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Abstract

This research paper examines India's current account deficit problem in the context of domestic macro
imbalances and the exogenous global dynamics. At the outset, the paper reviews historically various
theoretical models explaining multifarious economic determinants of current account deficits. To be
more specific in the Indian context, this problem is dealt with by running simple regressions explaining
the correlation and possible causality between the current account deficit on the one hand and growth
rates, real effective exchange rates, exports and imports, gold imports, export and import elasticities,
import intensities and net foreign assets on the other. The author believes that the volatility in the
current account deficit in India is not to be viewed only in terms of country's external linkages but the
domestic macro imbalances are equally responsible for India‘s current account deficit. To understand
the macro imbalances in the domestic context domestic savings and investment data are examined in
the context of the current account deficit. Also regressed is a function showing relationship between
gross inflows to investment ratio and its relation with the CAD. To examine domesticfinancial strength,
country's internal and external debts are compared and an attempt has been made to examine whether
any correlation exists between debt and current account deficits. The paper is concluded on the note
that a diverse correlation and causality have been observed in the case of external or exogenous variables
affecting the current account deficit. The currency valuation plays an important role in stabilizing the
current account deficit problem. The point has been made that the domestic macro imbalances need
special attention to approach the current account deficit problem along with global determinants.

Keywords: Current Account Deficit, Rupee Depreciation, Export/Import Elasticities and Intensities,
savings. Investments.

Introduction

This research paper is divided into three parts. The First Part (Part I) examines various
explanations on the possible determinants of imbalances in the current account against the
background of Asian economies including India. This is a theoretical framework of this paper.
These various explanations are not conclusive in terms of selecting one and only one
determinant of current account deficit problem. In the Second Part (Part Il) an empirical
analysis is carried out for understanding correlation and causaUty between India's current
account deficit (CAD) problem and a host of global and domestic determinants of current
account deficit. In the Third Part (Part Ill) conclusions are drawn on the issue of domestic
linkages of India's current account deficit problem. This Part also includes a few
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recommendations which refer to domestic structural imbalances and possible panacea for
the same.

Objectives of Research

This research paper has the following three objectives. The relative significance of these
objectives has been ordinarily diverse in nature.

a) How to understand differently the implications of the CAD in the short-run and long-run
perspectives?

b) To what extent can one determine coefficient of correlation and determination of various
domestic and global determinants of the India's CAD problem?

c¢) Can we argue that the structural domestic imbalances need to be removed to better
understand India's CAD problem rather than using conventional wisdom of treating this
problem strictly in the only perspective of global volatility that reflects in either the rupee
depreciation or in the decline of foreign exchange reserves and net loss of capital flows?

Methodology of Research

This research paper is empirical in nature. To understand correlations and causality between
the CAD and its determinants, simple regressions are run. Before the author could make any
logical deductions, the regressions have helped establish correlations between the CAD and
its possible determinants. To do this, a time series data are used with linear relationships.
With SPSS ANNOVA outputs, the Durbin Watson coefficients are calculated for examining
the possibility of autoregressive linearity. Along with this, export and import elasticities are
calculated with the help of unit value and volume indices of exports and imports. The author
has also made use of earlier studies on 'import intensities'. In addition to this, index values
on foreign exchange reserves and capital flows are calculated to understand the relative
significance of the activity of preserving foreign exchange reserves on the one hand and
attracting capital flows on the other to comprehend whether such policies would mitigate the
intensity of the problem of CAD. Based on observed trends of time series data on many
related variables the analysis of variance is carried out to interpret the movement and pattern
of data on fiscal and current account deficits. The overall progression of this paper is
exploratory and interpretative in nature. To approach the research question with a focused
emphasis, domestic and global variables are separately regressed. It is expected that the global
volatility is pertinent through trade balance with exports and imports of gold and oil and
petroleum products. The changes in the value of trade balance are also affected through
exchange rate movements. To capture this, initially rupee versus dollar exchange rate data
and the NEER and REER correlations with the CAD are examined (Appendix C). On the
domestic front, the savings and investments approach is discussed along with short-term
and long-term debt and foreign exchange dynamics and their impact on the CAD problem.
To understand the domestic linkages of global dynamics, the capital inflows to domestic
investment ratio is regressed with the CAD and its correlation has been examined and
discussed in detail. A clear identification of domestic and global determinants have emphasized
a point that the understanding of India's CAD problem needs a long-term and a more robust
and sophisticated analysis.
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Parti
A Theoretical Framework of CAD Determinants

There are many theoretical approaches which try to explain the possible correlation between
various determinants and the current account deficit.

a) The elasticity approach refers to the current account balance as the sum of trade balance
and net international investment income. This approach, therefore, further examines the
analysis of price elasticity of demand for imports and that of demand for exports.

b) As per the absorption approach the current account balance is taken as the difference
between income and absorption, i.e. the difference between savings and investments.
According to this approach if the economy spends more than it produces (i.e. absorption
exceeds income), it must import from other countries for its excess consumption and
spending. As per this approach the exchange rate does not have any role to play in current
account adjustments (Krugman, 1987).

¢) Theinter-temporal approach has been derived from the absorption approach. Thisapproach
also considers the current account balance from savings and investment approach. This
approach argues that an economy runs a current account surplus if national income is
temporarily high or investment temporarily low.

Part 11
Empirical Results and Analysis

The empirical results in this research paper have a strong bearing upon the elasticity and
absorption approach. It is important to know that India's current account deficit problem
will be better examined and understood through the first two approaches suggested in Part I.
At the outset, we aim at finding out whether there exists any correlation between a number of
global and domestic variables and the behaviour of CAD in India. Against the background of
rupee depreciation and continuously raising fiscal and current account deficits, we intend to
find out the correlation between the CAD and gold imports and the import of crude oil and
petroleum products. In this connection our two fundamental equations are:

CAD/GDP = a0 + PiX/GDP - P.M/GDP + eo (i)
Here, CAD/GDP is a ratio between current account deficit and gross domestic product.

X/GDP isaratio between exports and gross domestic products and M/GDP isa ratio between
imports and gross domestic products. A small eg is an error term.

Our second equation is CAD = ag- PJCRPOL + eg. Here, CAD is current account deficit and
CRPOL is import of crude oil and petroleum products. We have run simple regressions on
both and have found high correlation and significant coefficient of determination. Let us
initially examine our regression result outputs.
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Our statistics show that the gold imports have high and significant correlation with the CAD.
Our results pertaining to crude oil and petroleum products are as follows:

b) CAD = ao- pjCRPOL + eo CAD = 15041.243- .498CRPOL
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-12.455
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Sig.
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.000

SPSS Output Regression (a) (Data Source: - www.rbi.org.in)

These statistics have also confirmed the argument that the imports of crude oil and petroleum
products have very high and statistically significant correlation with the CAD.

For a couple of years India's current account deficit has been badly affected by the increasing
volume of such imports. Our deeper analysis would like to emphasize a point which states
that it is the rising value of these imports owing to depreciation which has been affecting our
current account deficit. Notwithstanding, a cut in gold imports will have insignificant effect
in terms of reducing the deficit. The following table throws much better light upon the actual

situation in this connection.
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Table 1: India's Gold Imports

Year Total Imports Gold Imports Gold Imports as
(USD Billion) (USD Billion) % of Total Imports
2000-01 50.5 4.2 8.2
2001-02 51.4 4.2 81
2002-03 61.4 3.8 6.3
2003-04 78.1 6.5 8.3
2004-05 111.5 10.5 9.4
2005-06 149.2 10.8 7.3
2006-07 185.7 14.5 7.8
2007-08 251.7 16.6 6.6
2008-09 303.7 21.3 7.0
2009-10 288.4 28.8 10.0
2010-11 369.8 40.7 11.0
2011-12 489.3 56.5 11.5
2012-13 234.8 20.3 8.6

Source: - Ministry of Commerce, Govt, of India. Retrieved from commerce.nic.in

The standard argument is if we cut down our imports of gold, it will help control the current
account deficit. Our regression outputs suggest that they have high correlation and coefficient
of determination. Notwithstanding, the information from Table 1 clearly suggests that gold
imports as percentage of total imports are not very significant and they have been declining.
What really matters is the volatility in the value of gold imports subject to the rupee
depreciation which has been affected more strongly by a few other exogenous variables that
barely have any close relation with the CAD. Our second equation related tothe correlation
between the CAD and CRPOL is also high and significant. In this connectionwe need to take
a look at Table 2.The following table shows that the proportion of CRPOL to bulk imports has
been ranging between 66 to 72 percent. And its proportion to total imports has been in the
range of 26 to 31 percent. These imports are significantly high in terms of value. Our reliance
on these imports suggests that domestically there is dearth of the production of oil and
petroleum products owing to domestic supply constraints. This is a structural barrier. The
value of such imports rises owing to the fact that the rupee depreciates against the dollar.
Such volatility is caused externally which is beyond our control. What is within our control is
domestic production and removal of supply constraints. A policy of mere rupee stabilization
would not structurally overcome the problem of rising CAD so long as domestic production
does not catch up the pace of growth or the efforts to produce import substitution fail. India's
overall trade gap has been continuously increasing. We have regressed the CAD along with
exports and imports by using the following equation.

CAD/GDP = a + PAX/GDP + g, (i)

The regression outputs are placed after Table 2.
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Table:2 Imports of Crude Oil and Petroleum Products

Year Imports of Crude Petroleum CRPOL proportion  CRPOL proportion
Products (Rs. Billion) to bulk imports (%) to total imports (%)
2002 -03 853.67 72.59 28.72
2003-04 945.20 69.81 26.32
2004-05 1340.94 70.38 26.76
2005-06 1945.40 71.96 29.45
2006-07 2585.72 67.67 30.76
2007-08 3206.55 70.64 31.67
2008-09 4199.68 66.92 30.55
2009-10 4166.49 69.44 30.18
2010-11 4822.82 70.07 28.64
2011-12 7427.64 72.14 31.66

Author's own calculation (Data Source: - Directorate General of Commercial Intelligence and Statistics.
Retrieved from www.rbi.org.in)

With the following equation our regression outputs on exports and imports are as follows.

CAD/GDP = a0 + PiX/GDP - "M /GD? + eo = 4.352+.379 -.543M+eo

R 952 Sig.

R2 .906

RegressionSS 45.495

Residual SS 4.702

F 43.540 .000

t

Intercept 1.656 132

Betas X 741 478
M -2.447 .037

SPSS Outputs. Regression (c) (Data Source: - www.rbi.org.in)

From the outputs it is clear that both the exports and imports are highly correlated and the
coefficient of determination is very high. Although the t statistics does not show a high
significance level, the F statistics show the required level of significance. To take care of rising
CAD, ageneral expectation is that the exports should rise and imports should fall. This implies
that the trade balance (TB) should improve. The following equation suggests the correlation
between the two.

CAD = ao+ PiTB +eo (iii)

The correlation between the CAD and TB has been positive and satisfactorily high. But, the
coefficient of determination is not that strong. The F and t statistics are significant. The fact
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Table: 3 Foreign Exchange Reserves to Capital Flows Index

Year Index Value
2000-01 5.53
2001-02 5.55
2002-03 24.04
2003-04 7.90
2004-05 10.89
2005-06 7.29
2006-07 9.83
2007-08 6.85
2008-09 17.05
2009-10 4.94
2010-11 6.15
2011-12 5.48

Author's calculations (Data Source: -

www.rbi.org.in)


http://www.rbi.org.in
http://www.rbi.org.in

12 Journal of Accounting and Finance

Arstafdl, this tade dons thet the incbxvalLe refleds sonre\didility: This imdlies thet the
relative sigificance of the proportionete ratiolstween fareignexdange reenes and cepatal
flons hesbeendranging Ahigh incexvele sons thet tre foreign reenes ssa
nwrstomﬂgieﬁeptﬂendCODal\Aﬂmtresmﬁcermdcmtd ons. Wt Fes
been suppested is more ad nore influx of nonicEt caaital flons and less andl less Lee of
fasighedaereenestooeraaretepdlemofCAD Qredftresinudurd defidendies
is Indias exdtarmdl cHat and less stisfactary cHt- senvice rtia Bver groning exterrdl ol
aﬁahdwoﬁiwmtsauoeralommemfaag\edergereser\eA

losss her ddllar resenes. This firdlly putsacoannard md:nesuco.mal}a/vh
ewlmammmﬂeemrd\dwlnmdane% %&ﬂm This

s

resuits in ceteriarating position of CAD Tre fdll Imidsexterml cHx
Ewio
Table: 4 Long-term to Short-term External Debt Ratio
Year Long-term debt Short-term debt Short-term as %
(US $ million) (US $ million) of long-term
2000 94327 3936 4.17
2001 97698 3628 an
2002 96098 2745 2.85
2003 100245 4669 4,65
2004 108222 4431 4.09
2005 116279 17723 15.24
2006 119575 19539 16.34
2007 144230 28130 19.50
2008 178669 45738 25.59
2009 181185 43313 23.90
2010 208606 52329 25.18
2011 240941 64990 26.97
2012 267640 65130 24.33

Author's calculations (Data Source: - www.rbi.org.in)
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Table: 5 India's Total, Short-term Debt and Other Dimensions

Year Concessional debt as Short-term debt as Debt-stock to Debt - service ratio
%of total debt %of total debt GDP ratio
2000 38.9 4.0 22.0 17.1
2001 354 3.6 25.5 16.6
2002 35.9 2.8 21.1 13.7
2003 36.8 4.5 20.3 16.0
2004 35.8 3.9 18.0 16.1
2005 30.7 13.2 18.1 59
2006 28.4 14.0 16.8 10.1
2007 23.0 16.3 175 4.7
2008 19.7 20.4 18.0 4.8
2009 18.7 19.3 20.3 4.4
2010 16.8 20.0 18.3 5.8
2011 155 21.2 17.8 4.3
2012 13.8 22.6 20.0 6.0

Data Source: m(www.rbi.org.in)

Table 4 clearly shows that short-term as % of long-term debt has been rising. This will surely
add to the short-term current account deficit problem. Table 5 reveals that short-term as % of
total debt has been rising. The debt-stock to G]Dratio is very high and the debt-service
capacity is falling. These issues are clearly structural and require long-term planning.

Part 111
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Appendices

Appendix A

A.l Export Elasticity (Base 1999-2000)

= Aguantum index X /Aunit value indexX* original unit value index X/original quantum index X
Table A.l Export Elasticities

Year T Coefficient
2001 0.81
2002 6.48
2003 0.95
2004 0.73
2005 2.46
2006 0.73
2007 2.46
2008 0.73
2009 1.55
2010 0.52
2011 1.08
2012 1.09

Author's calculation (Data Source: - www.rbi.org.in)
A.2 Import Elasticities

Tix= Aquantum index M /Aunit value indexM* original unit value index M/original quantum indexM

Year
Tin Coefficient
2001 0.1
2002 1.46
2003 0.45
2004 4.89
2005 0.98
2006 1.13
2007 0.63
2008 7.22
2009 1.44
2010 0.98
2011 0.66
2012 NA

Author's calculation (Data Source:- www.rbi.org.in)
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A3

Year

2002-03
2003-04
2004-05
2005-06
2006-07
2007-08
2008-09
2009-10
2010-11
2011-12

Table A.3 Import Intensities

Total Inputs ~ Select Imports Mas % Value of M as %
(Rs.Billiort) (Rs.Billion)  of Inputs Output of value of output*
Import Intensity Import Intensity
9161.85 1372.33 14.97 11305.61 12.13
10396.23 1599.24 15.38 12874.01 12.42
13629.41 2328.32 17.15 16725.61 13.98
15436.58 3300.28 21.37 19083.55 17.29
19483.68 4461.83 22.90 24085.48 18.52
22229.53 5324.47 23.95 27757.09 19.18
26614.86 7462.19 28.03 32727.98 22.80
30356.05 6753.68 22.24 37227.77 18.14
NA 8212.52 NA NA NA
NA 12195.17 NA NA NA

Author's Calculation * The last column represents import intensity as % of final demand.

(Data Source: - www.rbi.org.in)

Aperdix B

B.I CAD / NEER and REER Relationship
B.1.1 CAD and NEER
CAD = a0+ p, NEER = -163.740 + 1.275NEER

Wé hae do

R .086 Sig.

rR2 .007

RegressionSS 824.734

Residual SS 109892.227

F .128 725

t Intercept -.492 .629
Beta 357 725

Durbin Watson 1.894

SPSS Output (Data Source: mvww.rbi.org.in)

track bdlae with REER The correlation is mat vary hich ad

saisticalyit desmtdoragificae Benamuohwedker rdaionhesleenfoundietvean
NEERad track belane
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B.1.2 CAD and REER (Trade-based weight)
CAD = a0- Pi REER = 109.191- 1.787REER

R .088 Sig.

R2 .008

RegressionSS 710.613

Residual SS 91918.036

F 131 721

t Intercept 222 .827
Beta -.363 721

Durbin Watson 1.924

SPSS Output (Data Source:- www.rbi.org.in)

B2CAD'EP/ Nt Invisidles/ (P

W\ have nun this regression prinrarily for eamining tre inpedt of Nt Invisidles antre
CAD Itisdmenad intrecese of Indiathet the et track cHfiat hes been recLosd by inoones
thrachinvsides Inlest fewears treinoreframinvisidles kpsdsohaenobdlrl% Agpirst
this bedground we inted to see the carrelation Qur regression autjuis are as fdllons-
CAD=a0- P, NETINUS80=430- 114ANETINUS

R 631 Sig.

Rz .398

RegressionSS 19.965

Residual SS 30.232

F 6.604 .028

t Intercept 1.907 .086
Beta -2.570 .028

Durbin Watson 779

SPSS Output (Data Source: - www.rbi.org.in)

Agerdx C

Wewe inthis Ageadixistiet theQross Hscal Defiat iIsamuhnoresgificat
imhﬁ&uﬁ@ﬁm%mm@mhm-&%mmwh\%w
INCAD \ith this viewin mind ve have nuna regression dong tre rlaion between the
CADad tre Quss Hs Defiat
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Our equation is CAD = &V- pj GFD + eg= 312.322 - .583 GFD + eg

R .884
R 182
RegressionSS 1.614E7
Residual SS 4500871.071
F 100.393
t Intercept 3.097

Beta -10.020
Durbin Watson .526

SPSS Output (Data Source: - www.rbi.org.in)

19

Sig.

.000
.004
.000

Benwve e clodated verianee and stancerd cviation inthe cese of GFDad CAD Qur

results sow higrer values of varianee and stianchrd devidion in the case of GFDwen

red with tre CADWhich shons conparatively loner values of veranoe ad starclrd

chviation Thisisae nore ygoort toaur' thet there is high conrelation between

the CADadtreGD Adtrelaterssani \aridde reshiger inMflLece antre

@Dbargao%ntht\mdje Therefore, much nore inpartant dlicy varidde is tre
sl cHfiat.

aotrd of gass
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