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The Twin Deﬂcﬂs Phenomm on: Evidence From Tuﬂ\ev

- Bilge Gursoy, Cengiz Ceylan
Kadir Has University, Istanbul, Turkey

This paper examines the twin deficits hypothesis, i.2., a causal relationship between ihe budget and eurrent account
deficits for Turkey berween 1989-2008 by using tu-im.egrlation methodolugy and by estimating on error corraction
madel. The analysis showed that thers is a long-run relationship between the two deficits. Overatl, the evidencs
shows that budger deficiis significantly conicibule to a deterioration of the current account, Therefore, we have

conciuded that the twin deficit hvpothesis haids for Turkey during the 1989-2008.

Keywords: twin deficits, current account deficit, budget deficit, co-imegration, Turkey

Introduction

" During the early 1980s, r=}at1onsh;p between budget and current account deficits started to draw researchers’
attention. [n many developing counmes, including Turkey, they have mads efforis in economic teforms
including domestic and external financial liberalization in 1980s. The Turkish adjustmeni programmé
impiemented stabilization and liberalization policies simultaneously (1o reduce the rate of infiation, 1o promote
exparts and liberalize imports, to tiberalize the foreign capital movements, to reduce the role of the public sector)
in this period. By the end of 1989, the process of trade and capital account liberalization was completed. After
198§= Turkey experienééd large and growing fiscal and external imbalances following the capital account
liberalization, The ratic of budget deficit to GDP rose steadily between 1988 and 1993 from 2.2% to 5%, and the
current account deficit increased from US § 1.6 billion in 1988 to US § 6.4 billion in 1993. This trend coniinued:
for the 1990s and early 2000s. As a result, the weakness and fragility of the Turkish economy contributed to the
rise of serious crises in 1994, 1998 and 2000-2001.

As far as the linkages between budget and current account deficits are concernad. There are two competing
views that are both theoretical and empiric;il based on According to the conventional Keynesian
maccoeconomics, budget deficiis cause current account deficits. The Mundell-Fleming framework argues that an
increase in budget deficits induces an upward pressure on infterest rates that, inturn will trigger capital flows and
an dr)pl"e(.,lr..thn of exchange rates, leading to an.increase in curreni account deficit. Hence, unidirectional
cws*zhty runs from budgei deficit to current accoun: deficit. On the other hand, the Ricardian Equivalence
Hypothesis LREH) expects no causal mpact from budget deficit 1o current account deficit. REH shows that the

bidest deficit is a result of a tax cut. Tax cul reduces public revenues and savings. The decrease in public savings
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wilt be compensated for by an equal increase in private savings, The naticnal savings will not be affecied. Asa
result, the budget deficit has no effect on the current account deficit. '

The proposed work aims 1o investigate the causal relationship between budget deficits and current account
deficits in Turkey for the post-liberalization period. The global financial crisis of 2008-2009 contributes to the
debatz on Keynesian policies—demanding management through government spending-—with the intzrvention to
the markets. [n particular, Keynesians advocate direct government spending and tax cuts which can cause larger
budget deficits. The potential impact of these policies on Turkish economy needs to be carefully congidered since
the country has large budget and current account deficits. The main goal of the work is to highlight the recent
situation and help policymakers for theipo]icy implications by showing the relationship betwesn budgst deficits
and cuwirent account deficits. '

The paper starts by briefly reviewing the liserature op twin deficits phenomenon in ssction 2. Section 3,
provides a brief discussion of the historical background of rwin deficits in the Turkish economy. In section 4, the
theoretical grounds of the twin deficits phenomenon are briefly demonstrated. Section 5 includes the dara,
methadolngy and empirical findings. The last section draws the conclusions.

Literature Review

An extensive literature has examined the relationship between budget and current account deficits, named as
twin deficiis. Twin deficits phencmenon literature focuses on four alterative Hypotheses as follows: {1) budget
deficits cause current account deficits; (2) currént account cause budget deficits; {3) there is a bi-directional
rausality between the two variables; and (4) the two deficits are not casually related. According to an opan
zconoiny modal developed by Roubini '(1988} (th'at combines the two approaches where the current account is
determined by the “consumption smioothing”, and the budgat deficit is the result of the “tax smoothing™) the
 empiricai tests of the model show that the fiscal deficits have an importantrole in the determination of the current
account and the saving behaviour. Somie empirical works {such as Abell, 1990; Bachman, 1992; Yamvoukas,
1999; Akbostanci & Tune, 2001; Salvatore, 2006; Hakra, 2009) found that 2 worsening budget deficit stimulates
an increase in external deficit. On the other hand, the results (K_earﬁey & Monadjemi, -1990; Anorou. &
Ramchander, 1998; Alkswani, 2000; Onafowora & Owoye, 2006, C. H. Kim, & D. Eum 2006; Marinheiro, 2008;
Kanrcioglu, . Fethi, & M. D. Fethi, 2009} show that there is a strong evidence of Granger causality running
from the current account deficit to budgel deficit. ’ '

Third, a bi-directional causality between the two variables is possible. In attempt to investigate
bi-directional causality between twin deficits there has been report by Darrat (1988) using quarterly data for the
period 1960-1984 in the Uniied States, and he finds that there is evidence of both budget-to trade deficitand trade
deficit-to-budget deficit causality. Moreover, a recent study by Islam (1998), which is in accordance with the
result reported by Darral (1988) examined the relationship between current account and budget deficits in Brazil
for the period of 1973-1991. . : )

Lastly, by contrast to Keynesian's view (unidirectional Granger causality that runs from budget deficit to
currant account deficisy, the Ricardian hqun alence vaothﬁsm argues that the budget and current account deficits
are not correlaied. The empirical evidenge {Dewald & Ulan, 1990 Enders & Lee, 1990; ilaug, 1990; Kautmann,

Scharler, & Winckler, 2002} is supportive of Ricardian Eqmvalence Hypothesis. Consequmﬂ]v One can argue
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that the results of the existing theoretical and empirical work on twin deficits differ even in case of usine different
sconometric techniques, Ume series and country data.

Twin Deficits in'the Turkish Economy (1980-2008)
One important characieristic of Turkish economics is the persistence of budget deficit during 1989-2008,
especially at the years of post capital liberalization period. As mentionad before, afier the implementation of a

structural change and reform program in 1980z, the economy experienced a relatively high economic growth and
stable balance of payvments situation. During the accelerated growth phase of 1983-1987, the public account has

improved and public sector borrowing requirement {PSBR) declined by more than three percentage points 10 3.5%

(annually averaged) of the gross domestic product when it is compared with the early 1980s.

~ As seen in Figure 1, starting in 1989, the economy entered a new phase by completing the liberalization
process through financial tiberalization. The dynamics of this situation can be linked to debt financing policies of
government and unsuccessful disinflationary efforts. [n 1987, the public sector borrowing requirement was 4.5%
(per GOP) and started to increase in a steady fashion and rzached the highest Jevel of 19905 10 7.9% in 1992. In
viher words, budget deficit during 6 years (1987-1993) has increased approximately 2 times. Financing the
budget deficits through domestic borrowing has led to increase in domestic interest rates (Balkan & Yeldan, 2002,
p. 43). The private sector began to finance the public deficits through public securities particularly after 1990.
During the 1950s, higher goverunent expendifure which was generally financed with debt, raised the interest
raies, made capital more expensive and reduced the private investment {crowding our effect).

wmemn CADGDP —H=—BD/GDP

Figure ]. Turkey’s cusrent account and budget deficits as a parezntage of GDP, 1980-2008.

1n January 1994, Turkey’s credit rating was downgraded by scime major international agencies. This caused
a panic in financial markets, and the Turkish Lira was devaluared, the parity was more than doubled from about
13,000 TL/$ to 35,000 TL/$ within & few months. Thus, the capacity of Tuckey 1o service its growing external
debl was severely impaired .and Turkish economy was hit by the 1994 currency crisis. Thers was a correction
with PSBR in 1994 and 1995 by the eff;-;ct of currency crisis, but it continued to increass again and reached over
11.5% in the year 1999, These results show failure of government activity in' controlling the budget deficit.

From 1999 t0 2001, budget deficit and the tend of budget deficit to GDP ratio increased. After 2000/2001
crisis, budget deficit to GDP ratio hzld the highest record as ovar 12 percent for the last three decades. Thus, the

. . . Ll . R TINE T PT L
policymakers impiemented domestic reforms including privatization, trade liberakizalion, banking sector refprms
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and fiscal discipline. As a resuit, with the ransition 1o the “Strong Economy Program” the ratio of the budget
deficit to GDP which was 114 % in 20_@2 decreased 1o 1.8 % at the end of the 2008, )

The other characteristic of Turkish sconomy during 1980-2008 was the oscillatory trend in current account
balance, especially during 2000-2008. The general overview of the current account deficit of Turkey can be
obszrved in Fioure 1. During 1980-198§, classical accumulation model had been adopied with common
characteristics, in order to increase expors, creating domestic demand contraction rasulted from wage
suppression, export promotion with sirong subsidy components, together with the managed floating of the
exchange rate and regulated capital movements. As a result of these polices, current account deficit’GDP ratio, in
which growing is slowed down, the possibility of financing is deftaitely improving.

Together with capital account liberalization, the Turkish economy unfortunately experienced several severs
crises after 19905, Betwsen 1990 and 2000, the curreni account movements (from USS 2.6 billion to USE 9.9
eillian) retlect the unsustainable character of the weak and fragile nature -of the Turkish economy which
contributed 1o the rise of serious crises in 1994, 1998, and 2000-2001. After 2002, Turkish forzign trade has
increased tremendously, and the current account deficit which is high by any standards increased fro.m $ 626
million in 2002 1o § 41.9 billion in 2008.

The Theory
From ihe national income identity:
F=CH+ I+ G+ {X-M) {1
Here the national income, ¥, equals consumption C, investment [, government G, expenditures plus the nst
exports (A — ).

On the other hand, individuals dispose of income ¥, either as consumption C, savings S, and taxes T

Y=C+8+T (2)
When we combine fwo equations, we obtain: .
CH+5+T=C+tI+G+{X~ M} (3)
After substituting, equation (3) yields: | ‘
K-M)=(T-G)+(S-1) )

Equation (4) states that the trads or f current account deficit, (X — 3), is equal to budger deficit, (T— G), plus
the saving investmeni gap, (5 — 1). I the savings investment gap remains the same or stable, changes in policies
that worsen the budget deficit wilk wxden the trade or current acceunt deficir, which is the traditional twin deficit
relationship. The Keynesian proposlt:on argues that there is a positive relationship between trade and budget
deficits and also states the direction of causality from budget deficit to trade deficit. The strongest argument
againsl the Keyngsian ploposmon is the Ricardian Equivalence theorem. According to this theorem, consumer

spending or capital formation is unaffected by the choice between taxes or bonds to finance government spending.

Therefore, the budget deﬁmt has no effect on the trade deficit,

Data, Methodolegy and Estimated Results

In this proposed work, we want to investigate whether the statistical relationship between the budget deflcit

and current account deﬁcn. in Turkey is um.l;recuonal bidirectional ot the twosvariables do not influence each
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other. The Turkish macroeconomics variables of Current Account Deficit (CAD) as percent (%) of Gross
Domestic Procuct (GDP) and Budget Deficit (BD} as percent (%) of Gross Pomestic Product (GDP) are
considered in this study, The data is obtained from the International Financial Statistics (IFS), Turkish Statistical
Instinute (Turkstat) and Ceniral Bank of the Republiic of Turkey database. The observations® time serias cover
quarterly data between 1989 Q1 and 2008 Q4 vielding 80 observations.

The nawwre of the twin deficits phenomanon allows for the adaption of the cointegration and error correction
model analysis. There are two stepa {or cointegration methodology: The first one is to determine whether each of
the univariate series is stationary or not; and the second one is to verify the long run relationship. between the
series. In this paper, we use the Augmented Dickey-Fulier (ADF) to test for stationary of the time series. Second,
we rested the cointegration of the variables by using Johansen ceintegration test, Third, we estimatad the Vector

rror Correction Model. Basad on the results, one mey argue the policy implications about the fiscal policy and
external imbalances. If nothing glse. the models help. policvmakers to keep an eys on macroeconcmic
fundamentals that have proved prescient in the past and give traders yet another number to track.

As mentioned above, initially, siationary of the data set is checked by using the Augmented Dickey-Fuller
{ADF) unit root tests. Table | shows the results of these tests. These values are clearly less than the critical values
(BD (- i’.?062), CAD (-1.0733)), and therefore, the nuli hypothesis of a unit root cannot pe rejected for each seriés
at the significant level of 5%. From Table 1, r-values of the: first differences prove that the hypothesis of unit root

can be rejscled, or to say that these two variables are difference stationary. So the variables are-cointegrated of
order one, I(1).

Tabiz 1

ADF Tasty and ADF Tesis of the First Difference

Geries ADF Lests ' . .ADF tests of the first difference
o t-statistic - Critical value 3% t-statistic “Critical valus 5%

BD -17.062 ¢ -29.006 16274 -29.006

CAD -10.753 29023 63381 . -29.023

Having determined thai the variables are ﬁ(ﬂ-diﬂ&r@nn&d stationary {1(1)), we used tests sﬁggested by
Johansen (1988, 1991) to examine-whether the variables in question have common trends. In addition, to the
determinations of the set of variables in the VAR, it is important 1o determine the appropriate iag lengths for each
variable in each equation. For this study, a lag length of one is appropriate on the basis of AIC and the same lag
length is used for al!l eguations in the VAR modet, ,

The results of trace and maximum value tests appear in Table 2. These tests show that we can easily reject
the nult hypothesis of no cointegrating vectors between Budge‘: deficit and current account deficit in Turkey.
However, Johansen ceihtegraﬁon methed only confirms the existence of a loag run equilibrium relationship
between twa variables and does not sav which of th2 one variable cause the other. .

The estimates of the eror correction model are reported in Tabie 3. As one can see, the ermror correction term
(ECT (-1)) carries its expected negative sign (-0. 4409} and found to be statistically significant. This suggests that any
deviation from the long-run equilibrium will be corrected. On the other hand, as seen from T,able'S, the values in the
first model of errer corfreptioﬁ; which shows the shost run effects of budget deficit D(BD(-1)) on current account
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]

fizit DICAD), indicate that increasing budget deficit will worsen the current account balance or vice versa. These

=

reenils provide support for the conventional position and they refute Ricardian Equivalence Hypothesis.

Tabie 2

Troce ard Macimum Fafue Testy

Unresmricred coiptegration rank test (racey

HMypothesizad Trace 0.03

Mo, of CEss) Eigen vaiue Statistic Critical value Prok.”
Hone 0305273 3522823 2587211 006"
At most | 0129303 10.81787 12.51798 0.0945
Unrestrisied colrusgration rank 18t (maximum eigen valug}

Flypothesized : hex-eigen 0.03

No. of CE{#) Figen valus Sratistic Critical value Prab.”
Nane 0.305273 2541038 19.38704 0.0019"
Al mmaost 1 0.129503 1681787 12.51798 0.0946

Nores. | shaws the statistical significance at the 1% level.

Tabla 3

Estimates of the Vector Error Correction Model

Error cormzeion D{CAD) ' ~ DBD)
ECT(-1) 3440929 -0.744032
‘ (0.11425) (0.16406)
[-3.85922) . {-4.53319]
DICAD(-13) - -0.007138 o 0.012337
(0.12926) ‘ (0,18561)
[.0.05538] ‘ 16.06647)
DLBI-17) ' 0.132270 -0.23183%
(0.08701) ' (0.09622)
{2.27234] [2.40943)
c 0000452 ' -0.000644
(0.00310) : {0.00445)
[-0.14584) [-0.14474]

Summary and Concluding Remarks

The large pubiic sector budget deficits and the relatively high current account deficits in Turkey during the
tast tliree decadss have sparked debate on their consequences for the Turkish economy. The main question of the
papsr is to find out the Kird of relationship exists between budget a,nd current account deficits. To answer this
guestion, this article investigates the tausal relationship between these two variables over the period 1989-2008.

This paper explores the refationship between budget and ¢ uerent acceunt deficits in Turkey, also khown as
win deficits, using quarterly time series data covering the period 1989-2008. To reach our aim, wé used some
econametric tests to analyze ajong 1:-1m equilibrium relationship between the two deficits. Qur empirical results

show that such secular relationship exiis and affirms the direction of causality from budget deficit to current
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accolnt defigit,

n

terms of our long-run and short-run analysis, all we could say is that the Ricardi

an Equivalence
Hypothesis is not valid fay T

Turkey boih in the long-run and short-r un during the study period. As a
deterioration in the budger deficit has & nagative

[

result, any
impact on the current account balanes, Policymakars shouid
therzfore be parmuiar iy anentive 10 negative developments in the budget balance.

Finally, our study focuses on Turkev and hence the results may not be genzralized to the othar developing

countries. Further examination using data frem other countries may be required 1o understand the wwin deficit

phencmena in both developed ang developing countries particularly the Eaat European Ecenomies.
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