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Abstract

This paper investigates the determinants of current account deficit in Sierra
Leone, within the framework of the Auto Regressive Distributed Lag (ARDL)
bound testing approach with annual time series data from 1980 to 2020. The
unit root results reveal that the variables constitute both 1(0) and I(1) series,
while the bound test confirms the existence of cointegration. The results con-
firm that budget deficit, external debt and real exchange rate are the main
drivers of current account deficit in the long run. Intuitively, the result reveals
that budget deficit is positively associated with current account deficit, which
confirms the validity of the twin deficit hypothesis. The result also suggests a
positive relationship between external debt and current account deficit, de-
noting that the accumulation of debt leads to a worsening of the current ac-
count deficit. The findings also indicate a positive relationship between real
exchange rate and current account deficit. This result is consistent with the
Mundell-Flemming model, which predicts that an appreciation in the real
exchange rate can adversely affect a country’s competitiveness position, lead-
ing to a worsening of the current account deficit. The short run result indi-
cates that any disequilibrium in the model is corrected at the 65% adjustment
speed annually. Also, the finding shows that, the coefficient of lagged current
account deficit and budget deficit are the main determinants of current ac-
count deficit. The diagnostic result suggests that the explanatory variables
account for 73% of the variations in current account deficit. Thus, the gov-
ernment should broaden the tax base and reinforce the implementation of an
efficient tax administration system that could tackle tax evasion and tax
avoidance, in order to enhance domestic revenue mobilization.
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1. Introduction

The determinants and dynamics of current account imbalances constitute an
important topic in open economy macroeconomics. The current account is an
important indicator of a country’s economic performance, and a component of
the balance of payments, which covers all transactions in goods, services, income
flows and current transfers between the domestic economy and the rest of the
world. The evolution of the current account provides information on the inter-
national competitiveness of an economy. There is a general consensus in the li-
terature that current account balance sustainability is crucial for macroeconomic
policy changes and decisions. The literature suggests that, countries use the cur-
rent account balance as an important macroeconomic indicator to gauge the
viability of the economy, as it reflects the stance of other important economic
variables including savings, investment and the budget balance. Most developing
countries, including Sierra Leone are typified by persistent current account defi-
cit. Large and persistent current account deficits are considered to be the symp-
tom of macroeconomic imbalances that have important implications on long-
term economic progress. Studies have shown that, current account deficit is as a
result of fiscal profligacy of the authorities leading to a decline in national sav-
ings, as well as financial regulation failures causing large and possibly spiteful
expansions in credit volume (Blanchard and Milesi-Feretti, 2011). Large and
persistent current account deficit may cause economic and currency crisis,
burgeoning external debt, reduction in international reserves and makes a coun-
try less competitive in the global economy (Deistaings et al., 2013).

The theoretical paradigm on the determinants of current account is largely
dominated by three models. The absorption approach suggests that current ac-
count balance is the difference between income and absorption, or the difference
between savings and investment. The theory posits that, if absorption exceeds
income, i.e. an economy spends more than it produces, then it must import from
other countries for its excess consumption and spending, resulting in a current
account deficit. However, if income exceeds absorption, i.e. an economy spends
less than it produces, then the economy will record a current account surplus.
On the other hand, the elasticity approach emphasizes the role of the exchange
rate and trade flows in the current account adjustments (Goldstein & Khan,
1985). This approach is premised on the analysis of price elasticity of demand
for imports and exports, with respect to changes in exchange rate. The elastici-
ties approach examines how changing relative prices of domestic goods and for-
eign goods resulting from a change in the exchange rate will affect the balance of
trade of a country. Furthermore, the Intertemporal Model focuses on interna-
tional flows of assets needed to finance imbalances between national saving and
investment. According to the intertemporal approach, the current account defi-
cit is the outcome of forward-looking dynamic saving and investment decisions
driven by expectations of productivity growth, government spending, interest
rates, and several other factors. If national savings exceeds investment expendi-

tures, then the country has a current account surplus. However, a country will
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record a current account deficit if investment exceeds national savings. Within
this framework, the current account balance behaves as a buffer against transi-
tory shocks in productivity or demand (Sachs, 1981; Obstfeld & Rogoff, 1995,
1996; Ghosh, 1995; Razin, 1995).

The empirical studies have identified several determinants of the current ac-
count deficit. The empirical findings by Kueh (2015), Brissimis et al. (2010) and
Bollano and Ibrahimaj (2015), confirm the presence of the “twin deficit hypo-
thesis”, that is, fiscal deficit is a key determinants of current account deficit.
Another school of thought suggests that current account deficit is largely influ-
enced by macroeconomic variables including inflation and exchange rate. Re-
searchers in this category include Chen et al. (2012), Gossé and Serranito,
(2014). Others suggest that economic growth is a major determinant of current
account deficit, including Madura (2008), Sadiku et al. (2015). The study by
Barnes et al. (2010) and Kayik¢i (2012) shows that current account deficit is
largely influenced by foreign direct investment flows.

Sierra Leone’s external sector performance has been characterised by persis-
tent current account deficit (including official transfers), largely due to its high
degree of import dependence. The current account deficit (as a percent of GDP)
averaged —4.5 percent between 1980 and 1985 (see Figure 1), partly attributed to
the huge public expenditure on imports following the hosting of the Organiza-
tion of African Unity (OAU) Summit, coupled with the massive drop in di-
amond export. However, following the adoption of the Structural Adjustment
Programme, the country maintained a positive current account balance, with a
surplus of 10.7 percent of GDP in 1986. During the war period (1991-2000), the
country’s current account deficit averaged —6.1 percent of GDP. The war period
significantly hampered economic activities, which affected the agriculture, min-
ing and transport sectors, and caused disruption to the production and supply of
basic goods and services. Furthermore, the war period was typified by high infla-
tion and persistent exchange rate depreciation, which resulted to increased capi-

tal outflow. These factors reduced the international competitiveness of the
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Figure 1. Current account balances (% of GDP). Sources: World Development Indicator
(WDI) database.
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country, and coupled with trade sanction, exacerbated Sierra Leone’s current
account deficit position. Following the end of the civil war in 2000, the govern-
ment implemented an economic recovery and rehabilitation programme to
boost growth, sustain peace and maintain broad macroeconomic stability. As a
result, economic activities increased in the mining, agricultural, transport sec-
tors, which resulted to positive economic growth. Also, inflationary pressure
eased whilst the exchange rate witnessed relative stability. In tandem with these
positive developments, the current account deficit as a percent of GDP, de-
creased from 9.3 percent in 2001 to 6.1 percent in 2003, and further declined to a
deficit of 5.0 percent in 2006.

However, the country witnessed its worst external sector performance follow-
ing a significant deterioration in the current account balance, from a deficit of
5.0 percent of GDP in 2006 to a deficit of 65 percent in 2011. The surge in the
current account deficit in 2010 and 2011 was largely explained by increased in-
vestment activity in public and private infrastructure, expansion of mining and
construction activities combined with the hike in the international prices of fuel
and food. Furthermore, the outbreak of the Ebola disease and the decline in the
international price of iron ore between 2014 and 2015, had a significant impact
on the country’s current account position. This period also coincided with the
shutdown of two (2) mining companies, shortage in the supply of foreign ex-
change and significant depreciation of the domestic currency (leones). During
this period, current account deficit averaged 17.8 percent of GDP, due to the de-
cline in iron ore export, increased import bill on food and pharmaceuticals, and
a fall in transfers. The current account deficit narrowed to 14.4 percent of GDP
in 2020 from 22.3 percent in 2019, on account of a sharp increase in transfers
combined with the decrease in payments for services.

Large and persistent current account deficits constitute a cause for concern for
Sierra Leone, especially when sustainability issues are raised and thus the eco-
nomic prospect of the country is being challenged. Against this background,
identifying the main drivers of the current account deficit is of utmost impor-
tance to policy makers. The main purpose of this paper is to investigate the de-
terminants of current account deficits in Sierra Leone. To achieve this objective,
the paper utilizes the bound testing approach with annual time series data for
the period 1980 to 2020. This estimation technique bodes well in situations
where the variables are of I(0) and I(1) which gives an efficient and realistic es-
timates (Nkoro & Uko, 2016). Despite the plethora of empirical literature on the
determinants of current account deficit, to the best of our knowledge, this paper
is the first country-specific study to investigate the determinants of current ac-
count deficit in Sierra Leone. This study contributes to the growing literature on
the drivers of current account deficit. In particular, this paper provides an em-
pirical exploration of the determinants of current account deficit in a country
typified by large and persistent current account deficit. An understanding of the
main drivers of current account deficit in Sierra Leone will help policy makers to

formulate and implement adequate macroeconomic policy measures in order to
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achieve sustainable level of current account balance. The structure of the paper is
organized as follows: Section two articulates the empirical findings on the main
determinants of current account deficit, while section three provides the me-
thodology. Section four discusses the results, while section five presents the con-

clusion and policy recommendations.

2. Literature Review

There exists an extensive literature on determinants of current account deficit,
albeit with mixed results. Seyoum (2020) empirically investigates the determi-
nants of current account deficits in Ethiopia using annual time series data from
1975 to 2016. Result from the Autoregressive Distributed Lag (ARDL) model,
reveals that net foreign asset, real effective exchange rate, terms of trade and real
GDP are found to have a negative impact on current account deficit, while gov-
ernment budget balance positively affected current account deficit in the long
run. Behera and Yadav (2019) examine the determinants of current account def-
icit (CAD) in India. The study utilizes the Johansen’s vector error correction
model (VECM) and Granger non-causality test. The findings indicate that the
widening of current account deficit is due to fall in household financial savings
and corporate investments. Furthermore, Eita et al. (2019) investigate the deter-
minants of the current account balance in Namibia, using the ARDL model with
annual time series data from 1980 to 2016. The results indicate that current ac-
count balance is determined by fiscal balance, investment, foreign direct invest-
ment, exchange rate, real exchange rate, population, real GDP and interest rate.
Kurniadi and Aimon (2018), investigate the causality between current account
balance and macroeconomic variables in Indonesia, using the Vector Autore-
gression (VAR) approach with quarterly data from 2005q1 to 2015g4. The find-
ings show that macroeconomic variables have no causality relationship with
current account balance. Das (2016) empirically investigates the determinants of
current account imbalance for a sample of developed, emerging and developing
countries using dynamic panel GMM techniques and panel data from 1980 to
2011. The study reveals that current account balance is positively correlated with
net foreign assets, trade openness and exchange rate stability and negatively as-
sociated with commodity price, real GDP growth and real effective exchange rate
for the developed countries. While, among emerging countries, current account
balance is positively correlated with commodity price, real GDP growth, trade
openness and de jure capital openness; but negatively correlated with net foreign
asset and exchange rate. For the same year, Sadikua et al. (2015) investigate the
potential determinants of current account positions in FYROM for both, the
short run and long run dynamics covering the period from 1998ql to 2013q4.
Results from the ARDL approach suggest that, financial development, fiscal
balance and terms of trade are positively correlated with the current account
balance, while openness to international trade is negatively correlated with the

current account balance.
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Yurdakul and Cevher (2015) investigate the causality relationship between
current account deficit and macroeconomic aggregates in Turkey. The study
uses quarterly data from 2003ql to 2014q2, and employs the conditional and
partial Granger causality test. The results illustrate that real effective exchange
rate, growth rate, energy import, and openness were the main determinants of
current account deficit in Turkey during the study period. Also, Oshota and Ba-
dejo (2015) examine the determinant of current account balance for West Afri-
can countries, using the panel ARDL model. Both Pooled Mean Group (PMG)
and Dynamic Fixed-Effect (DFE) were used with panel data from 1980 to 2012.
The results indicate that in the long-run, GDP per capital, investment, money
supply positively impact current account balance, while the real effective ex-
change rate has a negative impact on CAB. Furthermore, Bollano and Ibrahimaj
(2015) empirically investigate the determinants of current accounts for a sample
of 11 Central and East European Countries outside the Euro area. The study
employs a panel VAR model with fixed effects, using quarterly data over the pe-
riod 2005q1 to 2014q4. The results show that domestic GDP, the fiscal deficit,
and the real effective exchange rate are key determinants of the current accounts
of these countries.

Tarawalie (2014) examines the short and long run relationships between
budget and current account deficits in Sierra Leone employing the bounds test
approach and Toda Yamamoto causality analysis, with data from 1980 to 2012.
The long run results show that budget deficit, real GDP and political instability
have positive impact on current account deficit, while the short run findings re-
veal that budget deficit and war dummy were the most significant variables in-
fluencing current account deficit. Venkata (2014), employs the VECM and Jo-
hansen Cointegration technique to identify the short run as well as long run de-
terminants of the current account deficits in India. The empirical finding estab-
lishes a significant long run equilibrium relationship between current account
deficit and investment, savings & openness of the Indian economy. Yang (2011)
examines both the long-run and short-run determinants of current account bal-
ances for eight selected emerging Asian economies over the period 1980-2009,
within the framework of the VAR methodology. The results indicate that initial
stocks of net foreign assets and trade openness are important in explaining the
long-run behaviours of current accounts, but have less important roles in inter-
preting the short-run variations in current accounts in most of the selected
economies. Ketenci and Uz (2010) assess the major determinants of the current
account in the new members of the EU. The study uses the bounds testing ARDL
approach with quarterly data from 1995ql to 2008q3. The result validates the
twin deficit phenomenon. Also, the empirical evidence suggests that private
savings, investment and real exchange rate are key variables causing changes in
the current account in the long-run as well as in the short-run.

The study by Kwalingana and Nkuna (2009) investigates the long run and
short-run determinants of current account deficit in Malawi, using annual data

from 1980 to 2006 and employing the Johansen maximum likelihood technique.
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The empirical results suggest that openness, terms of trade, external debt accu-
mulation, and current account liberalization are the key determinants of current
account deficit. In addition, Kariuki (2009) examines the determinants of the
current account balance in Kenya using the intertemporal approach for the pe-
riod 1970 to 2006. The result shows that the terms of trade, fiscal balance, real
exchange rate and economic growth are the main determinants of current ac-
count balance. Morsy (2009) explores the main determinants of the medium-
term current account balance for 28 oil-exporting countries using dynamic panel
estimation techniques with data from 1970-2006 period. The results reveal that
factors that matter in determining the equilibrium current account balance of
oil-exporting counties are the fiscal balance, the oil balance, oil wealth, age de-
pendency, and the degree of maturity in oil production. Aristovnik (2007) used a
dynamic panel-regression technique to characterize the properties of current
account variations across selected Middle East and North African countries
(MENA) economies between 1971 and 2005. The results indicate that invest-
ment, government expenditure and foreign interest rates have a negative effect
on the current account balance.

Gulzar et al. (2007) utilize cointegration and error correction techniques in es-
timating the long and short run behavioural relationship between current ac-
count balance and difference economic variables in Pakistan during the period
1972 and 2005. The empirical results advocate that there exists a significant rela-
tionship between the current account balance and the balance of trade, domestic
saving, total consumption and workers’ remittances. Craigwell and Samaroo
(1997), examine the current account behaviour of two Caribbean developing
countries, Trinidad and Tobago and Barbados using cointegration theory and
error correction models (ECM) over the period 1967 to 1991. They find that the
important explanatory variables of current account are the exchange rate, the

budget surplus, the level of foreign income and lagged current account.

3. Model Specification and Data

Following a review of the theoretical and empirical literature, the empirical
model for this study is akin to the research work of Seyoum (2020), Calderon et
al. (2002) and, Chinn and Prasad (2003). For the purpose of investigating the
determinants of current account deficit in Sierra Leone, the study utilizes the
Autoregressive Distributed Lag (ARDL) model or bounds testing approach de-
veloped by Pesaran and Pesara (1997). The ARDL approach is a dynamic hete-
rogeneous model, which provides the framework for the variables in the model
to be lagged and difference. The ARDL model is also applicable in situations
where the variables are of I(0) and I(1) , since it gives realistic and efficient esti-
mates (Nkoro and Uko, 2016).

The empirical model for this study is given as follow;

CB,=y,+7.InY, +y,Incpi, + ,BD, + 7, INED, + . INRER, + 7, INOP, +¢, (1)

where CB is current account balance (% of GDP), Y is real GDP growth rate,
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CPI is consumer price index (proxy for inflation rate), BD is budget balance (%
of GDP), ED is external debt (% of GDP), RER is real effective exchange rate
(trade weighted exchange rate); OP is openness of the economy (ratio of export
plus import to GDP), £is a white noise process and t is the time period.

The ARDL approach involves two critical steps. The first step is to examine
the existence of a long-run relationship among all the variables, and the second
step is to estimate both the long-run and short-run coefficients. It is however
worthy to note that, the study will proceed to perform the second step only if the
first step establishes the existence of a cointegration relationship. Thus, in order
to perform the ADRL bound test of cointegration, the study estimates an unre-
stricted ARDL model, which is specified as follows:

ACB, =3+ >, ayACB_, +> " a,AInY,; +> " e;Alncpi,,

+> 1 aABD_ +Y " o, ANED,  + > a,ANRER, @)
+> 1 a,AINOP_, + B,CB_, + B, InY,_, + B Incpi,_,

+4,BD,; + B, InED,_, + s INRER,_, + £, INOP_, + 14,

where A is the difference operator, p and g are the maximum lag for the depen-
dent and independent variables, respectively, the ¢; (i =12,---,7) represent the
short-run coefficients, f (i =1, 2,---,7) are the long-run coefficients, p is the
error term, and all other variables are as defined earlier.

In order to perform the cointegration test using the ARDL bound testing ap-
proach, we test the long-run coefficients by specifying the null hypothesis of no
cointegration, against the alternative hypothesis of cointegration. The technique
uses the F-statistics to test for joint significance of the S, (i =12,---,7). Thus,
the hypotheses are specified in the form:

Hy: =B =8=8=05=05=5=0
Hit o= B, # By # B # s # B # B, #0

Once we have specified the null and alternative hypotheses, we then proceed
to compute the F-statistics, which is used to test the significance of lagged levels
of the variables, in order to determine the existence of cointegration. In the
bound testing approach, the calculated F-statistic is compared with the critical
values provided by Pesaran and Pesaran (1997). Two sets of critical values are
reported in Pesaran and Pesaran (1997)—the lower and upper critical values.
The rule of thumb is that, if the F-statistics is greater than the upper bound
value, then the null hypothesis of no cointegration is rejected, and we conclude
that there is cointegration, i.e. there is a long run relationship. However, if the
F-statistics is below the lower critical value, then the null hypothesis of no coin-
tegration cannot be rejected. Therefore, we conclude there is no cointegration,
i.e. there is no long run relationship.

Thus, once cointegration relationship is ascertained, then the error correction
estimates of the ARDL model are obtained. In this situation, the study proceeds

to re-specify Equation (2) into an error correction model, in the form:
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ACB, =6,+>." a,ACB_ +> " a,AInY,,+> " a;Alncpi,
+> 1 a,ABD,_ +Y " a;AINED; +Y " o ;AINRER, (3)
+>.1 o, AINOP,_, +SEct, , + 44

where Ect is the error correction term, which measures the speed of adjustment
and covers all the long-run information that was lost in the original estimation
process; O is the coefficient of the error correction term, which is expected to be
negative and statistically significant to further confirm the existence of a cointe-
grating relationship; ¢ (i=1,2,---,7) are the short run coefficients.

Data and diagnostic tests

For the purpose of econometric analysis, the study employs annual time series
data for the period 1980 to 2020. Variables used in the model estimation include
current account balance (% of GDP), real GDP growth rate, consumer price in-
dex (proxy for inflation rate), budget balance (% of GDP), external debt (% of
GDP), real effective exchange rate (trade weighted exchange rate); and openness
of the economy (defined as ratio of export plus import to GDP). Data were ob-
tained from the Bank of Sierra Leone database, and the International Financial
Statistics Yearbook of the IMF, 2021. To test for the stability of the model, the
study utilizes both the cumulative sum of recursive residuals (CUSUM) and
cumulative sum of squares of recursive residuals (CUSUMSQ).

4. Presentation and Discussion of Results

4.1. Unit Root Test Results

Before the estimation of the empirical models, the study performs the unit root
test in order to establish the univariate characteristics of the variables. The
study conducts the unit root test using both the Augmented Dicky Fuller
(ADF) and Phillip Perron test statistics. The result of the unit root test is pre-
sented in Table 1. The results suggest that CB, Y, cpi and BD are I(1) variables.
This result indicates that the variables are non-stationary in levels, but are sta-
tionary in their first difference. However, ED and RER are stationary in levels,
i.e. they are characterised as I(0) variables. Thus, there is no evidence of I(2) va-

riable, which also suggest that it is appropriate to use ARDL.

Table 1. ADF and PP unit root tests (intercept and trend).

Levels First difference Order of
Variables .
ADF PP ADF PP Integration
CB -1.82 —1.429 —4.56* —4.41* 1(1)
Y -1.23 -1.29 5.43* —5.52% 1(1)
Cpi -2.12 -1.44 —3.49%* —4.72* 1(1)
BD —-1.48 -1.37 —4.55* —-4.91* 1(1)
ED —3.54% —4.12% . . 1(0)
RER -5.62* —4.95* - - 1(0)
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4.2. Cointegration Test (Bound Test)

The unit root tests reveal that the variables constitute both I(0) and I(1) series,
hence the study proceeds to perform a bound testing for cointegration to ascer-
tain whether there is a long run relationship amongst the variables. To perform
the bound testing approach to cointegration, the study estimates Equation (2),
using a lag length of 2 based on the Akaike Information Criterion (AIC) and the
Schwarz Bayesian criterion (SBC).

The rationale for the ARDL bound testing approach is to test the null and al-
ternative hypothesis using the F-statistics against the Pesaran values. Thus, if the
result shows that the F-statistics is larger than the upper critical bound values at
the 1% or 5%, then we reject the null hypothesis of no cointegration, and con-
firms the existence of cointegration amongst the variables, indicating there is a
long run relationship. On the other hand, if the result of the F-statistics is below
the lower bound value at the 1% or 5%, then we accept the null hypothesis, and
conclude there is no cointegration. The F-statistic and critical bounds values for
testing the null of no cointegrating relationship are reported in Table 2. The re-
sult shows that the F-statistics is 5.764, which is greater than the upper bound
values at both the 1% and 5%. The study therefore confirms the existence of
cointegration, which indicate there is a long run relationship among the va-

riables included in the study.

4.3. Long Run Analysis

The bound test indicates the existence of cointegration, hence the study proceeds
to estimate a long run relationship. The long run regression result is presented in
Table 3. The findings show that budget deficit, external debt and real exchange
rate are the main drivers of current account deficit in Sierra Leone. The result
reveals that budget deficit is positively associated with current account deficit.
Intuitively, a percentage point increase in budget deficit leads to a 0.45 percen-
tage point increase in current account deficit. The result confirms the validity of
the twin deficit hypothesis. This result is consistent with the findings of Tarawa-
lie (2014), and Onafowora and Owoye (2006). The result also suggests a positive
relationship between external debt and current account deficit. This implies that

the accumulation of debt has led to the worsening of the current account over

Table 2. Bound test result.

Test Statistics Value Significance 1(0) I(1)
F-statistics 5.764 10% 1.99 2.94
K 5 5% 2.27 3.28

1% 3.02 4.51

Asymptotic. n= 1000

Source: Authors computation.
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Table 3. Long run regression result.

Variables Coefficient Std. Error t-Statistic p-value
C 0.6425 0.2134 3.0110 0.015
InY -0.3771 0.2034 —1.8540 0.125
Lncpi 0.0352 0.0198 1.7778 0.179
BD 0.4523 0.1572 2.8772 0.031
InED 0.2873 0.0872 3.2947 0.005
InRER 0.1845 0.0675 2.7333 0.042

Source: Authors’ calculation.

time. Thus, a 1% increase in total external debt leads to 0.29 percentage point
rise in the current account deficit. The result bodes well with the empirical work
of Kwalingana and Nkuna (2009) and Aristovnik, (2006). The findings also in-
dicate a positive relationship between real exchange rate and current account
deficit. An appreciation of the real exchange rate, leads to a worsening of the
current account deficit. This result is consistent with the Mundell-Flemming
model, which predicts that an appreciation in the real exchange rate can ad-
versely affect a country’s competitiveness position, leading to a worsening of the

current account deficit.

4.4. ARDL Short Run Results

The result of the short run ARDL model is presented in Table 4. The result sug-
gests that the error correction term is negative and statistically significant, which
further reinforces the existence of a long-run relation among the variables. The
result indicates that any disequilibrium in the model is corrected at the 65% ad-
justment speed annually, which depicts a high speed of adjustment. The finding
shows that, the coefficient of lagged current account deficit is positive and statis-
tically significant which shows the current account deficit persistence. Further-
more, the result reveals that budget deficit has a positive impact on current ac-
count deficit, a finding that reinforces the twin deficit hypothesis, as evident in
the long run regression result. The diagnostic result suggests that 73% of the
variations in current account deficit is explained by the explanatory variables,
while the Durbin Watson value of 1.96 indicates the absence of any first-order

serial correlation

4.5. Stability Test

The study conducts the stability test with a view to validate the stability of the
regression coefficients, using both the cumulative sum (CUSUM) and the cu-
mulative sum of square (CUSUMSQ). The results are presented in Figure 2 and
Figure 3, respectively. The results confirm the stability of the model, given that
the CUSUM and CUSUMSAQ lie within the 5% critical band.

DOI: 10.4236/me.2022.1312083

1543 Modern Economy


https://doi.org/10.4236/me.2022.1312083

A. B. Tarawalie, T. F. Marah

98 00 02 04 06 08 10 12 14 16 18 20

Figure 2. Result of CUSUM test.
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Figure 3. Result of CUSUMSQ test.

Table 4. ARDL short run results (2, 1, 0, 1, 2, 0).

Coefficient Std. Error t-Statistic p-Value
0.4921 0.1374 3.5815 0.003
0.2102 0.1421 1.4792 0.231
0.3002 0.0786 3.8193 0.001
0.1092 0.0934 1.1692 0.420

—0.6502 0.1421 —4.5757 0.000

R-squared 0.731

Adjusted R-squared 0.701

F-statistics 12.26152

Prob(F-statistics) 0.0000

Durbin-Watson Stat 1.9624

5. Conclusion

The objective of this paper was to investigate the determinants of current ac-

count deficit in Sierra Leone. The study utilized the auto regressive distributed
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lag (ARDL) bound testing approach with annual time series data from 1980 to
2020. The unit root results revealed that the variables constituted both 1(0) and
I(1) series, while the bound test confirmed the existence of cointegration. The
result showed that budget deficit, external debt and real exchange rate were the
main determinants of current account deficit in the long run. Specifically, the
findings showed that budget deficit had a positive impact on current account
deficit, a result which confirmed the validity of the twin deficit hypothesis. The
result also revealed a positive relationship between external debt and current
account deficit, i.e. the accumulation of external debt led to a worsening of the
current account deficit. Furthermore, a positive relationship was established be-
tween real exchange rate and current account deficit. This result bodes well with
the Mundell-Flemming model, which predicts that an appreciation in the real
exchange rate can adversely affect a country’s competitiveness position, leading
to a worsening of the current account deficit. The short run result found that
any disequilibrium in the model is corrected at the 65% adjustment speed an-
nually. Also, the finding showed that the coefficient of lagged current account
deficit and budget deficit were the main determinants of current account deficit
in the short run. The diagnostic result suggested that 73% of the variations in
current account deficit was explained by the explanatory variables. Based on the
findings, the study proffer the following policy recommendations: the govern-
ment should broaden the tax base and reinforce the implementation of an effi-
cient tax administration system that could tackle tax evasion and tax avoidance,
in order to enhance domestic revenue mobilization; furthermore, the govern-
ment is urge to develop a robust debt management strategic policies, with a view
to keep external debt levels within sustainable limits and also cultivate an eco-
nomic culture of transparency, in the issue of debt management and contract
negotiation; and there is a need to maintain a more competitive exchange rate
devoid of excessive fluctuation, in order to enhance the international competi-

tiveness of the domestic economy, hence improving the current account balance.
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