-34.

Persyn, Damiaan, and Joakim Westerlund. 2008. “Error-Correction-Based Cointegration
Tests for Panel Data.” Stata Journal, 8(2): 232-241.
http://dx.doi.org/10.1177%2F1536867X0800800205

Pesaran, M. Hashem, and Ronald Smith. 1995. “Estimating Long-Run Relationships from
Dynamic Heterogeneous Panels.” Journal of Econometrics, 68(1): 79-113.
http://dx.doi.org/10.1016/0304-4076(94)01644-F

Pesaran, M. Hashem, Yongcheol Shin, and Ronald Smith. 1999. “The Pooled Mean Group
Estimation of Dynamic Heterogeneous Panels.” Journal of American Statistical
Association, 94(446): 621-634. http://dx.doi.org/10.2307/2670182

PANOECONOMICUS, 2021, Vol. 68, Issue 5, pp. 625-652



The Effect of Fiscal Deficit on the External Imbalances in the European Union

Pesaran, M. Hashem. 2004. “General Diagnostic Tests for Cross Section Dependence in
Panels.” Cambridge Working Paper in Economics 0435.

Pesaran, M. Hashem. 2006. “Estimation and Inference in Large Heterogeneous Panels with
Multiple Error Structure.” Econometrica, 74(4): 967-1012.
http://dx.doi.org/10.1111/j.1468-0262.2006.00692.x

Pesaran, M. Hashem. 2007. “A Simple Panel Unit Root Test in the Presence of Cross
Section Dependence.” Journal of Applied Econometrics, 22(2): 265-312.
http://dx.doi.org/10.1002/jae.951

Salvatore, Dominick. 2006. “Twin Deficit in the G-7 Countries and Global Structural
Imbalances.” Journal of Policy Modeling, 28(6): 701-712.
http://dx.doi.org/10.1016/j.jpolmod.2006.06.003

Schnabl, Gunther, and Timo Wollmershiuser. 2013. “Fiscal Divergence and Current
Account Imbalances in Europe.” Center for Economic Studies Ifo Working Paper
4108.

Sini¢akova, Marianna, Veronika Sulikova, and Bedta Gavurova. 2017. “Twin Deficit
Threat in the European Union.” Ekonomie a Management, 20(1): 144-156.
Stiglitz, Joseph E. 2010. Freefall: America, Free Markets, and the Sinking of the World

Economy. London: W. W. Norton & Company.

Taylor, Alan M. 2002. “A Century of Current Account Dynamics.” Journal of International
Money and Finance, 21(6): 725-748. http://dx.doi.org/10.3386/w8927

Uxo, Jorge, Jesus Paiil, and Eladio Febrero. 2011. “Current Account Imbalances in the
Monetary Union: Causes and Policies.” Panoeconomicus, 58(Special Issue): 571-592.
http://dx.doi.org/10.2298/PAN1105571U

Vamvoukas, George, and Stella N. Spilloti. 2015. “The Effect of Budget Deficits on Current
Accounts in the EMU.” Investment Management and Financial Innovations, 12(4):
115-122.

Westerlund, Joakim. 2007. “Testing for Error Correction in Panel Data.” Oxford Bulletin of
Economics and Statistics, 69(6): 709-748.
http://dx.doi.org/10.1111/j.1468-0084.2007.00477 x

Westerlund, Joakim, and David Edgerton. 2007. “A Panel Bootstrap Cointegration Test.”
Economics Letters, 97(3): 185-190. http://dx.doi.org/10.1016/j.econlet.2007.03.003

Zanghieri, Paolo. 2004. “Current Account Dynamics in New EU Members: Sustainability
and Policy Issues.” Centre d’Etudes Prospectives et d’Informations Internationales
Working Paper 07.

PANOECONOMICUS, 2021, Vol. 68, Issue 5, pp. 625-652

647



648

Kosta Josifidis, Radmila Dragutinovi¢ Mitrovi¢ and Sladana Bodor

Appendix

Table A1 Current Account by Individual Member States of the EU

Country Mean Std. dev. Min Max
Austria 1.397 2299 2913 4.500
Belgium 2.118 2.486 -1.076 7.703
Bulgaria -2.893 8.273 -23.715 15.322
Croatia -3.397 4.168 -12.295 4.387
Cyprus -5.131 3.531 -15.542 2.854
Czech Republic -2.502 2229 -6.257 0.906
Denmark 3.986 2.250 -1.490 7.718
Estonia -5.200 5.859 -14.981 2.541
Finland 2.810 3.129 -1.934 8.194
France 0.785 1.641 -1.194 4.203
Germany 3.950 3.6391 -1.750 8.49%4
Greece -5.599 4.453 -14.380 -0.004
Hungary -2.655 5.102 -8.501 5.386
Ireland 0.271 2.946 -5.726 4.451
Italy 0.227 1.943 -3.476 2.961
Latvia -5.809 6.550 -20.918 8.078
Lithuania -5.632 4.932 -15.053 3.577
Luxembourg 8.246 2.538 5.015 12.537
Malta -1.350 4.791 -9.359 9.851
Netherlands 6.752 3.058 1.754 10.979
Poland -3.542 2.035 -7.442 0.614
Portugal -5.819 4.692 -12.126 1.455
Romania -5.049 3412 -13.813 -0.457
Slovakia -2.133 3.648 -9.703 2.697
Slovenia 0.856 3.912 -5.316 7.624
Spain -2.778 3.644 -9.648 1.998
Sweden 5.603 1.541 3.191 8.862
United Kingdom -2.524 1.376 -5.088 -1.680
Total -0.965 4.168 -23.715 4.387
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Table A2 Fiscal Balance by Individual Member States of the EU

Country Mean Std. dev. Min Max
Austria -2.547 1435 -6.148 -0.616
Belgium -2.097 1.708 -5.386 0.294
Bulgaria -0.165 1.989 -3.826 3.228
Croatia -4.231 1.795 -8.074 -1.409
Cyprus -2.490 2578 -5.946 3.255
Czech Republic -3.559 2.481 -12.427 -0.694
Denmark -0.126 2.713 -3.620 5.019
Estonia 0.229 1.552 -3.548 2.857
Finland 0.139 3497 -5.970 6.736
France -3.549 1478 -7.162 -1.318
Germany -1.832 2374 -9.339 0.980
Greece -6.446 3.722 -15.152 0.800
Hungary -4.884 2.339 -9.330 -2.124
Ireland -2.868 7.789 -32.178 4.790
Italy -3.242 1.535 -7.253 -0.502
Latvia -1.819 1.837 -7.012 0.598
Lithuania -3.188 2.766 -9.329 -0.447
Luxembourg 1.698 1.949 -1.064 5.949
Malta -3.845 2.057 -9.143 -0.935
Netherlands -1.931 2.268 -8.584 1.880
Poland -4.154 1419 -7.527 -1.851
Portugal -4.975 2155 -11.171 -2.842
Romania -3.394 1.563 -7.132 -0.682
Slovakia -4.647 2.833 -12.024 -1.746
Slovenia -2.522 3.059 -13.891 0.283
Spain -3.668 3.901 -10.958 2197
Sweden -0.259 2172 -7.001 3.338
United Kingdom -3.786 3.067 -10.717 1.166
Total -2.649 3.296 -32.178 6.736

Source: Authors’ estimations.

PANOECONOMICUS, 2021, Vol. 68, Issue 5, pp. 625-652



650

Kosta Josifidis, Radmila Dragutinovi¢ Mitrovi¢ and Sladana Bodor

Germany France
1o s
s 4]
o o
—L
] o]

B S e B e
% % 00 02 04 06 08 10 @ 1 16 18 % % 00 02 04 06 08 10 @ 4 16 18
Ttaly Belgium
B s

2]
o]
o]
2] \ o]
\
]
]

B S e e B e
% % 00 02 04 06 08 10 @ 1 16 18 % % 00 02 04 06 08 10 @ 4 16 18
Netherlands Luxembourg
15 16
104 124
1N\ .
o 4]
] o]

B o e e
% @ 00 02 04 06 08 10 @ 1 16 18 % % 00 02 04 06 08 10 @ 1 16 18
Denmark Ireland

s 10
o] n—\,\/\f‘
o]
0]
2]
204
o]
24 -30
T e B e
% % 00 02 04 0 08 10 % | 16 18 % % 00 02 04 0 08 10 % | 16 18
United Kingdom Greece
B B
o]
0o
\_— AN
.4 — e\
o
N
124 Y
B e S B S e
% % 00 02 04 06 08 10 @ 1 16 18 % o4 o6 o8 10 1 1o
Portugal Spain
B B
o]
]
N
N
2]

B o e B S e
% % 00 02 04 06 08 10 @ 1 16 18 % % 00 02 04 06 08 10 @ 4 16 18
Austria Finland

6 12
4
o
“1 JI\/\/
o]
04 \
-24 /_/_ LE| \
o "
]
o
" 8

9% 9 00 02 04 06 08 10 12 14 16 18

9% 9 00 02 04 06 08 10 12 14 16 18

—— Current account

Fiscal balance

PANOECONOMICUS, 2021, Vol. 68, Issue 5, pp. 625-652



The Effect of Fiscal Deficit on the External Imbalances in the European Union

Sweden Slovenia
2 10
o s
a 7’-\\//\
ad 10
BT AU B e e o A A e e B
@ 5 o0 o2 of o5 0 0 2 a8 e ™ s w0 oz o o8 0 0 12 W 1 e
Slovakia Hungary
‘ s
o1 [\_ +
BN NN /
12] o] Dl
1 12
% 5 00 o2 o o6 0 0 2 4 1@ 1 % 8 00 0z of o6 0 0 12 a1 1
Malta Cyprus
15 4
10 o
s AN AN A
——
1 /_/\/\ A 7
s~ \/ \/ 12
10 16
% 93 00 o2 o o8 8 0 2 14 e 1 % o 00 o2 of 06 08 0 12 1 1 e
Poland Czech Republic
2 .
7 7 f
2 A\ N J N\
S —
y N\
o 12
BT TTTT T T T T T T T T T T T T T T T T B S s e e S s
% 53 00 o2 ‘o o5 0 0 2 a8 e % b2 00 02 of b8 0 0 12 a6 e
Estonia Latvia
B 10
°1 /\\//\‘ °
Vo
o
10
N
20]
2l
1 30
% 9 00 o2 o o8 08 0 12 a1 1 % o 00 02 of 06 08 0 12 1 1 e
Lithuania Bulgaria
B 20
o 10 /\
N ol e
N 10
12] 20
o o T T T % s w0 oz o o8 0 0 12 W e e
Romania Croatia
° T~ ’
-47\/\//\ "
>
A AL
12 10
1 15

9 98 00 02 04 06 08 10 12 14 16 18

9 98 00 02 04 06 08 10 12 14 16 18

651

—— Current account Fiscal balance

Source: Authors’ estimation.

Figure A1 Fiscal Balance and Current Account in EU

PANOECONOMICUS, 2021, Vol. 68, Issue 5, pp. 625-652



652

Kosta Josifidis, Radmila Dragutinovi¢ Mitrovi¢ and Sladana Bodor

Table A3 Westerlund Cointegration Test (1995-2008)

Statistic Value Z-value p-value (b’; ;vtiltl::p)
Gt -1.245 -1.791 0.736 0.176
Ga -2.492 1.683 0.491 0.062

Pt -4.739 -1.926 0.064 0.056

Pa -3.745 -1.486 0.263 0.048
AIC, lags: 1

AIC, leads: 1

Notes: Robust p-values were obtained by a bootstrap procedure with 400 replications.

Source: Authors’ estimation.

Table A4 Long-Run Relationship between Fiscal Deficit and Current Account Deficit (1995-2008)

Dependent variable:

current account PMG MG CCEMG
Fiscal deficit -0.1298 -1.4888 -0.1288
p-value (0.159) (0.433) (0.327)
CSD test 0.517
p-value (0.605)
Pesaran (CIPS) test -5.459
p-value (0.000)

Notes: p-values are presented in parentheses.

Table A5 Westerlund Cointegration Test (2009-2018)

Source: Authors’ estimations.

Statistic Value Z-value p-value (b’;;vtasltl::p)
Gt -1.348 -1.893 0.029 0.088

Ga -2.872 1.082 0.860 0.050

Py -5.513 -2.100 0.018 0.017

Pa -1.338 -0.570 0.284 0.053
AIC, lags: 1

AIC, leads: 1

Notes: Robust p-values were obtained by a bootstrap procedure with 400 replications.

Source: Authors’ estimation.

Table A6 Long-Run Relationship between Fiscal Deficit and Current Account Deficit (2009-2018)

Dependent variable: PMG NG CCEMG
current account

Fiscal deficit 0.2099 0.3972 0.2403

p-value (0.000)*** (0.250) (0.071)*
CSD test -0.694

p-value (0.488)
Pesaran (CIPS) test -7.241

p-value (0.000)

Notes: p-values are presented in parentheses.
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