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Asymmetries in Twin Deficit Hypothesis:
Evidence from CEE Countries

Taner TURAN — Mesut KARAKAS

Abstract

We apply nonlinear autoregressive distributed I&ARDL) approach to
investigate the relationship between budget dedicd current account deficit in
Croatia, Czech Republic, Hungary, Poland, RomaS&imyvakia, and Slovenia.
Our results indicate that changes in current acdodeficit have a significant
effect on the budget deficit in Poland and Romamitne long-run and Croatia,
Poland, Romania and Slovakia in the short-run. &a ¢ther hand, changes in
budget deficit significantly affect the current aoat deficit in Czech Republic,
Hungary, and Slovakia in the long-run and in Cz&dpublic, Hungary, Slo-
vakia, and Romania in the short-run. Therefore caeclude that the twin deficit
hypothesis is valid for Czech Republic, Hungary &mavakia but not for the
case of Poland, Croatia, Romania and Slovenia él¢img-run. Finally, we also
present evidence for the existence of asymmetectgfin this context.

Keywords: twin deficit, asymmetry, CEE countries, Ricardiajulzalence
JEL Classification: E60, F32, F40

Introduction

Twin deficit hypothesis has been one of the maspigcally investigated
topics in the economics since early 1990s. Therghtioen of both high budget
deficit and current account or trade deficit in th® during 1980s has brought
the subject to economists’ attention. There is owbd that it is important to fig-
ure out whether there exists a systematic reldtipnsetween the government
budget balance and external balance. If thereaetasionship, then the important
guestion is, how are these two variables relatetfthVof the variables is the
driving or causing variable? Or is there a bi-dil@tal relationship? Shedding
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light on this relationship has very important pglimplications. For example, if
an increase in the budget deficit has a signifiedfgct on the current account
deficit, then it should be a priority for policy kexs to ensure fiscal discipline
and get rid of high deficits to deal with curremtaunt problem. On the other
hand, if there is no systematic relationship thegsé problems should be ad-
dressed separately.

High and persistent budget deficits would be ¢jedetrimental to economic
activity by affecting economic variables such ateriest rates, growth and in-
vestment. As for current account deficit, theredsconsensus on the extent of
its importance. Blanchard (2007) summarizes twoosjip views on the issue.
On the one hand, Lawson doctrine states that, wettsin assumptions, if cur-
rent account deficits reflect the private saving avestment decisions there is
no reason for government to intervene. On the oltaard, Blanchard (2007)
explains prudential or IMF view suggesting that wreairrent account deficits
are too high, government should intervene to redbeen even if the deficits
arise mainly from the private decisions. In essem@ceurrent account deficit
means that a country makes more investment thasoitsestic saving. There-
fore, it is not necessarily a bad thing from thewipoint of economic theory.
Rather, it would be just optimal to have currentcamt deficits in an inter-
temporal setting. Since the link between the inwesit and growth is obvious,
in order to have high growth rates, especially gjneror developing economies
reasonably prefer to have more investment tham tlwenestic saving could af-
ford. Although Feldstein and Horioka (1980) showl@se connection between
the domestic saving and investment, i.e. Felddtgineka puzzle, it would be
not optimal to restrict the level of domestic inwesnt to domestic saving. How-
ever, if a country has a very large current accalgficit it would create some
risks and make the country more fragile to extedelelopments and sudden
stops on capital inflows. Moreover, if a current@mt deficit stems from high
government budget deficits, it would be more protaéic and deserves more
attention. Even Lawson’s doctrine does not supiharttthe current account defi-
cit when driven by the budget deficit.

The relationship between the government budgatitleihd current account
deficit is important for Central and Eastern Eup€CEE) countries as well.
The present study aims to contribute to the exjsliterature by examining the
asymmetries in the relationship between the budgdtcurrent account deficits
for Croatia, Czech Republic, Hungary, Poland, Ramaalovakia, and Slovenia
by means of nonlinear autoregressive distributgdMARDL) approach to co-
-integration. For example, do increases and deeseasthe budget deficit have
effects on the current account on the same magrittlitk ante, we think that
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there would be asymmetries for some countries wirerare dealing with twin
deficit hypothesis. Our empirical findings stronglgnfirm the existence of asy-
mmetries in this context. We review the literatimr&ection 1, explain the model
and estimation method in Section 2, carry out toot tests in Section 3, present
and discuss the empirical results in Section 4,camttlude in last section.

1. Literature Overview

Keynesian theory posits a positive link betweemegoment budget deficit
and current account, called conventional approacdhe literature. According to
the absorption or aggregate income-expenditurecappt an increase in the
government budget deficit has an expansionary tffeading to a rise in the
total income and import demand. This suggests aridedtion in the current
account balance. Similarly Mundell-Fleming modeédgicts that an increase
in the government budget deficit raises the dorodsterest rate and thereby
attracting more capital flows. In a floating excbarrate system, capital flows
cause the appreciation of domestic currency, madkpmpris more expensive and
imports cheaper. This mechanism eventually resales worsening current ac-
count balance. Therefore, it can be argued thabtiuget deficit has a strong
effect on the current account balance in this tiheeasoning, implying a causal
relationship running from the budget balance to ¢herent account balance.
Using time series techniques such as co-integragoror correction and/or
causality analysis Dibooglu (1997) for US, Vamvouk@d999) for Greece,
Leachman and Francis (2002) for US, Akbostanci &nal; (2002) for Turkey,
Fidrmuc (2003) for some OECD and transition coestrParikh and Rao (2006)
for India, Grier and Ye (2009) for US, Perera afyhbage (2012) for Sri Lanka,
Trachanas and Katrakilidis (2013) for a group ofdpean countries, Sulikova,
Sinicakova and Horvath (2014) for 3 baltic countriesspre evidence for twin
deficit hypothesis. Some studies, such as BagrdiQRfor Central and Eastern
European countries, Chinn and Prasad (2003) fargelset of developing and
industrial countries, Mohammadi (2004) for 20 inmia$ and 43 developing
countries, Salvatore (2006) for G7 countries, Hemtaand Lahiri (2006) for
a group of 26 countries and 18 OECD countries,eFand Magazzino (2013) for
European countries, obtain similar results by mezn®@rdinary Least Squares
or panel data methods.

On the other hand, current account targeting, edtgoy Summers (1988),
predicts an exactly opposite or reverse causadéitywéen the budget deficit and
current account deficit, suggesting the currenbantdeficit has an effect on the
budget deficit. This argument is backed up by ssawempirical studies, based on
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co-integration, error correction and/or causalylgisis, including Anoruo and
Ramchander (1998) for some Asian countries, Khehid Guan (1999) for Indo-
nesia and Pakistan, Hatemi-J and Shukur (2002V&rKim and Kim (2006)
for Korea, Onafowora and Owoye (2006) for Nigefdarinheiro (2008) for
Egypt, Kalou and Paleologou (2012) for Greece, Mgidogan (2013) and Turan
and Karaka (2017) for Turkey. Moreover, some studies repdbt-directional
relationship between the series under consideraticiuding Darrat (1988) for
US, Islam (1998) for Brazil, Kouassi, Mougoue angiif (2004) for Thailand,
Mukhtar, Zakaria and Ahmed (2007) for Pakistan,l®@amni and Saleh (2009)
for Philippines. In a different strand of the lagure, Kim and Roubini (2008)
highlight a totally distinct relationship betweehetgovernment budget and
current account deficit. They argue that there wdwg a negative relationship
between the budget balance and current accounlyimgghat an improvement
in the budget balance accompanied with deteriaratiadhe current account.

In a seminal study, Barro (1974) argues that iulkonot make a difference
whether a government finances its expendituresiglat or taxation in an inter-
temporal setting under some assumptions. The usedgfet deficits or debt only
alters the time path of taxes but not total amairiiabilities. Given a govern-
ment expenditure path, a cut in the tax rate datschange the output level,
consumption, total savings or interest rates. Bezaational and forward-looking
economic agents predict that, a tax cut with nanghan the government current
and future expenditure means an equal tax inci@adee liabilities in the future.
Therefore, it is expected that economic agentsas® their savings equally to
offset the future tax increase. Contrary to Keyaegheory, Ricardian Equiva-
lence hypothesis suggests that there is no systearat robust relationship be-
tween the government budget and current accounpldying VAR, co-inte-
gration and/or causality methods Enders and Le@0)18nd Kim (1995) for US,
Kustepeli (2001) and Aksu and Ea (2009) for Turkey, Kaufmann, Scharler
and Winckler (2002) for Austria, Kouassi, Mougoum &ymn (2004) for some
developed countries, Daly and Siddiki (2009) forQBCD member countries,
Ganchev, Stavrova and Tsenkov (2012) and Tosuml\fgidogan and Telatar
(2014) for Central and Eastern European countoe éind a strong evidence for
the existence of a positive relationship betweenhthdget and current account
deficits. Similarly, Aloryito, Senadza and Nketidmponsah (2016) for 41 Afri-
can countries fail to lend a robust evidence fantdeficit hypothesis by means
of Generalized Methods of Moments.

Following a simple identity would be helpful topain the possible relation-
ship between the current account and budget balance

CAD=BD- (1-9 1)
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where
CAD -stands for current account deficit,
BD - for budget deficit (the government revenue raigpending),
I —for private investment,
S — for private saving.

This identity makes clear that a change in a gowent budget might or
might not affect the current account balance. df phivate saving and investment
proportionally move with budget balance then curraocount would not re-
spond to a change in the government budget. Ma@82j2argues that budget
deficits turn to surplus but the current accourftctteexpands in the US by late
1990s. Mann (2002) also states that because dfigieinvestment and attrac-
tion of foreign capital, the link between fiscalldrae and current account bal-
ance observed during 1980s was broken during tB8sli the US. Therefore,
ex ante, we cannot conclude whether there exisigraficant and robust rela-
tionship between the current account and budgenbeal The only way to solve
this dilemma is to use an empirical approach amd/caut formal econometric
analysis and tests.

2. Model and Estimation Method

In this study, we use NARDL approach to co-intégrato analyse the rela-
tionship between budget deficit and current accaleficit. In a linear equation,
the effect of a negative change of an independanmabie on the dependent vari-
able is assessed as equal to a positive changethgutogic of thought is not
always valid in the dynamic economic models.

For example, a negative shock to current accoafitidmay affect budget
deficit more in magnitude compared to a positiveckh Because of that, when
dealing with co-integrating variables, it is morppeopriate to use nonlinear
models focusing on asymmetries. Recently, NARDLob&es one of the leading
approaches to explain asymmetric effects of thékibas in co-integration con-
text. Thus, following Shin, Yu and Greenwood-Nimif&D14), we decompose
our variables to determine negative cumulative kfido budget and current
account deficits as given by equations 2 and 3:

BD; =3 ABD] = min(ABD, ,0) )

CAD, = iA CALJ = Zt:min(A CAR,0) 3)
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whereBD andCAD represent budget deficit and current account llefespec-
tively. On the other hand, we use equations 4 amddbtain positive cumulative
shocks tdBD andCAD:

BD; =ZABQZ =Zmax(ABDK ,0) (4)
CAQ = Zt:ACAD: = Zt:max@ CAR,0) (5)

After obtaining cumulative negative and posititlecks, we can utilize NARDL
approach in the context of Autoregressive Distgdutag (ARDL) methodology,
since Shin, Yu and Greenwood-Nimmo (2014) applicatif NARDL approach
follows a procedure that is very similar to Pesa&tmn and Smith (2001) ARDL
methodology. Shin, Yu and Greenwood-Nimmo (2014)uide and use negative
and positive cumulative shocks to series in ARDhtext. Therefore, we can write
NARDL equations for budget and current accountoitsfin equations 6 and 7 as:

ABD, :ao+zp“r1jABQ_j +> 1,ACAD, +> 1, ACAD; + ©)
j=0 i=0

j=1
+ y,BD_,+68 CAQ_,+6" CALO , +¢,

q v y
ACAD, =a, +;T1JACAD_J. +Z(:)T2].A BO, +Z;)T3A BD, + -
J= 1= 1=

+ ¥,CAD_, +¢ BO_, +6 B, +¢

Note that we allow for a maximum of eight lags arsg@ Akaike information
criterion to determine optimal lag structure fouations 6 and 7 in the empirical
analyses, since we employ quarterly dataset.

3. Data and Unit Root Tests

In this study, we obtain the budget deficit, catraccount deficit, and GDP
data for Croatia, Czech Republic, Hungary, Pol&anania, Slovakia and Slo-
venia from Eurostat database. The dataset coved:Q29- 2016:Q4 for Czech
Republic, Hungary, Romania, and Slovenia; 2002:Q016:Q4 for Croatia; and
2004:Q1 — 2016:Q4 for Poland and Slovakia. Budget @urrent account defi-
cits are calculated as a share of GDP and arersabsadjusted.

Before using the series in NARDL approach, we kHec stationary of each
series since only series with a maximum of one rout are allowed to be used
in equations 6 and 7. Thus, we perform Augmentak&i Fuller (ADF) test for
each series in levels and first differences. Tiselte are presented in Table 1.
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Table 1
ADF Tests
Variable CAD BD

None Only 1. 1.&T. None Only 1. .&T.
Croatia -1.683* -1.824 —-3.857** -0.944 355 -3.321*
Czech Republic -1.279 -1.698 —6.343%F* 2B%7 —2.996** —5.666***
Hungary -1.552 -1.248 —-3.238* -1.139 33.7 —-3.651**
Poland -1.513 -1.317 -1.897 -1.116 -1.808 -1.882
Romania -1.152 -1.796 -2.029 -1.189 4480 | —4.471%*
Slovakia -1.876 —-2.744* —5.489** -0.699 -1.616 -1.652
Slovenia —2.015** -2.021 -3.214* -1.887*| —-7.168*** —7.45%**

Variable ACAD ABD

None Only I. .&T. None Only I. I.&T.
Croatia —11.022** | -11.008***| -10.912***| -10.574***| -10.477*** | —10.446***
Czech Republic —9.985*** —9.916*** —9.923* —13.119** | —13.026*** | —13.014***
Hungary —10.05*** —10.129** | —10.061*** —4.453%* | —4.379%** —4.481%*
Poland —7.435%** —7.52%** —7.443*** -8.919* —8.897*** —8.803***
Romania —9.171%** —9.105*** —9.081*** —8.34** —8.179*** —8.116***
Slovakia —12.257*%* | —12.22%** —12.119%** —6.024* —5.962*+* —5.996***
Slovenia —13.239*** | —13.338*** —-9.023***| -10.503* | -10.424** | —10.357***

Notes “I.” and “T.” are abbreviations for “Intercept’nd “Trend”, respectively. ***, ** and * indicatehe
significance at 1%, 5% and 10% levels, respectively

Source Authors.

Our findings show that both series for each cquinéive at most one unit root
since tests for the first differences of the seigicate no presence of a unit
root. In other words, our series are integratedrdér 1 or 0 and they are suitable
for the NARDL procedure.

4. Empirical Results and Discussion

The results of the tests based on NARDL estimatioequation 6 are given
in Table 2. First of all, it should be noted that have to deal with stable equa-
tions to get accurate results for the tests sigoations may show instability due
to parameter changes in long time intervals. Tines,use dummy variables to
overcome the problem of structural changes whenawgrequation fails to pass
Cusum and Cusumq tests. Secondly, we perform Liates ARCH test to check
autocorrelation and heteroscedasticity for the tgus because autocorrelation
is especially a non-negligible risk that may leadaiincorrect conclusions.

Fesstest is the test that we give utmost importancis. hamed after Pesaran,
Shin and Smith (2001) since we take critical valfiem their seminal work on
ARDL. Fpgstest shows whether a co-integrating relationskigveen variables ex-
ists. It simply testsH, : ), =6 =8" =0 against the alternative. According tes&

test results given in Table 2, we determine theteths a co-integrating relation-
ship between budget and current account deficédl wountries except Hungary.
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Table 2

Tests for Dynamic Asymmetric Estimation Equations ér Budget Deficit
Countries Croatia Czech R. Hungary Poland Romania| Bvakia Slovenia
Fese 13.079** | 12.105*** | 4.087 18.056*** 4.356* 875 | 23.686***
L 0.147 -0.252 - 2.111* 1.842* —-0.848 -1.609
L -0.693 -0.157 - 2.552** 2.233* -1.276 -0.718
S -1.971* 0.839 - 0.688 -1.691* 0.469 -1.047
S —4.358** | —0.682 - —3.793** 0.131 —2.813* 141
Wir 1.935* -0.868 — -0.017 —1.422 2.017* —2.52271*
Wsr 3.261%* 0.97 - 2.118* | -1.094 1.771* -046
R? 0.516 0.372 0.629 0.922 0.495 0.757| 0.961
adj. R 0.392 0.303 0.468 0.802 0.406 0.605| 0.91
LM t. [0.656] [0.330] [0.349] [0.058] [0.756] [0.86 [0.116]
ARCH t. [0.093] [0.445] [0.291] [0.97] [0.949] [@5] [0.577]
Cusum Stable Stable Stable Stable Stable Stable bleStal
Cusumq Stable Stable Stable| Stable Stable Stable  ableSt

Notes ***, ** and * indicate the significance at 1%9%b and 10% levels, respectively; “adj.”, “t.”, an@Zech
R.” are abbreviations for “adjusted”, “test”, an@Zech Republic”, respectively. Numbers in squaskets
are p-values of the tests.sktest statistic is utilized to check co-integratiegationship between variables.
L and L test statistics are used to determine the existehtong-term negative and positive effects, respe
tively. S and S test statistics are used to determine the existefshort-run negative and positive effects,
respectively. Wk and Wi test statistics are employed to check the existefidong-run and short-run asym-
metry, respectively.

Source Authors.

Thus, we exclude Hungary and apply further analysethe remaining coun-
tries. Actually, we can state that there is a lamg+elationship between budget
and current account deficits for the countries ipasB-sstest. Further, Land L
represent the tests for long-term negative andipestffects on budget deficit.
To get L and L test statistics, we simply divid8~ and 8" by y, and define

% and % as long-run negative and positive effects. Thea, aleck
0 0

Whether% and 5%/ are statistically significant or not. Our findinigglicate
0 0

the existence of negative and positive long-rueaf for Poland and Romania.
In other words, for these two countries, both negaand positive shocks to
current account deficit have a significant impaattually, a positive change in
current account deficit leads to a positive chaimgehe budget deficit and
a reduction in current account deficit leads toeardase in the budget deficit.
We should note that the coefficients on the pasiéimd negative shocks are very
similar to one other for these two countries.afd S are tests for short-run

negative and positive effects. @ses the null hypothesid,, :Zrzj =0 against
j=1

the alternative. Similarly, Qutilizes the null hypothesisi,, ZZTsj =0. Short-run
j=1

negative effects are valid for Croatia and Romagia. the other hand, we
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determine short-term positive effects for Croafialand, and Slovakia. Interest-
ingly, the signs of significant test results repr@sg short-run dynamics are
negative for all countries, suggesting twin divexge Short-run deterioration of
current account results in a decrease in budgdtitdfer Croatia and Romania.
Conversely, short-run recovery of current accouast b deteriorating effect on
budget deficit for Croatia, Poland, and SlovakiaerEfore, it seems that long- and
short-run effects follow different paths workingaamst each other in some cases.
For example, a recovery in current account defiitses a decline in budget defi-
cit in the long-run but, in the short-run, it haspairing impacts on the budget for
the case of Poland.

W R is the test that utilizes the null hypotheﬁ%/ :% to detect the
0 0

existence of long-run asymmetry. According to test tresults in Table 2, we
find that there is a long-run asymmetry for theesafor Croatia, Slovakia, and
Slovenia. This means that a positive and negatias@e in the current account
deficit exert a significantly differing influencendhe budget deficit. Also, ¥4

r r
represents test for short-run asymmetry utilizng:Zrzj =ZT3]. against the
j=1 =1

alternative. Results for ¥ show that short-run asymmetry exists for Croatia,
Poland, and Slovakia. Also, our diagnostic testspaesented in Table 2 ha-
grange multiplier (LM), Autoregressive conditiorf@teroskedasticity (ARCH),
Cumulative sum of recursivesiduals (Cusum), and Cumulative sum of squares
of recursive residuals (Cusumq) tests and do rdicate any problem in terms
of autocorrelation, heteroscedasticity and stabilit

We report parameter estimates of equation 6 foln eauntry in Table Al in
the appendix and avoid any discussion to gain mspeee. The focus of this
study is mainly on the statistics of,LL*, S, S', W, and Wk Note that we
present only the findings for the countries thassp&ss test in the appendix,
since detailed analyses are not used for the emsatwhere co-integration be-
tween budget and current account deficits is ntt va

The results of tests based on equation 7 are givdable 3. When current
account deficit is used as the dependent variatdeget affirmative Fsstest
results for Czech Republic, Hungary, Romania, doglekia. There is a co-inte-
grating relationship between budget deficit andeniraccount deficit for these
countries based on equation 7.dnd L tests lend evidence for the existence of
long-run negative and positive effects in the cadeSzech Republic, Hungary,
and Slovakia. Negative long-run effects point dw#tta deterioration in budget
results in the deterioration in current accounsafdccording to positive long-run
test results, a long-term recovery on budget ddf&s a positive impact on current



589

account. For example, a one unit positive shodaumget improves current ac-
count deficit approximately five units in Hungaifhis impact is also economi-
cally significant supporting a strong relationsfipm budget deficit to current
account deficit. We should also note that all statally significant test results
for the long-run have positive signs in all cadésgative and positive short-term
effects are determined by &nd S tests for Czech Republic, Hungary, Romania,
and Slovakia. It can be stated that, unlike otlbentries, the coefficient on nega-
tive shocks is negative in the case of Slovakith@short-run. For Slovakia, an
increase in the budget deficit caused by a negatieek results in a recovery, in
current account in the short-term. However, shemtat negative dynamics for
Czech Republic, Hungary, and Romania work converdeadst results for posi-
tive shocks indicate negative statistics for Hugigand Romania and positive
statistics for Czech Republic and Slovakia in thersrun. Positive shocks in
Hungary and Romania caused by a decrease in bddfjeit leads to the deteri-
oration of current account, implying twin divergen®©n the other hand, the
short-run dynamics of a positive shock are differarthe case of Czech Repub-
lic and Slovakia showing exactly the opposite patte

Table 3

Tests for Dynamic Asymmetric Estimation Equations ér Current Account Deficit
Countries Croatia Czech R. Hungary Poland Romania| Bvakia Slovenia
Fes:¢ 4.069 18.133*+* 8.258*** 3.366 6.153*  8.406*** 4.021
L — 1.693* 2.052** — -0.921 2.723* —
L* - 2.312** 5.179%** - -1.55 4.728*** -
S - 1.686* 3.086*** - 2.488** —3.159%** -
s — 2.281* —4.262*** - —2.12** 2.25%* -
Wir - 2.004** —8.089*** - 2.037* 0.625 -
Wsg - —3.075*** 4.782%** - 3.81%** —2.956*** -
R? 0.48 0.47 0.506 0.719 0.603 0.816 28D.
adj. R 0.376 0.421 0.403 0.535 0.365 0.583| 0.205
LM t. [0.843] [0.8] [0.133] [0.221] [0.503] [0.912] | [0.127]
ARCH t. [0.968] [0.941] [0.958] [0.804] [0.282] B2] [0.935]
Cusum Stable Stable Stable Stable Stable Stable bleSta|
Cusumq Stable Stable Stable) Stable Stable Stable ableSt

Notes *** ** and * indicate the significance at 1%,% and 10% levels, respectively; +“adj.”, “t.”, and
“Czech R.” are abbreviations for “adjusted”, “teséihd “Czech Republic”, respectively. Numbers inzg
brackets are p-values of the testsssfest statistic is utilized to check co-integratirgdationship between
variables. Land L test statistics are used to determine the existehlng-term negative and positive effects,
respectively. Sand S test statistics are used to determine the existefichort- run negative and positive
effects, respectively. W and Wi test statistics are employed to check the existefitong-run and short-run
asymmetry, respectively.

Source Authors.

Further, Wg test shows long-term asymmetric effects for CzRejpublic,
Hungary, and Romania. In other words, negative @ogitive shocks to budget
deficit have long-term effects in significantly fdifent magnitudes on current
account deficit for these countries. Moreover, shon asymmetry tested via
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Wogr is valid for Czech Republic, Hungary, Romania, &idvakia. Negative
and positive short-run effects stemming from budidgficit influence current
account deficit distinctly in these countries. lastve reported diagnostic test
results in Table 3 as LM, ARCH, Cusum and Cusurstptélhe tests show that
there are no problems in terms of autocorrelatimteroscedasticity, and stabi-
lity in our estimations. Parameter estimates ofagiqn 7 are shown for Czech
Republic, Hungary, Romania, and Slovakia in Tal®amthe Appendix.

All in all, our results indicate that there is eadence for twin deficit hypo-
thesis in Croatia, Poland and Slovenia. As, whercthrrent account is employed
as dependent variable, we fail to find a co-intéggarelationship for these three
countries. However, we find positive coefficients €zech Republic, Hungary
and Slovakia in the long-run, supporting the tweifidt hypothesis. In the case
of Poland and Romania, changes in current accodinence the budget deficit
in the long-run, suggesting the validity of revecsgisality. We should also note
that there is a bi-directional relationship betwéewlget deficit and current ac-
count deficit in Romania and Slovenia in the short- Finally, we highlight the
importance of short-run and long-run asymmetriestey in the dynamic
asymmetric estimation equations for budget andectiraccount deficits. We
determine that long-run asymmetric effects aredvldr Croatia, Slovakia, and
Slovenia and short-run asymmetric effects existGooatia, Poland, and Slo-
vakia in the dynamic asymmetric equation for buddgdicit. In the case of the
equation for current account deficit, we find thare are long-run asymmetric
effects for Czech Republic, Hungary, and Romanid simort-run asymmetric
effects for Czech Republic, Hungary, Romania, aodkia.

Conclusion

We examine the relationship between budget defrait current account defi-
cit in Croatia, Czech Republic, Hungary, Polandinia, Slovakia, and Slove-
nia by means of NARDL approach. When we use thgéudeficit as dependent
variable, a long-run relationship exists betwees ¢brrent account deficit and
budget deficit for Croatia, Czech Republic, PolaRdmania, Slovakia, and Slo-
venia. Our results indicate that both negative positive shocks to current ac-
count deficit have significant positive coefficient Poland and Romania in the
long-run. In the short-run, it seems that a posifjmegative) shock in current
account significantly affects budget balance indfieo(Croatia), Poland (Roma-
nia) and Slovakia. We should note that the sigsigrificant effects in the short-
-run is negative in all cases, implying twin divenge between two series under
consideration. Our results indicate that theretexin asymmetric effect in Croatia,
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Slovakia and Slovenia in the long-run and in Cagd®ioland and Slovakia in the
short-run.

When current account deficit is employed as dependariable, we find
a co-integration for the cases of Czech Republimdary, Romania, and Slo-
vakia. It seems that the coefficients on both negand positive changes in budget
deficit are positive in Czech Republic, Hungaryd &@tovakia in the long-run. On
the other hand, in the short-run, we conclude ghelhange in the budget deficit
has a significant impact on the current accouniciieh all countries in which
we find a co-integrating relation. Positive shoak$udget balance in Hungary
and Romania lead to a deterioration of current @ai;avhile the opposite occurs
in Slovakia, consistent with twin divergence argata the short-run. As for asy-
mmetric effects, we find that an asymmetry existsGzech Republic, Hungary,
and Romania in the long-run and all four countiiethe short-run.

We conclude that the twin deficit hypothesis i$ valid for Poland, Croatia,
Romania and Slovenia, although there exists areac for reverse causality in
the case of Poland and Romania. On the other hemdind a supporting evi-
dence for the twin deficit hypothesis in Czech R#joy Hungary and Slovakia
in the long-run. We should highlight that fiscalipg would be effective in im-
proving the current account deficit in these theeantries in the long-run. On
the other hand, some policies would affect longatbudget deficit through the
current account balance in Poland and Romania. iftjdies that current ac-
count targeting would be a good policy option feege countries if they decide
to improve the budgetary positions. It seems thaking a distinction between
short and long-run effects would be necessary inesoases. Because long-run
and short-run effects differ from each other. M@ex0it is important to consider
the relevant asymmetries since asymmetries regoirey makers to distinguish
between the effects of positive and negative shookisudget or current account
deficits. Finally, since the relationship betwebe turrent account and budget
deficits is a complex one, there is no single redar all countries. Therefore, it
would be more helpful to investigate and analyse filationship in a time se-
ries or country specific context rather than pasedlings for policy purposes and
proposals.
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