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ABSTRACT 

Due to unfavorable balance of payment in eight decades of twenty century, India adopted New Economic Policy in 

1990-1991. It was adopted because of existing twin deficit in the economy. The economy faced fiscal deficit and current 

account deficit as well. To short out this problem, India followed New Economic Policy. This step attracted 

significance foreign investment in India. But the problem of twin deficit still exists in the economy. This paper study the 

existence of the Ricardian Equivalence Hypothesis/Keynesian Proposition (fiscal deficit influence current account 

deficit or current account deficit influence fiscal deficit or both are independent) in short-term. It has been examined 

the short-term relationship between fiscal deficit and current account deficit with the help of variables like fiscal deficit 

and current account deficit. This paper is based on time series data, which is collected from RBI website 

www.rbi.org.in. The data is year wise from 1991 to 2017. The econometrics tools have been used in this paper like, 

Augment Dickey Fuller (ADF) test has been used for checking Unit root in the data series. VAR model has been used 

for checking short-term relationship between fiscal and current account deficit. 

Keywords: Twin deficit, Unit Root, VAR Model   . 

 INTRODUCTION 

An economy experiences twin deficit when there exists fiscal deficit as well as current account deficit. Fiscal 

deficit express domestic liabilities of government. It occurs when government expenses are greater than its 

revenue, while current account deficit express international liabilities of the government. It occurs when import 

exceeds exports of the economy. Twin deficit hypothesis explain the association between fiscal deficit and 

current account deficit, which means there is a positive relation between fiscal deficit and current account 

deficit, if fiscal deficit rises current account deficit also rise and vice versa. The twin deficit signifies that fiscal 

deficit and current account deficit move together in long run, it may or may not be in short run. Under this 

situation, economy needs domestic saving as well as international saving to sort out this problem. This paper 

examines the validity of Keynesian hypothesis in Indian economy with the help of annual data from 1991 to 

2017. 

 Fiscal deficit is the barometer of the economy. It influences various internal and external factor of the economy 

like, Employment, Output, Per Capita Income, Interest Rate, Inflation, Exchange Rate and current account 

balance etc. Fiscal deficit have some positive impact on the economy likes, Employment, Output, Per Capita 

Income etc, on the other hand some negative impact on the economy likes, Interest Rate, Inflation, Exchange 

Rate, Current Account Balance etc. 

The current account deficit consists of the goods balance, the services balance, net income receipts and net 

international transfers. Current account deficit depicts economic import excesses export; it means economy paid 

to the abroad is greater than income received from the abroad, over all there is net loss or drain out wealth of 

the economy. It is always a problem of the economy; a rational government always tries to eliminate or make it 

surplus to boost the economy. 

http://www.rbi.org.in/
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There are three different relationships between fiscal deficit and current account deficit may exist in the economy: 

• No relationship between variables  

• Uni-directional relationship between variables  

• Bi-directional relationship between variables 

 

1.2 Keynesian Proposition: 

The Keynesian School of thought argues that budget deficit causes current account deficit, which is proved by Sidney 

Alexander (1952), Mundell-Fleming (1963), Volcker (1987), Kearney and Monadjemi (1990), and Smyth (1995). They 

find in their study that; large government deficit has a significance impact on the current account deficit.  

 

1.3 Ricardian Equivalence Hypothesis: 

Ricardian equivalence hypothesis is against of the twin deficit hypothesis, it explains that increase in fiscal deficit is 

absorbed by rise in private saving to finance future tax burden. Similarly, a cut in taxes the disposable income of the 

individual increases but it does not increase the private consumption in the anticipated of higher future tax burden. 

Thus, savings response positively with fiscal deficit, leaving the current account deficit unaffected. 

 

2. The Conceptual Framework: 

Macroeconomic theory explains the relationship between fiscal and current account deficit with the help of national 

accounting equations, 

Gross National Expenditure (GNE) or Expenditure side Equation, 

Yd = C + I + G + (X-M) ....…….………. (1) 

Gross National Income (GNI) or Revenue side Equation,                                               

Ys = C + S + T………………. (2) 

This equation presents the GNI of the economy, in which GNI are the function of total private consumption 

expenditure on final goods and services, total private investment, total government consumption expenditure on 

final goods and services and net export. 

Where  

Yd= Gross National Expenditure (GNE) 

Ys= Gross National Income (GNI) 

C= Total Private Consumption Expenditure 

I= Total Private Investment 

G= Total Government Consumption Expenditure 

X= Total Export  

M= Total Import 

S= Total Private Saving  

T= Total Government Revenue (Excluding Borrowing) 

Now keeping the both equations as D=S, 
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C+I+G+(X-M) = C+S+T 

X-M = S-I+T-G 

Or 

(X-M) = (S-T) + (T-G) …….. (3) 

Where, 

(X-M) = Current Account Balance 

(S-I) = Investment Balance 

(T-G) = Fiscal Balance 

 

This equation explains that, Current account balance is the function of Investment balance and fiscal balance and it 

have positive relation, if fiscal deficit and net investment increases then current account deficit will also increases and 

vice versa. 

Figure 1: Current Scenario of Twin Deficit in India: 

 

Note: Source of the data collection is the website of Reserve Bank of India (RBI), (rbi.org.in) 

 CAD = Current Account Deficit 

 CENFD = Central Fiscal Deficit 

 GFD = Gross Fiscal Deficit (Combined Deficit of State and Centre) 

In developing countries like India, government’s dependency on fiscal policy to achieve the economic goals of 

stabilization and growth are the common aspects. Fiscal policy influences almost all variables of the economy 

and also got influence from them. India has been facing twin deficit since 1980-81 and this situation versant in 

1990, to sort out this situation India adopted New Economic Policy 1990-91. My concern is the situation of Twin 

deficit of India after New Economic Policy 1990-91 and effect of Fiscal Consolidation Policy “Fiscal 

Responsibility and Budget Management (FRBM Act) 2003. Due to my concern, I select year wise secondary data 

from 1991 to 2017.  

India adopted New Economic Policy 1991 to short out the problem of twin deficit of the economy, specially current 

account deficit, which was started from 1980-81. But my study Variables show that after adopting New Economic 

Policy 1991 the situation is as it was. Before adopting FRBM Act 2003 the average of GFD, CENFD and CAD are 

7.85, 5.47 and 0.45. After adopting FRBM Act 2003 (which was implemented in 2004) to before 2008 recession the 

average of GFD and CENFD are improving and become 5.71 and 3.43 but there is no improvement in CAD and it 
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become more verse to an average of 0.97, which means Fiscal Consolidation Policy did not impact on Current account 

deficit or it impact on CAD negatively.  

The situation of twin deficit become more critical after 2008 recession, the average of GFD, CENFD and CAD become 

7.3, 4.75 and 2.34. The current account deficit increases rapidly after 2008 recession and got its peak point 4.82 in 2012 

and then down turn from its peak point. It was due to international crude oil inflation.  

 

3. Literature Review: 

There are some empirical literatures exist that tests the two paradigms in the India economy, some of them proved 

Keynesian school of thought exists in the Indian economy and some of them proved Recardian equivalence hypothesis. 

These are, as Anorno and Ramchander (1998) checked the existence of trade deficit in their paper about five Asian 

countries, namely India, Indonesia, Korea, Malaysia and Philippines. Their study covered time period from 1957 to 

1993. They considered their variable in their analysis are Fiscal deficit, Trade deficit, Short-term government interest 

rate, trade weighted exchange rate, GDP and Inflation. With the help of Granger causality test, they proved that fiscal 

deficit is not causing the trade deficit for all countries except Malaysia. Interestingly, it has been found that trade deficit 

is causing the fiscal deficit. Inflation, GDP and interest rate caused trade deficit in India but not in other countries. 

Basu and Datta (2005) proved Recardian equivalence hypothesis. It means there is no any cointegration between fiscal 

deficit and trade deficit. They argued that savings and influx of invisibles played a crucial role in decoupling India‟s 

internal and external deficit. They proved it with the variables namely, combined gross fiscal deficit (GFD), yield 

government dated securities for 10 years, trade deficit, money supply (M1), gross domestic product at factor cost 

(GDPfc), exchange rate and interest rate (nominal interest rate). They used time period form 1985, but it was 

insufficient for any meaningful result, so they convert annual data series in quarterly data series with the help of 

interpolation method. Parikh and Rao (2006) proved Keynesian approach exists in Indian economy. They explained in 

their paper that, there is a positive relationship between fiscal deficit and current account deficit, and proved that 1 

percentage change in fiscal deficit causes 0.35 percentages in current account deficit. And also proved, there is a 

positive relationship between exchange rate and current account deficit, means appreciation in exchange rate widening 

in current account deficit. Mitra and Khan (2014) empirically proved in their paper with the help of VECM that, there 

is long relationship between fiscal and current account deficit. It is positive relationship between both, if fiscal deficit 

increases followed by current account deficit. With the help of IRF result, they proved that there is bi-directional 

relationship between fiscal deficit and current account deficit and it is confirmed by Wald test and Granger Causality 

test. Banday and Aneja (2016) proved in there paper that, there is significant bidirectional causality relationship 

between budget deficit and current account deficit in Indian economy from the period 1990-2013 with the help of 

Johansen co-integration analysis and Granger causality Wald tests. They also proved that other variables like exchange 

rate and inflation do affect the budget deficit and current account deficit. Anantha Ramu M.R. (2017) reveals the twin 

deficit hypothesis in Indian economy and proved it with the help of VEC econometric technique in long run. The 

empirical results indicate a significance positive relationship between fiscal deficit and current account deficit and it is 

proved by him in his paper that 1 per cent change in fiscal deficit will cause 0.5 per cent in current account deficit. It 

supports the relevance of Mundell-Fleming and Keynesian Hypothesis in Indian economy in long run. 

4. Objectives of the Paper: 

My object is the existence of Twin deficit of India after New Economic Policy 1990-91 and effect of Fiscal 

Consolidation Policy “Fiscal Responsibility and Budget Management (FRBM Act) 2003 and its performance. Due to 

my concern, I select year wise secondary data from 1991 to 2017. 

This paper examines, 

1. The short run existences of Keynesian Hypothesis in the Indian Economy. 

2. The presence of Ricardian Equivalence Hypothesis in the Indian Economy. 

3. The effects of Fiscal Consolidation Policy (FRBM act 2003). 



iJournals: International Journal of Social Relevance & Concern 

    ISSN-2347-9698 

Volume 7 Issue 5 May 2019 

 

 

© 2018, iJournals All Rights Reserved                                                                       www.ijournals.in 

 
Page 26 

5. Data Collection and Methodology: 

This study based on time series data and basically secondary data. It considers two variables Current account deficit 

(CAD) and Gross fiscal deficit (GFD), GFD is the combination of State fiscal deficit and Centre fiscal deficit. This 

study covers yearly time series data from 1991 to 2017, this data fetches out from the government website Reserve 

Bank of India (RBI). 

Table 1: Summary of the Data (Descriptive Statistics) 

Descriptive Statistics (In Rupees Billion) 

Stats  CAD GFD 

Mean 916.8 3824.3 

Median  208.8 2345 

Maximum  4796.1 11004.2 

Minimum -639.8 458.5 

Std. Deviation  1311.615 3323.901 

Skewness 1.460603 0.8814075 

Kurtosis  4.516067 2.431237 

Jarque-Bera 12.189 3.8599 

Observations 27 27 

Correlation between GFD and CAD 0.7172011 

Correlation between CENFD and CAD 0.8146879 

Source: Website of the Reserve Bank of India (rbi.org.in) 

The above table explains descriptive statistics of data series of CAD and GFD. The mean and median of the data series 

are different in both CAD as well as GFD. GFD is more volatile compare to CAD, which is proved by Std. Deviation. 

Both variables are positively skewed. However, CAD is relatively skewed compare to GFD. GFD is moderately 

skewed while CAD is highly skewed, which explain the absence of normality in frequency distribution. The value of 

the Kurtosis (greater than or less than 3) also explain the normality in the frequency distribution. CAD‟s value of the 

Kurtosis reveals the heavier tails or leptokurtic distribution, or data is not normal distributed, while GFD‟s value of the 

Kurtosis explains light tails or platykurtic distribution, means data is not normal distributed. The value of Jarque-Bera 

is non-zero, which is confirming the absence of normality in the both data series. 

5.1 Long Run Model: 

CAD = α + βGFD + ε 

Vector Autoregression (VAR) Model: 

A. Specify the Model: 

The short run Bivariate equations: 

 CADt = α10 + ∑ β11CADt-i+ ∑γ11GFDt-j + ε1t 
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 GFDt  = α20 + ∑β21CADt-i + ∑γ21GFDt-j + ε2t 

Note: The dependent variable is a function of its lagged value and the lagged value of other variables in the model. 

B. Augmented Dickey-Fuller Test for Unit Root Test: 

Equation for Augmented Dickey-Fuller Test1, 

 Δyt = α0 + γyt-1 + ∑βiΔyt-i+1 + εt 

Table 2: Result of the Augmented Dickey-Fuller test 

Augmented Dickey-Fuller test 

  Level First Difference 

Variables Est. Value  P-Value Est. Value P-Value 

CAD -2.64 0.09 -3.57 0.00 

GFD -0.8832 0.21 -4.57 0.00 

5% Cr. Value -3.50 -3.50 

Null Hypothesis: There is a unit root in data series 

Source: Author‟s estimations 

Note:  First difference is significance at 5 per cent level 

C. VAR Model with Optimum Lag Length2: 

CADt = α10 + β11 GFDt-1 + … + β1 (t-p) GFDt-p + γ11 CADt-1 + … + γ1 (t-p) CADt-p + εt 

GFDt = α20 + β21 GFDt-1 + … + β2 (t-p) GFDt-p + γ21 CADt-1 + … + γ2 (t-p) CADt-p + εt  

Where, 

P = Optimum Lag Length 

Optimum lag length decided by the VAR model is 8 (p =8) 

Coefficients Estimation of VAR Model’s Equation: 

Lags/ Constant CADt GFDt 

Constant 811.069 4777.154 

CAD Lag-1 1.517 2.831 

CAD Lag-2 0.138 -0.138 

CAD Lag-3 -1.640 -0.512 

                                                           
1 Enders, Walter. (2018). Applied Econometric Time Series. New Delhi. Wiley India (P.) Ltd Publication. 4(4), 206. 

2
 Enders, Walter. (2018). Applied Econometric Time Series. New Delhi.Wiley India (P.) Ltd Publication. 4(5), 290.. 
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CAD Lag-4 1.981 5.460 

CAD Lag-5 2.314 4.947 

CAD Lag-6 -3.309 2.713 

CAD Lag-7 1.579 10.431 

CAD Lag-8 2.992 5.882 

GFD Lag-1 -1.244 -2.565 

GFD Lag-2 1.216 -1.591 

GFD Lag-3 -0.748 -4.994 

GFD Lag-4 -0.635 -4.269 

GFD Lag-5 -3.387 -4.209 

GFD Lag-6 4.156 2.653 

GFD Lag-7 -3.440 -7.336 

GFD Lag-8 0.298 -0.901 

D. Diagnostic Checking of the Model: 

 LM test for Autocorrelation: 

Lags LM- Statistics Probability 

1 8.5805 0.01 

2 10.021 0.00 

3 11.017 0.01 

4 13.934 0.01 

5 14.381 0.01 

6 15.671 0.02 

7 15.997 0.03 

8 21.189 0.01 

H0: No autocorrelation. 

 Normality of Residuals; 

Objectives Chi Squire p-value 

Jarque-Bera 19.734 0.00 
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Skewness 4.9756 0.08 

Kurtosis  14.758 0.00 

 

E. Granger Causality Models for VAR: 

If GFD Granger Causes CAD,  

CADt = α1 + ∑ βiCADt-i + ∑γjGFDt-j + ε1(t)  

If CAD Granger Causes GFD, 

GFDt = α2 + ∑ βiCADt-i + ∑γjGFDt-j + ε2(t)  

Table 3: Result of the Granger Causality test 

Null Hypothesis H0 Observation F-Statistic P-Value Decision 

GFD does not Granger Cause CAD 26 7.0177 0.1307 Accepted H0 

CAD does not Granger Cause GFD 26 5.9665 0.1514 Accepted H0 

Source: Author’s own. 

 

F. Impulse Response Function (IRF): 

Figure 2: Impulse Response Function 

(A) 
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(B) 

 

G. Variance Decomposition: 

Table 4: CAD get influence with itself and GFD 

Years CAD GFD 

1 1.000 0.000 

2 0.972 0.027 

3 0.972 0.027 

4 0.972 0.027 

5 0.972 0.027 

 

Table 5: GFD get influence with itself and CAD 

Years GFD CAD 

1 0.997 0.003 

2 0.982 0.017 

3 0.982 0.017 

4 0.982 0.017 

5 0.982 0.017 

 

6. Result finding: 

To check short run twin deficit, exist in the Indian economy, I used VAR model to measure short run twin deficit in the 

economy. For this, I used to study the time period from 1991 to 2017, which is taken from the website (www.rbi.org.in) 

of Reserve Bank of India (RBI). First, I checked unit root (Stationarity) in the data series with the help of Augmented 
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Dickey-Fuller (ADF) test. The result of the ADF test at level, data is non-stationary. To make it stationary with the help 

of integration (I) or differentiation, the data is turned into stationary at the first integration I(1) or first differentiation at 

5 per cent level. Further, I used to measure the optimum lag length for the VAR equation, follow the “Akaike 

Information Criterion” (AIC) information criterion, the optimum lag length for the model is (p = 8) provided by the 

AIC criterion. To estimate the existence of the twin deficit in the economy, I applied the Granger Causality test. The 

result of the granger causality test reject the Keynesian Hypothesis exists in the Indian economy. The granger causality 

test accept the null hypothesis for both, means GFD does not cause CAD and as well as CAD does not cause GFD. The 

value of granger causality test either accepts or rejects depend on the level of 5 per cent value of probability. If 

probability value is greater than 0.05 the null hypothesis (H0) is accepted. If probability value is less than 0.05, the 

(H0) is rejected. The result of the Granger causality test is accepted both null hypothesis at 5% level that means there is 

no relationship between fiscal deficit and current account deficit in the short run. It proves that, there is absence of 

Unidirectional or Bidirectional relationship between gross fiscal deficit and current account deficit or there is no 

relationship among both. The Ricardian Equivalence Hypothesis (REH) exists in the short run in the Indian economy. 

Impulse response function explains the impact of one period shocks to all future value of the endogenous variables 

(CAD and GFD) and how to absorb is over period. In figure 2(A) upper diagram, it explains that how standard 

deviation (residual) influences value of the CAD and further CAD to future value of CAD and GFD. The CAD line is 

downward sloping and it became negative value at the end of the year and in second year it become zero. In 2(A) lower 

diagram the GFD line is downward sloping and it became negative in first year at the end of second year it become 

zero. Likewise figure 2(B) explains the influence of standard deviation on current GFD and future value of GFD and 

CAD.    

Variance decomposition is the numerical representation of how much percentage current variable influences the 

variables future value. For short-run variance decomposition explains only next two period of the future value of 

variable as it shows in the table 4 and table 5. Table 4 reveals that in next year the future value of CAD 100 per cent 

explain by its prior value itself, GFD is not influencing CAD future value. In second year, the future value of CAD 97.2 

per cent explain by its prior value and only 2.7 per cent by GFD. Table 5 shows the next year future value of the GFD 

99.7 per cent explain by its prior value and remaining 0.3 per cent explain by CAD. In second year, the future value of 

GFD 98.2 per cent explain by its prior value and only 1.7 per cent contribution of CAD, which is negligible. That 

clearly shows that there is no relationship between both variables in the short run. 

 

7. Growth Analysis (Value of Regression Equation) 

Table 6: Growth Analysis 

Explaine

d 

Variable

s 

Explanat

ory 

Variable

s 

Intercept 

„t‟ Term 

Slope 

coefficie

nt 

t-

Statistic 

(Slope 

Coeffici

ent) 

Prob R2 

Statisti

c 

Adjuste

d R2 

Statistic 

F- 

Statisti

c 

Porb 

(F-

Statisti

c 

D-W 

Statisti

c 

GFD Time 55.57 -0.02 -0.72 o.47 0.02 -0.02 0.53 0.47 0.89 

CAD Time -132.21 0.07 1.979 0.06 0.14 0.10 3.92 0. 06 0.66 

 

The estimated regression equation is as follow 

GFDt = 55.57 – 0.02t 

CADt = -132.21 + 0.07t 
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The growth rate of CAD in my study period from 1991 to 2017, is 0.07 X 100 = 7% which is positive while GFD 

growth rate is negative -0.02 X 100 = -2%, that‟s meant over period of time CAD will be increasing while GFD will be 

decreasing. It means there is inverse relationship between both.  

H. Conclusion and Suggestion: 

The empirical result rejects the Keynesian proposition and accept Ricardian Equivalence Hypothesis in the context of 

India in short run, it indicates that fiscal deficit and current account deficit have no significant short run relationship in 

India proved by Granger causality test. It rejects the unidirectional and bidirectional relationship between both in short 

run. It is important for the policy makers to use those policy variables to be used in an effectively in India to reduce 

twin deficit at manageable level not to eliminate both. As we know that, our country is a developing country lots of 

problem is there due to lack of enough investment because our revenue is not enough to save more and further invest 

more to fulfill economy requirement. For tackle such kind of situation government should targeted some percentage of 

both deficits exists in the economy and get advantage of favorable situation like decreasing price of crude oil to make 

current account deficit toward zero in this period government should get advantage of price deflation and focus on 

productive investment. Such kind of situation was existed in Indian economy since 2000 to 2004 and since 2014 to 

2016. 
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