Econ 690





Assignment # 4: The Twin Deficits

Senior Seminar







        Dr. King

This assignment covers Macro/International Finance.  You will download data from the Federal Reserve Bank of St. Louis and use it to analyze “the twin deficits”—that is, the relationship between the US federal budget deficit and US trade deficit.  You should complete the assignment on your own. In this assignment you will test the hypothesis that government budget deficits cause current account deficits.

1. Read Notes.  I posted notes on the Balance of Payments accounts which relates the accounting/theoretical relationship between budget deficits/surpluses and trade deficits/surpluses.  Please read these notes carefully and make sure you understand the relationship.  Please also read the following (one page) article: http://research.stlouisfed.org/publications/iet/20010501/cover.pdf 

2. Please examine the FREDII database at http://research.stlouisfed.org/fred2/  to see what is available.  Next, decide what data you will need to collect, for example: GDP, Consumption, public and private savings, the current account, etc. You may need to calculate some of these from the definitions given (e.g., private savings).  You will also need to make some choices (e.g., monthly, quarterly or annual data—quarterly is probably best).  Please justify all your assumptions and remember there is more than one correct methodology (though I suggest you use real as opposed to nominal data). 

You can download a series from FRED into excel.  For example, if you want interest rate data:

· Click on interest rates.

· Click Treasury Index Note
· Click on download data
· Click on the file with file extension *.xls

Now you have your excel series.

3. Plot a time series graph of the government budget deficit and trade deficit to show the relationship between the two.  

a) Is there always a twin deficit (i.e., a positive correlation between the two)?

b) Calculate the statistical relationship between the two series for various time periods.  You might want to use decades, or more logically administrations (Reagan, Clinton, Republican, Democratic, etc.)  For example, you could use the “correl” command and create a table similar to the one in the International Economic Trends newsletter linked above.  If you are more adventurous you can do a lot more in Excel (and receive a higher grade!)

c) Calculate the relationship between the CA balance and other aggregate data (e.g., public and private savings).

d) Plot the data and create a table with the correlation coefficients.  

4. What conclusions can you draw from your analysis?  Is there a correlation between the two deficits?  Does it hold for certain time periods and not others?  Do you have any explanations for your results?  Please note that there is no definitive explanation for the relationship (or lack of one) between the two deficits, so there is no right and wrong answer.

5. Write up your results and submit them to me at pgking@sfsu.edu.  Please tell me who did what.

