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Testing the Twin Deficit Hypothesis
in Egypt During the Period (1977-2015)
Abstract

The study aims at testing the applicability of the twin deficit hypothesis
to the case of Egypt and determining the nature of the relationship between
the two deficits: budget deficit and current account deficit using annual
time series data for the period 1977- 2015. In order to achieve the research
objective, the co-integration approach and the error correction model are
used within the framework of the Auto Regressive Distributed Lag Model
(ARDL) to estimate the long-run and short-run quantitative and causal
relationships between internal deficit and external deficit.

The results prove a co-integration relationship between the two deficits,
with a high speed of adjustment from short-term imbalance to a long-term
steady state equilibrium ranging from an average of one year and three
months (the external deficit is the dependent variable) and almost one year
(internal deficit is the dependent variable). The long-run results show that the
increase in the internal deficit affects the external deficit positively. The most
important channels of this relationship are the interest rate and the exchange
rate, which confirms the Mundell-Fleming model. The results also reveal that
the increase in the external deficit leads to a rise in the internal deficit, and
that the main channels of transfer such a relationship are the gross domestic
income and the money supply.

The results of the error correction model ensure the significance of the
relationship between the two deficits in the short run. The increase in the
fiscal deficit leads to the alleviation of the external deficit. The same is true in
the opposite direction, indicating that the two deficits negatively affect each
other, which means the twin divergence hypothesis is applied in Egypt in the
short term. Finally, the results of the analysis of causality led to the rejection
of the twin deficit hypothesis and the applicability of the reverse causality
hypothesis in Egypt during the study period, which means that the external
deficit is the cause of internal deficit in the long run and not vice versa.
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