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Abstract 
 
In this paper, we seek to understand three main 
issues: first, what are the long- and short-run 
determinants of current account balances in West 
Africa; second, is there a sustainable path for the 
current account position that is consistent with 
regional integration; and if yes, what has been the 
process of adjustment towards such a path.  We 
address these questions by first identifying the long-
term determinants of the current account, and then 
using the results to calculate the equilibrium 
sustainable targets for the current account in the 
region. After accounting for short-run 

disequilibrium adjustment processes, we show how 
far apart each ECOWAS country is from the 
regionally sustainable path. The key findings are as 
follows: (i) the determinants of current account 
dynamics differ depending on the time horizon of 
analysis; (ii) the real exchange rate, fiscal policy, 
trade openness, investment, and income levels are 
the key determinants in the short run; (iii) there is 
considerable variation by country in the deviation of 
each countries' current account position from the 
regionally sustainable equilibrium path. Some 
implications for policy are highlighted. 
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1 Introduction

Current account (im)balances and the process of adjustment to desirable and sustainable

levels that are consistent with the regional integration objectives of the West African Monetary

Zone (WAMZ) are two key aspects of regional economic integration that have received little,

or no attention, from the research and policy communities. For the West African sub-region,

the problem is more compounded because, although there is some knowledge about what

the structural determinants of the current account is elsewhere—for example, in industrial

and developing economies, see Chinn and Prasad (2003), and for Europe, see Belke and

Dreger (2013); Gossé and Serranito (2014)—there is hardly any evidence on the structural

determinants of the current account in West Africa.1

Understanding the factors that influence the fluctuation of the current account in the

short and long term is important primarily because it is a crucial indicator of the relative

health of the external sector of an economy, and it is a key dimension for proper policy

guidance towards achieving the economic integration goals of the West African region.

This is particularly so because the sustainability of current account positions has been

indicted severally as having contributed to the recent macroeconomic instability that has

been experienced by the European and East Asian regional economic blocks (see Obstfeld &

Rogoff, 2009; Gruber & Kamin, 2007). The implication, therefore, is that if the behaviour of

the current account is not properly understood and carefully managed in the region, it could

as well be the source of severe macroeconomic instability in the West African region, if it

has not already been.

Moreover, a carefully stylized characterization of the region reveals unique structural

peculiarities including alarming levels of current account deficits in recent years, poor rates

of growth, heavy reliance on imports and foreign aid, low savings and financial mobilization,

high concentration of imports of primary commodities, and large macroeconomic distortions

(see Calderón et al., 2007). Therefore, given these realities, knowledge of the current account

levels that may be considered to be ‘sustainable’ for regional integration based on the

macroeconomic, political and demographic characteristics of countries in the region would

be a vital part of the information set required for policy synchronization to achieve better

regional economic integration in West Africa.

In the light of the above, we are interested in three main questions: first, what are

the long- and short-run determinants of current account balances in West Africa; two, is

there a sustainable path for the current account position that is consistent with regional

integration; and if yes, what is the process of adjustment towards such a path? To address

these questions, we follow a two-prong approach. In the first stage, we seek to identify the

long-term determinants of current account balances in West Africa, using newly developed

panel cointegration techniques that particularly account for cross-sectional dependencies (see

1Osakwe and Verick (2007) and Calderón, Chong, and Zanforlin (2007) are exceptions in the sense that
they consider the determinants for Africa as a whole.
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Westerlund, 2007). Secondly, we use the results from the first stage to do three things: first,

we calculate the joint long-run targets, which are interpreted as the equilibrium sustainable

target of the current account variable for the region; second, we account for short-run

disequilibrium adjustment processes; and third, we separate the series country-by-country

and show how far apart each country is from the regionally sustainable path for the current

account.

The main contribution of the paper goes beyond the fact that we use second-generation

panel unit root and cointegration testing schemes, which improves on the power and size

limitations of conventional first-generation tests, to the policy relevant exercise of showing

the current account (im)balances for each country, and comparing the actual values to

the regionally sustainable equilibrium path, using recent methodologies applied by Gossé

and Serranito (2014) and Lane and Milesi-Ferretti (2012). These kinds of results help to

understand the policy implications of current account dynamics for regional integration, not

only in terms of magnitudes but also in terms of the direction for policy.

The main results of the paper can be summarized as follows: (i) the determinants of

current account dynamics in West Africa are different in the short and long run, in particular,

the effects of a depreciation in the real exchange rate and an increasing national income

work to worsen the current account balance in the long term; whereas, it works to improve

it in the short term; (ii) fiscal policy is a significant determinant of the current account both

in the long run and short run and the ‘twin deficits’ hypothesis does not necessarily hold for

West African economies; (iii) the process of adjustment back to equilibrium is relatively fast,

with an estimated ‘half-life of around one and half years; (iv) there is considerable variation

by country in the deviation of the current account positions from the equilibrium targets.

The balance of the paper is as follows. In Section 2, we present a stylized characterization

of current account balances and their postulated structural determinants in West Africa,

focusing on the unconditional correlations, densities, and their between- and within-sample

properties. In Section 3, we explore the literature review, making a clear demarcation

between theoretical and empirical contributions, and also contributions between industrial

and developing economies. Section 4 contains the empirical strategy, with a brief description

of data sources. In Section 5, the results from the empirical exercises are reported and

discussed, including some policy implications. Section 6 contains the conclusion of the paper.

2 Stylized facts and unconditional relationships

In this section, we descriptively interrogate the data on current account balances (as a ratio

of GDP) and some identified structural determinants of the current account, with a view

to gaining intuition about the unconditional relationships that exist between the current

account balance and some macroeconomic variables in West Africa.

In Figure 1, we plot the trend of the current account positions of selected countries in
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Figure 1: Trend of current account/GDP in West African Countries
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the region. Just by eye-balling the chart, it is obvious to see that most of the countries in

the region have consistently maintained significant current account deficits. In particular,

countries like Benin, Burkina-Faso, Ghana, Guinea-Bissau, Niger, Senegal, Sierra Leone, and

Togo have had persistent and large current account deficits since the 1980’s until recently.

One possible explanation for the observed protracted deficit positions is the persistent

deterioration of the terms of trade conditions for many of these economies. Nigeria, however,

seems to be an exception, as the current account position has been switching almost evenly

from surplus to deficit positions over the same period. This is understandable, especially

given the oil component of Nigeria’s export composition, which is likely to be driven by

booms and busts in the international price of crude oil. Cote d’Ivoire has, however, had

some sustained episodes of current account surpluses in recent years, this could be as a result

of the return of peace in the country, and the booming tourism sector.

The next question we ask is whether the current account positions of countries in the

region could tell us something about the nature of the cross-sectional growth performance in

the region. To answer this question we plot a cross-sectional scatter chart of the current

account positions and growth performance of countries in the region for the year 2011 in

Figure 2. From the figure, it is not obvious that any conclusion can be made about the

relationship between the current account and growth performance of West African economies.

For example, we see a situation where it is possible for a country to have a current account
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Figure 2: Current account and GDP growth in West Africa: Cross section at 2011
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surplus and yet record poor growth rates. This is the case for Cote d’Ivoire with a surplus

current account balance and a growth rate of around −5.00 percent in 2011. This is in

contrast with Nigeria, which had a surplus current account balance and a positive growth

rate in 2011—somewhere around 7 percent.

On the other hand, we also see a situation where countries with significant current

account deficits achieve high growth rates e.g., Ghana, and at the same time, some others

achieve very low growth rates, e.g., The Gambia. We are, however, careful not to impose

any structural interpretation on these patterns, especially because it is only a snapshot

of the relationship at a specific time. However, we are able to conclude that the growth

performance of countries in the region does not necessarily depend on their current account

positions, it is more likely that the current account interacts with several other structural

variables to determine individual country growth rates in the region.

Next, we consider the unconditional correlations between the current account and some

hypothesized drivers of the current account. In Figure 3, we plot the scatter plots for the

current account and some selected macroeconomic variables, superimposing a non-parametric

regression line to help us understand the bilateral nature of the relationships without

imposing linearity restrictions. The plot also contains the histograms of the variables, to

help us examine the nature of the individual distributions of the variables, and finally, the

unconditional correlation matrix for each pair.

By looking at Figure 3, it is possible to validate the results from the previous section.

In particular, when we look at the scatter plot between the current account (CA) and the
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Figure 3: Scatter plots, correlation matrix and histograms of structural determinants
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growth rate (GDPG), we observe a near horizontal line (no relationship) pattern with a

correlation coefficient of 0.06; hence, it is difficult to tell a priori the relationship between

the current account and economic growth in the region. This is in contrast with the stylised

characterization in Calderón et al. (2007), which shows that the current account is negatively

correlated with growth in a pooled sample of all African economies.

The correlation between the current account and real exchange rate is negative but

low, approximately −0.17, and there is no evidence of a non-linear relationship when we

examine the fitted regression lines from the scatter plot. As for the fiscal balance, the

correlation coefficient is negative, approximately −0.21, however, from the pairwise scatter

plot, it is clear that this relationship is not linear—at lower levels of the current account,

the relationship seems to be positive.

Finally, investment and openness have a monotonic and statistically significant negative

relationship with the current account at with a correlation coefficient of −0.47 and −0.11

respectively. In addition, the histogram of the openness variable seems to suggest that the
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variable has a bi-modal distribution. In summary, what we find is that the relationship

between the current account and its potential structural determinants in West Africa seems

to be slightly different from what has been observed in developing countries and the entire

African sample at large. There is also some evidence to suggest non-linearities and bimodality

in the distribution of some variables. Other summary statistics including means and standard

deviations by country and for the entire panel for each variable is presented in Table 1.
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Table 1: Country level descriptive statistics of the current account and its structural determinants

CA lnGDP REER FSB INV Finop OPN INFL

Mean SD Mean SD Mean SD Mean SD Mean SD Mean SD Mean SD Mean SD
Burkina Faso -5.730 (3.694) 5.774 (0.202) 3.614 (2.097) 19.89 (4.151) 19.18 (2.755) 0.223 (0.108) 37.04 (4.336) 3.993 (5.648)
Benin -7.393 (5.597) 6.201 (0.0763) 452.1 (143.0) 13.14 (2.009) 17.52 (4.313) 0.284 (0.125) 51.86 (7.166) 3.506 (7.049)
Cape Verde -9.313 (8.122) 7.148 (0.584) 82.66 (17.91) 10.04 (3.443) 15.34 (12.34) 0.162 (0) 83.71 (12.70) 4.699 (3.302)
Cote D’ivoire -3.535 (6.904) 6.969 (0.136) 452.1 (143.0) 11.96 (4.260) 12.27 (4.228) 0.238 (0.116) 75.08 (10.80) 5.122 (5.242)
Ghana -4.719 (3.023) 6.062 (0.187) 0.417 (0.496) 10.89 (2.260) 17.45 (7.602) 0.539 (0.416) 60.69 (30.87) 31.52 (26.80)
Guinea -6.263 (4.424) 5.827 (0.347) 1788.9 (1861.1) 10.41 (3.600) 19.18 (4.089) 0.162 (0) 64.79 (17.01) 13.02 (6.249)
Guinea-Bissau -7.288 (7.837) 6.109 (0.108) 309.6 (266.6) 11.01 (7.042) 21.31 (12.39) 0.151 (0.0567) 49.58 (8.641) 22.67 (23.11)
Mali -5.060 (4.620) 5.925 (0.162) 452.1 (143.0) 12.30 (2.723) 20.82 (3.844) 0.284 (0.125) 57.95 (9.596) 3.662 (5.186)
Mauritania -9.137 (9.610) 6.526 (0.0814) 20.75 (7.743) 21.17 (8.218) 25.37 (10.41) 0.169 (0.0434) 104.0 (23.04) 5.925 (2.811)
Niger -7.573 (5.840) 5.669 (0.135) 452.1 (143.0) 13.86 (2.175) 15.90 (9.166) 0.263 (0.119) 47.07 (10.01) 3.443 (8.647)
Nigeria 3.132 (8.857) 6.476 (0.220) 64.87 (58.35) 10.12 (3.756) 12.97 (8.075) 0.249 (0.0643) 55.35 (16.71) 20.69 (18.46)
Senegal -7.742 (2.817) 6.571 (0.0669) 452.1 (143.0) 15.87 (3.052) 20.50 (3.371) 0.284 (0.125) 65.25 (9.357) 4.348 (7.037)
Sierra Leone -7.753 (11.90) 5.828 (0.160) 1345.0 (1366.6) 9.585 (1.979) 10.70 (7.261) 0.246 (0.133) 45.92 (12.31) 4.998 (3.976)
The Gambia -5.517 (6.584) 6.069 (0.0372) 13.81 (9.260) 16.33 (11.65) 16.28 (9.018) 0.699 (0.358) 79.74 (25.13) 9.540 (10.39)
Togo -7.255 (3.123) 6.016 (0.0949) 452.1 (143.0) 13.08 (3.613) 16.74 (3.463) 0.162 (0) 87.51 (14.08) 4.915 (8.221)

Panel -6.076 (7.234) 6.211 (0.476) 422.8 (776.2) 13.31 (6.013) 17.44 (8.307) 0.274 (0.220) 64.37 (23.62) 9.470 (14.37)

Notes: SD is the standard deviation of the variables which are reported in parenthesis. CA is current account as a ratio of GDP, lnGDP is the log of GDP per capita, REER is the real
effective exchange rate, FSB is the fiscal balance, INV is for investments, Finop is a measure of financial openness, OPN is for trade openness, and INFL is for inflation.
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3 What drives current account balances?

Within the theoretical literature there exist some robust analysis and models that try to

explain the determinants of CA dynamics. However, these different models offer diverse

proposals on the predictions about the factors underlying the CA dynamics and consequently

provides dissimilar economic policy implications. In general, three notable theoretical

frameworks have been widely used in modelling current account determinants: the absorption

approach, the elasticity approach, and the intertemporal approach.

The elasticity approach treats the current account balance as the sum of trade balance

and net international investment income. It is mainly based on the analysis of price elasticity

of demand for imports and that of demand for exports, with respect to changes in exchange

rate. In a typical elasticity approach, the current account balance is mainly determined by

the real exchange rate, domestic output and foreign output. This approach is largely applied

to evaluate the effect of currency depreciation or appreciation on the current account balance.

In particular, it is used to examine if currency depreciation can help improve the current

account balance. Therefore, the elasticity approach highly emphasizes the role of exchange

rate and trade flows in current account adjustments (Cheung, Chinn, & Fujii, 2010).

The absorption approach considers the current account balance as the difference between

income and absorption, or equivalently, the difference between savings and investment. It

is therefore also known as the saving-investment balance approach. This approach is a

macroeconomics-oriented approach. It investigates the effect of exchange rate change on

trade balance through the absorption channel whereby income and relative prices change

and adjust. This approach states that if an economy spends more than it produces (i.e.

absorption exceeds income), it must import from other countries for its excess consumption

and spending—this economy thus runs a current account deficit. On the other hand, if this

economy spends less than it produces (i.e. income exceeds absorption), it runs a current

account surplus. Since the sum of current account and capital account must equal zero,

ex-post in a flexible exchange rate regime, shocks that occur first in the capital account will

eventually affect the current account and vice versa (Dornbusch & Fischer, 1980; Cheung et

al., 2010).

The intertemporal approach, which is derived from the absorption approach, also considers

the current account balance from a saving-investment perspective. This approach suggests

that an economy runs a current account surplus if national income is temporarily high or

investment temporarily low. However, the intertemporal approach is a microeconomic-based

analysis, while the absorption approach is a macroeconomic based analysis. To be more

specific, it recognizes the current account balance as the result of optimization decisions

of economic agents. Collective optimization behaviour based on the expected values of

various macroeconomic factors under the inter-temporal budget constraint. This approach

achieves a synthesis between the trade and financial flow perspectives by recognizing how

macroeconomic factors influence future relative prices and how relative prices affect saving
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and investment decisions (Obstfeld & Rogoff, 1995).

Analysing CA dynamics from an intertemporal saving-investment perspective has become

the dominant approach in modern empirical literature following the work of Sachs (1981) and

its generalization by Obstfeld and Rogoff (1994, 1995), which is now arguably the ‘workhorse’

model of modern international macroeconomics. The main insight offered by this approach

is that intertemporal utility maximization of a representative household or profit maximizing

firm, infinitely lived agents lead to smooth consumption paths, where the CA via the savings

rate acts as a buffer against temporary income shocks. A direct implication of the model is

that CA deficits are likely whenever investment is high or income is temporarily low.

The empirical findings from previous studies on CA dynamics allow a rough classification

in two groups: on the one hand, Ghosh and Ostry (1995), Glick and Rogoff (1995), Nason

and Rogers (2006), and Giuliodori (2004), among others, have implemented the intertemporal

model by means of vector autoregressions; on the other hand, regression-based studies have

been used by Debelle and Faruqee (1996), Calderón et al. (2007), Chinn and Prasad (2003),

and Bussière, Fratzscher, and Müller (2004). The latter contributions concentrate on panel

techniques (mainly between and dynamic FE regressions) to uncover the determinants of

the CA. The typical approach is to regress the CA measured as a ratio of GDP on a set

of variables, thought to determine saving or investment rates. Apart from addressing the

impact of cyclical output and price changes (exchange rates, terms of trade), this strand

of the literature refers to a broad set of intertemporal models. Firstly, the so-called ‘twin

deficits hypothesis’, which states that there is a positive relationship between the fiscal

balance and the CA in the absence of (perfect) Ricardian off-setting.

Secondly, a postulated connection between CA positions and the stage of a country’s

economic development also exists. According to this argument countries at some early stage

of development have a high marginal productivity of capital and, hence, tend to accumulate

external debt to finance economic growth. At later stages of development, these countries

have to repay their debts, leading to CA surpluses for mature economies. Finally, life-cycle

considerations have given rise to the hypothesis that countries with a relatively large share

of dependents to total population tend to have worse CA positions since dependents are

unable to accumulate savings.

The result emanating from these works have been mixed. Again while some studies

point to some factors as significantly correlated with CA dynamics, others only treat such

factors peripherally. Khan and Knight (1983) investigate the evolution of the current account

balances for 32 non-oil developing countries over the period 1973-1980 by using a pooled

time-series cross-section data and adopting an Ordinary Least Square (OLS) estimation

approach. Their results indicate that both internal factors (the increase in fiscal deficits and

the appreciation in real effective exchange rates) and external factors (the deterioration in

terms of trade, the decline of economic growth, and the increase in foreign real interest rates)

are important in explaining the deterioration of the current account of the countries under
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review.

Debelle and Faruqee (1996) try to explain both short-run dynamics and long-run variations

of the current account by using a panel data of 21 industrial countries over the period 1971-

1993 and also an extended cross-section data that includes an additional 34 industrial and

developing countries. They adopt a saving-investment perspective to motivate empirical

specifications that contain the structural determinants of current accounts. Their work

finds that relative income, government debt, and demographic factors play a significant role

in the long-run variation of the current account in the cross section, while fiscal surplus,

terms of trade and capital controls do not. Also, by estimating partial-adjustment and

error-correction models using panel data, they find that fiscal policy has both short-run and

long-run impacts on the current account in the time series. Furthermore, they find that the

real exchange rate, the business cycle and the terms of trade also have short-run effects on

the current account.

Calderon, Chong, and Loayza (2002) attempt to extend the work of Debelle and Faruqee

(1996) by applying more advanced econometric techniques to control for joint endogeneity and

by distinguishing between within economy and cross-economy effects. They used a panel data

of 44 developing countries over the period 1966-1995 to examine the empirical links between

current account deficits and a broad set of economic variables proposed in the literature.

By adopting a reduced-form approach rather than holding a particular structural model,

they find that current account deficits in developing countries are moderately persistent.

Higher domestic output growth, increase in the terms of trade and the real exchange rate

appreciation tend to worsen the current account deficit. On the other hand, increases

in the public and private savings, higher growth rates in industrial countries and higher

international interest rates have favourable impacts on the current account balance.

Chinn and Prasad (2003) investigate the medium-term determinants of current accounts

by adopting a structural approach that highlights the roles of the fundamental macroeconomic

determinants of saving and investment. Their basic data set has annual data for 18 industrial

and 71 developing countries and covers the period 1971-1995. Both cross-section and panel

regression techniques are used in their study to examine the properties of current account

variation across countries and over time. They find that initial stocks of net foreign assets and

government budget balances have positive effects on current account balances. In addition,

they also find that measures of financial deepening are positively correlated while indicators

of openness to international trade are negatively correlated with current account balances

among developing countries.

Gruber and Kamin (2007) assess some of the explanations that have been put forward

for the global pattern of current account imbalances that have emerged in recent years,

particularly the large U.S. current account deficit and the large surpluses of the developing

Asian economies. Their work is based on that of Chinn and Prasad (2003), using a panel

data of 61 countries over the period 1982-2003 and including the standard current account
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determinants (per capita income, relative growth rates, fiscal balance, demographic factors

and international trade openness). They find that the Asian surpluses can be well explained

by a model that incorporates, in addition to standard determinants, the impact of financial

crises on current accounts. However, their model fails to explain the large U.S. current

account deficit even when the model is augmented by measures of institutional quality.

In an attempt to ascertain the empirical short and medium term link between CA balance

and some economic variables for the Middle East and North African countries Aristovnik

(2007) employed the dynamic panel regression technique to account for the characterization of

the variation in the CA balance in the selected countries. His results are generally consistent

with theoretical and previous empirical analyses and indicate that higher (domestic and

foreign) investment, government expenditure and foreign interest rates have a negative effect

on the current account balance. He further submits that a more open economy, higher oil

prices, and domestic economic growth generate an improvement in the external balance,

whereas the latter implies that the domestic growth rate is associated with a larger increase

in domestic savings than investment. Finally, the results show a relatively high persistence

of current accounts and reject the validity of the stages of development hypothesis as poorer

countries in the region reveal a higher current account surplus (or lower deficit) relative to

their richer counterparts.

To the best of our knowledge only Oshota and Badejo (2015) have, in recent times, made

concerted effort to uncover the key determinants of CA dynamics in West Africa. The

conclusion reached by this study indicates that in the long run, GDP per capital, investment

(INV ), broad money supply (M2) and DER in PMG model positively impact CA balance

while the real effective exchange rate (REER) has a negative and statistically significant

long-term effect on CA balance. The results of the DFE model employed by the study

suggest that an increase in GDP per capita and M2 increases CA balance in the long run

while, in the short run, INV exert positive impact on CA balance in the two models. An

increase in REER has a significant negative impact on CAB. The presence of a long-run

relationship between the CA balance and some of its determinants as shown by Oshota and

Badejo (2015) implies the effectiveness of targeting one of the variables in influencing the

long run behaviour of other variables by policy makers. However, this study fails to account

for the transitory adjustment of the CA balance to its equilibrium state. It also does not

stipulate the degree of persistence of CA deficits in the result. Our main proposition in the

current paper is to ascertain factors that account for transitory and persistent changes in

the CA balance in West Africa.

3.1 Industrialised versus developing economies

Within the literature, there exists a dichotomy concerning the factors that typically determine

CA dynamics in developed and developing economies. This dichotomy is clearly shown in the

study by Chinn and Prasad (2003) which indicates that CA dynamics systematically differ
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across developed and developing countries. Some of the key factors for developing countries,

as pointed out by Khan and Knight (1983) and Calderón et al. (2007), include worsening

terms of trade position, sluggish economic activities in industrialized economies, rising cost of

capital (interest rate) and financial assets in the international credit market, poor domestic

adjustment to external shocks, high deficit fiscal balance, and sharp appreciation in real

effective exchange rate. Though not exhaustive,this list effectively captures the fundamental

variables that have been identified in the literature.

The list of determinants can be classified into two broad categories: external and domestic

factors. For explanatory purposes, it may be convenient to view the first three factors in the

list above as external due to the fact that these factors are exogenous to developing countries.

Analogously, the latter three factors can be classified as the domestic factors to the extent

that the national authorities can significantly control their outcome. In the present context

of the study, we will further enrich the existing empirical model utilized by previous studies

by including the standardized variables that succinctly typify the countries under study.

4 Empirical strategy

The empirical methodology applied in this study is similar to those of Gossé and Serranito

(2014), Lane and Milesi-Ferretti (2012), and Belke and Dreger (2013). In particular, it

involves three distinct stages. In the first stage, we use a second-generation type panel

cointegration estimation frameworks to identify the long-run determinants of the current

account in West Africa. In the second stage, we apply linear projection techniques on the

results from the first stage and use them to calculate ‘equilibrium’ long-run targets for the

current account in the region. Finally, in the third stage, we account for short-run dynamics

by estimating equilibrium corrections versions of the long-run relationship.

We start with a specification of a reduced form version of the determinants of the current

account thus,

CAit = δi +
M∑
j=1

Xj
i,tβ + µi,t; i = 1, 2, . . . , N ; t = 1, . . . , T, (1)

where CA is the current account to GDP ratio, δi are the fixed effects, Xj
i,t are the theoretically

and empirically suggested structural determinants of the current account, highlighted in the

literature review earlier, and M are the number of regressors.

Following Lane and Milesi-Ferretti (2012), and Gossé and Serranito (2014), a measure of

current account imbalances can be computed as the error term from the long-run reduced

form equation in (1). In other words, the difference between the fitted values from (1) and

the actual values can be treated as a measure of current account imbalances, while the fitted

values serve as the long-run equilibrium relationship.

If we find the existence of at least one cointegrating relationship in the reduced form
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long-run equation, then it is possible to account for the short-run dynamics by estimating

an error correction model (ECM), which will enable us to capture the speed of adjustment

of any deviations from the long-run path of the current account back to its equilibrium path.

The estimation equation for this short-run adjustment path is given as follows

∆CAit = δi +
M∑
j=1

θi∆X
j
i,t + γECTi,t−1 + µi,t, (2)

where as before δi is a country fixed-effect, ∆ is a difference operator, and ECTit is the

error-correction term which is the measure of current account imbalances retrieved as the

error-term from the long-run cointegrating relationship in (1). In other words, the error-

correction term is given as ECTi,t−1 = CAit−1 − δ̂i +
∑M

j=1 X
j
i,t−1β̂. The estimated value of

γ is then interpreted as the adjustment coefficient which measures the speed of convergence,

and is used to calculate the half-period required for full equilibrium to be restored after a

current account imbalance.

4.1 Data Sources

We retrieve data from two main sources, the Word Development Indicators (WDI) of the

World Bank, and the International Financial Statistics (IFS) of the IMF. The data covers

the period from 1980 until 2014 and is collected at the annual frequency. The sample is

made up of all the 15 West African countries with consistently available data up to at least

15 points for the period covered. Overall, we have a panel dataset with 15 countries and 510

annual observations for the period 1980-2014 for each of the variables used in the analysis.

The details of the variables used in the analysis, a brief description, and the source of the

variable is contained in Table 2.

5 Results

5.1 Panel data properties and diagnostics

We start by interrogating the time series variables used for the analysis in such a way that

allows us to better understand their integration and cointegration properties, this would then

inform the specific variables to be included and the nature of the structural specification to be

employed. Table 3 contains a battery of panel unit root tests with different specifications for

the variables used in the estimation procedure. The choice of a battery of tests is particularly

because of the known size and power limitations of standard unit root tests; an up-to-date

survey with examples can be found in Baltagi (2008).2 We consider two main categories of

panel unit root tests: so-called first-generation tests, e.g., Levin, Lin, and Chu (2002) (LLC)

2Recall that the power of a test lies in its ability to reject the null hypothesis when it is not true; and
the size of a test is the probability of rejecting the null hypothesis when it is actually true.
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Table 2: Description of variables

Variable Code Description Source

Current Account CA Current Account Balance as a ratio of GDP World Development
Indicators

Real Per-capita GDP GDPpc Gross Domestic product divided by the total
population size

World Development
Inicators

Trade Openness OPN The sum of exports plus imports as a ratio of
GDP

World Development
Indicators

Investment INV Public plus private sector investments as a
ratio of GDP

World Development
Inicators

Fiscal Balance FSB This is the net value of government budget
revenue and expenditure take as a percentage
of GDP

World Development
Indicators

Financial Openness Finop This is the degree of openness of the financial
sector to the external sector, measured as net
foreign assets (NFA) as a ratio of GDP.

World Development
Indicators

Real Exchange Rate REER REER is the multilateral real exchange
rate computed using the following formula:
REER = (P/e)/

[
Πk(Pk/ek)δk

]
, where e is

the exchange rate (in unit of local currency
per US$), P is the consumer price index (CPI)
of the domestic country, and ek and Pk are
exchange rates and CPIs for trading partners,
respectively.

International Finan-
cial Statistics (IFS)

Terms of Trade TOT Terms of trade is computed as the ratio of
export prices to import prices, base year of
2005

International Finan-
cial Statistics

Inflation INF Inflation is measured by the consumer price
index which is simply the annual percentage
change in the CPI.

International Finan-
cial Statistics

test, Breitung and Das (2005) (Breitung) test, Im, Pesaran, and Shin (2003) (IPS) test,

and Hadri (2000) (Hadri) test; and second-generations tests, e.g., Pesaran (2007) (Pesaran)

test. The major difference between the two generations of tests is in the ability of the

second-generation tests to account for cross-sectional dependence and heterogeneity in the

panels.

The specification used to compute the LLC, Breitung, and IPS tests are very similar. In

particular, these tests make the simplifying assumption that all the panels share the same

autoregressive parameter, in addition, we demean the series by subtracting the cross-sectional

averages which help to mitigate the impact of cross-sectional dependence. The optimal lag

structure for the autoregression is selected automatically in such a way that minimizes the

Akaike information criterion (AIC).

The results as presented in columns one to three of Table 3 are mixed. The rejection

of the null hypothesis for most of the variables seems to depend on whether or not we
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include only a constant, or constant and trend, in the specification of the test. For example,

the current account in GDP, openness, investments, and fiscal balance when using these

tests are often stationary (I(0)) at levels when we use a specification that includes only a

constant term. However, when the specification that includes a constant term and trend is

used, they lose their stationarity in levels and only become stationary after a first-difference

transformation. This tenuous behaviour of the tests is however not surprising, especially

when we consider the study by Breitung and Das (2005), which uses simulation exercises to

showthat the power of the LLC and IPS tests are very sensitive to the specification of the

deterministic terms in the model.

Some other well-known limitations of this category of tests that have manifested in the

mixed results we have now obtained in Table 3 are: the fact that the test crucially depends

on independence assumption across the cross-sections, which would not be a valid assumption

if cross-sectional correlation is present; secondly, the null hypothesis is constructed in an

absolute and restrictive sense, that is, it assumes that all cross-sections have or do not have

a unit root (see Baltagi, 2008, pp.241). Further, among the first-generation tests, we also

consider the Hadri (2000) test, which is a residual-based Lagrange multiplier (LM) test where

the null hypothesis is that of stationarity; i.e., there is no unit root in any of the series in the

panel, similar in spirit with the Kwiatkowski–Phillips–Schmidt–Shin (KPSS) times series

tests. The results here seem to be more stable, as we are able to reject the null hypothesis of

stationarity in the level of most of the variables.

Given the limitations and non-dependability of the conclusions from the first-generation

unit root tests, we mostly rely on the results from Pesaran (2007)’s second-generation unit

root test to arrive at a conclusive decision about the stationarity property of the panel time

series. More so, because the latter category of tests are robust to the limitations of the first-

generation tests earlier highlighted, especially when one is working with a panel framework

where heterogeneity is suspected, and the size of the T variable does not necessarily go to

infinity, i.e., there is a relatively small time frame—in our context, just over three decades of

data.

Overall, the results show that apart from the financial openness measure, we are not able

to reject the null hypothesis of a unit root at the one percent critical value for all the other

variables; current account/GDP, log of GDP per capita, trade openness, investments, fiscal

balance, real effective exchange rate, and the terms of trade variable in levels.3 Stationarity

is, however, induced when we consider the first-difference transformations of these variables.

The correct time series property of the financial openness measures remains a bone of

contention as the results are generally different for the different tests and the specifications

used.

3The result for the inflation variable also indicates that it is stationary in levels, however, we do not
report the result in the table for lack of space, the results are available upon request.
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Table 3: Battery of panel unit root tests

1st-generation tests 2nd-generation test

Variable Specification LLC Breitung IPS Hadri Pesaran

CA Constant -1.71**(0.04) -1.49*(0.06) -4.50***(0.00) 5.87***(0.00) -1.85(0.37)
Constant & trend 0.06(0.52) 1.65(0.95) -6.29***(0.00) 3.76***(0.00) -2.11(0.37)

∆CA Constant -12.85***(0.00) -3.56***(0.00) -12.96***(0.00) 2.52***(0.00) -3.58***(0.00)
Constant & trend -6.45***(0.00) -2.28**(0.01) -12.94***(0.00) 5.59***(0.00) -3.58***(0.00)

lnGDPpc Constant 6.78(0.99) 5.92(0.99) 5.77(0.99) 11.59***(0.00) -1.34(0.96)
Constant & trend 1.74(0.95) 2.54(0.99) -1.24(0.11) 9.01***(0.00) -2.18(0.74)

∆lnGDPpc Constant -35.15***(0.00) -5.17***(0.00) -10.36***(0.00) 6.23***(0.00) -3.14***(0.00)
Constant & trend 3.03(0.99) -7.02***(0.00) -11.40***(0.00) 2.91***(0.00) -3.14***(0.00)

Openness Constant -3.98***(0.00) -2.61***(0.00) -2.79***(0.00) 5.50***(0.00) -2.11(0.16)
Constant & trend 0.37(0.64) -0.96(0.16) -3.26***(0.00) 5.59***(0.00) -2.09(0.74)

∆Openness Constant -17.05***(0.00) -8.76***(0.00) -13.00***(0.00) -0.30(0.62) -2.88***(0.00)
Constant & trend -13.27***(0.00) -7.59***(0.00) -13.13***(0.00) 3.09***(0.00) -2.95***(0.00)

Investments Constant -2.95***(0.00) -1.77**(0.03) -2.57***(0.00) 6.61***(0.00) -2.21**(0.03)
Constant & trend 1.67(0.95) -0.01(0.49) -3.69***(0.00) 6.60***(0.00) -2.91***(0.00)

∆Investments Constant -13.32***(0.00) -6.58***(0.00) -12.71***(0.00) 2.14**(0.01) -3.29***(0.00)
Constant & trend -1.54*(0.06) -6.59***(0.00) -13.19***(0.00) 3.89***(0.00) -3.41***(0.00)

Fiscal Balance Constant -4.69***(0.00) -0.75(0.22) -3.51***(0.00) 7.51***(0.00) -2.12*(0.07)
Constant & trend 5.74(0.99) -1.88**(0.02) -4.52***(0.00) 6.71***(0.00) -2.29(0.58)

∆Fiscal Balance Constant -0.45(0.32) -3.38***(0.00) -12.72***(0.00) 1.21(0.11) -3.28***(0.00)
Constant & trend 6.84(0.99) -4.87***(0.00) -13.05***(0.00) 3.16***(0.00) -3.26***(0.00)

Fin Openness Constant -1.31*(0.09) -0.21(0.41) -0.67(0.24) 9.51***(0.00) -0.98(0.99)
Constant & trend -1.55*(0.06) -1.84**(0.03) -3.52***(0.00) 4.12***(0.00) -1.54(0.99)

∆Fin Openness Constant -14.04***(0.00) -12.15***(0.00) -12.68***(0.00) -0.65(0.74) -1.71(0.58)
Constant & trend -10.06***(0.00) -11.42***(0.00) -12.78***(0.00) 3.61***(0.00) -2.02(0.92)

REER Constant 2.23(0.98) 3.99(0.99) 14.71(0.99) 10.72***(0.00) -1.35(0.99)
Constant & trend 1.72(0.95) 2.35(0.99) 3.31(0.99) 9.01***(0.00) -1.37(0.99)

∆REER Constant -9.54***(0.00) -4.35***(0.00) -9.03***(0.00) 9.48***(0.00) -2.34***(0.00)
Constant & trend -8.24***(0.00) -3.61***(0.00) -10.62***(0.00) 6.79***(0.00) -3.42***(0.00)

TOT Constant 9.41(0.99) -0.79(0.21) -2.37***(0.00) 4.39***(0.00) -1.53(0.82)
Constant & trend 9.94(0.99) -0.45(0.32) -3.59***(0.00) 4.42***(0.00) -2.19(0.73)

∆TOT Constant -7.96***(0.00) -5.79***(0.00) -11.97***(0.00) 0.18(0.42) -2.85***(0.00)
Constant & trend -3.41***(0.00) -5.91***(0.00) -12.97***(0.00) 2.28**(0.01) -3.41***(0.00)

Keys: LLC is for the Levin et al. (2002) test; Breitung is for the Breitung and Das (2005) test; IPS is for the Im et al. (2003) test; Hadri is for the Hadri (2000) test
and Pesaran is for the Pesaran (2007) test, which accounts for cross sectional dependence and heterogeneity. The keys for rejection of the null hypothesis are *, ** and
*** for the 10, 5 and 1 percent confidence levels respectively.
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5.2 Equilibrium cointegrating relationships

Following the results of the unit root tests, which conclusively indicates that all, but one,

of the variables are integrated of order one, it becomes instructive to further investigate

the existence of cointegrating relationships between the current account balance and its

fundamental determinants. In testing for panel cointegration relationships, we deviate from

the norm of using residual-based tests, for examples Pedroni (1999, 2004), which, although

able to accommodate heterogeneous dynamics, endogenous regressors, and individual specific

constants and trends, have been shown to have low power (see Ho, 2002), mainly because

they require the long-run cointegrating vectors for the variables in their levels to be equal

to the short-run adjustment process for the variables in their differences. A requirement

commonly referred to as the common-factor restrictions which often does not hold.

Our approach to cointegration testing is to use the relatively newer and more robust test

statistics developed by Westerlund (2007). The beauty of the test lies in the fact that it is

based on testing the null of no cointegration in the structural rather than residual dynamics

and therefore does not require the common-factor restriction. The procedure involves testing

the null by inferring whether the error-correction term in a conditional error-correction model

is equal to zero; if this is rejected, then the null hypothesis of no cointegration is also rejected

(Westerlund, 2007). What is more, the test is able to accommodate individual specific

short-run dynamics, serially correlated error terms, individual-specific intercepts, trends, and

slope parameters with bootstrap resampling methods used to account for cross-sectional

dependence.

Table 4: Panel and group-mean cointegration tests

Structural specifications
Westerlund test statistic

Pτ p-val Pα p-val

1 CA, TOT, OPN, REER, Finop, GDPpc, FSB -5.27 (0.99) -5.66 (0.99)
2 CA, TOT, OPN, REER, Finop, FSB -14.7*** (0.00) -9.27 (0.82)
3 CA, OPN, REER, GDPpc, FSB, INV -16.03*** (0.00) -20.35*** (0.00)
4 CA, TOT, OPN, REER, GDPpc, FSB, INV -6.07 (0.99) -5.78 (0.99)
5 CA, OPN, REER, GDPpc, FSB -15.47*** (0.00) -21.03*** (0.00)
6 CA, TOT, OPN, REER, Finop, GDPpc, INV -4.63 (0.99) -2.51 (0.99)
7 CA, OPN, REER, FSB, GDPpc, Finop -14.25*** (0.00) -19.34*** (0.00)
8 CA, OPN, REER, FSB, Finop, INV -15.99*** (0.00) -21.65*** (0.00)

Notes: The test statistic Pτ is based on Westerlund (2007) asymptotic results . Pα is the test statistic after
normalization by cross-sectional averages of the effective number of observations per country. The keys for
rejection of the null hypothesis of no cointegration are *, **, and *** for the 10, 5, and 1 percent confidence
levels respectively. The probability values of the test statistics are based on 399 bootstrap resampling, and are
reported in parentheses.

The results for the panel and group mean cointegration tests for eight different combina-

tions of current account and its structural determinants are presented in Table 4.4 Note that

4The results for the group mean tests are suppressed, especially because we are only specifically interested
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two different test statistics are reported: the standard Pτ , and the Pα, which accounts for

cross-sectional dependence. All the probability values are based on 399 bootstrap resampling.

From the results in Table 4, we notice that once the terms of trade variable (TOT) is included,

we are not able to reject the null hypothesis of no cointegration especially when we account

for cross-sectional dependence. This result may be explained by the well-known result in the

literature, see for example Gossé and Serranito (2014), that exchange rates rather than the

terms of trade is more likely to be a fundamental determinant of the current account, as it

represents a better proxy for price competitiveness in West African countries.

We find that there are four different combinations of the current account and its structural

determinants for which there is a cointegrating relationship, i.e., where we reject the null

hypothesis of no cointegration. These include: specification number 3 (CA, OPN, REER,

GDPpc, FSB, INV); specification number 5 (CA, OPN, REER, GDPpc, FSB); specification

number 7 (CA, OPN, REER, FSB, GDPpc, Finop); and specification number 8 (CA, OPN,

REER, FSB, Finop, INV). These results imply that there are at least four different combina-

tions of equilibrium targets for the current account that would be consistent with regional

integration. Next, we estimate the cointegrating vectors for the significant cointegrating

relationships.

Table 5: Estimates of the cointegrating vectors by DOLS: dependent variable CA/GDP

Structural specifications

Model 3 Model 5 Model 7 Model 8

Openness 0.0130 -0.0210 -0.0208 0.0130
(0.024) (0.028) (0.029) (0.024)

REER -0.163*** -0.378 -0.361 -0.444
(0.001) (0.573) (0.576) (0.467)

lnGDPpc -0.521 0.637 0.676
(2.469) (2.951) (2.958)

Fiscal Balance -0.162** -0.337*** -0.330*** -0.154**
(0.077) (0.097) (0.097) (0.078)

Investments -0.359*** -0.379***
(0.048) (0.047)

Fin. Openness 0.413 -2.140
(3.548) (2.865)

Note: The long-run cointegrating vectors are fitted by dynamic OLS for cointegrated panel data with
homogeneous long-run covariance structure across cross-sectional units, as in Kao and Chiang (2000).
Standard errors of the estimates are in parenthesis, and the keys *, ** and ***, are for the 10, 5, and 1
percent confidence levels respectively. The model numbers correspond to the numbering of the structural
specifications in Table 4.

in the equilibrium relationships that are consistent with integration for the entire region and not for individual
countries.
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Given the observed cointegration between the current account and selected structural

variables in the West African panel, it is possible to estimate the long-run equilibrium

relationship which could serve as an indicator of targets that would be consistent with

regional integration. In Table 5, we present the results for the long-run cointegrating vector

for the four structural specifications for which we observe the existence of a cointegrating

relationship. The cointegrating vectors are obtained by dynamic OLS (DOLS), following

Kao and Chiang (2000), as opposed to the commonly employed fully modified OLS (FM-

OLS) as in Pedroni (2000). Our choice of this approach is motivated by the final sample

property results in Kao and Chiang (2000), which shows that: (i) the OLS estimator has a

non-negligible bias in finite samples, (ii) the FM estimator does not improve over the OLS

estimator in general, and (iii) the DOLS estimator may be more promising than the OLS or

FM estimators in estimating the cointegrated panel regressions.

From the results in Table 5, we use the number of statistically significant variables, and

the consistency of the sign of the coefficients with theoretical expectations to inform selection

of the appropriate cointegrating vector for the equilibrium target in West Africa. Model 3

stands out from the rest, as the signs on the coefficients for REER and investments are both

negative and statistically significant as expected. Although the sign of per capita income in

Model 3 is not significant, it is negative, which is what we expect, and this is in contrast

with the positive sign that it assumes on in Models 5, 7, and 8.

The sign for the openness variable is ambiguous in the literature, so a positive but not

significant value is not very indicative of the situation in West Africa. The only slightly

puzzling result is that of the fiscal balance variable, although there are no conclusions about

the theoretical expectation of this variable; previous empirical work for other regions have

often shown that this variable positively affects current account dynamics, see for examples

Gossé and Serranito (2014); Chinn and Ito (2008); Lane and Milesi-Ferretti (2012); Abbas,

Bouhga-Hagbe, Fatás, Mauro, and Velloso (2011).

5.3 Equilibrium relationships and estimated adjustment paths

Focusing on the most plausible equilibrium relationships between the current account and

its fundamental determinants established in the previous section, we now concentrate on

investigating how disequilibrium in the established long-run relationships are corrected in

the short run. Specifically, we estimate panel error correction models, which in addition to

showing how the structural determinants affect the current account, also shows the speed of

adjustment back to the equilibrium relationship. We use three different panel data estimators:

pooled OLS (POLS), the fixed effect (FE) estimator and the random effect (RE) estimator,

and discriminate between the FE and RE based on the Hausman specification test.

The results for the disequilibrium correction estimates are presented in Table 6. Columns

(1) to (3) reports the results for the short-run determinants when we use exactly the same

variables that are relevant in the long run from Model 3 in Table 5; whereas, in columns (4) to
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(6), we include two additional short-run determinants—inflation and financial openness—to

improve the fit. Because results do not significantly change with the different estimators, we

concentrate on discussing the results from the fixed effect estimation, especially because the

Hausman test does not discriminate against it.

Table 6: Disequilibrium adjusted estimates: dependent variable CA/GDP

(1) (2) (3) (4) (5) (6)

POLS FE RE POLS FE RE

∆Opennesst -0.0437** -0.0477** -0.0437** -0.0448** -0.0492** -0.0448**
(0.023) (0.023) (0.023) (0.023) (0.023) (0.023)

∆REERt 1.200 2.202* 1.200 2.134* 3.109** 2.134*
(1.098) (1.251) (1.098) (1.225) (1.336) (1.225)

∆lnGDPpct 8.739*** 8.574*** 8.739*** 9.297*** 9.089*** 9.297***
(3.295) (3.475) (3.295) (3.307) (3.478) (3.307)

∆Fiscal Balancet -0.170** -0.163** -0.170** -0.173*** -0.166** -0.173***
(0.074) (0.076) (0.074) (0.074) (0.076) (0.074)

∆Fiscal Balancet−1 -0.0745 -0.0728 -0.0745 -0.0871 -0.0880 -0.0871
(0.071) (0.073) (0.071) (0.072) (0.074) (0.072)

∆Investmentst−1 -0.387*** -0.384*** -0.387*** -0.386*** -0.381*** -0.386***
(0.043) (0.044) (0.043) (0.043) (0.044) (0.043)

Inflationt−1 -0.0278* -0.0366** -0.0278*
(0.016) (0.019) (0.016)

∆Fin. Opennesst−1 0.306 0.873 0.306
(3.036) (3.104) (3.036)

ECTt−1 -0.423*** -0.417*** -0.423*** -0.424*** -0.417*** -0.424***
(0.043) (0.043) (0.043) (0.043) (0.043) (0.043)

Constant -0.102 -0.190 -0.102 0.0672 0.0632 0.0672
(0.231) (0.239) (0.231) (0.251) (0.272) (0.251)

R2 0.31 0.31 0.31 0.33 0.33 0.32
Country effects No Yes Yes No Yes Yes
Time effects No Yes No No Yes No
Hausman: FE vs. RE 4.27 6.17
p-value (0.748) (0.723)
Half-life of adjustment 1.26 1.28 1.26 1.25 1.28 1.26

Note: The error correction term, ECT, is computed from the structural long-run equation of Model 3 in Table 5.
POLS, FE, and RE are abbreviations for the pooled OLS, fixed effect, and random effect estimators respectively.
The estimated half-life of the adjustment (in years) back to equilibrium is computed as ln(0.5)/ ln(1 − γ).
Standard errors of the estimates are in parenthesis, and the keys *, ** and ***, are for the 10, 5, and 1 percent
confidence levels respectively.

One of the most fascinating results we see from Table 6 is that the effect of a depreciation

of the exchange rate on current account seems to be switching from negative in the long-run,

(see column 1 in Table 5), to positive in the short-run. The value in the short-run ranges

between 1.2 and 3.1, and 2.2 for the FE estimates, implying that a depreciation of the real

exchange rate improves the current status in the short-run by around 2 percent. However, in

the long-run, a depreciation of the rear exchange rate leads to a worsening of the current

account balance by around 0.52 percent in West Africa. Although relatively higher, this
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result is comparable to similar studies elsewhere. For example, the estimated long-run effect

of the exchange rate on OECD countries in Gossé and Serranito (2014) is −0.11 and for

European countries, it is around −0.16 in Belke and Dreger (2013). On the other hand, the

short-run enhancing effect of real exchange rate depreciation is also lower for West Africa

when compared to OECD countries for which Gossé and Serranito (2014) find that the effect

on the one period lag of the real exchange rate is around 3.78.

As expected, trade openness worsens the current account position in the short-run,

whereas, the effect in the long-run can be thought of as being ambiguous. The short-run

effect is, however, minuscule, somewhere around −0.04 percent. This result is intuitive

in the sense that it could be explained by the differences in the structural composition of

trade patterns from West Africa. Whereas the region exports more primary commodity

with little or no technical embodiment, the external nature of imports is more of tertiary

goods—industrial, manufacturing and services—with higher net value.5 Hence, the worsening

impact of trade openness on current account balances.

As for the effect of GDP per capita on the current account, the long-run cointegrating

vector suggests that there is a countercyclical effect, which is consistent with the prediction

of equilibrium real-business-cycle theory that aggregates demand-side shocks typically raises

income through the net increase in domestic investments by more than real national savings,

which typically leads to a current account deficit (see Barro, 2007). The short-run effect

is, however, positive and statistically significant as we see that the average effect is around

9 percent, which is difficult to rationalise in the short-run. The result for the investment

variable is in line with the predictions of equilibrium open-economy business-cycle theory

that rising investments as a result of a demand driven shock would lead to a worsening of

the current account position.

The discussion of the role of fiscal balance is based on the “twin deficits” hypothesis

Salvatore (2006). The twin deficit hypothesis postulates that under certain conditions, the

expected effect of a fiscal deficit is to decrease the CA balance. Barro (2007, p. 439) explains

that this would be the case when the budget deficit reduces national savings, however, in the

Ricardian case, where a budget deficit does not affect real national savings, this worsening

effect should not be expected to hold. This caveat highlighted by Barro (2007) seems to

be the case in West Africa, where we observe that fiscal balance actually improves current

account situations both in the long and short-run.

5This phenomenon could also be explained by the relatively high and inelastic marginal propensity to
import that has been observed in many countries in the region especially for Nigeria.
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Figure 4: Actual, equilibrium and estimated adjustment path of the current account in West African countries
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Note: The keys AP, EAP, and LRP are for the Actual Path, Estimated Adjustment Path, and the Long-run path of the current account in West Africa, respectively. Estimates of the long-run
path are based on the cointegrating vector of Model 3 in Table 5, while the estimated adjustment path is based on the fixed effect equilibrium correction estimates of Column 5 in Table 6
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In the short run, the average improving effect of fiscal balance is around −0.17 percent;

this result suggests that government spending in the region crowds out private spending,

and since government is a major participant in most economies, by crowding out private

spending the pressure on imports would be dampened and result in improvements in the

current account situation. Thus, in conclusion, there is no evidence of the twin-deficits for

West African economies. When we include other short-run determinants such as inflation

and financial openness, the overall results do not change in any significant way. What we find

however is that inflation negatively and statistically affects the current account balance in

the short run, that is, economic instability worsens the current account position as expected.

Turning to the disequilibrium adjustment mechanism, we observe that the coefficient of the

error correction term is negative and significant for all the models, with an average of around

−0.42. This coefficient implies that every year, around 42 percent of the disequilibrium in

current account dynamics of the previous year is corrected. Although this is relatively fast

when compared to the adjustment coefficient of 15 percent for OECD countries estimated

by Gossé and Serranito (2014), it does say something about the potential to achieve the

equilibrium targets consistent with regional integration in a relatively medium to short-term

period.

For concreteness, we also estimate the “half-life” of the period required for full adjustment

back to equilibrium current account levels consistent with regional integration.6 The results

indicate that it is somewhere around one-and-half years (1.3). We, however, caution that this

result cannot be generalized in a straightforward manner to mean that in the following four

years or so, countries would have fully adjusted to a regionally consistent path for external

balances. The reason is that the adjustment is faster in the beginning periods and slows

down in percentage terms as time elapses and the gaps get narrower. Moreover, during the

process of convergence back to the steady state, a new shock could set in and cause another

disequilibrium which exacerbates the first one, and then the adjustment process would have

to start all over again.

In Figure 4, we plot the actual path of the current account (AP, blue solid lines),

the estimated adjustment path (EAP, black dot-dash lines), and the long-run structural

equilibrium path (LRP, red dashed lines) for all the countries in the sample. The plots give

a visual sense of where each individual country currently is, when compared to the regionally

consistent long-run target for the current account, and what the adjustment process for

each country looks like. The figure generally shows that there is considerable variation by

country in the nature of the responses. In particular, we see that countries like Cape Verde,

Guinea-Bissau, Mauritania, Niger, Sierra Leone and the Gambia, have adjustments paths

that are closer to the regional long-run equilibrium path, whereas, Burkina Faso, Ghana,

Guinea, Mali, Senegal, and Togo have paths that are relatively far away from the equilibrium

6Note that the “half-life” is defined as the number of periods it takes to close half of the disequilibrium.
It is computed as ln(0.5)/ ln(1− γ)
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targets, thus faster adjustments and synchronization would be required in the latter group

of countries.

The result for Nigeria is slightly different from the others, this is so because although the

actual and adjustment paths are both close to the equilibrium path, the level of volatility

is pretty much the highest, and we recognize that this may be driven by the volatility in

oil prices, coupled with macroeconomic instability. Thus, for Nigeria, what is required is

a stabilization mechanism or effective macroeconomic shock absorbers such as a carefully

implemented Sovereign Wealth Fund to help mitigate the volatility in the actual path of

current account balances for Nigeria.

6 Conclusion

In this study, we were concerned about three main issues: first is the long- and short-run

determinants of the current account in West African economies, second is the existence of a

sustainable path for the current account that is consistent with regional integration, and

third is the process of adjustment towards such a path. To address these concerns, we use

mainly second-generation panel cointegration tests that have the advantage of detecting

cross-sectional dependencies among countries, which is a useful property for inference among

countries that are partially regionally integrated.

The key findings from our analysis are as follows. First, the effect of the determinants of

the current account in the long run and short run are not the same. In many cases, e.g.,

for real exchange rate and the level of income, the effect switches between being positive

and negative depending on the time dimension of the analysis. Secondly, there are five main

determinants of the current account in the short run—trade openness, real exchange rate,

level of income, fiscal policy and investments. Thirdly, the speed of adjustment towards

the regional equilibrium path for the current account is relatively fast, somewhere around a

half-life of one and a half years. Finally, there is considerable variation in the deviation of

countries from the regionally sustainable path.

In spite of the robustness of our results and the conclusions that follow, there are still

potential opportunities for extending the analysis presented here. One way is by considering

potential asymmetries in the process of adjustment back to equilibrium. For example, what

is the nature of the adjustment process for countries that have surplus current account

imbalances, compared to those that have deficit imbalances? This could potentially provide

interesting results on the West Africa experience that could speak to the recent evidence on

the nonlinear nature of the current account dynamics: for OECD economies, see Gossé and

Serranito (2014); for European economies, see Arghyrou and Chortareas (2008); and for the

US economy see Holmes (2011).
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