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T Natinal | The economy of Pakistan is facing the problem of the persistent current account
and the budget deficit in the past many years. This study addresses the important
question of whether the budget deficit affects the current account components of
the balance of payments, creating imbalances therein as well. The main
objective of this research is to investigate the association between the budget
and the current account deficit in Pakistan. The study has taken data from the
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Pakistan period 1980-2021. Johansen’s cointegration approach has been applied to find
. the long-run association and the results imply a positive and considerable long-
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1. Introduction

The problem of the deficit of the Current Account (CA) and Budget Deficit (BD) has been the most critical
issues for the economy of Pakistan. An increasing BD worsens the deficit in trade, referred to as a twin deficit.
A BD reflects that government spending is more than its revenues. The twin deficit negatively affects the
economy as inflation, growth of public debt and external debt, low living standards, and deterioration of
purchasing power. A higher BD could lead to a reduction in investment and national savings (Ebrahim Abbassi,
2015). Towards financing a BD, the government may borrow money by issuing bonds or other forms of debt.
This borrowing adds to the national debt, which is the total amount of money owed by the government to its
creditors.

A Budget Deficit can have both positive and negative effects on the economy. In the short term, it can stimulate
economic growth by increasing government spending, creating jobs, and increasing the demand for goods &
services. The risk of inflation, higher interest rates, and a subsequent slowdown in economic development exist
if the deficit persists and grows too large. The government may choose to balance the budget by reducing
expenditures, raising taxes, or doing both at once. This may be accomplished by taking steps like scaling back
on government programs that are not necessary, decreasing wasteful expenditure, enacting tax changes, and
raising taxes. It is crucial to remember that cutting the BD could necessitate making challenging decisions and
balancing conflicting goals.

When there is a trade or CA imbalance, imports outpace exports. BDs, in contrast to CA deficits, may also
trigger debt crises, currency crises, and reversals in the balance of payments. Over the past few decades,
Pakistan has consistently had trade and budget imbalances highlighting the existence of the ‘twin deficits’
hypothesis. The rising CA deficit forces the government to increase spending, which increases the BD. Trade
and BDs over the long run hurt how a nation views its long-term development. In other words, it denotes a
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situation in which a nation spends more on imports of goods and services than it does on exports and
investments.

Numerous variables, such as a lack of export competitiveness, elevated levels of domestic consumption, and
significant foreign investment, can contribute to a deficit in the CA. In the short term, a deficit in the CA can be
financed through foreign borrowing or selling off assets, but in the long term, it can indicate a downgrading of
the nation's currency, higher inflation, and a decrease in economic growth. To address a CA deficit, a country
may need to take steps to improve its competitiveness through measures such as investing in education and
infrastructure, increasing productivity, and implementing structural reforms to make it easier to do business. The
country may also need to reduce its domestic consumption and increase its savings rate to reduce its reliance on
foreign borrowing. The twin deficit may negatively impact economic activity and growth (Vamvoukakis, 1997).

It's critical to understand the connection between the two deficits to achieve stable economic growth.
Policymakers must understand how the budget and CA deficits are related since persistently high deficits result
in excessive debt problems both internally and internationally and burden future generations (Gebremariam,
2018). Due to the trade imbalance caused by low export raw commodity prices compared to import pricing and
comparatively small national savings when compared to national investments, there is a funding gap that must
be filled by foreign capital inflows. Exchange rate volatility, a global trend of weak development, and an
elevated level of foreign debt incurred to reduce BDs are other factors contributing to the CA deficit. A deficit is
not always bad as it confers both positives and negatives for a country. It depends on the circumstances a
country is involved, in and the duration and size of the deficit. A persistent deficit is not a good indicator for the
developing economy and brings a negative effect on the economy.

Accordingly, a BD can lead to a deficit in trade because the country is borrowing to finance its spending,
including spending on imports. A country may have an imbalance if its imports exceed its exports, creating a
negative CA balance. A nation with a budget surplus, on the other hand, can utilize the extra money to invest in
its export-oriented businesses or cut back on imports, which would help close the CA deficit or even create a
trade surplus. The relationship between budget and trade deficits is complicated, and other elements like
exchange rates, productivity, and competitiveness can also influence a nation's trade balance. For Pakistani
policymakers, the widening deficits in the CA, as well as deficits in the budget, have been of major concern
proving the twin deficit phenomena true. Understanding the link between budget as well as trade imbalances
throughout the economy is necessary given the current circumstances.

Therefore, the goal of this study is to determine whether there is any correlation between Pakistan's deficit in the
CA and the BD. The major goals of this study are to analyze the short-term link as well as the long-term
association between the BD as well as the deficit in the CA. identify variables influencing the relationship
between the BD and the CA, and investigate the twin deficit hypothesis.

2. Review of Literature

The “twin deficits” hypothesis suggests that the fiscal deficit of a government leads to a current account deficit
due to this the US economy requires to take such measures that will reduce the large deficits for the economy.
For this purpose, Vector Autoregressive (VAR) model is used to investigate the impact of external policy shocks
such as terms of trade on the magnitude of the twin deficit in the case of Australia, the UK, Canada, and the US.
There is significant literature available on the twin deficits of Pakistan, jointly and separately (Andlib, et al.,
2012, Padda, 2014, Safdar & Padda, 2017). The findings show that in less open economies the impact of
external shocks is very restrictive. It is suggested that a reduction in the cost of spending may reduce the impact
of the current account deficit on the economy (Kim & Roubini, 2008).

In the instance of Lebanon, Marashdeh & Saleh (2006) reexamined the association between the deficit in the
budget and the deficit in trade. It is established that the trade deficit has a long-term effect on the BD in
Lebanon. The Bounds test demonstrates that the effect of the civil war is the main factor contributing to the
considerable and positive connection between trade and BD. The post-war period also witnesses the twin deficit
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problem. The government expenditure and increase in imports had been financed through domestic and external
debt. It is recommended that policies should be strengthened on the demand and supply side of services from the
exportable service sector. Mukhtar et al. (2007), investigate the reason for the persistently extreme deficit in the
CA and BD in Pakistan. Although the findings of this study are similar to the previous ones, this study lacks the
validation of a single equation approach to examine the twin deficit hypothesis. Moreover, this study aims to
find empirically the conventional effect of trade deficit through a BD in Pakistan.

Sunday (2013), analyzed the association between deficit financing and trade balances in the case of Nigeria.
Using Vector Autoregressive (VAR) and Granger causality tests it is analyzed that in the short-run deficit
financing and trade balances (surplus) possess positive relations while in the long run, the former diminishes the
latter. It is suggested that deficit financing is a useful instrument for the government both in the short run as well
as a long run and if there are effective policies regarding the proper management of deficit financing it can
reduce the trade deficit in Nigeria in the long run.

Forte & Magazzino (2013), examined the association between the BD and deficit in trade in the case of
European Countries. The evidence which supports the hypothesis regarding the persistent BD generating a trade
deficit has been found and this proves the scheme that public liability creates a burden. The empirical results
from the past and current values show the influence of the government budget on trade weight in the first sub-
period.

Tufail et al. (2014), observed the relationship between the trade deficit and BD and found the long-run
association between them. They estimated that a BD had a definite effect on the trade deficit by using the
Johansen Co-Integration method. Trade openness, Real GDP, Exchange Rate, and Financial Development are
the variables used in this study, and time series data from the period 1972-2011 is used. This study established
that the BD, real GDP had a positive effect on the trade deficit. Contrary to this, exchange rates and financial
development hurt the trade deficit. This study also recommended that financial development could play a part in
reducing the trade deficit of the economy.

Ehlendawy (2014), stated that the noticeable BD of the Egyptian economy has affected the CA by creating
imbalances. The researcher’s findings show the presence of a long and short-run association linking the BD to
the balance of payment component. The Granger causality test is used to find a significant counter-effect
between the two types of deficits. The test also reveals the confirmation of the reverse hypothesis.

The twin deficit theory under Keynesian economy is stated as a fiscal deficit that will give rise to domestic
absorption, and expansion of exports and hence increases trade deficit. On the contrary, the Ricardian hypothesis
suggests that a rise in BD will urge people to save more due to anticipation of an increase in the tax rate in the
future, and the shift in people’s choice to consume less will have no impact on the real interest rate and trade
deficit.

To empirically check the existence of the twin deficit hypothesis in the case of India monthly and quarterly data
for the period 1998-2009 is taken, for this purpose applying bound testing and error correction model is used.
The results show that the twin deficits hypothesis holds in the short run only supporting the Keynesian channel
in the case of India ( Ratha, 2012). In the case of Pakistan, to empirically investigate the validation of the twin
deficit hypothesis annual time series data from the period 1972 to 2008 is used. The results of the cointegration
test show the long-run relationship of BD and CAD and Granger causality results indicate uni-directional
causality running from current account to fiscal deficit. Hence the twin deficit phenomenon also holds in the
case of Pakistan (Saeed & Khan, 2012).

Ahmed et al. (2023) examined that governments fiscal interventions play a role in adaptations toward climate
change and if urbanization is not supported by the government then it can reduce the adaptive capacity of the
people. Iftikhar et al. suggested that the digital divide can reduce human capital and resultantly the decline in
GDP. Reed et al. (2019) highlighted that CAs and BDs have an important impact on the reliability of any
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country in paying off debts. The study determined a dynamic relationship between CA deficits, BDs, and the
debt crisis of the Iranian economy. By using the Vector Autoregressive model (VAR) long-term relationship is
analyzed between the BD and CA deficit in increasing the debt crisis. The major reason for the dependence of
two variables is the underlying dependence of Iran on oil revenues. The study recommended that to reduce both
types of deficit and to sustain its debt credibility authorities need to reduce its dependence on the current
government and state budget on oil revenues. South Africa faces the issue of a persistent budget deficit which
reduces the economic growth of the economy as well as an imbalance of the trade account. To examine the
relation between two deficit time series data is used from 1994 to 2016. The autoregressive distributive lag
method is used to test the cointegration and relationships between variables. The results confirm the existence of
a positive and significant relationship between the two deficits in the short run. It is recommended that the
policymaker should focus on reducing the two deficits taking into account the problem of rising inflation and
increasing investment to achieve stable economic growth ( Ncanywa & Letsoalo, 2019).

From the literature, many studies are conducted to investigate the relationship between the two deficits both
empirically and theoretically. However, the findings of each study vary holding to examine the twin deficit
hypothesis in the case of both developing and developed economies. In this context, the present study focuses on
finding the relation between budget deficit and trade deficit and the existence of the twin deficit hypothesis in
the case of Pakistan. In the literature, the studies conducted in the case of Pakistan (see for example, Tufail et al.
(2014), Saeed & Khan (2011)) has used the past two decades of data to empirically evaluate the relationship
between two deficit but the current study uses time series data for the past three decades from 1980 to 2021 to
empirically investigate the association between two deficits and pointing out important macroeconomic
variables that hampers this relationship in case of Pakistan.

3. Theoretical Framework

Ricardian equivalence with the Keynesian thesis is two significant methods for demonstrating the theoretical
link between the deficit in the CA (trade deficit) and the deficit of budget. The CA position does not alter the
BD, and taxes have a different but similar impact on saving, according to the Ricardian equivalence theory.
Rational people would raise their savings in anticipation of an increase in taxes, which the government uses to
cover the BD. They will boost their savings by an amount equal to the anticipated tax rate from their disposable
income. Therefore, savings of an equal amount are used to balance increases in BDs. The deficit in the CA is
unaffected by the BD ( Marinheiro, 2008).

The Keynesian hypothesis anticipates a causal link between the deficit in trade as well as the BD. Rendering to
the Keynesian hypothesis, a BD will boost domestic absorption. Imports will rise to close the production gap
caused by increased aggregate demand since it is believed that domestic output will remain steady. The CA
situation will deteriorate, and the trade imbalance will rise as a result of rising imports and falling exports.
According to this claim, the deficit in the CA, as well as the BD, are directly related (Bagheri et al. 2012).

Mundell-Fleming framework (1996) extended the Keynesian proposition, that an increase in the BD will push
the local rate of interest upward this in turn will cause capital inflows as imports seem to be cheaper which
results in exchange rate appreciation, which would lead to an upsurge in deficit in the CA ( Ogbonna, 2013).

3.1 Methodology
The theoretical link between the deficit in the CA as well as the BD is represented by national income accounts:

GDP= C+S+T= C+I+G+X-M
The condition for twin deficits to be identical can easily be found from the above identity:
S+T+M= I+G+X

X-M= (T-G) +(S-1)
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Whereas X-M is the deficit in the Trade TD, (T-G) represents BD, and (S-1) represents Saving Deficit SD occurs
when private investments exceed private savings in the private sector. From the above equation, the deficit in the
CA can be described as the sum of the BD and the saving deficit.

3.2 Model Specification

The model used in this study followed the specific theoretical framework. From the empirical literature on the
Ricardian equivalence hypothesis and Keynesian proposition, important variables are pointed out that affect the
CA deficit (Onafowora & Owoye, 2006). Ricardian equivalence is an economic theory that suggests that the
timing and composition of government spending do not affect aggregate demand and economic activity in the
long run. The theory is named after David Ricardo, an economist who developed the theory of comparative
advantage.

People choose to save and spend money based on their lifetime income rather than their current income,
according to the Ricardian equivalence theory. To counterbalance the anticipated rise in future taxes needed to
pay off the government debt, people will save more if the government increases expenditure and finances, by
borrowing. As a result, there will be no impact on overall demand or economic activity from the rise in
government expenditure. According to Ricardian equivalence, fiscal policy, including taxes and government
expenditure, is unsuccessful at promoting economic development over the long run. The argument contends that
monetary policy, which includes changing the money supply and interest rates, is a better instrument for
regulating the economy. Ricardian equivalency opponents contend that people might not completely foresee
their future tax obligations and might not change their saving and spending habits correspondingly. Furthermore,
the theory makes the unfounded assumption that government expenditure has no significant impact on the
economy, which is not always true, especially in the short run.

CAD:x = ai+ 02BD: + azWIRt + 0uMON+ asREER+ 05 TO+ €1t

WIR is the weighted interest rate on deposits and is taken as a proxy of real interest rate, MON is broad money
supply, REER is the real effective exchange rate and TO is trade openness.

3.3 Data Description

This is time-based research and the data used in the study is gathered from secondary sources i.e., the Economic
Survey of Pakistan, the World Bank, and the State Bank of Pakistan for the period 1980-2021. Data on variable
Current Account Deficit (CAD) is sourced from the World Development Indicator and expressed as a
percentage of GDP. The budget balances of the country show its financial health. The data on BD is also taken
as a percentage of GDP from the Economic Survey of Pakistan for 42 years.

The weighted interest rate on deposits is taken as a proxy for the real interest rate. The data for WIR is in
percentage and taken from the State Bank of Pakistan annual report. Broad money (MON) is another variable
that is taken as a measure of the supply of money that signifies the number of liquid assets in the economy. The
Real Effective Exchange Rate (REER) determines the estimate of a currency versus a weighted average of other
foreign currencies. An increase in REER implies that imports are cheaper and exports become expensive. The
trade openness (TR) index is the trade share calculated as the ratio of exports and imports to GDP. The data for
Broad money (MON), REER, and TR are taken from World Development Indicator (WDI).

4. Results and Discussions
This section will discuss empirical results and findings by applying econometric techniques.

4.1 Unit Root Test

To test the stationarity of the given data unit root assessment is used. Based on the integrated level of variables,
an appropriate technique is decided. Table 1 shows the stationarity of variables at first difference. The CA
deficit (CAD) is stationary at first difference with an ADF value of -5.990514 which is less than the critical
value of -2.934247. The BD is also stationary at first difference with ADF statistics -7.528501 being less than
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the critical value at a 5% level of significance i.e., -2.943427. Similarly, the weighted interest rate is stationary at
first difference with ADF statistics value at -5.322470 less than critical value -3.621023.

Table 1: Results of the Unit Root test

Variables ADF statistics Critical values Probability Stationarity
WIR -5.322470 -2.610263 0.0001 1 (1)
CAD -5.990514 -2.934247 0.0000 1(2)

BD -7.528501 -2.943427 0.0000 1 (1)
MON -5.330327 -3.621023 0.0001 1 (1)
REER -7.199567 -3.536601 0.0000 1 (1)

TO -7.596498 -3.200320 0.0000 (1)

Source: Authors’ calculations

4.2 VAR lag order selection criteria
Table 2: VAR results

Order of lag AIC SC
0 31.82405 32.09068
1 26.27474 28.14115*
2 26.73778 30.20398
3 26.65815 31.72414
4 24.84447* 31.51024

Source: Authors’ calculations

Other variables real effective exchange rate, Money supply, and Trade openness are also stationary at first
difference with ADF statistics value -5.330327, -7.199567, and -7.596498 less than critical value i.e., -3.621023,
-3.536601 and -3.200320 (table 2). The lag length selection for the cointegration test is based on the minimum
value of AIC (Akaike information criteria). Here, the minimum AIC is at lag 4 and therefore selected for the
cointegration analysis to determine the presence of the long-run association between variables.

4.3 Johansen Cointegration Test:

To test the long-run association between variables Johansen Cointegration technique is used. It follows the Max
eigenvalue test and the Trace test. These two tests are used to find out whether that long-run relationship exists
or not.

Table 3: Trace test results

No. of CEs Eigenvalue Trace statistics Critical value Probability
None* 0.747831 121.4007 95.75366 0.0003
At most 1* 0.665536 74.56046 69.81889 0.0199
At most 2 0.412074 37.32281 47.85613 0.3325
At most 3 0.262971 19.26358 29.79707 0.4741
At most 4 0.188219 8.889283 15.49471 0.3757
At most 5 0.051549 1.799459 3.841466 0.1798

Source: Authors’ calculations

Table 3 demonstrates the result of the trace test which shows the rejection of the null hypothesis (existence of no
long-run relationship) at a 5% level of significance. The trace statistics value i.e., 121.4007 is greater than the
critical value 95.75366 with a probability value of 0.0003 which indicates the rejection of the none* hypothesis.
Second trace statistics i.e., 74.56046 is also greater than the critical value i.e., 69.81889 with a probability value
of 0.0199 which indicates the rejection of at most 1* hypothesis. The results of the trace test indicate the
presence of 2 cointegration equations.

74



Twin Deficits Revisited: The Role of Fiscal Institutions in Pakistan

Table 4 shows the results of the Max-Eigen value test which also indicates the existence of two cointegration
equations. On the other hand, the Max-Eigen value test indicates rejection of the null hypothesis at a 5 % level
of significance which means that there exists a long-run association between variables.

Table 4: Rank test (Maximum Eigenvalue)

No. of CEs Eigenvalue Max-Eigen Critical value Probability
Statistics
None* 0.747831 46.84024 40.07757 0.0075
At most 1* 0.665536 37.23765 33.87687 0.0191
At most 2 0.412074 18.05923 27.58434 0.4902
At most 3 0.26297 10.37429 21.13162 0.7089
At most 4 0.188219 7.089824 14.2646 0.4786
At most 5 0.051549 1.799459 3.841466 0.1798

Source: Authors’ calculations

Table 5 shows the long-term significance of each independent variable's effect on the dependent variable.
According to the positive sign of the BD coefficient, a 1% rise in the BD will, ceteris paribus, result in an
average long-term increase in the CA deficit of 0.22716%. According to the coefficient of weighted interest rate,
a 1% increase in interest rates would, ceteris paribus, cause an average long-term increase in the CA deficit of

1.160233%.

Table 5: Coefficient of the cointegration equation

Variables Coefficients Standard Errors t-values
BD 0.13459 0.06934 3.3890
WIR 1.23950 0.14316 8.10451
MON -0.17428 -0.02647 -6.05519
REER 0.0125 0.00321 3.88845
TO 0.598961 0.07181 5.97348

Source: Authors’ calculations

In Table 5, the value of the coefficients of the cointegration equation is given. The wide money coefficient was
negative, indicating that a 1% increase in the money supply would, result in a long-term reduction in the CA
deficit of 0.17483% on average, ceteris paribus. The coefficient of trade openness has a positive sign, meaning
that over the long term, a 1% increase in trade openness would, result in an average rise in the CA deficit of

0.598961%, ceteris paribus.

4.4 Vector Error Correction Model (VECM):
This test is conducted to establish a short-run link among variables and to test whether the diversion from the
mean in the short run diverges toward the mean in the long run. The cointegration equation depicted the value of
a coefficient less than 0. This suggests that any deviation in long-run equilibrium will be corrected.

Table 6: Vector Error Correction results

Variables Coefficients Standard Errors t-value
CAD 0.359234 0.17699 1.6578
BD -0.45678 0.29196 -2.46571
WIR -0.67890 0.21302 -2.75476
MON -0.32567 0.1362 -2.35980
REER 0.307705 0.15833 1.94344
TO 0.472776 0.17064 1.77065
EC -0.62567 0.20987 3.5032

Source: Authors’ calculations
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The adjustment coefficient of EC means other things held constant in the previous period deviancy from long-
run balance is corrected in the present period at an adjustment speed of 62.5% (table 6).

From the results above, policymakers must strike a balance between short-term adjustments and long-term
structural reforms to address twin deficits effectively. The specific policy mix will depend on Pakistan's unique
circumstances and objectives, taking into account factors such as the level of debt, inflation, exchange rate
regime, and external economic conditions. Overall, the twin deficit presents challenges that require careful
policy management to achieve fiscal and external sustainability, promote economic growth, and maintain
stability in the economy.

4. Conclusions and Policy Implications

The relationship between BD and CAD is complex and not always straightforward. A budget deficit can lead to
a trade deficit if the government borrows to finance its spending, including imports of goods and services.
Conversely, a budget surplus can lead to a trade surplus if the government uses the excess funds to invest in
export industries or reduce its reliance on imports. In this regard, the main objective of the study is to examine
the relationship between budget and trade deficit. For this purpose, time series data is used from 1980 to 2021
for Pakistan. Johansen’s co-integration test is applied to investigate the long-run relationship between variables;
the result of the cointegration test shows the existence of a long-run association between the two deficits. The
results of the Vector Error correction model (VECM) represent the convergence of variables from the short run
to the long run. Although the relation between variables is not significant in the short run, based on the empirical
results of the study, the twin deficit hypothesis holds only in the long run in the case of Pakistan validating the
Keynesian theory that fiscal deficit rises domestic absorption, increasing interest rate and foreign investment
which will result in an expansion of trade deficit. Hence, the results also indicate the rejection of the Ricardian
equivalence hypothesis in the case of Pakistan. It is therefore suggested that such policies should be designed to
make our exports more attractive in the foreign market and necessary measures should be taken to reduce the
dependence on imports. The government should focus more on revenue collection through direct taxation and
reduce the irrelevant current cost of spending. However, to implement all these measures and policies effectively
a stable political situation of the country is also required.

To address the fiscal deficit component of the twin deficit, policymakers may need to implement fiscal
consolidation measures. These measures could include reducing government spending, increasing taxes, or a
combination of both. The aim is to improve the government'’s fiscal position by reducing the deficit, which can
help stabilize the economy and restore market confidence. Addressing a twin deficit often requires structural
reforms to boost the competitiveness of the economy. This can involve measures to enhance productivity,
promote investments, and improve the business environment. By increasing competitiveness, countries can
boost exports and reduce the current account deficit. A twin deficit may put pressure on the country's currency.
In some cases, policymakers may consider allowing the currency to depreciate to improve export
competitiveness and reduce the current account deficit. However, this approach can have implications for
inflation and borrowing costs, and it needs to be managed carefully. To reduce the current account deficit,
policymakers may implement measures to promote exports. This can include providing incentives for export-
oriented industries, improving trade infrastructure, negotiating trade agreements, and focusing on diversifying
export markets. Encouraging export growth can help narrow the trade imbalance and improve the overall
balance of payments. To reduce imports, policymakers may also consider promoting import substitution
industries. This involves supporting the domestic production of goods that are currently being imported. By
substituting imports with domestically produced goods, the country can reduce its dependence on foreign
products and lower the current account deficit. Policies that attract foreign direct investment can help finance the
current account deficit by bringing in capital inflows. Creating an attractive investment climate, offering
incentives for foreign investors, and removing barriers to FDI can encourage capital inflows and help offset the
current account deficit.
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