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Abstract 

Purpose of the study: The current study estimated the impact of current account gaps (CAGAP) on inflation in South 

Asian countries, namely, Pakistan, Bangladesh, India, Nepal, and Sri Lanka.  

Methodology: CAGAP is estimated through macroeconomic fundamentals by applying panel time series data 

methodology from 1990 to 2018. We adopted the bias-corrected least square dummy variable (LSDVC) estimation 

technique for the time series macro and dynamic panel to find the impact of CAGAP on inflation.  

Principal findings: CAGAP negatively affected consumer price inflation rate while Lag of inflation, trade openness, 

age dependency, and oil prices positively affected inflation rate in the selected sample countries. In LSDVC, the 

Blundell and Bond (BB), Arellano-Bond (AB), Anderson and Hsiao (AH) estimates are determined while system and 

difference GMM estimates also confirmed the results. Therefore, LSDVC-AB is selected from the three versions of 

LSDVC as baseline regression based on higher significance and lower standard error. 

Applications of the Study: CAGAP affects inflation, so it should be estimated annually in all these countries for 

macroeconomic stability as IMF annually estimates for developed countries in an external sector report. It is worthwhile 

to estimate CAN regularly and watch it for CAB evaluation and future Adjustment. Based on the results, the study 

recommends that tailored policies and interventions focus on the structural distortions and slow-changing factors to 

eradicate CAGAP.  

Novelty/ Originality of the Study: A few empirical studies have scrutinized the role of CAB on macroeconomic 

variables. No empirical study on CAGAP and its consequences are available in the selected region's existing literature to 

the best of our knowledge.  

Keywords: Current Account Balance, Current Account Gap, Inflation Rate, South Asia, Time Series Panel. 

INTRODUCTION 

An economy's ability to finance imports and payments of services, income (e.g., interest payments), and transfers 

through receipts from exports of goods, services, income (e.g., profit remittances), and transfers (e.g., worker 

remittances) can be reflected through current account balance (CAB). CAB may be a source of concern when two 

conditions hold in CA Norms: (a) when structural variables are dominant rather than cyclical, for example, when export 

earnings are unable to cover imports and debt service obligations over the foreseeable future; and (b) When financing of 

CAGAP depends on short-term external borrowing or a protracted reduction in official reserves or other net foreign 

assets. (Greene, 2018). A sustainable current account deficit (CAD) may be possible through high-interest rates, which 

can increase capital inflows and dampen consumption and investment and increase savings wou, leading I It can be 

improved by increasing domestic savings and lowering government borrowing with an increase in taxes (Al-Eyd, 

Barrell, & Pomerantz, 2005). That's why the Adjustment of CAD would be contractionary in demand, inflation, and 

output growth in the economy.  

CAGAP does not matter if it is aligned to macroeconomic fundamentals. Otherwise, it may have a critical impact on 

macroeconomic variables (Gnimassoun and Magnon, 2013; Lane & Milesi-Ferretti, 2014; & Comunale, (2017). CAGAP 

may create an external crisis, vulnerability to sudden stop, exchange rate collapse, and economic slowdown Cusolito and 

Nedeljkovic (2013). For example, CAGAP adjustment after the financial crisis in 2008 confirmed that the exchange rate 

depreciated to stabilize the external position. As a result, there was a drastic decline in demand and output in high CAD 

countries (Lane et al., 2014).
1
  

CAGAP affects macroeconomic variables through these possible channels (a) CAGAP causes depreciation of the 

domestic currency, making the imports of raw material, semi-finished products, and capital goods expensive. Cost of 

production and price level rises in the home country due to this supply channel (Yurdakula & Ucar, 2015), (b) CAGAP 

through exchange rate depreciation may also shift the aggregate demand up due to an increase in competitiveness. 

Wages, price level, and output level rise due to this demand channel. The net effect is decided based on demand and 

supply channels (Dincer & Kandil, 2011).  

                                                           
1
CAGAP=CAB-CAN 
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The rationale of the study and Objective: The selected countries are experiencing the same pattern of sectoral 

transformation from agriculture to services with incomplete industrialization (Jha and Afrin, 2018), and the region is 

exposed to macroeconomic vulnerabilities from both domestic and external factors. Fiscal deficit, saving investment gap, 

robust growth of credit to the private sector, and the pressure of external obligations and internal economic issues in the 

coming years are the common problems almost in the whole region (South Asia Regional Update IMF, 2018). It is 

expected that headline inflation in most of the economies will remain under control, owing to good food inflation. But, 

in Pakistan, it is currency depreciation and energy tariff causing inflation. Bangladesh and India have moderated CAD, 

but it continued to pose macroeconomic challenges for Nepal and Pakistan. According to the World Bank's regional 

report on the South Asian economies (2019), it is very important to know the root cause of the CAGAP and then 

eliminate this gap. The current study estimated the impact of CAGAP on inflation in the selected region, while 

CAGAP is estimated from macroeconomic fundamentals through Macroeconomic Balance Approach (MB) 

approach
2
.  

LITERATURE REVIEW 

The comprehensive review on inflation in selected South Asian countries can be divided into three strands: The first 

strand covers the approaches to estimate CAGAP. The inclusive review of the first strand shows that Rahman (2008), 

Medina, Prat, & Thomas (2010), and Comunale (2015) used the MB Methodology of IMF for the measurement of CAN. 

The second strand estimated the impact of domestic and external factors on inflation. Yoon, Kim, and Le (2014) 

empirically found that population growth, old-age dependency (65 and above), working-age population, and life 

expectancy affected inflation. Freund and Warnock (2005) investigated that the larger CAD in industrial countries, the 

harder they adjust. The size, persistence, consumption-driven deficit, and the dependence on debt inflows raise concerns 

about Adjustment. Al-Eyd et al. (2005) explored the empirical link between US CAD adjustment and the dollar 

exchange rate realignment. This study explained that CAD might be due to the exchange rate movement above 

sustainable level, structural imbalance in the economy, and profitable domestic investment. The study concluded that 

domestic demand and the exchange rate would slide downward in the adjustment process. Holinski, Kool, and Muysken 

(2012) documented a growing divergence between CA imbalances in northern and southern euro area countries from 

1992 to 2007. The adjustment costs will be high in the absence of sufficient market-based adjustment mechanisms and 

negative consequences for fiscal policy. Wright (2013) estimated critical factors that affected CAB's sustainable level 

CAB, including NFA to GDP ratio, Fuel to GDP ratio, relative productivity g, growth, and labor force participation rate. 

The study further added that, firstly, the misalignment of the exchange rate would be corrected through the fundamentals 

from which it is calculated. Secondly, price competitiveness is not the only factor. Still, the structural factors are more 

responsible for the CAB'sd and sustainable level of Khan & Islam (2013) & Tung, Thanh & Thang (2015) found that 

remittance inflows positively and significantly impact inflation. Trabelsi (2016) estimated that globalization negatively 

affects inflation in the 34 OECD economies using the macro panel's econometric technique and data period from 1998 to 

2015.  

The third strand covers the impact of CAGAP on inflation that has been the less focused area. Borensztein and Gregorio 

(1999) empirically explored the link between exchange rate misalignment, CAD, and inflation using a sample of 

currency crises throughout 1970-1996. The study further found that output gap, real exchange rate misalignment, and 

CAB are significant determinants of inflation. Lane et al. (2012) & Lane et al. (2014)  confirmed empirically that the 

Adjustment of CAGAP expenditure switching policy played a limited role while there is a drastic change in aggregate 

demand and output level. Finally, Comunale (2017) empirically studied that CAGAP affected the currency 

misalignment, affecting the imports of raw material, final commodities, and export prices. As a result, domestic inflation 

rises due to the process mentioned above. The study concluded that the internal devaluation of the domestic currency 

rectified the misalignment in the exchange rate, which improves external competitiveness.  

 RESEARCH METHODOLOGY  

By following the literature on inflation (Kamin, 1997; Marc & Kalau, 1998; Jaffri, 2010), the model developed as 

follows 

                  
          

                (A) 

According to Marc and Kalau (1998) and Comunale (2017), we can use the following relationship, 

     
                                   (B) 

CAGAP, exchange rate, and economic growth are economically linked to one another, and it is undeniable that currency 

misalignment arises from internal and external imbalances (Gnimassoun et al., 2013 and Comunale, 2017). Since 

                                   

Therefore, by using the above relationships and putting in (A) for panel data 

                                                           
2
See Lane & Milesi-Ferretti (2014).  
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(C) 

Where INFit-1 shows Lag of consumer inflation where 'ii' shows cra oss section, ''tt' is a time dimension, CAGAPit is 

current account gap, ADit is the age dependency, MSit is the money supply, it's the trade openness, INVit is the 

investment rate, it is the oil price, and µit is the error term. The following section has theoretical channels. 

The consumer price index covers many items of daily use, so it is considered a better measure of price changes from the 

consumer point of view. The annual average growth rate of CPI is taken as the proxy of the inflation rate because it is 

used in the empirical literature (e.g., Khan, Bukhari, and Ahmad, 2007). A country will face price persistence if the 

majority of firms adjust their prices based on past information. The introduction of inflation lag fits the data better than 

the forwarding-looking model (Sbordone, 2007). The First Lag of inflation is used in the model to introduce persistence. 

According to Lane et al. (2014), positive CAGAP undergo a greater pressure for appreciation of the domestic 

currency and the relative decline in the aggregate demand that will ultimately hurt the inflation rate. The study 

used the deviation of CAB from CAN as the main independent variable of the study to estimate its impact.  

The pattern of change in population size and age structure affect aggregate demand and supply agents, inflation 

expectations, and assets price (Khan, Khan, Ullah, Usman, Farhat, 2020). The study used age dependency as a proxy of 

demographic factors in the panel. New growth theory explained that trade openness works through (a) efficiency, (b) 

best resources allocation, (c) improved capacity utilization, and (d) foreign investment that increases output and 

ultimately reduces inflation. However, Ullah, Shaikh, Channar, & Shaikh (2021) invalidates Romer's (1993) proposition 

and find a symmetric and positive relationship between trade openness and inflation. We, therefore, wee used X+M/GDP 

in perc. According to Pyhrr, Born, and Webb (1990), real and financial investment is always affected by the inflation and 

inflation cycles. These cycles have a complex impact on cash flow variables and thus on investment. Therefore, we used 

total investment as a percent of GDP as the control variable. The money supply does not necessarily cause inflation 

(Shaikh, Channar, & Shaikh, Ullah, (2021). The total amount of monetary assets available in an economy at a specific 

point in time is the money supply. This study has taken M2 as a percentage of GDP as the control variable in the model. 

The production and commodities prices in the region show transmission of any change in oil prices at the international 

level. Jaffri et al. (2012) showed that any rise in oil price at the international level would affect the domestic price 

stability. In this study, we have used Crude Oil (petroleum), a simple average of three spot prices; Dated Brent, West 

Texas Intermediate, and the Dubai Fateh, US$ per barrel. 

Selection of Empirical Technique 

The current study was inspired by Judson and Owen (1996) & Sung & Park (2018) for the estimation technique for the 

dynamic macro panel. Fixed effect (LSDV) estimates are consistent only in the static model, but these estimates have a 

non-negligible bias in the dynamic panel data model. According to Baltagi (2008), pooled OLS estimators are biased 

upward while FEM estimators are biased downward concerning econometric assumptions. Moreover, difference GMM 

estimators of the lagged dependent variable are strongly downward biased (Blundell and Bond, 2002). The GMM 

estimates cannot be used in macro panels as their properties hold when cross-section (N) is greater than period (T). That 

is why their estimates can be severely biased and imprecise when N is less than T. 

According to Judson et al. (1996), LDVC may be far better than GMM in dynamic macro panels, and they also 

recommend three versions of bias-corrected least squares dummy variables (LSDVC) in the form of (a) AH instrument 

variable (b) AB and (c) BB estimates. After estimation with different regression techniques, diagnostics are applied. 

First, the condition of no correlation in the error term is introduced in the dynamic panel model (Cameron and Trivedi, 

2009). Second, Arellano and Bond test for serial correlation are applied, and the expected P-value of the AR (1) test 

should be significant (Pr < 0.05) while the P-value of AR (2) should be insignificant (Pr>0.05). Finally, the Sargan Test 

of over-identifying restriction is applied. The over-identifying restriction is about the correlation between the error term 

and instruments, and the null hypothesis should be insignificant.  

RESULTS  

Descriptive statistics are imperative to observe the variability and distribution of the data series for further analysis. 

There are 145 observations for each variable for each country, i.e., it is strong, balanced data. See Table 1 for 

Descriptive Statistics and Table 2 for pairwise correlation coefficients. Pairwise correlation analysis showed that INF is 

significantly correlated with CAGAP, and too as the asterisk (*) shows that p-value <0.05. 

The following way is used for the empirical analysis in the panel context: The characteristics of the data have been 

confirmed before establishing the empirical model and application of LSDVC in the final phase, like (a) the presence of 

autocorrelation, (b) multicollinearity between explanatory variables, (c) multicollinearity in the panels, (d) cross-

sectional dependence between cross-sectional units, (e) homoscedasticity within cross-sections and (f) endogeneity in 

the panel.  

Table 1: Descriptive Statistics and Comparison 

Variables Description Pakistan Bangla-desh India Nepal Sri  South Asia 
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Lanka 

INF Maximum 20.29 11.33 13.87 17.15 22.56 22.56 

Minimum 2.53 2.01 3.33 2.27 2.14 2.01 

Mean 8.367 6.142 7.479 7.532 9.239 7.75 

S. Deviation  4.162 2.310  3.192 3.693 5.055 3.883 

CAGAP Maximum 7.244 3.873 3.853 9.849 0.3912 9.85 

Minimum -6.133 -3.587 -2.482 -7.481 -8.691 -8.69 

Mean 0.490 -0.004 0.805 0.177 -2.669 -0.240 

S. Deviation 2.869 1.773  1.387 3.172 2.134 2.644 

AD Maximum 88.87 83.3379 71.695 85.04 60.18 88.87 

Minimum 64.37 49.1605 50.537 56.607 48.00 48.00 

Mean  76.50 65.356 61.16 75.39 51.50  65.98  

S. Deviation  9.218 10.318 6.81 8.89 3.671 12.30 

OP Maximum 2.02 2.02 2.02 2.02 2.02 2.02 

Minimum 1.12 1.12 1.12 1.12 1.12 1.12 

Mean 1.578 1.578 1.578 1.578 1.578 1.578 

S. Deviation 0.293 0.293 0.293 0.293 0.293 0.293 

TO Maximum 38.91 48.11 55.79 64.04 88.64 88.64 

Minimum 25.31 18.89 15.67 32.19 46.36 15.67 

Mean 33.01 33.05 35.40 48.69 67.09 43.45 

S. Deviation 3.740  8.771 13.18 7.07 13.24 16.43 

INV Maximum 20.821 31.59 39.59 51.756 39.056 51.756 

Minimum 14.121 17.508 21.8 16.884 23.197 14.121 

Mean 17.37 24.81 29.75 28.49 29.94 26.08 

S. Deviation 1.807 4.004 5.616 9.000 3.910 7.147 

Table 2: Correlation Matrix of Variables 

 INF CAGAP AD MS OP TO INV 

INF 1.000       

CAGAP -0.226* 1.000      

AD 0.004 0.268* 1.000     

MS -0.110 0.249* -0.272* 1.000    

OP 0.012 -0.027 -0.497* 0.585* 1.000   

TO 0.230* -0.381* -0.485* 0.013 0.091 1.000  

INV -0.049 -0.236* -0.621* -0.551* 0.444* 0.442* 1.000 

Table 3: Model Specification Tests 

Model Specification Test Test Statistics P-Values Decision 

Cross-Section Dependence  

H0: Cross- section Independence 

Chi2 (10) = 13.453 0.1994 Cross-section Independence 

Multicollinearity Test (VIF) Mean Value=2.02  No Multicollinearity 

Specification Test 

H0: Model has no omitted variables 

F (3, 129) =0.18 0.9069 No Omitted Variables 

Autocorrelation test 

H0: No First Order Autocorrelation 

F (1, 4) =82.426 0.0008 Dynamic Models 

(b) Durbin-Wu-Hausman test  

H0: E (       )=0 

 0.005 LSDVC 

 

Explanatory 

Variables 

LSDV 

(Dynamic) 

LSDVC 

(AH) 

LSDVC 

(AB) 

LSDVC 

(BB) 

INFt-1 0.39*** 

(0.075) 

0.47*** 

(0.077) 

0.47*** 

(0.077) 

0.48*** 

(0.077) 

CAGAP - 0.29** 

(0.128) 

-0.29** 

(0.144) 

-0.28** 

(0.130) 

-0.28** 

(0.132) 

MS 0.02 

(0.042) 

0.03 

(0.047) 

 0.02 

(0.042) 

0.03 

(0.043) 

AD 0.15** 

(0.070) 

0.14** 

(0.069) 

0.14** 

(0.064) 

0.15** 

(0.070) 

OP 0.07** 

(1.527) 

3.18** 

(1.592) 

3.31** 

(1.435) 

3.46** 

(1.514) 
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TO 0.06* 

(0.034) 

0.064 

(0.041) 

0.06* 

(0.033) 

0.06* 

(0.035) 

INV -0.11 

(0.082)  

-0.09 

(0.092) 

-0.11 

(0.078) 

-0.11 

(0.080) 

Observation 145 145 145 145 

Table 4: Diagnostics 

Diagnostics Arellano-Bond (AB) Estimates   

(a): Sargan Test of over-identifying restriction,  

Ho: E(  ,IV)=0  

Chi
2 
(377) = 121.49  1.0000 

(b): Arellano-Bond test for (AR1) 

(Ho: No Autocorrelation) 

Z =
 
-5.34  0.0000 

(c): Arellano-Bond test for (AR2) 

(Ho: No Autocorrelation) 

Z = -0.92 0.3571 

DISCUSSIONS 

LSDVC estimators are preferred when they are compared with the original LSDV and widely used GMM consistent 

estimates. The regression model of CPI inflation in Error! Reference source not found. 4 shows the persistence so, 

for dynamic macro panel LSDVC (AB) model is selected based on coefficients significance and size of standard error 

(e.g., see Bruno, 2005; Sung and Park, 2018). The Lag of INF, OP, AD, and TO positively and significantly affect the 

CPI inflation in selected South Asian economies. Our objective variable shows that one unit increase in CAGAP 

(increase in CAB concerning CAN) as a percentage of GDP) on average decreases INF by 0.28 percentage point, and the 

results are in line with Ahmad et al. (2021). According to Lane et al. (2014), positive CAGAP undergo a greater 

pressure for appreciation of the domestic currency and the relative decline in the aggregate demand that will 

ultimately hurt the inflation rate. According to the expectation and earlier evidence of the literature, the model 

results are also (see, e.g., Duarte & Schnabl, 2014 & Fuchs, 2015). Three diagnostics tests for LSDVC-AB estimates 

also produced the expected results.  

CONCLUSION  

This study estimated the impact of CAGAP on inflation (CPI) in selected South Asian countries. The result shows that 

CAGAP significantly and negatively influences the CPI inflation rate while AD, OP, and too positively and significantly 

affected the CPI inflation rate in the selected period. All the estimates (dynamic LSDV, LSDVC-AH, LSDVC-AB, 

LSDV-BB generated the same results, but LSDVC-AB is selected, from the three versions of LSDVC (AH, AB, and 

BB), as baseline regression due to higher significance and lower standard error.  

LIMITATIONS AND STUDY FORWARD 

 The study used the MB approach of the IMF to estimate CAGAP and did not estimate the CAB elasticities to see the 

exchange rate gap due to data limitations. Other countries of the region are not included in the study because of data 

unavailability. Other approaches of IMF as external balance assessment and external sustainability approach with MB 

can be used in the future, and results can be compared. The study can also be repeated for other regions as well as for 

sectors. 

RECOMMENDATIONS  

Serven and Nguyen (2013) considered that the primary cause of global imbalances is structural distortions and slow-

changing factors. They suggested that the target should be structural distortion rather than imbalances. Demand 

switching policies may also perform better than demand management policies as inflation is significantly determined by 

the CAGAP. Only nominal exchange rate realignment may not reduce or adjust the size of CAD in the long term. Still, 

the Adjustment must come from fundamentals, i.e., a correction in domestic imbalances (Obstfeld and Rogoff, 2005). 
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