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Abstract. The present study validates assumptions of Thirlwall’s law and illustrates its implication for Poland.
Furthermore, a rarely used “strong” form of Thirlwall’s law is tested. This law reflects the importance of trade
balance restrictions on economic growth prospects. This aspect is now very relevant. The research aims to find
out whether both forms of Thirlwall’s law are valid in Poland. The assumption that the relative prices do not
influence trade performance of Poland does not hold, therefore, influence of terms of trade was considered and
the balance of payments (BOP) constrained growth rate was calculated with and without terms of trade effect.
For the “strong” form of Thirlwall’s law, the existence of correlation between growth of income of Poland and
the rest of the world was tested. The existence of cointegration between rates of growth of export and gross do-
mestic product (GDP) is tested as a main idea of growth model based on export. After verifying that all assump-
tions of the model hold, Autoregressive Distributed Lag (ARDL) cointegration approach and error correction
model are applied to estimate income elasticities. Further, statistical equality of growth rates of predicted and
real GDP was tested to validate Thirlwall’s law, and it supports the importance of external imbalances for Polish
economy for the period between 1995 and 2018. Both “weak” and “strong” forms of Thirlwall’s law turned
to be valid. Further research may focus on testing the validity of assumptions of Thirlwall’s law on data from
other countries of Eastern Europe, as well as post-Soviet countries, since there are very few such studies to date.
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AHHOTaUMSA. DTo UccnesoBaHUE HanNpPasaeHo Ha MPoBepKY 060CHOBAaHHOCTM NPEAMNOChHIIOK 3akoHa Tupnsosna
W ero npumeHeHus K gaHHbiM Monbwmn. Kpome Toro, nposepsieTcs penko ucnonblyemast «cunbHas» dpopma 3a-
KoHa Tupneosna. DTOT 3aKOH OTPaXKaeT BaXKHOCTb OrpaHUYEHUI, CBA3aHHbIX C BHELUHETOProBbiM 6asaHCcoM,
L1 NepCcreKkTUB 3KOHOMUYecKoro pocTta. JaHHbI acnekT ABASeTca cernyac oUYeHb akTyanbHbiM. Llenb Hawero
MUccnenoBaHUsS — BbIBUTb, cobntogatoTcs i obe dopMbl 3akoHa Tupneona B Monbuwe. Mpeanockinka o ToMm,
YTO OTHOCMUTENbHbIE LieHbl He BAMSAIOT Ha MokasaTtenu Toproeauv MonbLum, He NoATBEP>KAAETCS, MO3TOMY 6bII0
paccMOTPEHO B/MSIHUE YC/I0BUIM TOProBaM U Bbll PaCCUMTaH TEMM POCTa, OFPaHUYEHHOrO MAaTeXHbIM 6anaH-
COM C yyeToM U 6e3 yueTa BAMAHWUSA 3TUX yciosuid. [na «cunbHo» ¢hopMbl 3akoHa Tupneona nposepsanoch
CYLLLECTBOBaHME KOPPenaummM Mexxay pocTom noxonos Monblim u octanbHoro mupa. Hanuume kouHTterpauum
Mexxay TeMnamu pocTa akcrnopTa 1 BBl nposepsieTcs kak 0OCHOBHas Maes MoAenun pocTa, OCHOBAaHHOMO Ha 3KC-
nopre. Mocne BepudukaLumm BCex Npeanochbiyiok MOAENM A8 OLEHKM 31aCTUYHOCTM AOX0AA NPUMEHAIOTCSA MO-
nenb konHterpaunn ARDL 1 mogenb koppekuun owmnbok. Kpome Toro, 661710 NpoBepeHo CTaTUCTMYECKOe pa-
BEHCTBO TEMMOB POCTa NPOrHoO3npyemMoro u peansHoro BBl ang noaTeepyaeHus 3akoHa Tupnsona, v 310 06-
Hapy>KMBaeT BaXKHOCTb AMCHaNaHCOB BHELLHEW TOProBau ANs NMONbCKOM 3KOHOMUKK B nepuog ¢ 1995 no 2018
ron. M «cnabasi», n «cunbHas» hopMbl 3akoHa TupnBona okasanmucb 060CHOBaHHbIMU. [anbHenwme Hanpas-
JIeHWs1 UCCIIEA0BaHMA MOTYT BbITb CBA3aHbl C NPOBEPKOM 060CHOBaHHOCTM NMPEANOCHIIOK 3akoHa Tupneona Ha
[aHHbIX Apyrux cTpaH BocTtouHoi EBponbl, a Takyke MOCTCOBETCKMX CTPaH; NoA0BHbIX MCCNefoBaHUIA Ha AaH-
HbIl MOMEHT KpalHe Maso.

KntoueBble cnoBa: Moaenb pocTa, OrpaHUYEHHOro NNAaTEXHbIM GanaHCoM, POCT, BEAOMbIV CMPOCOM, peasb-
Hbll Ba/IlOTHbIW KYPC, YCII0BUSI TOPrOBAM

JEL F41, F43, F32, E12

UDC 330, 339

1. Introduction

As it is known, two main approaches to economic growth exist: supply-side and
demand-side ones. Many neoclassical theories assume that supply is the main factor
affecting economic growth, and that demand adjusts to supply. Therefore, economic
development depends only on productivity and factors of production.

However, supply-side theories do not fully explain economic growth and differences
in income growth between various countries. That led to the development of demand-
side theories. Originally, Keynes highlighted the impact of demand on economic growth.
According to him, demand determines economic development and supply adapts to it.
Many growth theories ignore the influence of demand, although Post-Keynesian theories
continue to insist on its importance. One of them is the balance of payments (BOP)
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constraint growth model. Originally it was proposed by Anthony Thirlwall (1979) in the
article named “The balance of payments constraint as an explanation of international
growth rate differences”. After many adjustments, the final version was published in
2011. According to Thirlwall’s law, economic growth is limited by trade performance
of a country. External demand puts constraints on economic growth, and only by being
in constant growing debt, a country can grow above BOP constraint for a long period
of time. In general, it is impossible, and a country should finance its import by export.
Import is important for economic development because it allows a country to widen
production possibilities. In case import value is more than export value, a country must
borrow from abroad to pay for its import. That causes balance of trade deficit inflation.
Furthermore, it increases net external debt to gross domestic product (GDP) ratio,
which makes foreign investors nervous about possible default. While borrowed money
boosts economic growth in the short run, debt must be paid back and consumption will
be reduced in the long run, leading to a decline in technological progress, decrease in
country exports and worsening of the situation. If not able to return its debt, a country
must sell its property, including natural resources. Assuming debt cannot be growing in
the long run, the BOP constraint growth model is defined.

In the short run, trade surplus boosts economic growth. Growing demand stimulates
economy through investments. Factories hire more workers and buy more resources,
which leads to higher output because of high demand. Although, higher export not
necessary means higher GDP growth. High import income elasticity of demand for
imports indicates the dependence from imported goods and negatively affects economic
growth.

Thirlwall’s law explains differences in growth rates between countries by
characteristics of goods produced, in particular its quality. Low export income elasticity
and high import income elasticity indicate low non-price competitiveness of domestic
goods for both export and internal consumption and dependence from imported goods.

Assuming a country cannot be in debt in the long run, output cannot exceed the
pace at which import grows at the similar rate with export. Supply-side factors are not
effective in case demand for goods is low, according to Thirlwall’s law. Effect of supply-
side factors is considered and reflected in import income elasticity. Although, the major
determinant of growth in demand is growth of export.

Thirlwall’s law is a dynamic form of Harrod’s trade multiplier, according to which
GDP is equal to export growth divided by the propensity to import. These models were
developed independently while relying on the same assumptions. The model is applicable
to “small open” economies, which do not influence prices in international market, under
the assumption of constant relative prices. McCombie and Thirlwall (2004) argue that
this assumption comes not from the “law of one price”, but because “international prices
are fixed in oligopolistic markets where product differentiation and quality competition
are dominant strategies”. Therefore, relative prices have little variation. Exchange rate
is also assumed to have insignificant effect on economic growth, since a country cannot
expand export affecting exchange rate by the depreciation of currency in the long run.
Trade is assumed to be balanced. Export is considered as the main source of economic
growth because it is assumed that export is the only source of autonomous demand. The
point is that it comes from outside the country and it is exogenous. Furthermore, from
components of demand, only export can finance import. These assumptions are supposed
to hold in the long run, although they seem unrealistic in the short run (Thirlwall, 1997).
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‘ Thirlwall’s model became one of the most popular heterodox growth models that
was widely applied in the 1980s and 1990s; later it was, to some extent, forgotten for
a decade. However, global economic crisis in 2008 showed the importance of external
balances, which put constraints on economic growth through demand. Countries
with huge imbalances suffered the crisis most. US economist and Nobel laureate Paul
Krugman (2003)" wrote in his blog: “...the really strong relationship within the [eurozone
countries] is between interest spreads and current account deficits, which is in line with
the conclusion many of us have reached, that the euro area crisis is really a balance of
payments crisis, not a debt crisis.” European commission also admitted the importance
of external imbalances in the European Union Importance of external imbalances shows
the relevance of Thirlwall’s law for preventing crises, which started a new wave of
empirical works on Thirlwall’s law in the last years.

This research aims to contribute to empirical studies of Thirlwall’s law. We try to
validate assumptions of the model and illustrate its implementation in Poland. Our
hypothesis is the following: economic development of Poland is constrained by its
balance of payments (BOP).

This country was chosen for research for several reasons. Poland’s economy is sixth
largest in Europe and its growth is stable. Even during the Great Recession, Poland’s
economy continued to grow. Reasons for its sustainable development are not explored
yet. Over last twenty-five years from poor country, Poland became one of the successful
countries in Europe. The growth is unique because Poland suffered from lack of natural
resources. Nevertheless, the Polish economy is one of the most successful Post-Socialist
economies. Possibly, it is because the country had no opportunity to get into huge debt;
it had to expand demand on goods to boost economic growth without financing it with
foreign capital. Importance of external imbalances for economic growth in Poland will
be investigated by testing Thirlwall’s law. Knowledge of the reasons of this growth will
also be useful for other countries. Our paper is the first work on the validity of Thirlwall’s
law for Poland.

Works on the empirical validity of Thirlwall’s law differ by the extensions of the
model, econometric techniques used to demand functions, ways to validate the law, and
tested assumptions. Furthermore, different numbers of countries are considered in the
works.

The original paper (Thirlwall, 1979) employs Houthakker and Magee (1969) estimates
of elasticities. These estimates were derived using the Ordinary Least Squares method.
Spearman rank correlation was employed to compare actual and predicted growth rate.
These methods were forced out by more complicated modern techniques in further
works.

2. Extensions of the original model

Palley (2003) extended the model following neoclassical ideas. He added supply-
oriented component in the original equation. Income elasticity of demand for import
is considered as endogenous to the degree of utilisation capacity. Setterfield (2006)
offered his model, adding supply-side factors to the model. He said that the problem
with both demand and supply approaches to growth is that they neglect each other and
do not know how their models reconciled. Thirlwall (2011) accepts these models, though

! Krugman, P. (2003). Retrieved from: https:/krugman.blogs.nytimes.com/2013/03/08/fatal-fiscal-attrac-
tions (Date Access: 18.08.2021).
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highlighting that adding utilisation capacity leads to stricter bounds on variables and ‘
adds difficulty to the analysis.

Nell’s (2003) extension disaggregates world income from the original model
(Thirlwall, 1979) to several main trade partners. Such approach allowed the researcher
to see contribution of each partner to country’s BOP constraint.

Thirlwall and Hussain (1982) proposed an extension of the model that allows for
capital inflows. It widens the range of implications of the model and allows applying
it to developing countries, which are financed by abroad for a long period of time.
Perraton (2003) criticised the extension since capital inflows are not stable and may
be negative, indicating the impossibility of deriving growth rate. Furthermore, this
allows growing huge current account deficit, which contradicts the idea that BOP puts
constraints on GDP. Moreno-Brid (1998) attempted to solve the problem by using
nominal capital flows. Thirlwall (2011) notes that capital flows have insignificant
effect on the predicted GDP growth and that “Export growth, not capital, is by far
the most important variable governing growth performance.” Further, this model
was extended in order to account for interest rate for accumulated debt. Alleyne and
Francis (2008) and other authors worked on this problem, although results of the
model with this extension and the original model (Thirlwall, 1979) are close, even
with high interest rate.

Another issue with the original model is that it does not consider interactions
between countries. Vera (2006) and Sasaki (2008) deal with it and expand the basic
Prebisch model of North-South. The idea of North-South model suggests that
intermediate goods are produced in the South and from them tradeable goods are
manufactured in the North. South economic growth is restricted by economic growth
of the North. The model explains interaction between two regions and suites some
countries better than the original Law does. The model of Sasaki (2008) allows for
technological progress.

Araujo and Lima (2007) offered a multi-sectoral extension to Thirlwall’s law. The
model provides opportunity to identify elasticities for every sector, which has policy
implication. Mironov and Konovalova (2019) used this approach to model the Russian
economy and identify main exporting sectors. According to them, stable economic
growth could be reached by supporting the sectors with high external demand, which
rises with income, and sectors that are independent from imports. The Russian economy
was also analysed by Tovar-Garcia and Carrasco (2019) based on bilateral data; this paper
concluded that the observed rates of growth of this economy have been higher than what
is predicted by Thirlwall’s law. Trigg (2020) extended the work of Araujo and Lima (2007)
by including Global Value Chains (GVC). Such approach allowed him to consider the
fact that different stages of production are located in different countries. Importance of
inclusion of GVC is argued in Ibarra and Blecker (2016). Their findings indicate that the
results are biased if intermediate goods are not considered. Since intermediate goods
can be traded several times in different countries, the problem of double counting arises.
It can be solved by input-output approach developed by Araujo and Lima (2007). These
approaches lack simplicity of the original model (Thirlwall, 1979); moreover, the results
are close to it. Undeniable advantage of this approach is that sectors with high export
income can be identified and used for policy implications.

This study employs the model from the original paper, although it includes relative
prices effect into the calculation of growth consistent with BOP.
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3. Estimation of elasticites and discussion of some assumptions

The main techniques to estimate import and export demand functions and get
income elasticities of demand are taken from such works as Andersen (1993), Felipe et.
al. (2010), Lépez and Cruz (2000), Perraton (2003).

To choose between two modern and most complicated techniques — ARDL bound
test and Johansen cointegration — data characteristics should be considered. Johansen
cointegration requires that all variables should be stationary without differing or after
taking differences ones. Or, from econometric perspective, they should be the same order of
integration. In case variables are integrated of different order, ARDL bound should be used.

Furthermore, Johansen cointegration estimates are likely to be biased in finite
samples, according to Cheung and Lai (1993). Using quarterly data allows enlarging the
sample, although seasonality and other problems arise. Pesaran et al. (2001) bounds
test approach solved that problem using unrestricted error correction mechanism.
Estimations made by this method are accurate, despite small samples.

This study employs the method of ARDL bound testing and error correction model
due to data characteristics.

Assumption of insignificance of terms of trade is not always validated in literature.
Alonso and Garcimartin (1999) argued that this assumption is not necessary for the
validation of Thirlwall’s law. Perraton (2003) noticed that it is not realistic that relative
prices are stable. He argues that the impact of terms of trade should be considered.
Razmi (2016) also argues that relative prices have a significant effect on exports and
imports, in particular in developing countries.

“Strong” form of Thirlwall’s law requires positive correlation between income growth
rate of an individual country and the world economic growth rate. This assumption was
checked by Razmi (2016) using data sample of 167 countries. His findings indicate no
correlation between world GDP and GDP of individual countries for most countries in the
sample and negative correlation for one third of the sample. That shows the importance
of validation of that assumption before applying model, because it is applicable only
to countries that have similar pattern of development with the rest of the world. For
developing countries, it is not always true; therefore, studies that do not check this
assumption could get opposite results.

The model is applicable to “small open economies”; it implies they do not affect prices
in the world market. This assumption holds for the majority of countries, except the
largest, as the US and China. The US is an exception for Thirlwall’s law for several reasons.
Its trade imbalances are growing for a long period of time and it does not lead to decline
in economic growth. This country is big enough to be constraint only by internal demand.
The biggest economies are unconstrained by BOP for other countries to be constrained,
because they determine demand for the rest of the world, according to Thirlwall’s law.

Furthermore, assumption of the BOP constraint growth model is relationship
between growth of income and export in the long run. That can be verified by testing
cointegration between variables using econometric techniques. Moreno-Brid (1999)
validated Thirlwall’s law for Mexico only by testing cointegration between the rate of
export growth and income. This approach was employed by Jeon (2009) to check the
assumption of the long-term relationship between export growth and growth of income
of China in addition to standard procedures.

This study combines approaches from these works and tests all these assumptions:
significance of relative prices (includes its effect if needed), existence of correlation



Tatyana Yu. FEDOSEEVA, Ivan V. ROZMAINSKY https://doi.org/10.3106 3/AlterEconomics/2022.19-2.5 ‘ 289

between world GDP and Poland’s GDP and existence of cointegration between export ‘
growth and Poland GDP as a main idea of growth model based on the importance of
export.

4. Testing the existence of BOP constraint

As we already said, in the original paper, Spearman rank correlation and mean
deviation were used to validate the Law.

Later, McGregor and Swales (1985) introduced a different, more accurate method. All
countries in the world should be used, actual GDP growth rate is regressed on estimated.
After that, the Wald test on joint equality of constant to zero and slope to unity is applied.
Although, the main disadvantage of the test is its hard applicability: it requires the data
on all countries to cancel out trade deficits and surpluses.

Further, ‘McCombie test’ (1999) that gives more accurate results was used. It is applied
to calculate the value of income elasticity of demand for import at which income growth
rate equals to estimated. These two values are compared, and statistical difference is
tested to verify Thirlwall’s law. The test can be performed both on individual country
and on the group of countries.

Alonso (1999) introduced the latest of the main approaches for individual countries.
Using cointegration techniques, parameters of demand functions are estimated to get
elasticities. After the calculation of BOP constraint growth rate, growth rate of income
is regressed on it. Joint equality of constant to zero and slope to unity is tested to verify
Thirlwall’s law. Perraton (2003) and McCombie and Thirlwall (1994) argue that this
order is preferable. BOPC growth rate is calculated using estimates of elasticities, which
are subject to errors. The presence if the errors in variables problem leads to biased and
inconsistent results; thus, the right order of variables solves the problem.

The last-named method was used for validation of the Thirlwall’s law in this work.

The results of some works on the validity of Thirlwall’s law are presented in Table 1
below.

The results of some works on the validity of Thirlwall’s law fevted
Author(s), year Country Extension of model Results
Aricioglu et al. (2013) | Turkey Initial model Invalid
(Szo (;11kli§1 zis, Antunes Portugal Initial model, only “weak” form | Valid
Sub-Saharan the BoP constraint is disaggre-

Bagnai et al. (2016) Valid

Africa’s countries | gated amongst partner countries

Mironov, Konovalova Explains the lack of eco-

(2019) Russia Multisectoral nomic growth; valid

Tovar-Garcia, . . .

Carrasco (2019) Russia Multisectoral Invalid

Gurvich, Prilepskiy . .. .

(2013) Russia Initial model Invalid

Jeon (2009) China Initial model Valid

Perraton (2003) o1 dev.eloplng Initial model Weak form could not Pe
countries rejected for most countries

Podkaminer (2017) 59 countries Initial model; Dynamic OLS Invalid for most

countries
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‘ For most studies, the BOP constraint growth model is valid.

5. Theoretical model

The balance of trade equilibrium means that the value of export equals the value of
import,

PX=PM, 1)

where X is the export volume, M is the import volume, P, is the price of exports; Pis the
price of imports. Assume prices are in home country currency and exchange rate is not
needed. Taking logarithms gives growth rates

P+ X=p+m, @)

Constant elasticities functions are assumed.

Export demand is a function of relative price of export and world GDP (external
income). Income and price elasticities represent non-price and price competitiveness of
export, respectively.

n
X:a[ij 7', 1<0,8>0, 3)
Pf

where n is the price elasticity of demand for exports, ¢ is the income elasticity of demand
for exports and Z is world income.
Import demand is a function of relative price of import and Poland’s GDP,

P v
M:b{FfJ Y*, y<0,m>0, 4)

d

v is the price elasticity of demand for imports; = is the income elasticity of demand for
imports, and Y is domestic income.

Taking logarithms of export and import demand functions gives export and import
growth rates:

x=n({p,—p,) + ¢y, 5)
m=y(@,—p, + ny). (6)
Substituting (5), (6) in (2) for the growth of income gives,
(1+n+vy)(P, - P )+ez
Y, = |: ( d f) :| (7)

T

The lower-case letters indicate growth rates of the variables.

According to assumptions, two forms of the law are possible — “weak” and “strong”
(Perraton, 2003).

Assuming the insignificance of relative prices in the long run, terms of trade effects
is zero. Equation 7 reduces to
X

Yo =" ®)
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It is a “weak” form of Thirlwall’s law: the growth rate of GDP is BOP constrained ‘
and it is equal to the rate between growth rate of export and income elasticity of
import. Equation (6) is used to approximate gy = x. That approximation is based on the
assumption that terms of trade have no effect on export growth rate.

If external demand is not approximated by export, Thirlwall’s law is

s(z)-
Yeor = (Z) & . )
/Y

In this case, BOP constrained GDP growth rate is equal to the growth rate of world
income multiplied by the ratio of the income elasticities, it is called a “strong” form of
Thirlwall’s law. Rate of income elasticities represents non-price competitiveness of a
country. BOP growth model does not neglect supply-side effect on the economic growth,
it is fully considered in income elasticities.

According to it, a country will grow with a higher pace than the rest of the world if

¢(2)

T

>1.

Inclusion of other variables contradicts Thirlwall’s law, as he argues that economic
performance of country is limited by only these variables. In the long run, country cannot
exceed BOP growth rate.

Although, assumption of terms of trade negligible effect is not always satisfied. If
relative prices have significant export and import functions, they cannot be ignored.
Following Perraton (2003), terms of trade effect is calculated as a rate of change in terms
of trade to income elasticity of demand for imports and included in the main equation.
The effect is added to equations (3), (4) to calculate modified BOP constrained growth rate.

h int trad
This paper tests Thirlwall in this form: y, = X | chanseinterms of tra €. The results
T T

. I X . .

are compared with original form: y, =—. Reasons for inclusion of terms of trade effect
T

is presented in the section devoted to the estimation results.

¥ with and without

e(z)-y

Furthermore, the “strong” form of the Law is tested: y, =

terms of trade effect. Arguments in favour of the “strong” form are in the section devoted
to the Data description.

6. Test of the assumptions and data description

Before applying Thirlwall’s law to the Polish economy, its applicability should be
verified. In case any of the assumptions do not hold, results of validation of Thirlwall’s
law could be wrong.

“Strong” form of Thirlwall’s law requires a country’s GDP to have high correlation with
world GDP. For most countries that is true, although there are exceptions. Therefore, this
assumption should be checked. Pearson’s correlation coefficient between Poland’s GDP
and world GDP is 0.9966. Figure 1 below shows that these two indicators have similar
directions of movement, except 2009. The 2009 financial crisis has led to a decline in
GDP in the world, although Poland’s economy continued to grow.
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Fig. 1. The dynamics of world GDP and Poland’s GDP

In general, Poland’s economic growth is correlated to the world’s. Thus, export
growth in Poland can be approximated as world GDP multiplied by income elasticity of
demand for export.

Furthermore, export is a key variable that determines GDP growth, according to
Thirlwall’s law.

Most of empirical works on Thirlwall’s law stopped on statistical equality of real
GDP and predicted GDP growth rates. Although, cointegration between GDP and export
should be present as a main idea of growth model based on export. Figure 2 presents the
graph of these two variables.

Patterns of their development are quite similar, although formal testing is required.
Bound test is employed to check cointegration. Although graphs show similar
development, except for declines in export in 2009 and 2012, GDP continued to grow.
Cointegration at 10 % significance level is verified by bound test. Since we are interested
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Fig. 2. The growth rates of Poland’s GDP and export
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Fig. 3. The dynamics of Terms of Trade of Poland

only in the existence of cointegration, estimation of coefficients is not needed. Full
results on bound test are presented in the “Econometric details” section.

It should be noted that before applying the model, stationarity of relative prices
should be checked. Figure 3 indicates the variability in terms of trade, although formal
testing is required.

Insignificance of relative prices is tested in the section devoted to the estimation
results. Its significance in demand functions indicates that the impact of relative prices
could not be ignored. Therefore, terms of trade effect is considered in calculation of
BOP constraint growth rate. Furthermore, terms of trade movements capture changes in
exchange rate what makes results more accurate.

An analysis of BOP of Poland is useful for research. The current account was in deficit
during the whole period. Although, its share, or external debt to GDP ratio is low even in
the crisis year with high deficit. That indicates no problems for the economy from debt.
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Fig. 4. The dynamics of Poland’s current account balance
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In the last years, current account balance improved and, according to Thirlwall’s law, it
would lead to better economic performance.

Data on import and export volume, GDP of Poland, World GDP and terms of trade is
taken from IMF and Worldbank databases.

Import volume is the ratio of the import value indices to the unit value indices of
corresponding goods.

Export volume is the ratio of the export value indices to the unit value indices of
corresponding goods.

GDP of Poland and World GDP are in millions of 2010 US dollars.

Terms of trade is the ratio between the index of export prices and the index of import

p export

prices, relative price of export in terms of import — . The bigger term of trade

. . import L. 5
index means more import goods can be purchased by unit of export goods. This index is
used to estimate export demand function.

For import demand, function terms of trade for import are needed. It was calculated

_ p import

as inverse to the terms of trade . Relative price for import in term for

export p export
pimport
export. Exchange rate is not used because all data are in US dollars; base year is 2010.

7. Econometric Methodology

Cointegration tests of Poland’s demand for imports: 1995-2018

Following empirical studies (Perraton, 2003; Aricioglu et al., 2013), import and export
functions in equations (3), (4) are estimated in order to derive income elasticities.
Taking logarithms gives,

log(M) = « + Blog(tot_import) + ylog(Y), (10)
. . . 1 P.E
where M— import volume; tot_import — termsof trade forimport = ;
termsof trade| P,

Y — GDP of Poland
log(X) = a + Blog(tot) + ylog(GDP

world) ’

p
where X — export volume; tot — terms of trade for export = P_‘;E; GDP_ . — world GDP.

world
r
Stationarity of variables is checked via the augmented Dickey-Fuller (ADF) test to
choose a suitable model and to avoid spurious results.

Bound cointegration test

Prior to the estimation of demand functions, bound cointegration test is applied to
investigate the long run interaction between variables. If cointegration exists, further
analysis is possible.

Pesaran et al. (2001) bounds test was used to investigate this property in order to
avoid spurious results. Kripfganz and Schneider (2018) critical values and approximate
p-values were used for conducting Pesaran et al. (2001) bounds test. Null hypothesis is
that all parameters for lagged variables are statistically equal to zero (no cointegration).
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The estimates are very accurate with any possible sample size and any number of
variables.

Autoregressive Distributed Lag (ARDL) cointegration

To test the existence of long run relationship and interaction between variables,
Autoregressive Distributed Lag (ARDL) cointegration approach proposed by Pesaran et
al. (2001) was adopted for three reasons: this model is better for small size of sample;
it gives more statistically significant results, while Johansen cointegration procedure
requires large number of observations. Moreover, this method allows the researchers to
use variables with any order of integration less than 2.

If cointegration between variables is present, following equation should be estimated.

Alogm, =B, +> B, Alogm,_, +> B, AlogZ, , +
+Zj33iAlog tt, ,+P,logm, +B.logZ  +p,logtt, (11)

m, — import volume, Z — real world GDP, tt, — terms of trade
Equation is estimated by OLS using Stata

Number of lags of variables should be chosen according to AIC.
The equation gives long-run elasticities.

Error correction model

To derive both short run and long run elasticities, the error correction model was
applied. It also shows how fast disequilibrium disappears.

Post-estimation diagnostic tests for Table 2
ECM are applied. They include Ramsey Empirical hypotheses
RESET test and Breusch-Pagan/Cook- Variable Sign | Significance
Weisberg test for heteroskedasticity. Terms of trade Negative | Insignificant
Econometrics hypotheses are given [world real GDP (elasticity) | Positive | Significant

in Table 2 below.
Real GDP growth rate is compared with BOP constrained growth rate.
“Weak” and “Strong” versions of Thirlwall’s law are checked by regressing predicted
growth rate on actual. According to Perraton (2003), this order gives more accurate
results.

8. Estimation Results

Firstly, import demand function (equation (10)) was estimated. Variables were lag-
transformed in order to get elasticities. Then, stationarity is checked — if variables
are integrated of order two, all methods would give spurious results. If some variables
are integrated of different orders, ARDL cointegration should be used. If they all are
integrated of the same order, then Johansen cointegration is more appropriate. Before
applying the model, the order of integration of variables should be determined in order
to choose an appropriate cointegration technique. ADF-test is used to check for unit
root, and the null hypothesis is series has unit root.

The results of ADF test are given in Table 3.

Log of terms of trade is stationary without taking differences, while other variables
only after differencing once. It is argued that ARDL cointegration model is more
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Table 3
ADF test results
) ADF ADF statistics Critical MacKlﬁnnon Order of
Variable statistics . (first value 1 % approximate integration
(levels) differences) p-value for Z(t)
Log termsoftrade_import| —3.093 — -3.00 0.0271 1(0)
Log GDP_Poland -1.312 —2.978 -3.00 0.0370 I(1)
Log_import_volume -2.707 —4.580 -3.00 0.0001 I(1)
Table 4
Bounds test results
H,: no level F=6684 | t=-3.970
relationship
10 % 10 % 5% 5% 1% 1% p-value p-value
10) I1) 1(0) I(1) 1(0) I(1) 10) I(1)
F 3.654 5.055 4.779 6.485 7.929 | 10.439 0.018 0.046
T —2.554 | —3.251 | —2.997 | -3.758 | —-3.974 | —4.881 0.010 0.037

appropriate with regressors with different order of cointegration (Pesaran et al., 2001),
if the dependent variable has unit root.

Kripfganz and Schneider (2018) critical values and approximate p-values for Pesaran
et al. (2001) bounds test are given in Table 4.

The null hypothesis indicates no level relationship between variables. We reject H;
if both F and t are more extreme than critical values for I(1) variables or if p-values <
desired level for I(1) variables.

ARDL bounds test shows that there is cointegration between import, world real GDP
and terms of trade at 5 % significance level, therefore, regression would not be spurious
and variables move in the same direction in the long run. After that, ARDL model is
estimated and elasticities are derived. Full information about estimates is presented in
the “Econometric details” section.

Post-estimation tests show that there are no omitted variables, no heteroscedasticity
and no autocorrelation in the model. Furthermore, residuals are normally disturbed.

Cumulative sum (CUSUM) control chart, which shows stability of coefficients in
the model, is presented below in Figure 5. For 95 per cent confidence bands, the graph
indicates constancy of parameters through time.

Estimated long-run income elasticity of demand for imports m and equals to about
1.98, the demand for import is elastic.

Table 5
Diagnostic test for the ECM results

Test Results p-value
Ramsey RESET Test F(3, 5) = 3.52 0.1046
Breusch-Pagan/Cook-Weisberg test for heteroskedasticity chi2(1) =0.38 0.5401
B.reusch—Godfrey LM test for autocorrelation (for autocorrelation of F(1, 7) = 7.058 0.0326
higher orders)
Durbin’s alternative test for autocorrelation F(1,7)=13.817 0.0917
Shapiro-Wilk W test for normal data (residuals) 0.60095
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Fig. 5. CUSUM squared test results

A1 % increase (decrease) in GDP of Poland will lead to a 1.98 % increase (decrease)
in imports. This relationship is found to be significant at the 1 % level that indicates
that economic growth in Poland would probably lead to a rise in imports in the long
run.

The terms of trade variable (representing relative price of import in terms of export)
has a statistically significant effect on the pattern of imports in Poland in the long run.
The coefficient indicates thata 1 % increase (decrease) in the terms of trade will generate
a 4.48 % increase (decrease) in imports in the long run. It even indicates that if import
price is rising, demand on it is increasing even more. This finding contradicts the demand
law, according to which demand negatively depends on price. Possible explanation to
this fact is that import goods are necessary and some commodities are not produced
in a country in sufficient quantity. Even if the price rises, people buy these goods. Big
shares of Poland’s import are goods for manufacturing, machinery, and pharmaceuticals.
Equipment for industry is necessary for economic development. If it is not produced in
home country, it is imported even by higher prices. Demand for necessary medicines also
will not fall if the price increases. Other possible explanation of that unexpected result
is that Poland expects goods in the world market to become more expensive in future,
so more goods are bought now. Especially, expensive purchases for manufacture could
contribute to these findings.

Significance of terms of trade contradicts Thirlwall’s assumption that the effect of
relative prices on imports is small in the long run, therefore, we cannot consider terms
of trade effect on predicted GDP growth rate as insignificant. It should be included in
calculations of BOP growth rate.

Adjustment coefficient shows how fast the dependent variable fits to independent
variables, and negative sign represents a causal relationship of real GDP with import
volume. In this case, 85 % of disequilibrium is dissipated before the next year and 15 %
remains.

Export demand function was estimated in the same way, the results are presented in
the “Econometric details” section.
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“Weak” version of Thirlwall’s Law

Following Perraton’s (2003) idea, terms of trade effect is considered to calculate BOP
constrained growth rate. Although its effect is considered insignificant in the original
paper (Thirlwall, 1979), Thirlwall and Hussain (1982), McCombie and Thirlwall (1994)
found out that relative prices affect demand for export and import functions in the long
run. Furthermore, ARDL model shows that terms of trade have significant impact on
demand for import, therefore indirectly affecting BOP constrained growth rate.

To test Thirlwall’s law, the Wald test was applied. Null hypothesis is that constant
term is zero and slope term is unity. P-value is more than 0.05, therefore, we accept
alternative hypothesis, Thirlwall’s law is verified.

Terms of trade effect allows to smooth predicted declines and rises in GDP growth and
give more accurate results on the data. Both models verify the Law and the difference in
results is small, what supports Thirlwall’s thoughts that relative prices do not influence
BOP constrained growth rate.

Almost for the whole period, predicted GDP is higher than actual. Although, in crises
years (1998, 2008 and 2012), BOP constraint growth rate over-predicts the decline in
GDP. Real GDP is higher than predicted at crises years probably due to higher capital
inflows from foreign countries. And until debt is accumulated over a long period of time,
it would not harm the economic performance.

“Weak” version of Thirlwall’s law is verified. Terms of trade effect is included, and it
makes the prediction more accurate, although this effect is insignificant. Polish economy
is BOP constrained.

“Strong” version of Thirlwall’s Law

To test the validity of the “strong” version of Thirlwall’s law, predicted growth rate
was regressed on actual growth rate. The Wald test was applied to check the presence
of BOP constraint on economic performance of Poland. Null hypothesis is that constant
term is zero and slope term is unity. P-value is more than 0.05, therefore, we could not
reject joint hypothesis that constant term is zero and slope term is unity.

“Strong” form of Thirlwall’s law is valid for the sample, although the “strong” form of
the law suites data worse than the “weak” form. Possible reason is that for the “strong”

without terms of trade effect

with terms of trade effect

p-value (Wald test): 0.4163

p-value (Wald test): 0.3698

Predicted = 0.026 + 0.547*actual

Predicted = 0.028 + 0.501*actual

A5

.05

-05

2005 2010 2015

year

1995 2000

Predicted GDP growth

Real GDP growth

2020

2000 2005 2010 2015
year

Predicted GDP growth

2020

Real GDP growth

Fig. 6. “Weak” version of Thirlwall’s law test results
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Fig. 7. “Strong” version of Thirlwall’s law test results

form of the law, two estimates of demand elasticities are derived, leading to less accurate
results. Although, at crises years, the “strong” version predicts less optimistic and more
accurate results than the “weak” form. In favour of applying the “weak” form, Bairam
(1997) argues that income elasticity from export function varies over time, while import
elasticity is stable. These findings indicate that the “weak” form of the law is preferable,
because Thirlwall’s law considers long-run relationship between export and GDP growth.
Bairam (1997) argues that the “weak” form of the law is preferable for empirical study.

The summary of both regressions is given in the “Econometric details” section.

Thirlwall’s law works in the long run and average results are more relevant for
comparison than graphs.

Real GDP annual growth rate on average is 4.1 %. The “strong” version predicts upper
constraint on level of 4.23 %, while the “weak” version’s long run constraint is 4.85 %.
These predictions give maximum sustainable growth rate possible with current demand
level. Measures, which would raise constraint on economic development, are proposed
in conclusion.

These results validate that, in the long run, GDP growth of Poland is constrained by
its BOP. The difference between actual and predicted GDP is small, therefore, to increase
economic growth, Poland primarily needs to increase demand and supply will adopt to
it. Only by supply-side development, economic growth would increase only to upper
constraint of 4.9 per cents.

Descriptive statistics on actual and predicted GDP growth rates are presented in
Table 6.

Table 6

Descriptive statistics on actual and predicted GDP growth rates

Variable N Mean SD Min Max
real GDP 23 4.1 1.6 1.2 7
growth rate
“weak” version 23 4.848 3.7 -4.3 12.8
“weak” version with terms of trade effect 23 4.849 3.7 -4.3 12.8
“strong” version 23 4.231 1.8 -2.4 6.3
“strong” version with terms of trade effect 23 4.232 1.8 -2.4 6.3
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‘ 9. Econometric details

Table 7
ARDL model for import demand function

regression

Number of obs = 20
R-squared = 0.8705

Adj R-squared = 0.6923
Root MSE = 0.0408

ARDL(4, 1, 4)
Sample: 1999-2018
Log likelihood = 44.760416

Log(import_volume) Coef. Std. Err. T P>t | [95 %Conf. | Interval]
AD]J

Log(import_volume)

L1. —0.853 0.221 —3.860 0.005 -1.364 —-0.343
LR

Log(GDP_Poland) 1.979 0.150 13.210 0.000 1.634 2.324

Log(TOT_import) 4.478 1.147 3.900 0.005 1.832 7.123
SR

Log(import_volume)

LD. 0.175 0.218 0.800 0.444 —-0.327 0.678

L2D. 0.106 0.193 0.550 0.600 —0.340 0.552

L3D. 0.405 0.199 2.040 0.076 -0.054 0.863

Log(GDP_Poland)

D1. 2.200 1.088 2.020 0.078 —-0.310 4.710

Log(TOT _import)

D1. -2.007 0.720 -2.790 0.024 —-3.668 —-0.346

LD. -2.574 0.842 —-3.060 0.016 —4.515 —-0.633

L2D. —0.588 0.751 —0.780 0.456 —-2.320 1.143

L3D. —-1.541 0.634 —2.430 0.041 -3.002 —-0.080

_cons —24.158 8.137 -2.970 0.018 —42.921 —-5.395

ARDL model for export demand function

ARDL(4, 1,4) regression

Sample: 1999-2018 Number of obs = 20

Log likelihood = 54.847566 R-squared = 0.9524

Root MSE = 0.0246 Adj R-squared = 0.8870

lexport_volume Coef. Std. Err. T P>t | [95 %Conf. | Interval]
AD]J

lexport_volume

L1. -1.075 0.162 —6.62 0 -1.45 -0.7
LR

lgdp_world 2.82 0.052 54.49 0 2.701 2.939

Itet_poland 1.521 0.118 12.88 0 1.249 1.793
SR

lexport_volume

LD. 0.32 0.125 2.55 0.034 0.031 0.61

L2D. 0.509 0.121 4.21 0.003 0.23 0.787

L3D. 0.61 0.108 5.62 0 0.36 0.86
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lgdp_world
D1. 1.406 0.701 2.01 0.08 -0.211 3.023
Itet_poland
D1. -1.216 0.253 —4.8 0.001 -1.8 —-0.631
LD. -0.974 0.193 -5.05 0.001 -1.42 —-0.529
L2D. —-0.827 0.166 —-4.97 0.001 -1.211 —-0.443
L3D. -0.215 0.134 —-1.61 0.147 -0.524 0.094
_cons -99.212 15.295 —6.49 0 —134.48 —63.943
Diagnostic test for the ECM
Test Results p-value
Ramsey RESET Test F(3,4)=1.20 0.4158
Breusch-Pagan / Cook-Weisberg test for heteroskedasticity chi2(1)=0.72 0.3964
Breusch-Godfrey LM test for autocorrelation F(1, 6) =9.646 0.0526
LM test for auto?egresmlve conditional heteroskedasticity (ARCH) chi2(1) = 2.866 0.125
(for autocorrelation of higher orders)
Durbin’s alternative test for autocorrelation F(3,4)=2.171 0.2341
Shapiro-Wilk W test for normal data (residuals) 0.61387
——s—— CUSUM squared
|
o ///// //////
E /// //’ /ﬂ{
g //// //// ,/ ///
o — T ‘ T
[} - T T
% ’//// ) /// r/,(,,fi{//
o - ///, . / ////
0 -1 ol/—:—a—‘“{! /////
/////
I- [ |
1999 2018
year
Hy no level F=14.952 | t=—6.617
relationship
10 % 10 % 5% 5% 2.5% 2.5% 1% 1%
1(0) I(1) 10) I(1) 10) I(1) 1(0) I(1)
F 3.17 4.14 3.79 4.85 441 5.52 5.15 6.36
T -2.57 -3.21 -2.86 -3.53 -3.13 -3.80 —3.43 -4.10

Source: Pesaran et al. (2001). ARDL Bounds Test. Critical values from Pesaran et al. (2001). For export

demand function.



302 | AlterEconomics. 2022.T. 19. N2 2

https://jet-russia.com

ADF test results
H_: unit root is present in a time series sample
. ADF statistics ADF statistics Critical value MacKl.n non Order of
variable (evels) ' (first 1% approximate integration
differences) p-value for Z(t)
Log_termsoftrade -3.093 — -3.00 0.0271 1(0)
Log_GDP_World —-0.938 —4.240 -3.75 0.0006 I(1)
Log export_volume -0.947 -3.715 -3.00 0.0039 I(1)

Bound test on cointegration between GDP growth rate and export growth rate
Pesaran/Shin/Smith (2001) ARDL Bounds Test
HO: no levels relationship F = 5.365 t = —-2.924
Critical Values (0.1-0.01), F-statistic, Case 3
| (107 [1_1] | [1_0] [I_1] | [L_O] [1_1] | [1_O] [I_1]
[L_ 1L 1|L 0O5L_05|L_025L_025|L_01L_01
k_114.044.7814.945.73|5.77 6.68 | 6.84 7.84
accept if F < critical value for I(0) regressors
reject if F > critical value for I(1) regressors

Critical Values (0.1-0.01), t-statistic, Case 3
[ [LO] [T_1] I[I_O] [I_1] I [L_O] [I_1]I[I_O][I_1]
[L_ 1L 1|L O5L_05|L_025L_025|L_01L_01

k_1]-2.57-2.91-2.86-3.22|-3.13-3.50 | -3.43 -3.82
accept if t > critical value for I(0) regressors
reject if t < critical value for I(1) regressors

Validation of Thirlwall’s law

“Weak” form “Weak” form with “Strong” form “Strong” form with

terms of trade effect terms of trade effect
GDP growth 0.547 0.501 0.586° 0.540°
real (0.490) (0.474) (0.214) (0.204)
Constant 0.026 0.028 0.018 0.020"
(0.021) (0.021) (0.009) (0.009)

"p<0.05, " p<0.01," p<0.001
10. Conclusions

This study tries to validate assumptions of Thirlwall’s law and illustrates its
implication for Poland. Furthermore, a rarely used “strong” form of Thirlwall’s law is
tested.

The assumption that the relative prices do not influence trade performance of
Poland does not hold, therefore, the influence of terms of trade was considered and BOP
constrained growth rate was calculated with and without terms of trade effect. For the
“strong” form of Thirlwall’s law, the existence of correlation between growth of income
of Poland and the rest of the world was tested. The existence of cointegration between
rates of growth of export and GDP is tested as a main idea of growth model based on
export. After verifying all assumptions of the model hold, ARDL cointegration approach
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and error correction model are applied to estimate income elasticities. Further, statistical
equality of growth rates of predicted and real GDP was tested to validate Thirlwall’s law,
and it supports the importance of external imbalances for Polish economy for the period
between 1995 and 2018. Both “weak” and “strong” forms of Thirlwall’s law are valid.
These findings coincide with the results of most works on validity of Thirlwall’s law.
Although, if any of proposed assumptions of the model are violated in these works, it
could lead to misleading results. Unexpected result is positive signs of income elasticity
in import demand function in the long run, although in the short run the sign is negative
as expected. Possible explanation is that imported goods are highly necessary for Poland.
Furthermore, findings of this work supports insignificance of relative prices on economic
growth, although it has significant impact on demand functions.

This study recommends for countries constrained by external demand to implement
policies that will improve the growth rate of export to raise the economic growth rate.
Productivity may be encouraged in the home country through subsidies as an import
substitution strategy to lower income elasticity of import in industries, which solely rely
on import.

Verified cointegration between export growth rates could be useful to policymakers in
Poland. In order to achieve sustainable GDP growth rate, the government should help to
the exporting firms. Especially, sectors with comparative advantage at producing goods
should be supported. Export promotion policies should be introduced, for example,
preferential credits. Policies that focus on increasing export and import substitution
also develop supply-side factors.

It should be noted that validity of Thirlwall’s law in one more country highlights the
importance of external imbalances for the rest of the world.
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