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Abstract: For the last three decades, ASEAN has been facing a persistent fiscal deficit. However, the
impact of fiscal deficit on the current account deficit in the sub-groups of ASEAN is still unknown.
This study aims to investigate the impact of fiscal deficit on current account deficit and their rela-
tionship among the three sub-groups of ASEAN which are based on gross national income (GNI),
i.e., lower-middle-, upper-middle-, and higher-income countries. The analysis covers the panel data
collected over the span of the last three decades (1990-2020) for ten Southeast Asian nations (ASEAN).
The analyses incorporate the panel methodology for data analysis such as panel unit root for checking
data stationarity, cointegration testing, panel autoregressive distributed lag (PARDL) for short- and
long-run analysis, cointegration regression (fully modified and dynamic ordinary least squares) for
significance, the panel Dumitrescu and Hurlin Granger causality test for examining causal relation-
ships in tested variables, and stability diagnostics and CUMSUM and CUSUMSQ techniques for
structural breaks and coefficient stability in the model. In lower-middle-income economies (LMIE),
results indicate the existence of a unidirectional causal relationship from the current account deficit
(CAD) to the fiscal deficit (FD), suggesting a reverse causal relationship from CAD to FD. In the long
run, FD does not significantly induce CAD, while real interest rate (RIR) and exchange rate (EXC)
influence CAD. In upper-middle-income economies (UMIE), results specify that there is no causality
between FD and CAD. The RIR, EXC, and FD are significant to CAD in the long run. In higher-income
economies (HIE), RIR and FD have an influence on CAD in the long run period. Moreover, from
CAD to FD, a unidirectional causal association exists, and likewise for LMIE. This is a reverse causal
relationship from CAD to the FD, supporting the current account targeting hypothesis (CATH) in
both the LMIE and HIE groups. This study recommends that the LMIE and HIE groups can use
the fiscal deficit as a tool to eliminate the unfavorable current account position. Policymakers can
target EXC and RIR to stabilize CAD in long run. In UMIE and HIE, policymakers must consider FD
alarming, as it can induce CAD in the long run. The RIR can be the targeted factor in the sub-groups
of ASEAN.

Keywords: ASEAN; panel data; fiscal and current account deficits; panel unit root; panel cointegra-
tion; panel cointegration regression; DH Granger causal analysis

MSC: 91B84; 91B64

1. Introduction

In the international financial system, current account and fiscal deficit relationships
have raised many questions. These questions are debatable among policymakers, prac-
titioners, and academic departments. The association between fiscal deficit and current
account deficit is based on the causal direction between them. When a fiscal deficit prevails
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in any economy, it causes a current account deficit, which is called the twin deficit hypothe-
sis [1]. In vast literature, the causal association between current accounts and fiscal deficit
is contentious. After facing a fiscal deficit, economies utilize expansionary fiscal policies,
which can make the current account balance unfavorable [2]. This imbalance disrupts
economic activities.

This study focuses on the association of southeast Asia income sub-groups. These
are lower-middle-income countries, upper-middle-income countries, and higher-income
countries. The main reason for this focus is the dynamic growth of this region. Economists
and practitioners call this region an “economic powerhouse”. ASEAN is the world’s most
competitive emerging economic region. The Asian Financial Crisis (AFC "96) and Global
Financial Crisis (GFC '07) had a stroke on Southeast Asia. In the early 1990s, ASEAN
hardly had control over the aggressive influences of unfavorable trade balance and, at
the same time, the Asian Financial Crisis (AFC) hit Southeast Asia. For Southeast Asia,
export trade is the primary growth engine as the main source of income. In the 1990s,
ASEAN recorded huge fiscal and current account deficits. The big matter of concern for
policymakers and practitioners was the random variations in these deficits. During the
global financial crisis, the annual growth rate of ASEAN declined [3,4]. Mostly, member
nations lost their currency values, which led to making the trade balance unfavorable. After
the global financial crisis, recently the world has been facing the COVID-19 pandemic,
which also affected the ASEAN region in Asia. The governments of member nations have
launched their emergency support packages. These emergency packages include food
subsidies, wage subsidies, tax rebates, cash payments, grants, utility bill subsidies, etc.
Emergency packages and health expenditures are making the fiscal deficit worse.

The World Bank has grouped the worldwide economies based on gross national
income (GNI) per capita into four income groups. These income groups are high-income
economies, upper-middle-income economies, lower-middle-income economies, and low-
income groups of economies. Recently, in the year 2020, the low-income countries were
defined with a GNI per capita of USD 1036, lower-middle-income with USD 1036 to
USD 4045, and upper-middle-income with USD 4046 to USD 12535, whereas the high-
income threshold was above USD 12,535. The ASEAN’s GNI per capita categories are
shown in Figure 1.
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Figure 1. ASEAN’s income sub-groups on the basis of GNI per capita. Source: ESCAP (based on
World Economic Outlook databases).

In ASEAN, lower-middle-income economies (LMIE) include the Philippines, Lao PDR,
Vietnam, Myanmar, and Cambodia. Upper-middle-income economies (UMIE) include
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Malaysia, Indonesia, and Thailand. Higher-income economies (HIE) include Singapore
and Brunei Darussalam. From the year 2016 onwards, the lower-income economies of
ASEAN have improved their economies and reached lower-middle-income countries. A
large number of studies have investigated ASEAN [5-15]. However, none of these studies
reported the twin deficit hypothesis in ASEAN’s income sub-groups. It will be worth
investigating the impact of fiscal deficit on the current account deficit in three panels of
ASEAN's income sub-groups.

As suggested by [16], to validate the fiscal deficit, it is expedient to ensure its con-
nection with other interconnected financial factors. This study considers one of those
interconnected factors, i.e., current account balance. In ASEAN, before the Asian Financial
Crisis (AFC), the current account deficit was less volatile and persistent in nature, while
the fiscal balance was already in deficit even before the AFC. After the AFC, the 1999-2002
fiscal deficit turned worse and influenced the current account deficit. The current account
balance turned much worse in the Global Financial Crisis (GFC) due to the worst fiscal
balance. Figures 2 and 3 show the trends of fiscal and current account balances, respectively.
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Figure 2. Fiscal and Current Account Deficits in ASEAN.
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Figure 3. Mundell-Fleming model and expansionary fiscal policy. Y refers to Y-axis, and ), ), refer
to output. The * represents the initial values.

As reported by the Finance Ministry of Malaysia, the fiscal balance in the first five
months of 2018 was in a deficit of about MYR 35 billion. At the same time, the current
account deficit was about MYR 17.1 billion. In 2019, the fiscal position was improved by
MYR 14 billion. The government of Malaysia has shrunk its current account deficit by
MYR 16.1 billion (see Table 1). In ASEAN, each member nation is a small open economy,
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and its exports are significantly influenced by global factors. For instance, the Asian
Financial Crisis in 1997 and the Global Financial Crisis in 2007 hit ASEAN’s exports
sector. The negative effects of unfavorable trade were extensive, leading to slowing down
growth, worsening the current accounts, and generating inflationary pressures. Recently,
in COVID-19, according to the Asian Development Bank, each member of ASEAN spent
a huge amount of money to support COVID-19 expenditures; see Table 2. The previous
trends of fiscal and current account deficits in 1997, 2007, and 2020 show that fiscal deficit
in ASEAN is influential to current account deficit. The current account balance is the
reflection of savings and investments. If the economy utilizes more than its savings, then
a current account deficit can occur (See Figure 4). In ASEAN-5, when investments are
high the current account balance is in deficit, while when investment is low the current
account balance is in surplus. The current account balance is a mirror of the economy’s
investment and consumption. Vietnam, Malaysia, and Singapore spent large amounts to
support COVID-19. ASEAN was facing a fiscal deficit even before COVID-19. Moreover,
recently, the fiscal deficit has gotten much worse due to high health expenditures. It is
worth investigating the consequence of fiscal deficit, i.e., the current account balance.

Table 1. The fiscal position of Malaysia (member of UMIE) during the first five months of 2019 and
2018 (MYR billions).

Item J am:;(l)‘ir;;\/l y J an1(12a (131;\/[ y Difference
Revenues 105.4 92.7 12.7
Operating expenditures 106.5 109.9 -33
Current account balance —-1.1 —-171 16.0
Development expenditures 20.3 17.9 24
Fiscal balance —-214 —35.0 13.6

Source: Ministry of Finance, Malaysia (https://budget.mof.gov.my/en/fiscal /) accessed on 9 August 2022.

Table 2. ASEAN expenditures to support COVID-19.

Fiscal Deficit Expenditures to Support
S. No. ASEAN-10 (% of GDP) COVID-19 (% of GDP)
1. Brunei Darussalam —17.94 7.4
2. Cambodia —6.5 2.3
3. Indonesia —6.6 12.3
4. Lao PDR —7.50 2.9
5. Malaysia —6.53 20.29
6. Myanmar —54 19
7. Philippines -7.5 5.83
8. Singapore —10.77 19.88
9. Thailand —5.21 115
10. Vietnam —6.02 14.6

The association between fiscal and current account deficits is defined differently by
different schools of thought. One of the schools of thought is the Keynesian school of
thought. According to Keynesian macroeconomics, Mundell-Fleming’s theory states that a
fiscal deficit can cause a current account deficit and generate a double/twin deficit in the
economy. The fiscal deficit leads to an increase in the real interest rate. It will encourage the
capital inflow and appreciation of the exchange rate, which will lead to the current account
deficit [17]. In general, the fiscal deficit can influence the current account deficit in many
ways, as it has short-run and long-run effects on the exchange rate; see Figure 5.
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Figure 4. ASEAN-5 current account balance and investment, % of GDP (1980-2018). Source: IMF
World Economic Outlook (WEO). ASEAN-5 includes Malaysia, Indonesia, Philippines, Singapore,
and Thailand.
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Figure 5. Expansionary fiscal policy and exchange rate.

The connection between fiscal policy and current account balance has short-run and
long-run impacts on the exchange rate. Expansionary fiscal policy has a short-run influence
on the exchange rate through the channel of interest rate and capital inflows, which leads to
the appreciation of the exchange rate, while in the long run, after expansionary fiscal policy,
government debt builds up. The first way to finance this debt is by the central bank (the
domestic source of financing) monetizing the debt. The second way is to put restrictions
on fiscal stance. These ways can depreciate the currency and recover the current account
deficit. Therefore, this study considers the long-run and short-run impacts of expansionary
fiscal policy on the exchange rate, which leads to a change in the current account balance.
Previous studies such as [12,18,19] investigated the twin deficit hypothesis in ASEAN with
different perspectives. The current study validates the fiscal deficit through one of its
interconnected factors, the current account balance. The trends of fiscal deficit in overall
ASEAN are in some way different from the trends in the sub-groups of ASEAN. Hence, for
policy implications, it would be beneficial for the policy think tanks to target the individual
groups of ASEAN for implementing a fiscal policy according to its trend in each sub-group.
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Consequently, it is accountable and worth investigating the following: “Is fiscal deficit
influencing the current account balance in ASEAN’s income sub-groups?”. This study
examines the panels of three sub-groups, i.e., lower-middle-income economies (LMIE),
upper-middle-income economies (UMIE), and higher-income economies (HIE). The study
aims to explore the twin deficit hypothesis (the impact of fiscal deficit on current account
deficit and fiscal deficit does cause current account deficit). For this purpose, this study has
certain objectives. The first objective of this study is to investigate the impact of the fiscal
deficit on the current account deficit in the short run and long run. The second objective
is to evaluate the causal association between the fiscal and current account deficits. The
third objective is to examine the behaviors of exchange rate and interest rate in ASEAN’s
income sub-groups.

2. Literature Review

In theory, there are four possible outcomes regarding the causality between fiscal and
current account deficits, as shown in Table 3.

Table 3. Theoretical Background.

Author (Year)

Description

Keynesian absorption theory [20]

Mundell and Fleming’s theory (1960s) [21,22]

Ricardian equivalence (RE) theory [23]

Neo-classical theory [24]

Kim and Kim [25]

An increase in fiscal budget leads to an increase in aggregate demand, which puts
upward pressure on imports and causes an increase in CAD.

An increase in fiscal deficit puts upward pressure on the interest rate, increasing
capital inflow and appreciation in the exchange rate. This channel ultimately
exacerbates the trade balance. Therefore, the first possibility indicates that
causality runs from FD to CAD.

An increase in tax rate can contract the fiscal deficit but may not change the trade
balance. The RE theory suggests that an increase in the fiscal deficit will not alter
the capital inflows and level of aggregate demand. The second possibility refers to
no causality between CAD and FD.

The fiscal deficit can be used as an instrument to achieve the current account
balance. The government uses its fiscal policy to regulate the external balance.
This case refers to reverse causality, in which causality runs from current account
deficit to fiscal deficit. This is known as the current account targeting hypothesis
(CATH), where unidirectional causality runs from CAD to FD.

Causality from CAD to FD refers to external adjustments through fiscal policy,
while causality from FD to CAD may result from significant feedback. Therefore,
in this way, bidirectional causality may occur between FD and CAD.

There are few studies that have analyzed the ASEAN twin deficit hypothesis, i.e.,
Lau, Mansor, and Puah [26], Magazzino [15], Shastri, et al. [18], and Baharumshah and col-
leagues [19]. Lau et al. [26] investigated the relationship between fiscal and current account
deficits in Indonesia, Malaysia, Thailand, and the Philippines. After utilizing unit root,
cointegration, and Granger causality, the study found that there is a two-way /bidirectional
relationship between fiscal and current account deficits in the Philippines. CATH is sup-
ported in Indonesia, and the twin deficit hypothesis is confirmed in Malaysia and Thailand.
Magazzino [15] examined the twin deficit hypothesis in ASEAN-10 and ASEAN-6. The
study utilized the panel unit root [27], panel cointegration test [28], and panel Granger
causality technique and found that Ricardian equivalence theory prevails in Southeast
Asia. In other words, there is no causality between fiscal and current account deficits in
ASEAN. Shastri et al. [18] investigated the causal relationship between fiscal and current
account deficits in South Asia and Southeast Asia. The study utilized panel cointegration
and Dumitrescu and Hurlin’s (DH) panel causality. The results showed that there is a
bidirectional/two-way causal relationship between fiscal and current account deficits. Ba-
harumshah and colleagues [19] observed fiscal and current account deficits in ASEAN-5
and concluded that Malaysia, Thailand, and the Philippines support the twin deficit hy-
pothesis. Moreover, an increase in government expenditures completely crowds out private
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investment. Marimuthu et al. [29,30] investigated the twin deficit hypothesis in ASEAN-10
by utilizing Panel ARDL, panel cointegration regression (fully modified ordinary least
square and dynamic ordinary least square) Dumitrescu and Hurlin (DH) [31] for panel
causality. The results indicate that in ASEAN-10 the current account targeting hypothesis is
satisfied. The real interest rate is influential on both deficits as a moderator.

In a recent empirical review, most of the studies were conducted on ASEAN-10,
ASEAN-5, or individual members. According to the World Bank classification based on
GNI, ASEAN is classified into three groups: LMIE, UMIE, and HIE. These groups are
different from each other on the basis of GNI, which is the best indicator of living standards.
This study considers the comparative analysis between these three groups of ASEAN, as
there are different trends in fiscal and current account balances (see Figure 2). However,
policymakers can target the specific group of ASEAN rather than the overall ASEAN for the
consequence of fiscal deficit which has been experienced in ASEAN in past trends during
financial crises. Therefore, it is accountable and worth investigating the following: “Does
fiscal deficit influence the current account balance in the three groups of ASEAN?”.

In this way, the policymakers can implement different policy measures in each group
according to its fiscal situation. In the next section, this study presents the methodology for
this analysis.

3. Materials and Methods
3.1. Data and Variables

This study is a comparative study and consistent with causal research methods. This
study compares the three income sub-groups of ASEAN in the context of the twin deficit
hypothesis. These income sub-groups are lower-middle-income-, upper-middle-income-,
and higher-income economies. To carry out this investigation, this study follows a quanti-
tative approach and utilizes panel data methodology for ASEAN income sub-groups. The
data for this investigation have an annual frequency, from 1990 to 2020. This time span
selection is based on data availability and collected from authentic sources from the World
Bank Database (WBD) and Asian Development Bank (ADB). This study utilizes three-panel
sets, a panel for each sub-group (LMIE, UMIE, and HIE). Before investigating the data, it
is important to scrub and transform the dataset to avoid any roughness in the data. The
data scrubbing process includes removing and fixing the corrupted and duplicated data,
especially when combining different sources of data. Further, irrelevant observations are
also removed which do not fit into the problem, for example, unwanted outliers. Missing
data cannot be ignored during the data scrubbing process, as most of the algorithms do
not accept missing values. Therefore, in the dataset, there are one or two missing values at
random (MAR), which are handled by using imputation through the mean. In data trans-
formation, the log form of each variable is taken. Few variables, for instance, fiscal deficit
(FD) and inflation, are already in percentages. Hence, this study utilizes the data after the
scrubbing and transformation process. LMIE includes five economies, i.e., the Philippines,
Lao PDR, Vietnam, Myanmar, and Cambodia. Upper-middle-income economies (UMIE) in-
clude three economies, Malaysia, Indonesia, and Thailand. Higher-income economies (HIE)
include Singapore and Brunei Darussalam. Therefore, there are 31 annual observations for
each country. The LMIE panel has 151 observations and 5 cross-sections, the UMIE has
93 observations and 3 cross-sections, and the HIE has 62 observations and 2 cross-sections.
This study uses Econometric Views (EViews) as an econometric tool to obtain the output.
For the mentioned panel datasets, the study utilizes econometric techniques, i.e., panel
autoregressive distributed lag (ARDL) and panel cointegration regression (FMOLS and
DOLS). These techniques pass through many diagnostic issues for instance endogeneity,
heteroscedasticity, serial correlation, etc.

The variables employed in the analysis are defined below:

Current account balance: The current account balance refers to the situation where
exports are equal to imports. This balance can be in the form of a surplus or deficit. The
current account balance would be in deficit when imports are greater than exports, while
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the situation when exports are greater than imports relatively is known as surplus. From
1990 to 2020, most of the years, ASEAN faced a deficit. This study utilizes the current
account balance as a consequence of fiscal deficit.

Fiscal balance: Fiscal balance refers to the situation where government expenditures
are equal to government revenues. This balance indicates the amount the government re-
ceives in revenues from taxes/non-tax resources and spends on government expenditures,
for instance, developmental expenditures, such as infrastructure, schools, hospitals, govern-
ment buildings, etc. This balance can be negative when expenditures exceed revenues, and
this is called a fiscal deficit. Likewise, when revenues exceed expenditures, this is known
as a surplus. From 1990 to 2020, in most of the years, ASEAN faced a fiscal deficit.

Official exchange rate: The official exchange rate is officially set by government
authoritative institutions. This study utilizes the official exchange rate as recommended
by the Mundell-Fleming model. It has a significant influence on the trade balance, as
investigated by previous studies [32-34].

Real interest rate: The real interest rate is adjusted for inflation, and it is measured
by the GDP deflator. It plays an essential role in the transmission mechanism of the twin
deficit hypothesis referred to by the Mundell-Fleming model.

Gross domestic product: The final value of goods and services produced within a
country is known as GDP. This study utilizes GDP as an exogenous factor in the Mundell-
Fleming model to avoid any misspecification error and spurious causal effect in the model.
The list of variables with data sources and units is given in Table 4.

Table 4. Variables, Data Sources, and Units.

Gross Domestic Product World Bank Data Bank 2020 Million Dollars
Fiscal deficit Asian Development Bank 2020 In percentages
Current account deficit Asian Development Bank 2020 Million dollars
Official exchange rate World Bank, Databank 2020 Rate variable
Real interest rate World Bank, Databank 2020 Rate variable

3.2. Empirical Model

The objective of this study is to investigate the causal association between the fiscal
and current account deficits in each income sub-group of ASEAN. Mundell-Fleming’s
model is proposed in this study, based on Keynesian macroeconomics. This model states
that the fiscal deficit (increase in govt. ex.) can increase the real interest rate (RIR) which
encourages the capital inflow and appreciation of the currency, which leads to a current
account deficit. This study proposes an empirical model for three income sub-groups, as
current account deficit is a function of fiscal deficit, official exchange rate, real interest rate,
and GDP. The functional form of this model is given below.

CAB = f(FB, EXC, RIR, GDP) 1)
The mathematical expression of the model is
CABjt = ag + p1FBjs + P2EXCit + P3RIR;t + P4GDPjs + €t )

In Equation (2) above, CAB refers to the current account balance, FB is the fiscal
balance, EXC is the official exchange rate, RIR is the real interest rate, and GDP is the gross
domestic product. To analyze this model, this study employs panel econometric techniques,
including the panel unit root test, panel cointegration ARDL, cointegration regression, and
the DH panel Granger causality test.

3.2.1. Panel Unit Root Test

The panel time series data from 1990 to 2020 for each income sub-group (LMIE, UMIE,
HIE) are assumed to be non-stationary. Therefore, to test the stationarity, the study utilizes
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Levin, Lin, and Chu (LLC) [35] and Pesaran and Shin (IPS) [36]. LLC assumes a collective
unit root process and has the null hypothesis that each panel time series in the panel
contains a unit root [35] and the IPS method assumes each cross-section unit root process,
as the unit root coefficient may vary across each cross-section of panel [36]. Generally, the
IPS method is not restrictive in nature, as it assumes the heterogeneous coefficients of a
unit root. The null hypothesis for IPS is that all cross-sections have a unit root. The LLC
test assumes that the error term is independent across the cross-sections and has constant
variance. In Baltagi [37], it is suggested that the LLC test shows satisfactory performance in
the data with cross-sections greater than 5, and observations lie between 10 and 250. After
performing panel unit root techniques, the next step is finding cointegration.

3.2.2. Panel Cointegration Autoregressive Distributed Lag (ARDL)

To further analyze the econometric model, the long-run association among the vari-
ables is important. The panel ARDL has the advantage of being utilized on the stationary/non-
stationary or mixed results of a unit root. In recent studies, panel ARDL is preferred over
the traditional cointegration techniques. Hall and Asteriou [38] suggested that panel ARDL
controls the endogeneity problem of independent variables. Furthermore, panel ARDL is
beneficial to disclose the long-run and short-run dynamics of the model [39]. The panel
ARDL model based on the econometric model of this study is given below.

®)

k presents the number of lags, t is time, and it shows the cross-section at time ¢. The
hypotheses for a long-run relationship among tested variables are given below.

H0:91:92:93:94:0

H1 = 9i 75 0
The null hypothesis for the cointegration relationship is “there is no cointegration”
and the alternative hypothesis is “there is cointegration and at least one coefficient (6) is
not zero”. The long run and short run equations are extracted from the panel ARDL model
(Equation (3)).

K K K K
Zk:l {CAD;; = ay + aq; Zk:l FD;_j + ap; Zk:l LEXCi_j + az; Zk:l IR +eir (4)

K K K K
Y i AMCADy = Bo+ B1i) 4 AFDy_+ P2y {GDP+ B3y . ACEXCy i+ By} | MR+ VECT; + ¢ (5)

Equation (4) is for the long-run relationship. Equation (4) refers to short-run dynamics.
Coefficients B1;, B2i, Bsi, Pai refer to the values of the ¢ — k period. The ECT term in
Equation (5) indicates the error correction term which presents the adjustments towards
long-run equilibrium. The ECT equation is given below.

K K K
ECTy = CADjt —ao —1;) 4 FDyp—azy , EXCip—agi) , IRk (6)

3.2.3. Panel Cointegration Regression

In panel data analysis, after observing the long-run and short-run dynamics, it is
important to re-estimate the model for cointegration regression. Cointegration regression
is known to generate efficient estimators, as argued by Kao and Chiang [40]. Efficient
techniques for cointegration are fully modified ordinary least square (FMOLS) and dy-
namic ordinary least square (DOLS). These two techniques are supportive in dealing with
endogeneity and serial correlation issues. Rahman et al. [41] proposed utilizing DOLS, as it
performs well relative to FMOLS and OLS. Arize et al. [42,43] mentioned that DOLS can
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provide unbiased results by adding leads and lags in the model and utilizing the white
heteroscedasticity standard errors to avoid heteroscedasticity in the panel model.

3.2.4. Dumitrescu and Hurlin (DH) Granger Panel Causality Test

The main objective of this study is to investigate the causal association between fiscal
and current account deficits. For examining causal effects, this study employs the DH
Granger causality test [31], which is best for panel data. This test is preferred to the other
traditional Granger causality tests because it is suitable for unbalanced data and it takes
into account the heterogeneous nature of panel data and also cross-sectional dependence.
This technique has two estimations: first, it estimates the heterogeneous nature of the
panel econometric model, and second, it estimates the heterogeneous nature of the causal
relationship. The DH causality test assumes the adjusted Wald is good and can be utilized
to investigate the panel causal association among the tested variables. This study has four
causal models.

k k k
CADjyt = Yo+ 71i 3 FDi—j+ 72 ) EXCi_j+ 731 ) IRe—j + pit (7)
=1 =1 =1
k k k
FDit = Y0+ 71i ), CADt_j+ 72 Y EXCy_j+ 73i ) IRe—j + pit 8)
=1 =1 =1
k k k
EXCit = Y0+ 71i ) CADy—j+72i Y FDy_j 4+ 73i Y IR,_j + pit )
=1 =1 =1
k k k
IRt = Yo+ 71 ) ,CADt_j+72i ) FDy_j+ 3 ) EXCr_j + piir (10)
=1 =1 =1

The null hypothesis for the DH causality test is “there is no causal homogenous causal
relationship”, which is called homogenous non-causality (HNC). Against the null hypothe-
sis, this technique has two alternate hypotheses: the first is that there is a heterogeneous
causal relationship but not in all cross-sections, and the second is that there is causality in
all cross-sections.

Hy=7i=7i=7i=0 Vi=1,2,...,N
Ha1=7i=7i=73 =0 i=12,...,N;, Ny<N
Hpz = mi # 72i # 731 # 0 i=Ni+1,N+2,...,N

3.2.5. Diagnostic Checks
Endogeneity

Endogeneity issues in panel data emerge due to the existence of omitted variables,
misspecification, and simultaneity between dependent and independent variables. This
study utilizes the Hausman test to detect the misspecification, the likelihood test to detect
the omitted variable, and panel ARDL which passes through many diagnostics such as
serial correlations and endogeneity issues.

Heteroscedasticity

In panel data with N < T (N refers to numbers of cross-sections and T refers to time
series), the dataset may face heterogeneity issues, which can be observed and unobserved.
This issue arises due to variance dynamics. This study is dealing with heterogeneity issues
with dynamic ordinary least squares and fully modified least squares (DOLS and FMOLS).
FMOLS passes through the diagnostics of autocorrelations and heterogeneity by clustering
the stand errors. DOLS deals with heterogeneity by utilizing the white heteroscedasticity
standard error [44].
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3.2.6. Stability Checks

Different economic and political instability shocks can generate structural changes
in an economy. In particular, in panel financial data, it is important to check stability in
the model [45,46]. For this purpose, the study considers change point detection, which
means the specific time when the behavior of the data changes. Change point detection for
each cross-section is possible in panel data. This study utilizes regression-based methods
for change point detection. These are the cumulative sum and cumulative sum of squares
(CUSUM and CUSUMSQ). Recursive estimates are to be employed in this method. CUSUM
is utilized to detect the structural change in the model, while CUSUMSQ) is used to ensure
the stability of the coefficients in the model.

4. Empirical Findings
4.1. Findings from Panel Unit Root Testing

In the regression testing of panel data, it is important to check data stationarity. This
study considers two-panel unit root testing: that of Levin et al. [35] for the collective
unit root and that of Im et al. [36] for the individual unit root. To avoid a high level of
autoregression, the AIC criterion is used to identify the number of lags. GDP, CAD, EXC,
FD, and RIR are tested for a unit root in each panel (LMIE, UMIE, and HIE). In LMIE,
the GDP, FD, CD, and EXC are stationary at level first and integrated at one order I(1),
while RIR is stationary at level and integrated at I(0). In UMIE, the GDP, FD, and EXC are
stationary at the first difference and integrated at I(1), whereas RIR and CAD are stationary
at level. In HIE, the GDP, CAD, FD, and EXC are stationary at first difference, while RIR is
stationary at level. The computed results for panel unit root for three panels are presented
in Tables 5-7.

Table 5. Findings of panel unit root testing for lower-middle-income economies (LMIE).

Im, Pesaran, and Shin (Individual Root)

Levin, Lin, and Chu (Common Unit Root Process)

Variable At Level At First Difference At Level At First Difference
Gross domestic e B _ AT, .
product (GDP) 1.26 (0.897) —3.56 (0.000) (At none) 3.14 (0.99) 5.83 (0.001) (At individual intercept)
. - . _ e (At individual _ s (At individual intercept
Fiscal deficit (FD) 0.89 (0.185) 4.33 (0.001) intercept) 0.05 (0.52) 4.64 (0.000) and trend)
Real interest _ : _ B (At individual intercept
rate (RIR) 2.40 (0.008) (At none) 3.29 (0.00) and trend)
Current account 368(0999)  —299 (0.001)*  (Atindividual 289(099)  —5.69(0.002)** (At individual intercept)
deficit (CAD) ’ ' ' ' intercept) ’ ’ ’ ' p
Exchange 1.58 (0.943) ~6.19 (0.001) **+* (At none) —0.72(023)  —3.98(0.000)**  (Atindividual intercept)
rate (EXC)
Note: *** represents significance at 1%; value in brackets presents p-values. Without brackets indicate t-statistic values.
Table 6. Findings of panel unit root testing for upper-middle-income economies (UMIE).
Im, Pesaran, and Shin (Individual Root) Levin, Lin, and Chu (Common Unit Root Process)
Variables At Level At First Difference At Level At First Difference
Gross domestic B e (At individual B ek (At individual
product (GDP) 0.20 (0.580) 2.88 (0.001) intercept) 1.93 (0.970) 3.69 (0.000) intercept)
Fiscal deficit (FD) ~ —0.25 (0.400) —479(0.001) #+  (Atindividual —1.14 (0.120) 658 (0.001) ++  (Atindividual
intercept) intercept)
Real interest _ . ) (At individual _ . ) (At individual
rate (RIR) 2.81(0.002) intercept) 2.50 (0.006) intercept)
Current account ek ) (At individual _ e ~ (At individual
deficit (CAD) —3.52(0.000) intercept) 3.99.(0.001) intercept)
(At individual e
Exchange —0.41 (0.340) —6.25(0.002) ** intercept and —0.05 (0.472) —446(0001) =+ (Atindividual
rate (EXC) intercept)
trend)
Note: *** represents significance at 1%; value in brackets presents p-values. Without brackets indicate t-statistic values.
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Table 7. Findings of panel unit root testing for higher-income economies (HMIE).

Im, Pesaran, and Shin (Individual Root)

Levin, Lin, and Chu (Common Unit Root Process)

Variable At Level At First Difference At Level At First Difference
Gross domestic _ " (At individual B o (At individual
product (GDP) 0.40 (0.65) 1.76 (0.03) intercept) 1.28 (0.90) 2.16 (0.01) intercept)
Fiscal deficit (FD) 0.52 (0.29) —3.81 (0.00) (Atindividual 0.98 (0.16) 5.07 (0.00) *** (Atindividual
intercept) intercept)
Real interest _ . } (At individual _ s B (At individual
rate (RIR) 2.79 (0.00) intercept) 2:41(0.00) intercept)
Current account o _ _ (At individual
deficit (CAD) 0.57 (0.71) —6.12 (0.00) (At none) 0.07 (0.47) 4.20 (0.00) intercept)
(At individual e
Exchange —0.46 (0.32) —2.83 (0.00) *** intercept and —0.40 (0.34) —2.19 (0.01) * (Atindividual
rate (EXC) trend) intercept)

Note: ***, ** represents significance at 1%, and 5%, respectively; value in brackets presents p-values. Without
brackets indicate t-statistic values.

4.2. Fixed/Random Effects for Panel Data

In order to select the best model for the panel data, tests are needed to be conducted
systematically, such as a Chow test (redundant fixed effects test), Lagrange multiplier test
(omitted random effects test), and Hausman test (correlated random effects test). In Table 8,
systematic findings reveal that, in each income sub-group of ASEAN, the random effect
model is more efficient (it has a small asymptotic variance). Cross-sectional independence
is also supported in each group.

Table 8. Fixed and Random Effects for Panel Data.

Lower-Middle-Income Economies

Chow Test Lagrange Multiplier Test Hausman Test

HO0: Common Effect
H1: Fixed Effects

HO0: Common Effects
H1: Random Effects

HO: Random Effects
H1: Fixed Effects

Cross-section dependence test

Upper-middle-income economies

Cross-section dependence test

Higher-income economies

Cross-section dependence test

Decision: select CE (accept HO)
Pesaran CD: 0.58

Prob. =041

HO: common effect

H1: fixed effects

Decision: select CE (accept HO)
Pesaran CD: 0.75

Prob. =0.29

HO: common effect

H1: fixed effects

Decision: select CE (accept HO)

Decision: select RE (reject HO)

N < T (cross-sections are independent)

HO: common effects
H1: random effects
Decision: select RE (reject HO)

N < T (cross-sections are independent)

HO: common effects
H1: random effects
Decision: select RE (reject HO)

Decision: random effects (accept HO)

HO: random effects
H1: fixed effects
Decision: random effects (accept HO)

HO: random effects
H1: fixed effects
Decision: random effects (accept HO)

Pesaran CD: 0.44

Prob. = 041 N < T (cross-sections are independent)

After concluding the random effects in income sub-group in Table 8. Table 9, shows
the significance level of each tested variable in standard panel regression, which is the
estimation of generalized least square. The results indicate that RIR significantly influences
CAD in LMIE and HIE, while RIR and EXC both significantly affect CAD in UMIE. A fiscal
deficit is not creating another deficit, which is the current account deficit. After estimating
the EGLS for all the panels, this study analyzes the model through panel ARDL. Panel
ARDL is a well-behaved technique that passes diagnostic tests as well, for instance, serial
correlation and endogeneity issues in the model. Further, PARDL is exploring the long-run
and short-run dynamics between the tested variables. The results of panel ARDL for all the
panels are in Tables 10-12.



Mathematics 2022, 10, 3259 13 of 23
Table 9. Results of panel EGLS (random effects).
Dependent Variable . . e
CAD Coefficient t-Statistic p-Value
Lower-middle-income economies
Exchange rate (EXC) —0.28 —-1.27 0.21
Real interest rate (RIR) 0.06 8.57 0.00 ***
Fiscal deficit (FD) 0.008 0.81 0.40
Upper-middle-income economies
Exchange rate (EXC) —0.53 —2.05 0.04 **
Real interest rate (RIR) 0.02 2.077 0.03 **
Fiscal deficit (FD) 0.04 1.54 0.13
Higher-income economies
Exchange rate (EXC) 0.08 1.49 0.13
Real interest rate (RIR) 0.12 2.62 0.01 **
Fiscal deficit (FD) 0.01 1.33 0.19

Note: ***, ** represents significance at 1%, and 5%, respectively.

Table 10. Findings of panel auto-regressive distributed lag (ARDL) for lower-middle-income
economies (LMIE).

Dependent Variable

CAD Coefficient Std. Error t-Statistic p-Value
Long-run equation
Exchange rate (EXC) —0.14 0.22 —1.85 0.04 **
Real interest rate (RIR) 0.04 0.009 495 0.00 ***
Fiscal deficit (FD) 0.003 0.008 0.46 0.64
Short-run equation
COINTEQO1 —0.78 0.14 —5.21 0.00 ***
A (CAD(-1)) 0.04 0.05 0.81 0.42
A (EXC) 1.41 2.13 0.66 0.50
A (EXC(-1)) 0.80 1.18 0.67 0.50
A (RIR) 0.01 0.03 0.39 0.69
A (RIR(—1)) —0.014 0.01 -1.23 0.22
A (FD) —0.01 0.06 —0.23 0.81
A (FD(-1)) —0.02 0.02 —0.75 0.45
Gross domestic product (GDP) 0.93 0.22 4.11 4.11
Constant (C) —-1.79 1.48 —1.21 0.22

Note: The model selection is AIC (Akaike information criterion), dependent lags are two (automatic selection),
GDP is utilized as a fixed regressor, and the model selection is ARDL (2,2,2,2), with ***, ** representing significance
at 1% and 5%, respectively. Value in brackets presenting p-values. This table note applies to Tables 11 and 12
as well.

4.3. Findings of Panel ARDL for Three Sub-Groups

After panel unit root tests on three panels, this study utilizes panel ARDL for investi-
gating the short-run and long-run dynamics. Panel ARDL covers the lack of traditional
cointegration tests, as discussed by Pedroni [47]. It is suitable to deal with the endogeneity
problem of independent variables [48]. The null hypothesis for panel ARDL is “there is no
cointegration between variables”. In panel LMIE, the auto-adjusted model is selected at
lag 2, ARDL (2,2,2,2). ARDL estimates long-run and short-run dynamics simultaneously.
In the long-run equation of LMIE, FD is not significant to CAD, while EXC and RIR are
highly significant and influence CAD, as shown in Table 10. The exchange rate is inversely
related to CAD, as a one percent increase in the exchange rate can bring a 0.14% decrease in
CAD in the long run. In the short-run equation, the ECT term is highly significant. About
78 percent convergence is possible annually to the long-run equilibrium. The lag values of
the tested variables are insignificant to CAD in the short run.
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Table 11. Findings of panel auto-regressive distributed lag (ARDL) for upper-middle-income
economies (UMIE).

Dependent Variable Coefficient Std. Error t-Statistic p-Value
CAD
Long-run equation
Exchange rate (EXC) 0.19 0.35 0.54 0.58
Real interest rate (RIR) 0.04 0.02 2.13 0.03 **
Fiscal deficit (FD) 0.08 0.07 1.01 0.32
Short-run equation
COINTEQO1 —0.69 0.32 —2.11 0.03 **
A (EXC) 1.18 0.81 1.45 0.15
A (EXC(-1)) 1.63 0.55 2.94 0.004 ***
A (RIR) —0.01 0.01 —1.64 0.10
A (RIR(—1)) —0.01 0.02 —0.69 0.49
A (FD) 0.06 0.06 1.06 0.28
A (FD(-1)) 0.05 0.02 1.98 0.05 **
Gross domestic product (GDP) 0.71 0.45 1.58 0.11
Constant (C) —2.04 3.23 —0.63 0.52

Note: ***, ** represents significance at 1%, and 5%, respectively.

Table 12. Findings of panel auto-regressive distributed lag (ARDL) for higher-income
economies (HMIE).

Dependent Variable

CAD Coefficient Std. Error t-Statistic p-Value
Long-run equation
Exchange rate (EXC) 0.46 0.56 0.82 0.41
Real interest rate (RIR) 0.006 0.003 2.24 0.03 **
Fiscal deficit (FD) 0.02 0.001 144 0.00 ***
Short-run equation
COINTEQO1 —0.98 0.08 —-11.77 0.00 ***
A (EXC) 3.03 1.81 1.67 0.10
A (EXC(-1)) —3.62 2.24 —1.61 0.11
A (RIR) —0.02 0.01 —-1.91 0.06 *
A (RIR(—1)) —0.0008 0.006 —0.11 0.90
A (FD) 0.002 0.02 0.09 0.92
A (FD(-1)) —0.01 0.001 —6.91 0.00 ***
Gross domestic product (GDP) 0.38 0.30 1.26 0.21
Constant (C) 4.87 4.23 1.15 0.25

Note: ***, ** * represents significance at 1%, 5% and 10%, respectively.

In the panel ARDL of UMIE, as shown in Table 11, RIR is significant to CAD and has a
long-run relationship, while EXC and FD are insignificant to CAD. The ECT term is highly
significant and shows a 69 percent convergence to the long-run equilibrium annually. A
two-year lag value of EXC is significant to CAD in the short run. Similarly, a two-year
lag value of FD is significant and has a short-run relationship with CAD. The lag values
of RIR and EXC are not significant and have no short-run relationship with the current
account deficit.

In HIE, as shown in Table 12, RIR and FD are significant to CAD and have a long-run
relationship. A one percent increase in FD can generate a 0.02 percent increase in current
account deficit (CAD). A one percent increase in real interest rate creates a 0.006 percent
increase in CAD. The exchange rate is insignificant in HIC. In short-run dynamics, the error
correction term is significant and converges to long-run equilibrium by 98 percent annually.
The one-year lag value of RIR is significant in the short run, while the two-year lag value of
fiscal deficit is significant to CAD in the short run.



Mathematics 2022, 10, 3259

15 of 23

4.4. Findings of Panel Cointegration Regression

Cointegration regression is helpful to generate the normally distributed efficient es-
timators. In panel data analysis, it is important to re-estimate the model to analyze the
magnitudes/sensitivities of coefficients. Efficient techniques for panel cointegration regres-
sion are fully modified ordinary least squares (FMOLS) and dynamic ordinary least squares
(DOLS). This study utilizes both techniques. FMOLS and DOLS support avoiding endo-
geneity and serial correlation issues. Previous studies such as [42,43] have recommended
utilizing DOLS because it performs well relative to OLS and FMOLS. DOLS resolves the
endogeneity problem by adding leads and lags in the model and it uses the white het-
eroscedasticity stand errors to cover up the heteroscedasticity problem in the model. The
FMOLS and DOLS results for each group, i.e., LMIE, UMIE, and HIE, are presented in the
sub-sections as follows.

The cointegration regression results for LMIE are presented in Table 13. The results
show that RIR is significant in FMOLS and DOLS. The RIR coefficient is much more
sensitive in FMOLS relative to the coefficient in DOLS. EXC is significant at 4 percent
in FMOLS, while, in DOLS, EXC does not significantly influence CAD. In FMOLS, the
coefficient of EXC is more sensitive at 1.93, greater than unity. A one percent increase in
EXC can bring a 1.93 percent increase in CAD. The fiscal deficit is not significant in FMOLS
or DOLS. GDP is significant and sensitive to CAD in both techniques (FMOLS and DOLS).
In DOLS, the R? value is 82 percent, which is relatively better than FMOLS’s R2.

Table 13. Findings of FMOLS and DOLS for LMIE.

Variables FMOLS DOLS
Dependent Variable . . t-Statistics . . t-Statistics

CAD Coefficient (p-Value) Coefficient (p-Value)
RIR 0.05 2.33 (0.030) ** 0.03 1.91 (0.041) **
EXC 0.07 1.93 (0.040) ** 0.28 1.60 (0.110)
FD —0.02 —1.30 (0.191) 0.005 0.892

GDP 0.98 7.94 (0.000) *** 1.35 5.88 (0.000) ***
R? 0.70 0.88

Note: the values with ***, **, represent significance at levels 1%, and 5%, respectively.

The cointegration regression results for UMIE are presented in Table 14. RIR does
not significantly affect CAD in UMIE, while EXC influences CAD significantly. FD is
also significant and induces CAD in UMIE. Therefore, in upper-middle-income countries
(UMIE), fiscal deficit can induce a current account deficit in the long run. Moreover, the
fiscal deficit is more sensitive to the current account deficit relative to the fiscal deficit
of LMIE.

Table 14. Findings of FMOLS and DOLS for UMIE.

Variables FMOLS DOLS
Dependent . . t-Statistics . t-Statistics
Variable CAD Coefficient (p-Value) Coefficient (p-Value)
RIR 0.008 0.81 (0.411) 0.008 0.76 (0.440)
EXC —0.12 —2.47 (0.010) ** —0.09 —1.85 (0.060) *
FD 0.07 1.95 (0.050) ** 0.07 1.91 (0.050) **
GDP 0.87 53.61 (0.000) *** 0.86 49.76 (0.000) ***
R? 0.72 0.82

Note: the values with ***, **, and * represent significance at levels 10%, 5% and 1%, respectively.

In HIE, as shown in Table 15, RIR is insignificant, and likewise in UMIE. Fiscal deficit
is less sensitive to current account deficit but significant. EXC is much more sensitive in
HIE as compared with the EXC of LMIE and UMIE. Higher-income countries have a higher
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demand for imports, due to which the exchange rate is much more sensitive in Singapore
and Brunei.

Table 15. Findings of FMOLS and DOLS for HIE.

Variables FMOLS DOLS
Dependent Variable —_ t-Statistics . t-Statistics

CAD Coefficient (p-Value) Coefficient (p-Value)
RIR —0.001 —0.35 (0.720) —0.01 —0.94 (0.350)
EXC —3.53 —3.06 (0.003) ** —4.67 —2.63 (0.010) **
FD 0.01 3.80 (0.000) *** 0.02 2.74 (0.010) **

GDP 0.80 15.36 (0.000) *** 0.72 13.21(0.020) **
R? 0.40 0.78

Note: the values with ** and ** represent significance at levels 1% and 5%, respectively.

4.5. DH Granger Causality Analysis for ASEAN’s Income Groups

The results of DH Granger causality for the three income groups of ASEAN are given
below in Table 16. The causality between tested variables is based on lag length one. The
null hypothesis of the DH causality test is “there is no homogenous causality”. The results
for LMIE indicate that CAD causes FD, while the fiscal deficit does not cause CAD. This
relationship refers to the reverse causality between FD and CAD. This is known as the
current account targeting hypothesis. Furthermore, in the LMIE, FD and EXC cause RIR.
Dynamics in the exchange rate can influence the purchasing power of income and capital
gains. The exchange rate affects other income factors such as the interest rate in LMIC. In
UMIE, there is no evidence of a causal relationship found between FD and CAD. FD causes
RIR, and RIR causes EXC. The dynamics in government expenditures can influence the
interest rate, which in turn fluctuates the exchange rate. In HIE, CAD causes FD, and FD is
not homogenously causing CAD. Reverse causality is found between CAD and FD in HIE.
It indicates that the HIE of ASEAN (Singapore and Brunei) face increased imports, which
influences the fiscal deficit. Further, the exchange rate is affecting the real interest rate of
HIE, and likewise in LMIE.

4.6. Diagnostic Checks

To address the endogeneity issue which may arise due to misspecification and simul-
taneity, this study utilizes the Hausman test and likelihood ratio test. The heteroscedasticity
is utilized to capture the heterogeneity effects in the model for each group. The results (see
Table 17) for all diagnostics indicate that there is no misspecification observed in the model
for each group. The heteroscedasticity can be observed in the LMIE and UMIE (significant
at 10%), which can be the non-essential heteroscedasticity.

4.7. Findings of Stability Diagnostics

The study uses the CUSUM and CUSUMSQ) tests to estimate and detect the structural
break and the coefficient constancy and stability in the mode, respectively. The CUSUM and
CUSUMSQ graphs are given in Figures 6 and 7. In the figures, the two red lines indicate
the critical bounds at a 5 percent significance level, while the blue line shows the process
mean. In the CUSUM test, any value that lies outside the order indicates the structural
change in the model over time. Likewise, in the CUSUMSQ) test, any value that lies outside
the sequence indicates the instability in the parameter coefficients within the model. It
is observed that there are no change points/structural breaks in cross-sections. On the
other hand, CUSUMSQ in Cambodia, Indonesia, Vietnam, and Singapore indicates the
instability of parameters. Cambodia is the most volatile among the panel from 2006 to 2017.
Indonesia, Vietnam, and Singapore face instability in parameters for a short period of time.
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Table 16. Findings of DH Granger causality for three income groups.

Null Hypothesis W-Stat Zbar-Stat p-Value
Lower-middle-income economies (LMIE)

CA » FD 4.68 2.28 0.021 **
FD-»CAD 1.81 —0.35 0.722
RIR-»CAD 2.38 0.41 0.680
CAD-»RIR 1.08 —1.02 0.300
FD-»EXC 0.90 -1.18 0.230
EXC-»FD 0.63 —1.43 0.150

FD-»IR 0.28 -1.76 0.070 *

RIR-~FD 1.20 —-091 0.362
EXC-»RIR 6.10 3.58 0.000 ***
RIR-~EXC 3.79 1.46 0.141
EXC-»CAD 2.38 0.17 0.862
CAD—+»EXC 0.71 —1.36 0.173

Upper-middle-income economies (UMIE)

CA-»FD 0.33 -1.32 0.182
FD-»CAD 0.78 —1.007 0.311
RIR-~CAD 2.59 0.28 0.777
CAD-»RIR 0.24 -1.39 0.166
FD—-+»EXC 1.34 —0.60 0.544
EXC-»FD 0.82 —-0.97 0.322

FD-»RIR 5.31 221 0.020 **

RIR-»FD 1.92 —0.19 0.840
EXC—-»RIR 3.00 0.57 0.560
RIR-~EXC 597 2.68 0.007 ***
EXC-»CAD 0.78 —1.00 0.311
CAD-»EXC 1.89 —0.22 0.822

Higher-income economies (HIE)

CA-»FD 11.95 5.67 0.000 ***
FD-»CAD 0.94 —0.73 0.460
RIR-~CAD 1.43 —0.44 0.650
CAD-»RIR 1.65 —0.31 0.752
FD-»EXC 1.41 —0.45 0.643
EXC—+FD 0.72 —0.85 0.396

FD-»RIR 0.60 —0.93 0.355

RIR-~FD 1.09 —0.64 0.522
EXC-+RIR 5.89 2.14 0.033 **
RIR-~EXC 2.52 0.19 0.840
EXC-»CAD 294 0.43 0.666
CAD—-+EXC 2.10 —0.05 0.955

Note: *, **, and *** represent significance at 10%, 5%, and 1%, respectively. The lag is 2. The symbol ‘-’ refers to

‘does not cause’.

Table 17. Diagnostic checks for endogeneity and heterogeneity in the models.

Lower-Middle-Income Economies (LMIE)

Model Omitted Variable Test Specification Test Heteroscedasticity
TEST Likelihood ratio Hausman test Breusch-Pagan
Hypotheses Ho: omitted variable is Hy: no omitted variable Hg: constant variance

irrelevant
Equation (2) 0.41 (p-value) 0.31 (p-value) 0.07 *
Upper-middle-income economies (UMIE)
Equation (2) 0.22 (p-value) 0.16 (p-value) 0.09 *
Higher-income economies (HIE)
Equation (2) 0.35 (p-value) 0.19 (p-value) 0.11
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5. Discussion

In lower-middle-income economies (LMIE), the fiscal deficit (FD) has no long-run or
short-run relationship with CAD. In fact, FD does not significantly induce CAD. Further,
EXC and RIR can have a long-term influence on CAD. EXC is inversely associated with
CAD, as depreciation in the exchange rate encourages exports, and with high exports,
the current account deficit may decrease. When the interest rate increases, it encourages
capital inflow and appreciation in the exchange rate, which may result in a deficit in
current accounts. In LMIE, according to the results of the DH causality test, there is a
unidirectional causal relationship from CAD to FD. This leads to reverse causality from the
current account deficit to the fiscal deficit. This is known as the current account targeting
hypothesis. Therefore, LMIE need to adjust the trade balance by utilizing fiscal policy tools.
The transmission mechanism is that, when imports increase in LMIE, it induces an increase
in government expenditures which leads to the fiscal deficit.

In UMIE, the real interest rate (RIR) has a positive long-run relationship with the
current account deficit. The high-interest rate can increase imports and generates a current
account deficit (imports > exports). This relationship is not sensitive, as the RIR coefficient
value is less than unity (0.008) and approaches zero. EXC and FD are significant to CAD in
the long run, and the two-year past lag of EXC and FD is significant in the short run and has
an impact on GDP growth. Moreover, in UMIE, there is no causality found between FD and
CAD, in line with the work of [49]. This type of causality supports Ricardian equivalence
theory. These results support the independent causality hypothesis between FD and CAD.
Further fiscal deficit positively causes interest rate, and interest rate causes exchange rate.
These results disclose that an increase in fiscal deficit puts upward pressure on the interest
rate, which leads to an influence on the exchange rate level.

In the HIE of ASEAN, interest rate and fiscal deficit influence CAD for the long-run
term period. RIR has a significant relationship with CAD, revealing that capital inflows
are encouraged when the interest rate is high. A fiscal deficit can induce current account
balance via different transmission mechanisms. Therefore, the well-known mechanism
is that an increase in government expenditures (fiscal deficit) puts upward pressures on
the interest rate and capital inflow increases, encourages imports, and falls in net exports,
which generates the deficit in current accounts. This channel is supported by the Mundell-
Fleming model. The one-year period lag of fiscal deficit has a significant and inverse
relationship with CAD. In other words, the past year of fiscal deficit does not encourage
the imports, which improves the current account deficit.

This study disclosed different results in these groups of ASEAN. Table 18 illustrates
the comparative analysis between ASEAN-10 and its three income groups.

Table 18. Comparison between ASEAN-10, LMIE, UMIE, and HIE.

Lower-Middle-Income Economies (LMIE) Upper-Middle-Income Economies (UMIE) Higher-Income-Economies (HIE)

Current Account Deficit

RIR
EXC
FD

CATH (unidirectional causality)

No causality

(CAD and FD are independent) CATH (unidirectional causality)

Significant Insignificant Insignificant
Significant Significant Significant
Insignificant Significant Significant
RIR is less sensitive/elastic to CAD EXC and FD are less sensitive/elastic to CAD EXC is more sensitive/elastic to CAD

In the HIE of ASEAN, there is a unidirectional causal relationship from CAD to FD,
leading to reverse causality from the current account deficit to the fiscal deficit. This is
known as the current account targeting hypothesis (CATH). Baharumshah et al. [19] men-
tioned that a high interest rate encourages foreign capital inflows, leads to an appreciated
exchange rate, results in high government expenditures, and finally widens the fiscal
deficit. The HIE (Singapore and Brunie) governments can exterminate the deficit in current
accounts by utilizing the fiscal policy as a tool.
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6. Conclusions

The primary aim of this study is to explore the causal relationship between fiscal
and current account deficits in ASEAN income subgroups (LMIE, UMIE, and HIE). The
study aims to, secondly, investigate the impact of fiscal deficit on current account deficit in
the short run and long run and, thirdly, to explore the behavior of exchange and interest
rate. Therefore, for the first objective, the study concludes that there is a current account
targeting hypothesis supported in lower-middle-income economies (LMIE), which means
reverse causality is found between fiscal and current account deficits in LMIE. It implies
that current account imbalance is transmitted to national accounts, through the actions of
automatic stabilizers, in an adverse way. In this case, the government has the main objective
of reducing the unfavorable current account balance by utilizing the restrictive fiscal policy,
which means reducing government expenditures and transferring and increasing revenues,
among other tasks. Further, for the second and third objectives for LMIE, RIR and EXC
have a significant long-run relationship with CAD, while no short relationship is found
between the tested variables. RIR and EXC are influential to CAD in the long run and can
be utilized for long-term policy implications.

In upper-middle-income economies (UMIE), there is no causality relationship found
between fiscal and current account deficits. The Ricardian equivalence hypothesis is
supported in UMIE. It states that an increase in tax rate can contract the fiscal deficit but
may not change the trade balance. An increase in the fiscal deficit will not alter the capital
inflows or the level of aggregate demand. Hence, in UMIE, fiscal deficit has no consequence
on current account deficit. This is where government expenditures are not leading to an
increase in imports and generating negative net exports. Further, EXC and FD have a
long-run cointegrated relationship with CAD.

Interestingly, FD has a significant long-run relationship with CAD, but FD and CAD
have no causality association. This case is unique because causality is different from single
equation significance. Hence, in the long term, FD can have the consequence of CAD. In
short-run dynamics, the two-year lags of EXC and FD have a significant influence on CAD.
In higher-income economies (HIE), and likewise in LMIE, the current account targeting
hypothesis is confirmed. FD and EXC are observed as influential on CAD in the long
run, while in the short run RIR and the two-year past lag of FD has an impact on CAD.
Moreover, the exchange rate plays an essential role as a moderator between FD and CAD
in all three income sub-groups.

7. Policy Implications

After concluding the results, this study recommends a few policy implications,
given below.

1.  In LMIE, policy practitioners can target the current account balance, as it monitors the
trade competitiveness to evaluate the flow of net exports. A unidirectional relationship
from CAD to FD indicates that the current account is initiating the fiscal deficit, and
external imbalance is transmitted to national accounts via automatic stabilizers.

2. The results for UMIE can illuminate to the policymakers that the fiscal deficit does
not cause the trade balance in the context of the twin deficit hypothesis. However, the
fiscal deficit can influence and has a consequence on the current account deficit in the
long run. Hence, the fiscal deficit and the exchange rate can be the targeted factors
for authorities.

3. Fiscal policy tools can be utilized to achieve favorable current accounts in HIE. Prac-
titioners can target the current account balance to minimize the fiscal deficit. The
current account targeting hypothesis (CATH) leads to monitoring the trade balance.
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