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Abstract
The ‘twin deficits hypothesis’ (TDH) claims that there is a connection between fiscal
and current account deficits. In its most extreme form, popularized by the ‘New
Cambridge School’ in the 1970s, the argument was that, with equilibrium in the private
sector, the size of the public sector deficit was proportional to, and the principal
determinant of the size of the current account deficit. In softer versions, private sector
equilibrium is not assumed, but it is still argued that changes in the size of the fiscal
deficit result in broadly equivalent changes in the current account. If valid, the TDH has
important policy implications. In this paper we critically review the theoretical rationale
for the TDH. We go on to examine the empirical evidence relating to it. We find little
consistent support for the hypothesis either across our sample of advanced OECD
countries or members of the BRICS group, excluding Russia. An explanation of current
account disequilibria requires going beyond a narrow focus on fiscal imbalances in the
context of the twin deficits hypothesis.

Keywords Twin deficits . Current account balances . Fiscal deficits

JEL Classification F41 . F42

1 Introduction

The sharp increase in the size of the US current account balance of payments deficit in
the first half of the 2000s, along with the severe payments problems encountered by a
number of Euro-zone countries after 2009, has reawakened interest in the causes of
such deficits. This has led to a re-examination of the relationship between current
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balance deficits and fiscal deficits. Most notoriously in the case of Greece, the
burgeoning fiscal deficit was frequently presented as the single most significant cause
of the current account deficit and the related crisis in that country. Correcting current
account deficits seemed therefore to rely fundamentally on fiscal consolidation and
austerity.

Although recent events have brought it back into the limelight, the connection
between the ‘twin’ deficits has been studied for many years. In some way, it is
scrutinized in most macroeconomic textbooks. The ‘twin deficits hypothesis’ (TDH)
received close attention from economists at the IMF as early as the 1950s and 1960s
(Polak 1957) and it was a defining feature of the ‘New Cambridge’ school in the 1970s
and 1980s (for example, Cripps and Godley 1976).

Clearly if there is a universal and causal connection between fiscal deficits and
current account payments deficits, it makes designing macroeconomic policy
considerably easier. Dealing with unsustainable payments problems would, in these
circumstances, become relatively straightforward. Reducing the fiscal deficit would be
a sure way of reducing current account deficits. Detailed analysis of the responsiveness
of the current account to changes in income and the structure of relative prices would
become largely redundant and policy attention would only need to focus on the fiscal
balance.

In the context of studies of global economic imbalances, recent research has also
examined the twin deficits hypothesis and the extent to which current account deficits
are driven by budget deficits. For example, Chinn et al. (2014) argue that much of the
evidence they present is consistent with the twin deficits hypothesis, although they also
argue that the two deficits move together less than proportionately. They argue that
their findings are similar to those found by other researchers (Erceg et al. 2005, and
Abbas et al. 2010). Against the backdrop of this overall finding, Chinn et al. also claim
that the correlation between changes in the budget balance and the current account
balance hold for the USA and the UK. Other studies have been less supportive of the
twin deficits hypothesis and have argued that changes emanating from the private
sector have been more important in influencing global imbalances than those emanating
from the public sector (for example, IMF, 2004).1

In this paper, we undertake a disaggregated empirical examination of the relationship
between fiscal and current account balances by calculating a series of simple correlation
coefficients. We distinguish between cyclical and structural balances and also examine
different measures of the current account. We not only investigate the relationship
across countries but also within countries over time. Disaggregation is important since
if the relationship varies across countries, correlations based on large samples may be
misleading. If the differences between countries are sufficiently substantial, then the
whole notion of a universally applicable twin deficits hypothesis is undermined. We
cover a period running from 1978 to 2017 and break this down into a series of sub
periods. Issues of data availability and comparability force us to focus largely on

1 Other papers that examine the twin deficits hypothesis for different individual countries and that use a range
of different econometric techniques include: Baharumshah et al. (2006), Normandin (1999), Bluedorn and
Leigh (2011), Miller and Russek (1989), Chinn (2005), Chinn and Prasad (2003), Chinn and Ito (2007, 2008),
Corsetti and Muller (2006) and Gruber and Kamin (2007).
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advanced OECD countries, although we briefly explore the twin deficits hypothesis for
four of the five BRICS (Brazil, India, China and South Africa).

The paper is organized in the following way. Section 2 provides a brief theoretical
discussion of the relationship between fiscal deficits and current account deficits. It
analyses reasons as to why the justification for the TDH is theoretically insecure.
Section 3 presents our empirical investigation of the relationship based on estimating
correlation coefficients between the two deficits. Section 4 offers some additional
commentary on the hypothesis in the light of our results. Section 5 presents some
concluding remarks and discusses the direction of future research.

2 The Twin Deficits Hypothesis: an Analytical Assessment

The twin deficits hypothesis leads on from the so-called ‘three balances identity’.
Derived from a simple income/expenditure model, the three balances relate to the
current account balance (exports minus imports, X – M), the private sector balance
between saving and investment (S – I), and the public sector balance between taxation
and government expenditure (T – G). The accounting identity may be expressed as:

X–M ¼ S–Ið Þ þ T–Gð Þ ð1Þ

If it is assumed that the private sector balance does not change, then the implication is
that a change in the size of the fiscal balance will be perfectly reflected by an equivalent
change in the size of the current account balance. An increase in the fiscal deficit will,
for example, lead to an equivalent deterioration in the current account. With some
limited variability in the private sector balance, the connection between the fiscal
balance and the current account balance will become less firm but there may still be
a discernible relationship between fiscal and current account imbalances.

A harder version of the TDH is that, with domestic private sector saving equal to
investment, the current account balance will strictly reflect the size of the fiscal balance.
It was the assertion made by the ‘New Cambridge’ school that, in the UK, the private
sector balance summed to zero that led to the conclusion that fiscal deficits would be
matched by approximately similar sized current account deficits. The correlation
between domestic saving and investment has frequently been taken as indicating the
degree of capital account openness (see, for example, Feldstein and Horioka 1980).
Thus, the harder version of the TDH is more likely to hold in countries with a low
degree of capital mobility. Where there is a high degree of capital mobility, the softer
version of the hypothesis that relates changes in the current account deficit to changes
in the fiscal balance may still hold, unless international capital flows are volatile, with
the relationship between domestic saving and investment changing over time.

What does basic macroeconomic theory tell us about the connection between fiscal
and current account balances? If the twin deficits hypothesis holds in some form, what
is the transmission mechanism between fiscal deficits and current account deficits?
How, for example, does an increase in the size of the fiscal deficit cause an increase in
the size of the current account deficit? The simple quasi Keynesian answer is that, other
things being given, an increase in the fiscal deficit will lead to an increase in nominal
income, depending on the value of the multiplier. If real output rises there will be a
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related increase in imports. If the price level rises, there will be a loss of competitive-
ness and, as a consequence, imports will increase and exports will fall.

Post-Keynesian theory challenges this simple causal connection, by claiming that
changes in the fiscal balance induce offsetting changes in the private sector balance.
Monetarists placed the emphasis on ‘crowding out’. They claimed that a larger fiscal
deficit leads to larger borrowing, an increase in the rate of interest and, as a result, a
decline in private sector investment and rise in private sector saving. A rise in G relative
to T, will therefore be largely offset by a broadly equivalent fall in I relative to S. The
net effect on the current account will therefore be approximately zero. In the same
spirit, new classical economists reactivated the idea of Ricardian equivalence and
claimed that an increase in G relative to T will lead people to expect a future hike in
taxes and that this will then lead them to increase current period saving. Again the
effect of the increasing fiscal deficit on the current account will be neutralized.

The effect of a fiscal deficit on the current account could also, in principle, work
through the monetary sector. Where a fiscal deficit is monetized rather than bond
financed, the related growth in the money supply could lead to inflation, which then
causes an appreciation in the real exchange rate, a loss of competitiveness and an
increase in imports as well as a fall in exports.

The more recent ‘expansionary contractions hypothesis’ (see Giavazzi and Pagano
1990 and Barry and Devereux 1995) implies that an increase in the fiscal deficit could
even strengthen the current account. This will occur where the increase in the fiscal
deficit so undermines private sector confidence that the induced decline in private
sector investment and the increase in saving results in a change in the private sector
balance that is quantitatively larger than the one in the public sector balance. Here an
increasing fiscal deficit is linked to a declining current account deficit.2

Two other things may disrupt the causal connection that is conventionally associated
with the twin deficits hypothesis. The first relates to the impact of economic cycles.
During a recession it is probable that imports will decline and that the current account
will strengthen. It is also likely that tax receipts will fall and government expenditure
will rise. In other words, there will be automatic tax changes and built-in fiscal
stabilizers. If the fiscal deficit is not cyclically adjusted, this means that during a
recession, the fiscal deficit will get larger and the current account deficit will get
smaller. This is the opposite of the relationship claimed by the twin deficits hypothesis.
Second, while a causal connection may exist between the twin deficits, it may run from
the current account deficit to the fiscal deficit. This could be the case where a country
relies heavily on export taxes. A fall in the value of exports caused by an exogenous
shock may lead not only to a deteriorating current account but also to an increasing
fiscal deficit. The deficits will be correlated but with the causal connection running in
the opposite direction to the one assumed by the twin deficits hypothesis.

What emerges from the above discussion? The relationship between fiscal deficits
and current account deficits appears to be considerably more complicated than that

2 Recent debates about the effects of fiscal policy, particularly in the context of fiscal stimulus and consol-
idation in the aftermath of the global economic and financial crisis in 2008 are summarised in Bird (2016).
Explanations of the post Keynesian approach may be found in Kahn and Posner (1974) and Meyrelles Filho
et al. (2013). The monetary approach to fiscal policy is analyzed in Johnson (1977), Kreinin and Officer
(1978), Shone (1980) and Whitman (1975). Barro (1974) and Seater (1983) provide succinct treatments of
Ricardian Equivalence.
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assumed by the simple twin deficits hypothesis. This is even putting to one side the
impact that fiscal deficits may have on interest rates, indebtedness and the capital
account, and thereby on the exchange rate and the current account. Since there is
little reason to believe that the nature and strength of the various relationships
discussed in this section will be the same for all countries, it follows that the nature
of the relationship between fiscal deficits and current account deficits is likely to
vary across countries. What does the empirical evidence show? Does it support the
twin deficits hypothesis? However, to begin with there are measurement issues to
confront.

3 Measurement Issues

As already noted, the twin deficits hypothesis is based on the national income
accounting identity. However, although the data for three of the components –
exports, imports and government consumption spending are readily available from
the expenditure measure of national income, taxation is only measured from the
income-side of the accounts. This raises two problems. The first relates to the
treatment of the statistical discrepancy between income and expenditure measures
of national income. The second is associated with the fact that tax revenue
includes receipts raised for the payment of welfare benefits and other social
transfers. Technically these need to be stripped out to give a measure of tax
revenue that is consistent with the expenditure accounts. It is, however, not
possible to do this accurately from the published accounts even for the OECD
group of countries. Therefore we use an alternative measure of the fiscal deficit
published by the OECD, which is the primary balance. This includes transfer
payments made by governments, but excludes interest payments made by and
received by governments. It is therefore not fully consistent with the measure of G
and T incorporated in the national accounts. Having said this, the primary balance
‘can be said to provide an indicator of current fiscal effort.’ (IMF 1995, p2.) It
seems to be the most satisfactory measure of the fiscal balance, given that a
reasonably long time period of data is required to provide a satisfactory test of
the twin deficits hypothesis.3

There are two measures of the current account balance of payments that we could
use. In this paper CAB1 is that which includes net income earned on overseas asset
holdings and unilateral transfers. These are not included in the CAB2 measure, which is
measured from the expenditure side of the national income accounts and consists only
of the balance of expenditures on exports and imports of goods and services. Strictly
speaking CAB2 is the measure that theoretically should be used in testing the twin
deficits hypothesis. However, in this paper we use both measures, as one way of testing
the robustness of our results.

3 Other measures of the fiscal balance include the ‘current fiscal balance’, the ‘domestic fiscal balance’, the
‘operational balance’ and the ‘overall fiscal balance’. The overall balance ‘emphasizes the extent to which the
financing of government expenditure and net lending requires the assumption of debt obligations for future
repayment and/or a rundown in the government’s holding of liquid financial assets.’ (IMF 1995, p6). The
overall balance may therefore be a better measure when considering the potential crowding out effects of fiscal
policy.
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4 The Twin Deficits Hypothesis: Empirical Evidence

In this section, we examine the empirical relationship between fiscal and current
account balances for 17 OECD countries, and four other major trading economies –
Brazil, China, India and South Africa - over a forty-year period running from 1978 until
2017. As noted in the previous section, we use two measures of the current account
balance relative to GDP, CAB1 and CAB2; the former is from the balance of payments
account and the latter from the national income and expenditure accounts. We use the
primary fiscal balance relative to GDP as our measure of the fiscal balance (PFB)
which is our measure of the fiscal deficit to GDP ratio. Descriptive statistics are given
in Table 1.

Current account surpluses dominate the sample, although the UK and USA along
with Italy, Spain, Portugal, Canada, Brazil, India and Iceland have deficits. In contrast
and on average the number of countries with fiscal deficits is roughly equal to those
with fiscal surpluses. Although there is little evidence of skewness in the data, the
kurtosis statistics suggests some heavy tails, particularly with regard to the fiscal
deficits for Iceland, Korea, Portugal and the USA. The Augmented Dickey Fuller
(ADF) statistics suggest that all the time series are non-stationary, since the null
hypothesis of a unit root is never rejected. This is a little surprising as they are ratios
of trended series, and should theoretically be stationary. This implies the rather
implausible scenario that fiscal deficits and current balance deficits can grow without
limit, but a more likely explanation is that the long run of the time series is character-
ized by structural breaks. These do not concern us here.

Table 2 shows the correlations between the primary fiscal balances and the two
alternative measures of the current balance for the whole 40-year sample (Iceland
38 years) and for the four sub-period decades, delimited by the major global shocks.
Hence the last sub-period exclusively covers the period since the global economic and
financial crisis when policies of fiscal stimulation were followed on a global scale. Our
first sub period follows the first global oil price shock and the economic crises of the
mid-1970s. The two middle decades are divided either side of the 1997/8 East Asian
crisis and (more approximately) the introduction of the euro.

For the twin deficits hypothesis not to be rejected we expect positive and significant
correlation coefficients. Of 170 correlation coefficients reported in Table 2, 14 are
negative and significant. There are only 51 that are both positive and significant (30%).
At best there is only partial and weak support for the twin deficits hypothesis.
Moreover, as noted earlier, a positive correlation is not necessarily evidence in favour
of the twin deficits hypothesis since it may reflect reverse causality. At the same time, a
negative relationship may reflect cyclicality (see below). There is no apparent support
at all for the twin deficits hypothesis in five countries: Austria, Denmark, Iceland,
Netherlands and Spain, but on the other hand, strong support (defined as a positive
significant correlation over the full sample), according to both of our measures of the
current account balance in seven countries; Sweden, Norway, Korea, Italy, France,
Canada and Belgium. There is also and weak support in Finland, where the correlation
coefficient is positive and significant for only one measure of the current account
balance.

Within our sample there are some individual countries where the strong form of the
twin deficits hypothesis cannot always rejected by the data. For example, for Norway
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Table 1 Summary statistics

Country Var. Mean Std Dev. Min Max Skew. Kurt. ADF

Austria CAB 1 0.64 2.01 −3.55 4.50 −0.29 2.34 0.393

CAB2 0.29 14.04 −80.15 32.60 −4.56 29.05 0.000

PFB −0.65 1.28 −3.14 2.02 −0.23 2.20 0.004

Belgium CAB 1 1.70 2.27 −2.60 5.07 −0.26 1.82 0.456

CAB2 2.03 1.91 −2.51 5.51 −0.58 3.02 0.231

PFB 1.06 3.83 −9.69 6.15 −0.82 3.17 0.382

Canada CAB 1 −1.58 2.12 −4.09 2.50 0.57 1.87 0.246

CAB2 1.31 2.31 −2.47 5.67 0.03 2.00 0.654

PFB −0.67 3.24 −6.27 5.78 0.25 2.22 0.478

Denmark CAB 1 1.56 3.91 −5.08 8.92 0.20 2.15 0.881

CAB2 4.36 2.73 −2.38 7.53 −0.91 2.85 0.146

PFB 1.37 3.37 −6.74 8.05 −0.19 2.68 0.280

Finland CAB 1 0.77 3.67 −5.31 8.22 0.36 2.23 0.617

CAB2 2.74 3.66 −1.83 9.18 0.47 1.78 0.632

PFB 0.67 3.66 −8.51 7.75 −0.59 2.82 0.262

France CAB 1 0.13 1.35 −3.44 3.41 0.35 3.50 0.115

CAB2 0.06 1.38 −2.46 3.01 0.42 2.18 0.411

PFB −1.18 1.37 −4.94 1.25 −0.66 3.75 0.087

Iceland CAB 1 −3.95 6.58 −23.06 7.51 −1.06 4.53 0.198

CAB2 0.50 5.60 −16.99 9.88 −0.87 4.14 0.199

PFB 0.39 4.35 −12.98 15.34 0.22 6.97 0.003

Italy CAB 1 −0.16 1.92 −3.42 3.3 0.11 1.87 0.182

CAB2 0.72 1.98 −4.18 4.54 −0.07 2.80 0.422

PFB 0.04 3.02 −6.25 5.65 −0.32 2.06 0.395

Japan CAB 1 2.45 1.29 −0.89 4.71 −0.70 3.29 0.185

CAB2 0.00 0.00 −0.01 0.01 0.23 2.11 0.635

PFB −3.31 3.4 −9.28 3.27 0.26 2.38 0.450

Korea CAB 1 1.00 4.45 −10.48 10.88 −0.37 3.36 0.155

CAB2 1.32 4.23 −8.67 10.79 −0.4 3.12 0.168

PFB 0.99 1.46 −3.45 3.37 −0.95 4.06 0.001

Netherlands CAB 1 4.59 2.92 −0.59 10.53 0.35 2.26 0.555

CAB2 6.01 2.80 −0.54 11.10 −0.42 3.14 0.409

PFB −0.28 2.02 −4.9 3.64 −0.25 2.55 0.012

Norway CAB 1 6.23 6.29 −5.96 16.47 −0.08 2.09 0.19

CAB2 8.03 5.36 −3.39 16.94 −0.09 2.38 0.179

PFB 5.19 5.35 −4.75 15.79 0.18 2.34 0.333

Portugal CAB 1 −4.64 5.13 −17.57 3.61 −0.41 2.18 0.274

CAB2 −8.85 5.27 −21.39 1.113 0.09 3.32 0.796

PFB −1.52 2.28 −8.47 2.12 −0.95 4.08 0.025

Spain CAB 1 −2.21 3.05 −9.65 2.26 −0.76 3.17 0.612

CAB2 −0.97 2.49 −5.99 3.26 −0.14 2.32 0.586

PFB −2.62 3.49 −9.62 3.48 0.00 2.09 0.445
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the correlation coefficient for the final sub-period 2008–17, is positive, highly signif-
icant and not significantly different from unity on both measures of the current account4

with correlation coefficients of 0.96 and 0.979.
Table 3 reports a similar set of correlation coefficients where we have removed

cyclical factors. The Hodrick-Prescott (HP) filter is applied to all series to decompose
the raw series into non-linear trend and cyclical components. The correlations between
the computed trend values of the fiscal deficit and current account balances are reported
in Table 3. The results seem to offer stronger support for the twin deficits hypothesis in
both its weaker and stronger forms. Of the 170 coefficients only 45 are negative, of
which 32 (19%) are significant; 125 are positive and 99 of these (58%) are statistically
significant at the 5 % level. Of the five countries which initially showed no support for
the hypothesis only Spain remains. Denmark and the Netherlands both have one sub-
period where the twin deficits hypothesis cannot be rejected (for the period 1978–87 in
the case of Denmark, and 1988–97 in the case of the Netherlands). Iceland has two

Table 1 (continued)

Country Var. Mean Std Dev. Min Max Skew. Kurt. ADF

Sweden CAB 1 2.47 3.45 −3.07 8.19 −0.14 1.71 0.706

CAB2 3.99 2.56 −1.59 7.59 −0.49 2.11 0.518

PFB −0.15 3.56 −9.94 5.27 −0.83 3.31 0.280

UK CAB 1 −2.03 1.77 −5.22 1.53 −0.09 2.08 0.413

CAB2 −0.92 1.52 −3.23 2.83 0.65 2.63 0.259

PFB −1.10 2.67 −8.88 3.51 −0.7 3.59 0.340

USA CAB 1 −2.42 1.59 −5.83 0.16 −0.34 2.55 0.579

CAB2 −2.53 1.50 −5.58 −0.39 −0.35 2.18 0.528

PFB −1.81 2.95 −10.21 3.44 −0.96 4.51 0.400

Brazil CAB 1 −1.99 1.99 −4.31 1.69 0.60 1.99 0.636

CAB2 −0.41 1.97 −2.66 3.41 0.68 2.20 0.662

PFB −4.33 2.37 −10.22 −1.99 −1.31 3.60 0.721

China CAB 1 3.64 2.65 1.30 9.95 1.38 3.57 0.686

CAB2 3.54 1.98 1.62 8.62 1.41 3.84 0.456

PFB −0.90 1.28 −3.07 1.83 0.14 2.58 0.752

India CAB 1 −1.30 1.56 −5.08 1.50 −0.37 3.32 0.437

CAB2 −2.74 1.83 −6.73 −0.69 −0.85 2.65 0.476

PFB −7.61 1.48 −9.95 −4.12 0.17 2.67 0.169

South Africa CAB 1 −2.61 2.00 −5.79 0.90 −0.11 1.90 0.518

CAB2 0.53 1.82 −2.39 3.95 0.21 2.13 0.549

PFB −4.33 2.37 −10.22 −1.99 −1.31 3.60 0.283

Key: For the non-OECD countries, Brazil, China, India and South Africa the sample period is from 1995 to
2017. The ADF statistic is the augmented Dickey Fuller test showing that all time series are non-stationary in
levels

4 This is actually tricky since unity is an extreme value of the correlation coefficient. By using the Fisher
transformation, and given our sample size the critical value for the correlation coefficient to be insignificantly
different from one is estimated to be a value greater than 0.960.
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consecutive periods, 1998–2007 and 2008–17, which are consistent with the hypoth-
esis. There are 37 instances where the strong form of the twin deficits hypothesis seems
valid (i.e. R > 0.960). These apply largely to Belgium, Italy, Norway, and Portugal. For
France and for the Netherlands there are only a few instances where the twin deficits
hypothesis holds, while for Spain and interestingly for the UK and the USA, there are
no instances where the strong form of the hypothesis is supported by the data. This
contrasts sharply with the findings of Chinn et al. (2014) that were reported in the
introduction.

An alternative to stripping out the cyclical effects from the data is to first difference
the data set. This makes the data stationary if it were previously non-stationary, as the
current ADF tests seem to show. This procedure, however, suggests that the twin
deficits hypothesis is not valid in any country in our sample. Table 4 presents the
results. Ninety two correlation coefficients have the wrong sign (negative) and only 77
have the correct (positive) one. Of these only 16 can be regarded as statistically
significant, and these cases apply to just six countries; Austria (1988–97) Canada (final
sub period only), Finland (first sub period and only 1978–88 on the basis of the CAB2
measure), Iceland (only final sub-period), Norway (all periods) and Sweden (3 of the 5
periods, but only on the basis of the CAB1 measure). Again, there is little support for
the twin deficits hypothesis.

For the four large non-OECD countries in our study (Brazil, China, India and South
Africa) comparable data is only available from the mid-1990s onwards. We present
these correlation results separately in Tables 5 and 6. China provides support for the
soft version of twin deficits hypothesis with 11 of the 12 coefficients positive and
significantly different from zero; although all coefficients are different from unity.
Brazil, shows no sign of complying with the hypothesis in Table 5. However, when
we remove cyclical factors to expose trends in fiscal balances and current account
balances, as shown in Table 6, then 5 of the 6 coefficients are positive and significantly
different from zero. Indeed for the sub-period from 1995 to 2005, the correlation
coefficients exceed 0.960 and are therefore not significantly different from unity. This
provides support for the stronger version of the twin deficits hypothesis. For India and
South Africa there is no evidence in either Tables 5 or 6 to support the twin deficits
hypothesis; indeed significant negative correlations seem to be prevalent in Table 6
even in the absence of cyclical factors.5

5 Further Considerations and Commentary

The evidence presented in the previous section suggests that in many cases there are
other contingent factors that affect the observed correlation between fiscal deficits and
current account deficits. In this paper we do not analyse them in any detail. Moreover,
our estimations are silent on causality. Even where a strong correlation is observed, it

5 The pattern of diversity that we discover empirically in this section is likely to exist in countries other than
those in our sample. In related tests not reported in detail here we examined a wider array of emerging and
developing countries. Data constraints prevented us from using our preferred measure of fiscal imbalances
over the time period covered in this paper. Instead, by using net government borrowing as an indicator of the
impact of government activity on aggregate demand, we again discovered wide diversity across a large
number of emerging and developing economies.
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may reflect reverse causality; current account deficits may be caused by exogenous
factors that then affect fiscal balances. At the least, there may be causal connections that
run in both directions. While fiscal mismanagement is likely to have consequences for
the current account, exogenous balance of payments shocks are also likely to have
fiscal consequences. For example, within our sample of countries, the strong correlation
between fiscal imbalances and current account imbalances in Norway may, in part,
reflect Norway’s degree of export concentration on oil, fish products and tourism that
are vulnerable to external factors. It may not provide overwhelmingly firm evidence in
favour of the twin deficits hypothesis. In this regard, Norway may be representative of a
number of countries world-wide.

It is also interesting to consider the relationship between fiscal and current account
balances in the aftermath of the global economic and financial crisis at the end of the
2000s. For some countries, and perhaps most notably the United States, the sharp
recession associated with the crisis served to reduce the size of the current account

Table 5 Correlations between primary fiscal balances and current account balances

Country CAB1 CAB2

1995–2017 1995–2005 2006–2017 1995–2017 1995–2005 2006–2017

Brazil 0.010 0.135 −0.051 0.026 0.088 −0.028
0.967 0.773 0.873 0.916 0.851 0.932

China 0.715** 0.882** 0.668** 0.677** 0.423 0.684**

0.000 0.004 0.018 0.000 0.195 0.014

India −0.235 −0.266 0.372 −0.240 −0.410 0.382

0.306 0.490 0.234 0.271 0.211 0.221

South Africa −0.401 0.206 −0.306 −0.287 0.349 −0.288
0.058 0.544 0.334 0.185 0.293 0.364

Key: p-values in italics; ** significant at the 5% level * significant at the 10% level

Table 6 Correlations between the trends in primary fiscal and current account balances

Country CAB1 CAB2

1995–2017 1995–2005 2006–2017 1995–2017 1995–2005 2006–2017

Brazil 0.661** 0.993** 0.743** 0.711** 0.991** 0.788**

0.002 0.000 0.006 0.001 0.000 0.002

China 0.897** 0.953** 0.938** 0.878** 0.856** 0.944**

0.000 0.000 0.000 0.000 0.001 0.000

India −0.909** −0.951** −0.280 −0.780** −0.405 0.517

0.000 0.000 0.379 0.000 0.216 0.085

South Africa −0.727 −0.844** −0.596** −0.674** −0.648** 0.373

0.000 0.001 0.041 0.000 0.031 0.232

Key: p-values in italics; ** significant at the 5% level, coefficients also statistically insignificantly different
from unity (where R > 0.96) are shown in bold
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deficit. The recession also induced a policy response in the form of fiscal stimulation.
The fiscal deficit increased to an extent well beyond that automatically linked to the
downturn. As recovery occurred, so the fiscal deficit narrowed and the current account
deficit increased. In short, there was much more going on than would be suggested by
the simple twin deficits hypothesis.

The global crisis also demonstrates how the relationship between fiscal and current
account balances in one country will be affected by what is happening in other ones.
Thus, if one country in isolation goes down the path of fiscal expansion, the effects on
its current account will be stronger than if all countries go down a similar path. In the
latter case, the effects of fiscal expansion on the balance of payments will be neutral-
ized. Indeed, in the immediate aftermath of the global economic and financial crisis this
was used as an argument in favour of a co-ordinated approach to the design of
macroeconomic policy. Once again, the issues involved in the relationship between
fiscal imbalances and current account imbalances are much more complex than those
suggested by the twin deficits hypothesis. The simple policy lessons that are implied by
the hypothesis are largely illusory if they go beyond the observation that severe fiscal
laxity is likely to bring with it negative consequences for the current account of the
balance of payments.

6 Concluding Remarks

The notion that there is a close relationship between fiscal balances and current account
balances has been persistent, perhaps because both balances are part of the ex post
national income identity. This has frequently been presented in the more precise guise
of the ‘twin deficits hypothesis’. In its most extreme form the hypothesis claims that
fiscal deficits are reflected in equivalently sized current account deficits. Softer versions
of the hypothesis argue that changes in the fiscal balance lead to changes in the current
account in the same direction, although the relationship may not be proportionate. From
a policy point of view the hypothesis has clear attractions since it suggests that
improving current account balance of payments performance can, in effect, be guaran-
teed by the pursuit of appropriate fiscal policy. It is against this background that policies
of fiscal consolidation and austerity have recently been advocated in an attempt to
reduce current account deficits in some advanced economies such as the US and the
UK, as well as in crisis countries in the Euro-zone.

Theoretical analysis suggests that the relationship between fiscal and current account
balances is more complicated than the twin deficits hypothesis claims, embodying a
range of factors that may work in different directions and at different strengths. There is
no necessary theoretical reason to anticipate that the twin deficits hypothesis will hold
across the board. Depending on these contingent factors it may hold to some extent in
some circumstances but not in others. But is the nexus of circumstances that is needed
to make the hypothesis hold, at least in its softest form, sufficiently common to justify
the idea that the hypothesis is universal. Is it in fact something of a special case and an
exception rather than a general rule?

The empirical evidence that we have presented in this paper supports the conclusion
that, while there are instances where the association between fiscal and current account
balances is consistent with a relatively soft or weak version of the twin deficits

The Twin Deficits Hypothesis: an Empirical Examination 775



hypothesis, there is no universal pattern. The fact that the hypothesis does not generally
hold, implies that there are other factors that drive the current account balance of
payments. Further research is needed to identify what these are, and to clarify and
delineate the circumstances under which the fiscal balance exerts a dominant effect.
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