3rd IRCEB
3rd International Research Conference on Economics and Business
Volume 2020

Conference Paper

Determinants and Causality of Current
Account Balance and Foreign Direct
Investment: Lower Middle Income Countries
in ASEAN
Hasdi Aimon, Anggi Putri Kurniadi, and Sri Ulfa Sentosa
Faculty of Economics, Universitas Negeri Padang, Indonesia

Abstract

Corresponding Author:
Anggi Putri Kurniadi
anggipkurniadi@gmail.com
Received: 27 December 2019
Accepted: 15 April 2020
Published: 23 April 2020
Publishing services provided by
Knowledge E

This study investigates the determinants and causality between current account
balance and foreign direct investment in Association of Southeast Asian Nations
(ASEAN) in lower middle income countries. This study uses time series from 20002017 and cross section of 6 countries, namely Indonesia, Philippines, Vietnam, Lao,
Myanmar and Cambodia, which were analyzed using simultaneous equation model
approach. There are three important findings in this study. First, current account
balance is positively affected by financial development, government expenditure, real
GDP and real exchange rate, while negatively affected by foreign direct investment.
Second, foreign direct investment is positively affected by real GDP, real exchange
rate, economic openness and current account balance, while negatively affected by
inflation. Third, there is a causal relationship between current account balance and
foreign direct investment, which the two variables significantly influence each other.
Therefore, it is highly recommended for lower middle income countries in ASEAN to
intervene in macroeconomic policy variables, so that the deficit conditions for current
account balance and foreign direct investment can be reduced in the lower middle
income countries in ASEAN.
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1. Background of the Study

the responsibility of the 3rd
IRCEB Conference Committee.

Production in a country is not only distributed in the domestic market but also in the
international market because the era of globalization requires every country to carry
out international trade activities, one of the associations formed from international integration is the ASEAN (Association of Southeast Asian Nations), which aims to improve
regional competitiveness as a whole on the world market and encourage economic
growth through export and import activities summarized in the current account balance
[1]–[3].
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The condition of the current account balance often fluctuates due to imbalances in
exports and imports [4]–[6]. International trade can result in a country more likely to
export which results in a surplus or more tend to import resulting in a deficit. Every
country is important to maintain the stability of the current account balance, because it
is used as an indicator to assess the strength of international trade [7]–[10].
One of the factors that influence the imbalance of current account balance is foreign
direct investment because international trade provides freedom for investors to invest
in a country. The relationship is that increased foreign direct investment will cause the
current account balance to be a deficit because it requires the destination country to
pay profits to the country of origin, so this increases capital outflow [11], [12].
The condition of the current account balance also has an influence on foreign direct
investment because surpluses and deficits are the cornerstone of the increase and
decrease in foreign direct investment. The relationship is that larger exports will cause
a surplus, so an increase in export volume will increase output demand, which achieved
by expansion of production which will lead to an increase in foreign direct investment.
Based on the classification of countries carried out by the World Bank using indicators
of Gross National Income (GNI) per capita in units of US $ over a period of one
year, a country can be classified into four groups, namely lower income (<= 1,005);
lower middle income (1,006 - 3,955); upper middle income (3,956 - 12,235); and high
income (> 12,235). The classification of groups of countries in ASEAN is lower middle
income consisting of Indonesia, the Philippines, Vietnam, Lao, Myanmar, and Cambodia;
upper middle income consisting of Malaysia and Thailand; and high income consists of
Singapore and Brunei Darussalam. Based on the classification, there is still a deficit in
the current account balance and an unstable foreign direct investment condition, which
is found in the lower middle income countries in ASEAN. While the current account
balance and foreign direct investment conditions for upper middle income and high
income groups in ASEAN have reached good conditions. The conditions of the current
account balance and foreign direct investment experience an imbalance every year
in lower middle income in ASEAN, which cannot be separated from the influence of
fluctuations in macroeconomic variables (see Figures 1 and 2).
The implications of research in the social field are the current account balance
and foreign direct investment are interesting issues to be examined in the study of
international monetary economics because they provide information about the health
of the economy in a country. The importance of examining the determinants and
causality between current account balance and foreign direct investment because it
is an indicator of external imbalances that are used as assessors of economic stability
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Figure 1: The condition of the current account balance (% of GDP) in lower middle income countries in
ASEAN. Source: World Bank.

Figure 2: The condition of the foreign direct investment (% of GDP) in lower middle income countries in
ASEAN. Source: World Bank.

to evaluate the performance of a country’s economic openness in international trade in
utilizing its resources. This research aims to achieve an external balance of international
trade activities in the lower middle income countries in ASEAN. The external balance is
measured by the relationship between the current account balance and foreign direct
investment.
The novelty of this study is to combine the research determinants of the current
account balance and foreign direct investment, so that the determinants and causal
relations between the current account balance and foreign direct investment in lower
middle income countries in ASEAN. The relationship between the current account
balance and foreign direct investment is an interesting phenomenon to be examined in
economic studies because it provides information about the health of the economy in a
country. Based on this explanation, it is important to analyze the relationship of current
account balance and foreign direct investment.

2. Literature Review
Investigation of current account deficit in Indonesia using the Error Correction Mechanism approach during 2000:Q1-2015:Q4, the long-term estimation result is current
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account deficit is negatively affected by economic growth, while the short-term estimation results are positively affected by economic growth, real exchange rate, economic openness, and negatively affected by inflation [13]. An empirical test of the
current account deficit using panel regression model, which selected 16 OECD member countries during 2005–2009, there is significant negative relationship inflation
and government expenditure, while economic growth has a positive and significant
relationship [14]. Analysis of the factors that influence the dynamics of the current
account balance in Australia in the 1970–2009 using the regression method, which
economic growth and government expenditure have a positive and significant effect
on the current account balance, then foreign direct investment has a negative and
significant effect on the current account [15]. The analysis of the sustainability of the
transaction balance deficit runs in Turkey from 1989–2014. Technical analysis carried
out with regression supported by various data analyzes namely economic growth,
financial development, and foreign direct investment. The results of the study are that
foreign direct investment has a negative but significant effect on the current account
balance, economic growth has a positive but not significant effect on the current account
balance, financial development has a negative and significant effect on the current
account balance [16]. Research on current account balances in 21 OECD countries from
1990–2013 using panel regression, that the real exchange rate will improve the current
account balance, while an increase in foreign direct investment will worsen the current
account balance [17]. Investigations of the current account balance using data from
five ASEAN countries, namely Indonesia, Malaysia, Philippines, Singapore and Thailand
during the period 1981–2008 were analyzed using the regression panel approach, that
economic growth had a positive and significant, while investment foreign direct and
financial development has a significant negative effect [18]. Analysis of the current
account deficit in Turkey using the regression method during the period 2003–2013,
that economic growth and the real exchange rate have positive effect, while import
has negative effect [19]. Analysis of the current account balance between Germany
and Euro zone peripheral countries during the period 1999–2011 using the regression
method, that financial development has a negative effect, real exchange rate has a
positive effect and exports have a positive but not significant effect [20]. The current
account conditions in developing countries in Asia from 1970–2005 using the panel
regression method, that economic growth, the real exchange rate, have a positive effect,
while foreign direct investment and financial development have a negative effect [21].
Analysis of the relationship between the current account deficit and economic variables
using the panel data method for 44 developing countries during the period 1966–1995,
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that economic growth and real exchange rate have positive effect, while the terms of
trade and domestic savings have a positive effect [22]. The high market size in a host
country characterized by GDP, the higher the inflow of foreign direct investment, so
that the increased market size is characterized by high GDP growth, thus influencing
the increase of foreign direct investment inflows [23]. Trade openness has a negative
effect on foreign direct investment, this occurs because of investment orientation for
domestic production mostly occurs in countries experiencing trade balance deficits [24].
Foreign direct investment has a causal relationship to money supply and exchange rate
appreciation will increase foreign direct investment inflows [25].

3. Research Method
3.1. Types and Data Sources
This study uses secondary data published by the World Bank that cover time series
during the period 2000-2017 and cross section 6 countries, including Indonesia, Philippines, Vietnam, Lao, Myanmar and Cambodia. The data used include current account
balance (Y1 ), foreign direct investment (Y2 ), financial development (X1 ), government
expenditure (X2 ), real GDP (X3 ), real exchange rate (X4 ), inflation (X5 ), economic openness (X6 ) and money supply (X7 ), which all of the data are the variables analyzed in this
study (see Table 1).

3.2. Simultaneous Equation Model
Simultaneous equation models have endogenous and exogenous variables, which have
a causal relationship between the variables analyzed. This study uses panel data and
uses the fixed effect model approach in adjusting completion with the Two Stage Least
Square simultaneous equation model (see Figure 3).
Mathematical equations for simultaneous equation models to carry out analysis using
the econometric approach (see Equations 1 and 2).
𝑌1𝑖𝑡 = 𝛼1.0 + 𝛼1.1 𝑋1𝑖𝑡 + 𝛼1.2 log (𝑋2𝑖𝑡 ) + 𝛼1.3 𝑋3𝑖𝑡 + 𝛼1.4 log (𝑋4𝑖𝑡 ) + 𝛼1.5 𝑋5𝑖𝑡 +𝛼1.6 𝑌2𝑖𝑡 +𝜀1𝑖𝑡 (1)
𝑌2𝑖𝑡 = 𝛼2.0 + 𝛼2.1 𝑋3𝑖𝑡 + 𝛼2.2 𝑙𝑜𝑔 (𝑋4𝑖𝑡 )+𝛼2.3 𝑋5𝑖𝑡 + 𝛼2.4 𝑋6𝑖𝑡 +𝛼2.5 𝑋7𝑖𝑡 +𝛼2.6 𝑌1𝑖𝑡 +𝜀2𝑖𝑡

(2)

Where:
Y1 and Y2 = endogenous variable
X1 –X7 = exogenous variable
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TABLE 1: Description of variables.
Variable

Description

Current Account
Balance

The sum of net exports of goods and services, net primary income, and
net secondary income, and is divided by GDP

Foreign Direct
Investment

Net inflows which include new investment inflows less disinvestment are
from foreign investors, and is divided by GDP

Financial Development The annual percentage growth rate of broad money
Government
Expenditure

The final consumption expenditure based on constant 2010 US$, and is
divided by GDP

Real GDP

The annual percentage growth rate of GDP based on constant 2010

Real Exchange Rate

The annual average is based on monthly averages using the unit size of
the local currency relative to the US dollar

Inflation

The annual percentage change in the cost to the average consumer of
acquiring a basket of goods and services

Economic Openness

The sum of exports and imports which include goods and services, and is
divided by GDP

Money Supply

The sum of currency outside banks, demand deposits other than those of
the central government, savings, and foreign currency, and is divided by
GDP

Source: Authors on work

Financial Development

(X1)

Government Expenditure

(X2)

Real GDP

(X3)

Real Exchange Rate

(X4)

Inflation

(X5)

Economic Openness

(X6)

Money Supply

(X7)

Current Account Balance

(Y1)

Foreign Direct Investment

(Y2)

Figure 3: Conceptual framework. Source: Authors on work.

α1.0 and α2.0 = constants
α1.1 –α2.6 = coefficient
i = countries (Indonesia, Philippines, Vietnam, Lao, Myanmar, and Cambodia)
t = time series (2000–2017)
ε1 and ε2 = residual
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4. Findings and Discussion
4.1. Equation 1 of the Simultaneous Equation Model
The endogenous variable in equation 1 of the simultaneous equation model is curent
account balance (Y1 ), while the exogenous variable is financial development (X1 ), government expenditure (X2 ), real GDP (X3 ), real exchange rate (X4 ), inflation (X5 ) and foreign
direct investment (Y2 ). The interpretation described is the coefficient of determination
(R2 ), F test, and t test (see Table 2).
TABLE 2: Interpretation of equation (1) of the simultaneous equation model.
Variable

Coefficient

t Statistics

Prob.

X1

0.125667

3.833614

0.0002

log(X2 )

1.177762

2.533609

0.0289

X3

1.434382

2.679394

0.0089

log(X4 )

1.217597

2.581274

0.0176

X5

-0.027107

-0.140285

0.8888

Y2

-3.100173

-0.938657

0.0014

R2

0.8252

Prob (F-statistic)

0.0000

Source: Authors on work.

Based on the estimation results for equation (1) for the simultaneous equation model,
which value of R2 is 0.82524, its means that the fluctuations of endogenous variables
can be explained by all exogenous variables in equation (1) the simultaneous equation
modelwith a contribution of 82.52%, while the remaining 17.48% is explained by other
exogenous variables which are not used in equation (1) of the simultaneous equation
model. Furthermore, Prob (F-statistics) is 0.0000 which means that all exogenous
variables in equation (1) of the simultaneous equation model as a whole have significant
influence on endogenous variables in middle income groups in ASEAN. Meanwhile, the
conclusion for the results of the t test is financial development, government expenditure,
real GDP and real exchange rate have positive and significant influence on the current
account balance, because t statistics for these variables are greater than t table (1.98397)
and the probability for these variables is smaller than probability α = 0.05. In addition,
foreign direct investment has negative and significant effect on the current account
balance because t statistics for these variables are smaller than t table (1.98397) and
the probability for these variables is smaller than the probability α = 0.05.
DOI 10.18502/kss.v4i7.6839
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Financial development has positive effect on the current account balance because
a country has a large of domestic funding without the need to borrow funds from
other countries and this is very important to increase production which triggers an
increase in exports, which is consistent with research [26]. Government expenditure
has a positive effect on the current account balance because funding for economic
activities is increasing, so that domestic production will also increase which results in
an increase in exports, which is consistent with research [27]. Real GDP has positive
effect on the current account balance because there is an increase in the number of
goods and services in a country, so that excess domestic production can be exported
abroad, which is consistent with research [28]. Real exchange rate has positive effect
on the current account balance because the depreciation of the real exchange rate
results in an increase in the number of exports, so the price of domestic goods when
sold abroad becomes cheap, which is consistent with research [29]. Foreign direct
investment has a negative effect on the current account balance because it requires
investment destination countries to pay dividends to the country of origin of investment,
thus triggering capital flight abroad which results in a deficit, which is consistent with
research [30].

4.2. Equation 2 of the Simultaneous Equation Model
The endogenous variable in equation 2 of the simultaneous equation model is foreign
direct investment (Y2 ), while the exogenous variable is financial development (X1 ), government expenditure (X2 ), real GDP (X3 ), real exchange rate (X4 ), inflation (X5 ) and curent
account balance (Y1 ). The interpretation described is the coefficient of determination
(R2 ), F test, and t test (see Table 3).
TABLE 3: Interpretation of equation (2) of the simultaneous equation model.
Variable

Coefficient

t Statistics

Prob.

X3

0.271249

2.424419

0.0172

log(X4 )

1.285960

1.848813

0.0476

X5

-0.023644

-2.386211

0.0002

X6

0.018449

2.843784

0.0422

X7

0.007308

0.559249

0.5773

Y1

0.411856

2.004850

0.0000

R2

0.6477

Prob (F-statistic)

0.0000

Source: Authors on work.
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Based on the estimation results for equation (2) for the simultaneous equation model,
which value of R2 is 0.6477, its means that the fluctuations of endogenous variables can
be explained by all exogenous variables in equation (2) the simultaneous equation
modelwith a contribution of 64.77%, while the remaining 35.23% is explained by other
exogenous variables which are not used in equation (2) of the simultaneous equation
model. Furthermore, Prob (F-statistics) is 0.0000 which means that all exogenous
variables in equation (2) of the simultaneous equation model as a whole have significant
influence on endogenous variables in middle income groups in ASEAN. Meanwhile,
the conclusion for the results of the t test is real GDP, real exchange rate, economic
opnenness and current account balance have positive and significant influence on
foreign direct investment, because t statistics for these variables are greater than
t table (1.98397) and the probability for these variables is smaller than probability
α = 0.05. In addition, inflation has negative and significant effect on foreign direct
investment because t statistics for these variables are smaller than t table (1.98397) and
the probability for these variables is smaller than the probability α = 0.05.
Real GDP has positive effect on foreign direct investment because foreign investors
will be interested in the condition of high economic growth as a guarantee to invest their
capital, which is consistent with research [31]. Real exchange rates have positive effect
on foreign direct investment because returns that will be received by foreign investors
will increase, which is consistent with research [32]. Economic oppenness has positive
effect on foreign direct investment because barriers in international trade in a country
become weak which causes foreign capital to be easy to enter, which is consistent with
research [33]. Current account balance has positive effect on foreign direct investment
because an increase in export volume will increase demand for output, this can be
fulfilled with production expansion resulting in an increase in foreign direct investment,
which is consistent with research [34]. Inflation has negative effect on foreign direct
investment because the condition of high inflation in a country is a risk for investors to
invest their capital in the country concerned, which is consistent with research [35].

5. Conclusion
This study uses simultaneous equation model approach to analyze the causal relationship between the current account balance and foreign direct investment and its
determinants in lower middle income countries in ASEAN with various macroeconomic
indicators that influence it. The deficit of the current account balance and foreign direct
investment cannot be separated from macroeconomic indicators. Based on the results
DOI 10.18502/kss.v4i7.6839
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of the study that the current account balance and foreign direct investment conditions
need to be a serious concern for policy makers and the government in lower middle
income in ASEAN to overcome the imbalance. The policy that can be taken to maintain
the stability of the current account balance is through increasing exports and decreasing
imports so that the current account deficit condition is not sustainable. In addition, the
government also needs to make proactive policies to maintain economic openness in
the lower middle class in ASEAN through policy measures measured by the policies of
the Central Bank. If the inflow of foreign direct investment is too high, a policy that can
be done is to provide an obstacle in the form of an increase in taxes because the flow
of foreign direct investment that is too high is not good for the condition of the current
account balance.
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