
CHAPTER- XIII 

SUMMARY AND CONCLUSION 

13.1 Introduction: 

The relationship between budget deficit and trade deficit has been studied for the economy of 

Maldives over the period 1979-2003 in Chapter V through Chapter XII. A summary of the 

main findings on different aspects of such relationship is being presented below. 

13.2 Stationarity of Budget Deficit and Trade Deficit Series 

Chapter 5 presents the study on 'Stationarity' and 'Integrability' of budget deficit and trade 

deficit series. The main findings of this chapt~r are 

(i) both BD1 and TD1 at level are 'non-stationary' at levels. 

(ii) 'non-stationarity' in BD1 and TD1 series at level is not due to any structural shifts in 

their stochastic structures. 

(iii) both BD1 and TD1 attain stationarity upon first differencing. 

(iv) both BD1 and TD1 are 'Difference Stationary '(DS) and not 'Trend Stationary' (TS) 

(v) both BDt and TDt series at level are 1(1) i.e BD1 - 1(1) and TD1 - 1(1) 

(vi) both ~BD1 and ~TD1 are I(O) i.e ~BD1 - I(O) and ~TD1 - I(O). 

13.3 Cointegration: Long-run Relationship Between Budget Deficit and Trade Deficit 

Series 

Chapter VI has been devoted to examine the existence of Cointegration between budget 

deficit and trade deficit in Maldives. The study involves the use of the Engle-Granger 

Method, the Johansen Method and the CRDW Method of Cointegration. The study of 

Cointegration shows that 

(i) the study of co-integration between budget deficit (BDt) and Trade Deficit (TDt) is 

possible since BDt- 1(1) and TDt- 1(1) . 

(ii) BD1 and TD1 series at levels are not cointegrated. Consequently, long run 

equilibrium relation between Budget Deficit (BDJ and Trade Deficit (TDJ can not 

be expected to exist. 

(iii) L1BD1 and L1TD1 series are cointegrated. Consequently, a long-run equilibrium 

relationship exists between first differenced series for Budget deficits (BDJ and 

Trade Deficit (TDJ. 
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(iv) the Cointegration relation between budget deficit and trade deficit is CI(1,1) in 

the economy of Maldives. 

13.4 Dynamics of Short-run shocks And Stability of Long-run Relationship Between 

Budget Deficit And Trade Deficit. 

Cointegration study in Chapter VI confirms the existence of long-run relationship between 

budget deficit and trade deficit in Maldives. It is then imperative to know if such relations}:Iip 

is stable. Stability of the long-run relationship is established if the short-run shocks, 

transmitted through the TD1 or BD1 channels, converge before long. The stability of the long

run relationship is studied through the estimation of the relevant Vector Error Correction 

Model (VECM) in Chapter VII. It has been observed in Chapter VII that in the economy of 

Maldives over the period 1979-2003 

(i) there exists no cointegration and, therefore, a long-run equilibrium relationship 

between budget deficit (BDJ and Trade Deficit (TDJ series at level. 

(ii) Cointegration exists between first differenced data-sets for budget deficit and trade 

deficit. 

(iii) budget deficit and trade deficit series are CI (1,1). 

(iv) the short-run shocks, transmitted through the trade deficit channel, affect the long

run dynamic relationship that trade deficit maintains with budget deficit. 

(v) the deviations of trade deficit from its long- run equilibrium level are temporary 

and convergent. 

(vi) . the long- run relationship that trade deficit maintains with budget deficit is stable. 

(vii) consequently, the short-run dynamics for the trade deficit defines a 'stable 

equilibrium process. 

(viii) the shocks, transmitted through the budget deficit channel, fails to disturb the long-

run relationship that budget deficit maintains with trade deficit. 

(ix) budget deficit fails to 'Granger Cause' trade deficit in the short run. 

(x) Trade deficit fails to 'Granger Cause' budget deficit in the short run. 

(xi) budget deficit and trade deficit, therefore, appear to be independent of each other 

in the short-run in the economy of Maldives 
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13.5 Causal Relationship Between Budget Deficit and Trade Deficit 

The causal relationship between budget deficit and trade deficit has been studied with the 

estimation of an appropriate Unrestricted Vector Autoregressive (UV AR) model in Chapter 

VIII. Main findings in Chapter VIII are as follows: 

(i) trade deficit is negatively related to three-period back budget deficit 

. Consequently, three period back budget deficit exerts a corrective impact on 

the current period budget deficit. 

(ii) trade deficit fails to 'Granger Cause' budget deficit. 

(iii) budget deficit also fails to 'Granger Cause' trade deficit. 

(iv) there was no 'causal' relation between budget deficit and trade deficit, 

(v) budget deficit is 'exogenous' to the system. 

(vi) The 'Ricardian Equivalence Hypothesis' is accepted and confirmed. 

13.6 Intervention Analysis Through The Study oflmpulse Response Functions 

The UV AR model in Chapter VIII considers two types of shocks. Some shocks are 

transmitted through the trade deficit channel while others are transmitted through the channel 

of budget deficit. In Chapter IX we examined the responses of trade deficit and budget deficit 

to such shocks. Besides, we sought also to examine the relative importance of these shocks in 

explaining variations in these two deficits over time. From the Intervention Analysis through 

the study of Impulse Response Functions in Chapter IX, it is observed that 

(i) trade deficit shocks constitute the predominant cause behind the short-run 

variations in trade deficit. 

(ii) budget deficit shocks fails to generate significant variations around the long-run 

equilibrium level of trade deficit. 

(iii) budget deficit remains insulated to both types of shocks. 

(iv) both types of shocks are short- lived by nature. These fail to change the equilibrium 

base of trade deficit and also that of budget deficit. 

13.7 Intervention Analysis Through the Study of Variance Decomposition 

The Intervention Analysis through the Variance Decomposition of Forecast Errors for the 

deficits concerned has been done in Chapter X. The main findings are as follows: 

(i) trade deficits shocks are the predominant factor behind the short-run variation in trade 

deficit. 
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(ii) budget deficit shocks account for only an insignificant part of variations in trade 

deficit. 

(iii) variations in budget deficit are mainly due to shocks transmitted through budget deficit 

channel. 

(iv) trade deficit shocks, on the other hand, account for ari insignificant part of variations in 

budget deficit. 

13.8 Study of Granger Causality Through The Restricted Vector Autoregressive Model 

The estimated UV AR model in Chapter VIII gives a hint about the direction and nature of 

causality between the deficits concerned. In the UV AR model the specification of lag 

structures for both the variables requires to be uniform. Consequently, the model is 'Over 

parameterized'. Such an 'UV AR' Model, therefore, appears to be less informative about the 

causality between the deficits concerned. In such case 'Restricted V AR Model' may of get 

help. A variant of such 'Restricted VAR Model' is used in 'Granger Causality Approach'. 

We have, therefore, sought to study in Chapter XI, causality between the deficits in the line 

suggested by 'Granger Causality Tests.' The maintain findings are as follows: 

(i) budget deficit fails to 'Granger Cause ' trade deficit over the period concerned. 

(ii) trade deficit fails to 'Granger Cause' budget deficit in the economy of Maldives. 

(iii) budget deficit and trade deficit are independent of each other in Maldives over the 

period of study. 

(iv) budget deficit appears to be an 'exogenous' variable if1 the system 

13.9 Spectral Analysis For Further Confirmation of the Nature And Direction of 

Granger causality 

We have sought to examine the causal relation between the deficits concerned through the 

'Spectral Analysis' in Chapter XII. This enables us to reexamine the nature and direction of 

'Granger Causality' between the deficits as obtained in Chapters VIII through XI. In the 

'Spectral Analysis' we have the following findings 

(i) 'Univariate Periodograms 'for DTD, and DBD, confirm that DTD, and DBD, series are 

'Stationary', i.e. DTD,-/(0) and DBD,- /(0). Consequently, TD,- /(1) and BD,-/(1). 

(ii) 'Auto-Spectra' confirm absence of periodicity in DTD, and DBD, series across different 

frequencies and the incidence of statistically significant auto-regressive structure for 

DTD,. 
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(iii) 'Auto-Spectrum' for DBD1 confirms 'White Noise' property i.e ARIMA (0, 1, 0) 

stochastic structure for the series. 

(iv) The 'Co-spectrum' for trade deficit (DTDJ and budget deficit (DBDJ confirms that the 

series are 'Cointegrated' and the long run relationship between these series is 'stable'. 

(v) The 'Coherence Spectrum' for DTD1 and DBD1 series confirms that there exists no 

strong 'Coherence' in their co-movements over the period of study. 

(vi) The 'Gain Spectrum ' for the series confirms the absence of 'Granger Causality' 

between these variables. 

(vii) The 'Phase Spectrum' for the variables further confirm that neither of the variable 

'Granger Causes ' the other in the economy of Maldives over the period of study. 

(viii) The 'Ricardian Equivalence Hypothesis' is operationally valid in the economy of 

Maldives over the period of study. 

13.10 Conclusion 

On the basis of these findings we may draw the following conclusions. 

First, both the trade deficit and fiscal deficits in Maldives over the period 1979-2003 have 

been showing a significant degree of hysteresis as shown by the 'Unit root' Tests. 

Second, there exist significant co-movements of these deficits over time. 

Third, the co-movements of these deficits do not exhibit any significant causal relation 

between them. As a matter of fact, no significant 'Granger Causality' between these deficits 

has been observed over the period of study. Consequently, 'Twin Deficit Hypothesis' is not 

validated by the study for the economy of Maldives. 

Fourth, budget deficit is found to posses 'econometric exogenity' since it is not 'Granger 

Caused' by trade deficit and DTD1 follows an ARIMA (0, 1 ,0) stochastic structure. 

Fifth, both the deficits are independent of each other. Emergence of one deficit is not found to 

contribute largely to the emergence of another deficit in Maldives over the period of study. 

Sixth, 'The Ricardian Equivalence Hypothesis' is operationally valid in the economy. 

Consequently, the equilibrium levels of current accounts, interest rates, investment and 

consumption remain unaffected by the changes in the level of budget deficits. 

Under this situation, a change in the level of budget deficit fails to bring in appreciable 

change in the life time budget constraint and in the volume as well as composition of real 

wealth of consumers. Given that agents have the opportunity of borrowing at a constant 
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interest rate, tax reduction will be considered as nothing but an increase in the present value 

of future tax liabilities. As a result thereof, consumers engage themselves in adjusting their 

savings to such changes in budget deficit. The desired level of national savings will, therefore, 

remain invariant over time. 

In this frame work of the economy of Maldives, the 'absorption level' following budget 

deficit, remains unchanged. In that event, the transmission link of budget deficit, through 

absorption channel, becomes inoperative. Consequently, 'budget deficit' fails to generate 

'trade deficit'. Two deficits in this economy exists as independent of each other. They exist 

because of different and unrelated fiscal as well as exchange market management policies. 

13.11 Policy Implications 

These findings indicate that budget deficits in Maldives cannot be held responsible for the 

emergence of trade deficits over the period of study. The internal debt, therefore, has not been 

found to culminate into the external debt. 

It further indicates that the problem of trade deficit is not intricately related with the problem 

of internal fiscal management. So trade deficit, even in the presence of fiscal imbalances may 

be expected to wither away in response to any corrective measures undertaken in foreign 

trade. Export promotion, import substitution etc may prove successful in the long-run. 

Similarly, fiscal measures may be taken up for reducing budget deficit. It may however be 

noted that the budget deficit does not generate growth potentialities in the economy provided 

it leads to capital accumulation. Economic development may be ascertained if, budget deficit 

can successfully broaden the capital base of the economy. This would, in future, lead to 

growth in income and standard of living. This may ultimately help the government to meet 

the fiscal obligations created by budget deficits in previous years. 

13.12 Scope For Future Studies 

The findings are based on the estimation of different equations and models with a historical 

dataset ranging from 1979-2003. Over this period several economic plans have been 

undertaken and executed with varying degrees of success. Thus the period is marked by 

spectacular economic and social transformations together with varying rates of growth. 

This long period, therefore, may be considered as a time span with heterogeneous process of 

growth. Consequently, the economy might have experienced some structural changes over the 

period concerned. Under these circumstances, a researcher may produce a regression~ equation 

which is too closely tailored to the chosen sample by experimenting with too many 

formulations of the model. In this case, it is not certain whether the estimated function will 
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perform equally well outside the sample of the data. Again with structural changes, the 

coefficients again may not appear stable. These may be sensitive to changes in the sample 

composition. 

This calls for the investigation into the 'Twin Deficit Hypothesis' over shorter homogeneous 

sub-periods. It may then be expected to provide dynamic and better insights into the 

interrelationship between budget deficit and trade deficit in Maldives over the period of study 

concerned. 
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