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ABSTRACT

The study investigates the relationship betweenantiral integration, financial

development and economic growth in the SACU coestriThe empirical analysis
commenced with an examination of the degree ofnfifed integration in each of the
SACU countries using a battery of tests. Overdlg tesults provide overwhelming
evidence that shows that individually the finan@aktors of the SACU countries are
highly integrated and are becoming increasinglyersw. The indicators also highlight a
clear asymmetry in the capital flows among the Bankthe SACU countries with the
capital flows significantly favouring South Africand Namibia more than the other
countries, which is attributed to the underlyinga@cteristics of these countries,

especially their weak institutional development.

The results further confirm the dominant role ofufo Africa among the SACU.
Furthermore, the interest rates analyses unambslydicate a hierarchy of integration
of the financial systems of each member state thilh of South Africa, with Namibia at
the top, followed by Swaziland, Lesotho and Botsavam that order. Moreover, the
results suggest that the prevailing integratiorwken the financial systems stems from
both policy convergence and market convergence. edew apart from Namibia, the
evidence suggests limited arbitrage activities ketwthe countries, which might result
from both weak institutional development and lirditeavestment opportunities and

inability of investors to explore such opporturstia the smaller countries.

The empirical analyses of the relationships betwkeancial development, financial

integration and economic performance based on egration and error correction
modelling techniques using the Johansen approastiupe mixed results among the
SACU countries. On the relationship between finaihdevelopment and output growth,
the results vary from country to country and depemdthe measure of financial
development used. Overall, the results lend someati for supply-leadingfinance as

proposed by Patrick (1966) across the SACU cowmtfdn the effects of FD, the weight
of evidence suggests a negative long-run causacteféf financial development,

especially using the credit indicator, on outpwelan the SACU countries. The tests for
the effect of the deposit indicator on the out@wiel were largely inconclusive, with the
exception of Swaziland, where a robust positiveafivas found. The weak effect of

financial development on economic growth is attidolito inefficiencies in the credit



allocation mechanism due to weak regulations, ankupervision and underdeveloped
financial systems as well as political, institutb@and structural problems in some of the

countries.

The results further confirm a long-run relationsbhigtween financial development and
financial integration across the SACU countries.e Tiesults also confirm a strong
feedback relationship between financial developnak financial integration across the
countries. Overall, the effect of financial intetypa on financial development anace
versais ambiguous and varies across the SACU countimeaddition to the variation
across the countries, the evidence depends orirttie & stock of capital and measure of
financial development used. Hence, it is diffidoltconclude in general whether financial
integration is acomplemenbr substituteto domestic financial development across the
SACU.

Lastly, the results show that in the four couniri@stput is predominantly endogenous
while financial integration is mainly exogenousisiiuggests a limited feedback relation
from output to financial integration. Regarding #féects of financial integration on the
output level, the results are mixed; the effecty yeom country to country and depend
on the types of capital. The effect of FDI was niegain Botswana, positive in South
Africa but ambiguous in Swaziland. The ratio of éign assets of banks has an
ambiguous effect in Botswana, Lesotho and Souticéfivhile no effect was detected in
Swaziland. Lastly, the ratio of foreign liabilitie$ banks has a positive effect in Lesotho
and Swaziland and a negative effect in South Afrighile the effect is ambiguous in

Botswana.

Key words: Financial integration, financial deveilognt, economic growth, SACU,
VECM, Principal component analysis.



DIE DIEPTE VAN FINANSIELE INTEGRASIE EN DIE EFFEK D AARVAN OP
DIE FINANSIELE ONTWIKKELING EN EKONOMIESE PRESTASIE VAN DIE
SADU LANDE

OPSOMMING
Die studie ondersoek die verhouding tussen findngidegrasie, finansiéle ontwikkeling
en ekonomiese groei in die SADU lande. Die empérimsalise begin mét ondersoek na
die graad van finansiéle integrasie in elk vanS#U lande, deuh battery van toetse
te gebruik. Die resultaat verskaf in alle opsigteweldigende bewyse wat aantoon dat
die finansiéle sektore van die SADU lande indivieluBoogs geintegreer is en dat dit
toeneem. Die aanwysers beklemtoon aokluidelike asimmetrie in die kapitaalvloei
tussen die banke en die SADU lande, met die kdpitea betekenisvol ten gunste van
Suid-Afrika en Namibié in vergelyking met die andiende. Dit word toegeskryf aan die
onderliggende eienskappe van hierdie lande, spksithul swak institusionele

ontwikkeling.

Die resultate bevestig verder Suid-Afrika se domiearol in die SADU. Die
rentekoersanalises dui ook ondubbelsinnig’opiérargie van die integrasie van die
finansiéle stelsels van elke lidstaat met die vaid-®&frika. Namibié is bo-aan die lys,
gevolg deur Swaziland, Lesotho en Botswana, indi@avolgorde. Die resultate dui
verder ook aan dat die heersende integrasie tulisefinansiéle stelsels voortspruit uit
beide beleidkonvergensie en markkonvergensie. €&ieltate toon egter ook dat, behalwe
in Namibié, daar beperkte aktiwiteite tussen drelabestaan, wat die gevolg kan wees
van beide swak institusionele ontwikkeling en b&feeibeleggingsgeleenthede, en die

onvermoé van beleggers om sodanige geleenthede khether lande te verken.

Die empiriese analise van die verhouding tusseanfigle ontwikkeling, finansiéle
integrasie en ekonomiese prestasie, wat gebaseprkie-integrasie en foutkorrigerende
modelleringstegnieke deur die Johansen-benademnggebruik, verskaf gemengde
resultate tussen die SADU lande. By die verhoudusgen finansiéle ontwikkeling en
uitsetgroei varieer die resultate van land tot lamd hang dit van die maatstaf van
finansiéle ontwikkeling wat gebruik is af. As ‘ntgeel verleen die resultaatmate van
ondersteuning aamanbod-leidenddinansies oor die SADU lande heen, soos voorgestel
deur Patrick (1966)Y0o0r die effek van FO, dui die oorwig van die bewgpé negatiewe

jare-lange oorsaaklikeffek van finansiéle ontwikkeling op die uitsetvlakdie SADU



lande, veral as die kredietaanwyser gebruik worge etse vir die effek van die
deposito-aanwyser op digtsetvlak was grootliks onoortuigenuet die uitsondering van
Swaziland, waain robuuste positiewe effek gevind is. Die swak efign finansiéle

ontwikkeling op ekonomiese groei word toegeskryh aandoeltreffendhede in die
kredietallokasiemeganisme, weens swak regulasiesnktdesighouding en
onderontwikkelde finansiéle stelsels asook poldieknstitusionele en strukturele

probleme in party van die lande.

Die resultate bevestig verdarlangtermyn verhouding tussen finansiéle ontwikiglen
finansiéle integrasie oor die SADU lande heen. Basultate bevestig ook sterk
terugvoer-verhouding tussen finansiéle ontwikkelieng finansiéle integrasie oor die
lande heen. In alle opsigte is die effek van fimges integrasie op finansiéle
ontwikkelinge envice versadubbelsinnig en dit varieer oor die SADU lande heen
Bykomend tot die variasie oor die lande heen, hdrgg bewyse af van die soort
kapitaalvoorraad en die maatstaf wat vir finansiétéwikkeling gebruik is. Dit is
derhalwe moeilik om in die algemeen te beslis péifisiéle integrasia aanvulling of

plaasvervangevir finansiéle ontwikkeling oor die SADU heen is.

Laastens toon die resultate aan dat uitset oorregrendogeen in die vier lande is,
terwyl finansiéle integrasie hoofsaaklik eksogeen Dit suggereern beperkte
terugvoerverhouding vanaf uitsette na finansiétegrasie. Wat die effek van finansiéle
integrasie op die uitsetvlak betref is die resalig@meng; die effekte varieer van land tot
land en hang van die soort kapitaal af. Die effek Direkte Buitelandse Investering was
negatief in Botswana, positief in Suid-Afrika, madmbbelsinnig in Swaziland. Die
verhouding van buitelandse bates van bankenhdubbelsinnige effek in Botswana,
Lesotho en Suid-Afrika, terwyl geen effek in Swamill bespeur is nie. Laastens het die
verhouding van buitelandse laste positiewe effek in Lesotho en Swaziland, '8n

negatiewe effek in Suid-Afrika, terwyl die effek Botswana dubbelsinnig is.

Sleutelwoorde: Finansiéle integrasie, finansiélsvddkeling, ekonomiese groei, SADU,
Vektor-foutkorrigerende meganisme, hoofkomponemigise.
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CHAPTER 1:
INTRODUCTION

11 BACKGROUND AND MOTIVATION

The increasing integration of financial markets oasr international borders is a
remarkable feature of the last two decades. A migotor responsible for this is the
increasing adoption by many countries of marketqied economic and financial
reforms that involve capital account liberalisat{ommoval of restrictions and controls on
infow and outflow of capital), deregulation of destic financial markets, and the
dismantling of restrictions on foreign direct intreent (Agénor, 2003:1089). The result
has been an increased globalisation of capitalSls@eking higher rates of return and risk

diversification.

Economic theory suggests that financial integratmomotes economic growth by
providing opportunities for a more efficient alltica of resources, and portfolio and risk
diversification. Financial integration could alsdlow for higher profitability of
investment and promote financial development (distteld and Taylor, 2004; Agénor,
2003; Lane and Milesi-Ferretti, 2003; De Grego1i998).

The experience of industrialised nations has besenl to justify the claim that financial
integration will offer enormous benefits to couesriopening their financial markets.
Many have attributed efficiency gains, increasedewdification opportunities and
financial development in industrialised countriesthe opening up of their financial
markets (Edisort al.,2004:4). In addition, evidence suggests that ey reforms of
the 1980s and 1990s in many emerging market ec@sohmve been associated with
record high growth in capital inflows. For instanceet private capital flows to
developing countries grew rapidly from around USS t8llion per year to US$ 230
billion per year during 1995-97 (World Bank, 1998).

This experience seems to be consistent with therefieal argument that carefully
following a proper sequence of internal and extefinancial liberalisation should allow
developing countries to access capital flows arat this, in turn, will have positive
effects on welfare and development (Nissanke aeihSP003:289). The logic of the

argument is that free capital mobility results imds flowing from countries where

1



capital has a low marginal product to countries ieteapital has a high marginal product.
Given the standard assumptions of diminishing nstuo capital, the latter should yield
higher rates of return in developing countries ehée existing capital intensity is lower
than in industrialised economies. Financial intégraand globalisation, so the argument
goes, will help to channel resources to develogimgntries as the capital markets work
to equalise risk-adjusted marginal products of tedgicross borders (Nissanke and Stein,
2003:289).

Many economists and international financial ingitms (notably the International

Monetary Fund and the World Bank) use the dramée of capital flows to emerging

market economies, noted above, as a demonstrafidheocontribution to catch-up

growth offered by financial integration and finaaslcdevelopment (Nissanke and Stein,
2003:289). This would be a ‘win-win’ situation anig from ‘mutually beneficial actions’

by international investors seeking globally diviesi portfolios, promising higher

returns and developing countries removing barrtersnternational capital flows and

expanding domestic stock markets in their effoxs aiccelerate economic growth
(Nissanke and Stein, 2003:289; Demirguc-Kunt andiriee 1996a; World Bank, 1997;

1989).

With an eye on the ultimate goal of integrationoirat global financial system, many
countries are coordinating their financial libesation and integration efforts with
neighbouring countries. The history of regionalemwontinent-wide, integration and
cooperation initiatives in Africa is fairly long|keeit with very little success in achieving
the desired goals of such initiatives (Oyejide,2@). Following the launch of a common
currency which heralded the final stage of the Baam Economic and Monetary Union
(EMU) in 1999, there has been an increase in regiand continent-wide cooperation in
Africa. As a mark of this renewed enthusiasm inigsfy the African Union (AU) and its
implementation plan, the New Partnership for AfnicBevelopment (NEPAD), were
launched in 2002with a view to, among other things, increase Adnicintegration.

Included also are the integration of the financrarkets and ultimately, if possible, a

single monetary union.

Yin July 2001 the summit of African leaders in LusakamBia, announced the replacement of the
Organisation of African Unity (OAU) with the Africadnion (AU) and the creation of NEPAD. The AU
was formerly inaugurated in July 2002 at a summit inb@an, South Africa.



But the arguments do not all run in the same doectand critics of the trend towards
financial integration have raised doubts about therits of international financial
integration. Amongst these critics are promineninsteeam economists, such as Jagdish
Bhagwati, who strongly favours free trade in goadd services, but argues that the risks
of global financial integration outweigh the bet®fin an influential article published in
Foreign Affairs,Bhagwati (1998:7), argues that the “claims of emmus benefits from
free capital mobility are not persuasive” and addeat the “substantial gains (from

capital account liberalisation) have been asseneidgdemonstrated.”

There has been much criticism from heterodox ecastsmas well. For instance, Eatwell
(1996) provides a body of evidence to argue thatesthe 1960s free international capital
flows have been associated with a deterioratioacionomic efficiency (as measured by

growth and unemployment).

Empirical studies have not resolved these contsseer While some studies find support
for a positive effect of financial integration, etls do not. An analysis of many of the
previous studies on the effects of financial in&ign reveals that the contradictory
conclusions may reflect several differences actissstudies: the measures of financial
integration used, the sample of countries usedtitte periods covered, the econometric
methodology and the set of right-hand side varmhlsed. These issues need to be
carefully evaluated to highlight the specific agpetbat any new empirical studies must

carefully address to provide more robust results.

In addition, the majority of the previous studigstbe subject employ cross-sectional and
panel frameworks in which developed and develogiogntries are grouped together in
their analyses (cf. Klein, 2003; Artett al. 2001; Edwards, 2001; Klein and Olivei,
1999; Kraay, 1998; Rodrik, 1998; Quinn, 1997)The differences in the level of
institutional development, economic performance #ralvaried political environments
in developing countries, call into question thefub®ss of broad generalisations based
on such samples. Thus, the heterogeneity of thatdes might render the findings of

such studies irrelevant for country specific p@ei

2 See Chapter 4 for a detailed review of the liteet



One important question that is central to bothttie®retical and the empirical literature
is whether improved economic performance and firmievelopment precede financial
integration or the reverse. Often, empirical anedysf such questions are carried out by
using causality tests. This is another area whemssesectional and panel data
frameworks are weak, since causality patternsikedylto be different across countries.
Arestis and Demetriades (1996), for example, pmedidence that shows that the causal
link between finance and growth is crucially afésttoy the nature and operation of the
financial institutions and policies pursued in eaolintry. This further calls for country-
specific studies to understand the nature of thesalarelationship between financial
integration, on the one hand, and economic perfocmand financial development on
the other.

In addition to the empirical research, a nuancéetdiure has proceeded to identify
necessary conditions to realise the benefits agnation (cf. Prasadt al., 2003; Le,
2000; Rodrik, 1999). Rodrik (1999:30), for instajetes that “openness to international
capital flows can be especially dangerous if therepriate controls, regulatory apparatus
and macroeconomic frameworks are not in place’oAt®mmenting on the subject after
a review of the issues, the then Chief Economist Rimector of Research of the IMF,
Kenneth Rogoff, noted that “these days everyoneemgythat a more eclectic approach to
capital account liberalisation is required” (Rogdth02:55). These authors underscore
the importance of a good institutional, governaand macroeconomic environment for
financial integration.

This literature has also led to conceptual refinesedifferentiating betweette jureand
de factofinancial integration (Prasaet al., 2003) or financial openness and financial
integration (Le, 2000). According to Prasetdal. (2003:7)de jurefinancial integration
represents policies associated with capital acclibertalisation, whilede factofinancial
integration represents actual capital flows. Ese@0Q:5) notes that the removal of
regulatory and administrative impediments, that fisancial openness or external
financial liberalisation de jure financial integration), allows residents to “motreeir
funds and to hold financial assets abroad, privataes to borrow freely in foreign
financial markets, residents to make financial geamions in foreign currencies” as well

as “non-residents to invest freely in domestic ratsk Thus, capital account



liberalisation or financial openness is expectedetad to international capital flows
(Edisonet al, 2002:2-3).

However, Prasadt al. (2003:7) note that governments have only a limgedtrol over
de factofinancial integration. They argue that despitétigapital controls on paper in a
given country, the degree dé factofinancial integration might in practice still begh,

if such controls are easily evaded. Accordinglyadadet al. (2003:7) split the actual
experience of countries into four categories: Fidbawing from the experience of
industrialised countries, they observe that theoneah of restrictions on capital flows
could lead to a high level of actual capital flo&econdly, citing the experience from
some developing countries such as the Latin Amerocauntries in the 1970s and 1980s,
capital account restrictions may be ineffectivecontrolling actual capital flows. This
may occur, for instance, in the event of capitigihi that could result imnvoluntary de
facto financial integrationn economies that arée jure closed to financial flows, i.e.
integration without capital account liberalisatiomhirdly, according to Prasaet al.
(2003:7) there can be liberalisatiovithout integration a situation in which countries
(such as some African countries) have few capitabant restrictions, but capital flows
remain modest. Finally, it is possible to find tuation in which countries with closed

capital accounts are also effectively closed imgeof capital flows.

According to Le (2000:4), financial opennes#e (jure integration) is a means to
achieving financial integration, but while the fams a necessary condition for the latter,
it is not a sufficient condition. Because of impadnts such as asymmetric information
problems — moral hazard and adverse selection, weatestic financial systems, and
country risks, as well as adverse macroeconomicpatitical environments, there may
be a wide gap between financial openness (capitaiuat liberalisation) and financial
integration (Eichengreeet al, 1999; Eichengreen and Mussa, 1998; Roubini, 1998
(2000:4) contends that while financial integratadways leads to welfare improvement,
financial openness without full integration may ucd welfare reduction. This
underscores the need to establish the extede dactointegration among countries that
arede jurefinancially integrated. In other words, are coiggrwith higher levels ofle
facto financial integration, especially in developinguotries, deriving greater benefits

from integration than those that are less intedfate



Lastly, an emerging line of investigation into thiect of financial integration is based
on the argument that different types of financiais would have different effects on the
economic performance of a given country (IMF, 20R@seet al.,2006a; Collins, 2004;

Levine and Zervos, 1998b). To a large extent theatiecentres on the relative effects of
foreign direct investment (FDI) and debt flows. Bese of the spillover effect that may
arise from FDI, FDI flows might have a greater moi@ to stimulate economic growth

than debt flows. However, the empirical literatinges remained largely inconclusive on

the matter (see a survey of the literature by Kaisd.,2006a).

1.2 OBJECTIVE OF THE STUDY

The goal of this study is to explore the degree taedeffects of financial integration on
financial development and economic performance, d@nd versa in the five SACU
countries, namely, Botswana, Lesotho, Namibia, SoMfrica and Swaziland. The
specific objectives of the study include:

i. To use several indicators to determine the degrémancial integration among
the SACU countries;

ii. To establish the extent to which the smaller SA@uUntries are integrated with
South Africa;

iii. To explore the effects of domestic financial depetent on the economic
performance of the SACU countries;

iv. To investigate, using different indicators, whetfieancial integration has truly
stimulated domestic financial development and eooagerformance among the
SACU countries;

v. To establish whether countries that are more firadgcintegrated with South
Africa benefit more from the integration procesarthhose that are not; and

vi. To explore other factors that may have caused apadty in the gains from

financial integration among the SACU countries

1.3 WHY THE SACU COUNTRIES?

The SACU countries comprise the Common MonetaryaAféMA) and Botswana.

Lesotho, Namibia, South Africa and Swaziland cduttithe CMA. The SACU countries
have been chosen for the analysis because theydprdive opportunity for assessing
some of the issues involved in the debate abownéial integration. The SACU

countries have a long history of both official econc and financial integration



arrangements (see Box A-1.1 in the appendix to @hdp. They belong to a Customs
Union that dates back to 1910, which allows foefraovement of goods and services

among member countries. In addition, four of therntaes belong to the CMA.

The CMA is an example of a formal exchange raterunCountries in a formal exchange
rate union have separate currencies with ratesufitiog within narrow or zero margins
and a strong degree of coordination among cen&iakd (Masson and Pattillo, 2004:2).
In the case of the CMA, the smaller members pedbet currencies at par with the
South African rand, which circulates side by sidéwthe currencies of member states
and serves as legal tender in their respectivetdieanThe CMA agreement also requires
that a major proportion of their monetary liabédgibe backed by the rand or other foreign
assets. In addition, among the CMA countries tlemo restriction on either current or
capital account transactions. Thus, capital iswahb to flow to any country where it
would earn the highest returns. The free movemémapital between the contracting
parties should, all things being equal, create dppdies for arbitrage to equalise the

returns on financial assets between member coantrie

Of the member country central banks, only the Sdiftican Reserve Bank (SARB)
engages in active discretionary monetary policyjlevinonetary policies in the other
CMA members are managed along the line of the SAREcy. As noted by Kahn
(2000:39), “whereas the agreements do involve soonamitment to discussions, there is
no obligation on the part of South Africa to imbtuits CMA partners in the monetary
policy decision process”. In the past, becauseabtigal considerations, consultations
were made more difficult. In recent years, someuisphave been made through the
meetings of governors of central banks (twice a)yaad heads of research departments
(before the Monetary Policy Committee (MPC) of BARB meetd at the SARB in
South Africa (Kahn, 2000:40). Despite such inpufse SARB is still primarily
responsible for monetary policy decisions throughh MPC, which does not have
representations from the other CMA countries.

In addition, the banking sector of the SACU cowdris dominated by banks from South
Africa. Except in a few instances, South Africamkshold controlling interests in the

major banks in the other countries. The high degfegouth African ownership coupled

® The MPC meets approximately every six weeks.



with membership of the CMA ensures that the banksegtors in the other CMA
countries follow South African trends in produchavation and pricing. Thus, it is
expected that the financial systems in the CMA wdbe factointegrated (given thente
jure integration), and particularly that those of ththes CMA countries (Lesotho,
Namibia and Swaziland -LNS) will be integrated wtiiat of South Africa.

Although Botswana opted out of the Rand MonetargaAfRMA) in 1976 to pursue an

independent exchange rates system, it still sheegsral important features with the
CMA members. First, the currency of Botswana, tlhiaphas in practice remained

informally linked to the rand through a currencgket where since 1990 the rand carried
a weight of around 60 to 70 percent. Botswana atsttinues to be a member of the
SACU with a strong trade link with the other menshdsut predominantly with South

Africa. In addition, most banks in Botswana aréaitbranches of or are largely owned
by South African banks. Thus, it is also expeched Botswana should be integrated with
South Africa. Consequently, the Botswana case gesvian interesting scenario for
analysing the relative importance of a common cwyeversus common membership of
trade agreements in stimulating financial integratand the resultant gains from the

integrations.

The controversies regarding financial integratioake it necessary to explain why
financial integration has sometimes caused harneands of providing the benefits
predicted in theory. Or, as stated differently bg (2000:4) “what are the costs of
financial openness without, or with only a low lewd, financial integration?” Thus,
determining the degree of financial integration amehe SACU countries will help to
answer a number of questions regarding the natufaancial integration among the
SACU countries. By virtue of the CMA agreement, rhemstates arde jurefinancially
integrated. However, are they alde factointegrated? Could a pattern possibly be
established between the level of their financiggnation and the gain they derive from

the official integration arrangement?

One way to examine the extent of integration ofghmller SACU countries with South
Africa is to determine the extent to which domestionetary policy influences interest
rates in each country. A strong domestic policyuerfice would suggest some policy

autonomy and thus less integration (Agénor and Mbrt996:165). Since according to



the CMA arrangement South Africa is to lead monetaolicy formulation while the
other countries will follow, it is expected that Bl Africa would have more policy
autonomy than any of the BLNS countries. Henceréisponse of market rates in South
Africa to the Reserve Bank rate can be used amehbgark for evaluating the degree of

autonomy of the BLNS countries, which in turn veiffect the degree of their integration.

Moreover, the relationship between interest rateshe BLNS and the South African
Reserve Bank rate will be analysed to provide answeea number of specific questions.
For instance, to what extent do monetary authsritiethe BLNS countries respond to a
change in policy stance in South Africa? To whaeekis the South African monetary
authority independent of the monetary authoritreshe BLNS? To what extent are the
money markets of the BLNS countries directly a#elcby the South African monetary
policy stance? A high response from the BLNS wistusality running only from the

South African Reserve Bank rate to the BLNS ratesild indicate a clear dominant
position of the South African Reserve Bank (SARBjhe SACU. Finally, to what extent
do arbitrage opportunities exist between the Sdidtltan money markets and each of
the BLNS countries since there are no restrictmredpital flows among the countries
(with the exception of Botswana)? The presencebseace of arbitrage opportunities
should indicate to some degree the extent of thiutional and structural differences as

well as market imperfections within each of theremuies.

Understanding the relationship between financialvettgoment and economic

performance in developing countries, the third oloye, has important policy

implications for priorities that should be givenredorms of the financial sector by public
authorities. If it can be established that finahd@velopment exerts a positive significant
impact on economic growth, then it raises the degfeurgency required to improve the
functioning of financial intermediaries in develogicountries through the strengthening
of the weak legal and regulatory systems and imeidimg appropriate policy reforms.

However, a weak causal link does not imply thatab#horities should relax their efforts
at improving the functioning of the financial systeRather, it would indicate an even
greater urgency and efforts in doing so, since sualeak link might have resulted from
inefficiencies in the financial system becauseestnictive government policies and weak

institutional, legal as well as regulatory enviremts (Levineet al.,2000:32).



Investigating whether financial integration in tBACU countries has stimulated their
domestic financial development and economic peréme, i.e. the fourth objective, will
provide insight into the benefits of financial igtation in developing countries. The
nature of the integration arrangements among th€lSAountries, especially the CMA
agreement, requires that the smaller member dvat@stegrated more with South Africa
than with each other. Hence, the study further stigates whether countries that are
more integrated with South Africa benefit more fréme integration process than those

that are not.

Given the amount of time since the creation of 8&CU (since 1910) and the
CMA/RMA (since 1910 as an informal currency uniotf)e effects of the integration
arrangements should have manifested themselveswyThus, investigating the effects
of financial integration among the SACU countriedl serve to confirm whether or not
financial integration has worked in the manner tteadvocates claimed it would. It will
also help to provide useful insight into possibléfafis that must be avoided by
developing countries that are in the process ofioredly integrating. Hence,

understanding how the process of integration hagfited or cost the SACU countries,
may serve as a prognosis of what may happen ta oéneeloping countries that are
becoming integrated with the rest of the world.

Thus, it is hoped that this study would providefusesight into the issues involving
financial integration in developing countries, pararly in Africa. The study also
suggests specific ways to enhance the gains ajratien in the SACU countries. The
study will also draw immediate lessons for the Seut African countries where regional
integration has been explored in the context of 8wathern African Development
Community (SADCJ. According to Masson and Pattillo (2004:3), thoubh focus of

SADC is trade and structural policies, some comaitlen is also being given to

expanding the CMA to include other SADC countries.

1.4 THE STRUCTURE OF THE STUDY
The thesis is organised into nine chapters. Chaf2¢o 4 explore theory and review the

empirical literature, while Chapters 5-8 are enwairiin nature. Figure 1.1 below

4 Membership of the SADC at present include Angolaisi#ana, DRC, Lesotho, Madagascar, Malawi,
Mauritius, Mozambique, Namibia, Seychelles, Southc&frSwaziland, Tanzania, Zambia and Zimbabwe.
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provides the structure of Chapters 2 to 8. Threm mab-themes emerge from the central
theme of this thesis: financial integration, finmaevelopment and economic growth.
Based on these sub-themes, the thesis is orgaaisad three main blocks with each
block comprising a theoretical and an empirical porrent. The first block, represented
by the lower part of Figure 1.1, explores the retahip between financial development
and economic growth. As shown in Figure 1.1, Chap2eand 6 are devoted to the first
block. The second block, covered in Chapters 3 Antbcuses on the link between
financial integration and financial development amdepresented by the right-hand-side
of Figure 1.1. Lastly, the third block explores tihelationship between financial
integration and economic growth and is represeatethe left-hand-side of Figure 1.1.
This is the subject matter of Chapters 4 and 8hAtcentre of the Figure 1.1 is Chapter 5
which explores the depth of financial integrationceag the SACU countries. Finally,
Chapter 9, which is not shown in Figure 1.1, codehithe thesis. A brief highlight of the
content of each chapter is presented below.

Financial
Integration
Econom|c Financial
Growth Development
2,€

Figure 1.1: Structure of the thesis

Chapter 2 focuses on the role of domestic finard@aklopment. This lays the foundation
for the remaining parts of the thesis with its @n the international aspects of the
financial systems. The chapter begins with a ptesien of a simple endogenous growth
model that describes the effects of financial dgwelent on economic growth. It further
explores the causal relationship between finandgalelopment and economic growth.

The chapter also provides a review of empiricallistsion the finance-growth nexus.

Chapter 3 explores the theoretical links and regi#ve modest empirical literature on the

relationship between financial integration and ficial development. To set the
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background for this chapter and the subsequenttefsapt begins with a conceptual
definition and measurement of financial integratidvext, the chapter considers the
theoretical relationships between financial develept and financial integration,

followed by a review of the empirical evidence.

Chapter 4 reviews the literature on the relatigndhétween financial integration and
economic growth. First, the chapter demonstratgs g€ktending the growth model
presented in Chapter 2 to incorporate internati@sglects of the financial system) how
financial integration can directly and indirectlffext the economic performance of a
country. It identifies the potential benefits andsts of financial integration and
highlights the channels through which the effeets be brought about. However, while
the issues are explored in general, more emphagidaced on developing countries.
Following the review of theoretical work, the chepproceeds with a review of the
relevant empirical literature. The empirical revidacuses on the extent to which
previous studies corroborate or refute the themaktpredictions and highlights their

pitfalls.

The goal of Chapter 5 is to provide empirical ewicke on the degree of financial
integration of the five SACU countries. First, ttleapter explores in general terms and
using country-specific measures the degree to wkmth of the SACU countries is
integrated with the rest of the world. Secondlye tthapter determines the degree of
integration of the smaller SACU countries with Soafrica. To determine the degree of
financial integration and to test a set of hypo#isaggarding the nature of integration that
exist among the countries, the chapter presentslmedsses empirical analyses of four
groups of measures of financial integration: grasgital stock analysis, saving-

investment correlation, interest rate parity andgypal component analysis.

Chapter 6 provides empirical evidence on the iatatiip between financial development
and economic performance among the SACU counffies.analyses in the chapter are
carried out against the backdrop of the issuegdars Chapters 2 and 5. Specifically, the
chapter examines the issue of whether, how andhiat wxtent financial development
contributes to the growth process in each of th€8Aountries. Also, as a corollary, it
explores the extent to which economic growth affettte development of national

financial systems. In addition, the chapter exdre robustness of the growth effect of
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financial development by controlling for other gtbmdetermining factors. However, the
chapter does not focus on the other determingertse Lastly, the chapter explores the
nature of the causal relationship between finamceezonomic performance. The chapter
adopts a country-specific time-series frameworkeddasn a multivariate vector error
correction modelling technique for each of the ddes. It begins with a bivariate

analysis followed by a multivariate analysis.

Chapter 7 focuses on the question of whether oarogh degree of financial integration
leads to an increase in the level of financial dgw®ent. In other words, do countries
that are more integrated to the world financial kets have deeper financial systems?
This chapter addresses this question by explormgirgcally, in each of the SACU

countries, the relationship between financial iratign and financial development. The
chapter also examines whether or not those ecosonfiat are more financially

integrated with the South Africa financial systemav@ more developed domestic
financial systems than those that are not. The mrapianalysis is based on a

multivariate vector error correction modelling frework.

Based on the insight provided in the literatureieeed in Chapter 4, Chapter 8
empirically examines the effects of financial im@&gpn on economic performance of the
SACU countries. The chapter, guided by the findiaf€hapters 4 and 5, pursues three
objectives. First, it examines the nature of tfiead$ (whether positive or negative) of
financial integration on economic performance ofheaf the SACU countries. As a
corollary, it also examines whether or not the lexetheir economic performance has
any effect on the degree of their financial intéigra and if any, to what extent and how.
Secondly, it explores the causal link between fonanintegration and economic
performance of the SACU countries. Lastly, the ¢bapxplores the question of whether
the countries more integrated with South Africangaiore from integration in general
than those that are not. In addressing these olgscthe chapter employs a multivariate

vector error correction modelling framework simitarthe one used in Chapters 6 and 7.
The last chapter summarises the findings of thislystand highlights the policy

implications. Lastly, lessons for other developgmyntries and area for further research

are highlighted.
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Appendix to Chapter 1

Box A-1.1: Official integration arrangements andliations for the SACU countries

Year/Period Major Developments Implications
SACU

1910 SACU Agreement signed by South Africa, SACU Agreement provided for

Basutoland (Lesotho), Swaziland and * Free flow of physical goods among member

Bechuanaland (Botswana). states.

e A common external tariff.

1910-1960s 1910 Customs Agreement remained. « A common excise tariff.
1969 New Customs Agreement was signed. « The BLS countries agree to maintain a custom

duty structure similar to that in South Africa.
¢ South Africa also agreed to compensate the BLS
countries for lost of fiscal discretion.

1990 Namibia gained independence and became a
contracting party to the 1969 Agreement.
2002 A new SACU Agreement was signed. The new SAQteément provided for:

» The establishment of an independent, democratic
organisation to administer the process of tariff
setting and other affairs of the SACU.

» A new revenue-sharing formula to ensure an
equitable sharing of revenue from SACU
arrangement.

» Economic policy issues.

* Promotion of integration of members into global
economy.

CMA
1910-1974 Informal monetary union with a single currencyUnrestricted flow of capital among member states
- the British pound sterling. hence greater financial integration
1921-Establishment of South African Reserve
Bank.
1961-South Africa introduced the rand, which
replaced the pound as the single currency.
1974—-Rand Monetary Area agreement with rand
as the single currency.

1974-1986  1974-Swaziland established monetary Restrictions of capital flows by Botswana
Authority. Some restrictions of flow of funds e.g. compulsory
1976—Botswana left RMA and introduced pula. minimum local asset requirement in the smaller RMA
1979—Central Bank of Swaziland was countries.

established and issue lilangeni pegged to rand.

1979—Establishment of Lesotho monetary

authority

1980-Lesotho introduced maloti pegged to rand.

1982-Establishment of Central Bank of Lesotho.
1986 to 1986—Common Monetary Area (CMA) replaced
present RMA.

1986-Swaziland abolished rand as legal tender,

but remains at par with the rand (thought the

rand still circulates alongside the domestic

currency).

1992—Namibia joined CMA.

1993-Namibia introduced Namibian dollar

pegged to rand.

2004-South African rand declared a legal tender

in Swaziland.
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CHAPTER 2:
FINANCIAL DEVELOPMENT AND ECONOMIC GROWTH: THE NEX$

2.1 INTRODUCTION

Economists, notably Bagehot (1873), Joseph Schuang&912) and Gurley and Shaw,
(1955, 1960 and 1967) have long recognised theafdlee financial system in economic
development. Several theoretical studies in re¢enés have used the new growth
(endogenous growth) theory to show a close relstignbetween financial development
and economic growth (cf. Green and Ping, 2000;wg|I2000; Becsi, Ping and Wynne,
1998; Wang and Williamson, 1998; Becsi and Pin@71%mable and Chatelain, 1996;
Berthelemy and Varoudakis, 1996; Boyd and Smitl®2] $Baint-Paul, 1992; Bencivenga
and Smith, 1991; Levine, 1991; Greenwood and Joxiand990). Also, since the

pioneering statistical works of Goldsmith (1969)adkinnon (1973) and Shaw (1973),
many studies have documented a positive associagitween financial development and

economic growth.

A vast literature analysing the role of the finahaystem (be it domestic or international)
suggests several reasons why the existence ofrthecfal system is vital for economic
growth. These includénter alia the provision of payments systems, mobilisation of
savings, allocation of capital and monitoring angréng corporate governance. This
chapter explores how the performance of these rmakl affect economic growth. The
chapter focuses on the domestic financial systéis;is to lay the foundation for the
remaining parts of the thesis that focus on therndtional aspects of the financial system.
In the domestic financial system, financial aciestare confined to the borders of an
economy while the international aspect involvessstborder financial transactions and
provision of financial services. More specificaltjs chapter focuses on the first axis,
that is, the flow between financial development aecdnomic growth as highlighted in

Figure 2.1 below.

Section 2.2 of this chapter presents a simple esmgs growth model that demonstrates
the effects of financial development on growth. Wiry on the theoretical model,
Section 2.3 explores the role of the financial eyst Section 2.4 considers the causal

relationship between financial development and enva growth. Section 2.5 reviews
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the empirical studies on the finance-growth nexwkjle section 2.6 concludes the

chapter.

Financial
Integration

Economic <:> Financial
Growth Development

Figure 2.1: Structure of chapters

2.2 FINANCIAL SYSTEM AND ENDOGENOUS GROWTH

This section presents a simple endogenous growtltehtbat demonstrates the effect of
financial development on growth. The structureh&f immodel presented here is not novel
as it draws on Montiel (2003), Barro and Sala-I-tifa(1999: chapters 2 to 4) and
Pagano (1993). As is typically assumed (cf. Mon2€I03:208; Barro and Sala-I-Matrtin,
1999:143-144; Odedokun, 1998:206-209; Murinde, 19®86; Pagano, 1993:614), in
the model, growth occurs through an increase ial tédctor productivity and the
accumulation of productive factors. The task igléononstrate how the development of
the financial system could affect economic perfarogathrough an increase in total

factor productivity and an accumulation of produetiactors.

The model assumes a closed economy since the iio¢hs chapter is on the domestic
financial system. To explore the international aspef the financial systems, Chapters 3
and 4 relax the closed economy assumption. Houdglaold firms are the major actors in
the economy and they are assumed to operate inmgetitive environment. Both
households and firms are rational economic agéetsce they strive to maximise utility
and profit. In what follows the section first prage the characteristics of households,
followed by those of firms. The section then conelsirthese to derive the equilibrium
condition in the economy. Based on this equilibricondition, the chapter then addresses

the question of how the financial system could state growth.
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2.2.1 The Households

Consider an economy with numerous households witinfinite time horizon (i.e. the
households are assumed to be immortal, thoughithdil members have finite lives).
The households supply their labour services in amgh for wages, and they receive
interest income on financial assets. In turn, tobeskeholds use the wage and interest
income to purchase goods and services for consamptnd save part of it by
accumulating additional assets (both financial aedl) (Barro and Sala-I-Martin,

1999:60-61). The households maximize utility ovariafinite time horizon subject to
their budget constraints. Assume that the sizehefhtousehold at timeisL(t) =e™,
where n is an exogenous constant rate at which the papolagrows, i.e.
L/L=n=0.Total consumption at timeisC(t), andc(t) = C(t)/L(t s consumption
per capita Then the utility functionlU dhat each household wishes to maximize is
(Barro and Sala-I-Martin, 1999:61):

U = jo“u[c(t)][e"t e~ 'dt (2.1)
subject to the budget constraint

a=(r—-n)la+tw-c, (2.2)
In equation 2.1, it is assumed thafc) is increasing inc and concave, i.e.
u'(c) >0,u'""(c) <0. The concavity assumption implies that the houkishare keen to

smooth consumption over time. As will be shown #iipthis can be facilitated through

the financial system (Montiel, 2003:191). It isaBssumed thai(c) satisfies the Inada
conditions: u'(c) - © asc - 0, and u'(c) - 0as c - « (Barro and Sala-I-Matrtin,
1999:61). Lastly 0 is the constant rate of time preference (the st discount rate),
andp >0, which means that individuals regard consuming asvietter than consuming

later. Typically,u(c) is assumed to take the following functional form:

u(c) = _ (2.1a)

Equation 2.1a assumes constant intertemporal @tgstif substitution given as=1/86,
whered >0, whered is the relative risk aversion coefficient. Theteg the value ot

the more rapid is the proportionate declineuifc in jJesponse to an increasecirBy

substituting 2.1a into 2.1 the utility function loeees:
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. a-e) _
U= et e o1l (2.1b)
0 1-8)

Equation 2.2 is the budget constraint, wheres household assets (both real and
financial), r is the interest ratey is the wage rate andis the population growth rate.
Households with surplus resources lend to defi@ouseholds. At equilibrium, a
representative household holds zero net loans.ihgrehd borrowing between surplus
and deficit households help to smooth consumptigr tme, while the financial system

helps to facilitate the process by bringing lenderd borrowers together.

The present-value Hamiltonian of the maximisatioobfem is given as:

H =u(c)e ™ + y[w+(r —n)a-c, (2.3)
where the variablg/ represents the present-value shadow price of ircdrhe first-
order conditions for this maximization problem are:

oH/dc=u'(c)e ™ + =0 = - =u'(c)e’ ™ (2.4)

OH /oa=-u =S pa=—(r-nu (2.5)

By applying the form afi(c) in equation 2.1a and using the first order condgiin the
well-known Euler equation (see Barro and Sala-14arl999:63) gives the following
optimality condition:

¢lc=g.=@O)I(r-p) (2.6)

This suggests that the rate of changpen capitaconsumption of households is a direct
function of the gap between (the interest rate) an@ (the constant rate of time
preference) and an inverse functionédthe relative risk aversion coefficient). Thus, the
relation betweemr andQ determines whether households choose a patteperofapita
consumption that rises over time, stays constanfalts over time. A high value of
implies a lower willingness of households to subgtiintertemporally, which in turn will
lower the responsiveness of the rate of changpeimncapitaconsumption to the gap
betweenr andQ (Barro and Sala-I-Martin, 1999:65).

Finally, the transversality condition is given as:
Itlfnm{a(t) [éxp[— IO [r(,u) - n]d,u}} =0 (2.7)

Equation 2.7 implies that the households do notiiacdate positive assets indefinitely,
since doing so would mean that the household wopétate below the optimal condition
in the long run (Barro and Sala-I-Martin, 1999:65).

18



2.2.2 The Firms
Here we assume an economy with N identical firrasheemploying capital to produce
goods. In turn, the firms pay rents for the capithployed. All firms behave
competitively and seek to maximize the presentevaliuall future cash flows. Following
Pagano (1993), Roubini and Sala-I-Martin (1991)rr841990) and Lucas (1988), the
aggregate production function of the economy can nibedelled using an ‘AK’
endogenous type model which specifies output amead function of the aggregate
capital stock. Thus:

Y, = AK, (2.8)
whereY is output, A is a technological parameter (assumed to be grdea zero, i.e.

A>0) andK is a broad measure of capital stock available e tconomy (it

encompasses physical capital, human capital, krtgeleand public infrastructure and it
changes over time according to the amount of netsiment undertaken each period)
(Montiel, 2003:208). An essential feature of equat?.8 is that it assumes absence of
diminishing returns to the broad measure of capithé assumption of non-diminishing
returns to capital represents a major departurehisf model from the neoclassical

production function (see Barro and Sala-I-Marti&99:67).

Equation 2.8 can be represented in termseofcapitaoutput as:

y = Ak (2.9)
wherey =Y/ Landk=K/L represent quantities per unit of effective labaur
For simplicity, assume a closed economy producingingle good (i.e. one-sector

production function), using the broad measure gfitaastock (K). The optimization

problem facing the representative firm is given as:

max jo“’{(F (K) - |/1)[éxp[— j;r(v)d\/}}dt (2.10)
subject to:
K=1-& (2.11)

where in equations 2.10 and 2.11is gross investmentA = | [[1+ @(l /K)] is the cost
of investment and is assumed to be equal to 1 @iusdjustment cost, which is an
increasing function of in relation toK . K is the change in capital stock, whilés
depreciation.

The present-value Hamiltonian function is given as:
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H2=exp[—.|‘0tr(v)dv}[{(F(K)—I/1)+wE(I - oK)} (2.12)

wherew is the shadow price of change in capital stock.

The first-order conditions for maximization are:

6H2/6I=0=—Aexp[—ﬁr(v)dv}+w (2.13)

OH,/0K =0 =F, exp[— J.Otr(v)dv:| -

(2.14)
andv =-oH, /9K (2.13)

where v is the change in present-value shadow price. Aomajplication of the
AK endogenous growth model is thf’m[f'(k)] =A>0, that is, the standard Inada

condition (i.eJkim[f'(k)] =0 ) does not hold. Hence, the marginal product gfitah
is f'(k) = A.

The optimal behaviour of the representative firquiees that the marginal product of
capital equals the rental pricRE r +9) as follows:

f'k)=r+o

= r=A-0 (2.15)

2.2.3 The Equilibrium
The competitive market equilibrium can be obtaibgdcombining the behaviour of the
competitive household with that of the competitfiren. In a closed economyk = a at

equilibrium, i.e. firm capital equals householdeassAssumingv = 0, substitutingk = a,

andr = A-Jinto equations 2.2, 2.6 and 2.7 gives:

k=(A-Jd-n)k-c (2.16)
9. =W/ 6)[(A-J-p) (2.17)
!ip;{k(t) e 4on}=0 (2.18)

In the steady-state thper capitagrowth rates (consumption, capital stock and ajitare

constant and are represented by equation 2.17 thus:
9.=9=9,= WO I(A-5-p) (2.19)
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Equation 2.19 shows that the steady-state growehdepends on preference parameters
and technology and it can be extended to incorpdta gross saving rats £ S/Y) to
account for the cost of intermediation. Assuming emuilibrium capital market in a
closed economy with no government, gross investwdhequal ‘effective’ saving, that
is, the portion of aggregate saving not absorbethéyrocess of financial intermediation
(Montiel, 2003:208 and Pagano, 1993:614). Thus:

¢ =1, (2.20)
where ¢gis the proportion of saving channelled to investtnerhilel— ¢ represents the
leakage from the flow of saving in the process mkrimediation. Following Pagano
(1993:614) the steady-state growth rate in termi®faving rate given in 2.11 and 2.20
can be expressed as follows:

g, = Ags-0 (2.21)

This shows that the rate of growth depends on thyimal productivity of capitah, the
proportion of saving channelled to investmgnand the saving rate As is evident from
the parameter8, ¢, s, 0, p andd, equations 2.19 and 2.21 are closely related. The
parameters of the two equations will be used tavsthe role of the financial systems in
the growth process. Of the five parameters, degtiea,d, is the only one that is not
related to the role of the financial systems. Itl e demonstrated below that the
financial system increases the productivity of taph, the proportion of saving that is
funnelled to investmeng and the saving rate The preference parametepsandd
directly affect the consumption and saving behavaithouseholds. To encourage saving,
individuals must be compensated for the loss difyufor not consuming now in the form
of interest earned on savings. The risk-aversenpatex ¢, shows how individual risk

preference affects the saving and investment levels

The mechanisms through which the financial systdfacts these parameters, and
through them economic growth, have been the foéusamy theoretical studies on the
finance-growth nexus. The next section explores Hosvfinancial system affects the
productivity of capital, the proportion of savingannelled to investment, the saving rate

and economic growth.
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2.3 THE ROLE OF THE FINANCIAL SYSTEM

A cross-reading of the literature reveals differasiassification of the functions
performed by the financial system (cf. Levine, 200bntiel, 2003; Dolar and Meh,
2002; Levine, 1997; and Berthelemy and Varouddd96). The functions can generally
be subsumed under the following: the provisionajfrpents systems, the mobilisation of
savings, and the allocation of capital as well asnitering and exerting corporate
governance. The question to be addressed thennsmoalld the performance of any of
these functions lead to growth through the mecinasisuggested by equations 2.19 and
2.21 above, i.e. increasing the productivity ofitzpthe proportion of saving channelled
to investment and the saving rate? The literatlse @distinguishes between the effect of
these functions as performed by financial interrmeeds such as banks and the financial
markets (the bond and stock markets) (cf. Ndikum&@@5; Levine, 2004; Beck and
Levine, 2004; Montiel, 2003; Levine, 2002). Sincenks dominate the financial system
in most developing countries, most of the discussithat follow will focus on the roles
of banks and explore how the performance of thesetions could bring about economic

growth.

2.3.1 The provision of efficient payment systems
An important role of the modern financial systenthis payment system that it facilitates.
The payment system comprises:

* Instruments (such as currency, cheques, and in rmovative financial
environment different cards and electronic paynjethtat facilitate exchange of
assets and services between economic units;

* The institutional and organisational structure {m@nbanks, commercial banks
etc.);

» The operational procedures; and

* The communication network.

An efficient payment system helps to reduce tramsmacand information costs, and
financial risks and increases reliability and spe#dexchanges. This, in turn, saves
individuals time and energy that would have beestadunder a barter system with all

its coordination problems (Berthelemy and VarouslakD96:8).

Since they no longer have to worry about how thélyaxchange their goods or services

for another, an important result of the paymentesysis that it affords economic agents
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the opportunity to specialise in a line of prodantand become more innovative as they
focus attention on a particular production procdssis, to the extent that the financial
system, through the payment system, can promotgadigation and innovation, it will
lead to productivity improvement and, in turn, eaomc growth. Similarly, Greenwood
and Smith (1997:152) developed a model in whichy tlemonstrated that lower
transaction costs resulting from the payment syst&pands the set of “on-the-shelf”

production processes that are economically atwacti

2.3.2 Savings mobilisation

The saving mobilisation function of the financigstem relates to the saving ratejn
equation 2.21 above. However, economic theory s leertain as to how the
development of the financial system would affe@ #aving rate and, in turn, economic
growth (cf. Berthelemy and Varoudakis, 1996:9-1@ &wagano, 1993:616-618). The
dominant view held by many authors (cf. Levine, £2@2; Dolar and Meh, 2002:7;
Acemoglu and Zilibotti, 1997 and Pagano, 1993:64hat an efficient financial system

helps to mobilise saving from disparate saverschvhakes large investment possible.

By pooling the saving of individuals and investithgm in economically viable projects,
the financial system can help to raise the expeméans on savings and at the same
time diversify the risks associated with individuavestment projects. Consequently,
Berthelemy and Varoudakis (1996:9) argue that thxpeeted returns and risk
diversification will encourage saving that, in tumill help deepen the financial system.
In addition, Acemoglu and Zilibotti (1997) demoradé in their theoretical model that the
financial system would enhance the productivitcapital and thus economic growth by
making more projects economically viable (hence uang opportunities for
diversification) and by overcoming investment inshiilities.

The net effect of the increase in expected investmeturns on the saving rate and
growth is uncertain oma priori grounds because of substitution and income eftibets

produce opposite effects on saving (Berthelemy\tardudakis, 1996:9).

Besides the income effect, another way that thenftral system could affect the saving
rate and growth rate negatively is through therepsif the liquidity constraints that

economic agents face. Under market imperfectiorinoan underdeveloped financial
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system the demand for loanable funds will ofteneexicthe supply, thereby creating
liquidity constraints. Using an overlapping genieras model, Jappelli and Pagano
(1994a) demonstrate that such liquidity constragmgsourage households to increase
their saving as they plan their life cycle intergaral consumption. Given as suggested
by equation 2.21 above that an increase in thengavate strengthens growth, if
productivity growth is endogenous, it follows tham efficient financial system that
increases the access of households to credit @hse$iquidity constraints, thereby
reducing the incentive to save to smooth consumpticer time. Using data from the
OECD countries and cross-country regressions ichvimdicators of liquidity constraints
of households are regressed on saving and groweh, rdappelli and Pagano (1994a:98)
confirm their theoretical argument. Specificallgey find that “financial deregulation in
the 1980s contributed to the decline in nation&irgpand growth rates in the OECD
countries” (Jappelli and Pagano, 1994a:98).

Motivated by the findings of Jappelli and Pagan89a), De Gregorio (1996) also
explored the effects of liquidity constraints o tbaving rate and growth rate, but took
into account the effects on human capital accunamatithin an overlapping generation
model. In the model, individuals are assumed te for three periods: youth, middle age
and old age. In the first period, the individuatsjare education (human capital) which
helps to increase the efficiency of labour suppiytheir middle age. They also need
resources to consume while they are acquiring educaBorrowing constraints imply
that education involves an opportunity cost in fitnen of foregone labour income (De
Gregorio, 1996:50). In an economy with borrowingh&twaints, the young individuals
reduce time spent on education and increase timetetk to work, thus individuals will
not maximize their lifelong wealth and lifetime liyi (De Gregorio, 1996:55). In the
model, De Gregorio further assumed that growtlusgasned by the accumulation of both
physical and human capital, while borrowing constsaaffect growth by altering the
composition of capital. Based on his model, De @regdemonstrates that borrowing
constraints raise the saving rate and growth, buemegative effect on human capital
and through the loss in human capital a negatifecedn growth. The issue that arises is
whether the positive effect through the increasthénsaving rate outweighs the negative

effect through loss that results from the losswhhn capital.
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To empirically determine the net effect of borrowiconstraints on growth, De Gregorio
uses a sample of OECD countries (as used by Jappedl Pagano, 1994a) and
developing countries. The weight of evidence preglidgn the empirical analysis of De
Gregorio suggests that borrowing constraints resuldwer growth. Surprisingly, even
after controlling for human capital accumulatiohe tborrowing constraint still had a
negative effect on growth. De Gregorio attribut@s to the influence of other channels
through which borrowing constraints affect growAls. noted by Pagano (1993a:618), the
effect of the borrowing constraints on human capiit depend on the extent to which

human capital formation is financed by householddwing.

The upshot of the foregoing discussion is thatetfiect of financial system development
on the saving rate and growth is ambiguous. Siagengs may be misallocated, even if
the financial system was to raise the saving ratebbilising saving for investment, the
quantity of the savings channelled to investmeuwlt thie quality of their allocation to the
various investment projects may matter most forneouc growth. The next section

considers the allocative role of the financial eyst

2.3.3 Channelling of savings to investment
An efficient financial system can increase the diyanof savings channelled to

investment, i.eg in equation 2.21. In an imperfect world with asyetnt information,

the mobilisation of savings for investment is opgibth to the financial system and to
individual investors who attempt to mobilise sawndirectly from individual savers.
However, compared to where investors obtain savihgsugh the financial system,
investment costs would be higher if individual istg#s were to mobilise savings from
disparate individual savers directly. Hence, aithdls being equal, more savings will be

channelled to investment with financial intermeidiatthan without.

A proportion of saving,X-¢), represents the costs of intermediation and sedied by
the financial system. This may take the form oflkbéees and charges, and the spread
between borrowing and lending rates. The leakage ats represent X-inefficiency of
the financial system and may result from the mapeter of the institutions (Murinde,
1996:96; Pagano, 1993:615). For instance, if thanftial sector is not competitive, the
spread and the charges may include a monopolistimipm. Under financial repression,

the cost of intermediation will also include thestof indirect government tax in the
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form of high reserve requirements and controlladregst rates. As the financial system
develops, institutions such as banks gain expegiesned the supply of financial services
and competition among the financial service proradeicreases. This will lead to a
reduction in the cost of financial intermediatid¥ith lower intermediation costs, a larger
share of the savings mobilised by the financiateyswill find its way to the ultimate

borrowers, that is¢ will increase. Since economic growth is linked ipesly to the

amount of investment, the decrease in transactists @ccelerates economic growth.

2.3.4 Savings allocation

Financial intermediaries can also improve the dquadf the allocation of savings by
ensuring that the funds are allocated to projedth we highest marginal product of
capital. This will increase the marginal produdyvof capital, i.e.A in equation 2.19
and 2.21, which, in turn, will affect growth posgly (Montiel, 2003:2009; Pagano,
1993:615). The theoretical literature identifiewesal mechanisms through which the
financial system can improve the allocation of sgsito ensure a higher productivity of
capital. These include the ability of the finan@gktem to evaluate, screen and monitor
projects and to diversify and manage risk (Thadd®85; Obstfeld, 1994; King and
Levine, 1993a; Levine, 1992a; Bencivenga and Smi#®1; Levine 1991; Greenwood
and Jovanovic, 1990; Bernanke and Gertler, 198%9jamison, 1987; Boyd and Prescott,
1986; Diamond, 1984; Townsend, 1979).

24 CAUSAL RELATIONSHIP BETWEEN FINANCIAL DEVELOPMENT AID
ECONOMIC GROWTH

Thus far, the discussion has focused on how fimnsystem development affects
economic growth, and it suggests that the developrokthe financial system should
cause economic growth to improve. However, the réteml relationship between
financial development and economic growth is bynm@ans simple and clear cut. It is
also possible that economic growth could lead ¢odivelopment of the financial system,
thus a two-way relationship may exist. The firstofter the framework for analysing a
two-way relationship between financial developmand economic growth was Patrick
(1966). He characterised the relationship betwaean€ial development and the growth

of the real economy as ‘demand-following and sugpeiding phenomena’.
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According to Patrick (1966:174) treeemand-followingphenomenon occurs when “the
creation of modern financial institutions, theimdncial assets and liabilities, and related
financial services is in response to the demandhiese services by investors and savers
in the real economy”. In this view, the financigbg&em adapts itself to the financial needs
of the real sector and fits in with its autonomalevelopment, playing a relatively
passive role in the growth process. The demand¥atly finance implies a causal
relationship running from economic growth to fineshadevelopment. In contrast, the
supply-leading phenomenonsuggests a causal relationship running from firgnci
development to economic growth. Patrick (1966:1@%plains this phenomenon as
occurring when “the creation of financial institis and the supply of their financial
assets, liabilities, and related financial serviees in advance of demand for them,
especially the demand of entrepreneurs in the modgowth-inducing sectors”. In this
respect, the modern financial system plays an&ctie in the growth process by helping
to “transfer resources from traditional (non-grow#ectors to modern sectors, and to
promote and stimulate an entrepreneurial responsthe modern sectors” (Patrick,
1966:175). Thus, the framework of Patrick (19663htights a feedback relationship

between financial development and economic growth.

Although Patrick (1966:177) agrees that in practiteere may be different possible
interactions between demand-following and suppagdieg phenomena, he hypothesises
the following sequential causality in the growtlogess: In the early stage of economic
development, before modern industrial growth resjnitbe supply-leading financial
development dominates and helps to induce innosdyipe investments. As the modern
industrial growth gets under way, the demand-foitmnfinance gradually becomes more

important.

However, the hypothesis of Patrick has been cseitias incomplete because it does not
take into account the complementarity between we phenomena (Berthelemy and
Varoudakis, 1996:18). Based on earlier works (ofvihe, 1992b; Greenwood and
Jovanovic, 1990), Berthelemy and Varoudakis (1986:4uggest that instead of a
sequential causal relationship as hypothesisedalyck, there is a two-way relationship
between financial development and economic growthwihich there is mutual
reinforcement between the two. The authors alsgestga threshold effect arising from

the two-way relationship between financial develeptrand growth, in which the choice
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of the intermediation system would depend on whetiienot a country has attained a
certain exogenously determined critipal capitaincome threshold. Based on the critical
thresholdper capitaincome, Berthelemy and Varoudakis (1996:19) sugiyes possible
scenarios on the relationships between financiaéldpment and economic growth. The
first refers to a virtuous cycle where a high leeélincome induces a high level of
financial system development, which in turn furtsgimulates economic growth. The
second refers to a vicious cycle where a low leveéhcome prevents the development of
the financial system which, in turn, hinders ecomomrowth. An underdeveloped
financial system would be unable to perform mosthef desirable functions of a good
financial system effectively, thereby causing agffisient productive structure if income

is too low. In both scenarios, a two-way causasitguggested.

In sum, therefore, the theoretical literature sstgseveral possibilities concerning the
relationship between financial system developmerd aconomic growth. The first
possibility, widely supported in the theoreticatetature, is that financial system
development will lead to economic growth. Theralso the view that due to the income
effect and by eliminating liquidity constraints dincial development could reduce
economic growth. Patrick (1966) hypothesised a setgl two-way causality between
financial development and economic growth, in whiéinst, financial development
causes economic growth and later growth stimuléitesicial development. Lastly, a
simultaneous two-way relationship in which a thaddreffect occurs in the relationship
between financial development and economic growtimgéreasingly becoming popular.
Given the conflicting views, what prevails in a ggarlar country becomes an empirical
issue. Understanding the nature of the relationbleipveen financial development and
economic growth will help to ensure that adequatbcigs for both financial system
development and economic growth are implementettleLivonder therefore that a
considerable number of empirical studies have besamied out in an attempt to

understand the finance-growth nexus. The next@ectiviews the empirical literature.

2.5 THE EMPIRICAL RELEVANCE OF FINANCIAL SYSTEM DEVELOPMET
IN GROWTH ANALYSIS
This section provides a brief overview of the gnogvempirical literature on the finance-

growth nexus, focusing particularly on studies @veloping countries. The review also
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highlights the econometric approaches and ensssiges pertaining to the studies of the

finance-growth nexus.

A major focus of many of the empirical studiesasestablish whether or not there is a
significant causal link running from financial démement to economic growth. In doing

this authors often use indicators of financial depment based on economy-wide
aggregated data. They use these indicators inggigremodels that apply either cross-
sectional or panel data techniques to a numbeowftces (cf. King and Levine, 1993a,

b; 1992; Roubini and Sala-I-Martin, 1992; Jung, 1986 time-series techniques to

individual countries (cf. Luintel and Khan, 1999gung and Ford, 1998; Demetriades
and Hussein, 1996; Lyons and Murinde, 1994; Muriadd Eng, 1994; Wood, 1993;

Odedokun, 1989).

In addition to those using economy-wide aggregaita,dthere are studies based on
disaggregated and micro level data such as cadestundustry and firm level studies.
Case studies and micro level studies include Dateejd Lleras-Muney (2003), Guiso,
Sapienza and Zingales (2004a) and Jayaratne amdhaBtr(1996). Examples of the
industry level studies are Claessens and Laevef4j2@nd Beck, Demirguc-Kunt,
Laeven, and Levine (2004), Cetorelli and Gambef012, Wurgler (2000) and Rajan
and Zingales (1998). Firm level studies include € ¢2003), Dyck and Zingales (2004),
Beck, Demirguc-Kunt, Levine and Maksimovic (2001)damemirguc-Kunt and
Maksimovic (1998). For a comprehensive review @ likerature see Levine (2004 and
1997).

The evidence from the empirical literature remadargely inconclusive as to the impact
of financial development on economic growth. Whsahoteworthy is that a majority of
the cross-sectional and panel data studies, ircéspeof whether they use aggregate or
industry/firm level data, tend to produce evidewfe significant positive relationship
between an indicator of financial development acmhemic growth. In contrast, the bulk
of the opposing literature consists of time sedesntry-specific studies (cf. Sinha and
Macri, 2001; Shart al., 2001; Ram, 1999; Arestis and Demetriades, 1997thBiemy
and Varoudakis, 1996; Demetriades and Hussein,;19686sser and Kugler, 1996). In
what follows, this section reviews a few studieamely King and Levine (1992),
Demetriades and Hussein (1996), Arestis and Deadetsi (1997), Odedokun (1998),
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Luintel and Khan (1999), Levine, Loayza and BedBO@ and Bloch and Tang (2003),
to demonstrate the conflicting nature of the resahd to draw some lessons for further
empirical studies. The choice of the studies istam their relevance to the issues being
demonstrated and with some emphasis on studies wilatprovide insight into

developing countries.

The review begins with the highly cited study ohgiand Levine (1992). This study is
novel in that it used four indicators that reprédee broadest selection of indicators of
financial development up to that time to analysedmpirical linkages between long-run
growth and financial development. The indicatoesthe ratio of M1 to GDP, the ratio of
liquid liabilities of the financial system to GDRere the financial system included both
the banking system and the non-bank financial inéeliaries), the ratio of quasi-liquid
liabilities of the financial system to GDP (wheraagi-liquid liabilities are defined as
liquid liabilities minus M1), and the ratio of clagron the private sector of the central
bank and deposit money banks to GDP (i.e. the cdtlomestic credit to GDP). In the
analysis King and Levine (1992) employ both therage values of the four indicators
over the sample period 1960-1989 and their init&dlie in 1960. Using the initial value
of indicators enabled them to answer two questiomether or not countries that began
the sample periods with relatively larger financgistems tended to grow faster than
countries that began with smaller financial systeam whether or not the causal link

runs from financial development to economic groging and Levine, 1992:6).

In addition, the study explored the channels duigrice by which financial indicators are
related to growth. The authors decomposed growtd two components, investment
share and efficiency of investment. Based on a Eaonfpl19 developed and developing
countries (including Botswana, Lesotho and Swadiathe authors conducted simple
bivariate correlations between each indicator pérfficial development and the growth
components, cross-country regressions as well adegbocross-country time-series

regressions. King and Levine (1992:4) found thahynaf the financial indicators were

statistically significantly correlated with growthhe indicators remained significant even
after controlling for other factors such as initiebnditions, dummy variables for

countries in sub-Saharan Africa and Latin Amerarad measures of monetary, fiscal and

trade policy in the regression.
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In a closely related study, King and Levine (1993&:718) using cross-country
regressions and simple correlations, find thatlikiglevels of financial development are
significantly and robustly correlated with fastarrrent and future rates of economic
growth, physical capital accumulation and econosfiiciency improvements”. Based on
their findings, King and Levine (1993a:730) conduthat the relationship between
financial development and growth is such that ‘fioea seems to importantly lead

economic growth”.

In assessing the evidence on the relationship gtwinancial development and
economic growth, Arestis and Demetriades (1997:78#hlighted some of the
limitations of the cross-country regressions updmctv the King and Levine (1993)
studies were based. These include the facts tleatetbults are sensitive to the set of
control variables used, the slope coefficientstegated as homogenous across countries
but often are heterogeneous, and the techniqugsredecated on the existence of stable
growth paths, but in reality these are unstabl¢hénpresence of these limitations, Arestis
and Demetriades (1997:784) argue that the crosstigovariations in results are difficult
to interpret. More applicable to the study of Kigd Levine (1993c) and to some extent
King and Levine (1992), Arestis and Demetriade9{t1®884) contend that the King and
Levine “causal interpretation is based on a fragji#gistical basis”. While not disagreeing
with the finding of King and Levine that a signdiat correlation exists between financial
development and economic growth, Arestis and Deatkis (1997:785) strongly doubt
whether or not the question of causality can sattsfily be addressed using cross-
country regressions. More specifically, they notat thince cross-country regressions
refer to the average effects of a variable acrosmities, such effects cannot be applied
to a specific country, since causality varies froountry to country and depends on the

nature and operation of the financial institutians policies pursued in each country.

Despite the above criticisms of the King and Lev{i®92 and 1993a) studies, two
important lessons can be drawn from them. Firgt,stindies highlight the importance of
using appropriate indicators of financial developm@articularly those that account for
how the financial system allocates credit rath@ntkising simple proxies that measure
the size of the financial system (King and Levit892:4). However, the authors also
observe high correlations between the differenicettrs employed, and noted that the

basic correlations between the indicators of fil@mtevelopment and economic growth
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were not highly dependent on the measures of finhdevelopment used. This implies
that the broad aggregate measures of financial lodevent, to some extent, should
produce comparable results. Second, the study scmies the need to pay attention to

the channels through which financial developmermtaats growth.

Another cross-country study that focuses on dewefppountries is Odedokun (1998).
Similar to King and Levine (1992), Odedokun exp$ortae channels through which
financial development promotes growth. However, ddopts a slightly different
framework where financial development promotes ghottirough two channels: “the
first is the enhancement of productivity of thetéacinputs employed in the financial
sectorvis-a-vis those employed in the non-financial sector of ¢eenomy while the
other is the creation of positive external effaatsepercussions by the financial sector on
the non-financial sector” (Odedokun, 1998:220). dAlsimilar to King and Levine,
Odedokun employs a cross-country regression asalysowever, unlike King and
Levine, in recognition of the limitations of theoss-country regression framework, he
does not interpret his results in terms of causdlgtween financial development and
economic growth. Odedokun (1998) employs two messof financial development —
the stock of domestic credit and the stock of liqliabilities, both based on the
consolidated balance sheet of the financial seetxh expressed as percentage of GDP.
Using OLS and a sample of 90 developing countrigsttie period 1970 to 1990, he
estimated three sets of cross-country regresslarthe first set of regressions, he used
the entire sample of countries, while he estim#étedsecond and third set of regressions
for two sub-samples of low- and high-income develgrountries to determine whether
or not the effects of financial development on esnit growth in developing countries
depend on the stage of economic development. Timat®ns were carried out first for
the entire period and then for two sub periods019380 and 1980-1990.

Odedokun (1998:214) found overwhelming evidencet tfr@ancial development is
associated with economic growth through both theererlity and factor productivity
differential channels. However, the results do slsmme differences in the effects of
financial development on growth between the low-aigh-income countries, with the

former recording stronger positive results.
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Using a cross-country, instrumental variable procedand dynamic panel techniques,
Levine, Loayza and Beck (2000) also found that exogs development of financial
intermediaries is positively and significantly asisbed with economic growth. The
results were obtained after controlling for otheowgth determining factors and the
possibility of simultaneity biases as well as ureslied country-specific effects. The
authors based their analysis on 74 countries (@etuLesotho and South Africa) for the
period 1960-1995. As measures of financial develmnthey used the liquid liabilities
of the financial systems divided by GDP, the raticommercial bank assets divided by
the sum of commercial bank and central bank asaetsihe ratio of credits by financial
intermediaries to the private sector to GDP. Howetlee study could not resolve the

guestion of the causal link between financial depsient and economic growth.

The fact that causality might vary across countudsich represents a major criticism of
cross-country regression methods, has been a majonale for time series econometric
approaches that explored the link between finandalvelopment and growth.
Demetriades and Hussein (1996) provided evidenoen fi6 developing countries
(including South Africa) using time-series analyapplied to individual countries. The
authors started by testing for cointegration usioth the Engle and Granger (1987) two-
step procedure and the Johansen (1988) maximutihbkel method, followed by tests
of causality using ECM-based testmd level VAR methods. They used two measures of
financial development — the ratio of bank depaabhilities to nominal GDP and the ratio
of bank claims on the private sector to nominal GRMile economic growth was
measured as natural log of rgar capitaGDP as opposed to the first difference of the
natural log of reaper capitaGDP suggested by growth theories. Each of the taesn
had at least 27 continuous observations on eachablarused for the analysis
(Demetriades and Hussein, 1996:396). The authotaingal mixed results across the
countries and the results depend on the measurdinahcial development and
econometric technique used. As shown in TabletBelr results provide little support to
the view that finance leads economic developmenstehd, their results give
considerable evidence of bi-directional causalityd,ain more instances, a reverse

causation, i.e. from growth to financial developmdinerefore, the study of Demetriades

® The tests are based on the notion of weak and stranpeeity (see Demetriades and Hussein 1996:392-
394 for a description of the methods).
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and Hussein (1996) highlights the limitation of theoss-country studies as far as

causality testing is concerned.

Table 2.1: Summary of results of cointegration eadsality tests

Country Tests using Liquid liabilities. Test using éted
Cointegration  Finance Growth Cointegration  Finance Growth

causes causes causes causes

growth  finance growth  finance
Costa Rica Yes No Yes No No No
El Salvador Yes No Yes Yes No No
Greece Yes No Yes Yes No Yes
Guatemala Yes No Yes Yes Yes Yes
Honduras Yes Yes Yes Yes Yes No
India Yes Yes Yes No No Yes
Korea Yes Yes Yes Yes No Yes
Mauritius Yes Yes Yes Yes No No
Pakistan Yes No Yes No No Yes
Portugal Yes No Yes Yes No Yes
South Africa Yes No Yes No No No
Spain No Yes No No Yes No
Sri Lanka Yes No Yes Yes No No
Thailand Yes Yes Yes Yes No Yes
Turkey Yes No Yes Yes No Yes
Venezuela Yes Yes Yes Yes No Yes

Source: Demetriades and Hussein (1996:406). The summemylt was based on the Johansen
cointegration method.

The results of the study of Demetriades and Hus§g896) for South Africa are
noteworthy here. Based on the Engle-Granger caiatieg test, the two measures of
financial development were found to be cointegratét the log of reaper capitaGDP,
but when the Johansen method was employed, eviddrm@ntegration was found only
for the ratio of liquid liabilities to GDP. Whendi repeated the test using the ratio of
total domestic credit to GDP (which includes crdditboth private and public sectors,
thus representing a broader measure of credit)viteece of cointegration was found.
The authors speculate that this may reflect thativelly important role played by the
South African public sector in the determinationootput and investment (Demetriades
and Hussein, 1996:400).

With specific reference to the causality test bemvBnancial development and economic
growth in South Africa, the results based on thgl&iGranger ECM shows that causality
runs only from growth to financial development agasured by liquid liabilities.

However, when they used the credit indicator, tfmynd no evidence of causality in
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either direction. When they used the Johansen E@ihdwork and a liquid liability

measure, the results give only evidence of reveaissality, from growth to finance.

Another study that applies a time-series methoduistel and Khan (1999). The study
employs a multivariate vector autoregressive (VAR)del to assess the long run causal
relationship between financial development and enva growth using data from 10
countries, including South Africa. The VAR modellafintel and Khan consists of four
variables — a measure of financial developmenio(i@ttotal deposit liabilities of deposit
banks to one period lagged nominal GDP), the logeal per capita GDP, the real
interest rate and the log of the rpar capitastock of capital. They based their analysis
on annual data with series ranging from 36 to 44eolations and used the notion of
weak exogeneity based on the Johansen (1988) maxiikalihood procedure and the
techniques proposed by Toda and Phillips (199346 for causality. Luintel and Khan
(1999) obtained a negative contemporaneous caoelaetween the level of financial
development and growth, but a highly positive congeraneous correlation between the
levels of financial development and growth of owtper capita, which makes them

argue that the relationship between the two vaemlsd a long-run one.

Luintel and Khan (1999) found two cointegrating tees for each country, with the first
cointegrating vector normalised as a financial tigwaent relationship and the second
vector normalised as an output relationship. Thailte of the first cointegrating vector
for each country show that financial developmentirifluenced significantly and
positively byper capitaoutput. On the other hand, in the second cointegyaector, the
level of per capitaoutput is predominantly determined by fier capitastock of capital.
The causality test results were consistent in tedl inethods used and show that both
financial development anger capitaoutput were endogenous, implying a bi-directional
causality between the two variables (Luintel anduh1999:399-400).

The finding of a strong bi-directional causalitytween financial development arer
capita output as obtained by Luintel and Khan (1999) edgf from the study of
Demetriades and Hussein (1996) that reported niegdlts on the direction of causality.
Luintel and Khan (1999:402) attributed the seenyivgtaker results of Demetriades and
Hussein (1996) to possible mis-specification ofirthévariate model. While it may be

true that the relatively better results of Luiraeld Khan could be due to the model and

35



tests methods used, it is worth noting that theysiof Luintel and Khan was based on
only one indicator of financial development (thquid liabilities ratio), which also
performed better in the Demetriades and Hussemlysia addition, the liquid liabilities
ratio in Luintel and Khan’'s study was measured slightly different way. In the study
of Luintel and Khan (1999), the denominator was peeod lagged nominal GDP, while
in the case of the Demetriades and Hussein it Wasontemporaneous nominal GDP.

This makes absolute comparison of the resultseotidies difficult.

In an earlier study by Arestis and Demetriades T}9%here they used a multivariate
VAR model comprising four variables (log real GIper capita log of M2/nominal
GDP, log of stock market capitalisation and logstafck market volatility) for Germany
and the US, the results were also mixed. For Geyrttamauthors found evidence of uni-
directional causality from financial developmentraal output, whereas for the United
States there was no evidence to suggest that falasevelopment causes real output.
However, there was strong evidence of a reverssatiu in the US, i.e. real output
promotes both the banking system and capital madetelopment (Arestis and
Demetriades, 1997:790). Thus, even in developedhtdes with similar levels of
institutional development, the pattern of causaktyhot uniform across countries. This
further highlights the need for a country-spec#fproach for a proper understanding of

the relationship between financial developmentegwhomic growth.

Following a review of evidence on the relationshgtween financial development and
economic growth, the unresolved nature of the tesubtivated Bloch and Tang (2003)
to provide further evidence on the issue for 75nte@s using both time-series country-
specific and cross-country approaches. The majarftythe countries studied were
developing economies, together with some emergiaket economies. Bloch and Tang
found that only 26 countries out of 75 showed atp@scorrelation between financial

development and economic growth, with only one tgurhaving a significant

relationship at the 5% level, whereas 49 counslesved a negative correlation, out of
which 21 were statistically significant at the 5&weél. This casts further doubt on the
conclusion that there is a positive correlationwssmn financial development and
economic growth. However, when the authors emplogeoss-country regression
techniques they obtained a highly significant doefht of the financial indicator as an

explanatory variable of growth imper capita GDP. The coefficient was equally
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significant when they used a balanced panel dgteoaph. Bloch and Tang blamed the
contrasting results, among other things, on thekmesses of the cross-country/panel
data methods. As they noted, “these approaches gite all countries, either small or
large, an equal weighting since they are assumbd timogeneous; and the coefficients
represent only an average relationship, which maymay not apply to individual
countries in the sample” (Bloch and Tang, 2003:2%0gy thus echo the criticism of the
cross-country or panel data approaches raiseceebsli Arestis and Demetriades (1997)

and Demetriades and Hussein (1996).

With specific reference to the SACU countries, ampl evidence on the relationship
between financial development and output is veimi.slWhat is common is a case where
a study includesomeof the SACU countries along with other countriesai cross-
country/panel analysis such as those noted abowe. idtable study is Allen and
Ndikumana (1998) that focuses on the Southern afridevelopment Community
(SADC) comprising the 14 member stdtexluding all the SACU countries. However,
because of data limitation, the authors includety @ight of the countries in their
analysis, of which four were SACU countries (exahgdNamibia). Their analysis covers
the period 1970-1996. The authors used four indisadf financial development — credit
to the private sector, volume of credit provideddayks, liquid liabilities of the financial
system (measured as M3) and an index of financialdpment that combines the other
three indicators (Allen and Ndikumana, 1998:13).eyfhalso used different panel
techniques — simple pooled cross-country OLS regyas, regressions including
country-specific fixed effects estimated with a tstage least squares instrumental
variable procedure, and the same set regressiatsntiudes a high-income dummy.
When they used the liquid liability indicator, thégund a positive and significant
relationship between financial development andgrmvth of realper capitaGDP for
the SADC countries. The effects of credit and therall index of financial development
were also positive though not significant. Thug #uthors found a consistent positive
relationship between financial development and eowa growth even though the

evidence was not strong for most of the indicatrsed.

6 SADC members are Angola, Botswana, Democratic R@poblCongo, Lesotho, Madagascar, Malawi,
Mauritius, Mozambique, Namibia, Seychelles, Swazildrahzania, Zambia and Zimbabwe.
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Like other cross-country/panel data studies, thdystan also be criticised on the ground
that it fails to take into consideration the hetgnoeous nature of the economies
concerned. They also did not test for causality.atidition, given that the SACU
countries are more integrated among themselveswitarthe other SADC countries (cf.
Jenkins and Thomas, 1998:153-156; African Develognm@ank, 2000:152-154), it
would be more revealing to carry out a separatéysisafor the SACU countries. Such an
analysis would enable one to take into accountetfect of their integration on the

results. This thesis will address this in Chapter 7

2.6 SUMMARY

This chapter explored the roles of domestic finansystem in economic growth. The
theoretical sections demonstrated the channelsghravhich a domestic financial system
could foster economic growth. The core channelsitiied include: increasing the

productivity of capital, the saving rate and thepgartion of savings channelled to
investment. The chapter also discussed the cainabétween financial development
and economic growth. In addition, the chapter nee@ empirical studies on the effects
of financial development on economic growth. Thecdssions in this chapter highlight a

number of issues.

First, though the theoretical literature suggestwhelmingly that a developed financial
system will lead to economic growth, there are alsme indications that under certain
circumstances, such as when the income level abalcertain threshold, the effect may
be negative. Secondly, on the causal relationstmg, theoretical literature tends to
suggest a two-way relationship between financiabigmment and economic growth, but
whether or not it is sequential as proposed byidkatt 966) or simultaneous as suggested

by Berthelemy and Varoudakis (1996) remains unclear

From an empirical point of view the results remaiixed. The ambiguity arises along
three lines. First, the sign of the coefficientfiolancial development are not uniform
some positive and others negative. Secondly, faties that obtained the same sign on
the coefficient of financial development, the magdé of the coefficient and its
significance vary. Thirdly, the causality resulte anixed ranging from no evidence of

causality to those that found a two-way causalitiile in between there are those that
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found one-way causality that runs either from ficiahdevelopment to growth osice

versa

The time series country-specific results also owemingly underscore the weaknesses
of cross-country or panel data techniques in airadyshe relationship between financial
development and economic growth among differentntrees. Lastly, the empirical
literature highlights the importance of using difiet measures of financial development

in studying its relationship with growth.

In the next chapter, the analysis is extended pboes the role of international aspects of
the financial systems. Specifically, the chaptepleres the theoretical channels through
which financial integration impacts on domesticafigial development and reviews the

empirical evidence thereof.
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CHAPTER 3:
FINANCIAL INTEGRATION AND FINANCIAL DEVELOPMENT: THEORY AND
EVIDENCE
3.1 INTRODUCTION
A common argument often used to support finanaigdgration is that it may lead to the
development of the domestic financial system (AgerD03:1096). Although it is
generally accepted that international financialegmation could promote economic
growth through its effects on domestic financialrkegs (cf. Agénor, 2003; Klein and
Olivei, 1999), its role in promoting financial déspment has been under studied.
Nevertheless, the theoretical and empirical liteetloes address the question of whether
economies that are more financially integrated lyeaixperience greater financial

development and, if they do, how such effects allbrought about.

This chapter explores the theoretical links andesgs the slim empirical evidence on the
relationship between financial integration and ficial development. It focuses on the
relationship highlighted in Figure 3.1 below andhis the foundation for Chapter 8 that
empirically explores the relationship using datanfrthe SACU countries. To set the
background for this chapter and subsequent chaptkis chapter begins with a
conceptual definition and measurement of finandrgegration. Next, the chapter
considers the theoretical relationships betweemnfiral development and financial

integration, followed by a review of the empirieaiidence found in the literature.

Financial
Integration

Economic <:> Financial
Growth Development

Figure 3.1: Structure of chapters
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3.2  FINANCIAL INTEGRATION: DEFINITIONS

The international finance and economic literatuoesinot offer a unique definition of
financial integration. Terms such as financial opess, external financial liberalisation,
financial globalisation and capital account libevation have also been used in
connection to financial integration. Especiallytive empirical literature, they are often
measured in the same way. Edisennal. (2002:750) refer to international financial
integration as “the degree to which an economy damegestrict cross-border financial
transactions”. Schmukler and Zoido-Lobaton (200Hé&jine financial globalisation as
“the integration of the local financial system ofcauntry with international financial

markets and institutions”. In addition, they notédt this financial integration typically

requires the domestic financial liberalisation aaechoval of capital account restrictions.
Thus, according to them, financial integration ascwhen economies that liberalised
their financial sectors and capital accounts, eepee growth in cross-border capital
flows, and local borrowers and lenders actively usgrnational markets and

intermediaries.

According to Prasaeét al. (2003:4) financial globalisation and financialegtation are
different concepts. In their view, while financiglbobalisation is an aggregate term that
refers to global linkages through cross-borderrfaia flows, financial integration refers
to the linkage of an individual country to interioatl financial markets. However, they
argue that the two terms are very much relatethan increasing financial globalisation
brings along increasing financial integration. Henthe authors use the two terms
interchangeably. Moreover, Prasatlal. (2003:7) differentiate betweeate jureandde
facto financial integrationDe jure financial integration represents policies assedat
with capital account liberalisation, whille factofinancial integration represents actual
capital flows. They note that the government obantry cannot easily regulatie facto
financial integration. For instance, they argue thgractice even though a country may
have strict capital control measures on paperdéduree ofde factofinancial integration
might still be high if such controls can be eaglyaded. Conversely, some countries,
especially in Africa, may have few official contsobn capital account transactions, but
fail to experience significant capital flows; hendeey have lowde facto financial

integration.
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Held et al. (1999:189) contend that financial integration slyicepresents the “extent to
which the prices of, and returns to, assets aralsgal between different national
financial markets”. This view is also held by Adeeh al. (2002:4), who state that
“financial markets are integrated when the law é @rice holds”. According to them, if
the markets are integrated, identical financiaktswith similar cash flows should yield

the same returns, irrespective of the domicilehefissuer and of the asset holder.

The different views about financial integrationtie literature can generally be grouped
into two categories: those that emphasises thenexte which the prerequisites for
financial integration are satisfied, and those thew integration in terms of the

conseguences or integration outcomes.

3.2.1 Prerequisites for financial integration

A common precondition for financial integrationtie removal of any administrative and
market-based restrictions on capital movement actosrders and the removal of
regulatory, legal and tax discrimination betweemeign and domestic suppliers of
financial services (Brahmbhatt, 1998:3; von Fursézg, 1998:56). While some of these
barriers may be obvious (capital control or reiiits on entry of foreign banks), others
are more subtle ‘behind-the-border’ barriers sushhase that arise from differences in
national regulatory systems, licensing of serviceviglers or government procurement
practices that discriminate against foreign suppli@rahmbhatt, 1998:3). A classical
example is when a government requires all its agerto hold their accounts only with
domestic banks.

Von Furstenberg (1998:57) also identifies instttoél prerequisites that range from the
introduction of standardised, internationally trialgafinancial products and of quotations
and trading systems to the development of intesnati conventions. Furthermore, the
prerequisites include the adoption of mutually ggdsed regulatory, supervisory, large-
value transfer and final-settlement practices. Soithese systems and standards can
result from private laws and industry protocols, ilehothers call for the direct
involvement of governments and their internaticagents (see von Furstenberg, 1998:57

for an account of the evolution of some of thestesys).

42



Prasadet al. (2003:10) also argue that good macroeconomic pmsli@nd domestic
governance (which includes transparency of goveniroperations and a low level of

corruption) are important factors in investmentiofrom international mutual funds.

Other institutional prerequisites include the existe of a transparent and efficient legal
system and quality law enforcement as well as sfog property rights and good

accounting standards (Koseal.,2006a:43).

The removal of these regulatory and administraiivpediments, that is, financial
openness or external financial liberalisation, aiaesidents to move their funds freely
and to hold financial assets abroad. Furthermomd|aws private firms to borrow freely
in foreign financial markets, residents to makaficial transactions in foreign currencies,
and non-residents to invest freely in domestic mkEsen, 2000:5). Thus, capital

account liberalisation or financial openness mayl o international capital mobility.

However, the removal of regulatory restrictions magt always imply financial
integration, which is much more difficult to achée\Vrhis point is illustrated in Prasatl

al. (2004:9), who, as noted earlier, distinguish betwde jure and de factofinancial
integration. Thede jureintegration focuses on the degree of capital atcoestrictions
or restriction on capital flows, while thie factointegration captures the realised capital

flows.

In addition to the integration resulting from prigaand public portfolio decisions,
financial integration also requires freedom to é¢rad financial services through both
cross-border provisions and foreign establishméwn® Furstenberg, 1998:55). Thus,
financial integration entails more than just theeffom of individuals or firms (both
domestic and foreign) to move their funds acrosslérs and to make transactions in
foreign currencies, it also involves the cross-Bongenetrations of financial institutions
themselves. Von Furstenberg (1998:55) notes thaigio involvement in the financial
system of a country can help to bring the financialelopment of a country up to
international standards as well as helping to nesbilomestic savings. This, as noted by
von Furstenberg (1998:55), can contribute to irgomal financial integration without
appreciable net international flows of capital lgeassociated with a particular activity.

Thus, while obstacles to cross-border capital mamm could prevent financial
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integration, elimination of such obstacles is ndfisient to achieve it. Indeed, it is vital

to consider also the outcomes of potential integmat

3.2.2 Financial integration outcomes

If markets have become integrated it should beiplesto see evidence of that in both
prices and quantities emerging from trades on ¢ispective markets. Consequently, the
outcome-based definitions of financial integratfoous either on quantities or on prices
of financial services/products, or yield of assé&is.avoid duplication, a detailed review

of the outcome-based approach to financial integras presented in section 3.3 under
measures of financial integration. Here it suffiteighlight briefly how they are used

to define financial integration.

The traditional quantity outcome-based definitidnfinancial integration relates to the
volume of capital flow across countries, investragatings correlation and consumption
correlation. Using capital flow, financial integiat is defined in terms of the magnitude
of flow, either in relative or absolute terms, wéthigher flow denoting greater financial
integration (cf. Kraay, 1998; Heldt al., 1999; Edisoret al 2002; Lane and Milesi-
Ferretti, 2002; Prasaat al.,2004).

The central idea of the investment-saving correfais put forward by Feldstein and
Horioka (1980) who argue that “with perfect worldp@tal mobility, there should be no
relation between domestic saving and domestic tmwst”. Thus, a large correlation
between national saving and investment would indisérong segmentation of financial
markets, that is, low financial integration in therld or in the region concerned. The
consumption correlation-based definition suggds#s tull financial integration implies

the convergence of the growth per capitaconsumption of all the integrating nations
(Bayoumi and MacDonald, 1995:557).

In contrast with the quantity-based measures, dimenconly used price-based definitions
of financial integration derive from interest pgriconditions such as closed interest
parity condition (CLIP), covered interest paritylR}, uncovered interest parity (UIP),
and real interest parity (RIP). Based on thesdypaonditions full financial integration is

defined as the situation in which interest ratessinilar financial assets are equalised

across international financial markets. This isduse in the absence of barriers to capital
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movement, interest rates or returns should move elesely together across countries or
markets. If, on the other hand, there are consgramcapital mobility between a country

and the international markets, then the two intass will diverge significantly.

In summary, the message that emerges from a reofethe definitions of financial

integration is that the removal of legal barriers tapital mobility may not

instantaneously result in financial integratiorstéad, financial integration will gradually
result from an organised process that requires nfamyal and practical elements of
institutionalisation, a system of rules to alloweimational financial markets to develop
and to function both competitively and securely. a¥ha country removes existing
administrative and market-based controls on capitalement as well as barriers to entry
to foreign financial institutions, it sets finankiategration in motion. Gradually, the

financial market structure and products of the ¢tgumay become similar to the
international markets. As other enabling environtsezmerge, the domestic financial
markets gradually become part of the world finanawsarket, with interest rate

movements, saving and investment activities andatteimulation of physical capital
stocks being synchronised (Le, 2000:4). With fullegration, domestic interest rates
become exogenous (determined outside the econamg) small open economy, and
choices of households between consumption/savidgirarestment become completely

separated.

Since countries around the world can hardly fulfie entire necessary preconditions
stated above, it is not expected that most countsid have full financial integration.
Instead, financial integration will exist in a contum — ranging from those that have
very low to those with high levels of financial egration. The question that arises is:
how do we measure financial integration? The negtign reviews some of the measures
that have commonly been used to establish the degfdinancial integration of a

country.

3.3 MEASURING FINANCIAL INTEGRATION

Measuring financial integration is as difficult a@efining it. In practice, different
measures of financial integration have been prapasé used to determine the degree of
financial integration among countries. The measgses generally be grouped into two

kinds: the rule-based/institutional ole jure measures (focusing on prerequisites for
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integrations) and outcome-based measures thatasexllon integration outcomes. The
outcome-based indicators can further be grouped four categories: price- or return-
based indicators, capital flow indicators, indicatbased on household decisions, and
indicators based on corporate policy. Figure 3.Zoweprovides a framework for
categorising the measures of financial integratibhis section provides a selective
review of some of the most commonly used measurésancial integration, beginning

with rule-based measures and followed by the ouécbased measures.
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Figure 3.2: Framework for Categorising Measures ofinancial Integration
Financial Integration

v
v v
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Source: Compiled by the author based on the diféiterature
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3.3.1 Rule-based (Regulatory) / institutional measu

I The IMF-restriction measure

The most popular rule-based measure of financi@gnation is based on th&nnual
Report on Exchange Arrangements and Exchange Btests (AREAER) of the IMF.
AREAER includes a summary table in which a row glig.2 titled ‘Restriction on
payments for capital transaction’) contains annnfdrmation on capital controls for
different countries for the period between 1966 4885. From the 1996 edition, the
report expanded the categories of items that rteflee presence of capital controls to
include 13 groups. For the first time, it makes thstinction between restriction on
inflows and restrictions on outflows. The changéaw the information is reported since
1996 introduces a structural break to the IMF measBecause of this break in the
measure, most authors use it only for the earkeiod — 1966 to 1995 (cf. Eichengreen
and Leblang, 2003; Edisat al, 2002:6).

The IMF-restriction measure is a zero-one dummyabée which classifies countries on
an annual basis by the presence or absence attiess. The dummy assumes a value of
one in years when there are restrictions on capdebunt transactions and zero in years
when there are no restrictions on transactionss(idet al, 2002:6). In practice, the
measure has been used in slightly different waysneasure the level of financial
openness (integration). For instance, several asiffed. Klein and Olivei, 2001; Rodrik,
1998; Grilli and Milesi-Ferretti, 1995) used the eage of the 0/1 measure for the entire
period, in this case, the higher the value, theentbe restrictions and thus the less

openness.

Another variation of the measure is referred t&harein Edisonet al. (2003:6).Shareis

a variable that reflects the proportion of yearat ta country has no capital accounts
restrictions. For instance, if, out of 10 yearg, tMF AREAER indicates capital accounts
were restricted in 5 years, then tBaarewould be 0.5 (cf. Klein and Olivei, 2001;
Rodrik, 1998; Grilli and Milesi-Ferretti, 1995).

As pointed out by Edisoet al (2002:2), an advantage of this method is thatavides a
direct proxy for government impediments. However nated by the same authors, it is
difficult to use the measure to accurately gauge ntegnitude and effectiveness of

government restrictions, because the IMF restrictieasure fails to distinguish between
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when capital controls are strongly or weakly adstared (Edisort al, 2003:7). Also,
the indicator measures controls on residents ratieer non-residents (Kraay, 1998:5).
An added problem arising from the IMF measure eslab the break in the measure since
1996 because of the change from one entry to I8&enfThis means that the measure is
only available until 1995. Thus, any analysis ofaficial integration post-1996 cannot

make use of the measure unless it only uses thelpé$§ data.

. The Montiel-Reinhart intensity measure

Montiel and Reinhart, in a series of papers, madatgempt to overcome the inability of
the IMF-restriction indicator to distinguish betweelifferent intensities of capital
restrictions (Montiel, 1996; Reinhart and Reinhd®99; and Montiel and Reinhart,
1999). Combining the IMF and country-specific inf@tion, the authors constructed an
index of capital control intensity in 15 countries the period 1990-1996. Their index
takes three values, 0, 1 or 2, to indicate a closenhi-closed (or partially open) and an
open capital account. As noted by Edwards (200H&3pite the improvement over the
IMF indicators, the index remains very general a@o@s not capture the subtleties of
actual capital restrictions. Furthermore, the 16ntoes for which Montiel and Reinhart

constructed the index do not include any Southdrit#n countries.

iii. The Quinn measure

By attempting to capture the intensity of enforcatnef controls on both capital and
current account transactions, the Quinn (1997) orea®presents a major improvement
on the IMF-restriction measure and its variants. nQuconstructed the index for 64
countries (including South Africa) for 1958 to 199Based on the IMF’s narrative
description of capital account restrictions, Quassigned scores to gauge the intensity of
capital restrictions. For inward and outward cdpgtacount transactions, he scored the
countries on a scale of 0-4; while for current actdransactions he uses a scale of 0-8.
These were combined to form a 0-12 score, rangimg fmost closed (0) to most open
(12) economy. Furthermore, Quinn (1997:535) adaedher dimension for international
legal agreements that constrain a nation’s abidityestrict exchange and capital flows;
its scoring was 0, 0.5, 1, 1.5, or 2, ranging froot at all to very constrained. Combined
with the previous scoring, Quinn obtained a 0-14soee of financial openness. He then
took the first difference of the financial opennesgex to generate a measure of change

in international financial regulation. Similarlyy llaking the first difference of the scoring
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for the capital account transactions, Quinn geedrat measure of change in capital

account liberalisation.

Unlike the IMF-restriction measure that classifiesitries as closed or open, the Quinn
measure provides information about the intensitgaitrols (Edisoret al.,2002:7). But

like the IMF-restriction measure, it also directlyeasures government impediments.
Since the Quinn index is computed over time, it esalk easy to investigate the effects of
capital account liberalisation on economic growtlerotime. However, the measure is
plagued by many problems. First, as noted by Edetaa. (2002:2), the measure does
not accurately gauge the magnitude and effectiveeaegovernment restrictions. Besides,
it is highly subjective in that the scores assigressed on the narrative descriptions,
depend on the opinion of the researcher. In additioe measure is rarely available for
non-OECD countries, which limits its applicationdeveloping countries and for more

recent years.

To overcome some of these problems, Lee and Jay@06%) use the same methods as
Quinn (1997) to construct a similar indicator fbetperiod 1973-1995, which represents

a major update of the index and for a larger nunolbepuntries.

iv. Miniane’s (2004) measure and its variants

Miniane (2004) constructed a capital control indexesponse to the change in the IMF
reporting procedure in the AREAER since 1996. Triek expands the set of items that
reflects the presence of capital controls from tmd3 categories. The change in the
reporting procedure as noted earlier introducesruactsral break to the IMF capital
control index and other measures based on it. Hendiators based on the AREAER
were limited to the period before 1996. Other atghguch as Johnston and Tamirisa
(1998), and Tamirisa (2003; 1999) were the firstomstruct capital control indicators
using the disaggregated AREAER classification f& @ountries. Their indicators
represented averages over all possible 0/1 dummigee new AREAER (Miniane,
2004:280). Despite the innovation, their indicatordy cover the period after 1996,
which make any analysis extending to the earlieniodeimpossible. An attempt to
overcome this limitation was made by Bruekeal (2001) who constructed a similar

indicator covering 173 countries for the period 39B99. However, as noted by
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Miniane (2004:280) a major weakness of Brateal (2001) is that their data are not

publicly available, which raises questions as tw fiwe results were obtained.

Following Johnston and Tamirisa (1998), MinianeOQ@20used text information in the
AREAER to extend the indicator to cover the peri®@B3 to 2000 for 34 countries.
Miniane (2004:282) relies on the information in tAREAER for each country on

exchange arrangement, administration of contr@sqmiption of currency, regulation on
import and import payment, payments for invisiblexports and export proceeds,
proceeds from invisibles, capital account transasti and gold. Based on the text
information in the AREAER, Miniane constructed arduy variable for each of the new
categories of the AREAER since 1996. However, asidviie (2004:276) notes, the
measure fails to track temporary control programmdesigned to fight off crises.

Moreover, the fact that the measure covers limitedntrieg, including only South

Africa among the SACU countries, makes its applcain this study impossible.

V. OECD Code of liberalisation of capital movements

The Organisation for Economic Cooperation and Dmwalent (OECD) published the
Code of Liberalisation of Capital Movemerftsr the OECD member countrie$his
publication provides data on whether or not restnis apply to eleven different kinds of
international transactions, such as direct investmiquidation of direct investment,
admission of securities to capital markets, buyang selling of securities, buying and
selling of collective investment securities, opienag in real estate, financial credits and
loans and personal capital movements. It alsosstakether or not the restrictions apply
to commercial banks and other credit institutiond o institutional investors (Edisat
al., 2003:10).

Based on the OECD Code of Liberalisation of Capilavement as above, Klein and
Olivei (2001) constructed an indicator similar he iMF Shareto represent the extent of
capital account liberalisation in a country. Thdigator takes values ranging from O to 1,
but unlike theShare its value for a particular country in any yeaulkcbvary with an
increment of 1/11 (Edisoet al, 2003:10). The OECD indicator is only availabte f

" Miniane (2004:281) notes that the selection of thecBuntries covered in the study is due to data
availability.
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OECD countries, which represents its major limiatifor its application to other

countries such as those under consideration irstady.

Vi. Institutional measures

Closely related to the rule-based measures arguinmbal measures. The institutional
features of a country can help to explain why thantry is less financially integrated
with the rest of the world. However, measuring itagbnal differences between
countries is very difficult. One major institutiohat has far reaching ramifications on the
extent of financial integration is the legal systefra country. An efficient legal system
guarantees property rights and the speedy judécitdrcement of contracts. Djanket
al. (2001) proposed an indicator to measure theivelafficiency of different legal
systems across countries called the index of régalaf dispute resolution. The index
measures the extent to which legal procedures tefriam a hypothetical benchmark of
a third party resolving a dispute between two ofpaties (Adamet al, 2002:19). The
index takes a value from 0 to 7 with higher valgesresponding to a more regulated
dispute and longer expected time of dispute rewiutwhich implies an inefficient

judicial system.

3.3.1.1. Limitations of rule-based (institutionaieasures

The foregoing rule-based (regulatory) / instituibrmeasures have a number of
limitations that limit their application in the aent study. First, since they have limited

time series observations, they are mainly suitdbtecross-sectional and panel data
analysis. Secondly, due to data constraint mofteimeasures are rarely constructed for

developing countries, including the SACU countries.

3.3.2 Outcome-based measures

Given the shortcomings of the rule-based and uigiital measures, this study rather
focuses on the outcome-based measures set oug suthsection. As shown in Figure 3.2
above, the outcome-based indicators can furthgrdagped into three categories, the first
two of which derive information from market outcosne.e. prices and quantities. The
final category draws on behavioural informationnfrtiouseholds. The three categories

are considered in turn.
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i Price-based measures

Price-based measures are based on the extent ¢b yhices of similar assets (financial
products and services) are related across interratborders. Under the assumption that
there is free movement of capital and low or nmgetion costs, the law of one price
implies that similar assets should yield the saetarn irrespective of the country of
domicile and the currency in which they are denatdd. Two groups of price-based

measures are common, namely arbitrage conditioshdimancial services charges/prices.

The arbitrage conditions equate interest ratesmoilas financial assets across different
countries. The literature on arbitrage conditioassuthe extent of the equality of interest
rates to measure the degree or intensity of firsueiegration (cf. Cheunet al., 2002).

The different interest rate parity conditions ird#uclosed interest parity (CLIP), covered

interest parity (CIP), uncovered interest parityR)Jand real interest parity (RIP).

Broadly speaking, the tendency for interest rabesqualise can result from two causes.
The first cause derives from the presence of adpitropportunities, in which interest rate
movements are viewed as being determined by “fii@arilows in fluid, profit-seeking
capital markets” (Barassit al, 2000:5). The interest rate parity theory arghes, with a
high degree of international capital mobility reswg from capital account liberalisation,
financial assets of two countries would be subtst#ufor each other. Arbitrage brings
interest rates of one country on par with the egerates of the other, as well as with the
forward premium on the two currencies. Thus, the imerest rates may move together
over time when the forward premium has stationamyetseries properties (Zhou,
2003:572). The four parity conditions mentioned\abrelate to the presence of arbitrage
opportunities. A more detailed consideration offeatthe parity conditions is provided

below. But, first consider the second cause oftpaffiinterest rates, i.e. monetary policy.

The second cause arises from the use of intertest &g an instrument of monetary policy
in the pursuit of nominal objectives such as arharge rate or inflation target (Barassi
et al.,2000:5). In this view, co-movement in interest saite considered as a product of
policy convergence. This may occur when a smalemtry (financial unit) aligns its

interest rates (policy) with that of a dominant mmmy (financial unit), because of the

possibly stronger influence the latter will exenttbe former.
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This view explains why the US and Japan have beemrdant in international financial
markets, with the result that many countries (fesi@ahmarkets) attempt to align their
interest rates to reflect the trends in the USapadi. Within the European Monetary
System established in 1978, Germany was centrah Wagen and Fratianni (1990:359)
assert that “Germany is the central country ands romonetary policy for the whole
system”. This has led to the test of what is oftalled the German Dominance
Hypothesis (GDH). According to the GDH, the “EMSaicoercive arrangement forcing
the other members to follow the disciplinary, lowkation policy rule of the
Bundesbank” and that membership of the EMS has nikahbther countries surrender
(part) of their monetary policy autonomy to thedeeship of the Bundesbank (von Hagen
and Fratianni, 1990:358).

Policy convergence can also occur within the fraorbwof an economic and monetary
union where monetary policy is coordinated fromeatral point. The European Central
Bank (ECB) that coordinates monetary policy in Eneopean Economic and Monetary
Union (EMU) is a case in point. In this case, iagt rates are also expected to converge.

Next attention is turned to the four parity coramhs.

Turning to the price-based measures of integratidre closed interest paritfCLIP)
implies that the returns should be equal acrosswtdes for comparable financial
instruments of the same currency that are tradelifferent markets such as onshore and
offshore markets (von Furstenberg, 1998:65). A edéfice may arise because of
transaction cost, capital controls, a politicakrigemium and country risk. Because of
the existence of liquid offshore assets among d@eel countries, it is easy to measure a
closed interest differential for most developed ntdes, and as shown by von
Furstenberg (1998:65) the closed parity conditiargely holds for them. However,
measuring closed interest differential is not efmsymost developing countries because

most of these countries lack liquid offshore masKet most of their assets.

According to von Furstenberg (1998.64), tbaevered interest paritfCIP) relates to
yields on identical assets that are issued in miffe international markets and are

denominated in different currencies, where thesetasare hedged against currency risk

8 Empirical tests of the influence of the US and Japarinterest rates on other countries can be found,
inter alia, in Phylaktis (1999) and the references therein.
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in the foreign exchange markets or in swap markKete CIP condition implies that
interest rate differentials between identical assknominated in local currencies must
equal the difference between the current spot aatk the forward exchange rate. If
hedges can be freely used, the arbitrage will enthat CIP holds. Any disparity from
this condition may also arise because of capitatroh political and country risks and

transaction costs.

Formally, the CIP can be expressed as follows:

=i+ f (3.1)

t,t+n

wherei,is the domestic interest raté;is the foreign interest ratef, ., is the forward

X,t+n
premium (discount on the domestic currency for ngoks into the future) (Cavoét al.,
2003:3). Equation 3.1 can be rewritten as:

i —i'=f (3.2)

t+n
where equation 3.2 represents the covered intetiffgrential (CID). If the capital
account is not restricted and there is an absehtrarsaction costs, the CIP is expected
to hold, that is, the CID should not deviate siguihtly from zero. In practice, the use of
CIP and CID to test for the degree of financiakgration takes different forms. Two
methods for estimating the CIP based on time sela¢s have been suggested by Chinn

and Frankel (1992). The first method involves eating the following form of equation

3.2:i, —i't=a+ A +e , where the null hypothesis of full integration géven as

a =0, =0, that is, both the constant and the slope coefiteequal zero.

The alternative method suggested by Chinn and Etafi092) entails estimating the

following equationi, =a + B(i"« - f,,,,) + &, where the null for CIP ig = @3 =1. The

closer the value of3 is to 1, the more integrated the financial market i

De Brouwer (1999) suggested a slightly differentiagpn from the second equation of

Chinn and Frankel above, namefy;,, = a + (i, —i"t) + &, while the null hypothesis is

tested in the same fashion.

Unlike the CIP, which provides for the hedging bEtyield on investments against

currency risks, thencovered interest paritfJIP) does not. Instead, the UIP requires that
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unhedged returns on alternative investments ieihfft currencies and countries be equal
after accounting for expected changes in the exgdaate. According to this condition,
the rate of change in any bilateral exchange sma&xpected to offset the bilateral interest
rate differential (von Furstenberg, 1998:64). Fdlynhe UIP can be expressed as:

i, =it + A%t (3.3)
where Ae®i+n is the expected change in the exchange rate i@ tis n. According to
Cavoli et al (2003:6) the relationship between the CIP andUH® can be obtained by
decomposing equation (3.3) as follows:

i =i =A% =[i, =it = (fion =€)+ (f 1y = €%ttn) (3.4)
where the first term in the first bracket on thghtihand side is the CIP and the second
term is the currency premium. Unlike the CIP, ntitat with the UIP, the concept of
exchange rate expectation is introduced. The intthdn of exchange rate expectation

makes the UIP more computationally demanding asd peecise, given that exchange

rate expectations cannot be observed directly.

For empirical purpose, Montiel (1994) and de BrouWkd99) estimate the following
equation:

D&t =a+ B, —i't) +&, (3.5)
and the null hypothesis for UIP is given@s Oand = 1 The empirical testing of the

UIP begins with a measure of future exchange rapeaation. In practice, one way of
overcoming the non-observableness of the expectelthage rate is to assume rational
expectation, by which it is implied that the actaakex-post spot exchange rate equals the
expected spot exchange rate plus uncorrelated temor (Cavoliet al.,2003:6; Montiel,
1994).

The last parity condition is theal interest parity The RIP implies the equality of real
interest rates of similar assets denominated fier@ift currencies and traded in different
countries. This requires that changes in expectedamge rate equal expected changes in
relative national product price levels. Thus, fbe tRIP to hold, UIP and purchasing
power parity (PPP) also need to hold simultaneoustyiowing Cavoliet al. (2003:9),

the RIP can be expressed as:

r=r: (3.6)
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Equation (3.6) is derived from a combination offbd¢he UIP condition and the PPP
condition, where the uncovered interest differér{tidD) is given as:

A€ rn =i, —iy (3.7)
And the PPP condition is expressed as:

&=p "R (3.8)
where p,and p; are the log of the domestic and foreign prices sBlystituting equation

(3.7) into equation (3.8) and expressing it in fhem of expectations (withz® being

inflation expectation) we have:

Aeemn = 7Tet,t+n _n-e*t,t+n (3-9)

Finally, by imposing the Fisher equation that ietérest rates equal nominal interest rate

less expected inflationi.e., r, =i, -7, , yields the expression for the RIP as in

equation (3.6) above.

Following from the above, it is evident that thdPRequires that the UIP, the relative
PPP and the Fisher hypothesis hold simultaneoUsigrefore, since the UIP derives
from financial integration driven by arbitrage betm money and foreign exchange
markets and relative PPP that relates to how egeibyls and services are arbitraged, the

RIP implies both financial and real market integna{ Cheunget al, 2002:6).

Since many empirical studies have demonstratedR&t only holds in the very long-run
(cf. Rogoff 1996 for a review of evidence for PRhe long run), it follows that the RIP

too can only hold in the long-run.

A comparison of the different parity conditions slsothat compared to the UIP and RIP,
the CLIP and the CIP are narrower concepts andnofteld for the industrialised
countries (von Furstenberg, 1998:65). In addittbe, UIP and RIP often hold only in the

long run.
With regard to a common monetary area, where exgghaate risk is absent, the test of

interest rate parity (arising from the parity cdimadis and the policy convergence)

becomes simply a test of the co-movements betweerest rates based on the equation:
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i, =a,+Bit (3.10)
wherei « andi’idenote interest rates in domestic and foreign cmmtwhilea, and

[, are parameters that in a state of perfect integratre expected to be equal to 0 and 1

(Adamet al.,2002:6). Since most of the SACU countries are tormamon monetary area
with absence of exchange risk, this study usestua.10 to test the interest rate parity
among the countries. Chapter 5 further explores th@ntest is carried out for the SACU

countries.

il. Financial service prices

An alternative price measure of financial integratiuses the differential in financial
service prices, such as bank charges (Aeéaral, 2002:6). Because of the entrance of
foreign banks and the ability of domestic resideataccess funds from abroad, increased
competition should reduce the differentials in bastlarges for similar products or
services (such as credit cards, ATM cash withdrgwsitsp orders) across integrating
countries. Thus, in an integrated financial systéme differential in charges across

countries should be close to zero.

3.3.3 The magnitude of capital flow/stock

Having considered the price-based measures ofratieg, it is now appropriate to
consider the quantity-based measures. The magniudapital flow across countries as
a measure of financial integration has featuredngmently in the finance literature (cf.
Prasackt al.,2004; Adamret al.,2002; Edisoret al.,2002; Lane and Milesi-Ferretti, 2002;
Held et al., 1999; Kraay, 1998). One can distinguish threegmates of measures of
financial integration that can be derived from tikerent classes of capital flow/stock.
The first group is referred to as indicators of tharket penetration of foreign banks
(Adamet al.,2002:27; Claesseret al, 2000:897), the second group is caltexne bias
indicators (Adamet al., 2002:20) andinternational portfolio compositiorindicators
(Lane and Milesi-Ferretti, 2003; Edisenal.,2002).

Adamet al (2002:17) and Claesseesal. (2000) propose two measures that can be used
to determine the extent of market penetration oéigm banks — the share of foreign
banks in the total number of banks operating inuntry, and the share of assets held by

foreign banks. One question of interest in derivingse measures is what constitutes a
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foreign bank. Claesseret al. (2000:897) regard a bank as foreign-owned if fprei
residents own 50 per cent or more of its capitdle Tirst measure of foreign bank
presence would be important if the number of doimestlative to foreign banks
influence the level of competition in a country rFastance, domestic banks may adjust
interest rates on loans and charges on other tesiliecause of entry of foreign banks to
prevent the foreign entrants from taking over @dashare of the market. The second
indicator, the ratio of foreign bank assets toltassets of banks in a country, is relevant
if the impact of foreign bank entry on the priciagd profitability of domestic banks
begins after the foreign banks have gained coreidiermarket share (Claessestsal.,
2000:897).

The home biasindicators are based on the asset and liabilitycgire of the national
banking sector (deposit money banks), and measweextent of home bias of the
domestic banking sector. Adaet al. (2002:20) argue that when financial markets are
perfectly integrated, the home bias should disappkethe bank assets and liabilities are
largely domestic, then they are home biased, hisseintegration. The first indicator in
this category expresses foreign assets as a fafe dotal assets of the national banking
sector. A second indicator is the ratio of the ifgmeliabilities to total liabilities of the
national banking sector. A third indicator in tigoup is the ratio of the sum of foreign
assets and liabilities to the sum of total assedkliabilities of the banking sector. Lastly,

the sum of the foreign assets and liabilities isregsed as a percentage of GDP.

The international portfolio compositioprovides broad measures of financial integration
and is based on the flows of foreign assets abditias of a country, as reported in IMF
International Financial Statistics under the In&ional Investment Positions (IIP). These
indicators follow the notion that with financial @pness the ability of both (1) foreigners
to invest in a country and (2) residents to invaistoad will increase. Some of the
indicators based on this notion of financial inegm are the ratio of the flow (or stock)
of foreign assets to GDP and the ratio of the flowstock) of foreign liabilities to GDP,
and the ratio of the sum of foreign assets andliigls to GDP (this could also be
expressed as a ratio of total foreign trade — implus export). Components of capital
flows (stock) such as FDI and portfolio inflows amatflows as a share of GDP have also
been used along this line as measures of finamdiedration (Edisoret al., 2002:753).

Edisonet al. (2002:754) note that the stock measures whichragtaie flows over a long
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period are better than the flow measures, sincdaitmer exhibit considerable variation

with short-term changes in the political and pokewironment.

3.3.4 Indicators based on household decisions

The final category amongst the financial integmatiodicators are based on behavioural
information. Two types of indicators based on hbat# behaviour are common in the
literature. The first measure, originally develofgmwdFeldstein and Horioka (1980), uses
the correlation between savings and investmentsaarountries. The second measure is

based on the consumption correlation across cesntri

i. Investment-Savings correlation

The investment-savings (I-S) view of financial oma&tion posit that with full financial
integration, domestic investment should be largetiependent of domestic saving given
that investment can be financed from foreign savigdstein and Horioka (1980:317)
argue that “with perfect world capital mobility,ette should be no relation between
domestic saving and domestic investment: savingeash country responds to the
worldwide opportunities for investment while invesnt in that country is financed by
the worldwide pool of capital. Conversely, if inorental saving tends to be invested in
the country of origin, differences among countiregnvestment rates should correspond
closely to differences in saving rates”. Thus,hié tcorrelation between national saving
and investment is large, it indicates that finahoiarkets in the world or in the region

concerned are segmented.

The I-S correlation measure is closely linked te ihiterest parity conditions discussed
above in that the I-S correlation argument can dmyd for financial integration if
domestic interest rates are equal to the worldésterate. This is because both the I-S
and the interest parity condition assume complebirage in a perfect world capital
market (Feldstein and Horioka, 1980:317).

One limitation of the I-S correlation as measurdimmdncial integration arises because it
focuses on aggregate saving and investment withiecanomy. Therefore, the approach
does not identify which of the financial markete amsufficiently integrated and cause
the correlations to be high (Adaet al., 2002:9). Similarly, in the case of regional

financial integration, the approach does not déffieiate between capital flows within the

60



integrating region and the rest of the world. Amotlveakness of the I-S approach is
shown in the empirical literature reviewed by vamdtenberg (1998:72). The empirical
investment-saving correlations yield measures withtheory that defy substantive

interpretation.

il. Consumption correlation

The consumption correlation view of financial intagpn is based on consumer choices
and the idea that the integration of financial retskallows for international risk sharing
(von Furstenberg, 1998:73). It assumes that the tmeference rates and the relative
degree of risk aversion of consumers are the samadl the countries (von Furstenberg,
1998:73). In addition, all risk-sharing opportuediare fully exploited by the consumers
(Adamet al.,2002:10). Based on the above assumptions, fulhfirz integration would
imply the convergence of the growth frer capitaconsumption of all the integrating
nations (Bayoumi and MacDonald, 1995:557). In othwrds, if per capitarates of
consumption growth differ significantly between otiies, then real interest rates are not
the same and the capital markets are not integrhttdieen the countries (Von
Furstenberg, 1998:73).

3.3.5 Evaluation of the financial integration meees

For empirical purposes, the above indicators ddrfial integration can be used in two
ways. First, all the indicators can be used to gating degree of financial integration,
either between a pair of countries or between atrp@and the rest of the world. Though
they vary from one to the other in terms of whatheaf them measures, each can help to
provide some indication of the degree of finanamégration that exists. Second, the
indicators can be used to analyse the impact ahfiral integration on macroeconomic
variables such as economic growth, financial dgvalent and inflation. However, while
all the indicators described above can be usedugethe extent of financial integration,
only the regulatory and capital flow indicators areeful for studying the effects of

financial integration, since the latter can be gatesl over time.
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3.4 EFFECTS OF FINANCIAL INTEGRATION ON DOMESTIC FINNCIAL
DEVELOPMENT

3.4.1 Theory

Economic literature highlights several channelouigh which international financial

integration can affect the domestic financial systeither positively or negatively

(Agénor, 2003; Giannetét al.,2002; Caprio and Honohan, 1999; World Bank, 199¥ an

Levine, 1996). The opposing effects of financiakégration on financial development can

be summed up into two theoretical positions — faian integration as either a

complement or a substitute to domestic financiaketment (Gourinchas, 2004:566).

First, as a complement, financial integration hdipsoost domestic financial market
development through greater competitive pressumsfimancial intermediaries and
movement toward international best practices inoasting, financial regulation and
supervision. Moreover, foreign ownership of banksynfacilitate the transfer of
technology and risk-management techniques or halglise domestic financial system.
All of these may help to improve the quality anticgéncy of local financial institutions

and intermediaries, thereby boosting domestic firmevelopment.

Secondly, financial integration is a substitute witemakes local financial development
irrelevant or causes it to deteriorate. This maguocfor instance, when individuals and
firms bypass inefficient domestic financial instituns to access more efficient foreign
markets for their financial services needs. Thuss@ering that financial integration
permits private savings to move freely across aues)t when a domestic financial
system is repressed, financial integration may kead drying up of liquidity in such a
country. Moreover, because of the agglomeratiotinaincial activities resulting from
integration, financial intermediaries in smalleuotries or countries with weak domestic
institutions may bypass the domestic financial ratgko invest savings mobilised locally
in foreign financial markets in larger countriehid may lead to higher costs for small
and medium firms that may find it difficult to asseforeign markets, which could further
stifle the development of the domestic financiadteyn (Gourinchas, 2004:566; Martin,
2004:562).

The first mechanism through which financial inteégma could complement domestic

financial development is by promoting competitionthe domestic financial systems.
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Financial openness often results in the entranceewof and more sophisticated foreign
banks. At the same time domestic firms and indi@idumay gain access to banks
domiciled outside the country for credit and savifigis expected that as domestic
intermediaries face competitive pressure from tloeensophisticated and cheaper foreign
intermediaries, the cost of financial servicesitm$ and households of countries with
less developed financial systems will be reducedaddition, new foreign bank entrants
may bring along more sophisticated banking tectesgand technology (such as more
advanced risk management techniques) which mayyrm help to reduce the cost of
financial services. Moreover, a new foreign bank mméroduce new financial innovation

that can increase the range of financial servibksy financial innovations could also

reduce the cost of acquiring and processing infitomaon potential borrowers, thereby

improving the efficiency of the domestic financégistem (Agénor, 2003:1096).

In addition, the entrance of foreign banks, eitde@ectly or through acquisition or
merging with local banks, is likely to reduce tharket power previously enjoyed by
some local intermediaries and as such may erodeetite of local banks. If the mergers
or acquisitions arising from financial integratienable banks to operate at a level where
the banks provide services more efficiently, thetaaf intermediation will be reduced
(Guisoet al.,2004a:3). The increased competition along with peduction may result in
better credit conditions and thus stimulate deméod credit for investment and

consumption. Hence, the domestic financial systemlgvimprove.

A second channel through which financial integmatican complement the domestic
financial system is through improvements in thekbsupervisory and legal framework.
Financial integration may force domestic regulatanthorities of countries with less
developed financial systems to improve their bagkisupervision and national
regulations (such as accounting standards, sexsutdiw and corporate governance) to
bring them in line with best-practice regulation thre integrating area (Guiset al.,
2004:6). Moreover, as Yusuf (2001:16) argues, leyeiasing the presence of and the
role played by foreign banks, a country can supplants own regulatory oversight with
that conducted by regulators in the home countiese investing banks, especially “if
the local foreign banks are supervised on a cotesteld basis with their parent banks”.
Such improvement in regulatory standards may helpreduce the problems of

asymmetric information such as adverse selectiganey costs and distortions that may
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arise from inadequate / inappropriate regulatidgdmignettiet al., 2002:13). Ultimately,

this may lead to the development of a less devel@ipancial system.

Another possible reason why financial integratiauld lead to the development of
domestic financial system is because of the actessternational capital that it can

afford a country. In a financially closed econonigyestment must be funded by
domestic savings, which may often be relativelyrsea especially in developing

countries. Hence, the ability of banks to finanoeestment projects would be limited to
the extent of the available domestic financial sgviHowever, with financial openness,
individual investors are able to borrow and sawesable to lend internationally. To the
extent that funds borrowed from abroad are utiliseugh the domestic financial

system, such funds will help to strengthen the dsimdinancial system. Furthermore,

domestic banks, especially the foreign-owned bamks, able to access international
funds, either directly or through their parent bankhich may enhance domestic credit
availability (Agénor, 2003:1096).

In addition to the channels discussed so far, firdnntegration can further promote the
development of the domestic financial system bytriouting to the stability of the
domestic financial system and reducing volatilifyfioancial flows. This may happen if,
in periods of financial instability, rather tharamisferring assets abroad through capital
flight, depositors shift their funds to domesticeign institutions that are perceived to be

sounder than domestically owned banks (Agénor, 2098).

Lastly, according to Agénor (2003:1096), foreigmks may further contribute to an
improvement in the overall quality of the loan polibs of domestic banks. This is
because foreign banks may be less susceptibletéofarence of government in the
granting of loans to borrowers. Interference mayhgecase with domestic institutions,
especially those that are partly owned by the govent.

From the foregoing discussion, it is evident thaaimcial integration can promote the

development of the domestic financial system. Haweit is also possible for financial

integration to impact negatively on domestic finahsystems.
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One mechanism through which financial integrationld impact negatively on financial
development is that financial integration coulddiga reckless lending as a result of
sudden capital inflows. Experience shows that iuntdes where there is weak
regulatory infrastructure and banking institutio@ssudden increase in capital inflow
resulting from financial openness is often assediatith deterioration in the portfolios
of banks (cf. World Bank, 1997:231). This is be@p®sorly managed and supervised
banks often tend to invest in highly profitable isky activities, with the result that
portfolios are poorly diversified and resources atiecated. A typical example occurs
when poorly supervised banks finance consumptiommsoand speculative activities,
such as a boom in construction and real estatechwiriay increase macroeconomic
vulnerability (World Bank, 1997:231). Such a suigebank lending may exacerbate
financial sector vulnerability and in extreme casas noted by the World Bank

(1997:231), can lead to financial distress or srisi

Another problem associated with financial openmetses to the entry of foreign banks.
For example, Agénor (2003:1100-1101) notes the eleeyl of foreign banks to

discriminate against small firms and householda targer extent than domestic banks.
Instead, foreign banks often concentrate theirifepdperations on larger firms and the
most creditworthy corporate borrowers. This, as gé&2003:1100) notes, may make

their presence “less likely to improve the oveedliciency of the financial sector”.

Furthermore, mergers with and acquisition of dorodsinks by the more sophisticated
and lower cost foreign banks could eventually rtesal banking concentration.
Concentration in the banking sector could creat@opoly power that could, in turn,
reduce the overall efficiency of the banking systerd the availability of credit (Agénor,
2003:1101). The reduction in efficiency may martifeself in higher interest rate spreads
whereby the loan rates will be higher and dep@dés lower than in competitive credit
and deposit markets. As a result, financial instihs may grant a lower amount of loans

and mobilise lower deposits than a more competgjstem.

Closely related to the problem of concentratiorthia banking system that could arise
from merger and acquisition of domestic banks bgifm banks is the problem of ‘too-
big-to-fail’. This problem occurs when the monetanthorities fear, because of the large

size of the banks, that the failure of a singlegdabank could seriously affect the
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economy (Agénor, 2003:1101). When a bank becomzbitpto-fail, and realises that
the authorities would come to its aid in the eveit running into crisis, the bank may
become less careful in screening potential borrewbence causing a moral hazard
problem on the part of the banks. As Agénor (20031} notes, the problem of too-big-
to-fail could be avoided through adequate prudeatipervision and possibly through an
outright ban on some mergers, especially those dhatperceived to likely increase
systemic risks. However, such interventions mayl feaan unwanted expansion of the

extent and costs of the official safety net.

Another problem involving the entry of foreign banielates to their behaviour during
economic recession. The foreign banks may withdahwiptly or ‘cut and run’ during

recession when default rates and non-performingslaaay increase sharply. Such an
abrupt withdrawal of foreign banks during crisisynfarther undermine the stability of

the domestic financial system. Thus, while the ante of foreign banks as a result of
financial integration may be beneficial in streregting the domestic financial system,
they also constitute a considerable potential thteathe system if their presence or

entrance is not properly managed.

Moreover, because the financial markets in mosteliging countries are highly
fragmented with undercapitalised institutions, suchrkets may be unable to exploit
economies of scale, which may, in turn, result imigher cost of loans and lower
compensation for deposits. This may cause indivgdaad firms to bypass inefficient
domestic financial institutions to access morecedfit foreign markets for their financial
services needs. Thus, considering that financi@gmation permits private savings to
move freely across countries, when a domestic Gigrsystem is repressed, financial
integration may lead to liquidity constraints irceua country (Giannetgt al.,2002:14;
Guisoet al.,2004:566).

In addition, because of the agglomeration of fimaractivities resulting from integration,
financial intermediaries in smaller countries ouwwies with weak domestic institutions
may bypass domestic financial markets to investngavmobilised locally in foreign

financial markets in larger countries. This maydléa higher costs for small and medium

firms that may find it difficult to access foreignarkets, which could further stifle the
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development of the domestic financial system (Gulvas, 2004:566; Martin, 2004:562;
Giannettiet al.,2002:14).

The discussions so far suggest that causality fnems financial integration to domestic
financial development and it shows that the effactinancial integration on domestic
financial development is ambiguous. Since econdmmory predicts both positive and
negative effects for financial integration on dotre$inancial development, the issue
requires empirical investigation on a country-byitiy basis. Section 4.4.2 below
provides a review of the rather slim empirical @ride on the issue. However, given that
the development of the domestic financial systerafiesn a necessary precondition for
financial integration, causality could also runthe opposite direction (Prasad al.,
2003:10; von Furstenberg, 1998:57). Therefore, reefiurning to a review of the
empirical literature, the next paragraph brieflysalisses how domestic financial

development could affect financial integration.

There are two scenarios under which the domestantial system will affect the level of
financial integration. In the first instance, besawan economy with a deep financial
system will likely become much more attractive doeign investors, financial integration
may arise from inflows of capital. In the secondrario, financial integration may arise
from capital outflow. This will occur if the doméstiinancial system is underdeveloped
relative to world financial markets in an open fio&l system. Foreign investors will be
largely absent and domestic investors might alswentbeir capital to foreign markets.
Although in such a case the degreeleffactofinancial integration will still increase, the
integration will be outward rather than inward. §Buggests that financial integration is
potentially endogenous, determined by the developmwiethe domestic financial system.
It follows that it is also necessary to explore thatential endogeneity of financial
integration in any empirical analysis of the relaship between financial integration and

financial development.

4.4.2 Empirical Evidence

A large body of empirical work examines the effexdt financial development on

economic growth and the effect of financial intdigna on economic growth. However,
only a very few empirical studies exist that exaenihe effect of financial openness on

domestic financial development. The empirical &tare on the effect of financial

67



integration on financial development can generdlyy grouped into two categories:
studies that use broad indicators of financial oss and financial depth and studies that
use firm level data focusing on the impact of fgrebank entry on domestic financial
institutions. Chinn and Ito (2006; 2002), Chin®@2), Klein and Olivei (1999), and De
Gregorio (1998) fall into the first category, whi@arke, Cull, Martinez Peria, and
Sanchez (2002), Clarke, Cull and Martinez Peria 120@oldberg,et al. (2000),
Claessenst al. (2000), Clarke, Cull, d’Amato and Mollinari (200apenizer (2000),
Hasan and Marton (2000) and Demirguc-Kunt and Hg&i(1999) are examples of the
second. The current study follows the first catggdrence the review that follows
focuses on the studies that use broad indicatornafcial openness and financial

developmerit

De Gregorio (1998) analyses empirically the relatip between financial integration
and financial development, particularly focusing“tre question of whether economies
exhibiting greater financial integration experierdeeper financial development”. The
study further compares the effect of integration bmth developed and developing
countries. To study the effect of financial inteégma on financial development, De
Gregorio (1998:20) estimated the following crossftoy regression:

FD, = a + BFl, + other regressor (3.11)

where FD represents an indicator of financial developmerd Bl is an indicator of
financial integration. Other regressors are usedoasrolled variables in the model, and
they include the initial level of GDP, inflation aseasure of macroeconomic conditions,

and trade openness measured as the sum of exgdrhpart over GDP.

De Gregorio (1998) uses four measures each of diahnntegration and financial

development. The first indicator used to captunaricial integration is the international
arbitrage pricing model (IAPM) based on Levine andrnfs (1995). The second
indicator utilises the international capital agseting model (ICAPM) as suggested by
Levine and Zervos (1998b). The next indicator (GFERpased on Montiel (1994) and
was derived from the ratio of gross capital flo@<3DP for the period 1980-89. The last

® The evidence from studies on the effect of foreignkbentry on domestic financial institutions remains
largely inconclusive. While there is some consensusnanthe studies that the entry of foreign banks
causes domestic banks to be more competitive, thetesagas from country to country (cf. Clarke¢ al.,
2000 for Argentina; Goldberet al.,2000 for Argentina and Mexico; Denizer, 2000 farkey; and Hasan
and Marton, 2000 for Hungary).
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indicator (CLAS) was constructed based on the ratigross capital flows to GDP, the
Feldstein-Horioka saving-investment correlationfioent, Euler equation estimates and
tests of uncovered interest parity differentialeTAPM and the ICAPM were based on
data from Levine and Zervos (1995) that includehbdeveloped and developing
countries, while the last two indicators were drdvam Montiel (1994), which contains

only developing countries.

The four measures of financial development use®&yGregorio are: the ratio of total
loans extended by the banking system to the prisatéor to GDP (CREDIT), the value
of listed shares as fraction of GDP (MCAP — whicticates the size of the stock market),
the total value of shares traded in a year to GDPT (- this is a measure of liquidity of
the stock market relative to the size of the ecoyjormnd a measure of volatility of the
stock market (VOL — measured as the twelve-montmgostandard deviation based on a
regression of stock returns). Of the four finanadalelopment measures De Gregorio
uses, the CREDIT is the one relevant to the custmy since it focuses on the banking
system. Note in the SACU, most of the smaller coesitdo not have stock exchanges or
liquid stock markets, hence, this section focuseshe result of De Gregorio on the
CREDIT variable.

After controlling for the effects of the other vailes (the initial level of GDP, inflation
and trade openness), De Gregorio (1998:21) fouadtkie indicator of the development
of the banking system was affected by almost athefindicators of financial integration.
Of the four measures of financial integration, &n(@PM, ICAPM and CLAS) have
positive and statistically significant coefficientsence, De Gregorio concluded that
financial integration leads to an increase in teeetbpment of the domestic banking
system. However, it is worth noting that the resalso highlight the distinction between
developed and developing countries. The two indisatontaining only a sample from
developing countries (GFR and CLAS) had mixed teswlith the coefficient of GFR
not only being statistically insignificant but al$wmving a negative sign, while the
coefficient of CLAS was only weakly significant (80%) after controlling for the effects
of the control variables. Conversely, the coeffitief IAPM and ICAPM with a sample
consisting of both industrialised and developingrdoes was consistently positive and

significant. Thus, while financial integration leatb the development of the domestic
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banking system, the results seems to be driverinayndial integration in the advanced

countries rather than the less developed countries.

A closely related study to De Gregorio (1998) i®ikland Olivei (1999). They explore
how financial openness affects financial deepneasgua cross-section of 91 countries
(21 advanced countries and 70 developing countoies) the period 1986 to 1995. Klein
and Olivei (1999:1) observe that “countries witheppgcapital accounts over some or all
of these periods enjoyed a significantly greateraase in financial depth than countries
with continuing capital account restrictions”. Henthey wanted to know whether the
observed association between financial openness famraohcial development, has
empirical significance. For the purpose of the wsial Klein and Olivei use three
indicators of financial depth, namely: (LLY) — thegtio of liquid liabilities to GDP, where
liquid liabilities is the broad monetary aggreg@); (PRIVY) — the ratio private sector
credit to GDP; and (BANK) the ratio of assets ofmtoercial bank assets to the sum of
domestic assets of commercial bank and central .b&h& PRIVY is similar to the
CREDIT used by De Gregorio. Theharewas used as indicator of capital account
restriction and in their case it represents theerion of years between 1986 and 1995
in which a country had unrestricted capital mopi(ilein and Olivei, 1999:7).

To analyse the relationship between capital acclibetalisation and financial deepness,
Klein and Olivei (1999:9) estimated the followingss-sectional regression:

FD' 95
FD'gs

AInFD' = In( ] =B, + B,InFD'ss + B,SHARE,, .. +B,X' +¢& (3.12)

Where FD'ss is the measure of financial deepness for couniry 1995 (that isLLY,,

PRIVY,, BANK,,) and FD'ss is the 1986 valueSHAREssss indicates the stance of
country i in terms of capital account liberalisation ovee tpheriod 1986 to 1995,

X' represents other explanatory variables, includegjonal dummy variables, ardis

an error term.

Klein and Olivei found a statistically significan¢lationship between capital account
liberalisation and financial deepness. Klein and/&lalso show that the industrialised
countries included in the cross-section largelywdrthe significance of the link between

the variables. Klein and Olivei argue that the wdaik between capital account
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liberalisation and financial development in devabgpcountries was not necessarily due
to their late coming into the process of capitalcamt liberalisation. Instead, according
to Klein and Olivei (1999:20), “one interpretatiohour findings is that countries require
a constellation of economic, legal, and socialitagons, institutions present in industrial

countries but less common among developing coyntiesrder to have capital account
liberalisation translate to greater financial dépffhus, in their view the lack of well-

functioning economic, social, and legal institusois what prevents the developing

countries from realising the benefits of finan@pknness.

Chinn and Ito (2002) and Chinn (2001) are more mectudies on the relationship
between financial development and financial opesanBsth studies employ a sample of
105 countries over the period 1970 to 1997 andgaite innovative in several ways.
They cover a larger sample of countries than therst Among the countries included in
these studies are four of the SACU countries: Batew Lesotho, South Africa and
Swaziland. Unlike earlier studies that often analyise financial development-growth
and capital liberalisation-growth linkages, alonghvihe issue of financial openness and
financial development linkages these two studiesigoon the link between financial
openness and financial development. They also usee nmeasures of financial
development and financial openness than the pre\studies. Both studies employ nine
indicators of financial development — two bankirygtem development indicators, four
equity market development indicators and three bomatket indicators; and five

indicators of financial openness.

Chinn and Ito (2002) were even more innovative wo tother respects. First, they
grouped the countries into three categories: imdlised, emerging market economies
(EMG) and less developed countries (LDC), of wHsauth Africa is grouped among the
EMG while Botswana, Lesotho and Swaziland are wggaras LDCs. This grouping
enabled the authors to analyse the effects of dkiel lof economic development of a
country on the gains it derives from financial opess. Secondly, the study sheds light
on how the effects of financial openness changeemidipg upon the environment of
institutions and legal systems. The importance egfal foundations and institutions
governing financial transactions in financial degehent are fairly well documented in
the literature (cfBardhan, 1996; Levinet al.,200Q La Portaet al.,1998;Rother, 2001).

The general consensus is that there will be limitezkntives for loan activities in
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economies with weak legal system (i.e. a systerh dbas not clearly define property
rights or guarantee the enforcement of contradifRewise, financial decisions of
economic agents are affected by the level of lpgatections for creditors and the level

of credibility and transparency of accounting rules

Given the similarities of the findings of Chinn () and Chinn and Ito (2002), and the
fact that the latter study was a major extensiothefformer, this section focuses on the
latter in what follows. Chinn and Ito specify austiural model of financial development
in which financial openness enters as part of Kpamatory variables. The models were
estimated using the full sample, a sub-sample of ladd the EMG. The results of the
full sample show that financial openness exertstadisically significant effect on

changes in private credit, although the relatiomshias weaker when a liquid liability

indicator was used. For the sub-sample of LDCs,rét&tionship between bank credit
and financial openness became insignificant, wisekglaen the model was estimated
using only the emerging market countries sub-sampiencial openness exerts a
statistically significant effect on bank privatedit. Thus Chinn and Ito clearly show that
financial openness does not, on average, bring tatteu expected developments in
banking credit in developing countries. In contrashong emerging market countries,
bank credit development does appear to be statigtisignificantly linked to financial

openness.

Concerning the implication of legal/institutionagéwalopment for the effect of financial
openness on financial development, and based anrdseilts, Chinn and Ito (2002:20)
conclude that “in countries with a relatively stgolegal institutions, private credit can
develop and the size of stock markets tends toabget in terms of both size and
activeness, and also that both private credit éamcksmarket value traded can grow with
capital liberalisation, but with the latter devealup even further if capital liberalisation is
coupled with a highly developed legal environmeiitius, the results of Chinn and Ito
confirm the widely held belief that financial syste in countries with a higher degree of
legal / institutional development on average beémabre from financial openness than
those with a weaker one (Chinn and Ito, 2002:2@) irAplication of these results for the
SACU countries is that South Africa, being the oalyerging market economy with a
relatively well developed legal framework and ingtons, may be the main beneficiary

of the financial openness among them.
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IMF (2007) is one of the more recent studies thedngne the effects of financial
integration on domestic financial sector developim&a determine the effect of financial
integration, the study regressesia jure measure of financial integration (IMF index
based on the AREAER) on the logarithm of privateddrto GDP. In the study, the IMF
index takes a value of one if a country is clasdifas open and zero if closed. The
regression model also includes a range of othergéants, such as a lagged value of
financial development, real per capita GDP, inflatand trade openness to control for
their effect. The study uses a panel of non-oveitap 5-year averages for the period
1975 to 2004 and a sample of 59 countries in théeind@he model was estimated using
both a fixed effect panel and a system generalisethod of moments (GMM) and the
results show that thele jure financial integration and financial developmene ar
positively and statistically significantly corretat Unlike the study of Chinn and Ito, the
IMF study did not differentiate between developed developing countries, hence it is
difficult to tell the source (whether it is fromeldeveloped countries only or not) of the

positive and significant effect of financial integjon on credit market development.

Though these cross-country studies provide usefsight into the role of financial
openness in domestic financial development, thesiults for developing countries should
be treated with caution. A major weakness of thetgdies is that, despite their attempts
to differentiate between developed and developmgntries, the conclusions holds only
on average across a large group of countries andotabe construed as supportive
evidence for any particular country. This is oftae case with cross-sectional and panel
data analyses. Bloch and Tang (2003:250) note,séthapproaches often give all
countries, either small or large, an equal weightsince they are assumed to be
homogeneous; and the coefficients represent onlgvarage relationship, which may or
may not apply to individual countries in the sampkearlier, Arestis and Demetriades
(1997) and Demetriades and Hussein (1996) simitaiticised the cross-country / panel
data approach. Specifically, the authors note thaross-sectional framework cannot
satisfactorily be used to test for causality betwéeancial development and economic
growth because causality patterns may be diffesierdss countries. In the same vein, it
would be misleading to interpret any relationshigiween financial integration and
financial development in a cross-sectional / pategia framework as a causal link.
Because of this limitation, Agénor (2003:1109) €&tir empirical studies that will focus

on individual countries or at a regional level.
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Until now, no time-series study of the relationsligtween financial integration and
financial development can be found. The few avé#&laipuntry-level studies use firm
level data (though none yet in the SACU countriesi cross-sectional or panel data
analysis. These include: Clarle¢ al. (2000) for Argentina, Goldbergt al. (2000) for
Argentina and Mexico, Denizer (2000) for Turkeydadasan and Marton (2000) for
Hungary. These studies focus on the question othendoreign banks cause domestic
banks to be more competitive. Given the limitatiasfsthe cross-country studies as
highlighted above, there is a need to provide aatglby country analysis that will give
further insight into the nature of effect of fingcintegration on domestic financial

development.

3.5 SUMMARY AND CONCLUSION

This chapter set out to provide a review of therditure on the effects of financial

integration on domestic financial development. &g the foundation for the review in

the chapter and subsequent chapters, it also redig¢iae conceptual definitions and the

different measures of financial integration.

In general, the theoretical literature highlightveral channels through which financial
integration can affect the domestic financial systther positively or negatively. The
opposing effects of financial integration on finemcevelopment can be summed up into
two theoretical positions (Gourinchas, 2004:566iystF as a complement, financial
integration can help to boost domestic financialrket development through greater
competitive pressures on financial intermediariad amovement toward international
best practices in accounting, financial regulatmal supervision. It is a substitute when
financial integration makes the local financialteys irrelevant or causes it to deteriorate.
This may occur, for instance, when individuals dimths bypass inefficient domestic
financial institutions to access more efficienteign markets for their financial services
needs. Thus, considering that financial integrafiermits private savings to move freely
across countries, when a domestic financial systemunderdeveloped, financial
integration may lead to a drying up of liquiditysach a country. An important empirical
guestion that emerges is whether or not developaumtries that are more integrated into

international financial markets have deeper finalhgystems.
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Thus, while as a complement financial integratiafi promote the domestic financial
development, when financial integration serves asitsstitute it will further exacerbate
the problems of an already weak financial systernetlVer financial integration serves as
a complement or a substitute in a country will allg depend on the level of

institutional development of the country vis-a-gther integrating countries.

From an empirical point of view, the limited litéwee remains largely inconclusive.
However, one message that comes out of some titehegure is that, where a significant
positive association between financial developramd financial integration is found,
such an association appears to come from the demeloountries present in the study.
Given the fact that most of these studies are baseattoss-country analysis using cross-
sectional or panel data, it is difficult to applyetr results to any one of the countries
included in the sample. Considering the differenaeoss countries, even among the
developing countries, it is necessary to carryamuntry-specific studies to gain further
insight into the effect of financial integration @nancial development. Chapter 7 serves

to fill this gap.
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CHAPTER 4:
FINANCIAL INTEGRATION AND ECONOMIC GROWTH:
THEORY AND EVIDENCE
4.3 INTRODUCTION
Economic theory provides conflicting views on thfeets of financial integration on an
economy. It suggests both benefits and costs ef@iation. The benefits can generally be
viewed from two perspectives: in terms of econogrowth and in terms of welfare
effects (Obstfeld and Taylor, 2004:5). The theacsdtiliterature offers, especially in
developing countries, several channels through lwhimancial integration can contribute
positively to economic growth and welfare. Suchroteds include augmenting domestic
savings, international risk sharing and consumpsoroothing, transfer of technology
and managerial know-how, stimulation of domestinaficial sector development,
macroeconomic discipline and signalling effect (€fein, 2005; Prasaet al, 2004;
Obstfeld and Taylor, 2004; Agénor, 2003; Van Winzob999; Gourinchas and Jeanne,
2003; Obstfeld, 1998; World Bank, 1997).

In addition to the potential benefits that may tefiom financial integration, economic

theory also suggests some potential costs thatamsg from integration. Such costs, as
identified by Agénor (2003:1096), may include tregraphical concentration of capital
flows and a lack of access to capital flows by $malintries, the domestic misallocation
of capital flows, loss of macroeconomic stabilityro-cyclicality of short-term flows,

volatility of capital flows and risk of entry by feign banks. Agénor (2003:1101) notes
that it is difficult to establisla priori, from a purely analytical point of view, whether or

not the benefits of financial integration will ouigh its potential costs.

Moreover, the burgeoning and increasingly innowatempirical literature provides
conflicting evidence of the effects of financialtegration on economic growth and
welfare. From an early literature that studied #féect of financial integration on
economic growth by augmenting an empirical growtbdel with an indicator of
financial integration, recent studies have beenenmonovative in several ways. These
include using a wider range of measures of findnotagration and more sophisticated

econometric methods, as well as testing a morasbvaet of hypotheses.
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From a methodology perspective, studies have aedaftom the use of simple ordinary
least squares (OLS) cross-sectional regressiorysewl(cf. Klein, 2003; Artetat al.,
2001; Edwards, 2001; Klein and Olivei, 1999; Kraa998; Rodrik, 1998; Quinn, 1997)
to more advanced dynamic panel estimation techsitjus control for potential biases in
the earlier methods (cf. Kirat al., 2005; Laureti and Postiglione, 2005; Caldeebral.,
2004, Edisoret al.,2002; Reisen and Soto, 2001) and time seriesestudat employ the
vector autoregressive (VAR) model (cf. Jin, 2006nket al.,2004).

Moreover, more recent studies have examined a rafggher issues in addition to
investigating the standard question of whetheratifinancial integration really promotes
economic growth. Such issues include among oth@rghe conditions under which
financial integration contributes to economic grow.g. institutional quality (cf. Klein,
2005, Edisoret al., 2004; Edisoret al., 2002), level ofper capitaincome (cf. Klein,
2007; 2003; Edisoet al., 2004; Edisoret al.,2002), ethnic and linguistic heterogeneity
(cf. Chanda, 2005); (ii) whether the effects offigial integration differ during different
eras of financial globalisation (cf. Schularick agtéger, 2007; 2006) (iii) whether the
effects of financial integration depend on the tggy of capital inflows (cf. Laureti and
Postiglione, 2005; Collins, 2004); and (iv) the mms of effects of integration (cf.
Schularick and Steger, 2007; Collins, 2004).

This chapter reviews both the theoretical literatand the growing number of empirical
studies. The focus of this is highlighted in Figdr&, i.e. the financial integration-growth
relationship. The aim of the theoretical reviewtasidentify the potential benefits and
costs of financial integration as well as to highti the channels through which the
effects are brought about. However, while the isswél be explored in general, more
emphasis will be placed on developing countrieg &mpirical review will help to show

the extent to which data corroborates the thealefiredictions. The review begins with

the theoretical literature and a review of the eiogl evidence follows.
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Financial
Integration

Economic <:> Financial
Growth Development

Figure 4.1: Structure of chapters

4.4  FINANCIAL INTEGRATION AND ECONOMIC GROWTH: THEORY
Underlying the benefits of financial integrationdapolicy of financial openness are two
basic propositions in economic theory. The firdghis first theorem of welfare economics
— that competitive markets are Pareto efficient] #re second is the efficient market
hypothesis (EMH) — that financial markets use infation efficiently (Eatwell, 1996:7).
The fundamental welfare theorem assumes that atdPeffecient outcome is only
attainable in a perfectly competitive market (Jeatel Reny, 2001:171-173). Hence,
competitive markets are ‘efficient’ and any dewati such as government interventions
in the form of restrictions on the capital accounuld be ‘inefficient’ (Eatwell, 1996:7).
How then do these theoretical propositions prowmelink between financial integration

and economic growth?

A classical view in the economic literature is tle@bnomic growth can be driven by
changes in the amount of factors of productiont{aaglabour and capital) or increases in
the efficiency by which the factors are used (tdfattor productivity). Hence, if
international financial integration could lead t@gth or efficiency gains, then it would
promote economic growth. The combination of thedamental theorem and the EMH
present a picture in which economic efficiency defseon free markets for goods, labour
and finance, and a minimal state (Eatwell, 1996®)erefore, market liberalisation
(including financial openness) would be beneficgaice it involves the removal of
market distortions, which are by definition ineféiot (Eatwell, 1996:8).
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The question of how financial integration affect®m®omic growth through the different
channels mentioned above is far from simple. Thréoua channels can be grouped into
two broad views of how financial integration affectconomic growth and welfare
(Henry, 2006:1; Koset al.,2006a:3). The first view, based on the standantlassical
framework is regarded as a direct channel, whichriH¢2006:1) refers to aallocative
efficiency According to this view, financial integration Wétimulate economic growth
through increasing domestic investment by augmgntiomestic saving and thereby
reducing the cost of capital (Kos# al., 2006a:5). The second view stresses indirect
channels through which financial integration stiates economic growth. According to
this view, financial integration provides the cgsdlfor certaincollateral benefitgsuch

as domestic institutional development, better goaece, macroeconomic discipline) that
positively affect economic growth and welfare. Henihe effects of financial integration
on economic growth are indirect (Kose al., 2006a:30). Closely related to the second
view is the perception that the effects of finahtigegration can be felt in a country after
some critical level of institutional developmentdamacroeconomic policies are in place
(Kose et al, 2006a:30). The next section explores each ofeth@ews and their

implications for empirical study.

4.2.1 Direct channel

To illustrate how financial integration could ditlycaffect economic growth, recall the
marginal product of capital, capital market equilin and the steady-state outmer
capitagrowth rate represented by equations 2.15, 2.8@&1 respectively in Chapter 2.
For ease of reference they are restated here.

The steady state marginal product of capital:

f'(k)=r+9

= r=A-0 (4.1)
Capital market equilibrium:

@S =1, (4.2)
and the steady-state growth rate:

g, =Ag-9 (4.3)

Equation 4.1 shows that the marginal product oftabs equal to the interest rate (the
cost of capital)r , plus the rate of depreciatiad, This represents the equilibrium

condition for investment in a closed economy. Emgua#.2 represents capital market
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equilibrium, where in a closed economy, gross itmesat will equal ‘effective’ saving,
that is, the portion of aggregate saving not alewbrby the process of financial
intermediation. Total domestic saving is a constrap total investment in a closed
economy, and in a capital-poor country the costagifital, and thus the interest rate, will
be high due to limited saving. Equation 4.3 shohet the steady-state depends on the

marginal productivity of capitaA the proportion of saving channelled to investngent

and the saving rate,

As discussed in Chapter 2, financial developmenticarease economic growtly() by

increasingg, Aands. Thus, comparing two economies, the first withighbr level of

financial development and the second with a lowe&ell of financial development, the
analysis in Chapter 2 predicts the following outesiall other things being equal, for

the two economies:
¢ >¢, A'>Aands'>s* =  g'y>g% (4.4)
where 1 and 2 represent the first and second cotegpectively.

This suggests that the country with a more develdp®ancial system should have a

higher economic growth rate.

With financial integration, capital is assumed laf freely into and from the domestic
economy, that is, the closed economy assumptioreleéxed. The above equilibrium

conditions can be modified to account for the éffext financial integration thus:

f(K)=r+9

= r=A-9 (4.1)
wherer’ represents the world interest rate,

g(S+CR)=1" (4.2)
where CF, is the net international capital flows. The newasdtestate growth rate can
now be represented as:

gy=A@s -9 4.3)
If it happens thatA” > A, ¢ >g@ands >s, with financial integration, then, other things

being equall, >1, andg, >g,.
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The traditional argument used for encouraging dmiel countries to adopt a policy of
international financial liberalisation based on gh@ndard neoclassical model stresses the
allocative efficiencyand thesharing and trading of riskenotives of investors (Mishkin,
2007:260). The central argument of the neoclassigadel is that financial integration
will facilitate a more efficient allocation of inteational resources by allowing funds to
flow from where the existing capital intensity @uer rather than from where it is higher.
Assuming this argument holds, capital should flewant rich countries (who are capital
rich) to developing countries, who are capital pbot with a high marginal productivity

of capital. Such inflows to developing countriesultbthen complement their limited
domestic saving, reduce their cost of capital amald|to increased investment and

economic growth (Koset al.,2006a:5; Henry, 2006:1).

Thus, as is typically assumed, IEt(world interest rate) be lower than the domestic
interest rate in the developing country. Also assuhat the rest of the world has more
capital per unit of effective labour. Since the eleping country is small, it does not
affect the world prices (Henry, 2006:6). If the d®ping country opens its financial
system to the rest of the world by liberalising d=pital accounts, under the above
assumptions, investors will move their funds to dweintry to take advantage of the
higher returns until the differences in returns afteninated. In the absence of any

friction, the model suggests a sudden increasbardomestic availability of capital (i.e.
CF, > 0). The inflows of capital will help to augmestwmestic saving (hense>s). If
the capital inflow is used to finance investment arot consumption, the level of
domestic investment will increase, resulting inteady state depicted in equation 4.1’
above. Consequently, the economy will grow, (jyé.> g,) if investments financed by

foreign capital do not crowd out investments hitbefinanced domestically (Bailliu,
2000:7).

Henry (2006:7) argued that such growth in the ehpstock as predicted by the
neoclassical model will be temporary with the capsance that the growth rate of output
per capitawill also experience a temporary increase durirgttansitional dynamics to

the new steady state.
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In contrast, the World Bank (1997:155) suggest$ ¢h@ermanent growth effect may
come through an increase in the world saving rate faster productivity growth.
However, according to the World Bank (1997:155)eveas financial integration may
boost domestic saving in some countries, it iskehji that it would cause the world
saving rate to rise. Instead the World Bank argbhasa decline in world saving rates is
most likely because financial integration allows dliversification of income fluctuation
risk and provides access to international capitarkets to smooth out temporary
fluctuations in income, which, in turn, may discage precautionary savings. Thus,
permanent effects of financial integration on gtowbay likely arise only from the

quality and not the quantity of investment (Worldri&, 1997:155).

Obstfeld (1994) uses a global portfolio diversifioa model to show that international
risk sharing and diversification resulting from dircial integration can promote long
term economic growth by improving the quality ov@stmentper capita The idea is
similar to the one discussed in Section 2.3.4 oafiér 2 about the role of domestic
financial intermediaries in risk diversificationcdamanagement. Obstfeld (1994) assumes
a multi-country world economy, where each countaig mvest in two projects — one safe
and one risky, with the riskier project having heghleturns than the safe project. In the
absence of international risk-sharing opportunit@smestic risk-averse investors will
minimise investment in the riskier project, witlketresult that such projects will be under
exploited. But Obstfeld (1994) shows that financiategration may enhance the
productivity of investment by shifting the investmamix towards projects with higher
returns. The shift in investment mix occurs becausth domestic and foreign investors
will be able to take advantage of the greater retarinvestment in the riskier project, but
with the risks shared across a greater numbervessiors. Thus, financial openness will

permit a switch from low return (productivity) peajts to high return (productivity)

projects, which will enhance thper capitaproductivity of an investment (i.& > A).

Moreover, the World Bank (1997:156) suggests that drowth-enhancing effects can
further be improved if integration reduces projasks (World Bank, 1997:156). This
may occur, for instance, “if openness is associatgl an expansion of markets for
domestic production” which hitherto was suscepttoléluctuation in domestic demand,
thus permitting a move towards more specialisedmaoe productive investment (World
Bank, 1997:156).
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Furthermore, Bailliu (2000:7) suggests that capitisws arising from financial
integration could stimulate economic growth if tHegd to investments that are linked to
positive spillovers. And as long as capital infloean lead to investments that produce

positive external effects, this will lead to anriease in the marginal productivity of

capital (thusA” > A).

Foreign direct investment (FDI) is one such cafdital that is notably associated with
positive external spin-offs (cf. Prasatl al., 2004; Agénor, 2003; Bailliu, 2000; World
Bank, 2000; Borensztein, De Gregorio and Jong-Wh@98; Blomstrom, 1991;

Grossman and Helpman, 1991). Like other capitdbus, FDI can directly augment

domestic investment and boost economic growth as discussed. In addition to its
direct effect, FDI can also indirectly affect ecamo growth positively. First, FDI may

facilitate the transfer of managerial skills anahtological know-how from more

developed home countries to less developed hositiges. This may come in the form of
new capital inputs, improved skill composition @ktlabour force due to ‘learning by
doing’ effects, investment in formal education aod-the-job training (Agénor,

2003:1093; World Bank, 2000:164). The skills andvnichnology may ultimately

spread to the rest of the economy as employeesh@f RDI-based firms switch

employment to locally owned firms or become enteepurs (Bailliu, 2000:8). Second,
FDI can promote competition among firms in the hestintry. This may force local

firms to improve their productivity by investing imuman capital development and/or
physical capital or by adopting more efficient nweth of production (Bailliu, 2000:7;

World Bank, 2000:165).

The upshot of the foregoing discussions is tharfaial integration may result in both
temporary and permanent gaingtr capitaeconomic growth. In addition to these direct
channels through which financial integration cafe@feconomic growth, there are also

indirect channels.

4.2.2 Indirect channels

The indirect channels referred to here are sp#irdwenefits due to financial integration
that stimulate economic growth. As such finanaigration in this context does not act
directly to affect economic growth but through @Bects on other factors within the

economy. The spill-over benefits typically mentidnia the literature include domestic
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financial development, domestic institutional dewshent, better governance,
macroeconomic discipline and signalling effects (bseet al., 2006a; Obstfeld and
Taylor 2004; Prasaet al.,2004; Agénor, 2003). Each of these will be disedss turn.

i. Domestic financial development

First, financial integration can positively impagbwth by stimulating the development
of the domestic financial system as discussed iap@n 3. At this point, it suffices to
mention that, to the extent that financial integmatcan help the local financial
institutions to be more efficient in their internigtibn functions, it will lead to economic
growth (Koseet al., 2006a; Agénor, 2003). As noted in Chapter 3, fainintegration
can also cause the level of financial developmerdecline if domestic institutions are
underdeveloped, in which case the effect of fin@ndevelopment on growth may be

negative.

However, it is possible for financial integratiom promote growth without promoting
financial development. This may occur where theugtdal sector, especially the big
firms, of a country with an underdeveloped finahsiector accesses foreign financing
sources that hitherto were inaccessible withowrfaial integration. This may take the
form of loans or other financial services providad foreign intermediaries directly to
firms in the country. Hence, financial integratioray give the industrial sector of the
country the opportunity to expand, which in turnymead to its growth (Guiset al.,
2004h:560). The additional foreign finance will r&ltow up in the private domestic
credit of the recipient country. On balance, therail effect of financial integration on
growth in such a country will depend on the struetof the industrial sector, whether it
is dominated by big businesses that can accessgfioli@eance or by small and medium
businesses that may not be able to access sugitdimalf the country is dominated by
small and medium businesses, as noted in ChapfieraBgcial integration in the presence
of weak domestic institutions may lead to highestsdor such firms. As a result, the
industrial sector of the country may shrink whiaiturn, may cause the growth of the

economy to fall.

ii. Institutional development and better governance
Koseet al. (2006a:43) broadly classify domestic institutiam® two classes: (i) financial

institutions as manifested in “banking sector depaient, credit worthiness and credit
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risk rating”; and (ii) property rights institutionseflected in the level of “control of
corruption, control of expropriation risks, judiciandependence and government
transparency”. Good governance can be manifesteabih the corporate and public
sectors (Koseet al., 2006a:36). A number of authors have shown thaanfmal
integration, by helping to improve domestic indtdns and governance, may promote
economic growth (cf. Stulz, 2005; Doidge, KarolyidaStulz, 2004; Rajan and Zingales,
2003).

For instance, Stulz (2005:1597) developed a madethich he identifies two agency

problems that could hinder economic growth but tbah be reduced by financial

integration — “the agency problem of corporate desidiscretion” and “the agency

problem of the state ruler discretion”. The firgieacy problem occurs when corporate
insiders appropriate private benefits by expropriabutside investors. The insiders do
this because they maximise their own welfare ratinen the welfare of outside investors
(Stulz, 2005:1597). Such expropriation could tdkeforms of outright theft or excessive
spending on overheads that directly benefit insidehich will limit the payoff of any

investment to outsiders.

The second agency problem occurs when state ruisirsy their discretion and powers,

take actions that improve their welfare or the amdfof those in their constituencies by
reducing the return on corporate investments (S2085:1597). Such actions may range
from outright confiscation to regulations such edistributive taxes that favour the rulers
and those in their constituencies (Stulz, 2005:1597

Stulz (2005:1597) notes that high expropriatiorkgisesulting from the two agency
problems will foster concentration of corporate ewahip, which may limit economic
growth, risk-sharing, financial development andithpact of financial integration. Thus,
if the twin agency problems are severe, a closeahfiial system may lower investment
and economic growth due to potential capital flifbiulz, 2005:1598). Stulz (2005:1598)
argues that financial integration “will lead to eduction in the importance of the twin
agency problems over time”. He argues that findno@enness provides means and
incentives for corporate insiders to protect thghts of their minority investors better
through improved corporate governance. Financignapss also reduces the power of

the state rulers to expropriate returns from inwest Financial integration may also
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improve corporate governance because foreign iokesnay have better skills and
information technologies that would allow them tvé better oversight on management
relative to local investors. Thus in his model 3tdemonstrates that by helping to
improve both corporate and public governance (msenthe twin agency problems),

financial integration may lead to increased investtrand economic growth.

In a further investigation of the governance chinbeidge et al. (2004) suggest that
financial integration may also lead to greater staeent in governance to reduce the cost

of such investments. This, in turn, may lead toneenic growth.

iil. Macroeconomic discipline

An important indirect channel through which finaadcintegration can also cause an
economy to grow is through enhancing macroeconalisipline, which results in better
macroeconomic policies. The central argument isfihancial integration rewards good
macroeconomic policies and penalises bad poliegs (arge public sector deficits, over-
expansionary fiscal and monetary policies, weadrfaial practices) (Obstfeld and Taylor,
2004:9). Bad policy could cause macroeconomic ity (e.g. high inflation rate) and
capital flight. Hence, financial integration creatn incentive for governments to adopt
good macroeconomic policies. As long as more potiggcipline results in greater

macroeconomic stability, it may lead to long-terco@omic growth (Agénor, 2003:1095).

V. Signalling

The willingness of a country to open its finan@gbtem is also viewed as a signal that it
wants to adopt sound macroeconomic policies (AgéR003:1095; Prasaet al.,
2004:15). Bartolini and Drazen (1997) developedoglehto demonstrate that adoption of
external financial liberalisation can, through silling, encourage capital inflow. In the
model, Bartolini and Drazen (1997:139) view capitahtrols as potential signals of
future government behaviour. According to Bartolmd Drazen (1997:139), “a regime
of free capital mobility may signal that impositiohcontrols is less likely to occur in the
future and that future policies are likely to be rendavourable to investors”. Since
investors have imperfect information about the ntitm of governments and their
constraints, Bartolini and Drazen argue that theestors may use the current policy
towards investment to predict the course of fupwicy. Thus, governments would be

inclined to use free capital mobility as a signfafavourable future investment policies to
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attract investors. If such a signal is effectiveyill result in capital inflow (Bartolini and
Drazen, 1997:139). As shown earlier, the increasmpital inflow may, in turn, increase
the level of domestic investment and growth. Initaold, Agénor (2003:1095) suggests
that through the signalling role, financial opemmesy also encourage macroeconomic
and financial stability that could increase thecgfhcy of resource allocation and, in turn,

cause higher rates of economic growth.

Up to this point the discussion has focused onraction of causality running from

financial integration to economic growth. As higffiied in Section 3.2 of Chapter 3
above, there is abundant evidence in the literarguggest that the level of financial
integration can also be influenced by the existiengl of economic performance and
other macroeconomic environment (such as levelnfition rate) and institutional

development in a country. Thus, while financialegviation could promote economic
growth, the degree of integration also cruciallpe&®ds on the extent to which certain
prerequisites are met. In addition, as discusse@hapter 3, the removal of all legal
restrictions on capital flow or capital accountelifilisation is just one step. Capital
account liberalisation without an existing enablimgtitutional and macroeconomic
policy environment may lead to outward capital flomat may produce the opposite
effects on growth. The attainment of an enablingirenment will be manifested in

different ways such as a transparent and effidesgdl system, quality law enforcement,
respect for property rights, good accounting steaglagood macroeconomic policies and
domestic governance (which includes transparengyogérnment operations and a low
level of corruption). The presence of such an tustinal development could also
positively affect economic growth as well as fin@hcintegration. A weak

macroeconomic environment may be a sign of fundsamherstitutional problems such as
the lack of institutions that restrain “rent-seekjpolitical elites, ineffective enforcement

of property rights, widespread corruption and jpditinstability” (Koseet al.,2006a:44).

4.2.3 Potential costs of financial integration

Despite the potential gains just discussed, theryhalso highlights several possible costs
of financial integration, especially to developioguntries. As just noted above, capital
account liberalisation in the presence of weaktutginal environment may actually lead
to outward capital flow that could hurt economicowth (Edisonet al., 2002:750).
Agénor (2003:1097-1098) identifies five possiblstsoof integration:
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i. volatility of capital flow,

ii. pro-cyclicality of short-term flow,

iii. loss of macroeconomic stability,

iv. geographical concentration of capital flows andaakl of access by small
countries, and

v. domestic misallocation of capital flow.

A major issue often raised by critics of financiategration is that capital flows are
extremely volatile and pro-cyclical (Symmonds, 2a04and Agénor, 2003:1099). The
volatility of capital flows depends on its compasit A number of authors have
suggested that compared to equity flows (i.e. gquitrtfolios and FDI), debt flows are
more volatile and easily reversible during timescofes (cf. Koseet al, 2006a; Wei,
2006). Such reversal (especially of short term Yehdy arise not only because of
changes in domestic fundamentals, such as terrtrea@dé-shocks affecting a country, but
also due to changes in other economies that meythk risk perception of international
lenders (Agénor, 2003:1100). Because developingntdes may have marginal
creditworthiness, any negative risk perception esacerbate the liquidity run resulting
from a capital reversal and the consequent imphenyg economic shock (Symmonds,
2004:17).

Symmonds (2004:17) and Agénor (2003:1098) alsoestgbat debt flows to developing
countries are acutely pro-cyclical, that is, thepd to increase during good times but
decrease rapidly in bad times when they are mostlyded. The pro-cyclicality and
volatility of capital flow could further worsen amegative macroeconomic shock and

thus impact negatively on growth.

Moreover, because large capital flows can caus@id monetary expansion, inflationary
pressure, real exchange rate appreciation andcagaise in current account deficits, such
capital flows can negatively affect the macroecoicostability of a recipient country
(Symmonds, 2004:17 and Agénor, 2003:1098). Theomoucof an increase in a current
account deficit will depend on whether the excharage regime is flexible or fixed. As
Agénor (2003:1098) argues, an external deficit setwl induce currency depreciation
under a flexible exchange rate, which will induceedf-correcting mechanism that will

eliminate the imbalances. In contrast, under adfiegchange rate, a growing current
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account deficit may reduce the competitiveness hef ¢conomy, which may erode
confidence in the viability and sustainability dietpeg. As a consequence, a currency
crisis and financial instability may result. Thusgmpared to a flexible regime, the
negative effect of a large inflow would be morermmonced under a fixed exchange rate

regime.

Another negative feature of financial integratietates to the nature of capital flows that
are often concentrated in a few countries whileegtiack access to them. Hence, even
though financial integration has led to an increasenternational capital flow, the
evidence suggests that much of the flows are antomgich countries (north to north),
while only a very limited amount flows to develogircountries, especially in sub-
Saharan Africa (Mishkin, 2007:260; Agénor, 200380%ven then, the limited capital
flows to developing countries benefit only a fewuntries (especially those with
abundance natural resources) while others lacksacf&génor, 2003:1098). Thus, as
Agénor (2003:1097) notes, “a number of developiogntries (particularly the small
ones) may simply be ‘rationed out’ of world capitabrkets — regardless of how open

their capital account is”.

The ability of a country to weather any of thesd¢eptially harmful consequences of
financial integration will crucially depend on tHevel of development of domestic
institutions. Thus the outcome of financial intdégma depends on the prevailing
conditions in a country such as the level of instinal development. This may also
determine the type of capital that flows to a copuntHence, since theory provides
ambiguous expectations and because the localutistial set-up will be critical, the
impact of financial integration on economic grovughultimately, an empirical question.

The literature that grapples with this questioreidewed below.

4.3 EMPIRICAL EVIDENCE

This section reviews the growing empirical literatuon the effects of financial

integration on economic growth. The review covets@ad range of studies on related
themes such as financial globalisation, financigrmess, capital account liberalisation
and control, and cross-border capital flows. Theigien to review a particular study is
made on the basis of the indicator(s) used andhehét falls within the broad range of

indicators used for measuring financial integratisnreviewed in Section 3.3 of Chapter
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3. One can broadly group the studies into threegoates, namely those that used cross-
sectional/panel data approaches, firm/industrytlepproaches and time series country-
specific approaches. The studies can further bssifled based on whether they are
macroeconomic or microeconomic studies. The firdsiry level studies are
microeconomic in nature. Given the goal of the entrstudy, the empirical studies
reviewed below will concentrate on the macroecorostidies, ie., those focusing on the

cross-sectional/panel data and country-specifie Series studié%

4.3.3 Cross-sectional/panel data studies
The cross-sectional regression approach dominhagesttidies measuring the effects of
financial integration on economic growth. The stadapproach used in these studies is
to estimate a cross-country growth regression irchvan economic growth indicator is
regressed on a measure of financial integratiomgalwith other control variables.
Typically, the model is specified thus:

GROWTH =a + AIFI, + other regressor (4.5)

where GROWTH represents the average growthpefr capitareal GDP in country
over a certain time period aniFl, is an indicator of financial integration. Other

regressors are used as control variables in theim8thce Equation 4.5 does not include
time subscripts, it does not capture the variatiegr time in growth, financial integration
or the other control variables within a given countinancial integration is commonly
represented in the model by some measurele dactoor de jureintegration (where the
latter includes the IMF capital control dummy oe goroportion of years with or without
capital controls based on the IMF capital contuaindny Share) and the Quinn measure

or some variant of these) (see Figure 3.2 of Ch&)te

Among the earliest studies on the relationship betw financial integration and
economic growth are Alesinat al. (1994) and Grilli and Milesi-Ferretti (1995). Both
papers focus on the effects of capital restrictionseconomic growth. Alesinat al.
(1994) examined the effects of capital controls agntwenty OECD countries for the
period 1950 to 1989. They use a dummy variable basethe IMF AREAER, where
their dummy variable takes the value of one dusiegrs when there were controls and

zero otherwise. The authors regress the growfieotapitareal GDP and growth in real

10 Alfaro and Charlton (2006) and Henry (2006) previdmodest review of the firm/industry-level studies.
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GDP separately on the capital control dummy ang #stimate the models using OLS
and an annual pooled panel data set. They foundeaaw impact of capital controls on

growth.

Similarly, Grilli and Milesi-Ferretti (1995) couldot find any evidence of a robust effect
of capital control on growth iper capitareal GDP, for 61 countries covering the period

1966 to 1989. In their case, the study usedStheremeasure of capital control.

Quinn (1997) is one of the earliest influentialdsés to find a positive and significant
relationship between financial integration and @oit growth. The study is particularly
noted for developing a measure of financial integrathat has become very popular in
the empirical literature. As discussed earlier, r@ui(1997) constructed a very
comprehensive set of cross-country indicatorsriedsure the intensity of capital control
and change in capital account liberalisation. Quisas a scale of zero (most closed) to
fourteen (most opened) to measure financial opexanekile change in openness was
calculated as the first difference of the openmedsx (p. 535). The indicators also cover
several time periods which enable researchersdatus study the relationship between
capital account liberalisation and economic growtsing the indicator for 64 nations (20
advanced and 44 emerging economies) over the p&868 to 1989 in a cross-section
regression, Quinn examines the impact of capita@oaat openness and changes in
openness on economic performance. He found thatae#icients of financial openness
and change in openness were statistically sigmfiead were robust to controlling for

other growth determining variables.

Rodrik (1998) is another widely cited study on fireancial openness and economic
growth relationship. Using a sample of almost adnad countries, which include

developing and developed countries, in a crossesedtregression covering the period
between 1975 and 1989, Rodrik (1998:8-9) findsignificant effects of capital account

liberalisation on economic growth. He uses 8tfremeasure of financial openness and
controlled for initial per capitaincome, secondary education, quality of governiadent
institutions, and dummies for East Asia, Latin Amarand sub-Saharan Africa. In

addition, coefficients often had the wrong signewhe interacted tHeharewith indices

of quality of public institutions. Furthermore, Rdd regresses the average ratio of

investment-to-GDP oishare to determine whether or not the effect of capatatount
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liberalisation on growth operates through the @pmtccumulation channel. The result
was also insignificant. Based on his findings, Ro{t998:10) concluded that, if they do

exist, the benefits of an open capital accountnateapparent. The contrasting results of
Rodrik to those of Quinn (1997) has spurred acadenterest, and has in recent years

produced a growing number of published works os shibject.

De Gregorio (1998) explores the long-run relatigpshetween financial integration,

financial development and economic growth for tleeiqgul 1976-1993. Besides setting
out to know whether countries that are more finalhciintegrated have higher growth,
De Gregorio was also concerned about the chanhetsigh which the effects of

financial integration on growth are brought abd&pecifically, he investigated whether
there was another channel through which financidgration promotes growth besides
the usual effect through the development of the ekiim financial system (De Gregorio,
1998:16). He used a set of cross-sectional regmressodels in which different measures
of financial integration were entered separatelgxgdanatory variables along with other
control variables. De Gregorio found no direct efffef financial integration on economic
growth, but he found a significantly robust postieffect on financial development.
Therefore, De Gregorio concludes that the benéfigiects of financial openness on
economic growth come mainly through promoting thevedopment of the domestic

financial system.

Using a somewhat different approach from De Gregid98), Klein and Olivei (1999)
also found some significant positive effects ofafigial openness through financial
development on economic growth. However, the pasitissociation was limited to the
OECD countries. When the OECD countries were exduftfom the sample, the
significant relationship disappeared. Unlike mdstes that study the effect of financial
openness directly on economic growth, Klein andvélifirst examined the effect of
financial openness, using tt&hare measure, on domestic financial development in a
cross-sectional regression. Next they estimatembssesectional growth regression with
financial development and a change in financialetlgyment entering the model as

explanatory variables.

The inclusion of the change in financial developmepresents the effect of financial

openness. Since the variable introduces the pbssilof endogeneity bias in its
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parameter, Klein and Olivei use tB&are(a measure of capital account liberalisation) as
an instrumental variable (V) in its place. Thuse tresulting estimate of the change in
financial development represents the effects adriaial openness on economic growth

via the deepening of the financial system of a tgun

Klein and Olivei (1999:20) estimated the model gsiiwo Stage Least Squares (2SLS)
and OLS for a sample of 82 countries (20 OECD, a8n_American countries and 44
other developing countries, including South Afremad Swaziland). The estimation was
done first for the full sample, then the sample¢haf 20 OECD countries and lastly the 18
Latin American countries. Klein and Olivei (1999:20) found very little evidence of

financial openness promoting economic growth thihoitg effects on financial deepening
outside the OECD countries. Thus, Klein and Oliy#999:21) suggest that capital
account liberalisation in developing countries ddocome after adequate institutional

and sound macroeconomic policies have been puaaep

The study by Kraay (1998) focuses on the mediutorig-run macroeconomic effects of
capital account liberalisation as manifested inwghp investment and inflation. In
addition, Kraay (1998) investigates the role ofitmontrols in extenuating the adverse
effects of financial crises. Kraay (1998) uses ma of 117 countries and a variety of
indicators of financial openness, such as the IMfasare, Quinn measure, and volume
(ratio of capital inflow and outflow to GDP) foretperiod 1985-1997. Kraay (1998:10)
combined a cross-sectional regression analysisamMiéiss common event-study approach.
For the cross-section analysis, Kraay regresseld @agendent variable (repér capita
GDP growth, reaper capitaGNP growth, domestic investment as a fraction bPGand
the log of the average annual CPI inflation rate) each of the financial openness
variables separately along with other control u@da. The estimations were carried out

using both OLS and IV techniques.

The results obtained from the cross-sectional amalyvere generally in line with other
studies that reject the hypothesis that finangu@nmess significantly promotes economic
growth. Further analysis also rejects the hypothdéisat financial openness has level
effects on income and the hypothesis that capitabant openness is successful in

countries with a strong financial sector and a gpolicy environment (Kraay, 1998:11-
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12). Similarly, the results of the event stlidsupport the cross-sectional analysis, in that
capital account liberalisation did not have mudtistically significant effect on growth,
investment and inflation. However, when Kraay tooko account the risk-adjusted
returns? of each country in the cross-sectional growth essjons, the coefficient of the
resulting interaction variables become statistycadignificant. Consequently, Kraay
(1998:11) concludes that “the growth impact of fio@l openness is larger in countries

that are net capital importers.”

Edwards (2001) examines, among other things, tlestopn of whether or not the effects
of capital mobility and economic growth differ be®n emerging market economies and
advanced countries. This stems from the criticisat the Quinn’s results did not account
for the possibility of endogeneity of the financiapenness variable, since policies
towards the capital account may be affected byethel of income and the rate of growth
(Eichengreen and Leblang, 2003:207). Also, countwlose income growth is high for
reasons other than financial deepening may expsE¥iem Ssimultaneous increase in
financial development (Klein and Olivei, 1999:1%at, in turn, may foster financial
openness. Employing th&hareand the Quinn index of financial openness, Edwards
estimated a cross-section regression using weidbést squares (WLS) and instrumental
variable (IV) techniques. The results show that ¢befficient of the Quinn index was
positive and statistically significant, but the gth effect only occurs after a country has
attained a certain level of economic developmeat. dountries with very low levels of
domestic financial development, capital accountnopss appears to have a negative
effect on growth. Thus, the results of Edwardslpadpport Quinn’s (1997) finding of a

positive impact of financial integration on growth.

A cross reading of the literature as summarisedlable A-4.1 of the appendix reflects
the conflicting results just highlighted. Similarlguthoritative surveys of the literature by
other authors, such as Kosteal. (2006a), Collins (2004), Edisat al. (2004) and Prasad

™ n the event-study approach, Kraay computed tfezebf capital account liberalisation as the differe
between the average value of each dependent \ariablhe three years immediately following each
liberalisation episode relative to its average valuéhe three years before the liberalisation epigsde
Kraay (1998:12-13) for more details).

2The nature of risk-adjusted returns in a countryukhaffect the flow of investment to and from that
country. It is expected that investment and growtghiincrease in countries with risk-adjusted returns
greater than the world average (Kraay, 1998:1hceSit is difficult to obtain data on risk-adjustedurns,
the author proxies it by the flow data on the agerhalance of the financial account of the balasfce
payments over the sample period which was, in turteracted with each of the financial openness
measures.
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et al (2004) found mixed evidence. For instance, ircent survey by Koset al. (2006a)
of the studies, they found that most of the studietsin no effect or the results were
ambiguous (results that are not robust acrossnalige specifications) for developing
countries. Hence, they concluded that “if finandrgkegration has a positive effect on
growth, it is apparently not robust, once the uslgerminants of growth are controlled
for” (p.13). Overall, while few studies, as in tiease of Quinn (1997), have found
significant positive effects of financial integi@ti on growth, most evidence seems to
lean in favour of the results of Rodrik (1998). & summary in Table A-4.1 in
appendix to Chapter 4 also shows, the mixed orlictinf results did not improve even
after recent studies applied more advance panal elanometric methods such as the
generalised method of moments (GMM) (cf. Schuladoki Steger, 2006; 2007; Laureti
and Postiglione, 2005; Lee and Jayadev, 2005; Bholfi and Mendicino, 2004;
Eichengreen and Leblang, 2003; Edisenal, 2002; McLean and Shrestha, 2002;
McKenzie, 2001; Reisen and Soto, 2001, Bailliu,@00

An analysis of many of the previous studies on dffects of financial integration on

growth reveals that the contradictory conclusionay meflect differences across the
studies. Such differences include the measuresaifdial integration used, the sample of
countries used, the time period, the econometrithoumlogy and the set of the right-
hand side variables used. These issues will beuated and discussed in turn. The
purpose is to highlight the specific issues that mew empirical studies must carefully

address to provide more robust results.

i. Measures of financial integration

As is evident from Table A-4.1 in appendix to Cleapt, different studies have employed
a wide range of indicators of financial integratidiypically, studies either employ one or
two measures ale jureor de factointegration or use a combination of both measukes.
careful analysis of the studies reveals two linesomtrasts in the findings based on the
different measures. The first is between studi@sguthe IMF dummy oiShareand the
Quinn index (both arde juremeasures), while the second is between studiag 8sime

de jure measures and studies usidg factomeasures. Studies using the Quinn index
found more evidence of significant positive effetfinancial integration on growth than
those using the IMF index (either dummySirarg. Of the eight studies that employ the

Quinn index, seven found some effects (sometimgsertding on some country
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characteristics), and only Kraay (1998) found rfeatf In contrast, of the several studies
that used the IMF index, only two (Klein and Olivé999 and Bonfiglioli and Mendicino,
2004) found a positive and statistically significaeffect of integration on growth.
However, the positive effect of integration did madrk directly; instead in both studies
the effect works through financial development. There robust results of the Quinn
index may be attributed to the fact that it is #dremeasure of financial integration than
the IMF index, since the Quinn index attempts toteee the degree of intensity of capital
control (Koseet al.,2006a:15 and Collins, 2004:75).

Regardingde jureversusde factomeasures, the evidence shows ttefactomeasures
uncover more robust effects of financial integnatam growth than thde juremeasures
(cf. Edisonet al, 2002; O’Donnell, 2001; Bailliu, 2000; Kraay, 1998he effects of the
de factocapital flows were even more robust when spedificls of capital flows or
stocks (e.g. FDI and sum of FDI and portfolio eguitflows) were used instead of total
capital flows or stocks (cf. Calderdat al., 2004; Collins, 2004; McLean and Shrestha,
2002; Reisen and Soto, 2001).

Following a review of the various measures of fiiahintegration used in the literature
Koseet al (2006:14) note that studies using “finer” (refiegrthe Quinn measure jure
andde factomeasures found more evidence of positive effedinahcial integration on
growth. Consequently, they argue that an apprapriaasure of financial integration is

vital for detecting the growth effects.

il. Country coverage

Studies also differ considerably in terms of coesticovered. While some studies focus
exclusively on advanced countries (cf. Alesieaal., 1994), a few others consider
emerging market economies and developing couraneisstill others combine the three
groups. The findings of the studies are also veigethwith regard to countries covered.
For instance, Quinn (1997) and Quinn and Toyod®{20using a combination of the
three groups of countries, found a strong effedir@ncial integration on growth, while
others such as Grilli and Milesi-Ferretti (1995)dafRodrik (1998) with similar
combinations found no effect. Similarly, whereaslesta et al. (1994) focusing

exclusively on the OECD countries found no sigifit effects, Edwards (2001) and
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Edison et al. (2002) found a significant effects in developedurtoies, but not in

developing countries.

Thus, a review of the different studies indicatest tgrouping heterogeneous countries
together, as is usually done in cross-sectionapamel data approaches may lead to
misleading conclusion. First, from a theoreticainpoas noted by Henry (2006:16)
financial integration should have opposite effestsen comparing developing and
developed countries since, according to the nesici@smodel, financial integration will
cause capital to flow from developed to developoayntries. Hence, the results of
studies combining both groups of countries may hevegative or no effect due to the
opposing effects of integration on the subgroupsamples (Henry, 2006:16). Henry
(2006:16) also observes that developing and deedlapuntries implemented reforms in
their capital accounts at different periods. Wherdaveloped countries liberalised their
capital accounts in the late 1970s and early 1988#loping countries only began in the
late 1980s and early 1990s. Hence, studies thataraple periods that ended in the early
1990s would have excluded economic performanceeweldping countries since the

effects of integration would only have started t@nifest themselves (Henry, 2006:17).

Moreover, several studies have identified othemtguspecific characteristics that could
substantially affect the outcome of financial im®n. These include institutional
quality (cf. Klein, 2005, Edisoret al., 2004; Edisonet al., 2002), level of financial
development (Bailliu, 2000), the level of human it@pdevelopment (Khoury and
Savvides, 2006), the level pkr capitaincome (cf. Edisoret al., 2004; Edisoret al.,
2002; Klein, 2007; 2003), ethnic and linguisticdregeneity (cf. Chanda, 2005), and the
sequencing of liberalisation reforms (Fratzschet Bnssiére, 2004). Assuming that no
two countries have precisely the same featuresjpimg them together would bias the
results, since the results may reflect the trueaue for neither one nor the other. Hence,
where possible, country-specific studies may previbtter insight on the effects of

financial integration.

iii. Time period covered
As shown in the summary in Table A-4.1 of the apjpeto Chapter 4, studies also differ
in terms of the time periods covered. The diffeemnin time periods covered manifest in

two ways. First, the range of the sample: while s@uthors used data dating back to the
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1950s and 1960s (cf. Alesir al., 1994 (1950-1989); Grilli and Milesi-Ferretti, 1995
(1960-1989); Quinn, 1997 (1960-1989); McKenzie, PQD960-1989)), others used data
from the mid 1970s or even from the 1980s (Rodti&98 (1975-1989); Kraay, 1998
(1985-1997); Edwards, 2001 (1980-1989); ReisenSwtd, 2001 (1986-97)).

Secondly, the sample period averages used aredtiff@across studies. Even though
studies may cover a long time period in the dad@hedata point used in the analysis
often represents some averages of shorter timedsemwithin the entire time period
covered. This may be 4-yearly averages (cf. ModyMarshid, 2005), 5-yearly averages
(IMF, 2007; Quinret al.,2001; Bailliu, 2000) or even sometimes up to 2@rljeaverage
such as those used by Collins (2004). Kesal. (2006a:14) noted that the choice of
sample could make a difference given that diffedaelopments may take place in a
country or countries at different times. One suelralopment is the debt crisis of the
1980s which may weigh more in studies that covechmaf the 1980s period as opposed
to studies that cover much of the 1960s and 19 0s€et al.,2006a:14).

Similarly, as noted above, countries implementegitah account liberalisation at
different periods. As such, the result of a studyl veflect the relative weight of

implementation periods of countries included. Ireeent comprehensive study in which
they replicated six of the prominent earlier stetflan an attempt to reconcile the
discrepancies in the results of different stud@sinn and Toyoda (2007:23) attributed
the differences in findings to the measures ofrfaial integration used and the different

periods covered in the estimations.

Therefore, in studying the effects of financialegtation on economic growth, it is
important that adequate consideration be giverhtmsing an appropriate period for the
study. As noted by Koset al. (2006a:31), a longer time span may be more seitdsl
investigating the effect of financial integration economic growth, since all the effects
(both direct and indirect) are not likely to maaééige in the short run. However, the wave
of financial integration in developing countriesiyobegan in the mid to late 1980s and
early 1990s (Henry, 2006:17 and Kasteal., 2006a:11). This limits the time span that

can be covered for a study of developing countoesapture the effects of their financial

13 Studies replicated were Grilli and Milesi-Ferretti995), Quinn (1997), Rodrik (1998), Arteta al.
(2001), Edwards (2001) and Ediseinal. (2004).
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integration. Consequently, empirical studies woudegd to be cautious in choosing the
time coverage for the analysis such that the tihesen would reflect the actual time that

financial integration takes effect.

iv. Differences in methods

Perhaps the most visible methodological differenaesss the studies relate to the
econometric and statistical estimation techniqussedu From earlier studies that
estimated the cross-sectional regression using Oh&e recent studies employ a
combination of several techniques such as instrtehemriable (IV), two stage least
squares (2SLS), weighted least squares (WLS), feteztt panel data technique and the
generalised methods of moments (GMM) (see TablelA-&tudies using a combination
of techniques show that some differences in resudts be obtained depending on the
method of estimations used. For instance, Kraa9&1and Edisomet al. (2001) obtained

a statistically significant positive effect of tlde factomeasure of financial integration
using OLS, but when an IV was used the effect waonger significant. What is not
clear though is whether the differences in resaiésdue to the quality of the instruments

or the method used.

A major concern of most studies employing the \grad cross-sectional and panel data
econometrics techniques just mentioned is to addré® problem of possible
endogeneity of financial integration and other righnd side variables (Collins, 2004:78
and Koseet al.,2006:15). A review of the literature provided kgveral authors points to
the same conclusion that the endogeneity problamatabe addressed satisfactorily by
such frameworks due to a lack of valid instrumednts Henry, 2006; Koset al., 2006;
Collins, 2004:81). Collins (2004:81), for instanceferring to the endogeneity problem
noted that “[t]his problem is difficult to addrefsdly and a cautious interpretation is that
growth regressions provide a descriptive summarghefassociation among variables of
interest that should not be given a causal intéaom”. Thus, any study that could help
to give a better understanding of the causalitgti@hship between financial integration

and economic growth would be a major contributmkriowledge in this regard.

V. Different right-hand side variables
It is now a standard practice in growth regressitingontrol for the effects of other

variables outside the variable of interest (in therent study, financial integration).
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While a number of variables have become fairly déad in most growth regressions
used to examine the effects of financial integratgiudies also differ significantly in the
kinds of control variables employed. The converdlorariables used include the initial
level of per capitaincome, average years of schooling (as a proxydionan capital) and
a measure of trade openness (cf. Quinn and Toyi¥,; Schularick and Steger, 2007;
Quinn, 1997; Levine and Renelt, 1992; Barro ané-$&Mlartin, 1992).

A major problem is that contending studies harddg similar models (cf. Levine and
Renelt, 1992; Sala-I-Martiet al., 2004; Collins, 2004). Levine and Renelt (1992) aver
among the earliest studies to investigate the tolbgs of the results of explanatory
variables commonly used in growth regressions. Tioeyd that “only a few findings
can withstand slight alterations in the list of kxgatory variables”. As noted by Collins
(2004:79), a variable may appear significant in adet when included with some
determinants, but not when combined with othershsas standard determinants of
growth. One possible reason is that two or moretrobrvariables may be highly
correlated, which may lead to wrong parameter ed#m and insignificant results
(Schularick and Steger, 2006:4). In addition, sahéhe right-hand side variables may
themselves be endogenous. Investment is one suehtjab control variable that appears
controversial in its use on the ground of its po&rendogeneity. While some authors
choose not to include it because of its potentiogeneity (cf. Obstfeld and Taylor,
2003; Eichengreen and Leblang, 2003; Edisbal, 2002; McLean and Shrestha, 2002;
Klein and Olivei, 2001) others such as Schularictt &teger (2006), Klein (2005), Arteta
et al.(2001), Edwards (2001) and Rodrik (1998) explotbntrolled for investment. For
such variables that may be endogenous, the laslalaf instruments has further led to
differences among studies, as authors seek tolieseadive instruments. As noted earlier,
the problem of endogeneity of right-hand side \@es is difficult to solve within the

cross-sectional/panel framework.

What is evident from the foregoing discussion &t tmany of the empirical models used
for studying the effects of financial integratioiffer in important ways, for example in
terms of countries covered, time period of studgthnd used and variables used. This
makes comparison of the results of empirical moéelby difficult. Besides, and more
importantly, the frameworks used, such as the esestional and panel data approaches,

are fraught with several problems that render thesults less reliable. One notable
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problem highlighted above is the inability of thepaoaches to adequately cater for the
endogeneity of financial integration and some efriight-hand side variables; hence they
cannot be used to establish a causal relationstiywelen economic growth and such
variables. In addition, the coefficient estimates anly average effects for a sample of
countries covered and do not represent any paati@duntry in the sample. This makes
it difficult to draw country-specific policy condiions based on such results. One way to
address some of these problems is to use a cospiwific time-series approach. But
despite the foregoing limitations of the cross4ieeetl and panel data frameworks, they
have remained popular because of limited time-set&ta to carry out time-series studies.
Nevertheless, there is a little literature basedime-series studies and these papers are

reviewed below.

4.3.2 Country-specific studies

A major weakness of cross-country and panel dadiest is that they only capture the
cross-country variation in average growth rates famghcial openness for the countries
concerned. Such studies cannot identify countrgifipadifferences. However, country-

specific studies are very rare.

One attempt to analyse the effects of capital atchiperalisation on the macroeconomy
in a particular country was Esen (2000), who foduse Turkey. He uses descriptive
statistics to provide a historical account of tifea of developments in capital account
liberalisation on the macroeconomy of Turkey. Basedthe historical analysis of the
macroeconomic development vis-a-vis the finandiedrhlisation policies, Esen (2000:5)
reaches the conclusion that “contrary to theorkt@aectations, the opening of the
capital account induced adverse effects on finameiarmediation, saving, investment,
growth and foreign debt”. One major limitation ofden’s method is that it does not
provide any indication of the statistical significe of the effects suggested by the

analysis.

Kim et al. (2004) is another country-specific study and ohthe few, strictly speaking,
pure time-series studies on the subject. They tigasd the macroeconomic effects of
capital account liberalisation in Korea using atweautoregressive (VAR) model. First,
Kim et al. (2004:625) were concerned with the “basic propertf capital flows before

and after capital account liberalisation”. To targl they tested whether or not the capital
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account (capital flows) became less dependent oermuaccount movements and more
independent during the 1990s when the capital nids&eame more liberalised. Next,
they examined the interrelations between capitakd$l and macroeconomic variables —
output, inflation, exchange rate, interest rate motey. Kimet al. (2004) use the ratio of
capital account flows to GDP as a proxy for finahantegration. This corresponds to the
volumemeasure in Figure 3.2 of Chapter 3. The analysis eearied out for the period
1980 to 1999 using quarterly data. The period wahér divided into two sub-periods —
1980-1989 and 1990-1999, with the 1980s represgnime era of capital account
restrictions and the 1990s representing the elefalisation. Also for the 1990s, the
authors used a sample that omits the crisis p€ti®€7:4 and 1998:1). The analyses were
based on variance decomposition and impulse respamsing bi-variate and tri-variate
level VAR models. The impulse response analysis wased on standard errors
identified with the Cholesky decomposition as ssge by Sims (1980).

The variance decomposition results show that in1i®@&0s, 40-44% of capital account
movements were explained by current account shdeois,this dropped to 21-25%
(without the crisis period) and 31-37% (with thésisr period) in the 1990s. The authors
therefore conclude that capital account liberalsatsubstantially changed the nature
and composition of capital flows”. The impulse reispe results also show that the
“effects of autonomous capital flow shocks on macomomic variables are considerably
different before and after capital account libesation”. More specifically, capital
inflows substantially increased output in the 19806not in the 1980s (Kirat al.,2004:
629 and 631).

Another study closely related to Kiet al. (2004) is Jin (2006), who employs a seven-
variable VAR model to explore the relationship be#w financial openness and
economic growth for Korea and Japan. The dynamalyais is also based on the
Cholesky decomposition with quarterly data. Howeuarlike Kim et al (2004) who
employ seasonally adjusted series, Jin (2006) ssasonally unadjusted series. The
VAR model uses quarterly data for the period 19712%7:3. Given that the series were
non-stationary in levels and not cointegrated,ab#hor estimated the VAR system with
all variables in first differences with no erromrction terms. Hence, Jin (2006) models
short-run relationships, unlike the long run reasghip of Kimet al (2004). The
variables used in Jin (2006) are: real GDP, the @PBffator, the narrow money supply,
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real government expenditures, the trade/GDP ratia proxy for openness, the index of
industrial production of industrial countries a®xyr for foreign output shock, and the
world commodity price index of industrial countrias a proxy for foreign price shocks.
Financial openness was measured using two indgatamely the ratio of FDI to GDP

and the spread between domestic and foreign intestes, where a large spread

represents a small degree of openness (Jin, 2006:23

Jin (2006:238) finds that the short-run effectdimdncial openness on the growth rate of
output and of the price level in Korea were all atage and significant, while the effects
were not significant in Japan. According to thehaut the “contrasting results in Japan
and Korea suggest that banking and financial ustits in Japan were more or less
internationalised and relatively immune to foregrocks, and thus the macroeconomic
effects of financial market openness were founbeansignificant in Japan; but it is not

the case in Korea”.

What is more striking is the contrast between #seiits of Kimet al. (2004) and those of
Jin, both for Korea. While Kinet al (2004) found a significant positive effect of tap
flows on real output, Jin (2006) found the opposi@ne possible reason for the
contrasting results may be due to the fact thds JR006) study did not differentiate
between the eras of capital account restrictionslideralisation as was done by Kigt

al. (2004).They showed that the response of real GDP to thg¢atdlows in the 1980s
(the capital control era) was not only insignifitarut also negative, and became positive
and significant in the 1990s when liberalisationswa place (Kimet al., 2004:631).
Hence, estimating the model for the entire perioghtnhave biased Jin’s results. This is
even more so, when one considers the fact that stady covered more of the restriction
era (from 1977:1 instead of 1980:1 in Kehal 2004) and less of the liberalisation era
(up to 1997:3 instead of 1999:4 in Kiet al 2004) than in Kimet al. (2004). It is also
possible that the contrasting results may be dutheodifferent measure of financial
openness used. Whatever the reasons may be, nensosshas emerged from the few
time-series carried out. Hence, more studies aexlew to unravel the relationship
between financial integration and economic growthlso highlights the need for careful

selection of the period of analysis and the indicafor measuring financial openness.
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Despite the long-standing experience of financ@drmess among the SACU countries,
there is no known study so far that investigatespbssible effect it might have had on
economic performance of the counties. A study @f telationship between financial
openness and financial development, especially gntbe smaller SACU countries,
could provide useful lessons for other developingntries in Africa. To fill this gap,

Chapter 8 will focus on empirical examinationsiu {ssues among the SACU counties.

45 SUMMARY AND CONCLUSION

This chapter reviews the theoretical and empititatature on the relationship between
financial integration and economic growth. Fronm@aretical point of view, the evidence
from the literature suggests that financial intégracan have both direct and indirect
effects on economic growth. The direct impact mssutom financial integration
stimulating economic growth through increasing dstigeinvestment by augmenting
domestic saving and thereby reducing the cost pftala(Kose et al., 2006a:5). In
addition, financial integration can improve the lgyaof investmentper capita by
promoting international risk sharing and diversifion, thereby directly stimulating
economic growth. The indirect channels suggest fimgncial integration promotes
growth through the stimulation of domestic finahcséand institutional development,
macroeconomic discipline, and through signallinde@f Through these channels

financial integration can positively affect thegatf economic growth in a country.

Conversely, the theoretical literature also suggagpossible negative effect of financial
integration on growth arising from the volatility capital flow, pro-cyclicality of short-
term flow, loss of macroeconomic stability, concatibn of capital flow and a lack of

access by small countries as well as the domessallocation of capital flow.

Despite the growing number of studies and the ackment in methods used, the
empirical literature reviewed in this chapter pd®g largely inconclusive evidence on
the effects of financial integration on economiowth. While many studies found a
negative effect, some others found the effect topbsitive and yet others found no
significant effect. A careful examination of thedies highlights a number of differences
across the studies that may account for the canfljicresults and which any new

empirical studies must carefully address to prouvideust results. These include the
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measures of financial integration used, the samopleountries used, the time period

covered, the econometric methods and the set lof-ngnd-side variables used.

A major weakness of most previous studies relaiete frameworks used, such as the
cross-sectional and panel data approaches, whicfraught with several problems that
render their results less reliable. One notablélpro is the inability of the approaches to
cater adequately for the endogeneity of finangiggration and some of the right-hand
side variables; hence they cannot be used to edtabhusal relationship between
economic growth and such variables. In additiore twoefficient estimates are only
average effects for a sample of countries coveretl do not represent any particular
country in the sample. This makes it difficult tae country-specific policy conclusions

based on such results.

The inconclusive nature of the results of the pesistudies calls for further studies on
the relationship between financial integration aedonomic growth. This study,

specifically Chapter 8, is an attempt to provideHer insight on the subject. In doing
this, the current study focuses attention on adidrgghe weak framework used in most
previous studies as well as how financial integratis measured and the countries

covered.
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Table A-4.1: Summary of Studies on the Relationflgfwveen Financial Integration and Economic Growth

Study Country Year cover Estimation Variables Summary of findings
cover method(s) Dependent Financial integration
measure
Alesina, Grilliand | 20 OECD 1950-1989 Cross-country | Real GDP Dummy for capital No effect: A positive but not significant impact of
Milesi-Ferretti linear regression| growth rate and | control capital controls on economic growth
(1994) per capitareal
GDP growth
Grilli and Milesi- 61 1966-1989 Panel pooled | Per capita real | Share No effect: No evidence of a robust correldbetween
Ferretti (1995) (OLS) GDP growth capital control and economic growth
Quinn (1997) 64 1950-1994 Cross-section | Per capitareal | Quinn and/A Quinn Capital account liberalisation is robustly and posigive
Developed (OLSs) GDP growth (1988-1958) associated with economic growth
and less (1960-1989)
developed.
De Gregorio (1998) | 24 Dev. & 1976-1993 Cross-section Per capitareal IAPM (Levin and Financial integration has no additional effects on
less Dev. (OLS) GDP growth Zervos 1995), ICAMP | economic growth other than it may have on financia
(Levine and Zervos, deepening of the domestic financial market.
1998b), GFR and CLAS
(Montiel, 1994)
Kraay (1998) 64, 94, or 1985-1997 Cross-section Per capitareal Share (117 sample), Coefficient of Share and Quinn were insignificanthwi
117 (OLS & IV) GDP growth Quinn (64 sample) & mixed signs, coefficient of Volume was significantar
Developed Volume (94 sample) positive.
and less
developed.
Rodrik (1998) 100 1975-1989 Cross-section| Per capitaGDP | Share No effect: financial integration has any significant
(OLS) growth effect on economic growth.
Bosworth and 58 1978-1995 Annual panel | I/Y, SIY Volume Mixed: FDI significantly fosters dorsiic investment,
Collins (1999) (Country and/or portfolio flows have no discernible effect, and
industry fixed international flows have insignificant impact on isav

N
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Variables

effect)
Klein and Olivei 93 1986-1995 Cross-section | Per capitareal Share Positive and significant: But the significant effect
(1999) (OLS, 2SLS) GDP growth were driven by the OECD countries in the sample.
Bailliu (2000) 40 1975-1995 5-yearly Per capitareal | Volume Mixed: Capital inflows have positive andrsfgcant
dynamic panel | GDP growth impact on economic growth, but only in economies
(GMM) where the banking sector has reached a certaindéve
development.
Esen (2000) Turkey 1980-1993 Descriptive Not specified Volume The opening of capital accandticed adverse effects
statistics on financial intermediation, savings, investment,
growth and foreign debt.
Arteta, Eichengreen| 51-61 1973-81, Cross-section | Per capitareal | ghare,A Quinn Mixed: Some evidence of positive association betws
and Wyplosz (2001) 1982-87, (OLS, 2SLS); GDP growth IFI and growth, but the effects vary with time, with
1988-92 or | sub-period pane how IFI is measured and the estimation method.
pool for pooled (OLS)
these 3
periods
Edwards (2001) 55-62 1980-1989 Cross- section,Per capitareal Share, Quinn coefficient was statistically significant and
WLS (1985 GDP growth Quinn in 1988, positive, but growth effect only manifests itself afte
GDP), IV (1980-1989) A Quinn 1988-73 country has reached a certain degree of developme
For countries with very low levels of domestic finehc
development a more open capital account may have
negative effect on growth.
Bekaert, Harvey and 95 1981-1997, | Cross-section, | Per capitaGDP | Date of stock market | Coefficient stock market liberalisation was sigeeint
Lundblad (2001) Overlapping | (OLS) growth liberalisation and positive, with the largest effects occurring skortl
data after liberalisation.
McKenzie (2001) 112 1960-1989 Cross-section| Per capitaGDP | Dummy variable Mixed: The effect of capital contool economic
(OLS), 5-yearly | growth growth was not robustly significant.

dynamic panel
(GMM)
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Variables

O’Donnell (2001) 94 1971-1994, | Cross-section Per capitaGDP | Share and Volume, Mixed: Neither Share nor interaction of Share abd F
1975-1995 (OLS, V) growth include interaction were significant, but Volume and interaction of
between Share and FD}| Volume and FD were sometimes significant.
and Volume and
FD.
Quinn, Inclanand | 76 1960-1998 5-yearly panel,| Per capitareal | ghare, A Quinn Positive/mixed: Financial openness has robust pesit
Toyoda (2001) (Fixed effect) GDP growth impact on growth in most countries.
Reisen and Soto 44 1986-97 Dynamic panel | Per capitareal Volume - FDI, Mixed: FDI and Portfolio equity investment exert a
(2001) data (GMM) GNP growth Portfolio equity flows, | significant positive effect on growth, while longda
Portfolio bond flows, short-term bank credits exert negative and significa
Long-term bank credit, | effect on growth. This implies that equity investmisnt]
Short-term bank credit | better than debt instruments.
Edison, Levine, 57 1980-2000 Cross-section Per capitareal Share, Volume — stock | No effect/mixed: In most cases financial integration
Ricci, and Slok (OLS & 2SLS), | GDP growth of capital flows, flow of | measures do not exert significant impact, though in
(2002) dynamic panel capital, stock of capital | many cases, positively associated with economic
data (GMM) inflow, and Inflow of growth, even when controlled for particular econgmi
capital. financial, institutional, and policy characteristics.
McLean and 40 1976-1995 Panel regressiorn| Per capitareal Volume (capital Mixed: For the combination of developed and
Shrestha (2002) (2SLS) GDP growth inflows- total, FDI, developing countries the coefficient of total fltxas a
(averaged over | Portfolio, Bank loans) | positive and significant (at 10%) effect on growth,
five non- while the coefficient of FDI and portfolio is posié
overlapping and significant at 5% and 1% respectively. But bank
years) loans were negative and insignificant. For deveigpi

countries only, the coefficient of total flows anahix
loans were negative and only bank loan was sigific

(10%). FDI and portfolio were positive and significarn

<
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Variables

Edison, Klein, Recci 45-89 1970-1989, | Cross-section Per capitareal Quinn, Share, Volume, | Mixed: Effect of capital account openness on econo
and Slok (2003, 1973-1992, | (OLS) GDP growth Date of stock market | growth not significant if the regressions include an
2004) 1976-1995, liberalisation indicator of government reputation. But offers
1980-1995 consistent effect of capital account openness aud st
market liberalisation on economic growth for middle
income countries, though not for poorer countries na
for richer countries.
Eichengreen and 21 and 47 1888-1997 Dynamic panel | Per capitareal Dummy, Share and Mixed: The coefficients of capital control were piva
Leblang (2003) 1975-1995 estimator GDP growth interaction term for and significant for the entire period, it was sigrafit
(country- (over each five-year period | during the interwar years but insignificant durihg t
specific fixed successive non-| and interaction with Bretton Woods years. The coefficient is positive in
effects) overlapping monetary regime period of financial instability, but negative whenses
five-year are absent (then open capital account exerts positiv
periods) effects).
Klein (2003) 51-85 1976-1995 Cross-section| Per capita real | Share, Quinn (average | Mixed: The coefficient of Quinn and Share were
(OLS, IV) GDP growth for 1973, 1982, 1988) | positive and significant in some middle income'4®
the 75" and 58 to the 8&' percentiles of income
respectively) countries, but not for rich countries o
poor countries.
Prasad, Rogoff, We| 24 1980-2000 Descriptive, Per capita real | Volume (gross private | No effect: No association between financial integrati
and Kose (2003) simple GDP growth capital inflows + gross | and economic growth. Financial integration is not a
correlation test private capital necessary condition for achieving a high growth iand
and scatter plot outflows/GDP) is not a sufficient condition for a fast economic gitow|
Bonfiglioli and 90 1975-1999 5-yearly Per capita real | Dummy Mixed: Financial openness has positive effect on
Mendicino (2004) dynamic panel | GDP growth growth but mainly through indirect channels —
model (GMM) mitigating effects of banking crisis.
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Variables

Calderén, Loayza | 76 1970-2000 Dynamic panel | Per capitareal IMF dummy, Volume | Significant effect: Robust evidence of a non-linear

and Schmidt-Hebbe model (GMM) GDP growth (ratio of portfolio and relationship between financial openness and economic

(2004) (non- FDI liabilities to GDP) | growth. Upper-middle income countries appear to rgap

overlapping average over five years, the most benefit of financial openness.
five-year
periods)

Collins (2004) 84 (cover 1960-1980 20 Year annual | Per capitareal Total capital Total capital inflows: mixed but not strong assooiati
95% of 1980-2000 average GDP growth inflow/GDP and FDI with growth.
global GDP) | (full 20 year) | Cross-section inflow/GDP. FDI inflows: positive and statistically significardgrfall

(OLS & 2SLS), sample, but becomes marginally significant for LDC
dynamic panel sample and Africa.
data (GMM)

Fratzscher and 45 1980-2002 5-yearly Per capitareal Volume Mixed: Positive short-run growth impact afdncial

Bussiére (2004) dynamic panel | GDP growth openness, but the long run depends on the instialtion

model (GMM) gualities, FDI flows and liberalisation sequencing.

Kim, Kim and Korea 1980-1999 VAR (Forecast | Real GDP (and | Volume (Capital Capital account liberalisation substantially chaniped

Wang (2004) (1980-89 and| error variance other variables) | inflow) nature and composition of capital flows. The effexdts

1990-99) decomposition autonomous capital flow shocks on macroeconomic

(Quarterly and impulse variables are considerably different before and afte

data) response) capital account liberalisation. Capital inflows
substantially increased output in the 1990s butmot
the 1980s before.

Prasacket al.(2004) | 76 (21 1970-1999 Descriptive Per capitareal Gross capital flows: There was no robust causal relationship between
developed 1980-2000 statistics GDP growth bank lending, portfolio | financial integration and economic growth. However
and 55 1982-1997 flows and FDI; and evidence suggests that some developing countries may
developing) foreign ownership have experienced greater consumption volatility as

restriction index result of financial integration.

Vanassche (2004) 45 1980-1997 Cross-section A IND Share, Quinn Positive: Financial openness has ayositiect on

(OLS, IV)

sectoral value added growth but with greater nedati
impact on those sectors more reliant on external
financing.
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Variables

Chanda (2005) 82 of which | 1975-1995 Cross-section, | Per capitaGDP | Share, Share interact | Mixed: Capital control leads to greater inefficieegi
57 are non- oLSs growth with measure of ethnic | and lower economic growth in ethnically
OECD heterogeneity heterogeneous countries, while in countries with les
heterogeneity, capital control worked to enhanced
economic growth.

Klein (2005) 71 1976-1995 Cross-section | Per capitareal Share Mixed: The coefficient of Share exerts a statisljcal
(OLS, IV, non- | GDP growth significant positive influence on economic growdith
linear LS the estimated effects varying with institutional dyal
Spline) with the most benefit accruing to the upper-middle

income countries.

Kose, Prasad and | 85 (21 1960-2000 Cross-section Per capitareal Date of stock market | The coefficient of financial openness is negatineall

Terrones (2005) Developed. (OLS), panel GDP growth liberalisation, Volume | the role of financial integration tends to be lestsust.

and 64 less data (OLS, fixed| (average for (gross capital
developed) effect, IV, LAD) | each 10-year flow/GDP), and
period) interaction term with
volatility
Laureti and 11 1990-2000 Dynamic panel| Per capitareal Volume (FDI, Portfolio | Mixed: The different forms of capital inflows have a
Postiglione (2005) model (GMM) GDP growth equity flows, portfolio | different impact on growth. FDI have insignificant
(ppp) bond flows, bank impact on growth. Portfolio equity flows has a negat
credits, short term debt| and not significant relationship with growth. Poritfol
flows) bond flows have a positive and significant relatfops
in many cases. Bank credits are not positively
correlated with economic growth. Short term debt
flows have a positive effect on growth.
Lee and Jayadev 29 -140 1976-1995 Cross-section | Per capitareal Quinn (constructed by | Mixed: Authors find no evidence that capital accoun

(2005)

(OLS), panel
model (OLS
with fixed
effects)

GDP growth

Lee and Jayadev)

liberalisation spurs economic growth in cross countr
regression. Panel regressions show mixed results.
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Variables

[©)

Mody and Murshid | 60 1979-1999 Annual and 4- | IIY Volume, Sum of Mixed: FDI had the strongest positive impact on
(2005) yearly panels, dummy domestic investment, the relationship between capital
fixed effect, IV flows and growth in investment is greater during
dynamic panel stronger policies.
model (GMM)
Vlachos and 42 1980-1990 Cross-section | A |ND Dummy, Volume Mixed: Positive effect on growth andnher of firms.
Waldenstrom (fixed effects,
(2005) OLS, and IV)
Jin (2006) 2 (Japan andQuarterly VAR model: Growth rate of | FDI inflows/GDP and | Mixed: FDI has a negative effect on growth of real
Korea) data: 1970:1-| impulse real GDP interest rate differential| GDP — significant in Korea and not significant in
1997:7 response between domestic and | Japan.
functions and foreign interest rates** | Interest rate differential: Statistically insignict
variance effect on growth in real GDP in both countries.
decomposition
Khoury and 60 1990-2000 Cross-section | Average annual | Financial openness Mixed: positive and significant relationship betwee
Savvides (2006) (OLS) and growth rate based on market financial openness and growth for countries with
threshold model structure, foreign incomeper capitaabove a threshold and no significant
equity, and Dailami’'s relationship for countries below the threshold. Also
(2000) capital control | countries with high human capital benefit from geea
index openness in financial services.
Schularick and 54 (1980- 1880-913 Cross-section Per capitareal Volume (gross inflows | Mixed: For the first era (1880-1913) the effects of
Steger (2006) 2002) 1980-2002 (OLS, IV) and GDP growth of FDI and portfolio financial integration was robustly positive and
24 (1880- dynamic panel flows over GDP) significant. For the second era (1980-2002) theceffe
1914) (GMM) was not robust and insignificant in almost all the sas
IMF (2007) 73 1975-2004 Cross-country | Per capitareal Volume(total external | Mixed: De factomeasures have positive effects and
regressions GDP growth liabilities, FDI) some were statistically significamie juremeasure has
(OLS) a negative effect and not significant.
Schularick and 54 (1980- 1880-1913 Cross-section Per capitareal Volume (inflows of Mixed: In the first era (1880-1913) financial intagon
Steger (2007) 2002) 1980-2002 (OLS, IV) and GDP growth portfolio and equity has a robust and statistically significant positivieaf
24 (1880- dynamic panel over GDP) on growth.
1914) (GMM) In the second era (1980-2002): positive effect buit ng
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Variables

statistically significant.
Quinn and Toyoda | 94 1955-2004 Cross-section | Per capitareal | quinn, A Quinn, Positive and significant: The effects of capital@ou
(2007) (OLS, IV) and | GDP growth Miniane index, Equity | OPenness were associated with growth and were nof
dynamic panel contingent on the presence or absence of other
(GMM) influences, and the relationship between openneks an
growth appears to be linear.

* Capital control is defined as “Restriction on payrsestt capital transactions” by IMF; with dummy variatalking value of one when capital controls are acpland zero otherwise.
**A large gap between domestic and foreign interatts represents a small degree of openness.

Key to abbreviations: OLS — Ordinary least square$,S2S Two stage least squares, GMM — Generalised mathedoments, IV — Instrumental variable technique, VAR/ector
autoregression, WLS — Weighted least square, FD — Emlagievelopment, IFI — Financial integratio\O — Index of industrial production, I/Y — Ratio ofvestment to GDP, IAPM —

international arbitrage pricing model, ICAMP — imtational capital asset pricing model, CLAS — cardtrd based on the ratio of gross capital flows td*Gihe Feldstein-Horioka saving—
investment correlation coefficient, Euler equatastimates and tests of uncovered interest paritgrdiftial, GFR — ratio of gross capital flows to BD

Source: Summary by Author.
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CHAPTER 5:
THE DEPTH OF FINANCIAL INTEGRATION IN THE SACU COURNRIES
5.1 INTRODUCTION

This chapter uses different measures of finanamdégration to provide empirical
evidence on the degree of financial integratiotheffive SACU countries. In doing this,
the chapter pursues two broad objectives. Firstctiapter explores, in general terms, the
degree of financial integration of each of the SACauntries. Secondly, the chapter
seeks to determine the degree of integration ofsthaller SACU countries with South

Africa.

Financial
Integration

5 |

Economic <:> Financial
Growth Development

Figure 5.1: Structure of chapters

To pursue these objectives, the chapter uses thitaal framework presented in
Chapter 2, which draws on price and quantity dataidentify two market-based
categories for identifying financial integratiomtérnational interest rate differentials and
exchange rates are the relevant price informatidrile capital flows are the relevant
quantity data. Household decisions about saving emweéstment in the local and
international markets have been used as a thistjoat to measure financial integration.
This chapter uses all three categories: startinly thie quantity-based measures of capital
flows, followed by the price-based measures andngndith measures of saving and

investment behaviour.
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The choice of an indicator is largely determinedawgilable data. A battery of tests is
used to establish the degree of financial integnatiThe use of several indicators is
particularly necessary given that each indicater itslimitations. If a range of measures
point to similar conclusions about the nature ofegmation, one can have more
confidence in the conclusions than if one reliesoae particular method. In analysing
each of the indicators the analysis first focusesMbat it indicates about the extent of
financial integration of each of the SACU countri€econd, where applicable, the
chapter uses the indicators to demonstrate thentetdewhich the smaller countries are

integrated with South Africa.

5.2 MEASURES BASED ON STOCK OF CAPITAL

The literature commonly uses two groups of capstaick and flow as measures of
financial integration. As shown in Chapter 3, tirstfgroup uses the foreign assets and
liabilities of the national banking sector (depasibney banks). The second group is
based on external assets and liabilities of a epumhe indicators based on the Lane and
Milesi-Ferretti (2006) data set falls within thisc®nd group. This section will discuss

each set of indicators in turn.

The first group of indicators measures the extériame bias of the domestic banking
sector. Adanet al. (2002:20) argue that the home bias should disappkan financial
markets are perfectly integrated. If the assetsliabdities of banks are largely domestic,
they are home biased, which means there is lesgration. The first indicator in this
category is FIA, which expresses foreign assets aatio of the total assets of the
national banking sector. The second indicator, FLthe ratio of the national banking
sector foreign liabilities to total liabilities. €hthird indicator in this group is FIT, which
is the ratio of the sum of foreign assets and littds to the sum of total assets and

liabilities of the banking sector.

For the purpose of this study it would have beesfguable to use the actual stocks of
assets and liabilities that banks hold in other SACuntries in the computations.
However, due to lack of data on cross-country ehfidws among the SACU countries
this was not possible. Consequently, the study tieaggregate stock of capital reported
in the International Financial Statistics (IFS)tbé International Monetary Fund (IMF).

Therefore, the integration captured within thest dapresents integration with the rest
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of the world and not just with SACU member statésvertheless, since by virtue of the
CMA/SACU agreements, capital is allowed to flowelise among the countries, but is
restricted with the rest of the world, the data ldorepresent largely integration with
themselves, especially with South Africa. The shafréoreign assets and liabilities of
banks should increase with greater integration,céeih is expected that each of the
indicators will rise over time as they become mfinancially integrated (Adanet al.,
2002:22).

The second group also provides broad measuresaridial integration and is based on
the external assets and liabilities of a countsyreported in the IFS database under the
international investment positions (IIP). The [I&al report the stocks of external assets
and liabilities at the end of the recording periadhile the balance of payments data
records the corresponding flow items (Lane and &itikerretti, 2006:6). In the IIP data,
international assets and liabilities holdings dessified into the following broad groups
(Lane and Milesi-Ferretti, 2006:6):

i. portfolio investment (which is subdivided into etyusecurities and debt securities

— including bonds and money market instruments);
ii. foreign direct investment (FDI) — i.e. equity peigiations above 10 percent;
iii. other investment — including debt instruments sasHoans, deposits, and trade
credits;

iv. financial derivatives; and

V. reserve assets.
Measures of financial integration based on theidorasset and liability holding follow
the notion that, with financial openness, the abitif both (1) foreigners to invest in a
country and (2) residents of the country to invabroad will increase. Different
indicators have been computed based on this natioiinancial integration, such as
stocks of foreign assets, stocks of foreign lisib#i, the sum of foreign assets and
liabilities expressed as a ratio of GDP (or totatefgn trade- import plus export)
(Edisonet al.,2002). The use of these indicators is constraiyed lack of data since the
IMF began publishing data on the IIP for many cadest only very recently.
Consequently, due to the data limitation for theC&8Acountries, capital stocks based on
the 1IP from the IMF could not be used in this st gauge the degree of their financial

integration.
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However, Lane and Milesi-Ferretti (2006) have carged stocks of external assets and
liabilities similar to the IIP of the IFS over theeriod 1970 to 2004 for 145 countries
including Botswana, Namibia, South Africa and Swaami. Their capital stock data is
now regarded by many scholars as the Hediactomeasure of financial integration (cf.
Quinn and Toyoda, 2007; Kos# al., 2006a). The methodology of Lane and Milesi-
Ferretti (2006:5) relies both on direct estimatethe stocks of capital, assembled from a
variety of sources, and on indirect estimates coottd using cumulative flows with

valuation adjustments.

This section uses the stocks of foreign assetdiabtlities of domestic banks from the
IMF, and the stocks of external assets and liaslibf countries derived from the Lane
and Milesi-Ferretti (2006) data. In both casesighédr value denotes greater integration.
Whereas the first set of indicators includes the 8ACU countries, the Lane and Milesi-
Ferretti (2006) data does not include Lesotho. @ltsh both sets of indicators can be
computed either as a flow measure or a stock meathe study uses the stock measures.
A major advantage of the stock measure is thatcumulates flows over a long time
period. This makes it more stable over time, untik® flow measure that fluctuates with

short-term changes in the political and policy emwiment (Edisoret al.,2002:754).

5.2.1 Foreign assets and liabilities of domestic banks

In what follows the three measures — FIT, FIA athd +based on the foreign assets and
liabilities of domestic banks are used to gaugedigree of financial integration in the
five countries. Table 5.1 provides summary statisof these indicators of financial
integration and two measures of financial develapnieDC — the ratios of private credit
granted by commercial banks to nominal GDP and FPithe liquid liabilities of
commercial banks to nominal GDP). Figures A-5.1-.3he appendix to Chapter 5
present a graphical representation of the thregatats in the SACU countries. This
section uses the two indicators of financial depeient in conjunction with the capital
stock measures to create a better picture of theeaf capital stock among the SACU

countries. The discussions that follow are basedaiie 5.1.

The first indicator (FIT) is the sum of foreign ats and liabilities of banks as a

percentage of the sum of their total assets ahditias. Using this measure, one can see
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that in general the level of integration has evdlgeadually, with Lesotho and Swaziland
having the highest level of integration. It appeidwat since 1995 most of the countries
recorded some increase in the degree of their ratieg. The pattern of integration

reflected in FIT may be due to either the accunmutadf foreign assets or liabilities by

the domestic banking sector. The last two indicat@lA and FIL) highlight the

structural composition of the total stock of calpiiat discussed.

Table 5.1: Summary of indicators of financial depenent and capital flows in SACU

Country Years FDC FDL FIT FIA FIL
Botswana| 1990-94 13.63 19.59 6.46 8.54 4.19
1995-04| 15.52 26.37 10.1 16.1 3.43
1990-04| 14.89 24.11 8.87 13.6 3.69
Lesotho 1990-94 16.71 34.66 14.7 241 3.70
1995-04| 15.22 28.96 16.3 25.1 5.34
1990-04| 15.75 30.99 15.7 24.8 4.79
Namibia 1990-94 25.75 29.55 7.10 13.6 6.20
1995-04| 37.62 37.92 9.02 7.59 10.7
1990-04| 32.68 34.43 8.54 9.73 9.55
South 1990-94| 55.40 48.20 451 1.00 8.55
Africa 1995-04| 70.20 55.20 7.81 5.61 104
1990-04| 65.29 52.90 6.71 4.08 9.77
Swaziland| 1990-94 23.06 30.85 10.2 15.0 5.13
1995-04| 15.38 21.73 154 252 4.29
1990-04| 18.13 24.99 13.7 21.8 4.58

Note: FDC is the ratio of private credit to GDP; FDLtlse ratio of bank deposit liabilities to GDP;
FIT is the ratio of the sum of foreign assets and litibgito total assets and liabilities of domestic
banks; FIA is the ratio foreign assets to total assetdonfiestic banks and FIL is the ratio of foreign
liabilities to total liabilities of domestic banks

Source: Computed by author based on data from IMérihational Financial Statistics CD-ROM

Using the second indicator, FIA, as reported inl@dbhl, one can see that the banking
sectors in Lesotho and Swaziland, in that ordergHagher ratios of foreign assets than
the other three SACU countries. Of the remainirrgehBotswana has the highest stock
of foreign assets of banks, followed by Namibia &milith Africa. The ratio of banking
sector foreign assets to total assets has grovae dif94 in all the countries, with the
exception of Namibia. Understandably, the Southcafr banking sector, with an assets
ratio of approximately 1%, had few external trami®es during its political and
economic isolation. While the trend has changedesih995, South African banking

remains largely home-biased compared to the resteoSACU countries.

With regard to the third indicator of capital stp€KL, which represents the willingness

of foreign investors (banks) to invest in the doticeBanking system, South Africa had
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the highest ratio of foreign liabilities, followely Namibia. The others (Botswana,
Lesotho and Swaziland) had significantly lower fgreliability ratios. The period since
1994 experienced an increase in this indicator esotho, Namibia and South Africa,

whereas in Botswana and Swaziland it declined.

Based on the FIT and FIA, it is evident that thaekiag sectors of the different countries
have become modestly more externally integratec d&ta also suggest asymmetric
movement of capital among banks in the SACU coestirtven though the indicators did
not specifically capture the actual capital movetseacross the SACU countries,
combining them with the pattern of the indicatofdimancial development presented in
columns 3 and 4 of Table 5.1 suggests that thesfliawour South Africa and Namibia, in

that order, more than the other countries.

One possible reason for the apparent asymmettyeiistock of capital among the SACU
countries becomes evident when one observes teadetween nominal deposit rates
in South Africa and the other countries (see Fighw®.4). The spread is calculated by
subtracting the rates of the other countries froat bf South Africa (a positive spread
implies that the South African rate is higher thiaat of the other countries). Contrary to
the standard neoclassical reasoning whereby tkeadgisted rate of return on capital
should be lowest in the most capital-rich econo8yuth Africa in this case, the graph
suggests that South African interest rates hawandfeen higher (Figure A-5.4 and A-5.5
in the appendix.

A close examination shows that the pattern of theeads mirrors the nature of the
financial development and foreign asset and liaédiof banks in the SACU countries as
reported in Table 5.1. Consider, for instance, Hescand Swaziland, that have the
highest deposit rate spread (in that order) onamerBanks in both countries recorded a
decline in their deposit liabilities (including fgn liabilities) and a dwindling domestic
private credit. For example, between 1990-1994 1385-2004 period the ratio of credit

“The relevant rate of return on capital implied bgdty might however not be the deposit rate. The
reasons for this are that, first, the rate of reamcapital is long-term in nature and in turn notl weoxied

by the deposit rate, and secondly, that the depositlamding rates could be depressed by financial
repression in developing countries.
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to GDP dropped from 16.7% to 15.2% in Lesotho anthf23.1% to 15.4% in Swaziland.
Similarly, for the same period, the ratio of depdiabilities to GDP dropped from 34.7%
to 28.9% in Lesotho and from 30.9% to 21.7% in Slaad. In contrast, the foreign
assets of their banks rose during the same peraod 24.1% to 25.1% in Lesotho and
from 15.0% to 25.2% in Swaziland. Hence it appehes both individuals and firms
seem to be bypassing the domestic banks, and thks themselves bypassing the
domestic economy in the uses of their funds. Lilsewiforeign banks seem to be less
interested in investing in the domestic banks by wfaholding foreign bank assets in the
domestic banks. Namibia has the lowest spread egatded a decrease in foreign assets
of domestic banks, while foreign liabilities of imnks have improved. In the case of
Botswana, the spread has been quite volatile Wwehrésult that domestic banks increased
their foreign assets and decreased their forempililies, though the two indicators of

financial development indicate some increases.

Thus, overall, the analysis of the interest rateeap and the nature of financial
development, as well as the capital flows, are rétezally plausible. According to
standard portfolio theory, if capital is freely niebacross national boundaries, existence
of differentials in returns across countries waluse financial capital to move rapidly to
arbitrage such international yield differentialsel@stein and Horioka, 1980:315).
Consequently, given the nature of the differentialds, one would expect capital to flow
from the smaller countries to South Africa untiéthields are equalised. However, given
the relatively small size of these economies amit tinancial systems, it is not likely
that any capital flows from the other SACU courdrie South Africa will make any
significant difference in the yields of the lattétence, capital may continue to flow in
perpetuity to South Africa if no other measures tateen. Such measures in the other
SACU countries could include reduction of countigks, and increased competition
among banks and institutional developments. Redaf country risks and institutional
development could make domestic investment morgtgite and less risky and as such
enhance financing by banks in the other SACU caemtincreasing competition among
banks could also help to increase the deposit etdslower lending rates by reducing

the monopoly rents earned by banks.
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5.2.2 Aggregate stock of external assets and lisdsl

The Lane and Milesi-Ferretti (2006) data offer adater scope for analysing the extent of
integration in each of the SACU countries by coesith the aggregate external assets
and liabilities of each country. In addition to piding a broad range of external asset
and liability classes that can be used to computeargety of financial integration
measures for the individual countries, Lane andce$tiFerretti (2006) also used their data
to measure the degree of financial integration diree for a group of industrialised
countries, emerging market economies and develomuogtries. Their result established
a benchmark for comparing the extent of integratiothe SACU countries, and was
followed to calculate comparable data for SA€UThe purpose is to explore fully some
of the structural features of stocks of capitathe SACU countries. These are briefly
described as they are applied below. For each @fitdicators, a higher value will
indicate a greater degree of financial integratictih the world. To show their evolution
over time, Tables 5.2 and 5.3 report the averadetheo various measures for three
periods (1980-1994, 1995-1999 and 2000-2004). Egux-5.6 - 5.14 in the appendix
also present a graphical plot of some of the aggeeghdicators. The discussion that

follows is based on Tables 5.2 and 5.3 below.

Table 5.2 presents two sets of aggregate measufiesuacial integration. The first set of
indicators expresses the variables as a ratio d? @Mile the second set expresses the
variables as a ratio of the total external posiifisam of total assets and liabilities). In
line with Lane and Milesi-Ferretti (2006:14) thesfiindicator of financial integration is
the sum of total external assets and liabilitiesaéis of GDP, thus:

TOTAUGDR, = 1A+ Th (5.1)
GDP

whereTA, andTL, denote the total stocks of external assets atulities for country

iat timet. According to Table 5.2, this indicator shows th#itthe SACU countries
included are highly integrated and are becomingeigingly so. Compared to the value
of a similar indicator computed by Lane and MilEsiretti in their study for developed

and emerging market economies and developing desnf{tane and Milesi-Ferretti,

5 Collins (2004), Obstfeld and Taylor (2004) and Lamel Milesi-Ferretti (2003) have also calculated
indicators similar to Lane and Milesi-Ferretti (2006)measure the degree of financial integration.
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2006:37 Figure 3), the ratios for the SACU coustseem to suggest a higher integration
than the average for emerging market and developmmtried®. The indicator also
shows an increasing level of integration in eacthefSACU countries, albeit at different
degrees. Botswana seems to experience the lowesase in integration using this

measure, while Namibia recorded the highest inergamtegration.

Since according to the neoclassical model captaxpected to move from capital-rich
(industrial) countries to capital-poor (developimguntries and not the other way round,
one would expect the level and growth in the tstacks of capital to result from the
stocks of external liabilities rather than thatasisets. To explore this possibility, this
section presents two sets of indicators of findnicilegration based on the Lane and
Milesi-Ferretti data set. The first expresses tetdbrnal assets and liabilities, each as a
ratio of GDP, and the second expresses each of &searatio of their sum. Table 5.2
also reports these indicators. Contrary to expectait is only in South Africa where the
ratios of total liabilities are consistently highiwan the ratios of total assets. Also, in
South Africa the growth in the ratio of total liibes as a percentage of GDP is higher
than that of total assets. In Botswana and Swatilaeside the fact that the ratios of
stocks of assets are significantly higher than ehafsliabilities, the liabilities ratios are
declining. In Namibia the liability ratios grew ¢thgh slower than the asset ratios). In
addition, in Namibia the ratio of stocks of assats significantly higher than those of
liabilities. Thus, the experience of the smallerCRAcountries, though showing higher
degrees of integration, represents an example pitatglows from poor countries to
richer countries. This is consistent with Mishk#9(Q7:260) who suggests that because of
weaker institutional environment in poor countriegiich may not encourage domestic
investment, capital might flow from poor to richurtries to facilitate diversification of

their portfolios.

The next two sets of indicators reported in TabRde the ratio of total equity (sum of
assets and liabilities of portfolios and FDI) aotht debts (sum of stocks of debt assets
and liabilities), expressed as ratio of either Ggures A-5.9 and A-5.10 in the

% The average value for the combine emerging marketslaveloping countries range from 70% in 1980
to 158% in 2004 compared to Botswana (104% in 188(B85% in 2004), Namibia (37% in 1990 to 211%
in 2004), South Africa (58% in 1980 to 135% in 2pa@Ad Swaziland (133 in 1980 to 151% in 2003).
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appendix) or the sum of total external assets mfulities. Botswana and South Africa,
in that order, on average recorded higher raticegoities than debts, while the reverse is
the case for Namibia and Swaziland. In additior, dlebt ratios experienced significant
increases in Namibia and Swaziland, but the ine®ase marginal in Botswana and
South Africa. While equity-based financing improvaternational risk sharing, greater
reliance on debt by an economy has been vieweddesirable since it may increase the
vulnerability of a country to external shocks (Kateal.2006a:26; Lane and Milesi-
Ferretti, 2006:16). Hence the relatively highertdgbcks in some of the countries could
potentially be risky if the composition leans todsustock of debt liabilities rather than

assets.

The pattern of total equity ratios in SACU mirrdhe trend in emerging markets and
developing countries as documented by Lane andsiMHerretti (2006:17). Typically,

the more developed the stock market of a countrghes greater will be its ability to

accumulate stocks of foreign equity capital, hemigher integration. Accordingly, South
Africa, with a more developed stock market, follavbBy Namibia, accumulated the
highest stocks of equity compared to the rest ©SACU countries. However, contrary
to the trend reported in Lane and Milesi-Ferr&2006:17), which shows that the ratio of
total debts to GDP in emerging markets and devetpgiountries is declining, all the
SACU countries experienced an increase in theit daios (Namibia and Swaziland

have recorded some decline since 2002-2004 — geesFA-5.10 in the appendix).

The high value of the indicators and the increadimgd of most of the indicators
examined so far suggest that all of the SACU coemtare highly externally integrated

and in some cases are becoming more so.

Turning now to the composition of external assetsl diabilities, the following
paragraphs consider the component parts of thes&ssof capital. Specifically, each
component of assets or liabilities is expressed percentage of the total assets or total
liabilities respectively. The purpose is to showe theight of each component of the
external assets and liabilities of the countriesc&different types of capital could have

a different effect on the economy, this analysil mélp to shed light on the likely effect
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of financial integration in the SACU countries. BResets of indicators are reported in
Table 5.3 below (see also Figures A-5.11-14 inaghygendix).

Of the five components, portfolio equity and finehcderivatives account for the
smallest part of the stocks of foreign assets fostnof the SACU countries. Financial
derivatives (both assets and liabilities) are iy non-existent in most of these
countries. Portfolio equity, on the other handtiseng in importance and accounted for
42%, 15%, 11% and 8% of total external assets gu2Zid00-2004 for South Africa,

Swaziland, Namibia and Botswana respectively.

The stock of FDI assets have featured prominemtithe external assets of the SACU
countries, but the share of FDI is declining. Tleerdase has been most noticeable for
Namibia and South Africa, while it is marginal iw&ziland. In general, the decline may
reflect the relatively low cost of portfolio invesént in South Africa and the increasing
availability of other investment avenues such asf@@ equity and debt instruments. In
the case of South Africa, it may also reflect cltemgn opportunities for investment
following the end of apartheid. Economic instagiland political uncertainty during
apartheid South Africa led to corporate investmént foreign investors (largely
disinvesting from South Africa) in some of the oth®ACU countries (especially
Swaziland) (World Bank, 1996:28). However, with #med of apartheid, the inflows of
such investments into the other SACU countries hdwedled. In addition, in some
cases, we have witnessed disinvestment to reldce@euth Africa, to take advantage of
the bigger market and better infrastructure (inclgdthose for exports) (World Bank,
1996:28). Consequently, this has led to a redudfahe stock of FDI assets in the other
SACU countries.

The share of the stock of foreign debt assets adsofor the largest part of the
accumulated stock of foreign assets in some ofcintries such as Namibia and
Swaziland. Total reserves account for the largest pf foreign assets in Botswana,
though its share has continued to decline steadlyilar declines in the share of

reserves are also occurring in Namibia and Swazildimough the share of reserves in
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total external assets in South Africa is small cared to the other countries, it has

increased consistently over time.

Table 5.3 reports the composition of the stock xtemnal liabilities in the SACU
countries. The composition of the stock of exteliaddilities of a country is crucial as it
could determine to some extent the vulnerabilitghef country to external shocks (Kose
et al., 2006a:19). It could also represent a crucial sewfcforeign capital for domestic
investment necessary for economic growth. Theivelathares of total equity (portfolio
equity and FDI) liabilities and debt (long and gshterm) liabilities in the stock of
external liabilities have received much attentiorihie literature (cf. Koset al.,2006a).
A common view in the literature is that a highearghof equity liabilities offers greater
growth potential than a stock of debt liabilitie$. Koseet al.,2006a:19). This is because
equity (especially the FDI component) offers othgositive spillovers such as
technological spillovers and human capital develepinthat could lead to economic
growth (Koseet al.,2006a:26).

Therefore it is encouraging to see that in all 8&CU countries, the share of equity
liabilities represents a significant part of tdtabilities and has recorded an increase over
time, except for Botswana where it declined. Of thwe equity components (portfolio
equity and FDI), FDI has the higher proportion ihtee SACU countries. For instance,
as shown in Table 5.3, in Botswana for 2000-20@2, &d portfolio equity accounted
for 52% and 2.3% respectively of total liabilitiedile debt accounts for the balance of
45.7%. In Namibia, the shares of FDI and portfeguity in total liabilities for the same
period are 61.2% and 10.1%. In South Africa thearss for the same period are 40.6%
and 26.8%. Lastly, in Swaziland, FDI accounts #1586 and portfolio equity 2.1%, with
the balance of 43.4% coming from debt. The low shafr portfolio equity, except for
South Africa, reflects the underdevelopment of steck markets of the other countries.
Though the share of debt liabilities has contintedall (except in Botswana), it still

remains very high in all the countries.

So far, the analysis in this section, basedl®@tactostocks of external capital, has shown

that the level of financial integration is high amas increased in the SACU countries. In
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addition, analysis of the composition of externsseds and liabilities also reveals that
some shifts in the composition of assets and ligsl have occurred in the SACU
countries. Chapters 7 and 8 will consider the éxtenwhich the growingde facto

financial integration and its components have affgéc¢he level of financial development
and economic performance in the SACU countries. A section turns attention to the

price-based indicator of financial integration.
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Table 5.2: Aggregate indicators of stock of capitébACU

Country Years TOTAL/GDP TA/GDP TL/GDP TEQ/GDH TD/GD| TR/GDP NEP/GDP| TA/TOTAL| TL/TOTAL TEQ/TOTAL| TD/TOAL

Botswana 1980-93 149.7 72.27 77.42 50.39 31.45 67.86 -5.15 46.25 53.75 35.45 21.07
1994-99 | 164.9 119.8 45.05 27.83 27.18 109.7 74.75 72.61 27.39 16.90 16.44
2000-04 | 164.6 122.9 41.66 40.64 30.54 93.39 81.25 75.06 24.94 25.45 18.74

Namibia 1990-93| 54.03 23.68 30.34 16.18 35.11 2.74 -6.66 42.11 57.89 29.71 65.14
1995-99 | 119.4 69.62 49.76 34.49 77.95 6.94 19.87 57.76 42.24 28.80 65.27
2000-04 | 212.9 133.3 79.57 72.84 131.9 8.15 53.78 62.66 37.34 34.12 62.05

South Africa 1980-93| 61.97 19.11 42.86 31.43 29.79 0.75 -23.75 31.35 68.65 51.23 47.50
1995-99 | 85.94 34.97 50.96 54.00 29.42 2.52 -15.99 40.04 59.96 60.83 36.38
2000-04 | 136.2 64.26 71.90 94.31 36.71 5.13 -7.64 47.15 52.85 69.26 26.95

Swaziland 1980-93| 148.6 59.07 89.55 46.48 80.24 21.89 -30.48 38.52 61.48 31.29 54.03
1995-99 | 170.5 99.95 70.54 55.81 91.17 23.51 29.41 58.61 41.39 32.70 53.55
2000-04 | 192.2 121.6 70.56 59.13 112.0 21.00 51.04 63.12 36.88 30.92 58.17

Note: Total - sum of total assets and liabiliti@®y — Total assets; TL — Total liabilities; TEQ —tdloequity (sum of assets and liabilities of pditfand FDI); TD — Total
debt (sum of stock of debt assets and liabiliti€®);- Total reserves minus gold; GDP — Gross dompsbducts; NEP — Net external position.

Source: Computed by author based on data from ladeMilesi-Ferretti (2006)

Table 5.3: Structure of external capital stockSACU

Country Years PEAITA FDIA/TA| DA/TA FDA/ TRITA | TA PEL/TL FDIL/TL DL/TL | FDL/TL TL EQL/TL
TA

Botswana 1980-93 0.00 0.40 4.80 0.00 94.8 100.0 0.00 64.6 354 0.00 100.0 64.6
1994-99 1.20 1.32 5.67 0.07 91.7 100.0 1.46 53.6 45.0 0.02 100.0 55.0
2000-04 7.81 7.58 9.77 0.00 74.9 100.0 2.32 52.0 45.7 0.00 100.0 54.3

Namibia 1990-93 3.45 11.9 715 0.00 13.1 100.0 0.33 41.4 58.3 0.00 100.0 41.7
1995-99 3.85 2.50 83.3 0.00 10.3 100.0 8.01 51.9 40.1 0.00 100.0 59.9
2000-04 11.4 0.57 82.0 0.00 6.11 100.0 10.1 61.2 28.7 0.00 100.0 71.3

South Africa 1980-93 10.3 64.0 21.6 0.00 4.12 100.0 9.89 29.9 60.2 0.00 100.0 39.8
1995-99 24.7 54.9 13.5 0.00 6.90 100.0 21.3 27.2 51.5 0.01 100.0 48.5
2000-04 41.7 29.9 20.3 0.00 8.06 100.0 26.8 40.6 32.7 0.00 100.0 67.3

Swaziland 1980-93 0.01 9.37 49.7 0.00 41.0 100.0 1.05 44.6 54.3 0.00 100.0 45.7
1995-99 0.42 17.4 58.7 0.00 23.5 100.0 1.82 51.9 46.3 0.00 100.0 53.7
2000-04 15.3 15.3 67.0 0.00 17.3 100.0 2.09 54.5 43.4 0.00 100.0 56.6

Note: PEA — Portfolio equity assets; PEL — Portiddiquity liabilities; FDIA — FDI assets; FDIL — FDiabilities; DA — Debt assets (portfolio debt +helr investment); DL
— Debt liabilities (portfolio debt + other investmig; EQL — Total equity liabilities (portfolio anéDIl); FDA — Financial derivatives (assets); FDLFinancial derivatives
(liabilities); TR — Total reserves minus; gold; FATotal assets; TL — Total liabilities; NEP - Netemal position; CNEO — Cumulative net errors and iaiss

Source: Computed by author based on data from ladeMilesi-Ferretti (2006)
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5.3 PRICE (RETURN)-BASED INDICATORS
As shown in Figure 3.2 of Chapter 3, two classeprife-based indicators can be used:
the interest rate parity conditions and pricesioéricial services. This section focuses

attention first on the latter, while the formerléaV later.

5.3.1 Bank charges

A price-based measure of financial integration ubesdifferential in prices of financial
services, such as bank charges, to assess thedddneancial integration (Adaret al.,
2002:6). Increased competition due to the entrarice®reign banks and the ability of
domestic residents to access funds from abroadlidmeduce the differentials in bank
charges for similar products or services (suchradiccards, ATM cash withdrawals,
stop orders) across integrating countries. Thusannintegrated financial system, the

differential in charges across countries shouldlbse to zero.

Table 5.4: Commercial banking charges in SACU coes2003/2004

Item Botsw Lesotho Namibia S. Swazi Med- SD- SD-
Africa Value SACU CMA

Current Account

Cash withdrawals-ATM (R250) 3 2.13 3.98 4.83 413 .983 1.06 1.15

Cash withdrawals — OTC (R250) 27.4 10.3 9.04 104 387. 103 8.19 1.41

Savings Account

Cash withdrawalsATM  (R250) 9.27 2.05 4.97 4.45 3.75 4.45 268 71.2

Cash withdrawals — OTC (R250) 7.6 8.5 19.1 20.5 18.5 18.5 6.25 5.5

Cost of cheque book 26.6 27 19.9 15.3 16.5 19.% 51 5.26

Cash deposit (R1500) 4.8 10.9 16.1 15.9 13.1 13.4.64 2.48

Bank statement — ATM 1.25 0.5 0.96 0.83 1 0.960.27 0.23

Bank statement OTC 28.9 6 4.26 4.38 4.13 4.38 10.9 0.88

Stop order 15.2 18.8 6.83 26.5 14.6 15.27.14 8.21

Special Clearances 148 100 44.9 45 67.5 67.5 4376 2

No of highest charged services 5 1 1 3 0

No of lowest charged services 2 3 1 1 3

No of times< med-value 4 6 7 5 8

Note: The charges are in rand. SD-SACU is the standavihtion for the entire SACU countries and SD-
CMA is the standard deviation for the CMA countriegdMalue is the median value of each of the bank

charges.

Source: Central Bank of Lesotho (2003:11)
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This analysis of bank charges in the SACU countedéiss on data from the Central Bank
of Lesotho (2003) based on a study of the costaokimg services in SACU countries.
For the study, the Central Bank of Lesotho coll@éadata from individual commercial
banks operating in each country. The sample repteske key bank§in each country
and data was collected on various items of bankgesasuch as: current account cash
withdrawals at the Automatic Teller Machine (ATMnhd over-the-counter (OTC),
savings account cash withdrawals at ATMs and OTg0st of a cheque book, cash
deposits, bank statement at ATMs and OTCs, stoprerdnd special clearances (cf.
Central Bank of Lesotho, 2003:4 for a detailed dpton).

Table 5.4 above reports the average value for g#aohfor all the commercial banks in
the sample for each country. The statistics shawBotswana has the highest number of
items with the highest bank charges, followed bytBdfrica, while Lesotho, Namibia
and Swaziland have approximately the same numbeteofs with the highest bank
charges. Of the eight items covered in the anaglyB@swana recorded the highest
charges in five and the lowest charges in two, Sodth Africa recorded the highest
charges in three and the lowest charges in onsothe recorded the highest charges in
one item, and the lowest charges in three. In #se ©f Namibia, the highest and the
lowest charges occur once each. Swaziland doesecotd a highest charge in any
category, but recorded the lowest charges in threeking at the number of charges
equal to or below the median charge confirms thaisBana has the highest charges
followed by South Africa, then Lesotho, Namibia éwlaziland in that order. Overall, as
expected, the standard deviation suggests thaCHA countries are more integrated
than when Botswana is added, since the standaidt@gvincreased in most of the items

when Botswana is added.

5.3.2 Interest rate analysis
The empirical literature on interest rate paritgsighe extent of equality of interest rates
to measure the degree or intensity of financiagration (see, for instance, Cheleial.,

2002). As discussed in Chapter 3, the tendencynterest rates to equalise can result

Y For South Africa the four main banks (ABSA, FNB, Bedk and Standard Bank) are used. For the
other countries, all the banks were used, since there few banks operating.
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from two causes. The first cause derives from tiesgnce of arbitrage opportunities, in
which interest rate movements are viewed as beaigriahined by “financial flows in
fluid, profit-seeking capital markets” (Barasai al., 2000:5). In this case, two interest
rates may move together over time when the foryaethium has stationary time series
properties (Zhou, 2003:572). In the context of aremcy bloc, such as a common
monetary area, where exchange rate risk (unceytabyut the future value of a currency)
is absent, an empirical test of the arbitrage damr simply measures the co-movement
between any two interest rates in different mark&tamet al.,2002:6).

The second cause arises from the use of intetest aa an instrument of monetary policy
in the pursuit of nominal objectives such as exgearate or inflation target (Barassi
al., 2000:5). In this regard, co-movement in interesies is as a result of policy
convergence. This may occur when a smaller coualigys its interest rates with that of
a dominant economy because of the possible stranfieence the latter may exert on
the former. Policy convergence can also occur withe framework of an economic and
monetary union where monetary policy is coordindtedn a central point, such as the
European Central Bank (ECB) which coordinates nmamgepolicy in the European
Economic and Monetary Union (EMU). In this caseoalsiterest rates are expected to

converge.

On a priori grounds, because of the CMA arrangement mentieaeleer, the tendency
toward parity of interest rates among the SACU ¢oes should result from both causes
— policy convergence and arbitrage. The presenadsence of the arbitrage activity will
indicate the extent of market imperfections witldach of the economies, while the
existence or lack of policy convergence would sstge extent of policy autonomy in
each of the countries. This section will test fothbcauses of interest rate convergence.
The extent of interest rate convergence will belyemeal using both the cointegration
approach and principal component analysis (PCAgs€hare discussed in turn, starting

with the cointegration analysis.
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(@) Cointegration analysis
The primary model showing the relationship betwées interest rates is commonly
specified as:

rh=a,+Br' +¢ (5.2)
wherer'; andr'idenote interest rates in countrigandi, respectively, and;,is the
error term, whilea, and S, are the parameters that in a state of perfect rateg are

expected to equal 0 and 1. Because of market imq@vhs, such as transaction costs,
perfect integration may not be attained, hence #reyexpected to take values different
from O and 1.

With regard to the extent of monetary and finanaigionomy, a highg, (value close to

one) would signal low autonomy while a value cldsezero would indicate policy
independence. If monetary authorities are indepan@ach would be able to develop its
own policy without recourse to the other, focusioig country specific idiosyncratic
shocks. Of course, common shocks such as finaaoglclimatic conditions may affect
many countries concurrently and international bessncycles may be synchronised
across countries, which, in turn, may influence thenetary authorities to choose a

similar policy stance and hence similar interest patterns (Frankeit al.,2004:704).

In addition, the extent of common shocks acrosswcms would be heightened when
their financial systems are integrated. Hence, hdrethe co-movement in interest rates
across countries is due to actual common shocksuitintegration or because they are
integrated becomes difficult to disentangle. Howewe de jure financially integrated

economies with policy coordination, rigidity and mket imperfections in an economy
could slow down its response to the central pai@nce, thereby not exhibiting a similar
pattern in interest rates. This makes the measutbeoextent of policy independence

somewhat ambiguous. What is certain, though, it ahlaw value of3, would suggest

policy independence or existence of market impédas, hence lovde factointegration.
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In the case of within country analysis, Equatio® &an be re-specified thus:

n=a,*BR +& (5.3)
wherer, denotes the domestic market rates &denote the official bank rate, white,
and S are the parameters. The interpretationSpivould be the opposite in the case of
within country analysis. That is, a high value Bfwould mean a high response of
domestic interest rates to the domestic policycggawhich suggests autonomy. But more
importantly, a higher response to domestic politanee vis-a-vis the central policy

stance (in this case, South Africa official rate)im Equation 5.2 would indicate a higher

level of independence antte versa

In estimating Equations 5.2 and 5.3, it is impadrtanfirst establish whether or not the
series are stationary. As shown by Stock (1987:1042he series are non-stationary,
their estimated parameters will be consistent,their estimated standard errors will not
be consistent. To overcome this problem, severéthoasi applied the cointegration
framework (e.g. Karfakis and Moschos, 1990; Physaki999; Hauget al., 2000;
Ahlgren and Antell, 2002; and Zhou, 2003).

Cointegration analysis suggests that if two sesesh as interest rates in two different
markets, are non-stationary, a linear combinatiénthe two series might still be
stationary. In that case the two interest rates amategrated with a cointegrating

parametep, . For the purpose of this analysis, following cuatr&rends in the literature,

Equations 5.2 and 5.3 will be estimated using thleadsen (1988) and Johansen and
Jesulius (1992) cointegration method. See AppeAdix?2 for a discussion of how the
analysis is carried out. Besides obtaining the Jamg parameters and using them to
measure the intensity of financial integration, teetegration framework also offers the
opportunity to test other hypotheses regardingnidteire of financial integration among
the SACU countries and financial and monetary dgpendence between South Africa

and the BLNS countries. For instance, the existeoCecointegration implies that
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causality must at least run from one interest tatihe other. Figure 5.2 below illustrates

the expected causal relationships between theestteates.

The two arrows marked (1) show the response of etankerest rates (deposit, lending,
money market and Treasury bill rates) in each SAguntry to changes in domestic
central bank rates based on Equation 5.3. In this relationship, & tmarket rates

respond significantly (i.ef, coefficient is high and statistically significanttjifferent

from zero but not significantly different from ont) the domestic official interest rate,
and causality runs from the official rate to therkearates, it is taken as an indication of

strong domestic policy influence.

The arrow marked (2) represents the response dfiadffrates in the other SACU
countries to changes in the official interest iat&outh Africa- based on Equation 5.2.
The arrow marked (3) represents the response dfanaaterest rates in the other SACU
countries to changes in the official interest iat&outh Africa-also based on Equation
5.2. In the relationships marked (2) and (3), iferast rates in the BLNS respond
significantly to changes in interest rates in ScAfitica, with causality running only from
the South African rates to the BLNS rates, it Wil taken as evidence of the leadership
(or dominance) of the South African monetary autfiarver the other SACU countries.
This will be referred to as the South African doamt hypothesis (SADH). A feedback
relationship will give evidence of interdependence,which case the other country

exercises some influence on South Africa.

SARB Rate BLNS Central Bank
rates

SA Market rates (DR, BLNS Market rates (DR,
LR, MMR, and TBR) <I> LR, MMR, and TBR)

Figure 5.2: Interest rate transmission channels
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The arrow marked (4) shows the response of marketeast rates in the other SACU
countries to changes in market interest rates imlSAfrica- again based on Equation
5.2. A bi-directional causality between South Adincmarket interest rates and any of the
other SACU countries will imply the existence obittage activities between the two

countries.

This study uses monthly nominal interest ratesesefiom January 1990 to December
2005 all of which were obtained from the IMF CD-ROMN\2007. Nominal interest
rates have been chosen as opposed to real intatestn line with many previous studies
(cf. Sander and Kleimeier, 2006:216, Barassial, 2005:11, Hauget al, 2000:424).
Moreover, in a currency union such as the CMA wlrextehange rate risk is absent, if
inflation rates of member countries are highly etated, then it would make no different
whether nominal or real rates are used. Pairwisgeledion tests suggest high
coefficients between the inflation rate of Southried and Botswana, Lesotho, Namibia
and Swaziland- 0.66, 0.91, 0.82 and 0.56 respectively. Given ghedatively high
correlation coefficients, it is expected that thedal interest rates should be correlated.

Therefore, it further justifies the use of the noatirates.

For each country where data is available, fiveregerates are used, namely, the bank
rate (BR), deposit rate (DR), lending rate (LR),nap market rate (MMR) and treasury
bill rate (TBR). The bank rat®is the lending rate of the respective central bgfike 60

of the IMFIFS); the deposit rate is the rate on 88-91 day ndixael deposits (line 60I);
the lending rate represents the prime lending maft@sajor commercial banks (line 60p);
the money market rate is the lower margin of irdelbdeposits at call (line 60b); while
the treasury bill rate is the tender rate on 914ullly (line 60c). All rates are measured in

levels.

18 The series for Namibia begins as follows: January 1B® and LR) and September 1991 (BR, MMR
and TBR).

¥ From March 1998, the South African Reserve Bank (BARite is the repurchase agreement rate (repo
rate).
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The analysis begins with a test of the unit roohgighe DF-GLS and Ng and Perron
(2001) tests (see Appendix A-5.1). The resultsheke tests presented in Table A-5.1 in

the appendix show that all the series are intedrat®rder one, i.e. 1(1).

Consequent upon the results of the unit root téiséstest for the presence or absence of
cointegrating relationship(s) in the series wasdomted using the trace statistic and
maximal eigenvalues as discussed in Appendix A-bBables 5.4, 5.5 and 5.6 present the
results of the cointegration tests. In additionge ttables report the normalised
cointegrating parameters, as well as the weak etyetest results. For the cointegrated
long-run S parameter, two tests of significance are perforimased on t-statistics. The
first is based on the null hypothesis thiat while the second is based on the null
hypothesis thaf3 =1. The tables also report the relevant VAR orders, dpplicable
deterministic trend assumptidfisind the relevant residual diagnostic tests. Fatigw
Seddighiet al. (2000:309), the specification of the lag lengthtibé VAR is tested
sequentially, using the Akaike Information CriteriPAIC) and the Schwarz Information
Criterion (SIC).

i Relationship between market rates and the domestitral bank rates in the
SACU

Table 5.5 presents the results of the cointegradimadysis between market interest rates
and the domestic central bank rates for each cpumtre aim here is to determine the

extent to which domestic monetary policy influencearket interest rates behaviour in

2 These are: (1) The level data X has no determirtigtind and the cointegrating equations do not have
intercepts; (2) The level data X has no deterministind and the cointegrating equations have intéscep
(3) The level data X has linear trends, while thentsmrating equations have intercepts but no trefs;
Both the level data X and the cointegrating equatibave linear trends; and (5) The level data X has
guadratic trends and the cointegrating equations haeer trends (E-view 5 manual). The choice of the
deterministic trend assumption is based on the nafudata generating process (DGP), determined from
the unit root test and visual inspection of the gragiitbe relevant series. E-view 5 suggests the follgwin
rough guide to choosing the assumption: use case anié of the series appear to have a trend, for
trending series; use case 3, if it is believed thatemnds are stochastic, and case 4 if some of thessanmée
trend stationary. Cases 1 and 5 are rarely usechitipe because of their limitations. Case 1 is usad if
series have zero mean and case 5 may produce a gooddmple, but will produce an implausible out-of-
sample forecast (E-view 5 manual). For the purpogei®finalysis, only cases 2, 3 and 4 are explored.
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each country. A strong domestic policy influenceuldosuggest some policy autonomy
and thus less integration. Since according to tMAGrrangement South Africa is to
lead monetary policy formulation while the otheuntries would follow, it is expected
that South Africa will have more policy autonomyathany of the BLNS countries.
Hence the response of market rates in South Afddhe Reserve Bank rate is used as a

benchmark for evaluating the BLNS countries.

The results reported in Table 5.5 show that allrttegket interest rates in South Africa
are cointegrated with the official rate and the kvegogeneity tests also suggest that in
all the cases causality runs from the official rat¢he other rates. The degree of interest

rate pass-through from the official rate to the kearrates as measured by tjfe

coefficients is also very high, ranging from 85%9t%6. The t-statistics shows that all

the B coefficients are statistically significantly difent from zero and are not

statistically significantly different from one, exat the coefficient of the Treasury bill
rate. Similarly, the coefficients of adjustment avell behaved with a significant and
negative sign ranging in value from 11% to 30% wthle values skewed toward the
lower end of the range.

Compared to the other BLNS countries, the resoltd\iamibia are the most comparable
with those of South Africa. As in South Africa, #ile market rates are cointegrated with
the Namibian Central Bank rate and in all, excep, Dausality runs from the official

rate to the other rates. In the case of DR a twgp-geusality occurred. The endogeneity
of the official rate in this case implies that #és a limit to the autonomy of the Namibia

Central Bank, as the CMA arrangement would suggBstteworthy are thef

coefficients and the coefficients of adjustmentjolihsuggest higher interest rate pass-
through and higher speed of adjustment to equiltbrthan those of South Africa. The
long-run pass-through in Namibia ranges from 85%129%, with the distribution
skewed toward the centre of the range. Theoefficients are all statistically different

from zero. The hypothesis ¢f =1 was rejected in two cases (MMR and TBR) but not in

the other two (DR and LR). In the two cases whéwe riull hypothesis off = 1is
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rejected, the tests show that the parameters atistisially significantly greater than one,
suggesting that there is overshooting in the resggmnThe speed of adjustment ranges

from11% to 39% and values are distributed arouedchiddle of the range.

To further explore whether or not the long-run paeters between Namibia and South
Africa are significantly different from each othemother t-test is carried out with the

null hypothesis o, = ... The results show that thg8 of their lending rates are the

same, while the other three rates are statistisajgificantly different. In the three rates
(DR, MMR and TBR), the responses are statisticsitiypificantly greater in Namibia than
in South Africa. Thus, apart from the credit maskdtis evident that the domestic money

market is more responsive to domestic policy in Mgarthan in South Africa.

In the cases of Botswana and Lesotho, there i®fmoa/ement between the official rates
and the other interest rates. In Swaziland, offthe market rates tested cointegration
was found only between the official rate and legdiate. In the long-run relationship,
both the official rate and the lending rate areog@hous, suggesting a two-way causality
between them. The long-run pass-through from tHecialf rate to lending rate as

reflected in theS coefficients is very high (94%) and statisticadignificantly different

from zero, but not from one.

Overall, the evidence suggests that domestic esliti the three economies (Botswana,
Lesotho and Swaziland) are not independent sinogedtic market interest rates did not
respond to the domestic policy rate, while theyedpond to South African rate. What is
surprising is the result for Botswana. Since Botsavé not an official member of the
CMA, one would expect that there would be more gyokutonomy there than in the
other countries. This further suggests that trgalintswana as de factoCMA member
may not be wrong. Next is the analysis of the mefeship between interest rates

(including the official rates) in the BLNS and t8euth African official rate.

% The t-values for the test are 1°4BR), 0.18 (LR), 4.72(MMR) and 5.4% (TBR), where a, b and ¢ are
1%, 5% and 10% level of significance.
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Table 5.5: Cointegration analysis between domeaséitket interest rates and domestic central bamk rat

Obs K A Trace Max Exogeneity .
r=0 r<1 r=0 r=1 MR BR Intercept B tvalue* R ECM S.Cor

Namibia
DR 169 3 4 28.0[0.03] 4.22[0.71] 23.8[0.01] 4.2Z[0. 9.81[0.00] 5.08[0.02] 7.45 0.98(15'8) 0.25 0.41 -0.11(-3.43) 3.71[0.45]
LR 169 3 4 43.6[0.00] 9.17[0.17] 34.4[0.00] 9.17[0, 25.5[0.00] 0.13[0.72] -2.46 0.96(176) 0.71 0.44 -0.39(-5.96) 5.14[0.27]
MMR 163 2 4 30.4[0.01] 4.79[0.63] 25.6[0.01] 4.7%8] 16.4[0.00] 0.43[0.51] 9.39 1.20(17.8) 2.96' 0.24 -0.27(-4.57) 7.17[0.13]
TBR 168 4 4 37.2[0.00] 7.55[0.29] 29.6[0.00] 7.528 11.8[0.00] 2.59[0.11] 6.33 1.09(245) 2.0P 0.42 -0.26(-3.95) 5.21[0.27]
South Africa
DR 189 3 3 20.9[0.04] 6.63[0.15] 14.3[0.09] 6.63F). 5.13[0.02] 0.29[0.59] -0.40 0.86(9.99) 1.62 0.34 -0.11(-2.99) 6.75[0.15]
LR 189 3 3 19.6[0.01] 1.75[0.19] 17.9[0.01] 1.73@] 10.4[0.00] 0.41[0.52] -3.67 0.97(43'8) 1.29 0.5 -0.30(-3.38) 7.51[0.11]
MMR 188 4 3 18.7[0.02] 2.46[0.12] 16.3[0.02] 2.44[P] 12.2[0.00] 0.38[0.54] -0.47 0.88(1G:9) 1.46 0.42 -0.13(-3.78) 2.59[0.63]
TBR 189 3 3 19.3[0.01] 2.06[0.15] 17.3[0.02] 2.08%] 11.2[0.00] 0.00[0.95] -0.89 0.85(17.1) 2.99 0.51 -0.14(-3.57) 4.39[0.36]
Swaziland
LR 185 7 3 16.0[0.04] 1.92[0.17] 14.1[0.05] 1.92[0, 5.21[0.02] 2.83[0.09] -3.87 0.94(47°6) 3.3% 0.12 -0.39(-2.38) 2.64[0.62]

Note: Parentheses [ ] are used to denote prohabdiue, and () represent t-values; a and b reptes% and 5% significance levels respectivelyis the VAR Order as selected by an appropriditerimation
criterion; MR is money market rates and BR is k@ritank rate . The t-values reported unger and t-value** are based on the null hypothesigefp andg=1 respectively.

A is the deterministic trend assumption: (2) Theeledata X has no deterministic trend and the egirgtting equations have intercepts; (3) The lea& & has linear trends, but the cointegrating gous have only
intercepts; (4) Both the level data X and the @gnating equations have linear trends.

Source: Computed by author.
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ii. Relationship between interest rates in the Blax8 the central bank rate in South
Africa

An analysis of the relationship between interes¢gan the BLNS and the South
African central bank rate should provide answera ttumber of questions. To what
extent do monetary authorities in the BLNS coustrespond to a change in policy
stance in South Africa? To what extent is the SoMftican monetary authority

independent of the monetary authorities in the BEN® what extent are the money
markets of the BLNS countries directly affectedtbg South African policy stance?

A high response indicated by a high and signifiggwbefficient, with causality

running only from the South African bank rate te tBBLNS rates, would indicate a

clear dominant position for the SARB in SACU.

The results reported in Table 5.6 show that oftfigpaired series estimated, 15 are
cointegrated. In all the 15 relationships wherentagration is found, causality runs
from the South African bank rate to the other ies¢rates. Only in two instances is
the South African bank rate found to be seemingigfogenous, but even then, not
strongly so. Thus, it is evident that the SARB ewlelimingly influences policy

stance and the money market behaviours of all teeer states. A cursory look at

the degree of pass-througff (coefficients) and the speed of adjustments regarte

Table 5.6 further confirms the dominance of thetB@frican monetary authority in

the SACU. As can be seen from the two tableshallldng-run slope coefficients are
statistically significantly different from zero, dhgh most of them are statistically
different from one, indicating less than perfedegration. The only exceptions are
the lending and money market rates in Namibia wiaich statistically equal to one.
The fact that most of the long-run pass-througles raot statistically equal to one
suggests that the integration arising from the oasp to SARB monetary policy

stance is less than perfect.
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Table 5.6:

Cointegration analysis between other SAtierest rates and SA Bank rate

Obs K A Trace Max Exogeneity
r=0 r<1 =0 =1 Others BR_SA Intercept B’ t-value** R? ECM S.Cor

Botswana
BR 190 21.3[0.01] 3.17[0.07] 18.1[0.01] 3.19[M. 13.4[0.00] 1.33[0.25] -15.6 0.17(1.74) 8.35' 0.09 -0.08(-4.08) 3.59[0.47]
DR 187 26.4[0.04] 5.57[0.52] 20.9[0.03] 5.5B@. 11.5[0.00] 3.22[0.08] -17.1 0.31(2.45) 5.38 0.23 -0.12(-3.92) 0.77[0.94]
LR 189 16.3[0.04]  3.74[0.05] 12.6[0.09] 3.748] 7.41[0.01] 1.16[0.28] -17.1 0.20(1.48) 592 0.07 -0.05(-3.24) 4.32[0.36]
Lesotho
BR 190 2 3 16.5[0.03] 2.41J0.12] 14.1[0.05] 2.41[). 6.34[0.01] 5.15[0.02] -10.5 0.39(3.83) 5.18 0.16 -0.09(-2.76) 11.8[0.02]
DR no
LR 190 21.4[0.01] 1.90[0.17] 19.5[0.01] 1.9a[® 16.7[0.00] 2.15[0.14] -7.27 0.71(9.89) 3.9C° 0.32 -0.26(-4.36) 16.6[0.00]
TBR 190 26.1[0.00] 1.79[0.18] 24.3[0.00] 1.79F] 22.5[0.00]  0.38[0.54] -1.25 0.79(12:6) 3.28 0.2 -0.22(-5.04) 49.8[0.00]
Namibia
BR 168 4 4 25.1[0.06] 4.25[0.71] 20.9[0.03] 4.23[M. 10.5[0.00] 1.43[0.23] -10.4 0.55(7.81) 5.92 0.27 -0.14(-3.60) 5.24[0.26]
DR no
LR 178 2 3 21.9[0.00] 1.54[0.21] 20.3[0.00] 1.52[0, 18.4[0.00] 0.98[0.32] -3.17 1.04(129) 0.54 0.42 -0.17(-4.53) 6.26[0.18]
MMR 163 2 3 18.4[0.02] 1.99[0.16] 16.4[0.02] 1.99/6] 12.1[0.00] 0.31[0.58] 0.79 0.95(14'9) 0.86 0.38 -0.19(-3.7%) 6.29[0.18]
TBR 168 4 4 34.6[0.00] 8.15[0.24] 26.5[0.00] 8.184] 15.8[0.00]  0.10[0.75] -1.86 0.81(16'7) 3.85' 0.48 -0.18(-3.87) 0.46[0.98]
Swaziland
BR 183 9 3 16.4[0.04] 1.45[0.23] 14.9[0.04] 1.42@. 6.52[0.01] 0.75[0.39] -1.62 0.80(7.62) 1.89 0.33 -0.06(-2.57) 5.12[0.28]
DR 188 4 3 15.8[0.04] 2.07[0.15] 13.7[0.06] 2.07F). 7.56[0.01] 0.22[0.64] 1.82 0.76(9.68) 2.9¢ 0.24 -0.08(-2.95) 3.28[0.51]
LR 186 6 3 15.8[0.04] 2.46[0.12] 13.4[0.07] 2.486[@ 7.21[0.01] 0.07[0.79] -5.92 0.70(6.69) 2.5¢ 0.3 -0.06(-2.9%) 4.00[0.41]
MMR 190 2 3 19.9[0.01] 1.85[0.17] 18.1[0.01] 1.83[@] 15.3[0.00]  0.05[0.83] 2.66 0.79(1%6) 3.1F 0.25 -0.13(-4.17) 4.00[0.41]
TBR 190 2 3 15.5[0.04] 2.11J0.14] 13.4[0.07] 2.12§] 11.2[0.00] 0.19[0.66] -0.52 0.73(6.34) 2.3¢8 0.13 -0.11(-3.67) 1.110.89]

Note: Parentheses [ ] are used to denote protyatéliue, and () represent t-values; a and b sgmtel% and 5% significance levels respectiv&lis the VAR Order as selected by an approprigtimation

criterion; Others represents interest rates ieroBACU countries and BR_SA represents SARB rdte.tivalues reported undgg+ and t-value** are based on the null hypothesigefp andg =1 respectively.

A is the deterministic trend assumption: (2) Theelaata X has no deterministic trend and the egiriting equations have intercepts; (3) The lea& & has linear trends, but the cointegrating tgos have only
intercepts; (4) Both the level data X and the @gnating equations have linear trends.

Source: Computed by author.
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The endogeneity of domestic interest rates in Bat@with respect to SARB’s policy
rate is striking. In the only instance in which tBARB rate appears to be endogenous,
the hypothesis of weak exogeneity is weakly repeetiea 8% level of significance, while
the reverse hypothesis is rejected in all the Bat@ninterest rates at a less than 1% level
of significance. This suggests that interest rateBotswana are influenced by SARB

policy action and justifies the treatment of Boteaas ale factoCMA member.

However, the extent of the influence of the SARBtlb@ BLNS varies from country to
country. The transmission of monetary policy stataceéhe different interest rates also
varies from rate to rate. Focusing first on thepoese of market rates to SARB rate, as
Table 5.6 shows, Namibia has the highest intesgstpass-through ranging from 81% to
104% in the long-run with the values skewed towtwel upper end of the range. The
speed of adjustment ranges from 17% to 19% in atimand the values are normally
distributed. Namibia is followed by Swaziland wltng-run pass-through ranging from
70% to 79% and the values are normally distributBde speed of adjustment for
Swaziland ranges from 6% to 13% with an averag®.&%. Next is Lesotho with long-
run pass-through ranging from 71% to 79% for legdand Treasury bill rates and
corresponding speed of adjustment being 26% and B2¥wana comes last, with long-
run pass-through being 31% and 20% for depositiemding rates respectively and their
speeds of adjustment are 12% and 5%. Of all thekehaates, with the exception of
Swaziland, the deposit rate appears to be most aigdl they have the lowest response to

changes in the monetary stance in South Africa.

The response of central bank rates to SARB rateatevhe same order of transmission
from the SARB to the BLNS countries, except thaa@¥and has the highest response
instead of Namibia as in the market rates. The-lumgpass-through from the SARB rate
to the Swaziland central bank rate is 80% with @eslpof adjustment of 6%. The other
countries show a considerably less than one-forresponse, with the official rate in
Namibia responding by 55%, Lesotho by 39% and Batenby 17%, in the long-run.

Overall, the degree of integration with South Adriby the BLNS countries occurs in

hierarchy from the highest to the lowest as: NaaiBwaziland, Lesotho and Botswana.
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iii. Relationship between market interest rateghie BLNS and market rates in South
Africa
The concern in this section is with the market gné¢ion and the extent to which
arbitrage opportunities exist between the SouthcAfr money market rates and interest
rates in each of the BLNS countries. Table 5.7 gossthe cointegration results for this
analysis. The results show cointegration betweéthal pairs of market rates between
South Africa and those of Botswana, Namibia, an@Zand. In Lesotho, cointegration
exists between the lending and Treasury bill rates their South African counterparts,

but not for the deposit and money market rates.

To examine the possibility of arbitrage opportwestiamong SACU countrié$,
especially between South Africa and each of theerottmember states, the weak
exogeneity test is carried out. What stands outhin results is the two-way causal
relationship between interest rates in Namibia 8odth Africa, except for the money
market and Treasury bill rates where the causatiogiship runs solely from South
Africa to Namibia. Thus, the results suggest thesence of some arbitrage activities
between Namibia and South Africa working to enquasgty of interest rates. In the other
countries for which there are cointegrating relagiups, the hypothesis that South Africa
is exogenous could not be rejected, while the s&vex not true. This shows that causality
runs solely from South Africa to these other mengiates, thereby confirming again the
SADH. Hence, in the case of Botswana, Lesotho amdzfand, market interest rate
parity arises from the efforts of money market play(the banks) trying to align their

interest rates with those of South Africa.

In this analysis, the degree of financial integnatias represented by tife coefficients,
reveals similar patterns to those discussed eafgain Namibia shows the highest level
of integration with South Africa, followed by Swé&ad, Lesotho and Botswana. In

addition, the rejection of the null hypothesis Bf=1in most of the cointegrated

22 The potential causal relationships between eacheofniierest rates of the smaller member states (e.g. the
deposit rates in Botswana and Lesotho) are not eghlsince the nature of the CMA agreement would estgg
that any integration among the countries would dris@ the tendency of the interest rates of each lbeerto
converge with those of South Africa rather than wétiach other. Besides, given the better investment
opportunities in South Africa relative to the othmember states, all investment choices would in most
likelihood be between South Africa and the domestionomy of each of the other countries. Hence, the
existence of arbitrage activities between the otbantiies would be minimal, if they exist at all.

142



relationships suggests that the market integrdtemveen South African and the other

SACU countries is not perfect.

In sum, the foregoing cointegration analysis con$ithe dominant role of South Africa
among the SACU countries and indicates a hierahyntegration of the financial
systems of each member state with that of Southic#frwith Namibia at the top,
followed by Swaziland, then Lesotho and Botswanthatbottom. Furthermore, interest
rates in each of the BLNS countries respond to lwhimestic policy measures, as
represented by changes in their domestic bank, ratekto the SARB rate. They also
respond to market rates in South Africa. Howevecomparison of the results of the
three sets of analyses above shows the main drf\tbie integration process. The results
show that the response of money market rates afttier SACU countries to the money
market rate in South Africa is the main driver béit integration process. This reflects
the fact that most banks in the smaller SACU casnare branches of South African
banks. Hence, the banks in the BLNS respond quitklgevelopments in the South
African money markets. The response to policy ckargy both the domestic monetary
authorities (as reflected in their central banksatand the money market players appears
to be a significant force in their integration pees. However, the response of money
market players to policy change South Africa is &wronger than the response of
domestic monetary authorities to the same. Theorespof the central bank and money
market rates of the BLNS to the official rate inuBo Africa and the response of the
market rates of the BLNS to money market ratesantls Africa are also found to be
individually, on average, greater than the domestmney market rates response to
changes in the domestic policy stance. Thus, theltseof the cointegration analysis of
interest rates in the SACU countries confirm théstexce of both market and policy

convergence among the SACU countries.
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Table 5.7: Cointegration analysis between markesrand SA money market rate

Obs K A Trace Max Exogeneity .
r=0 r<1 r=0 r=1 MR_O MR _SA Intercept B tvalue* R ECM S.Cor

Botswana
DR 189 3 3 16.2[0.03] 3.30[0.07] 12.8[0.08] 3.30[0. 10.0[0.00] 0.66[0.42] -5.03 0.41(2.52) 3.24 0.22 -0.06(-3.5%7) 6.33[0.18]
LR 189 3 2 22.2[0.03] 6.99[0.13] 15.2[0.06] 6.99[8]. 7.87[0.01] 0.25[0.62] -17.8 0.16(1.08) 5188 0.08 -0.05(-3.84) 2.58[0.63]
Lesotho
DR no
LR 190 2 3 17.2[0.03] 2.09[0.15] 15.1[0.04] 2.09f%] 12.7[0.00] 2.11[0.15] -5.26 0.69(7.66) 3.42 0.3 -0.22(-3.88) 25.5[0.00]
TBR 189 3 2 28.6[0.02] 10.2[0.12] 18.4[0.07] 10.2{] 6.75[0.01] 0.22[0.64] 2.6 1.07(13'2) 0.82 0.4 -0.20(-3.89) 12.1]0.02]
Namibia
DR 177 3 3 17.5[0.02] 2.04[0.15] 15.4[0.03] 2.04F). 6.76[0.01] 3.43[0.06] -0.34 0.79(13'6) 3.53 0.32 -0.08(-2.77)  6.29[0.18]
LR 177 3 3 19.3[0.01] 1.80[0.18] 17.5[0.01] 1.8Qf] 11.4[0.00] 3.14[0.08] 143 1.11(1211) 1.22 0.38 -0.13(-3.58) 1.92[0.75]
MMR 163 2 3 23.1[0.00] 2.61[0.11] 20.5[0.04] 2.610] 3.09[0.07] 2.15[0.14] -0.03 0.98(25'6) 0.42 0.18 -0.16(-1.86) 3.41[0.49]
TBR 171 1 3 29.6[0.00] 1.68[0.20] 27.9[0.00] 1.62[) 12.2[0.00] 0.82[0.37] 0.19 1.04(33.7) 1.17 0.07 -0.30(-3.6%) 3.40[0.49]
Swaziland
DR 189 3 3 21.4[0.01] 3.45[0.06] 17.9[0.01] 3.4B@). 7.65[0.01] 2.69[0.10] 244 0.89(8.09) 0.93 0.16 -0.05(-3.08) 5.88[0.21]
LR 186 6 3 15.9[0.04] 2.88[0.09] 13.1[0.08] 2.88[@ 4.13[0.04] 0.26[0.61] -3.29 0.72(6.86) 2.4 0.17 -0.05(-2.24) 3.83[0.43]
MMR 190 2 3 27.4[0.00] 3.11[0.08] 24.3[0.00] 3.118] 15.1[0.00] 0.09[0.76] 1.8 0.79(1123) 3.02 0.11 -0.11(-4.2%) 1.91[0.75]
TBR 190 2 3 18.5[0.02] 2.37[0.12] 16.1]0.03] 2.37 12.9[0.00] 0.92[0.34] 0.18 0.85(7.13) 1.23 0.18 -0.10(-3.93) 2.92[0.57]

Note: Parentheses [ ] are used to denote prohabdiue, and () represent t-values; a and b, setel% and 5% significance levels respectivelis the VAR Order as selected by an appropriaterinébion
criterion; MR_O represent money market rate inatieer SACU countries, and MR_SA represent moneketaate in South Africa. The t-values reportedamg* and t-value** are based on the null hypothesis of

[=0andg =1 respectively.

A is the deterministic trend assumption: (2) Téneel data X has no deterministic trend and thetegiating equations have intercepts; (3) The Ida&h X has linear trends, but the cointegratingaéqos have only
intercepts; (4) Both the level data X and the @gnating equations have linear trends.

Source: Source: Computed by author.
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(b) Principal component analysis

The use of principal component analysis (PCA) fetednining the degree of financial
integration has become very popular (cf. Perigabal, 2007; Becker and Hall, 2006;
Gilmoreet al, 2006; Figueirat al.,2005; Siliverstovet al.,2005; Fernandez-lzquierdo
and Lafuente, 2004; Nellis, 1982). The idea is ¢tednine whether a single or a few
uncorrelated factors, called principal componerdgist that best account for the
correlation among the variables of interest (indheent analysis the interest rates) in the
different countries. In the case of full integratithe correlation structure of the interest
rates would be best described by one common fasjaleaining their long-run behaviour
or co-movement. However, the higher the numberofors that is needed to explain the

interrelations between the interest rates, the ldiv@degree of financial integration.

The principal component analysis problem can beesged thus:

P = AX (5.4)
where Pis a vector of orthogonal factors or principal caments (PC). These PCs are a
linear combination of the original series (the skinterest rates in the current analysis);
X is the observed sets of interest rate variablds/Ais a matrix of coefficients or factor
loadings with each coefficient representing the glieiof the corresponding original
variable in the relevant PC. The number of PCsgisakto the number of the original
variables; however, the PCs are orthogonal, i.dependent of each other. The PCA
derives the PCs in such a way that they explainvidmgations in the set of original
variables in a descending order. Thus, the firstd@€ounts for the main part of the
variation of the original variables; the second ®{ explain the main part of the
remaining variations in the variables after theeet§ of the first PC have been removed
from the data (Figueirat al.,2005:4).

To determine the explanatory power of each of e, Pwo measures are conventionally
used: the eigenvalue and the cumulatit®@Rhe PCs. The study employs the Kaiser rule
of eigenvalue greater or equal to 1 (Kaiser, 1880)determine the significance of a PC.
The cumulativeR?has the same interpretation as the ordinary reigressalysis (i.e.
0< R*<1), with a value close to one indicating high explamy power, while a value

close to zero indicates low explanatory power. Néke relative contribution of an

2 For a discussion of weaknesses and alternative ruleloBifie (2002:112-131). For applications see for
instance Nellis (1982), Figueisd al. (2005), and Meriet al. (2007).
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interest rate of a country to the significant P€determined using the factor loadings or
the coefficients of the PCs (i.e. tAén Equation 5.4). According to Jolliffe (2002:6 et
sign of the coefficients of any PC is completelypimary. However, the pattern of
variation of the signs from one factor loading lte bther can be used to determine the
co-movement of the variables (Becker and Hall, 2806In the current analysis,
following Becker and Hall (2006:8), a largely randdactor loading (with variable signs
and sizes) would imply that the variables move dargndependently of each other,
hence indicating low integration. However, if theterest rates move together (i.e.
integrated), the PC coefficients will exhibit a mosystematic pattern (same sign and
size). Similarly, a country with a factor loadirftat moves in a more systematic pattern
with that of South Africa is taken as evidence oéager integration with it, given the
dominance of South Africa in SACU as confirmed kg tcointegration analysis just

discussed.

The empirical results reported here employ thre¢hefsame interest rates (bank rate,
deposit rate and lending) as in the previous arsalyBhe other two interest rates
(Treasury bill rate and money market rate) are us#d since data for them are only
available for a few countries. The analysis is iedrrout for four periods. The first

analysis covers the entire period from 1991 to Ddm® 2005. The other analyses are
carried out for three sub- periods — 1991-1994 518999 and 2000-2005 — to explore
the dynamics of integration since the change intipal environment in South Africa

after 1994. The PCA requires balanced data (i.ealegbservation) for all the interest

rates. Hence, due to missing data in Namibia, theirsg dates for the entire period and
the first sub-period vary across the interest refes the Bank rate the starting period is
September 1991, while for both deposit and lendatgs the starting date is January
1991. The analysis is further carried out for thdACand the SACU (i.e. CMA plus

Botswana) countries separately. This will helpampare the extent of integration within
the CMA and the SACU. Given that the PCA makesssumptions about the underlying
properties of the data series, there is no neednftance, to determine the stationarity

properties of each variable for the purpose ofthalysis.

Table 5.8 in the text and Figure A-5.15 in the ajujpe present a summary of the PCA

results. Table 5.8 reports the Eigenvalues forfitlsé and second principal components
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and the cumulativeR?for the first principal component for the threeeirgst rates and the
CMA and SACU. From the results, as expected, thiACountries are more integrated
than the SACU countries. For the CMA, the threerest rates show strong evidence of
co-movement for all the periods as there is onlg significant principal component with
very highR?. The only slight exception is during the perio®39.999 when the interest
rates had a nearly significant second principal moment, with eigenvalues of 0.962,
0.835 and 0.839 for bank, deposit and lending na&gsectively.

Table 5.8: Principal Component Analysis of InteiRates: 1991-2005

Bank Rate Deposit Rate Lending Rate
Eigenvalue[Eigenvalue:R* -1 |[Eigenvalue:|Eigenvalue:|R? -1st [Eigenvalue:|[Eigenvalue:|R? -1%
1st 2nd PC 1st 2nd PC 1st 2nd PC
CMA
1990-2005 3.310 0.533 0.828 3.704 0.202 0.926 3.545 0.223 860
1990-1994 3.753 0.154 0.939 3.677 0.228 0.919 3.584 0.201 960
1995-1999 2.768 0.963 0.692 2.940 0.835 0.785 3.356 0.418 390
2000-2005 3.495 0.486 0.874 3.412 0.342 0.853 3.734 0.204 330
SACU
1990-2005 3.756 0.629 0.751 3.709 1.001 0.742 4.008 0.683 010
1990-1994] 4.049 0.736 0.81d 3.709 1.022 0.742 4.161 0.505 320
1995-1999 3.048 0.973 0.610 2.994 1.372 0.599 3.478 0.986 990
2000-2005 3.639 1.008 0.728 3.786 0.676 0.7p7 3.994 0.839 990

Note: F' PC and 2 PC are the first and second principal componerits. farting date for Bank rate for
the entire period and the first subperiod is Septemi®8il while for deposit and lending rates it was
January 1991.

Source: Computed by author.

The possible reasons for the slight drop in theee@f financial integration during the
1995-1999 periods become apparent if one examireefattor loading for the CMA as
illustrated in Figure A-5.15 in the appendix. Asidze observed from the factor loading
of the first PC, the countries moved in the sameation, as expected, because of the
CMA Agreement. However, the coefficients for Lesotare lower, implying a lower
weighting in the integration for the region. Thg particularly manifest in the central
bank rate and the lending rate which are signifigalower during that period. The
results confirm the events in the country duringttperiod. From the mid 1990s, the
financial system in Lesotho experienced consideradtress, which culminated in the
liquidation of the Lesotho Agricultural DevelopmeBank (LADB) in 2000 and the

Lesotho Bank in 2001, despite several attemptdhbyGovernment to rescue the banks.
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The loan books of the Lesotho Bank were eventualken over by Standard Bank (a
South African private bank) and began operatiora a&w independent entity with the
name Lesotho Bank in 1999. To worsen the situatioriugust and September 1998
Lesotho experienced a political crisis that ledh® destruction of property, heavy stock
looting and the burning down of several companié® uncertainty created by the crisis
resulted in a further decline in domestic bankiotivities (Aziakpono, 2004b). However,

the period 2000-2005 has recorded a turnarounfiarpattern, with the coefficient for

Lesotho almost equalling the rest.

As one would expect, since Botswana is not pathefCMA agreement, the addition of
Botswana to the CMA countries lowered the degre@naincial integration. Unlike the
CMA countries where there was only one significanihcipal component in all the
periods and across interest rates, when Botswaarddisd to the analysis, the PCA results
show, in some instances, more than one signifigaimricipal component. This is
particularly pronounced with the deposit rate whereghree out of the four periods, two
components are statistically significant. In thesecaf the bank rate, two significant
principal components are obtained during the 200@62sub-periods and another nearly
significant second component in the 1995-1999 sarimds. Again the 1995-1999 sub-
periods experienced the least financial integrattonong the SACU countries. The
results for the 1995-1999 period may also be paltlg to the crisis in Lesotho as just
explained. Overall, however, the results suggest the level of financial integration
among the SACU countries improved during the 200052period.

From the second row of Figure A-5.15 in the appendi Chapter 5, that shows the
coefficients of the first PC for SACU countries,eoten observe the relative contributions
of each country to the observed integration pastevidently, the pattern of movement
of the CMA countries remained the same as in tis¢ fow when analysing the CMA

countries alone. However, Botswana moved in a stersi manner in all the periods and
independently of the CMA countries for most of tperiods analysed and it is

irrespective of the interest rates used. Surprigjrigr all the instances where the factor
loadings showed that countries moved togethes the CMA countries that appear to
converge towards Botswana and not the opposites iBhrather surprising, since the
cointegration analysis shows that South Africa dwates the other SACU countries.

Even in the immediate period after the change m pblitical dispensation is South
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Africa in 1994, which brought along with it a mdreendly relationship with Botswana,

which had hitherto maintained a strong oppositm@partheid South Africa, there is no
noticeable change in the level of integration. Omeuld have expected that the
concomitant relaxation of the political tensionvbe¢n the two countries should have
manifested in some synchronisation of their finahslystem. This does not appear to

have occurred until around 2000.

The pattern since 2000 could be explained by twssite factors. First, in February
1999 Botswana adopted a more liberal foreign exgdgolicy by abolishing exchange
control and adopting full capital account convelityy This policy action, which
signalled a move towards openness of the finasgisitem, might have contributed to a
higher synchronisation of interest rates with Soéittica, and by implication the other
CMA countries. However, given the fact that thetdadoadings for Botswana for all the
interest rates have maintained a consistent pattntime, the change in policy stance
in 1999 may not have been the major driver of §heclsronisation of interest rates with
those of the CMA countries. Second, in 2000 SouticA adopted an inflation targeting
monetary policy framework, which resulted in a diopboth the inflation rate and the
market interest rates. An important implication tbE new policy is the stability it
brought to the market interest rates relative te gast. This then harmonises with

Botswana which up till then had maintained a méabls and lower interest rates stance.

Overall, a comparison of the different interesesator SACU and CMA shows that the
retail lending rate gave the strongest evidencecasfvergence. For the CMA with
Botswana, the deposit rate follows the lending.rateen with the inclusion of Botswana,
the emerging evidence (as shown in the period 20@W%) suggests that the deposit rate
ranked second. Thus, the PCA results confirm thkeeaesults based on cointegration

analysis which found evidence for both market aoiicp convergence.

54 INVESTMENT AND SAVING CORRELATION

As discussed in Chapter 3, the investment-savi®) @orrelation as measure of financial
integration was pioneered by Feldstein and Horid@80). The central argument is that
in a financially open economy domestic investmerit te largely independent of

domestic saving because the former might be firdifroen a pool of world saving. Thus,
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financial integration will imply a low correlatiothetween domestic investment and

saving, while a high correlation will suggest ttfs¢ markets are segmented.

Feldstein and Horioka (1980) tested their propositby estimating the following I-S

model:
v :a+ﬁ—» (55)

where (1 /Y, ) is the ratio of gross domestic investment to GDBountryi at timet and
(S/Y,) is the corresponding ratio of gross domesticrgaud GDP.a and S are the
parameters to be estimated. Feldstein and Horib®80(318) postulate that in a small
open economy relative to the world economy, theieaf 5 would be zero, while for a
relatively large country, the value Bfwould only be the order of magnitude of its share
of total world capital. Even though a high value/tould reflect other common causes

of the variation in both investment and savingdsadin and Horioka (1980:318) argue

that a finding of a high value g8 would be evidence against the hypothesis of perfec
capital mobility. In essence, the value @fwould vary from zero to one (i.€.< 5<1),

where a zero implies perfect capital mobility (fuitegration) and a value of one implies

no capital movemefit

Extending Feldstein and Horioka’s (1980:318) pragms about a small versus a large

country to the SACU countries would imply a relativ lower 8 value for the smaller

SACU countries than that of South AfrféaMoreover, given the economic isolation of
South Africa during the apartheid era, all thingelg equal, one would expect the value

of £ to be higher prior to the abolishment of apartheid

Most empirical studies of the I-S relation emploss-sectional analysis based on
ordinary least square (OLS) or the instrumentaiaide technique (see Obstfeld and

Taylor, 2004 and Lemmen and Eijffinger, 1998 faeaiew of the literature). One major

%4 Feldstein and Horioka (1980) estimated a cross-settioodel of the I-S correlation using data for the
1960s to 1980 for 21 OECD countries. Contrary tdr tewepectation they found high I-S correlation,ttisa
their results suggest low capital mobility in the coiest studied. Their surprisingly high I-S correlatisn
now popularly known as the Feldstein-Horioka ‘puzzle’

% Note that in a world context, South Africa is alsesraall country, but relative to the other SACU
countries, it is a large country.
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limitation of such an approach as highlighted bynbeen and Eijffinger (1998:15) is that

“the cross-sections coefficients simply reflect capital mobility betere a sample of

countries taken as a unit to and from the resthef world and not capital mobility

between individual countries”. Moreover, cross-ggwl analysis assumes the same
degree of capital mobility for each individual coynin the sample (Lemmen and
Eijffinger, 1998:15). A practical solution to theoss-sectional analysis proposed by
some authors (cf. Obstfeld and Taylor, 2004 andrhemand Eijffinger, 1998) is to use

country-specific time series analysis to accountlie correlation in individual countries.

The possibility of endogeneity of the saving valeals another issue that empirical
studies of the investment-saving correlation offeoe, since economic variables or
shocks may influence both investment and savingsratintly (Lemmen and Eijffinger,
1998:15). According to Lemmen and Eijffinger (1988, endogeneity of the saving rate
may arise in both time-series and cross-sectiamallaes. In cross-sectional analysis, the
problem is usually addressed by using an instruahesatriable that is highly correlated
with saving but not with the model error term. Hoee obtaining reliable instruments

remains a major challenge to such an approach.

This study adopts a country-specific time seriggr@gch to determine the degree of I-S
correlation in each of the SACU countries. Spealfyc the study employs the maximum
likelihood based cointegration and error correctiondel proposed by Johansen and
Jesulius (1992) to estimate Equation 5.5. In aoidito accounting for non-stationarity of
time series data that may lead to spurious resutiéfers a direct approach of testing for
the endogeneity of the variables based on the wrageneity test (see Appendix A-5.2

for details).

Following previous studies, the study employs tweasures of saving — the gross
domestic saving (GDS) and the gross national sa{@gS) (cf. Obstfeld and Taylor,
2004; Lemmen and Eijffinger, 1998; Feldstein andribl@, 1980). Investment is
represented by gross capital formation in line it practice in most studies of the I-S
relationship. Both investment and saving serieseapessed as a ratio of nominal GDP
in domestic currencies. All the data are sourcedimfrthe World Bank World

Development Indicators, 2007 CD-ROM. The analysssuannual data covering the
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period 1970 to 2005, except for GNS in Swazilarat gtarts from 1974. As a first step
all the variables are tested for unit root using Bi-GLS and Ng and Perron (2001) tests
(see Appendix A-5.1). As can be seen from the naat results reported in Table A-5.1
in the appendix, most of the variables are I(1).fdw instances, the unit root tests
produces mixed results. For instance, in Botswharanull hypothesis of unit root was
rejected at 10% for investment in level series. sSTmyestment in Botswana is weakly
integrated of order zero. In Swaziland, the DF-GU§gest that investment is I(1) while
the Ng and Perron method suggest that it is |{@)bdth cases investment is used in
testing for cointegration since it is possible ¢ointegration to be present when there is a
mix of 1(0) and I(1) variables in a model (Harrif95:80).

Based on the unit root results, bivariate cointégmatests are carried out for a pair of
investment and saving variables using the tractsstaand the maximal eigenvalue
statistic test. In models where cointegration ignid, each variable is tested for weak
exogeneity to determine their endogeneity statbs. [IS model specification in Equation
5.5 requires that the model is normalised on imaest if investment is found to be
endogenous. However, if investment is exogenousheusaving variable is endogenous,

then the model is normalised on the saving variabtEbtain the long-run parameters.

Table 5.9 reports the results of the cointegratinalyses and the exogeneity tests. The
table also reports the VAR order (k), the trenduagstion (A), and the residual
diagnostic test results. Overall, the results ibl@#.9 show that all the pairs of variables
in the models are cointegrated except the moddi gibss domestic saving (GDS) in
Lesotho. Also, though the evidence is not stromglésotho the model with gross
national saving (GNS), where cointegration is foumeestment is exogenous while the
GNS appears to be endogenous. For Botswana, Sduta And Swaziland, investment
is endogenous in all the models. In Botswana an&z8and, the GDS and GNS
respectively are endogenous. In South Africa, thié hypothesis of weak exogeneity is
rejected for the two saving ratios, hence theyadse endogenous. In line with Equation
5.5 above, the subsequent analysis focuses on tdelsnthat are normalised on

investment.

Overall, the results appear to be consistent with theoretical expectation that South

Africa would have a higher I-S correlation than dtkeer SACU countries. The results are
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also consistent in confirming that the smaller SAGiintries are more integrated given
their low I-S correlation. The I-S correlations fBotswana are 0.27 and 0.30 for GDS
and GNS and for Swaziland they are 0.09 and 0.4&ir®ly, the two coefficients in
Botswana and the coefficient of GNS in Swazilandhalve negative signs. A negative
coefficient of savings in the I-S model suggestt thn increase in saving rate causes
domestic investment to fall. Though some otheristi(such as Lemmen and Eijffinger,
1998) have found a negative coefficient, no exgianaor the negative coefficient was
provided. Intuitively, an increase in saving ratewd cause domestic investment to
increase, since according to the Mackinnon-Shawotngsis, prior saving is needed to
promote domestic investment and growth (Mackinnd®74 and Shaw, 1973).
Nevertheless, a negative relationship is not imjptssespecially in an open economy
such as Botswana and Swaziland. A possible exptané that, in an open economy
where capital is allowed to flow freely across inggional borders, domestic saving may
flow into foreign markets without offsetting inflaMrom the rest of the world. If such
outflows reach a level where domestic investors demied essential capital for
investment, domestic investment may decrease éweigh domestic saving may remain
high. This may explain the situation in Swazilankdene, as noted earlier, domestic bank
credit has decreased faster than bank deposilitiebiand aggregate external liabilities
have continued to decrease while aggregate extassats have continued to increase
(see Tables 5.1 and 5.2 above). Thus, Swaziland fgpical case where financial
openness permits capital outflows without offsettimflows, thereby restricting domestic
investment.

The imbalance in external capital flows may alsdlpaxplain the negative coefficients
of I-S model in Botswana, since, as shown in Tdb above, the external liabilities
have continued to decline while the external adsat® increased over time. This might
have affected the amount of capital available fomdstic investment. However, in
addition to this, the negative coefficient may [ame due to inefficiency in the
allocation of domestic saving, especially through banking system. While the evidence,
as reported in Table 5.1, suggests that credhédtivate sector by banks has increased
moderately, however, much of the credits are irsingdy shifting to household
(consumption) rather than business finance. Givkat tmost of the household
consumption is imported goods with virtually nowaladded in Botswana, such credit

would have no real positive effect on domestic streent.
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Lastly, for South Africa, the I-S correlations &®0 and 0.98 for GDS and GNS. With

the values of thg coefficient close to one, South Africa appearkadwee a very low level

of integration. This is not surprising given thetbry of South Africa with a period of
sanctions and isolation which make the economyetalbsed. It may also reflect the
effect of capital control regime pursued during #®80s up to the early 1990s before the
end of the apartheid regime in South Africa. Ndwelgss, given the evidence presented
earlier in this chapter that shows increasing irgegn (see Section 5.2.2), it is likely that

the coefficient would lower if one were to estimateodel for the recent period.

Lemmen and Eijffinger (1998:9-10) suggest a nundjesther reasons why savings and
investment ratios may be correlated even in thegmee of perfect capital mobility. One
such reason that may be applicable to South Afsithe effect of the size of the country.
They argue that in small, less diversified coustsaving and investments shocks do not
balance each other and therefore raise the neledrtow from abroad. But, as a country
becomes larger it also becomes more diversifiedthnd reduces the need to borrow
from abroad in the event of shocks. Therefore, de@elation will be lower in small
countries than in large countries. Hence, the hi§hcorrelation in South Africa may
arguably be a reflection of a more diversified exrag. Notably, Lemmen and Eijffinger
(1998:19, 25), using cointegration analysis, atamtl very high coefficients for many
of the OECD countries such as Austria (0.91 forQt2893 and 1.23 for 1979-1993),
Finland (0.92 for 1960-1993 and 0.86 for 1979-1988Y% France (0.92 for 1970Q1-
1994Q4 and 1.02 for 1979Q1-1994Q4). As their ressitiow, the coefficients are still
very high after the formation of the EMS in 1979 emhcapital flows presumably

increased among the countries.

In summary, given the low3 for the smaller SACU countries, the I-S correlatio

analysis further confirms that the SACU countries highly integrated. However, the

nature of their external integration seems to kBealiraging domestic investment.
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Table 5.9: Saving-Investment correlation model 12005

Obs K A Trace Max Exogeneity
r=0 r<1i r=0 r=1 Iy SIY Intercept B R> ECM S.Cor Het
Botswana
GDS 33 2 3 232[0.00] 1.87[0.17] 21.3[0.00] 1.8Z[Q. 24.6[0.00] 4.11[0.04] -38.18 -0.27(-5.30)0.62 -0.35(-5.8%)  5.22[0.27] 15.9[0.60]

GNS 33 2 3 2509[0.00] 1.41[0.23] 24.5[0.00] 1.42F. 27.6[0.00] 0.37[0.54] -39.67 -0.30(-3.13) 0.67 -0.34(-6.47) 6.86[0.14] 13.2[0.78]
Lesotho

GNS 32 3 2 220[0.03] 7.63[0.10] 14.4[0.09] 7.63[. 0.45[0.50] 0.82[0.36] -1.071 0.69(2.24) 0.18 -0.28(-2.04) 4.09[0.39] 34.4[0.26]
South Africa

GDS 34 1 3 20.6[0.00] 0.65[0.42] 19.9[0.01] 0.68@. 5.78[0.02] 12.6[0.00] 1.45 0.90(9.06) 0.18 -0.21(-2.39) 4.41[0.35] 24.1[0.15]
GNS 32 1 3 215[0.01] 0.66[0.42] 20.8[0.00] 0.68@. 7.14[0.01] 12.5[0.00] 0.283  0.98(9.24) 0.22 -0.22(-2.69) 6.54[0.16] 21.9[0.24]
Swaziland

GDS 32 3 2 224[0.02] 5.00[0.28] 17.4[0.03] 5.00F]. 3.35[0.07] 0.52[0.47] -21.57  0.09(0.59) 0.16 .461-2.87§ 3.94[0.41] 21.2[0.88]
GNS 29 2 4 31.3[0.01] 10.6[0.10] 20.8[0.03] 10.6f0. 6.62[0.01] 4.52[0.03] -44.94 -0.46(-3.12) 0.28 -0.74(-3.7%) 2.38[0.67] 16.8[0.53]

Note: For values in bold, the dependent variabletfe@ model is normalised on the saving ratio, eHdr the unbolded values the model is normalisedhe investment ratio. GDS is the ratio of groesndstic
saving and GNS is the ratio of gross national sg¢GDP.

Parentheses [ ] are used to denote probability eaknd (') represent t-values; a and b represenah®5% significance levels respectively; k isWAR Order as selected by an appropriate informatioterion;

A is the deterministic trend assumption: (2) Theelelata X has no deterministic trend and the emrating equations have intercepts; (3) The lewahaX has linear trends, but the cointegrating eépres have only
intercepts; (4) Both the level data X and the cagnating equations have linear trends.

Source: Computed by author.
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5.5 SUMMARY AND CONCLUSION

This chapter sets out to examine the degree ohdiahintegration in each of the SACU
countries and to investigate the extent to whick #maller SACU countries are
integrated with South Africa. The study employeloiaétery of tests based on three broad
categories of outcome-based measures of finamtegation with a view to arriving at a
robust conclusion about the nature of financiaégnation among the SACU countries.
The broad categories of outcome-based measuresredpre the stock of capital, price
(return)-based measures focusing on the behaviounterest rates, and the investment-

saving correlation in the countries.

Overall, the analyses in this chapter provide v&rgng evidence that individually the
financial and monetary sectors of the SACU coustrege becoming increasingly
integrated. The results are also rarely unambiguouwonfirming the dominant role of
South Africa in SACU and indicate a hierarchy degration of the financial systems of
each member state with that of South Africa, withnibia at the top, followed by

Swaziland, then Lesotho and Botswana at the bottom.

More specifically, based on the analysis of thelsgtoof foreign assets and liabilities of
domestic banks in the countries, the study firgsiwsh that the banking sectors have
become more integrated as suggested by the inogeagick of capital. The indicators
used also highlight a clear asymmetry in the stotkapital among the banks in the
SACU countries. Even though the indicators didspecifically capture the actual capital
flows across banks in the SACU countries, combirivem with the pattern of financial
development indicators as well as interest rateapanalysis conducted, suggest that the
flows significantly favour South Africa, followedybNamibia more than the other

countries.

Second, the analysis of the composition of thekstdexternal assets and liabilities also
reveals that some shifts in the components of siss@d liabilities have occurred in the
SACU countries.
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The third category of indicators used are basedsset prices (returns) focusing on the
behaviour of interest rates in the countries. Botintegration analysis based on the
Johansen maximum likelihood approach and princip@aiponent analysis further
explore the extent of integration based on the Weha of interest rates. A primary
concern using the cointegration method was to aeatlie extent of interest rate pass-
through from South Africa to the other members &C® vis-a-vis domestic pass-
through. The pass-through analysis helps to deternihe degree of financial and
monetary autonomy and interdependence between Sdutta and the other SACU
countries. Similarly, the PCA helps to explore &éxtent of financial integration among
the SACU countries. The interest rate analysis iomsfthat the SACU countries are

financially integrated and highlights two key fertsi of their integration.

First, the results based on the interest rate aisatonfirm the dominant role of South
Africa in SACU. This suggests that if monetary twafion is to be pursued, with the
SARB and the rand being the sole central bank amdewcy respectively for the
countries, monetary policy transmission would kkélecome more effective in each
country. However, an important qualification tostlaissertion is that the extent to which a
monetary union will help to improve the domesticretary transmission mechanism will
vary from country to country and depends on theaileg situation in each country. For
countries with a relatively inefficient domestic natary policy transmission, such as
Botswana, Lesotho and Swaziland, it is not likélgtta single central bank will worsen
the transmission of monetary policy in such coestrindeed, for Botswana and Lesotho,
the results suggest that there would be a sigmifica@provement. In a country like
Namibia, where the domestic policy seems to be reffiective, a single central bank
may slightly slow down the monetary transmissiorthi@ country. However, this should
not be a major cause for concern since the passghrfrom SARB to Namibia is also
very high (97%).

Second, the results suggest that the prevailirggration between the financial systems
stems from both policy convergence and market ag@ree. Policy convergence refers
to the response of interest rates (BR, DR, LR, MRl TBR) in the other SACU

countries to changes in the official rate in So@iffica and the response of market rates

157



(DR, LR, MMR and TBR) to their corresponding couptat rates in South Africa is
referred to as market convergence. However, thdeece suggests limited arbitrage
activities between the countries, which might redobth from weak institutional
development and limited investment opportunitied arability of investors to explore

such opportunities in the smaller countries.

Lastly, the analysis of the I-S correlation furthewnfirms that the smaller SACU
countries are highly integrated. However, the retfrtheir external integration seems to
be discouraging domestic investment. This is atdime with composition of stocks of
capital, which is skewed towards accumulation afeign assets rather than foreign

liabilities.

Chapters 7 and 8 will examine the effects of theamgmg de factofinancial integration

and its components on the level of financial depelent and economic performance.
The chapters also focus attention on the questiomhether or not countries that are
more integrated with South Africa gain more frore thtegration process than those that

are less integrated.
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Appendix A-5

Appendix A-5.1: Unit root tests

This study uses the modified Dickey-Fuller (DF)ttdmsed on generalised least squares
(GLS) detrending series (commonly called the DF-G&S), as proposed by Elliet al.
(1996) and the Ng and Perron (2001) tests for toot. In contrast to the standard
Dickey-Fuller and Philip-Perron (PP) tests commom$ed, which have been criticised
for their poor size and power properties, Elevtal (1996) have shown that the DF-GLS
test has good size and power properties. SimitadyNg and Perron (2001) test, which is
another modification to the standard argument DBjidkeller (ADF) test, has good size
and power properties (Rapach and Weber, 2004:Zh&) poor size and power properties
refer to the tendency to over-reject the null hyesis of non-stationarity when it is true
and under-reject it when it is false. See Harr#98L39) for a detailed discussion of these
problems as they relate to ADF and PP unit rootstel both tests the unit root
hypothesis is tested against the alternative afmbroot.

Appendix A-5.2: The cointegration and error correction framework

This box describes the maximum likelihood based tbe Johansen bi-variate
cointegration test. Here a pair of variables isdueillustrate its application. The same
principle will be applied when the test is usedeelsere in this study. A multivariate

version of the procedure is described in Chapter 6.

Following the practice in standard econometriaéditere, a typicaVARk) model can be

represented as:
k
Axt = I_Ixt—l +ZriAXt—i +€kt (A5'1)
t=i
where X, =(X,X,) is an 2x1 vector of (1) variables,AX, are alll(0), I', are 2x2
coefficient matricesg,, are normally and independently distributed eremmis; and

M =0 if there isno cointegration.
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AX,..AX,,., are alll(0), while X,isl(1). In order for Equation A5.1 to be consistent,
M, would not be of full rank, i.e. equal to 2 in thieviariate model. Assume that its full

rank is n (=2 in a two-variate case) and its reduaak r, if r = 2, then the variables in

X, arel (0) while if the rank off1, = 0, then there are no cointegrating relations Kisiar
1995:79). Usuallyll, has a reduced rank, thatris (n—1), in which case it can be

decomposed as:

N =ap (A5.2)

wherea is anxr matrix andg is ar xn matrix. Theng X,_, are ther cointegrated

variables, 3 is the matrix of coefficients of the cointegratingctors, i.e. the long-run

coefficients, andr has the interpretation of the matrix of error ection terms. This is

Granger’s representation theorem.

The rank of the matrik; and the number of cointegrating relation(s) wél determined

using the two commonly used likelihood ratio (LI}t statistics, proposed by Johansen

(1988), i.e.: the trace statistid,(..) and the maximal eigenvalued_( ) with their test
statistics given respectively as follows:

n 8]
Avace = =T D log@-2) (A5.3)

i=r+1
]
A = —Tlog(L— A1) (A5.4)

where A is thei —thlargest eigenvalue of thid, matrix in Equation A5.2. The tests will

be conducted both under the null hypothesis thatOrand then that r = 1. Following
Haug et al (2000:424) we employed p-values to test for egration and the null
hypothesis is tested sequentially from low to higlues of r. The testing in the sequence

ends when the null hypothesis is not rejectedHerfirst time.

Once cointegration is found among the variables niext step is to place a normalisation
restriction to identify the true cointegrating vac{Luintel and Khan, 1999). Following

Arestis and Demetriades (1997), each vector wilhbenalised on the variable for which
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clear evidence of error correction is found. Coesidur bi-variate VAR model using

(Xy) and(X,) , and assuming the tests suggest one cointegragtagion, the

normalisation restrictionf3,, =1, is used thus:

AXi ) _[u X1
(Axaj_[%j L ﬂ”)(xm_lj (A5.5)

Given the objective of the study, the inclinatiomuld be to normalize orX, as in

Equation A5.5, if the corresponding loading faci@y, is negative and significant.

If an economically meaningful cointegrating relatics established, it would also be
interesting to know the direction of causation bew the two interest rates. Several
causality test methods exist and the choice ofrticpéar method depends on whether the
time series are stationary or not, and if non-stetry, whether they are cointegrated or
not. For stationary series, the standard Grangesadidy test would be applicable, while
for non-stationary but non-cointegrated series, @manger causality test would be
applied to the series in first difference (Demetes and Hussein, 1996). In the case of
cointegrated series, several authors (cf. Hall \Ahckens, 1993; Hall and Milne, 1994;
Toda and Phillips, 1993 and Luintel and Khan, 1988)e proposed the test for causality
in an ECM framework. Following Hall and Milne (1994nd Luintel and Khan (1999),
the notion of a weak exogeneity test suggestedobanken (1992a) is used to test for
long run causality between the variaBfe#\ variable is said to be weakly exogenous if
the error correction term is statistically insigeaint in the relevant equation, in which
case the variable is not adjusting to the longequailibrium path (Boulila and Trabelsi,

2003:12). This is tested by placing a zero restmcon the column af,, i.e. Ho: a, = 0,

in the matrixI, = af (Equation A5.2 above).

Using the example above, if the null hypothesig tha = 0 is rejected, therX, is not
weakly exogenous in the vector, implying th&, does Granger caus¢, in the long

run. Similarly, rejection of the null hypothesisatter;; = 0 means that the SARB rate is

% A similar application of the test in the financexgth relationship can be found in Demetriades and
Hussein (1996) and Arestis and Demetriades (1997).
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not weakly exogenous, thus th¢, Granger causes,, . However, a non-rejection of

a,, =0n a,, =0 implies an independent relationship between the itierest rates. A

similar procedure will be followed in testing dllet pairs of interest rates in the SACU

and other bi-variate analysis in this study.
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Table A-5.1: Unit Root Tests Results

BR DR LR MMR TBR INV GDS GNS
Botswana
Intercept 0.1 -0.64 0.26 0.79 -0.44 -1.45
Level Intercept & Trend .1 07  -1.23 -1.12 289 -324 313
Intercept -14% -7.858 -12.8 -0.13 -1.24 -4.173
DF-GLS 1stDiff Intercept&Trend 153 792 .12.¢ -1.62 -407 -558
Intercept 0.14 -1 0.3 0.54 -1.13 -3.09
Level Intercept & Trend -2.39 -3.31 -2.75 -9.39  -71.1 -11.26
Intercept 943 -499¢  -95.0% 364 -4.16  -10.64
NP 1st Diff Intercept & Trend -94% -51.2 -95.F -0.03 -27.% -13.81
Lesotho
Intercept -1.53 -0.42 -0.8 -0.36 -1.19 -1.27 91.5
Level Intercept & Trend 236  -2.28 -2.29 2.1 -1.60  -2.13 -1.75
Intercept -13%5  -15.9 -19.7 -296¢  -6.3¢ -6.04 -6.75
DF-GLS 1stDiff  Intercept & Trend -135  -15.¢ -19.8 -48% -6.7% -6.94 -75%
Intercept -5.6 -0.82 -2.5 -0.78 -1.80 -3.21 -3.91
Level Intercept & Trend -10.7 -0.87 -10.6 -852 .06 -5.14 -5.12
Intercept -95%5 -93.8 -84.1° -26.6' -17.3 -17.¢ -15.8
NP 1stDiff  Intercept& Trend  -955 -93.4  -83.9 449  -169 -16.7 -15.F
Namibia
Intercept -0.01 0.05 0.77 -0.45 -0.41
Level Intercept & Trend -2.52 -1.64 -1.73 -1.89 -2.11
Intercept -5.98 -10.5 -5.40" -8.37 -6.3¢
DF-GLS  1stDiff  Intercept& Trend  -6.02 -105  -17.9¢  -9.6F  -6.37
Intercept 0 0.11 0.95 -1.11 -1.09
Level Intercept & Trend -13.86  -5.48 -5.78 -7.34 034
Intercept -459% -86.8 -15.¢* -60.4  -158.7
NP 1st Diff  Intercept & Trend -46% -85.7 -1244 -72.4 -157.4
South Africa
Intercept -0.15 -0.56 -0.72 0.13 -0.46 -1.20 -1.06 -1.18
Level Intercept & Trend  -2.01 -2.7% -2.58 -1.79 -2.54 -2.38 -2.40 -2.60
Intercept -9.60 -3.18 -6.58" -1.84 -8.3¢ -3.5¢ -5.20 -5.12
DF-GLS  1st Diff Intercept & Trend  -9.66 -4.89 -6.63 -3.58 -8.42 -3.9¢ 587 -5.87
Intercept -0.33 -1.15 -2.24 0.2 -1.13 -2.64 -2.79 3.25
Level Intercept & Trend  -8.46  -15.8 -14.8 -6.24 -13.03 -129 -6.93 -7.88
Intercept -842 208 593 94 752 132 -16F -156
NP 1st Diff  Intercept & Trend -845  -39.8 -59.9 -29.2 -75.7  -14F -16.9 -16.8
Swaziland
Intercept -1.49 -0.81 -1.53 -0.68 -1.41 -2.18 -1.51 -1.68
Level Intercept & Trend 175  .1.43 -1.68 -1.56 -1.77 272 -1.80 -2.74
Intercept 530 -11.F  -72F -129 368  -43F 565 -3.22
DF-GLS 1stDiff Intercept&Trend 53¢ 112 .73F -13.0 -13.¢ -46F -573 -593
Intercept -6.58 -2.43 -6.34 -1.85 -4.72 -168  -3.54 -3.80
Level Intercept & Trend -7.73  -4.68 7.1 -5.13 6.3 -117 -561 -97.9
Intercept -37.3 914 -62.7 -95.2 -21.6 -30%  -17.7 -352
NP 1st Diff  Intercept & Trend -38% -91.6 -63.8 -95.2 -91.6 442 1740 -153

Note: a, b, ¢ — significant at 1%, 5% and 10% respely. The NP statistic was based on the quatsiectral kernel and the
Andrews (1991) automatic bandwidth selection pracedBoth the DF-GLS and Ng and Perron tests waneecl out with intercept
and linear trend.

Source: Computed by author
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Figure A-5.1: Sum of foreign assets and liabiliteess percent of total assets and liabilities of
banks: 1980-2004
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Figure A-5.2: Foreign asset of banks as percetttaf assets of banks: 1980-2004

60.00

50.00

/
AR A
o N N IS X
10.00 WW \_‘\\%\‘
ooofw o
fffff&?ﬂffffﬂﬂ

‘ <+— Botswan Lesotho Namibia RSA —x— Swazﬂand‘

Source: Computed based data from IMF Internatidfiabncial Statistics CD-ROM

Figure A-5.3: Foreign liabilities of banks as percef total liabilities of banks: 1980-2004
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Figure A-5.4. Deposit rates spread between Sofiisadand other SACU countries: 1980-2004
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Figure A-5.5: Lending rates spread between Soutlt®fnd other SACU countries: 1980-2004
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Figure A-5.6: Total external assets and liabilitessa percent of GDP: 1980-2004
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Figure A-5.7: Total external assets as a percetP: 1980-2004
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Figure A-5.8: Total external liabilities as a pertge of GDP: 1980-2004
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Figure A-5.9: Total external equities as a peragamiaf GDP: 1980-2004
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Figure A-5.10: Total external debts as a percentdgzDP: 1980-2004
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Figure A-5.11: Composition of external liabilitissBotswana: 1980-2004 (%)
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Figure A-5.12: Composition of external liabilitissNamibia: 1990-2004 (%)
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Figure A-5.13: Composition of external liabilitiss South Africa: 1980-2004 (%)
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Figure A-5.14: Composition of external liabilities Swaziland: 1980-2004 (%)
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Figure A-5.15: Factor Loading of First PCs as latlic of Financial Integration
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CHAPTER 6:

FINANCIAL DEVELOPMENT AND ECONOMIC PERFORMANCE OFACU
COUNTRIES: EMPIRICAL EVIDENCE

6.1 INTRODUCTION

As highlighted in Figure 6.1 below, this chapteplexes empirically the relationship
between financial development (FD) and the econopedormance of the SACU

countries.

Financial
Integration

Economic <:> Financial
Growth Development

Figure 6.1: Structure of chapters

The theoretical and empirical literature reviewadGhapter 2 highlight a number of
issues for empirical modelling of the relationshgiween FD and economic performance.
For instance, although the theoretical literatwggests overwhelmingly that a developed
financial system will lead to economic growth; thare also some indications that under
certain circumstances, such as when the incomé ieveelow a certain threshold, the

effect may be negative.

Berthelemy and Varoudakis (1996:19) suggest thatctusal relations between FD and
economic growth may produce either a virtuous orous cycle, depending on the level
of development of an economy. With a virtuous cyalé@igh level of income may induce
a high level of financial system development, whiah turn, may further stimulate
economic growth. However, with a vicious cyclepwa llevel of income may prevent the
development of the financial system which, in tummay hinder economic growth. An
underdeveloped financial system would be unableddorm effectively most of the

desirable functions of a good financial system laedice lead to an inefficient productive
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structure if income is too low. Thus, in both sa&rs a two-way causality between FD
and economic growth is expected, though with qditéerent results. Given the wide
dispersion ofper capitaincome and level of economic development in theCBA
countries, the question arises whether the relstipnbetween FD and growth has been

similar or dissimilar for these countries.

From an empirical point of view the results remairxed. The ambiguity, as shown in
the literature review in Chapter 2, arises alongeehlines. First, the signs of the
coefficient of FD are not uniform — while some goesitive, others are negative.
Secondly, for studies that obtained the same sigthe coefficient of FD, the magnitude
of the coefficient and its significance vary. Thydthe causality results are mixed,
ranging from those that obtained no evidence obality to those that found two-way
causality; while in between there are those thahdoone-way causality that either runs

from finance to growth ovice versa

The few time-series country-specific studies resaliso underscore the limitation of
cross-country or panel data techniques in analysiegrelationship between FD and
economic growth among different countries. One swelakness is the inability of the
cross-country or panel data techniques to accaunthe possible endogeneity of FD in
the growth model. Indeed, some time-series studiggewed in Chapter 2 show that
causality could run from economic performance to. Forther, the fact that cross-
country or panel data studies have difficulty it@mting adequately for heterogeneity

among the countries being studied represents a majtation of such studies.

Finally, the different, and sometimes inconsistamsults achieved with alternative
measures of FD highlights the importance of usiitgr@nt proxies of FD in a study

such as this.

The task in this chapter is to adopt an appropeateirical framework that will help to
address these issues so as to obtain robust resultse relationship between FD and
economic performance for each of the SACU countridse specific issues that are

addressed in this chapter are:
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i. The issue of whether, how and to what extent FDtridmrtes to the growth
process in each of the SACU countries and, as allaor, to what extent
economic growth affects the development of theiaricial system.

ii. To determine whether the growth effect of FD isustibafter controlling for other
growth determining variables. Note that the conceene is not to assess the
effects of the other determinants on groyén se.

iii. To determine the nature of the causal relationbbigveen finance and economic
performance.

Following Bloch and Tang (2003), Luintel and Kha®99), Arestis and Demetriades
(1997), Demetriades and Hussein (1996) and MurardeEng (1994), this study adopts
a country-specific time-series framework. This &séd on cointegration and an error
correction modelling framework for each of the cii@s.

6.3 ANALYTICAL FRAMEWORK

Traditionally, empirical studies investigating theelationship between economic
performance and financial development (FD) regeesgeasure of economic performance
(LPY) on FD along with other control variables (CM)e. LPY =F(FD,CV), (cf.

Aziakpono, 2005a, b; Luintel and Khan, 1999; Agamgl Ford, 1998; Demetriades and
Hussein, 1996; Lyons and Murinde,1994; Murinde &mg), 1994; Wood, 1993; King
and Levine, 1992, 1993a, b; Roubini and Sala-1-Mart992; Odedokun, 1989; Jung,
1986). Similarly, models of FD seeking to explasbehaviour often regresses FD on a
measure of economic performance along with othentrob variables, thus:
FD = F(LPY,CV) (cf. Aziakpono, 2004a, b; Rother, 2001 and Garcid kiu, 1999).

Thus, given the focus of this study, it is conveni® describe the structure of the model
using a vector autoregressive (VAR) and error atiwa model framework in which the
variables (LPY, FD and CV) enter as dependent kbasa In what follows the chapter
first focuses attention on the variables and thesasurement, and then describes the

econometric procedure used for the estimation.
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6.2.1 Measuring financial development and econgrarformance

As the review in Chapter 2 shows, several meaxfrE® have appeared in the literature.
Because of data availability and to conform to pingctice in many studies to facilitate
comparison of results, this study employs two iatbes of FD (cf. McKinnon, 1973;
King and Levine, 1993a and 1993b; Demetriades andséin, 1996; Levine, 1998;
Levine and Zervos, 1998a; Luintel and Khan, 1999 lagvine, Loayza and Beck, 2000).
These are FDC (the ratio of credit extended toptineate sector by commercial banks to
nominal GDP) and FDL (the ratio of liquid liabigs of commercial banks to nominal
GDP, where liquid liabilities equal demand depgdits time and savings deposits).
Besides the fact that both indicators are freqyamkd in empirical studies and are well
based on theory, the availability of comparablexdat the indicators in SACU countries
also led to their choice. The variables are tramséal into log forms, where LFDC and
LFDL are the corresponding log forms of each of t® measures of financial

development.

Basically, the two indicators focus on the develeptof the banking sector. A potential
weakness of the two indicators of FD is that theyndt capture FD taking place outside
banks. Other aspects of the financial system ircleguity and bond markets and other
non-bank financial institutions such as insuranoeganies, building society etc. By
issuing bonds and equities and selling them dyeotlthe public, enterprises can attract
capital for investments; at the same time househodteive an opportunity to store
wealth. As Levine (1997:712-713) has shown, therele@f development of stock and
bond exchanges would usually contribute to theldepthe financial system. However,
given the underdeveloped nature of these institatiomn most developing countries
(including the SACU countries, with the exceptidrSouth Africa), it can be argued that
their exclusion is unlikely to affect the resuligrsficantly (Rother, 2001:84). The impact
of non-bank financial intermediaries, such as bogdocieties and insurance companies,
which also provide some financial intermediation,also not captured. However, their
importance for financial development appears low,tlaey usually do not provide
insurance against the liquidity risk of depositdvreover, as Rother (2001:85) argues,
the contributions to economic growth of these tositns in their role as financial

intermediaries appear limited, especially in depilg countries.
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In the case of South Africa where the stock anddbmarkets as well as the non-bank
financial institutions are well developed, the a$¢he bank-based measures of financial
development may under estimate the level of firelndevelopment in the country.

However, to be consistent with the other countoieSACU, the analysis uses the same

indicators.

The measure of economic performance in the litegattiless controversial than that of
FD, but nonetheless not unique across studies. Bwad categories of proxies for
economic performance are common — those basedowvttgrates such as growth pér
capita GDP (cf. King and Levine, 1992; Jung, 1986), gtowt real GDP itself (Wood,
1993) or total productivity growth (King and Levin®993b; 1993c), and those that use
level series such as the level pdr capita GDP (cf. Demetriades and Hussein, 1996;
Arestis and Demetriades, 1997; Luintel and Kha®9)9or real GDP (Murinde and Eng,
1994) or an index of industrial production (Gupi&84). In general, and in line with
empirical growth literature, cross-country and pataa studies tend to use growthper
capitaGDP or other forms of growth rate proxies (Bamad &ala-1-Martin, 1995; Levine
and Renelt, 1992; Barro, 1991). The use of thel lsges is most common in time-series

studies.

In line with standard practice in most time-seistsdies (cf. Demetriades and Hussein,
1996; Arestis and Demetriades, 1997; Luintel andrKH.999), this study uses the level
of per capitareal GDP as a measure of economic performance arttengSACU

countries and it is calculated as a ratio of re2PGo the total population of each country.

The variable is also expressed in log form.

6.2.2 Control variables

A review of the empirical growth and FD studies gest the following control variables:

inflation as a measure of macroeconomic stabilitynmnetary policy, trade openness
measured as the sum of export plus import over Gbie, spread between lending and
deposit rates as a measure of the efficiency @ntral intermediation, a measure of
human capital development such as primary or sesgnsthool enrolment, population

growth, the ratio of domestic investment to GDP #relratio of government expenditure
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to GDP as well as the measure of financial intégmafcf. Barro, 1991; Levine and
Renelt, 1992; Quinn, 1997; Klein and Olivei, 19€%isonet al.,2002). Growth theory

suggests a positive relationship between educamh economic growth (see Barro,
1991).

For the purpose of this study, where data is abki)athe study, in addition to four
measures of financial integration, uses five cdntaviables: investment (INV), inflation
(INF), trade openness (OPN), the interest rateasp(dRD) and government expenditure
over GDP (GE). The four measures of financial iraéign that the study uses are LFDIL,
LDL, LFIA and LFIL. LFDIL is the ratio of foreign idect investment liabilities to GDP;
LDL is the ratio of total debt liabilities to GDRFIA is the ratio of foreign assets to total
assets of the national banking sector and LFIbhésratio of the foreign liabilities to total
liabilities of the national banking sector. The tohvariables are chosen not only to
conform to the standard practice in most previotglies, but also to avoid the
measurement problems associated with some of ktee oontrol variables such as human
capital. With the exception of financial integratiwariables, the following presents a
brief discussion of the expected effects of eachthaf control variables and their
measurement. The measures of financial integratierreserved for detailed description

in Chapters 7 and 8 where the role of financiagnation will be the focus.

i. Inflation

Several studies use the inflation rate and itstilityaas indicators of macroeconomic
stability (cf. Easterly and Rebelo, 1993; FischE993; Allen and Ndikumana, 1998;
Garcia and Liu, 1999 and Leviret al., 2000) or as a measure of monetary policy (cf.
Koseet al., 2006a). As noted by Garcia and Liu (1999:35), a/ailstable inflation may
not represent much instability, a volatile inflatiorate represents an unstable
macroeconomic environment. High inflation couldtalis economic activity and reduce

investment in productive enterprises, thus reduet@nomic growth.

However, the effect of inflation on FD is uncledecause high inflation creates
uncertainty about financial conditions even at shwoorizons, it could inhibit the

development of the financial system. For instanugh inflation may lead to the
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disappearance of long-term contracts, while slertit contracts and highly liquid
securities could emerge to hedge against inflafde Gregorio, 1998:20). Though
theoretical prediction is mixed, most empiricaldsés found a statistically significant
negative relationship between inflation and finahanarket performance (cf. Garcia and
Liu, 1999; Rother, 2001). Inflation is measuredhis analysis as the percentage change
in CPI (with 2000 as the base year).

ii. Government

Government expenditure is used as a proxy for tfeeteof fiscal policy. Government

expenditure could reduce economic growth becausieeotrowding out effect on private
investment and the inflationary pressures it carsedAllen and Ndikumana, 1998). The
size of government is measured as the percentaye sl government expenditure to

nominal GDP.

iii. Trade openness

The trade literature suggests a positive relatipngietween openness and growth.
Similarly, the different financial services invotven international transactions may
promote financial system development (De Gregoti®98:20). With regard to the
smaller SACU countries, since much of their tradmstitutes imports of finished
consumer goods, especially from South Africa, wittle or no value added in the
domestic economy, trade openness may inhibit tigeowth. Similarly, domestic
financial systems may be adversely affected ifamnattempt to ease the payment for
imports, residents and firms in the BLNS choosegen accounts with banks in South
Africa. The effect of international trade on growehd FD is captured by the openness
variable, which is measured using three indicatttrs:sum of imports and exports as a
percentage of nominal GDP (OPN), the ratio of ekporGDP (OPE) and the ratio of
import to GDP (OPM) (Levinet al.,2000).

iv. Investment

Theoretically, investment should promote econommwgh, and if such investment is
financed through financial intermediaries, thatuidtpall things being equal, also help to

promote the development of the financial system.stMempirical studies have
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overwhelmingly confirmed a positive effect of inti'@ent on growth. For instance, of the
29 regression studies of the determinants of ecangnowth reviewed by Fagerberg
(1994), 21 of the 23 that included investment foutsdcoefficient to be positive and
statistically significant. In the current studyw@stment is measured as the ratio of gross

fixed capital formation to GDP.

V. Interest rate spread

The interest rates on loans and deposits as wealieaspread between them affect the
demand for and supply of financial intermediati@m the demand side (both for loans
and deposits by households and firms) the effectinbérest rates on financial
intermediation is ambiguous. On the one hand, #@osit rate is expected to have a
positive impact on the level of deposits as finahsaving becomes more attractive than
non-financial savings, with higher interest rat®s the other hand, a high real interest
rate is expected to have a negative effect onéngadd for loans. Thus, the overall effect
of the interest rate level on financial developmienincertaira priori, depending on the
elasticities of demand and supply of deposit arahdo Nevertheless, the effect of the
interest rate spread on the demand for financtatimediation should be negative, while
the supply of financial intermediation is positiyeklated to the interest rate spread. This
study uses the spread between lending and deptesst, where the deposit rate is the rate
on 88-91 day notice fixed deposit and the lendatg represents the prime lending rates

of major commercial banks.

6.2.3 Data scope and sources

Data for the model estimation covers the periodd1®72004, although, for many series,
data was not available for the entire period. Téres ranges from 29 to 34 continuous
annual observations. See Table A-6.1 in the appetaliChapter 6 for a detailed
description of the data and coverage. Namibia tsnaduded in this analysis because of
limited observation. The 1970-2004 period has betesen for the analysis because of
data limitation. Specifically, the data used to swa financial integration obtained from
the dataset oxternal Wealth of Nations Mark Hy Lane and Milesi-Ferretti (2006) is

only available for the period 1970-2004. Given teatral role of financial integration in
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this study and to ensure comparability across nsodieé analyses in this chapter and the

subsequent two chapters have been limited toithes period.

Though they have limited observations, annual sehave been preferred in many
empirical time-series studies of the finance-growatationship (e.g. Demetriades and
Hussein, 1996; Luintel and Khan, 1999), since tpegvide a more robust long-run
relationship (Hakkio and Rush, 1991). The probleofislimited observations have
remained an issue for most time-series studieshef finance-growth relationship.
Demetriades and Hussein (1996:396) included camthat have at least 27 continuous
annual observations and, as shown in their resitsome instances, they included
countries with as few as 23 observations (see Diéades and Hussein 1996:405, Table
6). Similarly, Luintel and Khan (1999:386) use aanwobservations ranging from a

minimum of 36 years to a maximum of 41 years.

With the exception of the inflation rates and iedrrate spread, all the variables used for
the models are transformed into natural logarithiiee data for total stock of external
liabilities, FDI liabilities and debt liabilitiesra obtained from Lane and Milesi-Ferretti
(2006) while the rest of the data is obtained fribnfr IFS 2007 CD-ROM. The next

section discusses the econometric procedure ugbd subsequent analysis.

6.2.4 Econometric procedure

The empirical analysis employs a vector autoregreséVAR) and error correction

model framework based on the Johansen maximumHdad approach. The analysis
adopts a multivariate time-series analysis to atbal problem of omitted variable bias
associated with a bivariate model that could leadrtoneous causal inference (Luintel
and Khan, 1999:385). However, considering the legrde of freedom due to the small
sample size, the study follows Kiet al. (2004:630) in including only three variables in
each model (i.e. a trivariate model). Thus, onlsirggle control variable is added to the
model at a time to address the possible misspatitc problem inherent in bivariate
analysis. In addition, by sequentially adding amdhtsacting a control variable, it is
possible to test the robustness of the long-ruatiogiship obtained in the models, i.e.

whether or not the long-run effect is dependenthencontrol variables.

178



The estimation procedure begins with unit rootstésllowed by tests for cointegration
using the trace and maximal eigenvalues test statidVhere cointegration is found, a
weak exogeneity test is performed to establish emely and the causal relationship
between the variables. Finally, the estimation edoce imposes normalisation

restrictions to obtain the long-run coefficients.

The multivariate vector error correction model (ME(k)) is specified as:
AX, =NX,_ + zk: MAX, +&, (6.1)

t=i
where X, =(LPY,FD,CV) is a 3x1 vector of (1) variables,AX, are all1(0), I', are
3x3 short-run coefficient matrices,, are normally and independently distributed error
terms. In the trivariate case (i.e. n = 3), thé faihk of I, equals 3 and its reduced rank
is r; if r = 3, then the variables iK, arel (0), while if the rank off1, is zero, there are no
cointegrating relations (Harris, 1995:79)1, might have a reduced rank, that
isr <(n-1). In the trivariate model, two reduced rank cagespmssibler =1(i.e. one
cointegrating vector) or = 2 (i.e. two cointegrating vectors). In the first case-1, I,
can be decomposed as:

al 1

I'Ii=a,6": ay (:311 Bor :831) (6.2)

a31

While in the case af= 2, the I, can be decomposed as:

(6.3)

all alZ
n = aﬁ-: a,21 a ) [ﬁll ﬁZl ﬂ3lj
ﬂlZ ﬁ22 ﬁ32

2
a31 a32

wherea is anxr matrix andg is ar xn matrix. The 3X,_, are ther cointegrated

variables, is the matrix of coefficients of the cointegratiugctors, i.e. the long-run

coefficients, andr is the matrix of error correction terms.
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The rank of the matrikl, and the number of cointegrating relation(s) artermeined

using the two commonly used likelihood ratio (LIe¥ts statistics proposed by Johansen
(1988), i.e. the trace statistic and the maximgémrvalues as discussed in Appendix A-
5.2 of Chapter 5. If cointegration is found amoihg tvariables, the next step is to

estimate the VECM of Equation 6.1 above to obtama and S parameters. However,
these parameters are not unique since there arg pw@ssiblea and £ matrices that
contain the cointegrating relations or linear tfammations of them (Lutkepohl, 2004:90).
A unique estimate of the long-run paramet,ér,s(that is an economically interpretable

long-run relationship), is obtained by normalisomg the eigenvectors, which will make
the & adjust accordingly. The identifying restrictiomaunts to normalising the

coefficient of the first variable to be equal toeoBut as noted by Lutkepohl (2004:98),
such normalisation restriction requires some carehioosing the order of the variables,
because there may be a cointegration relation batyween a subset of variables in a
given system. Thus, as noted by Lutkepohl (2004:88)arbitrary normalisation on a
coefficient may lead to “dividing by an estimaterresponding to a parameter that is
actually zero because the associated variable doésbelong in the cointegrating

relation”. For the purpose of the analysis in tthspter, since the objective is to model
output and financial development, the primary ardgof the VAR variables will be as

follows:
X = f(LPY,FD,CV) (6.4)

In the trivariate model, two sets of normalisatame possible depending on the number
of cointegrating vectors. As noted above, for aatiate model, it is possible to have one
or two cointegrating vectors. The first set of naligation is performed when one
cointegrating vector (r =1) is found. In this scemausing the ordering in Equation 6.4

above, the normalisation is performed as follow:

ALPY a, LPY_,
ALFD |=| a3 (1 =B ~Bs) LFDy (6.5)
ACV as, CV_

However, if as noted above, LPY is not endogenbusFD is, then the ordering will be
changed toX = f (FD, LPY,CV) and then the model is normalised on the coefftaién

FD. Where both LPY and FD are endogenous in theemalde analysis normalises on
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their coefficients in turn. In a case where both¥L&hd FD are not endogenous, but the
control variable is endogenous with a well-behagadr correction term, such a model
will not be reported in view of the aim of this dyuwhich is primarily to model output
and FD.

Normalisations can also be performed where twotegiating vectors (r =2) are found.
In this case, the ordering will remain as:= f(LPY,FD,CV and the normalisation
restrictions are placed on the coefficients of L& FD if both of them are endogenous
in the system with well behaved error correctionm® as in Equation 6.6 below.
However, if for instance, LPY and the control vateaare endogenous, but not FD, then
the ordering will change toX = f(LPY,CV,FD and the normalisation restriction
placed on the coefficients of LPY and CV. In sugtance, only the first vector (LPY) is

reported in line with the objective of this study.

ALPY LYP.
T T 1 - ,321 - :831 .
ALFD | = 0'21 0'22 LFDt—l (66)

—_ 1 —_
ACV a; Qs P Pz CVia

A weak exogeneity test is performed in the case mibdel with one cointegrating vector,
by placing a zero restriction on the correspondaingr correction term in the VECM of
Equation 6.5 (i.ea,; =0 for the first variable). But for a model with twaintegrating
vectors, two sets of tests are carried out. Ringt,restriction is placed separately on the
a of each of the two vectors of Equation 6.6. Fodelavith two cointegrating vectors,
two sets of tests are carried out. First, the i&in is placed separately on tie of each

of the two vectors. Second, after the model has leequately identifi€d the weak
exogeneity of each of the variables to the systentested by placing a joint zero
restriction on the error correction terms for eadriable in the two vectors (i.e.

a,a,=0, a,a,=0 and a,a,, =0 for the first, second and third variables

respectively).

%" The identification of the two vector model in &ivate system requires that dependent variable in eac
vector is explained by only one explanatory vagahktead of two.
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The specification of the lag length of the VAR ésted sequentiaff§; using the Akaike

Information Criterion (AIC) and the Schwarz Infortiea Criterion (SIC). Given that the
series are annual and the limited number of obseryahe VAR order is selected from a
maximum of 5 lags. The cointegration test beginthwie minimum lag selected by
either the AIC or SIC. Where this failed to prodem®nomically meaningful results with
white noise residuals, the lag is increased sea@llsntintil a maximum of 4 lags. The
maximum of lag 4 is chosen to ensure that theresaififecient degrees of freedom for the
model estimation. In cases where the number ofreasens of the series is small, a
lower lag is used. If cointegration is not detecafigr the testing from a maximum of 4
lags, then the test is ended and it is concludetlttiere is no cointegration. Moreover,
corresponding to each VAR order used for testing dointegration, the applicable
deterministic trend assumptidiigre explored and the reported model is the orfe thé

most meaningful results from an economic perspectiv

Finally, the quality of models where cointegratisriound and the variable of interest (in
this chapter LPY or FD) is endogenous in the maglelvaluated using two criteria. First,
as noted above, the models reported must passetiidual diagnostic tests — serial
correlation and heteroskedasticity tests. For #@malscorrelation test, the null hypothesis
is that there is no serial correlation. A rejectiohthe null hypothesis, that is, the
presence of serial correlation, would suggest uyiter model misspecification. Hence,
any model where the null hypothesis of no seriatetation is rejected after four lags is
not reported. This is to ensure that models thatraported and analysed are of good
quality, free of possible misspecification errdn the case of heteroskedasticity test, the

null hypothesis is there is no heteroskedasti@tyejection of the null hypothesis will

8 The need to conform to economic theory and albtpeiori knowledge that is associated with this theory
as suggested by Seddigtt al. (2000:309), lends support for the use of the sequepiaroach in this
study.

#These are: (1) The level data X has no deterministimitand the cointegrating equations do not have
intercepts; (2) The level data X has no determimigénd and the cointegrating equations have inisce
(3) The level data X has linear trends, while thentgrating equations have intercepts but no trefid; (
Both the level data X and the cointegrating equatibave linear trends; and (5) The level data X has
quadratic trends and the cointegrating equations haear trends (E-view 5 manual). The choice of the
deterministic trend assumption is based on the natudataf generating process (DGP), determined from
the unit root test and visual inspection of the gragftthe relevant series. E-view 5 suggests the following
rough guide to choosing the assumption: use caseyné of the series appear to have a trend. For
trending series, use case 3, if it is believed thdtexiids are stochastic, and case 4 if some of the segies ar
trend stationary. Cases 1 and 5 are rarely used atiggdbecause of their limitations. Case 1 is used if a
series have zero mean and case 5 may produce a gopddimple, but will produce an implausible out-of-
sample forecast (E-view 5 manual). For the purposkisfanalysis, only cases 2, 3 and 4 are explored.
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imply that the residual variances of the modelraseconstant, thus rendering the usual
hypothesis testing, such as t-tests, invalid. Téwe-mrejection of the null hypothesis of no
heteroskedasticity is crucial for this analysisjegi that this chapter and the subsequent
two chapters are specifically concerned with ewnaof structural parameters of the
models (in this chapter, the effect of FD on theeleof output, orvice versa for which
hypothesis testing, using t-statistics, regardimg gignificance of the parameters of the
models is needed. Hence, this and the subsequerdhapters did not report for analysis

any models where heteroskedasticity is a problem.

Secondly, the quality of the models reported ighier judged on the basis of their
explanatory power using the adjusted. Bpecifically, this and the subsequent two
chapters use a threshold of 30% explanatory pomeafly model to be reported for
analysis (i.e. models are required to explain @tl€0% of the variation of the dependent
variable to be included in the analysis). Thus, amdel with adjusted $below 30% is
not reported for analysis. Though the 30% explaygtower is arbitrary, it was used to
ensure that a model has a relatively good fit faioibe used (e.g. one cannot treat a
model with an adjusted?®f 0.1 or 0.2 as seriously as a model with anstdjliR of say
0.55).

The above framework has a number of advantageslmtbrcross-sectional/panel data
studies and the previous time-series studies [(@umtel and Khan, 1999; Demetriades
and Hussein, 1996; Arestis and Demetriades, 1986klation to cross-sectional/panel
data studies, the current framework has the adganti@at it provides country-specific
estimates, thereby fully accounting for possibleetegeneity across the countries. It also
fully accounts for the endogeneity of each variahlehe model, thereby avoiding the
risk of reporting an incorrect model where the nilede variable is actually not
endogenous. As such, both the effect of FD on dusimad the causality relationship
between them can be estimated more reliably, idsté@a mere degree of association as
is often obtained in cross-country/panel studieat tbould not be given causal

interpretation.
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The fact that in this analysis several control afales are explored represents a major
improvement on previous time-series studies. Hennéke Demetriades and Hussein,
(1996) who estimated a bivariate model that is ejpisicle to omitted variable bias, the
use of several control variables may help, at Jaasninimise that problem (Luintel and
Khan, 1999:384). Moreover, unlike Luintel and Kh@®99:386) who used only one
control variable each in the output and financevelopment models, the use of several
relevant control variables, employed one at a timéhe current framework, makes it
possible to explore the robustness of the resbligimed in the analysis. This is necessary
since it is possible that the effects and caudatiomship(s) between FD and output may
be sensitive to the control variables used (Quli®9,7:536).

6.3 EMPIRICAL RESULTS
6.3.1 Unit root results

The analysis begins with the determination of théep of integration of each variable

using the DF-GLS and Ng and Perron (2001) testeabh case, the null hypothesis of a
unit root is tested against the alternative hypsithéhat the variable is stationary. Each
test is carried out for levels and at first difiece with an intercept and intercept and
trend to establish the data generating process J&Rach series. The unit root test
results are presented in Table A-6.2 in the Apperfs Table A-6.2 shows, overall most

of the variables are first difference stationarg.(i(1)). A few exceptions exist though,

where the results show that the variable is eilbgel stationary or the results are
inconclusive, with some tests indicating that aatae is 1(0), while the others indicate it

is 1(1). For instance, in Botswana the logpef capitaoutput shows very weak evidence
of being first difference stationary. The null hyfpesis of a unit root in first difference

with intercept is only rejected at a 10% level igihdficance using the DF-GLS test. Also

in Botswana, both tests show that investment (INMHd inflation (INF) are level

stationary, while the results are mixed in the cdsgovernment (GE).

In Lesotho, both test methods suggest that alvémmbles except inflation are 1(1). The
inflation rate, which is a percentage change in, @Hevel stationary. In South Africa, all
the variables including inflation were first difeerce stationary. The only exception is

openness (OPN), where both tests indicate thatdhes is level stationary. In the case of
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Swaziland, in quite a few of the variables (LFIAM, GE, INF and OPEY, the null of
unit root in level is rejected at least at a 5%eleaf significance, thus suggesting that

they are level stationary.

Overall, the unit root tests results also indidatt some of the series have an intercept
without a trend, while in others the trend elemampears important. The former occurs
where the null hypothesis of a unit root is sigrafitly rejected when only an intercept is
used, but became less significant with intercepttaend. However, where the tests only
became significant with intercept and trend but wih intercept only, it suggests that
the trend element is present in the DGP of theesefihe nature of the DGP as uncovered
by the unit root test is important for the choideaodeterministic assumption for the
cointegration analysis. As noted in footnote 27vahdor the cointegration analysis, three
deterministic assumptions are explored and thelteesume reported for the one that

produced the most meaningful results from an ecanperspective.

6.3.2 Cointegration test results

The next step is to test whether the variables caiategrated. Table 6.1 reports a
summary of the cointegration tests results whilbl@s A-6.3a-d in the appendix report
the detailed results. Table 6.1 reports both theulte for the trace and maximal
eigenvalues test, as well as the corresponding @&Rr (k). In the table, the results are
reported in two panels, where the first panel is@& model A, and the second panel is
model B. Model A uses the ratio of private sectadd to GDP (LFDC) as a measure of
financial development, while model B uses the ligliabilities ratio (LFDL) measure.
The control variable in each model is listed undentrol variables in the table. In
addition, the table reports models where cointégnas found and either FD or output or
both are endogenous. In cases where only the neeasfufinancial integration is
endogenous, such models are reported in Chapte8 Biace these chapters focus on the

effect of financial integration.

%0 Even though some of the variables are level statjorthey are included in the models since theory
suggests that they are important variables in expigiboth output level and financial development. As
Harris (1995:80) notes, the inclusion of 1(0) varegbinay play “a key role in establishing a sensible-long
run relationship between non-stationary variablehebtya priori suggests that such variables should be
included”. On the other hand, no I(2) series is usedérmodels since they may complicate the analysis.
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Table 6.1: Summary of Johansen Cointegration testdts: VAR={LPY, FD, CV} for SACU

Variable

Botswana Lesotho South Africa Swaziland
FD CV Trace Max Trace Max Trace Max Trace Max
Model A: LFDC
LDL * * X X 0 0 0 1
LFDIL 1 1 X X 1 1 * *
LFIA + + + + 1 0 + +
LFIL 1 1 + + 0 0 + +
INV 1 1 + + 1 0 + +
GE 1 1 X X 1 1 0 0
INF 1 1 1 1 1 0 + +
OPN 1 1 + + + + + +
OPM + + + + + + + +
OPE 1 1 + + + + 1 1
IDR + + X X 0 1 0 0
Model B: LFDL
LDL 1 1 X X * * 0 0
LFDIL 1 0 X X + + 1 1
LFIA + + 1 1 0 0 * *
LFIL 1 1 1 1 1 0 0 0
INV 1 1 1 1 + + 1 1
GE 1 1 X X + + 0 0
INF 1 1 1 1 + + 2 1
OPN 1 1 + + + + 1 1
OPM 1 0 1 2 + + + +
OPE + + 1 1 + + + +
IDR 1 1 X X 1 0 + +

Note: The variables are as defined in Table A-6.thefAppendix. CV — control variables. Trace — trace
test results and Max — maximal eigenvalue test resultdodel A, LFDC is used to as a measure of
financial development. In Model B, LFDL is used am@asure of financial development. X denotes where
the model could not be estimated because of ladata. * denotes model where cointegration is fourtd bu
can only be normalised on the measure of finanetabration. The numbers 1 and 2 represent one and two

cointegrating vector(s) respectively. + Models elingdadue to poor residual diagnostic tests and/or
explanatory power below 30%.

Source: Estimates by author.

Overall, this chapter estimates 22 models eacB&tswana, South Africa and Swaziland,
and due to data limitation only 14 models for LasotHowever, based on the quality of
the models — using the residual diagnostic testist@ explanatory power of the model
as explained above — the chapter reports 16 méateBotswana, seven each for Lesotho
and South Africa and six for Swaziland. For the slsdeported, in most cases at least
one of the test statistics found evidence of cgiraon between the variables, and in
most cases, only one cointegrating vector is folmdery few instances, the tests found
two cointegrating relations. In line with the ligdure, the trace test is more consistent in
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obtaining evidence of cointegration than the maxieigenvalue test (Luintel and Khan,
1999:392). Specifically, in the case of Botswaa tifie model with the LFDIL and OPM
variables in model B, only the trace test foundlence of cointegration, while in the rest

of the models, both tests confirm the existencenaf cointegrating vector.

As shown in Table 6.1, for Lesotho, in model A, tuéntegration results reported for the
model with INF as control variables, both testsnidiwevidence of one cointegrating
vector. In model B of the six models reported, owlyen OPM is used as the control
variable, the maximal eigenvalue test found twantsgrating relations while the trace
test found one vector. For South Africa, of theesemodels reported (five in model A
and two in model B), the tests suggest only onategrating vector in each case. In the
case of Swaziland, of the 6 models reported (twanodel A and four in model B),

evidence of one cointegrating vector is found irefand in one (when INF is used as
control variable in model B), the trace test swggedwo vectors while the maximal

eigenvalue test found one vector.

Thus, overall, the results suggest the existendengfrun relationship irrespective of the
measure of financial development used in each ef 3\CU countries. However,
evidence of cointegration alone does not providehrinformation about the underlying
relationship, the estimation of which requires Hert investigation beginning with tests

for weak exogeneity.

6.3.3 Weak exogeneity and causality tests results

The presence of cointegration between output ameh@ial development suggests that
causality must at least run from one of the vagalib the other, in which case, at least
one of the variables will be endogenous. The stuslys the weak exogeneity test to
determine the causal relation between the variablasmodel. The weak exogeneity test
results are reported in Tables 6.2A-D. With ondetader country, each table reports two
sets of results — first the weak exogeneity testilte and second the causality results, for

each variable in the model. First, for the weak gexeity tests, ther® (Chi-square)

statistics and the probability value of the test mported. Secondly, based on the weak
exogeneity test results, the table reports theatiypattern between FD and the level of
output. Here the study explores three null hypatbkes the null of two-way causality

between FD and LPY, the null of one-way causalitgning from LPY to FD and the
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null of one-way causality running from FD to LPYA the tables, a “Yes” denotes where
the null hypothesis could not be rejected, whifél@” denotes where the null hypothesis

is rejected.

Overall, the results of the weak exogeneity testscansistent with previous time-series
studies that obtained mixed causality results; thasome bi-directional causality and
some one-way causality where causality runs eitfteen FD to output owice versa

(Demetriades and Hussein, 1996; Arestis and Deadss,1997; Luintel and Khan,
1999). However, consistent with cointegration tlyeand the cointegration results
discussed above, in all the models reported thew ieast one-way causality running
from either FD to LPY or from LPY to FD. The chapteow discusses the specific

results for each of the SACU countries in turn.

I Botswana

Table 6.2A reports the weak exogeneity test resatt8otswana. The null hypothesis of
weak exogeneity is rejected for output in all tlfemodels reported. Conversely, in the
case of FD, the null hypothesis of weak exogermtld only be rejected in six models —

two in model A and four in model B.

Of all the control variables used, the null hypsikeof weak exogeneity is rejected in
five (GE and INF — model A and GE, OPN and IDR —deioB). This suggests that
government expenditure and inflation rate in modle@ind openness measured as ratio of

total trade to GDP and interest rate differentiainodel B are endogenous.

The weak exogeneity tests results robustly inditaa¢ output is endogenous, while FD
is mainly exogenous in Botswana. In the few instan¢six models) where FD is
endogenous, the results suggest a two-way causakyveen output and FD.
Nevertheless, the weight of evidence suggestsatiaie-way long-run causality running
from FD to LPY exists in Botswana. Whether or nlo¢ tcausal effect is positive or

negative will be considered shortly.
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Table 6.2A: Weak exogeneity test results for Botsava

Variable Weak Exogeneity test Causality betwePY and FD
FD CV Obs K A LPY FD CV Null hypothesis
LP¥>FD LPY—>FD LPY—FD

Model A: LFDC
LFDIL 27 2 4 12.1[0.00] 4.55[0.03] 0.12[0.73] Yes Yes Yes
LFIA 31 1 4 125[0.00] 0.04[0.84] 1.87[0.17] No No Yes
LFIL 29 3 4 9.54[0.00] 11.4[0.00] 1.53[0.22] Yes ey Yes
GE 31 1 3 16.3[0.00] 1.55[0.22] 6.38[0.01] No No esy
INF 29 1 3 12.9[0.00] 1.84[0.18] 3.17[0.07] No No Yes
OPN 31 1 4 25.6[0.00] 0.21[0.65] 2.22[0.14] No No Yes
OPE 29 3 4 14.2[0.00] 0.20[0.66] 1.16[0.28] No No Yes

Model B: LFDL
LDL 28 2 4 16.2[0.00] 0.00[0.99] 0.12[0.73] No No Yes
LFDIL 28 2 4 6.87[0.01] 3.75[0.05] 0.90[0.34] Yes Yes Yes
LFIL 29 3 3 7.26[0.01] 13.2[0.00] 1.29[0.26] Yes e¥ Yes
INV 30 3 4 24.7[0.00] 2.39[0.12] 0.17[0.68] No No Yes
GE 31 1 3 11.8[0.00] 3.73[0.05] 7.59[0.01] Yes Yes Yes
INF 28 1 3 12.8[0.00] 3.48[0.06] 2.72[0.10] Yes sre Yes
OPN 31 1 4 245[0.00] 2.27[0.13] 2.93[0.09] No No Yes
OPM 31 1 4 7.19[0.01] 0.23[0.63] 1.16[0.28] No No Yes
IDR 22 2 4 3.06[0.08] 0.80[0.37] 14.2[0.00] No oN Yes

Note: The variables are as defined in Table A-6.thefAppendix. In Model A, LFDC is used as a measure
of financial development. In Model B, LFDL is usedaameasure of financial development. CV — control
variables. Parentheses [ ] are used to denote piitpatilues; k is the VAR Order that produces a white
noise residual. A is the deterministic trend assump{@®nThe level data X has no deterministic trend and
the cointegrating equations have intercepts; (3) [€hel data X has linear trends, while the cointeggat
equations have intercepts but no trend; (4) Bothethel data X and the cointegrating equations haneat
trends. Yes — the null hypothesis could not be rejedie — the null hypothesis is rejected.

Source: Source: Estimates by author.

. Lesotho

Table 6.2B reports the weak exogeneity test resaitdesotho. The null hypothesis of
weak exogeneity is rejected in all the models fapat, thus overwhelmingly confirming

that output is endogenous in all the models. Incdse of FD, the results are mixed. In
model A, in the only model reported, FD is exogenda model B, the null hypothesis of
weak exogeneity is clearly rejected for FD in fimat of the seven models. But overall,

the prevailing evidence suggests that FD, usinditjugd liabilities ratio, is endogenous
in Lesotho.

Regarding the causal relationship between FD artgubuthe results depend on the
measure of FD used. Using the private sector cratld, the causality runs from FD to

output. However, when the liquid liabilities rai®used, the evidence leans strongly to a
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two-way causality between FD and output. But, oNetiae weight of evidence suggests
a two-way causality relationship between FD angbout

Table 6.2B: Weak exogeneity test results for Lesoth

Variable Weak Exogeneity test Causality betwiee and FD
FD CV Obs K A LPY FD CV Null hypothesis
LPY%FD LPY->FD LPY<—FD

Model A: LFDC

INF 28 2 3 17.5[0.00] 1.59[0.21] 2.11[0.17] No No Yes
Model B: LFDL

LFIA 28 3 3 17.8[0.00] 0.08[0.78] 8.06[0.01] No No Yes

LFIL 28 3 3 20.90.00] 1.61[0.20] 10.5[0.00] No No Yes

INV 28 2 3 13.5[0.00] 13.8[0.00] 10.3[0.00] Yes ¥e Yes

INF 28 2 3 17.6[0.00] 5.35[0.02] 0.62[0.43] Yes sYe Yes

OPN 29 2 3 12.2[0.00] 7.28[0.01] 4.36[0.04] Yes sYe Yes

OPM# 28 1 3 19.9[0.00] 9.52[0.01] 30.2[0.00] Yes esY Yes

OPE 28 2 4 16.5[0.00] 5.38[0.02] 2.25[0.13] Yes esY Yes

Note: See note to Table 6.2A above for a descriptibsymbols used. # the test is based oweak
exogeneity of the variable to the system sinceimitistance two cointegrating vectors are found.

Source: Estimates by author.

Of the control variables used, five (LFIA, LFIL, Y OPN and OPM) in model B are
found to be endogenous.

iii. South Africa
Table 6.2C reports the results for the weak exagetests for South Africa. As can be

seen from the table, in seven out of the nine nsodgdorted, the null of weak exogeneity
was rejected for output, while it was rejected F@r in two. In model A, out of the six
alternative models reported, in four, the null cfak exogeneity is rejected for output
while in the remaining two it cannot be rejecteomifrly, in two of the six models, the
null hypothesis is rejected for FD. Thus, in mo#elFD is endogenous in two while
output is endogenous in four. In model B, the inyibothesis is rejected in all the three
models for output, while it is not rejected in aofythem for FD. Thus, in Model B,
output is endogenous in the three models whiled~€xogenous.

Therefore, the finding on the causal relationsrepMeen output and FD depend, on the

measure of FD and the control variable used. Inetsod and B, the evidence robustly

suggests one-way causality. In model A, where tieglic ratio is used in four cases
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causality runs from FD to output and in another tases causality runs from output to
FD. However, when the liquid liabilities ratio ised, in the three cases reported causality

runs from FD to output. Overall, the weight of emde suggests that causality runs from
FD to output in South Africa.

Table 6.2C: Weak exogeneity test results for Séditita

Variable Weak Exogeneity test Causality bemvePY and FD
FD CcV Obs K A LPY FD CV Null hypothesis
LPY>FD LPY—>FD LPY—FD
Model A: LFDC
LFDIL 31 3 3 185[0.00] 0.25[0.61] 3.80[0.05] No oN Yes
LFIA 33 1 3 9.36[0.00] 0.68[0.41] 2.84[0.09] No No Yes
INV 30 3 4 037[054] 12.7[0.00] 0.41[0.52] No Yes No
GE 33 1 3 13.6[0.00] 0.01[0.95] 2.84[0.09] No No esy
INF 29 4 4 3.05[0.08] 5.77[0.02] 3.76[0.05] Yes sye No
IRD 24 2 3 9.12[0.00] 0.03[0.87] 4.43[0.04] No No Yes
Model B: LFDL
LFIL 31 3 3 8.70[0.00] 0.15[0.70] 4.26[0.04] No No Yes
OPN 30 4 4 11.3[0.00] 0.35[0.55] 0.10[0.75] No No Yes
IRD 25 2 4 2.86[0.09] 1.44[0.23]  0.27[0.61] No No Yes

Note: See note to Table 6.2A above for a descriptibsymbols used. # - the test is basedweak
exogeneity of the variable to the system sinceimittstance two cointegrating vectors were found.

Source: Estimates by author.

Regarding the control variables LFDIL, LFIA, GE al2R in model A are found to be
endogenous, while in model B, LFIL is found to Inel@egenous.

V. Swaziland

As shown in Table 6.2D, the weak exogeneity testite for Swaziland suggest that
output is endogenous, while FD is exogenous. Inehdd of the two models reported,
the null hypothesis of weak exogeneity is rejed¢tdutput but not for FD. In model B,

the null hypothesis is rejected for output in thoe of four models, but rejected for FD

in only one case. Thus, the weight of evidencensflly suggests a one-way causality
running from FD to output.

Regarding the control variables, OPE in model Aoisnd to be endogenous, while in
model B, INF is endogenous.
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Table 6.2D: Weak exogeneity test results for Svaazil

Variable Weak Exogeneity test Causality betwiele and FD
FD CV Obs K A LPY FD CV Null hypothesis
LP¥>FD LPY—>FD LPY—FD
Model A: LFDC
LDL 33 1 2 20.9[0.00] 2.16[0.14] 0.50[0.48] No No Yes
OPE 30 3 7.34[0.01] 2.34[0.13] 12.9[0.00] No No Yes
Model B: LFDL
LFDIL 28 4 4 17.4[0.00] 0.83[0.36] 0.41[0.52] No oN Yes
INV 31 3 4 9.49[0.00] 1.26[0.26] 0.34[0.56] No No Yes
INF 33 2 4 0.89[0.35] 13.0[0.00] 14.6[0.00] No Yes No
OPN 32 3 4 15.3[0.00] 1.91J0.17] 0.54[0.46] No No Yes

Note: See note to Table 6.2A above for a descripgifaymbols used.

Source: Estimates by author.

Since the causality pattern alone does not tellvthele story about the nature of the
relationship between FD and output, the study egémthe VECM to address two of the
issues raised at the outset of this chapter. [Sirgte issue of whether, how and to what
extent FD contributes to the growth process in eathihe SACU countries. As a

corollary, the section also explores the effeat@nomic performance on FD. Secondly,
the study seeks to determine whether or not thectsffof FD and output on each other

are robust when including different control varggylone at a time.

6.3.4 VECM results

Tables 6.3A-D present the results of the VECM fotdvana, Lesotho, South Africa and
Swaziland. For each country, the results reportedoaly those for which cointegration
is found and a meaningful cointegrating relatiordentified, the residual diagnostic tests
show no sign of model misspecification, and thelaxatory power of the of the model is
at least 30%. Also, for each country, the tablg®rethe long-run parameters of FD and
output, the coefficient of the error correctionnteand the adjusted R-square, as well as
the residual diagnostic test results. The resuéisregported for the two sets of models —
models A and B, where as noted earlier model A ubescredit ratio (LFDC) as a

measure of financial development and model B use$iduid liabilities ratio (LFDL).

As also noted earlier, the long-run parameterohatained by normalising on the variable

for which the error correction term is significamth a negative sign and where the weak
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exogeneity test shows that the variable is endagen8ince the main concern of this
chapter is to determine the extent of the effede@fon the output level or the effect of
output on FD, the models are normalised on eitlhuggpud or FD if their error correction

terms are well behaved and the test of weak exadtyesigows that either the output or
FD are endogenous. In cases where both output Bnaré endogenous and their error
correction terms are well behaved, each variablexdemalised on output and FD

separately to obtain the effect of the other védgian it. The results for each country are

now discussed in turn.

i Botswana

Using credit ratio as a measure of FD, seven matelseported based on the quality of
the estimated models. The seven models are noedaiis output and none is normalised
on FD since output is endogenous in all the modeisFD is not. In the case of model B,
nine models reported are normalised on output,eniine is normalised on BD Since

all the variables except IDR and inflation are ag form, their long-run parameters are
elasticities. Overall, the elasticities and thensaf the long-run effect of FD on output
vary between models A and B. In model A, out ofsbeen models normalised on output,
six elasticities of the long-run parameters areatieg while only one is positive. Among
those with a negative sign, three are statisticsiliyificant at 1% level of significance,
while the only one with a positive sign is not stiatally significant. For the negative
parameters, the elasticities range from 0.01 t0,@hile for the model with positive sign
the elasticity is 0.63. Thus, overwhelmingly trevelopment of the credit market has a

negative effect on the level of output in Botswana.

In model B, of the nine models normalised on oytfouir of the long-run parameters are
positive with elasticities ranging from 0.06 to B.&ut only one is significant, at 1%
level of significance. The five elasticities withnagative sign range from 0.02 to 0.39
and two are statistically significant. Thus, ovkrtile effect of liquid liabilities of banks

on output is ambiguous.

3L All the models that are normalised on FD (two in mo#leand four in model B) have very low
explanatory power, hence they are not reported.

193



Table 6.3A:Estimated long-run parameters of financial develephand output foBotswana

Variables Slope Coefficients

FD CV Intercept LPY FD R2 ECM S.Cor Het

Model normalised on Log gfer capitaGDP (LPY)

Model A: LFDC
LFDIL 8.86 -0.33(-8.59) 0.66 -0.29(-4.03) 9.59[0.38] 35.6[0.91]
LFIA 8.93 -0.40(-5.99) 0.44 -0.22(-4.99) 14.2[0.11] 4.24[0.98]
LFIL 5.49 0.63(1.68) 0.59 -0.03(-3.£0) 12.2[0.20] 96.9[0.16]
GE -0.17 -0.40(-3.30) 0.51 -0.10(-5.66) 14.5[0.11] 16.2[0.18]
INF 10.9 -0.34(-1.40) 0.39 -0.05(-4.29) 11.8[0.23] 7.44[0.83]
OPN 1.99 -0.14(-1.55) 0.67 -0.15(-7.84) 14.8[0.10] 18.1[0.11]
OPE 5.78 -0.01(-0.10) 0.86 -0.17(-620) 3.55[0.94] 85.2[0.44]

Model B: LFDL
LDL 8.72 -0.39(-10.5) 0.76  -0.33(-5.90) 2.98[0.97] 34.3[0.93]
LFDIL  8.38 -0.16(-1.13) 0.34 -0.15(-3.83) 4.49[0.88] 11.7[0.47]
LFIL -6.58 3.81(2.98) 0.60 -0.01(-2.47) 10.1[0.34] 92.4[0.25]
INV 11.2 0.11(1.22) 0.87 -0.12(-6.86) 7.22[0.61] 91.6[0.27]
GE -0.93 -0.23(-1.68) 0.40 -0.09(-4.5%) 12.1[0.21] 12.3[0.43]
INF 10.9 -0.26(-0.93) 0.39 -0.05(-4.27) 11.5[0.24] 6.61[0.88]
OPN -4.12 0.18(1.11) 0.61 -0.08(-6.88) 6.39[0.70] 13.6[0.32]
OPM -2.00 -0.02(-0.10) 0.32 -0.07(-3.89) 9.53[0.39] 17.2[0.14]
IDR 7.85 0.06(0.87) 0.46 -0.18(-2.B5) 7.33[0.60] 51.2[0.35]

Notes: See note to Table 6.2A above for a description afl®yls used. a, b and ¢ represent 1%, 5% and
10% significance levels respectively.

Source: Estimates by author.

In sum, based on the credit indicator, the resaterwhelmingly show a negative effect
of FD on the level ofper capitaincome in the long-run, while the liquid liabiés
indicator produced ambiguous results. Thus, thefadk of evidence to suggest that FD
positively affects the level gder capitaincome in Botswana. One would have expected
that given the healthy banking sector in the coynits effects on output should be
positive. A possible explanation of this outcomethiat given the dependence of the
economy on the export of diamonds, which is colgdoby the government, it is possible
that the economy is mainly driven by the efficiermfygovernment management of these
resources rather than the efficiency with whichKsafinance private sector investments.
This seems to be supported by the results of tiee sbgovernment expenditure to GDP,
which exerts a positive and highly significant effen economic performance in the two
models (see Table A-6.4 in appendix). This is iarphcontrast to South Africa (see
below).
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Most likely the weak impact of FD on economic grbwiould be a reflection of the
general shift of resources from productive investirie consumption. This may indicate
a lack of local industries and a high level of agngtion. A recent study of the financial
system of Botswana illustrates the situation akowd: “despite the relatively healthy
banking sector, however, the proportion of prive¢etor loans going to businesses (in
contrast to households) has declined significamtbgreasing from 70% in 1990 to 45%
in 2001” (Genesis Analytics, 2003a:3). Given thabsinof the consumer goods are
imported with limited value added in the counttyisinot surprising that credit by banks
did not stimulate the growth of the economy, buhea tend to affect negatively its

economic performance.

The results of the control variables are reponte@able A-6.4 in the appendix. A look at
the parameters of the control variables highlightsne important features of the
Botswana economy. In model B in the model normdliga per capita income,

investment has a negative and statistically sigaifi elasticity.

The long-run elasticities gfer capitaincome to government expenditure are positive and
highly significant in the two models. The effectgdvernment expenditure in Botswana

is not surprising given the possible efficiencytied government as noted above.

As expected, inflation exerts a negative and sicgnit effect on the level of output in
both models. Openness, measured as the sum oftexgmal imports to GDP (OPN), has
a positive and statistically significant elasticityikewise the inclusion of the ratio of
exports to GDP (OPE) produces a statistically §icamt and positive elasticity. However,
when the ratio of imports to GDP (OPM) is used, dtasticity becomes negative and
remains statistically significant in model B wherdeatured. Thus, as economic theory
suggests, exports are a major catalyst to econgroiwth in Botswana, but imports are
not, rather imports suppress the growth of the eoon This is not surprising given that
much of the imports to the country, as noted abawe,consumer goods that do not add
any value to the economy. Thus, as long as consomfihcluding imports) is largely
and increasingly financed by bank loans, while barddit to business is decreasing, the

growth effect of financial development would remaimimal. This is an aspect that the
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government may want to pay attention to if it walt@chieve sustainable growth in the

future.

The error correction terms associated with eachtegrating vector are well behaved
with negative and highly significant coefficieniehe magnitude of the error correction
term shows the speed of adjustment to disequilibfiom its long-run equilibrium value

(Luintel and Khan, 1999:394). On this basis, thedei® normalised on output exhibit
very slow adjustments, ranging from 1% to 29% a%atd 33% per year for models A

and B with the distribution skewed towards the loemd of their ranges.

. Lesotho

Table 6.3B reports the results of the VECM for Lteso In model A, one model is

reported and it is normalised on output. In modeltlBe six models reported are
normalised on output, and two on FD since in tlieldacases, both variables (output and

FD) are endogenous.

In model A, the income elasticity of FD in the omhyodel reported is negative but not
statistically significant. In model B, the incomlasticities of FD have mixed sigifswith

all of them being statistically significant at 1%vél of significance. Of the six models,
three have positive elasticities ranging from 32.34, while the remaining three have
negative elasticities ranging from 0.70 to 0.75. §atance, the effect of deposit market
development omper capitaincome is ambiguous. This may reflect the problenthe

inefficiency of the banking systems, stemming fritva low and rigid deposit rates that

result from the non-competitive banking market.

Regarding the model normalised on FD, the FD el#gtof income is negative and
statistically significant at 1% level of significe& Thus, an increase in the levelpefr

capitaincome leads to underdevelopment of the depogikeha

%2 The sign and significance of the parameters dicchahge even after controlling for the effect obes
from the mid 1990s. However, the introduction of doatrol dummy, which was mostly significant, did
reduce the value of the parameters in many cases,stimpthat the crisis worsened the negative effect of
FD on output growth.
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Table 6.3B: Estimated long-run parameters of fiterdevelopment and output for Lesotho
Variables Slope Coefficients

FD CV Intercept LPY FD R ECM S.Cor Het
Model normalised on Log qfer capitaGDP (LPY)
Model A: LFDC
INF 6.74 -0.04(-0.43) 0.49 -0.57(-4.81) 12.5[0.19] 91.5[0.27]
Model B: LFDL
LFIA 10.8 -0.75(-5.77%) 0.4 -0.17(-4.30)  11.4[0.25] 78.4[0.65]
LFIL 9.9 -0.73(-4.99) 0.46  -0.15(-4.72) 9.71[0.38] 77.0[0.69]
INV 8.16 0.39(4.82) 0.41 -0.18(-3.58) 7.59[0.58] 85.2[0.44]
INF 10.2 0.79(4.5%) 0.38  -0.13(-4.40) 4.22[0.89] 41.5[0.73]
OPM# 117 2.34(7.09) 0.48 -0.52(-6.15)  8.44[0.49] 66.6[0.26]
OPE 10.2 -0.70(-4.4%)  0.47 -0.17(-4.93) 4.18[0.90] 67.9[0.90]
Model normalised on financial development (FD)
Model B: LFDL
INV -20.8 -2.55(-5.52) 0.34  -0.15(-3.59) 7.59[0.58] 85.2[0.44]
OPM#  1.62 0.37 -0.48(-4.32)a  8.44[0.49] 66.50]

Notes: See note to Table 6.2A above for a description of sysnbsed. a, b and c represent 1%, 5% and
10% significance levels respectively. # - based ondwintegrating vectors.

Source: Estimates by author.

The negative effect of the level of output on FDh@d surprising. Despite the gradually
increasing level ofper capitaincome, the ratio of liquid liabilities is progsegely
decreasing over time. In addition, the gap betwesgnd liabilities and private sector
credit is also widening. Thus, the country is pldjloy two problems. On the one hand,
because of the inefficiency of the banking systamréflected in the low deposit interest
rate), both individuals and firms are increasingyypassing the domestic banking system.
This is made easier because of the easy accedéghooe banks, especially in South
Africa, which is enabled by the CMA agreement. Tdgsess explains why an increase in
the level ofper capitaincome does not lead to the development of theedtimdeposit
banking market. As individuals become richer, ip@grs that they increasingly bypass
the domestic banking system as they open foreigik bacounts. This enables them to
earn better returns and guarantee the safety ofitlvestment and possibly to facilitate
payments for imported goods from South Africa (CaliBank of Lesotho, 1996).

On the other hand, the ambiguous effects of defiabitities on the level of output may
reflect the behaviour of the banks themselves. Aonparoblem lies with the use of the
deposits mobilised in the economy. As shown in @&, it is apparent that the bulk of

the liquid liabilities of the commercial banks aret used for financing private domestic
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investment in the economy. There may be few omeentives for the banks to serve the
domestic market for several reasons. A key fadothe relative ease with which the
banks can invest funds in the other CMA countrespécially South Africa) where they
can earn higher returns on investments. The CMAeaygent, which permits the free
flow of funds among member countries, coupled whke fact that most banks are

branches of South African banks, might have madeniiole process very easy.

With regard to the control variables, investmens laapositive and highly significant
effect on the level of output in model B wheredafured. The effect of the inflation on
the output level is positive in the two models. nodel A, the effect of inflation is
positive and statistically significant. It may bleetcase that because of the relative
stability of prices, due to the link to South Afithrough the CMA agreement, inflation
is not a major problem in the credit market andstthrough this channel might affect
output positively. In model B, which uses the depdiabilities ratio, the effect of
inflation is also positive though not statisticallygnificant. The import ratio (OPM)

enters model B with a negative sign, though itasstatistically significant.

The coefficient of adjustment for the output modeb7% in model A, while in model B,

it ranges from 13% to 52%. All the error correctienms are statistically significant with
the right sign. In the case of the financial depetent models, the speeds of adjustment
are 15% and 48% in model B.

il. South Africa

Table 6.3C reports the VECM results for South Afri©f the six models reported, four
are normalised on output and two on FD in modelrAthe four models normalised on
output, the income elasticities of FD are nega#imd are all statistically significant at a
1% level of significance. The four negative elagés range from 0.22 to 0.36. In model
B, the three models reported are normalised onubwapd two have positive elasticities,
with one being statistically significant at a 1%de of significance. The values of the
positive elasticities are 0.03 and 0.49. The otdgtecity with negative sign with a value
of 0.11 is also statistically significant at a 108%el of significance. Thus, the effect of

liquid liabilities of banks on the level of outpstambiguous.
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Table 6.3C: Estimated long-run parameters of firdmevelopment and output for South Africa

Variable Slope Coefficients
FD CV Intercept LPY FD R ECM S.Cor Het
Model normalised on Log gfer capitaGDP (LPY)
Model A: LFDC
LFDIL 10.8 -0.36(-7.25) 0.51 -0.76(-4.96) 2.45[0.98] 88.0[0.36]
LFIA -11.2 -0.36(-4.07) 0.45 -0.69(-4.25) 3.08[0.96] 78.8[0.64]
GE 12.6 -0.22(-2.83) 0.38 -0.36(-4.57) 13.9[0.13] 13.9[0.30]
IRD 10.6 -0.31(-3.19) 0.55 -0.23(-2.9%) 9.97[0.35] 93.6[0.22]
Model B: LFDL
LFIL 9.68 0.03(0.19) 0.39 -0.45(-3.41)  7.60[0.58] 87.7[0.37]
OPN 8.84 -0.11(-1.96) 0.44 -0.54(-3.99) 7.03[0.63] 119[0.50]
IRD 7.78 0.49(3.52) 0.54 -0.42(-3.57) 7.34[0.60] 53.8[0.26]
Model normalised on financial development(FD)
Model A: LFDC
INV -0.24 0.19(0.16) 0.50 -0.35(-4.86)  8.40[0.50] 117[0.53]
INF 3.23 0.06(0.14) 0.43 -0.53(-3.32) 11.8[0.22] 107[0.78]

Notes: See note to Table 6.2A above for a description of ysnbsed. a, b and ¢ represent 1%, 5% and
10% significance levels respectively. # - based ondeintegrating vectors.

Source: Estimates by author.

The largely negative effect of FD on the levelpar capitaincome in South Africa,
might be due to inefficiencies in the financial tgyss, due to the oligopolistic structure
of the market for banking services in South Afriedhich may cause them to extract
undue rents in the form of high interest rate megind service charges from investors
(Okeahalam, 2001:4). Perhaps an aspect where tikénlgasystem may help to stimulate
the growth of the economy would be to make acaessedit easier for newly emerging
entrepreneurs from the formerly disadvantaged ggaagpwell as for small to medium
scale enterprises. Hence, any failure on the gafteobanks to reach out to these groups
will minimise the contribution of the banking secto the overall performance of the

economy.

Furthermore, given that the banking system in Sdéidtlta is fairly developed, offering
services similar to those of banks based in mamgrakd countries, the lack of a robust
positive effect of FD on output level may partlyleet the limitation of the indicators of
FD which may not adequately capture the qualityfio&ncial intermediation in the
economy (Allen and Ndikumana, 2000:153). Moreottee, bank-based indicators of FD
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do not capture developments outside the bankingisysGiven the level of development
of the equity and bond markets in South Africanight be the case that most of the real
corporate financing for investment projects taka&cplthrough bond or equity issues and
not through banKs. It is also possible that bank lending like in tieer SACU countries
now services the consumer market and to a lessentethe corporate market, in which

case the effect of FD on output may be minimadt il positive.

Regarding, the control variables, the results argely consistent with expectations. The
interest rate spread has highly significant positoefficients in the two models. The
openness variable (OPN) has the theoretically d@gdepositive sign and is highly
significant in model B where it featured. On thbesthand, government expenditure has
a negative effect on the level of output levelsmindel B. This may reflect possible
inefficiencies or the crowding out effect of goverent spending (see Table A-6.4 in the
appendix).

Lastly, the speed of adjustments is quite highlinh& models, which suggests a fairly
efficient banking system. In the models normalisedoutput, the speed of adjustment
ranges from 23% to 76% in model A, and from 42%466 in model B. This suggests a
high feedback to output from other sectors of tt@nemy, especially the banking system
(Luintel and Khan, 1999).

iv. Swaziland

Table 6.3D presents the results of the VECM for 8laad. As shown in the table, the
two models estimated with LFDC (model A) are nolised on output. Of the two

models, the effect of FD is positive in one with easticity of 0.74, and is statistically
significant at a 10% level of significance. In thiner model, the effect is negative and
significant at 1%, with an elasticity of 0.80. Thtise effect of credit market development

on the level of output is ambiguous in Swaziland.

In model B, of the four alternative models reporténtee are normalised on output and

one is normalised on FD. The three output modetslygred positive and statistically

33| would like to thank one of the external examéinfar bringing this point to my attention.
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significant (at 1%) effect of FD on output with sfi@ities ranging from 0.39 to 0.72.
Thus, the evidence strongly suggests that thetaffabe deposit market development on

output is positive in Swaziland.

Table 6.3D: Estimated long-run parameters finan@aktbpment and output for Swaziland

___Variable Slope Coefficient
FD CV Intercept LPY FD R ECM S.Cor Het
Model normalised on Log of per capital GDP (LPY)
Model A: LFDC
LDL 8.35 -0.80(-3.65) 0.41 -0.11(-5.89) 4.93[0.84] 5.60[0.93]
OPE -20.1 0.74(1.62) 0.39 -0.05(-2.68) 13.9[0.13] 94.7[0.20]
Model B: LFDL
LFDIL  4.74 0.72(4.67) 0.43 -0.57(-5.106) 8.34[0.50] 123[0.40]
INV 6.23 0.39(4.23) 0.42 -0.53(-4.47) 11.0[0.28] 82.0[0.54]
OPN 8.35 0.47(5.78) 0.37 -0.57(-4.07) 5.48[0.79] 88.8[0.34]
Model normalised on Financial development(FD)
Model B: LFDL
INF 1.45 0.61(5.06) 0.55 -0.98(-4.15) 4.72[0.86] 88.4[0.35]

Notes: See note to Table 6.2A above for a descnpifosymbols used. a, b and c¢ represent 1%, 5% and
10% significance levels respectively.

Source: Estimates by author.

With regard to the models normalised on FD, then slividence suggests a positive
effects of the level oper capitaincome on FD. The only model normalised on FD uses
the liquid liability indicator, has a positive eli@ity and is highly statistically significant.

The effects of control variables in the output medee also plausible in relation to the
background information about the Swaziland econonmy.the output model, the

parameter of the export ratio (OPE) as a measureopainness appeared highly
statistically and economically significant with afasticity of 6.03. Openness (OPN) has
negative and significant elasticity. The negatiffea of the total trade ratio may reflect
the structure of trade which is dominated by impaft consumer goods with little or no

value added within the economy.

Lastly, the error correction terms of all the madate well behaved with negative and

statistically significant coefficients.
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SUMMARY AND CONCLUSION

This chapter sets out to empirically examine tHatianship between FD and economic
performance of the SACU countries. Specificallyexplores the causal relationship and
the nature of effects of FD on the level mér capitaincome in each of the SACU

countries. The analysis further uses several cbwéi@ables to evaluate the robustness of

the findings.

Overall, regarding the causality analysis, the ltedend some support feupply-leading
finance as proposed by Patrick (1966) across th€lBAountries given that causality
mainly runs from FD to output. The only exceptisrLesotho where a two-way causality
dominates. On the effects of FD, the weight of eme suggests a strong negative long-
run causal effect of FD, using the credit indicator the level of output in Botswana and
South Africa, while the effect was negative but siwong in Lesotho, and in Swaziland,
the results were inconclusive. Thus, overall, teeetbpment of the credit market seems
not to have any discernible positive effect onléhel of output in the entire SACU. The
effect of the deposit indicator on the output lewals largely inconclusive, with the
exception of Swaziland, where a robust positiveafivas found. The weak and largely
negative effect of FD on output level found in thiady is consistent with a host of other
studies such as Arestis and Demetriades (1997 &%, Allen and Ndikumana (2000)
for SADC countries, Koivu (2002:10) for transiti@conomies, Hondroyiannist al.
(2005) for Greece, Naceur and Ghazouani (200611oMENA countries and Ang and
McKibbin (2007) for Malaysia.

In conclusion, while the causality results seensuggest a supply-leading finance, the
largely negative effect of FD on the level of outputhe SACU (which is contrary to the
Patrick supply-leading finance thesis) is also, stame extent, consistent with the
Berthelemy and Varoudakis (1996) argument of aousicycle. Though for most of the
SACU countries, a strictly vicious cycle as desedilby Berthelemy and Varoudakis
(1996:19) may not apply, since causality runs nyaiimlone direction from FD to output
(with the exception of Lesotho), part of their amgent may still hold, that is, that an
underdeveloped financial system would be unablgddorm most of the desirable
functions of a good financial system effectivelyereby causing an inefficient productive

structure if income is too low.
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Perhaps, for the SACU countries, the argument neagnbdified to say that, because of
an underdeveloped financial system (with the exompof South Africa), and weak
institutional and structural problems, the finahsistems are unable to perform most of
the desirable functions of a good financial systeeffectively, thereby causing an
inefficient productive structure. In Lesotho, wharaegative feedback effect between FD
and output is found, the cause may likely be duadtors such as the weak institutional
and structural problems, other than just the loaome of the country, as would be
implied by the Berthelemy and Varoudakis (1996:i8)ous cycle. In the case of South
Africa, in addition to any institutional and strucal problems in the system, the largely
negative effect of FD on output might be due to rible of bond and equity market in
financing corporate investments which is not cagdun the bank-based indicators of FD.
The country-specific situation and the policy incplion of these findings will be

discussed further in the Chapter 9.

% The desirable functions of a good financial systenh siscefficient allocation of savings are discussed in
Chapter 2.
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Appendix A-6

Table A.6.1: Definition and coverage of variablegd for econometric models

Country and periods

Variable  Definition Botswana Lesotho Namibia South Africa Swaziland Source

LRPY Log of per capita real GDP 1970-2003 1970-2003 1970-2004 1970-2003 IMF- COMRO
LFDC Ratio of private sector credit as a percentage@PG 1972-2003 1973-2003 1970-2004 1970-2003 IMF-FIIM
LFDL Ratio of commercial banks liquid liabilities as pemtage of GDP 1972-2003 1973-2003 1970-2004 POD3- IMF- CD-ROM
LTL Ratio of total external liabilities to GDP 192003 NIL 1970-2004 1970-2003 Mark 11

LDL Ratio of total external debt liabilities to GDP 1974-2003 NIL 1970-2004 1970-2003 Mark 11

LFDIL Ratio of total foreign direct investment lidibes to GDP 1975-2003 NIL 1970-2004 1971-2003 Mark 11

LFIA Ratio of foreign assets to total assets ofkirg system 1972-2003 1973-2003 1970-2004 197@200 IMF- CD-ROM
LFIL Ratio of foreign liabilities to total liabilies of banking system 1972-2003 1973-2003 197@+200 1970-2004 IMF- CD-ROM
INV Investment — Gross fixed capital formation gsesicentage of GDP 1970-2003 1970-2003 1970-2004  970-2003 IMF- CD-ROM
GE Total government consumption expenditure aseepéage of GDP  1972-2003 NIL 1970-2004 1971-2003 IMF- CD-ROM
INF Inflation — percentage changes in CPI (based ye@d)2 1975-2003 1974-2003 1971-2004 1971-2003 I®B-ROM
OPN Openness — sum of export and import as percenfag®B 1970-2003 1970-2003 1970-2004 1970-2002 IMIB-ROM
OPM Openness — import as a percentage of GDP 1908-2 1970-2003 1970-2004 1970-2002 IMF- CD-ROM
OPE Openness — export as a percentage of GDP 1970-2003 1970-2003 1970-2004 1970-2002 IMF- CD-ROM
IRD Spread between lending and deposit rates 198G-2 1980-2003 1977-2004 1975-2003 IMF- CD-ROM
BR Central bank rate 1990:1-2005:12  1990:1-2005:12  1991:10-2005:12  199005:12  1990:1-2005:12  IMF- CD-ROM
DR Deposit rate 1990:1-2005:12  1990:1-2005:12  1991:1-2005:12 1992005:12  1990:1-2005:12  IMF- CD-ROM
LR Lending rate 1990:1-2005:12  1990:1-2005:12  1991:1-2005:12 1992005:12  1990:1-2005:12  IMF- CD-ROM
MMR Money market rate NIL NIL 1991:10-2005:6 1990:1-2005:12  1990:1-2005:1 IMF- CD-ROM
TBR Treasury bill rate NIL 1990:1-2005:12 1991:10-2005:12  1990:1-2005:12 990t1-2005:12  IMF- CD-ROM

Source: Compiled by author.
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Table A-6.2: Unit Root Test Results

;ii;od LRPY LFDC  LFDL LTL LDL LFDIL  LFIA  LFIL NV GE INF OPN  OPM OPE IRD
Botswana

Intercept 0.61 -1.67  -16 -1.16 -2.05 -0.83 228 204 -1.61 -1.87 254 228 076 -2.08 -4.30

Level z'am%'ecﬁﬁt -1.47 -1.75 -1.62 -1.66  -335 -1.88 2.7 -3.87 -384 528 -30Z -286 -328 261  -4.68

Intercept  -1.67  -3.56¢ -3.86 -296 -348 374 707 259 -41F 756 -6.04 586 -596 562  -8.56
DE- 1st Intercept
GLS Diff. &Trend 563 407 -438 -413 342 440 -73F 364 476 778 607 -7.08 -7.08 686  -8.9?

Intercept 0.38 -5.07 -4.15 -3%6 -14.1 -1.75 -6.81 -7.12 -4.34 -5.5 -8%9 -7.54 -1.89 -5.46 -11.4

Intercept
Level &Trend 455 52 -4.61 654 285 -3.25 8.1 13 26 -158  -106 927 -111 813  -115
Intercept ~ -3.36 11 -16.7 -6.34 -12.7 -12.% -14.4  -1.18 -148  -144 -148% 132 143 -132  -134
1st Intercept
NP Diff. &Trend ;g9 124 -203%  -10.4 -12.7 -13.7 -14.1 191 -334 -143F  -135 -139 -144 -146  -6.75
Lesotho
Intercept  -0.08 -1.38 -0.78 179 277 12 667 -1.33 -142  -057 -1.83
Intercept
Level &Trend 554 116 121 235 -439 -1.35 758 2 79 191 -3.16
Intercept ~ -4.79  -4.6F  -3.98 -6.50 1.2 -5.58 -10.4 474 412 434 397
DF- 1st Intercept
GLs pift. ~ &Trend 508 468 503 680 678  -6.6F 97F  -523 488 412  -409
Intercept  0.83 -3.45 -1.13 424 863 -14 2137 -142 <155 -0.42 4.1
Intercept
Level &Trend g5 -4.86 -1.37 -8.47 -11.4 -3.91 -128  -358-241  -7.78 945
Intercept  -16.3  -18.0¢0  -13.4 -149 559 -15.7 924 -183 -16.7 -11.4 989
1st Intercept
: & Trend ¢
NP Diff. -16.2  -141  -14.9 -13.9 -9.98  -14% -8.08  -16.2 -16.F -187  -10.6
South Africa
Intercept ~ -1.52 0.66 -0.92 -1.55 -1.65 -1.31 -1.23 -1.09 -1.09  -1.70  -1.02 -2.82 256 257 262
Intercept
Level &Trend -2.18  -1.47 -0.84 -1.6 -2.31 -1.19 -2.15 38  -2.57 259  -1.63  -2.85  -2.66 -294 -2.76

Intercept -4.4% -7.20 -5.1F -4.63 -3.24 -5.65' 2.7P -6.00" -4.9F -1.83 -5.09 -4.40' -5.58' -4.23 -5.77
DF- 1st Intercept
GLS Diff. & Trend -4.76 -8.48 -5.52 -5.23 3.7P -5.99 -2.8 -6.44 -5.58 -5.82 -5.60" -4.43 -5.32 -4.47 -5.78

Intercept  -4.13 1.57 -2.54 -4.65 -3.16 -2.98 121 155 -2.13 -3.78 255  -187 944 114 895

Intercept
Level & Trend -6.32 -3.91 -2.43 -4.79 -13.5 -3.24 -8.8 -9.43 -9.93 -8.41 -3.76 -158 -9.8 -13.2 -9.3

Intercept  -14.8  -16.2 -17.8 -14.2 -11.4 -16.8' -5.8% -15.¢ -15.6 -12.7 -38.2 -16.¢ 629  -26.4 -13.8

1st Intercept
NP Diff. &Trend  -154  -14.4c  -27.6a _ -16.2c _ -13.5 -16.5c  926. -16.5c  -159 -132  -39.2 -16.0 -16.§ -27.6  -13.2
Swaziland
Intercept ~ -0.04 2.3 -1.02 -199  -1.65 266 298 17§ 2558 -27F -353F 241 -162 -3.12  -1.05
Intercept
Level & Trend -1.85 323 -2.36 -2.24 -1.74 2.96 -3.46 -2.13 292 -32¢ -45% 297 -188 -359 -2.07

Intercept -3.41 -4.10' -4.14 -1.32 -3.98 -4.77 -1.86 -4.38' -6.64 -6.32 -9.16 -8.00" -6.5F -6.79' -2.3¢
DF- st Intercept
GLS Diff. & Trend -4.43 -5.66' -6.02 -7.23 -4.6F -6.2F -7.10' -4.39" -6.82 -6.38' -9.43 -7.97 -6.63 -6.83 -5.48

Intercept 0.08 6.77 -3.15 -3.46 -5.31 982 -11.2 -5.02 947 -96% -12.4 837 -3.9 -122 -1.18

Intercept -
Level &Trend -7.92 111.F  -7.01 -7.59 -5.55 -10.9 -12.5 -5.87 -10.7 -12 -14 -10.9 -5.36 -13.2 -7.13
Intercept ~ -9.37  -9.94 -8.51 -1.37 -132 114 -2.03 -168 157 174 -16.2 -158 -16.7 -16.F -6.30
st Intercept
NP Diff. &Trend  -13.4 -11.4 -12.8 -154  -15.0 -12.6 -10.9 -158  -15.F  -15¢  -13.1 -13.9  -155  -15F  -119

Source: Estimates by author.
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Table A-6.3a: Johansen Cointegration tests reSWRR={LPY, FD, CV}. Botswana

Variable Obs K A Trace statistics under the HOkran Trace statistics under the HO: rank=r

FD cVv r=0 r<i r<2 r=0 r=1 r=2

Model A: LFDC
LFDIL 27 2 4 49.2[0.01] 17.6[0.37] 7.67[0.28] 3M0®1] 9.95[0.62] 7.67[0.28]
LFIA 31 1 4 47.9[0.01] 20.7[0.19] 6.10[0.45] 27P02)3] 14.6[0.21] 6.10[0.45]
LFIL 29 3 4 53.0[0.00] 20.9[0.18] 3.90[0.76] 321p1] 17.0[0.11] 3.90[0.76]
GE 31 1 3 521[0.00] 15.2[0.06] 2.13[0.15] 36.8[W. 13.1[0.07] 2.13[0.15]
INF 29 1 3 33.1[0.02] 8.73[0.39] 3.11]0.08] 24.4P] 5.62[0.66] 3.11[0.08]
OPN 31 1 4 63.50.00] 20.2[0.22] 2.82[0.89] 43.8[] 17.4[0.10] 2.82[0.89]
OPE 29 3 4 551[0.00] 7.76[0.27] 7.76[0.27] 30.8lQ 16.5[0.12] 7.76[0.27]

Model B: LFDL
LDL 28 2 4 54.2[0.00] 22.4[0.13] 9.56[0.15] 31.8)@] 12.9[0.34] 9.56[0.15]
LFDIL 28 2 4 42.9[0.04] 22.9[0.10] 9.38[0.16] 1@M®5] 13.6[0.28] 9.39[0.16]
LFIL 29 3 3 35.1[0.01] 5.31[0.78] 0.55[0.46] 2908)0] 4.76[0.77] 0.55[0.46]
INV 30 3 4 59.6[0.00] 21.2[0.17] 6.73[0.37] 38.4)0] 14.5[0.22] 6.73[0.37]
GE 31 1 3 45.4[0.00] 13.8[0.09] 2.32[0.12] 31.6[@. 11.5[0.13] 2.32[0.12]
INF 28 1 3 36.3[0.01] 12.3[0.14] 2.84[0.09] 24.@P] 9.44[0.25] 2.84[0.09]
OPN 31 1 4 63.3[0.00] 20.7[0.19] 3.33[0.83] 42.6[M 17.4[0.10] 3.33[0.83]
OPM 31 1 4 49.7[0.01] 25.0[0.07] 5.21[0.57] 24.8[0 19.7[0.04] 5.21[0.57]
IDR 22 2 4 57.9[0.00] 23.9[0.09] 3.27[0.84] 39.00] 20.6[0.03] 3.27[0.84]

Note: The variables are as defined in Table A-6.thefAppendix. CV — control variables. Parenthedes [
are used to denote probability values; k is the VAReD that produces a white noise residual The table
reports those models where cointegration is foundegtheér LYP or FD or both is endogenous, but where
only the CV is endogenous the results are not reported

Source: Estimates by author.

Table A-6.3b: Johansen Cointegration tests resdAR={LPY, FD, CV}: Lesotho

Variable Obs K A Trace statistics under the HOkran  Trace statistics under the HO: rank=r
ED CV r=0 r<i r<2 r=0 r=1 r=2
Model A: LFDC

INF 28 2 3 32.2[0.02] 8.07[0.46] 1.44[0.23] 24.0P9] 6.63[0.53] 1.44[0.23]
Model B:LFDL

LFIA 28 3 3 503[0.00] 14.3[0.08] 0.39[0.53] 3600J0] 13.9[0.06] 0.39[0.53]
LFIL 28 3 3 48.4[0.00] 10.2[0.26] 0.00[0.96] 3802)0] 10.2[0.20] 0.00[0.96]
INV. 28 2 3 494[0.00] 8.10[0.46] 0.00[0.98] 41.3]0] 8.10[0.37] 0.00[0.98]
INF 28 2 3 502[0.00] 14.2[0.08] 0.19[0.66] 35.900] 14.0[0.05] 0.19[0.66]

OPM# 28 1 3 645[0.00] 14.4[0.07] 0.07[0.79] 50.0p] 14.3[0.04] 0.07[0.79]
OPE 28 2 4 56.2[0.00] 20.7[0.19] 3.38[0.82] 36.8p] 17.3[0.10] 3.38[0.82]

Note: See note to Table A-6.1a above for a deserifif symbols used. # - two cointegrating vectors are
found.

Source: Estimates by author.
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Table A-6.3c: Johansen Cointegration tests resvlAR={LPY, FD, CV}: South Africa

Variable Trace statistics under the HO: rank= Trace statistics under the HO: rank=r

FD CV Obs K A r=0 r<1 r<? r=0 r=1 r=2
Model A

LFDIL 31 3 3 35.1[0.01] 6.25[0.67] 0.19[0.66] 2f&0] 6.05[0.61] 0.19[0.66]

LFIA 33 1 3 31.2[0.03] 12.7[0.13] 2.75[0.10] 185[1] 9.94[0.22] 2.75[0.10]

INV 30 3 4 43.4[0.04] 18.5[0.31] 6.39[0.41] 24.9)6] 12.1[0.40] 6.39[0.41]

GE 33 1 3 31.4[0.03] 6.49[0.64] 0.95][0.33 24.9[0. 5.55[0.67] 0.95[0.33]

INF 29 4 4 4909[0.01] 25.3[0.06] 7.90[0.26] 24.€]0] 17.4[0.10] 7.90[0.26]

IRD 24 2 3 26.7[0.11] 4.04[0.90] 0.80[0.37] 2213] 3.24[0.93] 0.80[0.37]
Model B

LFIL 31 3 3 30.6[0.04] 9.79[0.30] 2.51[0.11] 2008p6] 7.28[0.46] 2.51[0.11]

OPN 30 4 4 44.8[0.03] 16.4[0.46] 3.16[0.86] 28.0[) 13.3[0.31] 3.16[0.86]

IRD 25 2 4 43.3]0.04] 23.3[0.10] 7.11[0.33] 2@X4] 16.1[0.13] 7.11[0.33]

Note: See note to Table A-6.1a above for a deserifif symbols used. # - two cointegrating vectors are
found.

Source: Estimates by author.

Table A-6.3d: Johansen cointegration tests: VARPYL,. FD, D): Swaziland

Variable Trace statistics under the HO: rFank  Trace statistics under the HO: rank=r

ED Obs K A r=0 r<i r<2 r=0 r=1 r=2
Model A:LFDC

LDL 33 1 2 345[0.05] 8.01[0.82] 2.48[0.68] 2@5)1] 5.53[0.84] 2.48[0.68]

OPE 30 3 3 32.1[0.03] 7.78[0.49] 2.02[0.15] 2@.81] 5.75[0.65] 2.02[0.15]
Model B

LFDIL 28 4 4 46.1[0.02] 15.9[0.50] 5.43[0.53] 3@D1] 10.5[0.57] 5.43[0.53]

INV 31 3 4 46.2[0.02] 19.9[0.23] 3.31[0.83] 26.7)@] 16.6[0.12] 3.31[0.83]

INF 33 2 4 26.6[0.04] 26.6[0.04] 10.6[0.10] 43.900] 16.0[0.14] 10.6[0.10]

OPN 32 3 4 484[0.01] 16.9[0.42] 3.63[0.75] 30.Bp] 13.3[0.30] 3.63[0.75]

Note: See note to Table A-6.1a above for a deserifif symbols used.

Source: Estimates by author.
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Table A-6.4: Estimated long run parameters of aimariables for SACU

Variables

Lesotho

Botswana South Africa Swaziland

Model normalised on LPY
Model A Model B Model A Model B Model A Model B Mad A Model B

LDL -0.08(-2.48§ 0.39(2.99
LFDIL -0.02(-0.73)  0.03(0.28) 0.09(8.07) -0.15(-1.66)
LFIA -0.02(-1.26) -0.22(-2.28) 0.07(5.39)
LFIL 0.71(4.08§ 2.39(3.95) 0.11(0.69) -0.11(-6.19)
INV -0.97(-6.38§ 0.18(3.09) -0.22(-3.95)
GE 2.68(12.2) 2.80(11.19 -0.65(-6.26)
INF -0.13(-4.64) -0.13(-4.79) 0.23(6.85)  0.00(0.03)
OPN 1.28(6.48) 2.36(7.32) -0.35(-12.9) -0.64(-7.38)
OPM -2.24(-4.72)
OPE 0.54(3.37) -0.22(-1.33) 6.03(5.70)
IDR -0.08(-8.10) 0.07(5.00) 0.01(1.56)
Model normalised on FD (LFDC)
INV -0.47(-1.61)  0.45(0.89)
INF -0.02(-3.2%) 0.75(9.26)

Note: The variables are as defined in Table A-6.thefAppendix of Chapter 6. The () represent tesju
a, b and c represent 1%, 5% and 10% significanaddeespectively

Source: Estimates by author.
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CHAPTER 7:
FINANCIAL INTEGRATION AND FINANCIAL DEVELOPMENT IN THE SACU
COUNTRIES: EMPIRICAL EVIDENCE

7.1 INTRODUCTION

The theoretical literature reviewed in Chapter 8vehthat a strong relationship between
financial integration (IFI) and domestic financisvelopment (FD) can be expected. The
literature suggests that IFI can be a complemenatsarbstitute to domestic FD. While as
a complement, IFI will promote the domestic FD, assubstitute, IFI can further
exacerbate the problems of an already weak doméstacial system (Guiset al.,
2004:566).

An important empirical question that emerges istivbieor not a high degree of IFI leads
to an increasing level of FD in developing courgrien which case IFl serves as a
complement. In other words, do developing counttied are more integrated with the
external financial markets have deeper financiateays? If it can be shown that IFI leads
to greater FD, especially among developing cousititgustifies the opening up of their
financial system and a drive toward greater intégmawith the rest of the world.
Moreover, addressing this question is a preliminstgp towards assessing the likely
effects of IFI on economic growth (Guistal.,2004:528; De Gregorio, 1998:16).

Since an economy with a highly developed finansigtem will likely become much
more attractive to foreign investors, IFl is potaly also endogenous. Therefore, this

chapter will also examine whether FD influences IFI

This chapter focuses on the relationship betweeanB FD among the SACU countries.
As noted earlier, the SACU countries have a lorggolny of financial openness among
themselves, which makes them highly integrated (Geapter 5). Has this integration
resulted in a greater FD for them? The chapter mgestigates whether or not SACU
countries that are more integrated with South Afigain more from IFI in general than
those that are less integrated with it. Lastly, ¢hapter explores the role that domestic
FD plays in the financial integration process & 8ACU countries. This chapter serves

as an empirical counterpart to Chapter 3 whichewesithe literature. In addressing the
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guestions raised above, the analyses in this chtgite cognisance of the limitations of

previous empirical studies as highlighted in Chaftelhese include:

The inability of the cross-sectional and panel @gtproaches, commonly used to
establish the causal effect between the varialdesdet al., 2006a:16; Collins,
2004:81).

The inability of cross-sectional and panel datarepghes to address adequately
the potential endogeneity of IFI and other rightwhside variables. This may
potentially bias the results (Koseal.,2006a:15; Collins, 2004:81).

The fact that cross-sectional and panel data appesaprovide estimates that are
only average effects for a sample of countries mx@nd do not represent any
particular country in the sample. This makes ificlilt to draw country-specific
policy conclusions based on such results (BlochTanth, 2003:250; Arestis and
Demetriades, 1997:784).

iv. The fact that previous studies use few measur#sl oin particular, most studies

analysing the effects of IFI rely mostly oie jure measures. Howevedge facto
integration measures may be more relevant forucegf the effects of IFI since,
as will be shown shortly, it represents actualgradion and not integration on
paper (Koset al.,2006a:49),

Thus, together, Chapters 3 and 7 seek to provide eedence on the financial

development-financial integration nexus as highkghn Figure 7.1 below.

The specific objectives of this chapter are:

To examine the nature (whether positive or negativthe magnitude) of the
effects of IFI on FD in each of the SACU countri@s.a corollary, to explore
the effect of FD on their IFI.

To determine among the smaller SACU countries wdretit not countries
more integrated with South Africa receive greatenddits from their IFI in
general than those that are less integrated.

To explore the nature of the causality relationsiepween FD and IFI in each
of the SACU countries.

To determine whether or not the results of the abawalysis are robust to

controlling for other possible determinants of FialaFI.

210



In addressing the above-stated objectives, thetehapgopts a multivariate cointegration
and error correction modelling framework, which a@pplied to each of the SACU
countries. The study also explores different mezswf IFI. Since different indicators
proxy different aspects of the relationship betwdEh and FD, exploring different

measures helps to determine the kind of capital fleat mostly affects FD.

Financial
Integration

Economic <:> Financial
Growth Development

Figure 7.1: Structure of chapters

7.2 VARIABLE DEFINITION AND DISCUSION

7.2.1 Measuring financial development and financial imeggpn

Typically, authors who study the effects of IFIBD use the ratio of private sector credit
by commercial banks to GDP to proxy FD (cf. IMF02€84; Chinn and Ito, 2006:167;
Ito, 2006; Bonfiglioli and Mendicino, 2004:26; Deégorio, 1998:20). However, to be
consistent with Chapter 6, this chapter and Chahtase two indicators to proxy FD: the
ratio of private credit of commercial banks to noali GDP and the ratio of liquid
liabilities of commercial banks to nominal GDPwuld be recalled, as noted in Chapter
6 (Section 6.2.1), the two FD indicators measunkivey system development since the

other aspects of the financial system are undetoped in the smaller SACU countries.

This chapter uses thde factostock of capital to proxy IFlI as defined below.eTh
empirical analyses in this chapter and the subseqaee did not use thde jure
measures of IFI for two reasons. First, as notednbyy authors, most of thae jure
measures of IFI fail to capture fully the complgxaf real-world capital controls (cf. Ito,
2006:307; Koseet al., 2006a:8; Collins, 2004:78). In contrast, the measibased on

actual quantity of capital flow have been regardsd‘the best available measure of a
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country’s integration with international financimarkets” (Koseet al., 2006a:9). Thele
facto indicators measure the true state of integratiopractice and not integration on
paper. The second and more compelling reason fog uke de factomeasure is data
availability. Whereas there is no available timaesedata omle jurecapital controls, this
is not the case with thge factomeasures, where consistently defined data aréablai
for all the SACU countries (with the exception ofaNibia where the number of

observations are small).

It is possible to computge factomeasures using either capital flows or stocks,revtiee
stocks are the cumulated version of the underl§limgs, corrected for valuation effects
(Koseet al., 2006a:9). Again, for two reasons, the analysesased on capital stocks
rather than capital flows. First, and very impotignannual flows tend to be very
volatile as they often respond to short-term change the political and policy
environment, and as a result they may be pronedasaorement errors. Second, all the
data (the IMF data on foreign assets and lialslioé banks and the dataset Bxternal
Wealth of Nations Mark Iby Lane and Milesi-Ferretti, 2006) are availall¢hie form of
stocks. Hence the study uses the available datadiol any complications that may arise
from first computing the flow series from the stodéta (such as those relating to the

valuation method used and the volatility of flows).

Altogether, this chapter uses four indicators of tid- gauge its effects on FD. These
include: LFDIL, LDL, LFIA and LFIL. The first twandicators are based on the dataset
on External Wealth of Nations Mark Hy Lane and Milesi-Ferretti (2006) and they are
broader in scope than the last two. The two arese@maon line with recent trends in the
literature on IFI (cf. IMF, 2007:4; Alfaro and Cltan, 2006:12; Koset al, 2006a:10;
Collins, 2004:79; Edisoret al, 2002:753-754). The remaining two are bank-based
indicators and are chosen in line with Adatral. (2002:20). The need to include Lesotho
in the analysis further motivates the choice of litéer two indicators, since as noted

earlier the dataset of Lane and Milesi-FerrettO@0did not include Lesotho.

The first two measures focus on the componentsooks of external liabilities. Studies

have shown that the effects of ttie factocapital flows were more robust when specific
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kinds of capital flows or stocks were used insteadotal capital flows or stocks (cf.
Calderoret al.,2004; Collins, 2004; McLean and Shrestha, 200%d®eand Soto, 2001)
The external liabilities include portfolio equitipreign direct investment (FDI), financial
derivatives and debt. Following the previous stedibis study uses the FDI and debt
components. LFDIL represents the logarithms ofréti® of total FDI liabilities to GDP.
FDI includes greenfield investment (construction ridw factories), equity capital,
reinvested earnings and other capital (Alfaro arftartion, 2006:12). LDL is the
logarithms of the ratio of total debt liabilities GDP, where debt liabilities include bonds,
debentures, money market and negotiable debt mstts, and foreign bank deposits
(Lane and Milesi-Ferretti, 2006:10).

The two bank-based indicators (LFIA and LFIL) measiine degree of home biasedness
of domestic banks (Adaret al., 2002:20). A high value suggests that the banksate
home biased, implying a high degree of integratidfA is the ratio of foreign assets to
total assets of the national banking sector. Thay take the form of deposits in foreign
banks or other money market and negotiable deltuments held abroad by domestic
banks. Since it represents a stock of capital @wtflor a substitute for domestic capital
outlays of banks, an increase in the ratio may teaa decrease in the ratio of domestic
private sector credit to GDP. The LFIL is the ratibthe foreign liabilities to total
liabilities of the national banking sector. Thidicator is a component of the LDL
described above, but it excludes items such as boddlebentures included in the LDL.
Since the LFIL captures the stock of capital infipwn increase in the ratio will imply an
increase in deposit liabilities of domestic banksnce the liquid liability ratio (LFDL)

will rise, andvice versa

7.2.2 Control variables

Following the convention in most of the empiricd Bnd IFI studies, this chapter uses
the following control variables: level gfer capitaincome, inflation, trade openness
measured as the sum of export plus import over &DiRe ratio of domestic investment
to GDP and the ratio of government expenditure BPQcf. IMF, 2007:34; Chinn and

% In this and the next chapter, to simplify the analyttie components of openness, export and import
ratios are not used.
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Ito, 2006:166; Ito, 2006:308; Bonfiglioli and Mewdio, 2004:26; De Gregorio, 1998:20;
Edisonet al.,2002; Klein and Olivei, 1999).

Per capitaincome is included to reflect the effect of ecomomevelopment. As the
literature reviewed in Chapters 2 and 4 show, @ inslevel ofper capitaincome may
lead to a deeper financial system and a higheredegf IFl. Trade openness is included
in line with the widely accepted view that tradeepnpess leads to deeper financial
systems and is a precondition for financial intégra(cf. IMF, 2007:24; Chinn and lIto,
2006:182; Ito, 2006:317; Koset al., 2006a:46). The inflation rate and government
expenditure are added to control for the effectsmafcroeconomic policies. Sound
macroeconomic policies as reflected in stable pieeesls and prudent government
spending may have a positive effect on FD and firrintegration. In contrast, high
inflation, which may signal macroeconomic instdpildue to poor macroeconomic
policies, may increase vulnerability to financiaises, and hence discourage capital
inflow while encouraging outflows (IMF, 2007:24; Beet al., 2006a:38). If domestic
firms raise finance from foreign financial marké#ts level of investment can also lead to

a higher degree of financial integration.

7.2.3 Data and source

The data for FD and IFI models covers the periotD1® 2004; however, for some of the
series, data was not available for the entire de(gee Table A-6.1 in Appendix for
description and coverage of each series). Thessesiege from 29 to 34 continuous
annual observations. As explained in Chapter 6cti@ce of annual observations has
been made following the trend in many empiricaleiseries studies of the finance-
growth relationship (e.g. Demetriades and HussA6; Luintel and Khan, 1999). With
the exception of the inflation rate, all the valesbused for the models are transformed
into natural logarithms. Data on financial devel@mt) control variables and two
measures of IFI (LFIA and LFIL) were obtained frahe IMF’'s IFS September 2007
CD-ROM. The data used for computing other measafd&l were obtained from the
dataset orExternal Wealth of Nations Mark by Lane and Milesi-Ferretti (2006), as

discussed above.
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7.3  MODELLING FRAMEWORK
To model the relationship between FD and IFI, thiapter adopts a trivariate model in
which both measures of FD and IFI enter along aittontrol variable. Where the focus
is on the effect of IFI on FD the model takes tienrf:

X = f(FD,IFI,CV) (7.1)
where FD , IFI and CV represent a measure of financial development, Giahn

integration and the control variable. In a casere/iiee focus is on determining the effect
of FD on IFI, the ordering of variables in (7.1)gbes with IFI.

The empirical analysis employs a multivariate ve@atoregressive (VAR) and error
correction model framework based on the Johansedanman likelihood approach. The
modelling framework in this chapter follows the pedure described in Chapter 6. Given
the focus of this chapter, the models are normalise FD orIFI depending on the
endogeneity of the variables. If the test of wealogeneity shows tha#D is
endogenous buft~l is not, implying that long-run causality runs sglélom IFI to FD,
the model is normalised &D . The converse is the caselil is endogenous, b&D is
not. Hence, to address the first objective of tiiapter, i.e. to establish how IFI affects
FD, this section focuses attention on the signthedsize of the long-run parameters of
IFI in the FD models. A positive and statistically significandefficient of IFI in
theFD model will suggest that IFI helps to stimulate ttevelopment of the domestic
financial system, which in turn would mean that ttwmplementarity hypothesis is
confirmed. However, if the coefficient is negatigad statistically significant, then it
suggests that IFI is a substitute for domesticiRivhich case, opening financial markets

leads to the underdevelopment of the domestic Gilshsystem.

In the case of reverse causality (EB. - IFI ), if the parameter ¢fD in thelFI model

is positive and statistically significant, it camfis that domestic FD is a precondition for
IFl. Hence countries will need to develop theiraficial systems before undertaking
capital account liberalisation. However, if the eee causality does not hold (i.e.
causality runs only from IFI to FD), countries cdavelop their financial markets by
exogenously deciding to open their financial mask@hinn and Ito, 2006:181). With

regard to a two-way causality (ifeD - IFl ), if the parameters of the variables are
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positive and statistically significant, it suggeatsnutual reinforcement between FD and
IFI.

The second objective focuses on the question ofthenheor not the smaller SACU
countries that are more integrated with South Afigain more from their IFI than those
that are less integrated with South Africa. Swamllés the most integrated with South
Africa amongst the smaller SACU economies, as shiow@ection 5.4.2 of Chapter 5,
followed by Lesotho and Botswana. The extent oflibeefit is measured with the sign
and magnitude of the parameter I&1 in theFD models among the smaller SACU
countries. The country with the strongest positftect of IFI on FD is regarded as

having the greatest benefit.

The chapter estimates two groups of models (modeland B) based on the two
measures of FD. Model A uses the LFDC (private itnedio) and model B uses the
LFDL (liquid liability ratio). For each group of ndels, a series of regressions is
estimated using each of the four measures of IBo,Aor each model with a measure of
IFl, each of the five control variables is adde@ @ a time to explore the robustness of
the results. Because of limited degrees of freedollowing Kim et al. (2004:630) only
one control variable is added at a time. Thusptalf the chapter estimates 40 models
each for Botswana, South Africa and Swazilandhid¢ase of Lesotho, data limitations

restrict the study to 16 models.

Given the focus of this chapter (i.e. to examine lationship between FD and IFl), it
reports the cointegration and the weak exogenestyresults as well as VECM results for
models where either the FD or IFI or both are eedogs. The chapter does not report
models where both IFI and FD are weakly exogendiso, similar to Chapter 6, this
chapter does not report the result of models thatat pass the residual diagnostic tests
(serial correlation and heteroskedasticity tests) that have adjusted?®below 30%. If
the level ofper capitaoutput as a control variable is endogenous, suctiefa will be
reported and analysed in Chapter 8. Consequentl\Bdtswana, the chapter reports and
discusses 19 models out of the 40 models estimatas.comprises 15 cases of model A
and four cases of model B. For Lesotho, the chapgrts nine models (five of model A

and four of model B) out of the 16 models estimateat South Africa, of the 40 models
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estimated, the chapter reports 15 — eight of médehd seven of model B. Lastly, for
Swaziland, the chapter reports 12 of the 40 moelgisnated, comprising eight of model

A and four of model B. The next section presents @discusses the results.

7.4  EMPIRICAL RESULTS

7.4.1 Unit root and cointegration results

Table A-6.2 in the Appendix to Chapter 6 reports tlesults of the unit root test. It
reports the tests based on the DF-GLS and the MgPanron (2001) tests. The table
reports the tests for levels and at first diffeeemgth an intercept and intercept and trend.
With very few exceptions where they are 1(0), botlat least one of the tests suggest that
all the series are 1(1). The I(0) series are atsduded in the cointegration test since
economic theory suggests they might be importattiercointegrating relation. However,
since they may increase the number of cointegrateagors, the analysis did not include
two 1(0) variables in a model (Harris, 1995:80).

Based on the results of the unit root tests, gassible to use the cointegration methods
to test for the existence of a stable long-runti@ighip between an indicator of FD, IFI
and a control variable. The number of long-runtreteships is determined using the trace
and maximal eigenvalue tests. Table 7.1 reportsimangry of the cointegration test
results, while Tables A-7a-d in the Appendix repbd detailed results. As noted earlier,
the results are reported for models where evidefamintegration is found and either
FD or IFI or both are endogenous. In addition, ateth above, models in which the
residual diagnostic tests (serial correlation aetetoskedasticity tests) show that the
residuals are not well behaved and the adjusteds Relow 30% are not reported for

analysis.

As shown in Table 7.1 for the four countries, ihthe models where cointegration is
found, both the trace test and maximal eigenvahst detect only one cointegrating
vector. Overall, the trace test consistently ol#dimore evidence of cointegration than

the maximal eigenvalue test in the models.
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Table 7.1: Summary of Johansen Cointegration testbse¥AR={FD, IFI, CV}: SACU

Variable Botswana Lesotho South Africa Swagziland
IFI CV Trace Max Trace Max Trace Max Trace Max
Model A: LFDC
LFDIL LPY 1 0 X X 0 0 1 1
INV 1 1 X X 1 1 1 1
GE + + X X 1 0 0 0
INF 1 1 X X 0 0 + +
OPN + + X X 0 0 1 1
LDL LPY 1 1 X X 1 1 1 1
INV 1 1 X X 0 0 + +
GE 1 1 X X 1 1 + +
INF 1 1 X X + + + +
OPN 1 1 X X 1 1 0 0
LFIA LPY 1 1 + + 0 0 1 0
INV 1 1 + + 1 1 1 1
GE 1 0 X X 1 1 + +
INF 1 0 1 1 0 0 0 0
OPN + + 0 0 1 0 0 0
LFIL LPY 1 1 1 1 0 0 1 1
INV 1 1 1 1 0 0 + +
GE 0 0 X X 0 0 + +
INF 1 1 1 0 0 0 0 0
OPN + + 1 1 0 0 1 1
Model B: LFDL
LFDIL LPY + + X X 1 0 0 0
INV + + X X 1 1 0 0
GE + + X X 1 0 1 1
INF 0 0 X X 1 1 + +
OPN + + X X + + + +
LDL LPY 0 0 X X 0 0 + +
INV + + X X 1 1 + +
GE + + X X 1 1 1 1
INF 1 1 X X 0 0 1 1
OPN 1 0 X X + + 0 0
LFIA LPY + + + + 0 0 + +
INV + + 1 1 0 0 + +
GE + + X X 0 0 + +
INF + + + + 1 0 + +
OPN + + + + 0 0 + +
LFIL LPY + + 1 1 0 0 + +
INV + + 1 1 0 0 1 1
GE + + X X + + 0 0
INF 1 1 0 0 0 0 + +
OPN 1 1 1 1 0 0 + +

Note: The variables are as defined in Table A-6.thefAppendix of Chapter 6. CV — control variables.
Model A, LFDC is used to as a measure of financiaettggment. In Model B, LFDL is used as a measure
of financial development. X denotes where the madelld not be estimated because of lack of data. *
denotes model where cointegration is found but céy lme normalised on the measure of output. Thietab
reports those models where cointegration is foundedgthér FD or IFI or both is endogenous, but where
only the CV is endogenous the results are not reportbtbdels eliminated due to poor residual diagnostic
tests and/or explanatory power below 30%.

Source: Estimates by author.
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7.4.2 Weak exogeneity and causality test results

Given the results from the cointegration tests, thapter reports on tests of weak
exogeneity and causality analyses as describechapt€r 6. Tables 7.2A-D report the

results for the weak exogeneity tests and the dausaalysis for each of the SACU
countries. Each table reports tlyé (Chi-square) statistics and the probability vadidie

the test and the causality pattern between FD Rhdnl the latter case, the study explores
three null hypotheses — the null of two-way camgalinning between FD and IFI, the
null of one-way causality running from FD to IFIncathe null of one-way causality
running from IFl to FD. As in the previous chaptrYes” in the tables indicates where
the null hypothesis could not be rejected, whifél@” denotes where the null hypothesis
is rejected.

Similar to Chapter 6, each table reports two brgemlips of models — model A and
model B. Model A uses the credit ratio (LFDC) asx@asure of FD while model B uses
the liquid liabilities ratio (LFDL) as a measure lBD. Moreover, with the exception of
Lesotho, in each group of models, four sets of ri®dee estimated with each set having
five alternative models. In Lesotho, due to lackdafa for government expenditure (GE),
in each set four alternative models are estimaieskt of models combines a measure of

FD and IFI with each control variable.

Overall, the weak exogeneity test gave inconclusasellts. The causality results differ
from country to country and depend on the measuF®aand IFI used. Next, the results

for each country are discussed in turn.

i Botswana

As shown in Table 7.2A, of the 19 models reportéte null hypothesis of weak
exogeneity is rejected in 13 and 15 models for RD Kl respectively. In model A, out
of the 15 models reported, causality runs solewynfiFI to FD in five cases, and from
FD to IFI in four cases while in six cases a twoswausality between FD and IFI is

found. In model B, out of the four models reporteai)sality runs from IFl to FD in three
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cases and from FD to IFI in four cases, out of Whit two the causality runs in both

directions. Thus, overall, the causality relatiipsetween FD and IFI is mixed.

Table 7.2A: Weak exogeneity test results for Botsava

Variable Weak Exogeneity test Causality betwkePY and FD
IFI CV Obs K A FD IFI CV Null hypothesis
FD-IFI FD—IFI FD—IFI

Model A: LFDC

LDL LPY 27 3 3 7.36[0.01] 9.22[0.00] 10.1[0.00] Yes Yes Yes
INV 28 2 4 10.6[0.00] 0.50[0.48] 8.02[0.00] No No Yes
GE 27 3 3 8.01[0.01] 9.14[0.00] 0.19[0.66] Yes Yes Yes
INF 26 3 3 9.18[0.00] 12.0[0.00] 1.06[0.30] Yes sye Yes
OPN 27 3 3 5.98[0.01] 4.79[0.03] 6.41[0.01] Yes sYe Yes

LFDIL LPY 28 1 3 1.58[0.21] 8.09[0.00] 4.98[0.03] oN Yes No
INV 25 4 2 6.43[0.01] 0.33[0.56] 6.41[0.01] No No Yes
INF 25 4 3 1.09[0.30] 10.4[0.00] 7.15[0.01] No Yes No

LFIA LPY 29 3 3 0.32[0.57] 17.2[0.00] 8.71[0.00] No Yes No
INV 31 1 3 11.2[0.00] 3.65[0.06] 2.02[0.16] Yes ¥e Yes
GE 30 2 4 6.95[0.01] 1.51[0.22] 12.2[0.00] No No esy
INF 28 1 4 39.8[0.00] 0.09[0.77] 0.21[0.65] No No Yes

LFIL LPY 29 3 3 248[0.12] 14.0[0.00] 9.85[0.00] No Yes No
INV. 31 1 4 10.0[0.00] 4.22[0.04] 2.71[0.10] Yes e Yes
INF 28 1 3 0.89[0.35] 31.5[0.00] 2.61[0.11] No Yes No

Model B: LFDL

LDL INF 26 3 3 22.40.00] 15.1[0.00] 1.07[0.30] Yes Yes Yes
OPN 27 3 3 5.20[0.02] 10.6[0.00] 1.12[0.29] Yes sYe Yes

LFIL INF 28 1 2 1.23[0.27] 35.9[0.00] 2.66[10.0] No Yes No
OPN 28 4 4 3.43[0.06] 32.8[0.00] 0.05[0.82] Yes esY Yes

Note: The variables are as defined in Table A-6.thefAppendix of Chapter 6. In Model A, LFDC is used
to as a measure of financial development. In Mod&lRR)L is used as a measure of financial development.
CV — control variables. Parentheses [ ] are used totdeprobability values; k is the VAR Order that
produces a white noise residual. A is the determinisénd assumption: (2) The level data X has no
deterministic trend and the cointegrating equatiangelintercepts; (3) The level data X has lineardsen
while the cointegrating equations have intercepts hw trend; (4) Both the level data X and the
cointegrating equations have linear trends. Yes -athiehypothesis could not be rejected. No — the null
hypothesis is rejected.

Source: Estimates by author.

ii. Lesotho

Table 7.2B reports the weak exogeneity tests andatity results for Lesotho. Altogether,
nine models are reported, out of which the nulldtiipsis of weak exogeneity is rejected
in two cases for FD and eight cases for IFl. Thimedominantly, IFI is endogenous in
Lesotho. An analysis of the results according ® tteasure of FD reveals that IFI is

endogenous in one case each for models A and B.
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The weak exogeneity test results suggest that igusans mainly from FD to IFl in
both models A and B. Thus, overall the weight ofdermce suggests that long-run
causality runs from FD to IFI in Lesotho.

Table 7.2B: Weak exogeneity test results for Lesoth

Variable Weak Exogeneity test Causality betwieeM and FD
IF| CV Obs K A FD IF| CcV Null hypothesis
FB->IFI  FD—IFI  FD<IFI
Model A: LFDC
LFIA INF 27 3 2 0.00[0.96] 10.3[0.00] 0.62[0.43] No Yes No
LFIL LPY 30 3 3 1.08[0.30] 24.5[0.00] 1.64[0.20] No Yes No
INV 30 1 3 0.38[0.54] 17.3[0.00] 0.96[0.33] No Yes No
INF 28 2 4 6.85[0.01] 0.41[0.52] 3.65[0.06] No No Yes
OPN 30 1 4 2.17[0.14] 15.5[0.00] 1.64[0.20] No Yes No
Model B: LFDL
LFIA INV 30 1 3 5.35[0.02] 11.4[0.00] 0.02[0.89] ¥e Yes Yes
LFIL  LPY 30 1 3 0.08[0.78] 18.4[0.00] 1.21[0.27] No Yes No
INV 30 1 3 0.74[0.39] 15.1[0.00] 0.46[0.50] No Yes No
OPN 30 1 3 0.76[0.38] 14.2[0.00] 1.67[0.20] No sYe No

Note: See note to Table 7.2A above for a descrigifaymbols used.

Source: Estimates by author.

iii. South Africa

Table 7.2C reports the weak exogeneity test resmftSouth Africa. Of the 15 models
reported, the null hypothesis of weak exogeneitgjiscted in ten cases for FD and seven
for IFI. In the case of FD, where the null hypoiBes rejected, five of them occur in
model A, and another five occur in model B. Finahdntegration is found to be

endogenous in four cases in model A and three idefid.

With regard to the causality analysis, in modebAthe eight different models reported,
one-way causality dominates. Out of the eight mmdedusality runs from FD to IFI in
four, while in five, causality runs from IFI to Fith a two-way causality found in one
model. Seven models are reported in model B. Thaltee show that causality

predominantly runs from IFI to FD. In five out odve&en models, causality runs from IFI
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to FD, while in three models causality runs from [® IFI. Overall, the direction

causality between FD and IFI in South Africa remaambiguous.

Table 7.2C: Weak exogeneity test results for Séiitita

Variable Weak Exogeneity test Causality betwePY and FD
IFI CV Obs K A FD IFI CV Null hypothesis
FD-IFI FD—IFI FD<—IFI
Model A: LFDC
LFDIL  INV 33 1 3 0.25[0.62] 13.2[0.00] 10.9[0.00] N Yes No
GE 31 3 4 9.07[0.00] 0.76[0.38] 0.66[0.42] No No esy
LDL LPY 31 3 4 10.1]0.00] 6.37[0.01] 0.35[0.55] Yes Yes Yes
GE 31 3 4 17.6[0.00] 1.25[0.26] 0.01[0.91] No No esy
OPN 32 2 4 11.7[0.00] 0.06[0.81] 9.37[0.00] No No Yes
LFIA INV 31 4 4 1.38[0.24] 14.4[0.00] 2.57[0.11] No Yes No
GE 32 3 4 24.1]0.00] 2.33[0.13] 1.09[0.30] No No esy
OPN 32 3 3 0.46[0.50] 12.8[0.00] 0.35[0.55] No sYe No
Model B: LFDL
LFDIL LPY 31 3 3 10.4[0.00] 0.11[0.74]  0.40[0.53] oN No Yes
INV 31 3 3 20.4[0.00] 0.34[0.56] 0.97[0.32] No No Yes
GE 31 3 3 13.2[0.00] 0.17[0.68]  0.10[0.75] No No esy
INF 32 1 3 0.67[0.41] 11.0[0.00] 2.63[0.11] No Yes No
LDL INV 30 4 3 3.79[0.05] 14.0[0.00] 0.69[0.41] Yes Yes Yes
GE 30 4 3 0.01[0.92] 19.3[0.00] 5.43[0.02] No Yes No
LFIA INF 31 3 3 6.71]0.01] 0.25[0.62]  1.23[0.27] No No Yes

Note: See note to Table 7.2A above for a descrigifaymbols used.

Source: Estimates by author.

iv. Swaziland

Table 7.2D reports the weak exogeneity test resoiftSwaziland. Overall, the evidence
seems to suggest that in Swaziland, FD is predartiijnandogenous compared to I
10 out of 12 cases for FD as opposed to five clmsd&|. Financial integration is mostly
exogenous in model B, where out of four modelsnik hypothesis of weak exogeneity
was rejected in only one, while in model A, it wagected in four out of eight cases. In
the case of FD, it is highly endogenous in the gnaups of models seven out of eight

cases in model A and three out of four in model B.

Overall, the weak exogeneity test suggests thagadigyl runs mainly from IFl to FD in

Swaziland, though the evidence is more mixed inehddthan in model B.

222



The analyses so far highlight that there is a Inngeausal relationship between FD and
IFI across the SACU countries. However, the natdithe causal effect (whether positive
or negative and the size) needs further explorafidmns is considered next under the
VECM results.

Table 7.2D: Weak exogeneity test results for Swadila

Variable Weak Exogeneity test Causality betwePY and FD
IFI CV Obs K A FD IFI CV Null hypothesis
FB-IFIl  FD—IFI  FDIFI
Model A: LFDC
LFDIL  LPY 29 3 4 15.4[0.00] 0.96[0.33] 1.29[0.26] oN No Yes
INV 29 4 4 9.45[0.00] 0.35[0.55] 1.60[0.21] No No Yes
OPN 29 2 4 12.5[0.00] 0.62[0.43] 8.26[0.00] No No Yes
LDL LPY 31 3 3 22.6[0.00] 0.37[0.54] 2.48[0.12] No No Yes
LFIA LPY 33 1 3 2.84[0.09] 9.36[0.00] 0.68[0.41] ¥e Yes Yes
INV 32 2 3  4.42[0.04] 8.90[0.00] 5.51[0.02] Yes e Yes
LFIL LPY 32 2 4 232[0.13] 15.9[0.00] 1.46[0.23] No Yes No
OPN 31 2 4 10.2[0.00] 19.9[0.00] 2.24[0.14] Yes esY Yes
Model B: LFDL
LFDIL GE 29 3 4 14.2[0.00] 1.58[0.21] 8.65[0.00] No No Yes
LDL GE 30 3 4 16.6[0.00] 0.02[0.88] 1.36[0.24] No oN Yes
INF 32 1 3 10.3[0.00] 0.37[0.54] 20.9[0.00] No No Yes
LFIL INV 32 2 4 0.08[0.78] 16.6[0.00] 0.74[0.39] No Yes No

Note: See note to Table 7.2A above for a descripf@ymbols used.

Source: Estimates by author.

7.4.3 VECM result

Tables 7.3A-7.6B report the results of the VECMclEaf the tables reports the results of
the normalised models. These include the long-tastieities, the adjusted®Rthe error

correction terms and the residual diagnostic resWtoreover, each table reports the
results in two panels according to the measure @f fAodels A and B as described
earlier. The first two columns of the tables comttie measure of IFI and the control

variables (CV). The next section discusses thdtsestieach country in turn.

I Botswana

Tables 7.3A and 7.3B report the VECM results fotd@na. Table 7.3A reports the
results of the model normalised as an FD modebggther, five models are normalised
as LFDC (model A) relationship and one as LFDL (elod) relationship. Of the five
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models using LFDC, FD is a positive function of iRl four, with elasticities ranging
from 0.02 to 1.83, with values skewed toward thpasppart of the range. Of the four
positive long-run elasticities, three are statalic significant at a 1% level of
significance, while only one is not statisticaligrgficant. In the remaining one model,
the long-run elasticity of FD is negative and statally significant at a 1% level of
significance with a value of 0.54. On balance, ¢k@lence suggests a positive effect of
IFI on credit market development in Botswana. $tgky, the only model with negative
elasticity is where the indicator of FDI liabilisgs used. Thus, while accumulation of
FDI liabilities causes underdevelopment of the itredarket, the accumulation of

external debts and foreign assets and liabilittdsaoks yield an opposite effect.

In model B, the only model normalised as a LFDlatiehship has a negative elasticity
of IFI, with the parameter being statistically sfgrant at a 1% level of significance.
Given that the model uses the ratio of the extededit liabilities indicator, it suggests
that an accumulation of external debt has a negagifect on the deposit market in
Botswana. Thus, while accumulation of external deddtilities positively affects the

credit market, it has a negative effect on the dipoarket.

Table 7.3A: Estimated long run parameters of fimarntegration for Botswana

Variable Slope Coefficient

IFI CV Intercept IFI R2 ECM S.Cor Het

Model A: LFDC

LFDIL  INV 5.73 -0.54(-4.11) 04 -0.38(-2.89) 2.65[0.98] 124[0.38]

LDL INV -11.1 0.94(3.78) 0.37 -0.31(-3.99) 9.89[0.36] 33.7[0.94]

LFIA INV -7.91 0.68(4.09) 0.35 -0.10(-4.1%) 5.11[0.83] 14.7[0.26]
GE 32.4 0.02(0.20) 0.3 -0.15(-3.16) 10.8[0.29] 47.2[0.51]

LFIL INV -24.7 1.83(4.48) 0.34 -0.06(-4.04) 5.28[0.81] 10.1[0.61]

Model B: LFDL

LDL INF 7.45 -1.16(-6.69) 0.52 -0.36(-4.97) 4.88[0.84] 83.4[0.50]

Notes: The variables are as defined in Table Aebthe Appendix of Chapter 6lodels reported in this table
are normalised on financial developmdfarentheses [ ] are used to denote probability valueg ) represent
t-values; a, b and c represent 1%, 5% and 10% gignife levels respectively

Source: Estimates by author.

The degree of adjustment when FD is displaced fitsrtong-run equilibrium value, as
shown by the error correction terms, is moderatembdel A, the speed of adjustment

ranges from 6% to 38% per year and is skewed towsedupper side of the range. In
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model B, the speed of adjustment is 36% per ydansTit would appear that both the

markets seem to adjust moderately in Botswana.

The weak exogeneity results presented earlier stmaw there is strong evidence of
reverse causality between FD and IFI. Table 7.3®ns the results of the reverse causal
effects. These are models where IFI is found toebdogenous and the models are
normalised on it. Again, the models are grouped mbdels A and B, depending on the
measure of FD used. Overall, the results stronggjgsst that the long-run effect of FD
on IFl is negative in Botswana. In model A, of i models normalised on measures of
IFI, in seven, the long-run elasticities are nega@nd highly statistically significant —
with the majority at a 5% level of significanceless. The negative long-run elasticities
range from 0.54 to 1.25. Of the three with positalasticities, only one is statistically
significant, at a 1% levels of significance. Theaigve effect is manifest irrespective of

the IFlI measures used. The only exception is Lixlhere the evidence is ambiguous.

In model B, four models are normalised on measof#S| and these have negative long-
run elasticities with three being highly statisligasignificant (at a 1% level of
significance). Thus, as noted earlier, the evidesemams robust in suggesting a negative
and significant long-run effect of FD on IFl. The#ofg negative effect of FD on IFI

suggests that domestic FD is a substitute to IBatswana.

All the error correction parameters associated Wit IFI models are negative and
statistically significant. The speeds of adjustnteniong-run equilibrium range from 5%
to 59% per year in model A, and from 35% to 99%madel B, with the parameters
skewed to the centre of each range. Thus, comgaréte FD models, the IFI models
have a higher speed of adjustment to long-run isguim. In addition, of the two groups

of IFI models, the speed of adjustment in modet Baster than in model A.

In sum, the results show that accumulation of Rabilities leads to underdevelopment
of the domestic financial system, especially theditr market, while the effect of the

accumulation of external debt liabilities dependtbe market it impacts. Whereas the
accumulation of external debt liabilities leadsthhe underdevelopment of the domestic
deposit market, it promotes the development ofctieelit market. In addition, the results

suggest that accumulation of bank foreign assatdiahilities exerts a positive effect on
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the domestic financial system. Lastly, the effe€tF® on IFI is mainly negative

irrespective of the measure of FD used.

Table 7.3B: Estimated long run parameters of firgrevelopment for Botswana

Variable Slope Coefficients

IFI CV Intercept FD R2 ECM S.Cor Het

Model A: LFDC

LFDIL LPY 25.9 -1.24(-2.3P) 0.32 -0.16(-3.69) 13.7[0.13] 12.9[0.38]
INF 5.97 0.17(0.68) 0.34 -0.45(-3.00) 3.90[0.92] 107[0.79]

LDL LPY 6.56 -0.60(-2.39) 0.33 -0.46(-3.29) 4.92[0.84] 85.1[0.45]
GE 9.34 -0.79(-3.08) 0.31 -0.39(-3.10) 7.38[0.60] 75.2[0.74]
INF 4.62 -0.54(-2.82) 0.33 -0.51(-3.44) 2.81[0.97] 74.0[0.77]
OPN -0.89 -0.67(-2.72) 0.32 -0.29(-2.37) 6.05[0.74] 88.9[0.34]

LFIA LPY -23.1 0.18(0.19) 0.41 -0.56(-4.25) 12.3[0.20] 86.1[0.42]
INF 4.02 -0.78(-3.60) 0.80 -0.12(-10.3) 10.3[0.33] 6.76[0.87]

LFIL LPY -0.83 -1.25(-2.3P) 0.51 -0.59(-3.77) 12.2[0.21] 96.8[0.16]
INF 4.77 1.15(4.80) 0.70 -0.05(-7.98) 9.20[0.42] 5.50[0.94]

Model B: LFDL

LDL INF 6.43 -0.86(-5.02) 0.34 -0.55(-3.9%) 4.88[0.84] 83.4[0.50]
OPN 0.15 -0.44(-1.49) 0.37 -0.45(-3.23) 6.60[0.68] 70.9[0.84]

LFIL INF 7.34 -1.63(-6.86) 0.75 -0.99(-9.10) 7.84[0.55] 4.72[0.97]
OPN -3.2 -1.56(-4.78) 0.74 -0.89(-6.55) 7.52[0.58] 113[0.65]

Notes:The variables are as defined in Table A-6.1 of thpelyalix of Chapter 8viodels reported in this table
are normalised on financial integratiddarentheses [ ] are used to denote probability valoeg ) represent t-
values; a, b and c represent 1%, 5% and 10% significlevels respectively

Source: Estimates by author.

. Lesotho

Table 7.4 reports the VECM results for Lesotho. Aated earlier, in Lesotho the
aggregate capital stock data is not available, é@fiche models are based on stocks of
foreign assets and liabilities of banks (i.e. LFAAd LFIL). The results of Table 7.4 are
presented in two panels, where the first paneltegbe results of FD models and the
second panel reports the IFI models. Again, eactelpeontains two groups of results —

model A and B as described eatrlier.

In model A of the first panel, only one model ismalised on FD and the results show
that FD is a positive function of IFI, though thlasgicity is not statistically significant.
Regarding the models normalised on IFl, the evidesuggests that IFl is a negative
function of FD in the long-run. In model A and Bl the elasticities (eight altogether)

possess negative signs and three of them aretistdlys significant. In model A, the
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elasticities ranges from 0.04 to 1.25, while in ®ld8, the elasticities range from 0.27 to
0.67. Thus the results show that the domestic Rssbstitute to IFI. Consequently, the
development of domestic deposit and loan markets psevent both individuals and

firms from bypassing domestic banks, and the banésh bypassing the domestic

economy in their lending.

Table 7.4: Estimated long-run parameters of finanotalgration and financial development.esotho

Variable Slope Coefficients

IF| CV Intercept IF| FD R2 ECM S.Cor Het

Model normalised on Financial development(FD)

Model A: LEFDC

LFIL INF -1.61 0.32(0.80) 0.73 -0.20(-5.21) 10.3[0.33] 50.8[0.36]

Model normalised on Financial integration (IFI)

Model A: LFDC

LFIA INF 7.17 -1.25(-6.9%) 0.41 -0.86(-4.26)  8.43[0.49] 84.5[0.47]

LFIL LPY -3.79 -0.28(-0.69) 0.55 -0.95(-6.09) 3.66[0.93] 7.38[0.83]
INV 0.67 -0.04(-0.08) 0.52 -0.89(-5.67) 4.29[0.89] 9.28[0.68]
OPN -2.3 -0.38(-0.88) 0.57 -0.88(-6.33) 5.21[0.82] 14.0[0.30]

Model B: LFDL

LFIA INV 6.87 -0.53(-2.32) 0.35 -0.55(-4.08)  1.38[0.99] 8.37[0.76]

LFIL LPY -0.41 -0.27(-0.85) 0.55 -0.97(-6.07) 8.56[0.48] 9.58[0.65]
INV 2.92 -0.40(-1.28) 0.50 -0.97(-5.81) 9.04[0.43] 10.7[0.55]
OPN -4.49 -0.67(-1.63) 0.48 -0.79(-5.30)  10.3[0.33] 13.6[0.33]

Notes: The variables are as defined in Table A-6.1 of tippekdix of Chapter 6viodels reported in first
panel of this table are normalised on financialed@gment, while those in the second panel are n@eaaon financial
integration. Parentheses [ ] are used to denote probability sadumel () represent t-values; a, b and c
represent 1%, 5% and 10% significance levels respdgti

Source: Estimates by author.

The control variables largely appear with the expaécigns (see Table A-7.3b in the
appendix). In model A and B, the results show thede openness in Lesotho leads to
greater IFl as found in several empirical studie Chinn and Ito, 2006:183; Ito
2006:318). Moreover, consistent with economic tiiedhne results show that IFl is a
negative and statistically significant function wfflation in the long-run. Thus, an
increase in the inflation rate, implying increasedomestic macroeconomic instability,
results in a lower level of IFI in Lesotho. Onlywastment appeared with mixed signs in
the models.

Consistently, the error correction terms appeareth vwmegative and statistically

significant coefficients. The speed of adjustmemuite fast in both models A and B. In
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model A, it ranges from 86% to 95% a year and ideh®, it ranges from 55% to 97% a

year.

In sum, the results presented in this section ssighat overall the long-run effect of IFI
on FD is not very strong in Lesotho. In contrasé évidence robustly suggests that IFI is

a negative function of FD, thus confirming that dstic FD is a substitute to IFI.

iii. South Africa

Tables 7.5A-B report the VECM results for Southigdr As shown in Table 7.5A, the
effect of IFI on the credit market is the exact ogife of its effect on the deposit market.
The results robustly show that IFI has a negatifeceon the credit market while its
effect on the deposit market is positive. In mo#lethe long-run elasticities of IFI in the
FD models are all negative and statistically sigaiit at a 1% level of significance. Thus
the results suggest that FD measured as the cadiditis a negative function of IFI. The
elasticities range from 0.21 to 1.44, thus an iaseein IFI will lead to a reduction in the
level of domestic private credit of banks. Overdig evidence suggests that, compared to
other stocks of capital, the stock of debt lial@tappear to have the strongest negative

effect on domestic credit market development.

Table 7.5A: Estimated long-run parameters of fimanotegration for South Africa

Variable Intercept IFI R ECM S.Cor Het

IFI CV

Model A: LFDC

LFDIL GE 16.5 -0.34(-2.82) 0.47 -0.25(-4.77) 8.37[0.50] 71.6[0.83]

LDL LPY 48.2 -1.44(-5.29) 0.38 -0.13(-3.99) 7.47[0.59] 97.4[0.15]
GE 7.67 -0.21(-3.38) 0.58 -0.51(-5.85) 4.40[0.88] 80.5[0.59]
OPN 121 -0.46(-3.59) 0.36 -0.21(-4.19) 10.9[0.28] 56.8[0.18]

LFIA GE 15.9 -0.35(-4.45) 0.63 -0.26(-6.5%) 7.25[0.61] 71.7[0.83]

Model B: LFDL

LFDIL LPY -0.31 0.21(5.95) 0.41 -0.60(-4.36) 5.52[0.79] 93.8[0.22]
INV 2.84 0.20(8.73) 0.5 -0.79(-5.18) 5.17[0.82] 79.5[0.62]
GE 3.92 0.20(5.23) 0.41 -0.62(-4.65) 9.53[0.39] 65.9[0.93]

LFIA INF 4.28 0.14(5.48) 0.4 -0.48(-4.17) 2.49[0.98] 92.3[0.25]

Notes: The variables are as defined in Table Ae6the Appendix of Chapter 6. Models reported irs thi
table are normalisech financial developmenParentheses [ ] are used to denote probability valueg )
represent t-values; a, b and c represent 1%, 5%Q@¥tdsignificance levels respectively

Source: Estimates by author.
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In contrast, in model B, where the liquid liabilitatio is used to measure FD, the
elasticities of FD are positive and highly statigliy significant in all the four models
normalised on FD. Thus, overwhelmingly, the ressittsw that FD (LFDL) is a positive
function of IFI in the long-run. The elasticitiesnge from 0.14 to 0.21. Moreover, unlike
the credit market where the stock of debt lialetithas the most negative effect, in the
deposit market, the stock of debt liabilities diwt mappear in any of the models. Instead,
the stock of FDI liabilities has the most positiv@pact on the deposit market

development.

These results may reflect two possibilities. Fiashegative effect of debt stocks on credit
market development might reflect the declining diébws to South Africa as shown in
Chapter 5 and the volatility and pro-cyclicality @ébt flows. In contrast, the positive
effect of stock of FDI on deposit market developmi@nSouth Africa might reflect an
efficiency seeking FDI flows. Given the relativalgveloped and stable banking system,
such FDI will be attracted as the results of theerse causality show. Such inflow of FDI
brings along improved technology and infuses newmagament skill that might have
helped to enhance the deposit mobilising abilitgamestic banks (Bailliu, 2000:7). This
is a positive development that needs to be encedrdgrough strengthening of the

domestic banking system.

Nevertheless, a worrying aspect of the resultseeléo the negative (though not very
strong) effect of FDI flows on credit market devmizent. This may reflect possible
discrimination against small and medium scale ssias and emerging entrepreneur
from the formerly disadvantaged group since theghtnbe perceived as more risky. If
this is true, it calls for an urgent intervention government in form of incentive and
regulations to sway banks to lend to these grosipse they hold a lot of capacity to

contribute to growth and employment generatiohené¢conomy (Okeahalam, 2001:16).

Table 7.5B reports the results of the IFI modelbe Tevidence in model A largely
suggests that IFI is a positive function of FD.t# four models normalised on IFI, three
have positive elasticities and are all statisticalgnificant at a 1% level of significance.
In the only instance where the elasticity is negatit is not statistically significant. In

model B, of the three models normalised on IFl, tilas a positive elasticity and is

statistically significant at a 5% level of signdicce, while of the other two with negative
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elasticities, one is also statistically significahtotably, in all the instances where the
elasticities of IFI are negative in model A andtiBey correspond to where the stocks of
foreign debt liabilities are used. Thus, the acclation of debt liabilities is a substitute to

domestic FD while accumulation of FDI liabilitiesa complement.

Table 7.5B: Estimated long-run parameters of findrig@aelopment for South Africa

Variable Intercept FD R ECM S.Cor Het

IFI CV

Model A: LFDC

LFDIL INV -27.3 5.58(8.42) 0.36 -0.34(-4.34) 12.2[0.20] 9.01[0.70]

LDL LPY -33.5 -0.69(-1.25) 0.64 -0.32(-2.93) 7.47[0.59] 97.4[0.15]

LFIA INV -32.9 3.99(5.44) 0.56 -0.71(-5.45) 8.83[0.45] 115[0.60]
OPN -31.5 4.87(11.%) 0.5 -0.75(-4.40) 4.89[0.84] 72.1[0.82]

Model B: LFDL

LFDIL INF -8.26 3.27(2.65) 0.36 -0.31(-4.29) 7.26[0.61] 11.4[0.49]

LDL INV 5.31 -0.93(-1.22) 0.5 -0.47(-3.69) 5.65[0.77] 126[0.32]
GE 38.2 -5.14(-3.31) 0.55 -0.36(-4.79) 7.81[0.55] 133[0.19]

Notes: The variables are as defined in Table A-6the Appendix of Chapter &4odels reported in this table
are normalised on financial integratiddarentheses [ ] are used to denote probability valoeg ) represent t-
values; a, b and c represent 1%, 5% and 10% signifielevels respectively.

Source: Estimates by author.

Another aspect of the results of the IFI models nwvbempared to the FD models is the
relatively stronger effects of FD on IFI as opposedhe effect of IFlI on FD. In the FD

models, the elasticities in absolute terms rangm0.21 to 1.44 in model A and 0.14 to
0.21 in model B. In contrast, in the IFI models toefficients of FD in absolute terms
range from 0.69 to 5.58 in model A and 0.93 to Snlrodel B. Thus, an increase in FD
will result in a larger proportionate increasehe tevel of IFI than the effect of a similar

increase in IFl on FD.

Regarding the control variables, the results aigelg consistent with expectation (Table
A-7.2b in the appendix). As expected, IFI is a pesiand significant function of
investment and openness in the long-run. Thusparease in domestic investment or
openness will lead to an increase in degree oinlSouth Africa. The evidence is robust
to the measure of IFI used. In contrast, as exgetf is a negative function of inflation
rate. This suggests that an increase in the ioflataite will lead to a lower level of IFI in
South Africa.
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The coefficients of the error correction term assed with each of the models are well
behaved with negative signs and they are statilstismnificant. Again, the coefficients
of the error correction term show that the speeddpistment of the IFI models is faster

than those of the FD models.

In summary, while IFI may cause the developmenhefdeposit market in South Africa,
the evidence suggests the opposite in the cas@eotredit market. In addition, the
development of the domestic financial system lgagscumulation of FDI liabilities and

bank foreign assets, but not the debt liabilities.

iv. Swaziland

Tables 7.6A-B report the VECM results for Swazilamthere Table 7.6A reports the
results of FD models and Table 7.6B reports thalt®®f IFI models. As evident from
the results of Table 7.6A, in model A, the long-effects of IFI on FD are all positive
and highly statistically significant (at a 1% lewdlsignificance) irrespective of whether
debt or FDI liability indicator is used. Howevengtweight of evidence suggests that FDI
liability has a stronger positive effect on FD ggithe credit ratio, than debt liability.
More specifically, the LFDIL enters the FD modéisee times with elasticities ranging
from 0.81 to 1.09, while LDL enters the model joste with an elasticity of 0.41. This
suggests that though both have positive effectacumulation of FDI liabilities will

help to improve the quality of private sector ctedore than accumulation debt liabilities.

In model B, the evidence suggests a positive etielfil on deposit market development.
Altogether, three models are normalised on FD basethe liquid liability measure and
all IFI has a positive effect on FD, but only osestatistically significant at a 5% level of
significance. The elasticities range from 0.02 480 Both the FDI and debt liabilities
enter the model with positive signs, but only ong of two parameters of the debt
liability is statistically significant, while the [l parameter is not. Thus debt liability
appears to have a stronger positive effect on tposit market than FDI liability in

Swaziland.

The coefficients of the error correction term ateweell behaved with negative and

statistically significant coefficients in modelsahd B. The speed of adjustment in model
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A ranges from 43% to 94% while in model B it rangesm 8% to 19%, with the

parameters in both models skewed toward the uppmkoktheir ranges.

Table 7.6A: Estimated long-run parameters of fimanotegration -Swaziland

Variable Slope Coefficients

IF1 CV Intercept IF| B ECM S.Cor Het

Model A: LFDC

LFDIL  LPY -5.16 0.81(10.9) 0.48 -0.91(-4.98) 12.6[0.18] 99.9[0.11]
INV 0.11 0.94(8.13) 0.34 -0.91(-3.54) 124[0.37] 124[0.37]
OPN 4.08 1.09(6.51) 0.31 -0.43(-3.96) 51.4[0.34] 51.4[0.34]

LDL LPY -10.5 0.41(8.05) 0.48 -0.94(-5.37) 5.98[0.74] 69.2[0.88]

Model B: LFDL

LFDIL GE 26.3 0.13(0.16) 0.48 -0.08(-4.92)  5.90[0.75] 74.4[0.76]

LDL GE 11.7 0.48(2.3%) 0.56 -0.18(-5.03) 6.92[0.65] 82.6[0.52]
INF 2.45 0.02(0.65) 0.35 -0.19(-3.29)  13.4[0.15] 43.2[0.67]

Notes: The variables are as defined in Table A-6th@fAppendix of Chapter ®odels reported in this table
are normalised on financial developmeRarentheses [ ] are used to denote probability valoeg ) represent
t-values; a, b and c represent 1%, 5% and 10% gignife levels respectively

Source: Estimates by author.

Table 7.6B reports the results of the IFI modaismiodel A, the results seem to suggest
that IFI is a positive function of FD. As can be&sdrom the table, of the four IFI models,
two have positive coefficients and are statisticaignificant, while the two with
negative coefficients are not statistically sigeafit. The elasticities of the positive
coefficients are 2.45 and 6.99, while the negatwes are 0.02 and 1.14. Thus, on
balance, the weight of evidence suggests thatslal égomplement of the domestic credit
market. Notably, FD (both credit and liquid liabjliratios) did not enter in both the
LFDIL and the LDL models. The development of thedit market seems to have a

similar effect on the two bank-based measures lof IF

In Model B, only one model is normalised on IFl.eTmodel has a positive and
statistically significant coefficient. Since the d® is normalised on the LFIL, i.e.
foreign liabilities of banks, it suggest that thevdlopment of deposit markets will lead to

an accumulation of foreign liabilities of banksSwaziland.

Overall, the results suggest that FD has a stroeffect on IFI than IFI has on FD. This

is also consistent with the other SACU countridsug, a change in the level of FD would
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have a greater proportionate effect on IFI thahange in the level of IFI would have on
FD.

Table 7.6B: Estimated long-run parameters of firgrdevelopment - Swaziland

Variable

IFI CV Intercept FD R2 ECM S.Cor Het

Model A: LFDC

LFIA LPY -11.5 -1.14(-1.58) 0.40 -0.78(-4.70)  10.5[0.31] 12.8[0.38]
INV 11.9 2.45(2.18) 0.49 -0.35(-3.60) 5.31[0.81] 47.2[0.51]

LFIL LPY 1.55 6.69(5.44) 0.56 -0.69(-5.32) 1.92[0.99] 57.4[0.17]
OPN -51.1 -0.02(-0.01) 0.59 -0.51(-5.56)  3.47[0.94] 42.0[0.72]

Model B: LFDL

LFIL INV -45.9 6.74(2.10) 0.45 -0.39(-5.09) 7.73[0.56] 46.1[0.55]

Notes: The variables are as defined in Table Ae6the Appendix of Chapter 6lodels reported in this table
are normalised on financial integratiddarentheses [ ] are used to denote probability valoeg ) represent t-
values; a, b and c represent 1%, 5% and 10% signifeclevels respectively.

Source: Estimates by author.

Regarding the control variables, the results amgelg consistent witha priori
expectations (see Table A-7.2b in the appendixnsdtent with economic theory, IFI
based on the foreign asset of banks is a negativeidn of domestic investment. Thus,
as one would expect, an increase in domestic imargtfinanced by banks should reduce
the foreign assets of banks relative to their tatdets. Notably, in the instance where
investment entered in the model using the ratitoodign liabilities to total liabilities of
banks (LFIL), investment has a positive and siatfly significant coefficient. This is
also not surprising as an increase in domesticsinvent opportunity will encourage
inflow of capital. Government expenditure has negaeffect on IFI and the effect is
statistically significant in the only model whereoccurred. Consistent with economic

theory, an increase in trade openness leads gndisant increase in the level of IFI.

The coefficients of the error correction term hdke right signs and are statistically
significant. In model A, the speeds of adjustmemtges from 35% to 78%, while it is
39% in model B.

7.5  SUMMARY AND CONCLUSION
This chapter sets out to investigate the relatignbletween FD and IFl. Specifically, it

explores the causality and the long-run relatigmstietween FD and IFl. To ascertain
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the robustness of the results, the analysis catoolother variables that might affect FD
and IFl. Moreover, the analysis uses different mess of IFI to determine the kind of

capital stock that mostly affects FD avide versa

The results presented in this chapter can be suisedamunder three headings —
cointegration results, causality results and theCWEresults. Overall, the cointegration
analysis found evidence of a long-run relationdfepveen FD and IFI across the SACU

countries.

The weak exogeneity and causality results leaavtorhain conclusions. First, the weak
exogeneity analyses overwhelmingly confirm thatriteasures of IFI can be endogenous.
The endogeneity of IFI in many of the models canfir as the literature suggests, that
domestic FD is a prerequisite for IFI among the SACountries (von Furstenberg,
1998:56). Indeed, in Lesotho IFl is endogenous iorencases than FD. A major
implication of this finding for the empirical modiely of the relationship between FD
and IFI is that any analysis that treats IFI asgexmus without first testing for it, such as

is often done in cross-country and panel data aealymight produce a biased result.

Second, the results of the causality analysis départhe measure of FD and IFI as well
as the country involved. For instance, while thesedity results largely confirmed a one-
way causality between FD and IFI in all the SACUWmnies (excluding Namibia of
course), but the direction of causality vary froouctry to country. In Botswana and
South Africa, the direction of causality is almastenly distributed between those
running from FD to IFI and those running in the ogipe direction. In Lesotho, causality
runs mainly from FD to IFI, while in Swaziland calisy runs mainly from IFl to FD.
This confirms, as Koset al. (2006a:14) noted, that specific country charasties
matter for the outcomes of financial openness. Scmintry specific characteristics
include institutional quality and development (€fein, 2005, Edisoret al. 2004; Edison
et al. 2002), level of financial development (Bailliu, &0); level of human capital
development (Khoury and Savvides, 2006); levepef capitaincome (cf. Edisoret al.
2004; Edisoret al. 2002; Klein, 2003; 2007); political environment.(€handa, 2005);

and macroeconomic and financial policies and tlgalegory environment (Mauro and
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Ostry 2007). Consequently, any robust analysishefrelationship between FD and IFI

must take into consideration the differences accosstries and measures of FD and IFI.

Regarding the effects of IFI on FD amte versa the evidence varies across the
countries and depends on the kinds of stock oftalapnd measure of FD used. In
Botswana, the weight of evidence suggests a pestitect of IFlI on credit market

development, though the effects differ between EDd debt liabilities. Specifically,

accumulation of debt liability has a positive effeghile accumulation of FDI liabilities

exerts a negative effect on the credit market agwreent. Whereas accumulation of
external debt liabilities leads to underdevelopmeihthe domestic deposit market, it
promotes the development of the credit market. dditeon, the results suggest that
accumulation of bank foreign assets and liabiliggerts a positive effect on domestic
financial system. Lastly, the effect of FD on IBl mainly negative irrespective of the

measure of FD used.

In Lesotho, the effect of IFI on FD is statistigatienerally very weak. On the reverse
causality, the evidence robustly suggests a negatifect of domestic FD on IFI, thus

confirming that domestic FD is a substitute toilFLesotho.

The effect of IFI on FD in South Africa depends thie measures of FD. The results
robustly show that IFI has a negative effect ondrezlit market while its effect on the
deposit market is positive. Overall, the evidengggests that, compared to other stocks
of capital, the stock of debt liabilities appeawshtave the strongest negative effect on
domestic credit market development while the sto€k-DI liabilities has the most
positive impact on the deposit market developmienaddition, the development of the
domestic financial system leads to accumulatioR[@f liabilities and bank foreign assets,
but not the debt liabilities.

In Swaziland, the evidence suggests a positivebfeadrelationship between FD and IFI.
But while debt and FDI liabilities both have poagtieffects on FD, the results suggest
that an accumulation of FDI liabilities will help improve the quality of private sector
credit more than accumulation debt liabilities, the reverse appears to be the case with

deposit market development.
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In summary, the results discussed in this chapiggest that the effect of IFI on FD
varies from country to country and depend on thel lof capital stock as well as the
aspects of the financial system. This suggests ttlexe is no one-size-fits-all policy
approach to stimulating FD or harnessing the benedif IFI. Instead, different
approaches will be required by different countri€hapter 9 will examine the

implications of these findings for policy purpo$eseach of the SACU countries.
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Appendix: A-7

Table A-7.1a: Johansen Cointegration tests reSUkR={FD, IFI, D}. Botswana

Variable Trace statistics under the HO: rank= Trace statistics under the HO: rank=r

IFI CV _Obs K A r=0 r<i r<2 r=0 r=1 r=2

Model A: LFDC

LFDIL  LPY 28 1 3 31.7[0.03] 11.7[0.17] 4.27[0.04] 04[0.07] 7.47[0.44] 4.27[0.04]
INV 25 4 2 44.8[0.00] 19.5[0.06] 4.75[0.31] 25.3)Q] 14.7[0.08] 4.75[0.31]
INF 25 4 3 516[0.01] 19.7[0.24] 7.02[0.34] 31.9[0] 12.7[0.35] 7.02[0.34]

LDL LPY 27 3 3 33.9[0.02] 8.71[0.39] 0.83[0.36] 28§.01] 7.89[0.39] 0.83[0.36]
INV 28 2 4 51.3[0.01] 20.8[0.19] 5.76[0.49] 30.5)@] 15.0[0.19] 5.76[0.49]
GE 27 3 3 30.8[0.04] 7.96[0.47] 0.43[0.51] 22.9€. 7.53[0.43] 0.43[0.51]
INF 26 3 3 385[0.00] 10.6[0.24] 0.00[0.97] 27.9[0] 10.6[0.18] 0.00[0.97]
OPN 27 3 3 39.3[0.00] 14.4[0.07] 2.47[0.12] 24.0 11.9[0.11] 2.47[0.12]

LFIA LPY 29 3 3 38.4[0.00] 8.15[0.45] 0.89[0.34] .3(0.00] 7.25[0.46] 0.89[0.34]
INV 31 1 3 357[0.01] 12.0[0.16] 3.97[0.05] 23.MQ] 8.07[0.37] 3.97[0.05]
GE 30 2 4 44.2[0.04] 19.5[0.25] 8.02[0.25] 24.9[@. 11.5[0.47] 8.02[0.25]
INF 28 1 4 75.6[0.00] 17.4[0.39] 5.40[0.54] 58.8[0] 11.9[0.42] 5.40[0.54]

LFIL LPY 29 3 3 39.2[0.00] 6.13[0.68] 1.42[0.23] .3§0.00] 4.71[0.78] 1.42[0.23]
INV 31 1 4 46.7[0.02] 18.2[0.33] 5.33[0.55] 28.5)Q] 12.8[0.34] 5.33[0.55]
INF 28 1 3 51.8[0.00] 9.41[0.33] 3.50[0.06] 42.40] 5.91[0.62] 3.50[0.06]

Model B: LFDL

LDL INF 26 48.2[0.00] 8.95[0.37] 0.02[0.88] 3f0.00] 8.93[0.29] 0.02[0.88]

32.1[0.03] 11.8[0.17] 3.17[0.08] 20.0K 8.66[0.32] 3.17[0.08]
63.0[0.00] 11.3[0.51] 5.55[0.23] F[0.00] 5.77[0.81] 5.55[0.23]
69.8[0.00] 12.8[0.75] 5.79[0.49] 56.9p] 7.05[0.89] 5.79[0.49]

LFIL INF 28

3
OPN 27 3
1
OPN 28 4

AN W

Note: The variables are as defined in Table A-6.thefAppendix of Chapter 6. CV — control variables.
Model A - LFDC is used to as a measure of financiabtigwment. In Model B, LFDL is used as a measure
of financial development. CV — control variablearéhtheses [ ] are used to denote probability valugs k
the VAR Order that produces a white noise residlia table reports those models where cointegration is
found and either FD or IFI or both is endogenous,viigre only the CV is endogenous the results were
not reported.

Source: Estimates by author.

Table A-7.1b: Johansen Cointegration tests resvik®={FD, IFI, D}: Lesotho

Variable Trace statistics under the HO: rank= Trace statistics under the HO: rank=r
IFI cV Obs K A r=0 r<i r<2 r=0 r=1 r=2
Model A: LFDC
LFIA INF 27 3 2 40.3[0.01] 17.9[0.10] 6.49[0.16] .20.04] 11.4[0.22] 6.49[0.16]
LFIL LPY 30 3 3 30.9[0.04] 3.34[0.95] 0.26[0.61] B0.01] 3.08[0.94] 0.26[0.61]

INV 30 1 3 34.6[0.01] 10.3[0.26] 3.59[0.06] 24.3)Q] 6.72[0.52] 3.59[0.06]
INF 28 2 4 485[0.01] 22.7[0.12] 4.08[0.73] 25.8)B] 18.6[0.06] 4.08[0.73]
OPN 30 1 4 46.0[0.02] 15.8[0.50] 2.46[0.93] 30.20 13.4[0.30] 2.46[0.93]
Model B: LFDL
LFIA INV 30 1 3 325[0.02] 9.53[0.31] 1.74[0.19] 280.03] 7.79[0.40] 1.74[0.18]
LFIL  LPY 30 1 3 37.0[0.01] 9.11[0.35] 0.01[0.95] .2.00] 9.11[0.28] 0.01[0.95]
INV 30 1 3 36.2[0.01] 9.89[0.29] 0.96[0.33] 26.3)0] 8.94[0.29] 0.96[0.33]

OPN 30 1 3 41.7[0.00] 12.9[0.12] 0.92[0.34] 28.8D] 12.0[0.11] 0.92[0.34]

Note: See note to Table A-7.1a above for a desorigif symbols used
Source: Estimates by author.

237



Table A-7.1c: Johansen Cointegration tests resuiR={FD, IFI, D}: South Africa

Variable Trace statistics under the HO: rank=_Trace statistics under the HO: rank=r
IFI cV Obs K A r=0 r<i1 r<2 r=0 r=1 r=2
Model A: LFDC
LFDIL  INV 33 1 3 37.2[0.01] 7.89[0.48] 0.02[0.88] 93[0.00] 7.87[0.39] 0.02[0.88]
GE 31 3 4 446[0.03] 21.0[0.18] 6.52[0.40] 23.6@. 14.5[0.22] 6.52[0.40]
LDL LPY 31 3 4 49.8[0.01] 21.0[0.18] 7.12[0.33] 88.02] 13.9[0.26] 7.12[0.33]
GE 31 3 4 448[0.03] 15.3[0.55] 3.60[0.80] 29.B@. 11.7[0.44] 3.60[0.80]
OPN 32 2 4 49.7[0.01] 21.4[0.16] 5.28[0.56] 28.8f] 16.1[0.14] 5.28[0.56]
LFIA INV 31 4 4 55.7[0.00] 22.7[0.12] 5.31[0.55] ®$0.01] 17.4[0.09] 5.31[0.55]
GE 32 3 4 521[0.00] 16.2[0.48] 4.91[0.61] 35.9[W. 11.3[0.49] 4.91[0.61]
OPN 32 3 32.3[0.02] 11.3[0.20] 4.11[0.04] 21.0] 7.15[0.47] 4.11]0.04]
Model B: LFDL
LFDIL  LPY 31 3 3 32.8[0.02] 13.5[0.10] 4.70[0.03] 94[0.09] 8.76[0.31] 4.71[0.03]
INV 31 3 3 31.2[0.03] 6.00[0.70] 1.87[0.17] 25.2)0] 4.13[0.85] 1.87[0.17]
GE 31 3 3 325[0.02] 11.6[0.18] 3.75[0.05] 21.0F). 7.80[0.40] 3.75[0.05]
INF 32 1 3 325[0.02] 11.2[0.20] 2.46[0.12] 21.2/8] 8.78[0.31] 2.46[0.12]
LDL INV 30 4 3 40.8[0.00] 13.3[0.10] 4.38[0.04] B[0.00] 8.96[0.29] 4.38[0.04]
GE 30 4 3 36.8[0.01] 8.31[0.43] 2.23[0.14] 28.8[. 6.08[0.60] 2.23[0.14]
LFIA  INF 31 3 3 31.8[0.03 11.8[0.17] 3.19[0.07] .2¢0.07] 8.58[0.32] 3.19[0.07]

Note: See note to Table A-7.1a above for a desoripif symbols used

Source: Estimates by author.

Table A-7.1d: Johansen Cointegration tests resuAf={FD, IFIl, D}: Swaziland

Variable Trace statistics under the HO: rank=_Trace statistics under the HO: rank=r
IFI cv Obs K A r=0 r<i r<2 r=0 r=1 r=2
Model A: LFDC
LFDIL  LPY 29 3 4 53.6[0.00] 17.3[0.39] 4.23[0.71] 63[0.00] 13.0[0.32] 4.23[0.71]
INV 29 4 4 556[0.00] 20.9[0.18] 4.35[0.69] 34.M0] 16.6[0.12] 4.35[0.69]
OPN 29 2 4 45.7[0.03] 14.6[0.61] 5.37[0.54] 31.0J 9.18[0.71] 5.37[0.54]
LDL LPY 31 3 3 43.9[0.04] 8.61[0.97] 2.83[0.89] 2.00] 5.78[0.96] 2.83[0.89]
LFIA LPY 33 1 3 31.2[0.03] 12.7[0.13] 2.75[0.10] .5§.11] 9.94[0.22] 2.75[0.10]
INV 32 2 3 34.9[0.01] 11.8[0.17] 2.15[0.14] 23.2)8] 9.60[0.24] 2.15[0.14]
LFIL LPY 32 2 4 445[0.03] 15.8[0.51] 3.09[0.87] Z§.02] 12.7[0.35] 3.09[0.87]
OPN 31 2 4 43.8[0.04] 14.1]0.65] 4.87[0.61] 29.80 9.18[0.71] 4.87[0.61]
Model B: LFDL
LFDIL  GE 29 3 4 47.3[0.02] 19.5[0.25] 3.23[0.85] .8[0.03] 16.2[0.14] 3.23[0.85]
LDL GE 30 3 4 44.3[0.04] 17.7[0.36] 6.07[0.45] 2@®4] 11.6[0.45] 6.07[0.45]
INF 32 1 3 322[0.03] 5.90[0.71] 0.15[0.70] 26.8[0] 5.75[0.65] 0.15[0.70]
LFIL INV 32 2 4 45.7[0.02] 13.7[0.68] 3.66[0.79] 23[0.01] 10.1[0.61] 3.66[0.79]

Note: See note to Table A-7.1a above for a desonif symbols used

Source: Estimates by author.
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Table A-7.2a: Estimated long-run parameters of coneriables for financial development model for(GA

Variables Botswana Lesotho

South Africa

Swaziland

IFI Cv Model A Model B Model A Model B Model A

Model B Mad A Model B

LFDIL  LPY 1.86(4.08)
INV  -0.36(-1.26)  2.56(4.25)
GE -3.76(-4.45)
INF
OPN
LDL  LPY
INV  2.80(7.35%
GE -1.08(-5.00)
INF -0.07(-3.38)a
OPN
LPY
INV  2.64(3.91}
GE -8.68(-5.29)
INF
OPN
LPY
INV  6.43(4.99)
GE
INF 0.21(5.33)
OPN

5.78(4.18)

0.99(4.07)
LFIA

-4.04(-6.56)

LFIL

0.36(1.87)
0.12(3.73)
-0.21(-1.66)

0.82(3.42)
-0.03(-0.34)
-6.67(-4.73)

-0.92(-2.76)
1.78(6.22)

-2.85(-3.96)
0.12(6.04)

-0.02(-4.3%)

3.17(4.17)

Note: The variables are as defined in Table A-6.thefAppendix of Chapter 6. The () represent tesiu
a, b and c represent 1%, 5% and 10% significancdsleespectively. The models reported in this table are

normalised on financial development.

Source: Estimates by author.
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Table A-7. 3b: Estimated long-run parameters of con@dhbles for financial integration model for SACU

Variables Botswana Lesotho South Africa Swaziland
IFI CV Model A Model B Model A Model B Model A Mod& Model A Model B
LFDIL LPY -2.19(-6.30§
INV 2.67(7.48)
GE
INF -0.11(-3.8%) -0.14(-5.98)
OPN
LDL LPY -0.21(-1.12) 4.01(4.98)
INV 0.52(2.48)
GE 1.10(1.86)c -4.49(-3.90)
INF 0.01(0.21) 0.06(3.40)
OPN -1.24(-3.06) -0.93(-2.08}
LFIA LPY 2.84(4.69% 2.41(3.02)
INV -0.47(-3.63)  4.84(6.75) -5.25(-5.66}
GE
INF 0.14(5.27 -0.06(-3.18)
OPN 3.28(7.04)
LFIL LPY 0.63(1.90§ 0.80(1.75)  0.37(1.37) -3.58(-1.18)
INV 0.22(0.70)  -0.03(-0.17) 5.64(3.32}
GE
INF 0.04(1.56)  0.10(4.22%
OPN 1.85(2.72)  0.83(1.39) 1.71(2.38) 10.0(2.98)

Note: The variables are as defined in Table A-6.thefAppendix of Chapter 6. The () represent t-esju
a, b and c represent 1%, 5% and 10% significancdsleespectively. The models reported in this table are

normalised on financial integration.

Source: Estimates by author.
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CHAPTER 8:
FINANCIAL INTEGRATION AND ECONOMIC PERFORMANCE OF HE SACU
COUNTRIES: EMPIRICAL EVIDENCE

8.1 INTRODUCTION

The literature reviewed in Chapter 4 suggests amiatly ambiguous effect of financial
integration (IFI) on economic growth. In additidhg influence of IFI on growth could
be direct or indirect. The direct effects arise é&ase IFI can increase domestic
investment by relaxing the constraints imposeddwy levels of domestic saving and by
reducing the cost of capital (Kose al.,2006a:5). Indirectly, IFI can promote economic
growth by stimulating domestic financial and ingibnal development, macroeconomic
discipline, and through signalling effects. Furth&fl can improve the quality of
investmentper capitaby promoting international risk sharing and divfezation, thereby
stimulating economic growth (Obstfeld, 1994). B& klso brings costs and risks in
terms of potentially lower economic growth. Thesks include the volatility and pro-
cyclicality of short-term capital flows, deterioi@ of macroeconomic stability,
geographical concentration of capital flows, anldek of access by small countries, as
well as a domestic misallocation of the capitawflthat may result from integration
(Agénor, 2003:1097-1098).

The financial integration-growth nexus has attrdcte large and growing empirical
literature. But, despite the rich body of contribos, the empirical literature remains
inconclusive. As Table 4.1 of Chapter 4 shows, sEvempirical studies have failed to
find any robust long-term impact of IFI on econongiowth. Others, such as Quinn
(1997), and Quinn and Toyoda (2007), found a stioogjtive effects of IFI on growth.
Some recent studies suggest that the growth effdéd depends on other factors such as
a sound institutional environment or income le\(efs Klein, 2005; Edwards, 2001). An
analysis of the various empirical studies furthighhights a number of reasons that may
account for differences across the studies. Thedede the measures of IFl used, the
country sample, time period, econometric methodplagd the set of control variables

used.

Chapter 6 looked at the effect of FD on economicfgomance while Chapter 7

investigated the relationship between IFI and fexa@ndevelopment (FD) among the
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SACU countries. The evidence, though mixed, cordithmat IFI does affect the level of
domestic FD either positively or negatively anditmplication may through this channel
affect the level of economic performance of the S8AEuntries. This chapter extends
the analysis of Chapters 6 and 7, to investigageeffect of IFI on the level of economic
performance of the SACU countries. The concernhis thapter is whether or not
countries with more IFI have experienced highemeoaic growth. Besides analysing the
effect of integration on economic performance amibreggSACU countries in general, the
chapter also investigates whether or not counthes are more integrated with South

Africa gain more from IFI in general than thosetthie less integrated with it.

A further issue considered here is whether differgmpes of financial flows have
different effects on the economic performance afoantry (IMF, 2007; Koseet al.,
2006a; Collins, 2004; Levine and Zervos, 1998a)aTarge extent the debate centres on
the relative effects of FDI and debt flows. Becaakg¢he spillover effect that may arise
from FDI, it should have a greater potential tonstiate economic growth than debt flows.
However, the empirical literature has remaineddbrgnconclusive on the matter (see a
survey of the literature by Koset al., 2006a). This chapter investigates the issue by
examining the relative effects on economic perfaroeeof the different types of financial

flows in the SACU countries.

This chapter provides new evidence on the finarinigigration-growth nexus based on
the experiences of the SACU countries. The spegaiijectives of this chapter are:

i. To examine the nature (i.e. the sign and sizehefeffects of IFI on the level of
per capitaincome in each of the SACU countries. As a corgll#o explore the
effect of economic performance on IFl in SACU.

ii. To determine among the smaller SACU countries wdretin not countries more
integrated with South Africa have greater growtmddigs from their IFI in
general than those that are less integrated witithS&frica.

iii. To explore the direction of the causal relationsbgiween the level of income
per capitaand IFI in each of the SACU countries.

iv. To investigate the relative effects of the diffdréppes of capital stock on
economic performance in the SACU countries.

v. To explore the channels through which IFI affetis €conomic performance of

each of the economies.
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vi. Lastly, to determine whether or not the resultshef above analysis are robust to

controlling for other possible determinants of emmic performance and IFI.

Financial
Integration

Economic <:> Financial
Growth Development

Figure 8.1: Structure of chapters

To achieve the above objectives, the analysisisdapter draws on previous studies in
a number of ways. First, following the trend inestliterature (IMF, 2007; Collins, 2004
O’Donnell, 2001; Reisen and Soto, 2001; Kraay, 1988 current analysis employs
differentde factomeasures of IFI as opposed to teejure measures. Secondly, it uses
the standard control variables used in growthditee. However, it departs from most of
the previous studies that use cross-sectional amelpdata approaches by adopting a
time-series country-specific approach. Hence, gimilar to Kimet al. (2004) and Jin
(2006). But, unlike the Kimet al. (2004) and Jin (2006) studies, the current study
explicitly explores the endogeneity of each of ttaiables used and also models the
long-run causality between IFI ameér capitaincome. Moreover, it focuses on SACU

countries. The modelling framework used in thisptbeis briefly discussed below.

8.2 MODELLING FRAMEWORK

The modelling strategy of this chapter follows precedure described in Chapters 6 and
7. However, unlike the previous chapters, this tdragocuses on the financial
integration-growth nexus as highlighted in Figurg 8bove. Thus, following Chapters 6
and 7, the analysis of this chapter adopts a tetercointegration and error correction

modelling technique based on the Johansen maxinketinbod approach.
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As usual the Johansen maximum likelihood approaopl@ys tests of cointegration

based on the trace statistics and maximal eigeavakts. Where a long-run relationship
is found, a weak exogeneity test is carried ouéxplore whether or not a variable is
endogenous, and, depending on the endogeneitye ofattiables, to determine the causal
relations among the variables. Given the focush@ thapter, each long-run model is

either normalised as an output model or a IFI model

In case the model is normalised on output, therorgeof the variables of model takes
the form:

X = f(LPY,IFI,CV) (8.1)
whereLPY, IFlI and CV represent the level gber capitaincome, IFl and a control
variable. Where the model is normalised on IFI &tedmine the effect of economic

performance on IFl, the ordering begins wWith .

To evaluate the effects of the different typeshef $tock of capital flows on the economic
performance of the SACU countries, the analysi¢hia chapter, similar to Chapter 7,
considers four measures of IFl. These are: LFDIDL] LFIA and LFIL, and are as
defined in Chapter 7. In particular, in view of thkebate in the literature as noted above,
emphasis is placed on the LDL and LFDIL, to analyserelative effects on economic
performance of stock of debt and FDI liabilitieh€ltheoretical literature suggests that in
developing countries, FDI inflows will have a posit effect on economic growth due to
spillover effects, but debt inflows may have a negaeffect due to volatility of such
debt flows (IMF, 2007:3; Koset al.,2006a:23-26).

As in the two preceding chapters, this chapter waesindicators to proxy financial
development: the ratio of commercial banks privaéetor credit to nominal GDP
(LFDC) and liquid liabilities of commercial banks hominal GDP (LFDL). This chapter
uses these proxies of FD, in turn, as control Wt Other control variables are: the
ratio of domestic investment to GDP (INV), the oadf government expenditure to GDP
(GE), inflation rate (INF), and trade openness mea$as the ratio of sum of export plus
import to GDP (OPN). As discussed in previous caegptall things being equal,

investment should have a positive effect on econg@rowth. However, according to the
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theoretical and empirical literature, the effectdhe other variables are uncertain @an

priori grounds.

In addition to looking at how each of the contraliables affects the level per capita
income, this chapter uses them to analyse the efmrthrough which IFI affects
economic performance of each economy. This is dignexamining the parameters of
IFI vis-a-vis that of a control variable that estéhe model, especially investment and
FD. For instance, if IFI affects the output levehinly through the investment channel,
there is little reason to expect it to be significen a model where it enters alongside the
investment ratio (Schularick and Steger, 2007:B38it if both variables are statistically
significant in the same model, it suggests that dfkects the output level through

channels other than the investment channel.

The sources of data and scope are as discusseHaiptels 6 (see Table A-6.1) and

Section 7.2.3 of Chapter 7. The next section pitesamd discusses the results.

8.3 EMPIRICAL RESULTS

8.3.1 Unit root and cointegration results

Table A-6.2 of appendix in Chapter 6 reports the toot results based on the DF-GLS

and Ng and Perron (2001) tests. The discussiohdrpteceding two chapters show that
in most of the variables the hypothesis of a umit iin level cannot be rejected, whereas
it was strongly rejected for first difference in st@f the series. Thus, most of the series

are first difference stationary, i.e. I(1).

Given the results of the unit root tests, it isgbole to carry out cointegration tests. Table
8.1 reports the summary of the cointegration reshlised on the trace test and the
maximal eigenvalue statistics, while Tables A-81laa the appendix report more
detailed results. Considering the focus of thisptlia any model wherger capita
income or IFIl is not endogenous is not reportedhia tables. Moreover, as in the
preceding two chapters, this chapter reports asclidses the results of models that pass
the residual diagnostic tests and have at least 8d8tanatory power. Altogether, the
chapter estimates 25 models for Botswana, SouticgAénd Swaziland individually. Due

to data limitation noted earlier, the chapter eates only 10 models for Lesotho. Of the
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25 models estimated, a stable long-run relationghifpund in 18 in Botswana, 13 in
South Africa and five in Swaziland. In Lesotho, eevof the 10 models estimated
produce a stable long-run relationship.

In all the models across the countries, the twtéstesggest one cointegrating vector.
Overall, the trace test produces more evidence aifitegration than the maximal
eigenvalue method.

Table 8.1: Summary of Johansen Cointegration testdts: VAR={LPY, IFIl, CV} for SACU

Variable Botswana Lesotho South Africa Swaziland
IFI CV Trace Max Trace Max Trace Max Trace Max
LFDIL LFDC 1 1 X X 1 1 0 0
LFDL 1 0 X X + + 1 1
INV 1 1 X X 1 1 0 0
GE 1 1 X X + + 0 0
INF 1 1 X X 1 0 0 0
OPN 1 1 X X + + + +
LDL LFDC 1 1 X X 0 0 1 1
LFDL 1 1 X X 0 0 0 0
INV 1 1 X X 0 0 1 1
GE + + X X + + 0 0
INF 1 1 X X 1 1 0 0
OPN + + X X + + + +
LFIA LFDC 1 1 + + 1 0 1 1
LFDL + + 1 1 0 0 0 0
INV + + 1 1 1 1 + +
GE 1 1 X X + + + +
INF 1 0 1 1 1 1 + +
OPN 1 1 + + 1 0 + +
LFIL LFDC 1 1 1 1 0 0 + +
LFDL 1 1 1 1 1 0 0 0
INV 1 1 1 1 1 1 + +
GE + + X X 1 1 + +
INF 0 1 0 0 1 1 + +
OPN 1 1 1 1 1 1 1 1

Note: The variables are as defined in Table A-6.thefAppendix of Chapter 6. CV — control variables.
denotes where the model could not be estimated bec&uaek of data. The table reports those models
where cointegration is found and either LYP or IFlbmth is endogenous, but where only the CV is
endogenous the results are not reported. + Modelsnelied due to poor residual diagnostic tests and/or
explanatory power below 30%.

Source: Estimates by author.
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8.3.2 Weak exogeneity and causality test results

Tables 8.2A-D report the weak exogeneity and c#tystdsts results for Botswana,
Lesotho, South Africa and Swaziland. The existemfea long-run cointegrating
relationship between IFI angkr capitaincome suggests that causality must at least run
from one of the variables to the other. Considetirag some of the factors that affect the
level of economic performance can also affect ehfibws, it is possible that IFI will be
endogenous in the model. The test of weak exogeiseitsed to establish whether IFI is

endogenous in each model.

Overall, the weak exogeneity tests results predantip show that the level gfer capita
income is endogenous in nearly all the models acties countries. In contrast, IFI is
predominantly exogenous. Thus, causality runs méamm IFI to output. The results
appear to be very robust to variations in IFI meas@and control variables. Specifically,
in Botswana, of the 18 models reportpdr capitaincome is found to be endogenous in
all the cases while IFI is endogenous in nine calsesesotho,per capitaincome is
found to be endogenous in all the seven modelsteghovhile IFI is endogenous in three.
Of the 13 models reported for South Afrigeer capitaincome is endogenous in 11,
while IFI is endogenous in two of them. Regardivga&iland, the results show that out
of five models reported, thper capitaincome is endogenous in all five, while IFI is

endogenous in one.

While the results of Chapter 7 strongly suggest titna level of FD influenced the degree
of IFI, this chapter reports evidence that IFl uefhces output and is not, in turn, much

influenced by output.
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Table 8.2A: Weak exogeneity test results for Botsava

Variable Weak Exogeneity test Causality betwePY and FD
IFI CV Obs K A LPY IFI CV Null hypothesis
LP¥->IFI  LPY—IFI  LPY<«IFI
LDL LFDC 27 3 3 9.22[0.00] 10.1[0.00] 7.36[0.01] ¥e Yes Yes
LFDL 28 2 4 16.2[0.00] 0.00[0.99] 0.12[0.73] No No Yes
INV 29 1 2 42.6[0.00] 1.93[0.16] 0.14[0.71] No No Yes
INF 28 1 3 6.67[0.01] 0.43[0.51] 3.30[0.07] No No Yes
LFDIL LFDC 27 2 4 12.1[0.00] 4.55[0.03] 0.12[0.73] Yes Yes Yes
LFDL 28 2 4 6.87[0.01] 3.75[0.05] 0.90[0.34] Yes ey Yes
INV 26 3 4 18.9[0.00] 2.92[0.09] 0.55[0.46] Yes e Yes
GE 27 2 3 7.28[0.01] 0.00[0.99] 5.85[0.02] No No esy
INF 28 1 3 14.2[0.00] 5.33[0.02] 2.15[0.14] Yes sYe Yes
OPN 28 1 4 27.3[0.00] 2.79[0.09] 3.64[0.06] Yes sYe Yes
LFIA LFDC 31 1 4 125[0.00] 0.04[0.84] 1.87[0.17] oN No Yes
GE 31 1 4 10.4[0.00] 5.19[0.02] 8.11[0.00] Yes Yes Yes
INF 26 3 2 859[0.00] 0.73[0.39] 0.07[0.79] No No Yes
OPN 31 1 4 27.3[0.00] 0.43[0.51] 2.63[0.11] No No Yes
LFIL LFDC 29 3 4 9.54[0.00] 11.4[0.00] 1.53[0.22] ey Yes Yes
LFDL 29 3 3 7.26[0.01] 13.2[0.00] 1.29[0.26] Yes ey Yes
INV 30 2 3 6.59[0.01] 0.09[0.77] 11.0[0.00] No No Yes
INF 26 3 2 13.0[0.00] 0.21]0.64] 0.06[0.81] No No Yes
OPN 31 1 4 25.2[0.00] 0.07[0.79] 2.97[0.08] No No Yes

Note: The variables are as defined in Table A-6.the Appendix of Chapter 6. CV — represent control
variables. Parentheses [ ] are used to denote plibpablues; k is the VAR order that produces a tehi
noise residual. A is the deterministic trend assump{@®nThe level data X has no deterministic trend and
the cointegrating equations have intercepts; (3) [Ekel data X has linear trends, but the cointéggat
equations have only intercepts; (4) Both the levéd dkaand the cointegrating equations have lineadse
Yes — the null hypothesis could not be rejected. Nwe-null hypothesis is rejected.

Source: Estimates by author.

Table 8.2B: Weak exogeneity test results for Lesoth

Variable Weak Exogeneity test Causality betweeM and FD
IFI CV Obs K A LPY IFI CV Null hypothesis
LPY>IFl  LPY—IFI  LPY<IFI

LFIA  LFDL 28 3 3 17.8[0.00] 0.08[0.78] 8.06[0.01] oN No Yes
INV 27 4 4 471[0.03] 6.27[0.01] 1.69[0.19] Yes e Yes
INF 28 2 4 8.24[0.00] 0.11[0.74] 1.44[0.22] No No Yes

LFIL LFDC 28 3 3 9.90[0.00] 4.89[0.03] 1.66[0.19] ey Yes Yes
LFDL 28 3 3 20.90.00] 1.61[0.20] 10.5[0.00] No No Yes
INV 30 1 2 5.40[0.02] 13.7[0.00] 0.92[0.34] Yes e Yes
OPN 28 3 4 12.4[0.00] 0.31[0.58] 10.0[0.00] No No Yes

Note: See note to Table 8.2A above for a descrigifaymbols used.

Source: Estimates by author.
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Table 8.2C: Weak exogeneity test results for Séitita

Variable Weak Exogeneity test Causality betweleM and FD
IFI CV Obs K A LPY IFI CV Null hypothesis
LPY¥=IFI  LPY—IFI  LPY<IFI

LDL INF 31 2 4 14.7[0.00] 0.24[0.63] 7.95[0.01] No No Yes

LFDIL LFDC 31 3 3 18.5[0.00] 0.25[0.61] 3.80[0.05] No No Yes
INV 31 3 3 18.9[0.00] 0.44[0.51] 6.85[0.01] No No Yes
INF 31 2 4 4.84[0.03] 0.36[0.55] 0.39[0.53] No No Yes

LFIA LFDC 33 1 3 0.68[0.41] 9.36[0.00] 2.84[0.09] oN Yes No
INV 31 3 3 20.8[0.00] 0.04[0.84] 2.44[0.12] No No Yes
INF 30 3 4 1.34[0.25] 15.6[0.00] 0.00[0.96] No Yes No
OPN 30 4 4 8.90[0.00] 0.35[0.55] 1.27[0.26] No No Yes

LFIL LFDL 31 3 3 8.70[0.00] 0.15[0.70] 4.26[0.04] oN No Yes
INV 31 3 2 16.7[0.00] 0.01[0.94] 2.49[0.12] No No Yes
GE 31 3 3 18.0[0.00] 0.46[0.50] 0.18[0.67] No No esY
INF 31 2 3 13.2[0.00] 0.06[0.80] 5.48[0.02] No No Yes
OPN 33 1 3 14.8[0.00] 0.11]0.74] 0.13[0.72] No No Yes

Note: See note to Table 8.2A above for a descrigifymbols used.

Source: Estimates by author.

Table 8.2D: Weak exogeneity test results for Svaaril

Variable Weak Exogeneity test Causality betwieleM and FD
IFI CV Obs K A LPY IFI CV Null hypothesis
LPY=IFI  LPY—IFI  LPY«IFI
LDL LFDC 33 1 2 20.9[0.00] 2.16[0.14] 0.50[0.48] No No Yes
INV 31 3 3 9.35[0.00] 0.17[0.68] 0.63[0.43] No No Yes

LFDIL LFDL 28 4 4 17.4[0.00] 0.83[0.36] 0.41[0.52] No No Yes
LFIA LFDC 33 1 3 9.36[0.00] 0.68[0.41] 2.84[0.09] oN No Yes
LFIL  OPN 30 3 4 13.8[0.00] 17.9[0.00] 0.11[0.75] ey Yes Yes

Note: See note to Table 8.2A above for a descrigifaymbols used.

Source: Estimates by author.

8.3.3 VECM result

To determine the nature and the strength of thesataeffects of IFI on economic

performance of the SACU countries, a normalisatestriction is placed on each of the

models based on the endogeneity of the variablesusal, a model is normalised on

output, if output is found to be endogenous, and/ecsely, it is normalised on IFI if it is
endogenous. Tables 8.3A-D report the VECM resudts Botswana, Lesotho, South

Africa and Swaziland. Each table contains two panghe first panel reports the results

of the models normalised as output models, whiéesticond panel reports the results of

the few models normalised as IFI models. In additto reporting the long-run
parameters of the IFI and output, the tables akgmont the adjusted “Rthe error
correction terms and diagnostic tests based oregtiduals.
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Table A-8.2 in the appendix reports the resultsthaf control variables for the four
countries. Overall, the results are consistent wighearlier results reported in Chapter 6.
Hence, they will not receive attention in this g@met The only exception occurs in
Lesotho and South Africa with inflation. In Lesothwe inflation rate enters the output
models with the expected negative sign and isssi@dily significant at 10% level of
significance, unlike the results of Chapter 6 wheras a positive sign. In South Africa,
the inflation rate also enters the output modelthvihe expected negative sign and
statistically significant coefficients. This is ikd the results shown in Chapter 6, where

inflation did not enter any of the output models.

The analysis in the rest of this section seeks ddress, among others, three main
concerns regarding the effects of IFI on economngidggmance. First, by examining the
sign and size of the long-run parameters of IRhmoutput model, one can establish the
nature and extent of the effects of IFI on the eooic performance of the SACU
countries. As a corollary, the effect of incomeedewn IFl is analysed using the
parameters of incomger capitain the few IFI models. Second, by unbundling lioi
different types of stock of capital, one can detaarthe kinds of capital flows that help
to stimulate economic growth. Lastly, the resulte @ompared among the SACU
countries to determine the relative benefit of gnédion in general to each country,
especially the smaller SACU countries. The follogvidiscusses the results of each

country in turn.

I Botswana

Table 8.3A reports the VECM results for Botswamegéneral, the analysis of the effects
of IFI on output performance produced ambiguousiltes Of the 18 output models

reported in the table, IFI had a positive coeffitien nine while in the other nine it is

negative. Of the nine models with positive coeéfids, three are statistically significant
while out of the nine coefficients with a negatsign, two are statistically significant. A

close examination of the results shows the typsapftal stock that yield the most growth

outcome in Botswana.

First, regarding the stock of external debt ligi@d (LDL), the effect on output is
negative. Out of three models reported, two hadatmeg parameters and one is

statistically significant at a 1% level of signdiece. The only parameter with a positive
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sign is not statistically significant. Thus, ovérle slim weight of evidence suggests a

negative effect of the debt stocks on output insBaina.

In the case of the stock of FDI liabilities (LFDIhe six models have a 50-50 split
between those with positive and negative paramefgyain, the slim weight of evidence
suggests that the effect of LFDI on growth is niegatsince the only statistically

significant (at 1%) parameter has a negative diyn, by and large, the effects of the
stocks of both debt and FDI liability on the lew#lincome in Botswana are not robust.
Thus, the evidence in Botswana does not supportanéention that FDI inflows may

have a stronger positive effect on growth (due tandgfer of management and

technological expertise) than debt flows (Kesal, 2006a:19).

The negative effect of inward FDI on the level gdr capitaincome in Botswana is
inconsistent with theoretical expectation. Nevddbg, the negative effect in Botswana is
consistent with the findings of Jin (2006) for Kareand Japan, and Laureti and
Postiglione (2005) who find a weak effect of FDI ansample of 11 Mediterranean
countries. In particular, Jin (2006) finds the rtega effect of FDI in Korea to be
statistically significant. The author attributese thegative effect in Korea to a weak
domestic banking sector that could not compete Uealdy with foreign investors (Jin,
2006:238). A negative effect of inward FDI coulda@lreflect the quality of domestic
institutions especially institutions that assigml @mforce property rights (Schularick and
Steger, 2006:12). Also, Alfaret al (2004:101) suggest that insufficiently developed
domestic institutions can “choke the positive effegicFDI”. Similarly, Bailliu (2000:17)
suggests that the presence of distortions in doenesbnomy, especially in the financial

sector, could lead to unfavourable outcome of ehpitlows.

In the case of Botswana, it is noteworthy thatrtbgative effect of FDI is consistent with
the results of FD and investment that also shovegative effect on the level gfer
capitaincome. Similarly, FDI has a negative effect on @8ing the credit indicator).
Combining these results suggest the negative sfigetm from the same sources, namely
the low investment capacity in the economy duééosmall size of the domestic market,
poor entrepreneurial capacity and the strong exghaate of the pula vis-a-vis the
currencies of neighbouring countries such as SoAftica. Consequently, while

liberalisation of inward FDI will be necessary, Buiberalisation must be accompanied
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by policies to address the low productive capaxiwghin the economy. One such policy
will be to, at least, peg the Botswana pula atvg#r the South African rand or allow the
pula to freely float in the market to determinelé@sel. This will encourage competitive
domestic production of goods that could also beoeeg to the other SACU countries,
hence reducing the constraint imposed by the soh@thestic market. Similarly the
negative effect of debt inflows on the level of muit may be associated with the same
reasons as just outlined in the case of FDI. Hetmesame recommendations would be
applicable.

Table 8.3A: Estimated long run parameters of fimarntegration and output in Botswana

Variable Slope Coefficients

IFI CV Intercept  IFI LPY R2 ECM S.Cor Het

Model normalised on Output (LPY)

LDL LFDL 8.72 -0.08(-2.48) 0.76 -0.33(-5.90) 2.98[0.97] 34.3[0.93]
INV 124 0.12(0.46) 0.45 -0.05(-12%2)  14.7[10.0] 9.65[0.65]
INF 111 -0.30(-1.30) 0.30 -0.05(-3.86)  14.0[0.12] 4.47[0.97]

LFDIL LFDC 8.86 -0.02(-0.73) 0.66 -0.29(-4.63)  9.59[0.38] 35.6[0.91]
LFDL 8.38 0.03(0.28) 0.34 -0.15(-3.83)  4.49[0.88] 11.7[0.47]
INV 11.4 -0.09(-1.31) 0.77 -0.13(-5.86)  6.34[0.71] 73.2[0.79]
GE -3.83 0.04(0.43) 0.68 -0.06(-2.75)  7.71[0.56] 52.0[0.32]
INF 9.5 0.14(0.86) 0.42 -0.05(-4.83)  7.36[0.60] 3.10[0.99]
OPN -9.23 -0.64(-3.61) 0.65 -0.05(-7.19) 7.94[0.54] 25.9[0.01]

LFIA LFDC 8.93 -0.02(-1.26) 0.44 -0.22(-4.99)  14.2[0.11] 4.24[0.98]
GE -9.89 -0.05(-0.79) 0.34 -0.04(-4.04)  10.9[0.28] 17.6[0.13]
INF 10.8 0.05(0.28) 0.62 -0.05(-3.95)  10.6[0.30] 96.9[0.16]
OPN -0.35 0.00(0.08) 0.64 -0.12(-7.34)  8.20[0.51] 13.9[0.30]

LFIL LFDC 5.49 0.71(4.08) 0.59 -0.03(-3.10) 12.2[0.20] 96.9[0.16]
LFDL -6.58 2.39(3.95) 0.60 -0.01(-2.47) 10.1[0.34] 92.4[0.25]
INV 17.9 -0.35(-2.29) 0.46 -0.03(-2.94) 4.54[0.87] 49.9[0.39]
INF 10.6 0.15(0.90) 0.60 -0.06(-4.95)  7.44[0.59] 80.5[0.59]
OPN -0.63 -0.05(-1.06) 0.63 -0.11(-699)  10.1[0.34] 10.7[0.55]

Model normalised on Financial integration (IFI)

LDL LFDC 6.57 -0.21(-1.12) 0.33 -0.46(-3.29)  4.92[0.84] 85.1[0.45]

Notes: See note to Table 8.2A above for a descnipfosymbols used. a, b and c¢ represent 1%, 5% and
10% significance levels respectively.

Source: Estimates by author.

The remaining two measures of IFI similarly prodiieaixed results. In both the LFIA
(the ratio of foreign assets to total assets okbpand the LFIL (the ratio of foreign
liabilities to total liabilities of banks), the maneters is equally split between those with
positive and negative signs. In the case of LFl&nenof the parameters is statistically
significant. In the case of LFIL, two of the pogéiparameters are statistically significant,
while one of the negative parameters is statisyicsignificant. But, by and large, the
evidence shows that the effects of foreign assetmlnilities of banks on income level

are inconclusive in Botswana.
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An analysis of the effect of FD vis-a-vis that &1 in the output models helps to address
an important empirical concern. That is, whethemot IFI has any direct effect on
economic performance other than any indirect efteat it may have through FD. A
direct effect, as noted earlier, may arise becd&$ecan help to promote domestic
investment through capital inflows and improve thelity of investment through risk
diversification and sharing (Obstfeld, 1994).

As evidenced from the results, when the privatelitmatio (LFDC) enters as control
variable, IFI measures have mixed results. In twbd @ three models where LFDC
featured as control variable, IFI had a negatign,sbut none of them is statistically
significant, while the only positive parameter tatistically significant at 1% level of
significance (see Table A-8.2 in the appendix). Wiiee liquid liability ratio (LFDL)
enters as control variable, in two out of threeesagshe measures of IFI enter with
positive coefficients with one out of the two beihighly statistically significant. Also,
the only case where IFI enters with a negative,sitgncoefficient is also statistically
significant at 1% level of significance. Therefotiee evidence suggests that when LFDC
and LFDL are controlled for, the effect of IFI onomomic performance in Botswana is

not conclusive.

Moreover, consider the parameters of investmertaws that of IFI in the output
models. This helps to establish whether or nohHd a direct effect on the level of output
through the investment channel. As noted earlierjoiat statistically significant
coefficient of IFI and the investment will suggésat IFI affects the output level through
channels other than the investment channel. Intlihee models where investment
featured as a control variable, its long-run etsstis are negative and statistically
significant at 1% level of significance. Furthermpim two out of the three models, IFI
measures produce negative coefficients and onleeof tis statistically significant at 5%
level of significance (see Table A-8.2 in the apbeh

Put together, the results of the models where FDimwvestment enter as control variables
suggest that IFI affect the level of output throumdth the direct channel (investment
channel) and indirect channels such as through shienignancial system development.
However, such direct and indirect effects of IFlariput level appear to be negative in

Botswana.
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Regarding the models normalised on IFI, most omtheve weak explanatory power (far
below 30%) and as such are not reported. In the rooldel reported, the parameter is not
statistically significant. This further confirmsathincome level does not constrain IFI in

Botswana.

Consistent with the normalisation requirementttadl coefficients of the error correction
term are negative and statistically significante ®peed of adjustment to equilibrium is
slow, ranging from 1% to 33%. This is quite coramstwith expectations, since the
output level is a low frequency variable. Thatiisiakes some time before output will
respond to changes in any of the variables usadeémmodels (Adams, 2007; Collier,
2007). A closer examination of the coefficients asfjustments shows that in models
where the measures of FD enter as control variatilesspeed of adjustment tends to be
faster compared to the other models. This may wedee an important role of the

financial system in the transmission mechanism.

To summarise the results of the analysis for Botswaverall the results do not produce

robust evidence on the effect of IFI on output. Effect depends on the measure of IFI

and the control variables used. In this regard,espatterns do emerge in Botswana:

i. The evidence could not lead to a robust conclusioout the effect of IFI on the
level of per capitaGDP.

ii. The evidence does not support the contention tietstock of FDI has a stronger
positive effect on economic growth than the stofciiebt.

iii. The results suggest that IF| affects the leveludpot through both the direct channel
(investment channel) and indirect channels suchthasugh domestic financial
system development. But such direct and indirdeces of IFI on the level of output

appear to be negative in Botswana.

ii. Lesotho
Table 8.3B reports the VECM results for Lesothoe Table reports five output models
and two IFlI models. As noted earlier, due to datatdtion, the analysis uses two

measures of financial integration (LFIA and LFIb)liesotho.

Overall, the results suggest an ambiguous effedt~bfon economic performance in

Lesotho. Of the five models reported, IFI enterthvai positive sign in three and negative
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sign in two. Of the three models where IFI enterthwa positive sign, only one of the
coefficients is statistically significant. Similgrlof the two models where IFI enters with
a negative sign, the coefficient is statisticallynficant at a 5% level of significance in
the case of one, while the other coefficient is sttistically significant. Thus, on

balance, the effect of IFI on the level of output.esotho is inconclusive.

Table 8.3B: Estimated long run parameters of firgnitegration and output in Lesotho

Variable Slope Coefficients
IF| CV Intercept  IFI LPY R2 ECM S.Cor Het
Model normalised on Output (LPY)
LFIA LFDL 10.8 -0.22(-2.24) 0.40 -0.17(-4.30) 11.4[0.25] 78.4[0.65]
INV 5.21 0.24(4.18) 0.33 -0.35(-2.38) 4.89[0.84] 111[0.70]
INF 7.09 -0.02(-0.45) 0.40 -0.47(-4.84)  5.27[0.81] 48.2[0.47]
LFIL LFDL 9.9 0.11(0.69) 0.46 -0.15(-4.72) 9.71[0.38] 77.0[0.69]
OPN 11.8 0.10(1.37) 0.48 -0.26(-3.92)  10.5[0.31] 79.5[0.62]
Model normalised on Financial integration (IFl)
LFIL LFDC -15.9 2.65(3.72) 0.37 -0.49(-2.4%) 8.15[0.52] 79.0[0.63]
INV -7.35 1.53(3.68) 0.49 -0.86(-5.30) 11.6[0.24] 10.9[0.54]

Notes: See note to Table 8.2A above for a descnpifosymbols used. a, b and ¢ represent 1%, 5% and
10% significance levels respectively.

Source: Estimates by author.

A closer examination of the results shows someadifices between the two measures of
IFl. Using the LFIA, the models have inconclusiwesults. Of the three models with
LFIA, two have negative coefficients of which orsestatistically significant. However,
the one with positive coefficient is statisticalljgnificant. Thus, using the LFIA, the
results do not lead to a decisive conclusion. ftiviely, one would expect the
accumulation of bank foreign assets, which reprtesapital outflows, to have a negative
effect on economic growth, since such outflows apital reduce the amount of capital

available for domestic investment.
When the LFIL is used, the results show a poseifect of IFI on the level of output. In

the two models where LFIL features, it enters vpitisitive parameters, but none of them

is statistically significant.
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Overall, the conclusion that emerges is that arease in capital outflows through the
accumulation of bank foreign assets has the paieotslow down the level gier capita

income.

Next, consider the question of the channel of éfeddFI on the level of output. If as
noted earlier indicators of FD and IFI are indi\adly statistically significant in the same
model, it suggests that IFI operates through charomtber than through FD. The credit
ratio (LFDC) did not enter any of the IFI modelsh& the second indicator of financial
development (LFDL) is used, the results indicagtaaistically significant negative effect
of FD on output level (see Table A-8.2 in the amen In the two models where LFDL
is used as control variable, IFI enters with opfgosigns, with the one with a negative
sign being statistically significant. Thus, on lale, the results suggest that the effect of

IFI on output after controlling for the effect ofpbsit market development is negative.

Next, consider the question of whether or not IBk la direct effect on output level
through investment channel. In the only case wtiezenvestment ratio enters the output
model it has a positive and highly statisticallgrsficant coefficient (see Table A-8.2 in
the appendix). In the same model, IFI enters witlsitore and highly statistically
significant coefficients. Thus, after controllingpdicitly for the effect of the investment,
IFI still causes the output level to increase. €hare, in addition to the investment

channel, IFI also affects the output level throoger indirect channels in Lesotho.

Two models are normalised on IFI, and in both outpnters with a positive and

statistically significant coefficient. The resuéige consistent with the findings of Chapter
7 (Table 7.4). Overwhelmingly, the results showt,thather things being equal, an
increase in the level of output will cause an iaseein the degree of IFl. Note that while
an increase in the output level fails to promote development of the domestic financial

system, it increases the degree of integratiohefinancial system.

The speed of adjustment of both the output andriétlels are well behaved with and
statistically significant coefficients. The speddadjustment in the output model ranges
from 10% to 47% per year with the values lying pmadhantly in the middle of the range,
while it ranges from 45% to 86% (with the valuelirig mainly in the lower part of the

range) in the IFI model.
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In summary, the results highlight a number of kagihgs for Lesotho.

i. Overall, the results suggest that an accumulatioforeign liability of banks
causes an increase in the level pgr capita income. But the effect is not
conclusive if banks accumulate foreign assets.

ii. The evidence suggests that IFI affects the leveh@ime through both the direct
channel (investment channel) and the indirect canrbut while the direct
channel appears to have a positive effect, theantichannel through deposit

market development has a negative effect.

ii.  South Africa

Table 8.3C reports the VECM results for South Adrid@he table reports 12 output
models and one IFI model. Of the 12 output modElsenters in five with a positive sign
and all are statistically significant. In the remiag seven models, IFI enters with a
negative sign, with five of them being statistigaignificant (four at 1% and one at 10%
levels of significance). The positive coefficientsnge from 0.02 to 0.09 while the
negative coefficients range from 0.01 to 0.21. ummary, the overall effect of IFl on

output is ambiguous.

Next, consider the different types of capital stogkth regard to LFDIL (the ratio of the
stock of FDI liabilities), it enters the output nedsl with a positive sign in three of the
times it features and these are all statisticaliyifcant. Thus, the evidence strongly

suggests that LFDIL has a positive effect on tiellef output level in South Africa.

The stock of debt liabilities (LDL) enters with agative sign in the only output models
where it featured and is statistically significanth a coefficient of 0.21. This is in sharp
contrast with the results of the stock of FDI lldigs just discussed. Therefore, in South
Africa, the results show that the stock of FDI @edbt liabilities have opposite effects on
the output level, thereby supporting the view tHat inflows are better than debt inflows

in promoting economic growth.

The two measures of IFI based on foreign assetdianitities of banks suggest opposite
effects of IFl on output. LFIA enters the output deb three times. Of the three, its
coefficients are positive in two and are statidycaignificant. But in the only instance

where it enters with a negative coefficient, itnist statistically significant. Thus, on
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balance, the evidence suggests a positive effddtl# on the output level. The evidence
is very robust when the LFIL enters the output n&d@ all five cases it enters with a
negative sign and four of them are statisticalgngicant. This may further highlight the
negative effect of debt liabilities, since the & foreign liabilities of banks is also a
component of debt liabilities.

Table 8.3C: Estimated long-run parameters of fir@dntegration and output in South Africa

Variable Slope Coefficients

IF| CV Intercept IFI LPY R2 ECM S.Cor Het

Model was normalised on Output (LPY)

LDL INF 9.75 -0.21(-1.78) 0.52 -0.13(-4.44) 4.04[0.91] 43.6[0.65]

LFDIL LFDC 10.8 0.09(8.07) 0.51 -0.76(-4.96) 2.45[0.98] 88.0[0.36]
INV 8.96 0.02(1.69) 0.50 -0.90(-5.07) 3.07[0.96] 74.1[0.77]
INF 9.46 0.07(3.12) 0.44 -0.59(-5.07) 5.64[0.78] 40.3[0.78]

LFIA LFDC -11.2 0.07(5.39) 0.45 -0.69(-4.25) 3.08[0.96] 78.8[0.64]
INV 8.76 0.02(2.53) 0.50 -0.98(-5.19) 10.7[0.29] 75.1[0.75]
OPN 8.43 -0.01(-1.43) 0.53 -0.61(-4.80) 8.71[0.47] 122[0.43]

LFIL LFDL 9.68 -0.11(-6.19) 0.39 -0.45(-3.4%) 7.60[0.58] 87.7[0.37]
INV 9.15 -0.03(-1.40) 0.60 -0.75(-5.07)  8.12[0.52] 86.8[0.40]
GE 10.9 -0.07(-4.07) 0.62 -0.56(-4.94) 4.92[0.84] 80.8[0.58]
INF 9.94 -0.14(-7.95) 0.47 -0.38(-4.18) 2.58[0.98] 51.9[0.32]
OPN 8.65 -0.08(-7.70) 0.40 -0.60(-4.76) 6.76[0.66] 5.95[0.92]

Model was normalised on Financial integration (IFI)

LFIA INF -100.6 10.4(4.18) 0.51 -0.48(-5.28) 8.55[0.48] 91.3[0.28]

Notes: See note to Table 8.2A above for a description of sjsnbsed. a, b and c represent 1%, 5% and
10% significance levels respectively.

Source: Estimates by author.

Next, consider the channels of effect of IFI onremoic performance. Consistent with
the results of Chapter 6, the LFDC of FD entersaiput models twice with a negative
sign and they are statistically significant (se®l&a\-8.2 in the appendix). In the models
where LFDC enters as control variable, IFI has tpasicoefficients and they are all
statistically significant (at 1% level of significae). Thus, IFI has a significant positive
effect on the level of output after controlling fine effect of credit market development.
In the case of the deposit liability ratio (LFDL3 aontrol variable, it enters the output
model once with a positive sign but the coefficienhot statistically significant. In the

same model (with LFDL), IFI enters with a negatsign and is statistically significant at
a 1% level of significance. The evidence suggestaegative effect of IFI after

controlling for the effect of the deposit marketved®pment. Therefore, the results

258



suggest that IFI has an independent effect on owpiside any effect that it may have
through FD.

Next, consider the question of whether or not 1&$ la direct effect on the output level
through the investment channel. Consistent with rdsuilts of Chapter 6, investment
enters the output models with a positive sign arnsl $tatistically significant in the three
models where it features (see Table A-8.2 in thgeadix). In two out of three models
where investment is used as control variable, ks with positive and statistically
significant coefficients. In the only instance, widFIl enters with a negative sign, its
coefficient is not statistically significant. Thube weight of evidence suggests that after
controlling for the effect of investment, an incgean IFI will cause an increase in the
level of output. Therefore, the results (modelshwiD and investment as control
variables) suggest that IFI operates through bathdirect and indirect channels in South

Africa.

Consistent with the normalisation requirement, thk models possess negative and
statistically significant error correction termsytbthe speeds of adjustment vary
depending on the control variable. Notably, the et®davith investment have the highest
speed of adjustment, ranging from 75% to 98% a.y€he relatively high speed of
adjustment in the models with investment compaoedther models may underscore the
dominant role of the direct channel (investmenincied) in South Africa.

In summary, the following are the key findings 8wuth Africa.

i. Overall, the effect of IFI on output depends on thpes of stock of capital.
Whereas the FDI causes output to increase, therelelibed flows have a negative
effect on output, thereby supporting the view it inflows are better than debt
inflows in promoting economic growth in South Afric

ii. The results suggest that IFI operates through thatldirect and indirect channels,
with the investment channel having a strong pasiéffect on the level of output
in South Africa.

iii. The results also suggest that IFI operates thratigér indirect channels, such as
domestic institutional development signalling effeavith such channels

appearing to have positive effect on output in B@\ftica.
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iv. Swaziland

Table 8.3D reports the VECM results for Swazilafile table reports four output models
and one IFI model. In three of the four output medE-l enters with a positive sign and
they are statistically significant. In the remampioutput model, IFI enters with a negative
sign and is statistically significant at a 10% lewg€ significance. The parameters with
positive sign range from 0.09 to 0.43, while thgateve parameter is 0.15. Overall, the
weight of evidence suggests that IFI has a poséffect on the output level in Swaziland.
An examination of the different measures showsttiaeffect of IFI depends on the type

of capital stock. These are examined in turn.

The stock of FDI liabilities (LFDIL) featured onde the output models with a negative
sign and is statistically significant at a 10% leoksignificance. Thus the slim evidence
suggests that the accumulation of FDI liabilitieent a negative effect on output level.
The negative effect of FDI on the level of inconmild be related to weak domestic

institutions and political uncertainty in the conynt

Table 8.3D: Estimated long run parameters of firarntegration and output in Swaziland

Variable Slope Coefficients
IFI CV Intercept IFI LPY R2 ECM S.Cor Het
Model normalised on Output (LPY)
LDL LFDC 8.35 0.39(2.9%) 0.41 -0.11(-5.89) 4.93[0.84] 5.60[0.93]
INV 9.15 0.43(3.25) 0.36 -0.12(-3.42) 7.68[0.57] 72.2[0.82]
LFDIL  LFDL 4.74 -0.15(-1.66) 0.43 -0.57(-5.10) 8.34[0.50] 123[0.40]
LFIL OPN 13.7 0.09(6.58) 0.33  -0.20(-3.69) 10.4[0.32] 99.7[0.12]

Model normalised on Financial integration (IFl)
LFIA LFDC 11.5 2.41(3.0%) 0.4 -0.79(-4.70) 10.5[0.31] 12.8[0.38]

Notes: See note to Table 8.2A above for a descnpifosymbols used. a, b and c¢ represent 1%, 5% and
10% significance levels respectively.

Source: Estimates by author.

The stock of debt liabilities (LDL) enters with agitive sign in the two output models
where it featured and its parameters are statilstitéghly significant (at 1%). With
parameters of 0.39 and 0.43 it shows that an iser@adebt ratio causes an increase in
output level. The positive effect of the LDL in Sxiland is in sharp contrast to Botswana
and South Africa where it has a negative effecobatput. The positive effect of debt-

based capital in Swaziland is consistent with fugdi of Laureti and Postiglione
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(2005:849) for the Med countries. However, it isportant to note as Laureti and
Postiglione (2005:849) cautioned that in countrvegh poorly developed financial
system, as in Swaziland, the debt flows can hawegative effect on growth if such
inflows are not properly invested. Hence, the coumtill do well to ensure that debt

inflows are properly invested.

Regarding the bank-based measures of IFI, onlf_Hik features in the output models,
while the LFIA did not. In the one model where thEIL features, it enters with a
positive sign and is statistically significant atl% level of significance. This further
confirms the positive effects of stock of debt iidies in Swaziland since the LFIL is a
component of the debt stock. Thus, an increaskemdtio of foreign liabilities of banks
causes an increase in the levepef capitaoutput. A comparison of the effect of LFIL
among the SACU countries suggests a contrast betBetswana and South Africa on
one hand and Lesotho and Swaziland on the otheBotswana the effect of LFIL is
ambiguous and in South Africa, the LFIL exerts a@atwe effect on output level.
However, in Lesotho and Swaziland its effect isifpes with coefficients of 0.10 & 0.11

and 0.09 respectively.

Next, consider the channels of effect of IFI onremaic performance in Swaziland. First,
consider the indirect channel through FD. The LF&@ers the output models once with
a negative parameters of 0.80 and is highly siedit significant. In the same model,

IFI enters with a positive and statistically sigeaint coefficient with a value of 0.39.

The second measure of financial development (LFBrters the output model with a
positive and statistically significant coefficierih the only output model with LFDL as
control variable, IFl enters with statistically sificant (at 10%) negative coefficient.
Thus, overall, IFI has a statistically significaftect on output after controlling for the
effect of domestic FD. However, the effect depemnishe FD indicators used — the effect
is positive after controlling for credit market édopment, but negative in the case of

deposit market development.

Next, regarding the direct channel, investmentrentiee output model with a negative
and statistically significant coefficient with alua of 1.08. In the same model where

investment is used as control variable, IFlI entefth a positive and statistically
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significant coefficient with a value of 0.43. Thua) increase in IFI causes output to
increase after controlling for the effect of invasnt. This suggests that IF| affects output
through both the direct and indirect channels, thatdirect channel appears to exert a
negative effect, while the indirect channel, esalci through deposit market

development, has a positive effect.

Consistent with normalisation restriction, all g#@efficients of error correction terms are

well behaved. The speed of adjustment to disegialitanges from 11% to 43% per year.

Finally, consider the model normalised on IFl. Oolye model is normalised as an IFI
model. In the model, output enters with a positign and the coefficient of 2.41 is
statistically significant at a 1% level of signdicce. Thus, the result shows that IFl is a
positive function ofper capitaincome. This suggests that an increase in thd lgve
income causes a higher degree of IFI. In particaanncrease in the income level causes
the banks to increase the stock of their foreigreiss

In summary, the weight of evidence strongly suggespositive effect of IFI on output
levels in Swaziland. Notably, the positive effetgrss from the accumulation of debt-
based capital stocks, while FDI inflows has a negagffect in Swaziland. Financial
integration seems to operate through both the Waed the indirect channels. Also the
result suggests that an increase in the levelaafiire leads to an increase in the degree of

IFI, specifically accumulation of bank foreign asse

8.4. SUMMARY AND CONCLUSION

This chapter examines the effect of IFI on the llefeper capitaoutput in the SACU
countries. It further explores the channels througtich the effect of IFI on output is
brought about, as well as the role of the differtgpes of stock of capital. Overall, the
results show that in the four countries, outpyprisdominantly endogenous while IFI is
mainly exogenous. Therefore, causality runs maintyn IFI to the level of output.
Regarding the effects of IFI on output level, tksults are mixed; the effects vary from

country to country and depend on the types of ahgibck.

In Botswana, both the stocks of FDI and debt liabd consistently have a negative

effect on output, thus refuting the claim that FBflows are more advantageous than
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debt inflows with reference to economic growth. Thsults suggest that IFI affects the
level of output through both the direct channel€stment channel) and indirect channels
such as domestic financial system development. 8inebt and indirect effects of IFI on

the output level appear to be negative.

Overall, the effect of IFI on economic performarnicd_esotho is ambiguous. However,
the results suggest that an accumulation of theidor liabilities of banks causes an
increase in the level gber capitaincome while the effect is not conclusive if banks
accumulate foreign assets. The evidence suggestdRh affects the level of income

through both the direct channel (investment chgrared indirect channels, but while the
direct channel appears to have a positive efféd,imdirect channel through deposit

market development has a negative effect.

In South Africa, the overall results provide mixeddence on the effects of IFI on the
output level and are largely dependent on the wypeapital stock. Specifically, the
results consistently show that the stock of delot BDI liabilities have opposite effects
on the output level, with the latter having a siigant positive effect. Thus, in South
Africa, the evidence favours accumulation of FRbllities as opposed to debt liabilities.
Regarding the channel of effect, the evidence sstggbhat IFI operates through both the
direct (investment channel) and indirect channklswever, while the direct channel
seems to have a strong positive effect, the intidmnnel through credit market

development has a negative effect.

Overall, the evidence suggests a positive effettlobn the level of output in Swaziland.
However, the evidence suggests that the positifeete$tems from the accumulation of
debt-based capital stocks, while FDI inflows havenepative effect in Swaziland.
Moreover, financial integration seems to operateoupgh both direct and indirect
channels. In addition, while the direct channelemggp to exert a negative effect, the
indirect channel, especially through the depositketadevelopment, has a positive effect.
Lastly, the slim evidence suggests that an incréagbe level of income leads to an

increase in the degree of IFI, specifically theusaalation of bank foreign assets.

Finally, regarding the benefit of IFI among the #81aSACU countries, the evidence

suggests that overall Swaziland has the strongestraible positive effect of integration.
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In all the corresponding stocks of capital wherthid@otswana and Swaziland have data,
the evidence suggests that IFI has a more posdffect on the level of output in
Swaziland than in Botswana. Using the bank-basedsores where the three smaller
SACU countries have data, the evidence is mixethdJtbe stock of foreign liabilities of
banks, Lesotho and Swaziland record positive eff@bibugh in Lesotho the effect is not

statistically significant), while in Botswana thesults produced an ambiguous effect.

Based on the stock of foreign assets of banks, mbrihe models in Swaziland are
normalised as output model. In Botswana and Lesdki®effect of the stock of foreign
assets of banks on output is examined. The evidshoess that in both countries the

effect is ambiguous.

Therefore, by and large, it is difficult to ranketthree countries in terms of their gains
from integration. Hence, the evidence does not supa strong conclusion on the
guestion of whether or not countries that are mategrated to South Africa gain more
from their IFI in general. Nevertheless, lookingle# components of the aggregate stock
of capital (FDI and LDL), the evidence suggests S8waziland has a higher benefit from
its IFI compared to Botswana. Given that Swazilendore integrated to South Africa
than Botswana, the results may provide some indicathat as a country becomes
financially more integrated with the external fical markets its gains in terms of output

may increase.
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Appendix A-8:
Table A-8.1a: Johansen Cointegration tests reS¥lR={LPY, IFI, D}: Botswana

Variable Obs K A  Trace statistics under the HOkmin  Trace statistics under the HO: rank=r
IFI cv r=0 r<i r<2 r=0 r=1 r=2
LDL LFDC 27 3 3 33.90.02] 8.71[0.39] 0.83[0.36] .2f0.01] 7.89[0.39] 0.83[0.36]
LFDL 28 2 4 54.2[0.00] 22.4[0.13] 9.56[0.15] 310&)1] 12.9[0.34] 9.56[0.15]
INV 29 1 2 75.8[0.00] 19.2[0.07] 4.54[0.34] 56.6]0] 14.7[0.08] 4.54[0.34]
INF 28 1 3 34.1[0.02] 12.9[0.12] 3.44[0.06] 21.7[@] 9.45[0.25] 3.44[0.06]
LFDIL LFDC 27 2 4 49.2[0.01] 17.6[0.37] 7.67[0.28]31.5[0.01] 9.95[0.62] 7.67[0.28]
LFDL 28 2 4 42.9[0.04] 22.9[0.10] 9.38[0.16] 19DH5] 13.6[0.28] 9.39[0.16]
INV 26 3 4 70.8[0.00] 24.8[0.07] 11.6[0.07] 46.0)0] 13.2[0.32] 11.6[0.07]
GE 27 2 3 35.6[0.01] 12.0[0.16] 1.77[0.18] 23.6F. 10.3[0.20] 1.77[0.18]
INF 28 1 3 40.5[0.00] 12.5[0.14] 3.85[0.05] 28.00] 8.62[0.32] 3.85[0.05]
OPN 28 1 4 68.3[0.00] 18.3[0.32] 7.78[0.27] 49.0[y 10.6[0.56] 7.78[0.27]
1 4
1 4
3 2
1 4
3 4
3 3
2 3
3 2
1 4

LFIA  LFDC 31 47.9[0.01] 20.7[0.19] 6.10[0.45] 7.2[0.03] 14.6[0.21] 6.10[0.45]
GE 31 545[0.00] 20.1[0.22] 6.30[0.42] 34.9[. 13.8[0.27] 6.30[0.42]
INF 26 35.3[0.04] 15.2[0.21] 5.77[0.21] 20.1[0] 9.45[0.39] 5.77[0.21]
OPN 31 57.0(0.00] 15.7[0.52] 7.56[0.29] 41.8[ 8.15[0.81] 7.56[0.29]
LFIL  LFDC 29 53.0[0.00] 20.9[0.18] 3.90[0.76] 2:3[0.01] 17.0[0.11] 3.90[0.76]
LFDL 29 35.1[0.01] 5.31[0.78] 0.55[0.46] 2®&J0] 4.76[0.77] 0.55[0.46]
INV 30 39.9[0.00] 14.4[0.07] 4.91[0.03] 25.6]0] 9.49[0.25] 4.91[0.03]
INF 26 32.0(0.11] 9.53[0.68] 3.29[0.53] 22.54] 6.25[0.76] 3.29[0.53]
OPN 31 61.3[0.00] 16.9[0.42] 4.86[0.62] 48.0D] 12.1[0.41] 4.86[0.61]

Note: The variables are as defined in Table A-6.thefAppendix. CV — control variables. Parenthedes [
are used to denote probability values; k is the VAReD that produces a white noise residual The table
reports those models where cointegration is found @hdreLYP or IFI or both is endogenous, but where
only the CV is endogenous the results are not reported

Source: Estimates by author.
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Table A-8.1b:

Johansen Cointegration tests resviR={LPY, IFI, D}. Lesotho

Variable Obs K A  Trace statistics under the HOkran  Trace statistics under the HO: rank=r
IF| cv r=0 r<i r<2 r=0 r=1 r=2
LFIA LFDL 28 3 3 50.3[0.00] 14.3[0.08] 0.39[0.53] 63[0.00] 13.9[0.06] 0.39[0.53]
INV 27 4 4 48.9[0.01] 20.2[0.22] 3.81[0.77] 28.MQ] 16.4[0.13] 3.81[0.77]
INF 28 2 4 49.2[0.01] 23.4[0.09] 8.50[0.21] 25.86] 14.9[0.19] 8.50[0.21]
LFIL LFDC 28 3 3 31.7[0.03] 10.3[0.26] 0.04[0.84] 1.2[0.04] 10.3[0.19] 0.04[0.84]
LFDL 28 3 3 48.4[0.00] 10.2[0.26] 0.00[0.96] 38€2j0] 10.2[0.20] 0.00[0.96]
INV 30 1 2 489[0.00] 17.0[0.13] 5.10[0.27] 31.9)0] 11.9[0.19] 5.10[0.27]
OPN 28 3 4 56.4[0.00] 18.5[0.31] 4.78[0.63] 30.9p] 13.8[0.28] 4.78[0.63]

Note: See note to Table A-8.1a above for a desorigif symbols used.

Source: Estimates by author.

Table A-8.1c: Johansen Cointegration tests resAR={LPY, IFI, D}: South Africa

Variable Obs K A  Trace statistics under the HOkran  Trace statistics under the HO: rank=r
IFI cv r=0 r<1 r<? r=0 r=1 r=2
LDL INF 31 2 4 46.4[0.02] 15.9[0.49] 4.23[0.71] a{0.01] 11.8[0.44] 4.23[0.71]
LFDIL  LFDC 31 3 3 351[0.01] 6.25[0.67] 0.19[0.66]28.8[0.00] 6.05[0.61] 0.19[0.66]
INV 31 3 3 31.7[0.03] 6.59[0.63] 0.90[0.34] 25.10] 5.69[0.65] 0.90[0.34]
INF 31 2 4 452[0.03] 22.6[0.12] 4.81[0.62] 22.48] 17.8[0.08] 4.81[0.62]
LFIA LFDC 33 1 3 31.2[0.03] 12.7[0.13] 2.75[0.10] 8.5[0.11] 9.94[0.22] 2.75[0.10]
INV 31 3 3 375[0.01] 8.23[0.44] 0.36[0.55] 29.2]0] 7.87[0.39] 0.36[0.55]
OPN 30 4 4 435[0.04] 19.7[0.24] 4.88[0.61] 23.0H] 14.8[0.21] 4.88[0.61]
LFIL LFDL 31 3 3 30.6[0.04] 9.79[0.30] 2.51[0.11] O0B[0.06] 7.28[0.46] 2.51[0.11]
INV 31 3 2 36.5[0.04] 11.6[0.48] 4.69[0.32] 24.9)] 6.93[0.68] 4.69[0.32]
GE 31 3 3 31.9[0.03] 8.46[0.42] 2.82[0.09] 23.BF. 5.63[0.66] 2.82[0.09]
INF 31 2 3 329[0.02] 8.33[0.43] 2.75[0.10] 24.5]p] 5.58[0.67] 2.75[0.10]
OPN 33 1 3 357[0.01] 10.1[0.27] 3.84[0.05] 26.6[] 6.28[0.58] 3.84[0.05]

Note: See note to Table A-8.1a above for a desorigif symbols used

Source: Estimates by author.

Table A-8.1d:Johansen Cointegration tests resuBRMLPY, IFI, D}: Swaziland

Variable Obs K A  Trace statistics under the HOkran  Trace statistics under the HO: rank=r

IFI cv r=0 r<i1 r<2 r=0 r=1 r=2
LDL LFDC 33 1 2 345[0.05] 8.01[0.82] 2.48[0.68] .3f.01] 5.53[0.84] 2.48[0.68]
INV 31 3 3 324[0.02] 10.1[0.28] 3.38[0.07] 22.4)8] 6.69[0.53] 3.38[0.07]
LFDIL  LFDL 28 4 4 46.1[0.02] 15.9[0.50] 5.43[0.53] 30.2[0.01] 10.5[0.57] 5.43[0.53]
LFIA LFDC 33 1 3 31.2[0.03] 12.7[0.13] 2.75[0.10] 85[0.11] 9.94[0.22] 2.75[0.10]
LFIL LFDC 33 1 3 3209[0.02] 7.75[0.49] 1.10[0.29] 52[0.01] 6.65[0.53] 1.10[0.29]
LFIL OPN 30 3 4 53.7[0.00] 12.0[0.81] 2.28[0.95] 1.2[0.00] 9.76[0.64] 2.28[0.95]

Note: See note to Table A-8.1a above for a desoripif symbols used
Source: Estimates by author.
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Table A-8.2: Estimated long run parameters of comaolables of output and financial integration misde

CV Model normalised on Output (LPY)

Model normatisen Financial integration (IFI)

LDL

LFDIL

LFIA

LFIL

LFIL

Botswana

LFDC
LFDL -0.39(-10.5)
INV -0.92(-2.86§
GE

INF -0.14(-4.913
OPN

-0.33(-8.59)
-0.16(-1.13)
-0.82(-7.45)
3.36(9.96)
-0.12(-4.65)
4.10(8.76)

-0.40(-5.99)

5.24(6.60)
-0.13(-1.86)
-1.69(-7.42)

0.63(1.68)
3.81(2.98)
-2.56(-7.82)

-0.13(-4.47
1.76(8.22)

Lesotho

LFDC
LFDL
INV
GE
INF
OPN

-0.75(-5.77)
0.24(3.55)

-0.01(-1.72)

-0.73(-4.99)

-1.01(-5.24)

-0.90(-1.45)

-0.77(-2.77)

South Africa

LFDC
LFDL

INV

GE

INF -0.04(-5.36)
OPN

-0.36(-7.25)

0.20(7.49)

0.004(1.13)

-0.36(-4.079

0.28(13.01

-0.34(-8.09)

0.03(0.19)
0.18(3.013

-0.01(-2.49)
0.29(5.66)

-0.14(-4.113

Swaziland

LFDC -0.80(-3.65)
LFDL

INV -1.08(-5.85§
GE

INF

OPN

0.72(4.613

-1.33(-6.18)

-1.14(-1.58)

Note: The variables are as defined in Table A-6.thefAppendix of Chapter 6. The () represent t-esju

a, b and c represent 1%, 5% and 10% significan@ddeespectively

Source: Estimates by author.
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CHAPTER 9:
CONCLUSION
9.5 INTRODUCTION

Internationally, there is a growing interest inige@l and global financial integration,
which extends to countries in Sub-Saharan Africaoriomic theory suggests that
financial integration (IFI) can promote economicowth and enhance welfare by
providing opportunities for the more efficient a&ion of resources, portfolio and risk
diversification. Financial integration could alskoe higher profitability of investment,
and help to promote domestic financial developm@i), especially in developing
countries (IMF, 2007:35). However, the questionvbether IFI truly benefits developing
countries and if it does, under what conditionss baen hotly debated without any
consensus yet emerging. Most previous studies @subject employ cross-sectional and
panel data approaches in which developed and dawgla@ountries are often grouped
together in the analysis. Besides having inconetusesults, it is difficult to apply their
results to any one of the countries included insdumple. Consequently, it is problematic
to draw country-specific policy conclusions fromeske studies given the differences in
the level of institutional development, economicfpenance, and political environment

among countries.

Against this backdrop, this study explores the degof financial integration and its
effects on financial development and economic parémce of the five SACU countries,
namely, Botswana, Lesotho, Namibia, South Africal é&waziland. Specifically, it

investigates whether IFI has stimulated domesticafid economic growth among the
SACU countries and whether countries that are nmtegrated with South Africa benefit

more from the integration in general than thoseé @ha not.

The empirical analyses in this study use both debee statistics, such as simple ratios
and averages, as well as graphs and econometrielsnimdexplore the depth and effects
of IFl. The empirical analyses commence with am@ration of the depth of IFI among
the SACU countries using three outcome-based italisaf IFI, the first two of which
derive information from market outcomes, i.e. psi@d quantities. The third category
draws on behavioural information from households.eXplore the relationship between

IFl, FD and economic performance, the study uselivatiate cointegration and error
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correction modelling techniques based on the Ja@magpproach in a country-specific
framework. Bearing in mind the limitations of preus studies that employ cross-country
and panel data approaches, the method is usegkorexhe potential endogeneity of all
the variables entering the models estimated. Thiéhodeis further used to explore the
causal relationship between FD, IFl and output @dhe same time, to overcome the

problem of spurious regression that may arise wimee-series are not stationary.

The purpose of this chapter is threefold. Firsptovide a general summary of the key
finding of this study focusing on the evidence preed in Chapters 5 to 8, secondly to
highlight the policy implication of the findings dnlastly, to offer some policy

recommendations.

9.6 SUMMARY OF KEY FINDINGS AND POLICY IMPLICATIONS
This section summarises the findings regardingnitrel integration, as well as its
relationship with financial development and econorperformance. The section also

discusses the policy implications that these refstiips entail.

9.2.1 Nature and degree of financial integratiordats policy implications

The analysis of the depth of IFI relies on threts s de factomeasures: capital stock
measures, price (return)-based indicators andniestment-saving correlation. Overall,
the evidence suggests that the financial systemth@fSACU countries are highly

integrated and are becoming more so.

First, the analysis based on the stocks of foraggets and liabilities of domestic banks
in the countries not only shows that the bankingge have become more integrated,
but also highlights a clear asymmetry in the cégltavs among banks in the SACU
countries. Even though the indicators did not dpmdly capture the actual capital flows
across banks in the SACU countries, combining tiétim the pattern of FD indicators as
well as an analysis of interest rate spreads, sigdkat the flows favour South Africa

and Namibia more than the other countries.

In addition, in Botswana, Namibia, and Swazilame, tatio of aggregate stocks of assets
are significantly higher than those of liabilities)d the liability ratios are experiencing a

decline, except in Namibia, where it is growing.clmtrast, in South Africa the ratio of
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total liabilities is higher than the ratio of totdsets and both ratios are increasing. Thus,
among the SACU countries, it is only in South Adrithat capital inflow from the rest of
the world is higher than capital outflow to thetre$ the world. Consequently, the
experience of the smaller SACU countries represamtexample of capital moving from

poor countries to richer countries (Mishkin, 20@GQR2

Moreover, the analysis of the composition of thgragate stock of liabilities shows that
the share of equity liabilities represents a sigaiit part of total liabilities and has
increased over time. Meanwhile, the share of dabilities has continued to fall, though
it remains high in all the countries in compariseith other emerging markets and
developing countries. The growing share of equiabilities, particularly FDI, is a
welcome development and should be encouraged, dhanFDI has the potential to
stimulate economic growth due to a possible pasivowth spin off that may result
from it (cf. Prasadet al 2004; Agénor, 2003; Bailliu, 2000; World Bank, 020
Borensztein, De Gregorio and Lee, 1998; Blomstr@a891; Grossman and Helpman,
1991).

The results based on the interest rate analysirgothe dominant role of South Africa

among the SACU countries. Furthermore, the interagts analysis unambiguously
indicates a hierarchy of integration of the finah@ystems of each member state with
that of South Africa, with Namibia at the top, falMled by Swaziland, Lesotho and

Botswana in that order.

More specifically, the results based on the intemede analysis suggest that the
prevailing integration between the financial systestems from both policy convergence
and market convergence. Policy convergence rebettset response of interest rates (BR,
DR, LR, MMR and TBR) in the other SACU countriesdoanges in the official rate in
South Africa, while the response of market rateR®,(RR, MMR and TBR) to their
corresponding counterpart rates in South Africaeferred to as market convergence.
However, the evidence on market convergence sugdaesited arbitrage activities
between the countries, which might result from be#ak institutional development and
limited investment opportunities and an inabilitf ©vestors to explore such

opportunities in the smaller countries. This mayseathe financial flows within SACU
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to be asymmetric, with most of the funds likelywiag to South Africa, given its more

developed institutions and better investment oppaties.

9.2.2 The relationship between financial integration, aficial development and
economic performance and its policy implications
Three empirical chapters (6, 7 and 8) have beentddvo examining the interactions
between financial integration, financial developmemd economic performance of
SACU. The thesis organises and studies the interscamong the variables in the three
blocks as highlighted in Figure 9.1. The first tlloexplores the relationship between
financial development and economic growth, the msdcblock focuses on the link
between financial integration and financial devetent, while the third block explores

the relationship between financial integration andnomic growth.

Financial
Integration
Economlc Financial

Growth

Development

Figure 9.1: Financial integration, development andnomic performance nexus

To analyse these relationships, the study emplaysildvariate cointegration and error
correction modelling framework, which is appliedgach of the SACU countries. The
empirical framework is used to explore the causdl the long-run relationships between
the variables. To ascertain the robustness of ékalts, the analysis controls for other
variables that might affect the level of output, BB IFI. Moreover, the study uses four
measures of IFl and two measures of FD for themedibns. The study uses different
measures of IFI to establish which kind of capialvs affect FD and the level of output

the most. The study also investigates the impaEDoand output on IFI.
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In the three relationships studied, the resultsfioonthe existence of long-run

relationships between FD and output level, FD dfd ds well as between IFl and the
level of the output. The causality and VECM reseik$ibit variation across the SACU
countries in each of the relationships (excludirggribia which was not analysed due to
data limitation). This section summarises and sssifes the main findings of the three
blocks, and highlights the policy implications aktfindings. The results for each block

are presented in turn, followed by a synthesifieffindings.

i. The financial development-growth nexus

Overall, the results of the causality analysis gsgjthat causality runs mainly from FD to
output across the SACU countries. The only excepit Lesotho where a two-way
causality dominates. The one-way causality runriogn FD to the level of output in
most SACU countries lend some support $mpply-leadingfinance as proposed by
Patrick (1966).

On the effects of FD, the weight of evidence sutggasstrong negative long-run causal
effect of FD, using the credit indicator, on th@deof output in Botswana and South
Africa, while the effect was negative but not sgan Lesotho. In Swaziland the results
were inconclusive. Thus, overall and unlike thegasgion by Patrick of supply-leading
finance, the development of the credit market seeotgo have any discernible positive
effect on the level of output in the entire SACWeTeffect of the deposit indicator on the
output level was largely inconclusive, with the eption of Swaziland, where a robust
positive effect was found. The weak and largelyatieg effect of FD on output level
found in this study is consistent with a host ohest studies such as Arestis and
Demetriades (1997) for USA, Allen and NdikumanaO@0for SADC countries, Koivu
(2002:10) for transition economies, Hondroyiangiisal. (2005) for Greece, Naceur and
Ghazouani (2006) for 11 MENA countries and Ang MuKibbin (2007) for Malaysia.

A negative and weak effect of FD on economic growabpecially using the credit
indicator, could stem from a number of reasons. ang McKibbin (2007) contends that
the weak effect of FD omer capitaincome in Malaysia may be an indication of
inefficiencies of the banking sector to amelioratéormation asymmetries, reduce
transaction costs and allocate resources effigieBsed on their study of the 11 MENA

countries, Naceur and Ghazouani (2006) suggest ttietnegative and statistically
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significant effect of FD on growth was due to athdegree of financial repression and
underdevelopment of the financial system. In higdgtof the transition economies,
Koivu (2002:10) argued that the negative effect-6f on growth was because of the
numerous banking crises in the transition counirigbe 1990s that resulted from a lack
of capable banking supervision. Similarly, Allerdaddikumana (2000:153) suggest that
the negative effect found in the SADC countrieshhigflect “pervasive inefficiencies in
the credit allocation mechanism”. Therefore, Allamd Ndikumana propose the
strengthening of financial sector legislation arohking system supervision as one way
of enhancing financial sector efficiency. MoreovAtlen and Ndikumana (2000:153)
suggest that the credit indicator may not be a goddcator of the efficiency of the
financial system. For example, it might be truet tltmg-term capital may be more
important for investment and output growth than rskerm capital. Unfortunately,
whether or not long-term capital is more importenSACU countries than short-term
capital cannot be established due to a lack obprigector credit data disaggregated on a

maturity basis.

In conclusion, while the causality results seensuggest aupply-leadingfinance, the
largely negative effect of FD on the level of outpa SACU (which is contrary to
Patrick’'s supply-leading finance thesis) is also, some extent, consistent with
Berthelemy and Varoudakis’ (1996) argument of aiouis cycle. However, since
causality runs mainly in one direction from FD tatgut (with the exception of Lesotho),
a strictly vicious cycle as described by Bertheleamg Varoudakis (1996:19) may not
apply, Nevertheless, some of their argumetitat an underdeveloped financial system
would be unable to perform most of the desirablecfions of a good financial system
effectively, thereby causing an inefficient prodwuetstructure if income is too low
may still hold. Perhaps, for the SACU countrieg #igument may be modified to say
that, because of underdeveloped financial systémsofne countries), inefficiencies in
the credit allocation mechanism, weak regulationd banking supervision, and weak
institutional and structural problems as well asiastable political environment (in some
of the countries), the financial systems are undblgerform most of the desirable
functions of a good financial system effectivelyhid inability of the financial systems
may cause an inefficient productive structure. Bsdtho, where a negative feedback
effect between FD and output is found, the causglikely be due to factors such as the

weak institutional and structural problems, othamt just the low income of the country,
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as would be implied by the Berthelemy and Varousiaktious cycle. A more detailed
consideration of country-specific situation and gadicy implications of these findings
will be discussed further shortly, but first atientis now turned to highlighting the key

results of the second block, that is the relatignbletween IFI and FD.

ii.  The financial development and financial intagon nexus

The results produce strong evidence of a causaditgtionship that runs in either
direction between FD and IFI across the SACU coesitwith the exception of Lesotho
where the causality runs mainly from IFl to FD. Reding the effect of IFI on FD and
vice versathe results vary across the SACU countries. Intaadto the variation across
the countries, the evidence depends on the kindsook of capital and measure of FD
used. Hence, it is difficult to conclude in genevathether IFI is acomplementor
substituteto domestic FD across the SACU. The inconclusivé faagile nature of the
results is largely consistent with evidence in pres studies that are based on cross-
country analysis (cf. Chinn and Ito, 2002; Chin@02; Klein and Olivei, 1999; De
Gregorio, 1998). Though, much of these earlierisgitbund some evidence of a positive
and sometimes statistically significance effectlfeif on FD in cross-country analysis,
such effect becomes insignificant and sometimesithegwhen the sample is reduced to
developing countries only. A more recent study bg tMF (2007), which did not
differentiate between developed and developing teas) finds a statistically significant
positive effect of IFI on FD. Unfortunately, it difficult to compare the results of the
previous studies with the current studyainsolute sensesince they used the rule-based
measure of IFl in cross-country regressions. Moeeothe results of such studies do not
represent any of the countries included in the $anipstead they simply represent an
average effect for the countries (Block and Tarf)3). It is at this point that the major

advantage of country-by-country analysis in thissth manifests.

The results show that in Botswana and South Afifieaaccumulation of FDI liabilities
has a negative effect on credit market developmehile the effect is positive in
Swaziland. In contrast, the accumulation of extiedsbt liabilities has a positive effect
on credit market development in Botswana and Saadjlwhile it has a strong negative
effect in South Africa. In the case of the depositrket development, in Botswana, the

accumulation of debt liabilities has a negativeetfbut no discernible effect is found for
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FDI liabilities. Meanwhile in South Africa and Swiand, accumulation of debt and FDI
liabilities has a positive effect on the depositkea development. But while the effect of
FDI liabilities is stronger than debt liabilities Bouth Africa, the opposite is the case in

Swaziland. The policy implication of these findingsl be addressed shortly.

iii. Financial integration and economic growth nexu

The results show that in Botswana, Lesotho, Souitica and Swaziland, output is
predominantly endogenous while IFl is mainly examesz This suggests a limited
feedback relation from output to IFI. Regarding éfiects of IFI on the output level, the
results are mixed; the effects vary from countrycéaintry and depend on the types of
capital. The effect of FDI was negative in Botswapasitive in South Africa but
ambiguous in Swaziland. The stock of debt lialgiithas a negative effect in Botswana
and South Africa while the effect was positive w&iland. The ratio of foreign assets of
banks has an ambiguous effect in Botswana, LesatidoSouth Africa while no effect
was detected in Swaziland. Lastly, the ratio okign liabilities of banks has a positive
effect in Lesotho and Swaziland and a negativeceffeSouth Africa, while the effect is
ambiguous in Botswana. In what follows attentiorfdsused on highlighting the key

implication of these findings for each country.

iv. Synthesis of results and policy implication

The results of this study as highlighted above skome consistency across the SACU
countries, and some country-specific features. Talep highlight some areas that the
authorities would need to focus attention on, imslate the development of the financial
systems as well as enhance its contribution to @o@n growth. Similarly, the results
further highlight some aspects where IFI in the SACountries seems to present a
challenge that the authorities would have to addreprevent further negative effects in

their integration process.

One aspect in which the results stand out in beorgsistent across the SACU countries
is that FD does not exert a positive effect onlével of output. Indeed, FD measured by
the credit indicator shows a strong negative eféecthe level of output. This may be a
manifestation of some underlying problems withire thnancial systems of these

countries. As noted earlier, such problems withie financial system may include
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underdevelopment of the financial system (in somentries) and inefficiencies in the
credit allocation mechanism that may be due to weedulations and banking

supervision.

Thus, it would be necessary for the authoritiesldok into their current banking
regulatory and banking supervision to ensure betegulation practices. Better
supervision and monitoring of the banks will algguire a well-structured information
and data reporting system to which the banks nargioem in their regular reports to the
regulatory authorities. A regional approach to bagland financial institution regulation
and supervision could help to raise and harmorggalatory standards among members.
This will help the smaller SACU countries to catgh with South Africa since South

Africa is more advanced in its banking regulatopniework.

The predominantly negative effect of FD in thesantdes may also have some close
link with the fact that the FDI liabilities raticsaa measure of IFI also predominantly has
a negative effect on the credit market developmme®ACU. This negative effect might
be ascribed to the lack of appropriate regulatiansl banks that are not properly
supervised, which may, in turn, cause foreign dateid banks to discriminate against
small and medium scale businesses and emergirgpesieurs. In countries with a large
poor population, such as in the SACU, such smathéalium scale businesses may hold a
large capacity to contribute to economic growth amdployment generation. Hence
discriminating against them may cause banks to lawenimal positive and possibly a
negative effect on the economy. Since the curremtysuses aggregate data, there is no
way of knowing whether the negative effect of FDthe SACU is partly due to banks’
discrimination against small to medium scale busses. This is an area for further
research: specifically, micro level studies of backivities would be required to uncover
this. If such studies were to confirm this claimSACU, it would call for an urgent
intervention by government in the form of incentivend regulations to sway banks to
lend to such businesses given their potential aégpax contribute to economic growth

and employment generation in the economy.

The negative effect of FD on the level of incomeldcalso be a manifestation of other
institutional and structural problems, such as wikegjal systems that may be slow or

inefficient in enforcing contracts and debt repagiand guarantee property rights.
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There could also be problems of weak domestic prereurial capacity, which might
cause excess liquidity in banks because of a ldckable investment opportunities to
finance with their deposit liabilities. The poteitipresence of poor entrepreneurial
capacity problem has been documented for the sm8We&CU countries by Genesis
Analytics (2003a, 2003b, 2003c, 2003d). Howeveg, d@halysis of the effect that such
institutional and structural problems may have o gerformance of banking systems in
the SACU countries is beyond the scope of the otistidy. Hence, further studies are
called for to examine this issue. If it could bearid that such institutional problems have
a significant effect on performance of the finahsstems of these countries, it would

raise the urgency for the authorities to addressith

The variation in the results across the SACU coemitmay require other country-specific
interventions to enhance the contributions of tfieancial system to economic growth
as well as the effect of their financial integratiddence what follows focuses on key
results for each of the SACU countries to highlightobable country-specific

interventions.

One of the problem areas highlighted in the studgaiswana is that FD, as measured by
the credit indicator, has a strong negative eféecthe level oper capitaincome in the

long-run. Similarly, the accumulation of FDI hasegative effect on FD and the level of
output. Noteworthy too, is that investment has gatige effect on the level of output and
both the direct and indirect channels of IFI exertegative effect on the level of output.
These negative findings may result from the sameces, namely the low investment
capacity in the economy due to the small size ef domestic market and distortions
induced by government policies such as the ovarecabxchange rate of the pula vis-a-

vis other currencies, most notably the South Africand (limi, 2006:20).

Because of the small size of the economy, largkespeoduction focusing on the
domestic market is largely ruled out. Large-sqaleduction would only be possible if
goods can be produced for export, which would hHaeen easy because of the SACU
arrangement with South Africa, which is a large kearelative to Botswana. However,
because of the stronger pula relative to the Sdidtltan rand, and the high wages
relative to neighbouring countries including Soafinica, domestic production of goods

is rendered less competitive. In contrast, thengieo pula makes import relatively
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cheaper and more attractive. Genesis Analytics 32D0Oalso suggests poor
entrepreneurial capacity as another problem of éhenomy. Specifically, Genesis
Analytics (2003a:4) suggests that the high incident government handouts such as
material, medical benefits, education, and subsiisredit makes the citizenry depend

on the government and does not promote entrepriahspirit in the country.

Therefore, with high incomes and the relativelysger pula as well as the favourable
trade policy, which allows free movement of goodsoas the SACU countries, the
Botswana economy has become increasingly imporéermbgnt. Moreover, because of
low investment opportunities due to the small siz¢he economy, low entrepreneurial
capacity and the stronger pula, banks resort tanfimg household consumption instead
of business investment. Consequently, banking sertalit allocation has increasingly
shifted from productive investment to consumptioramce. This is consistent with the
observation of Genesis Analytics (2003a:3) thatsfule the relatively healthy banking
sector, however, the proportion of private seabank going to businesses (in contrast to
households) has declined significantly, decreafiom 70% in 1990 to 45% in 2001”.
Given that most of the consumer goods are impogspecially from South Africa, with
limited value added in the country, it is not sisjmg that credit by banks does not
stimulate the growth of the economy, but ratherd¢emo slow down its economic

performance.

An important policy intervention to stem the trendl be to, at least, peg the Botswana
pula at par with the South African rand or allowe hula to freely float in the market to
determine its level. This will encourage compegéitdomestic production of goods that
could also be exported to the other SACU countriksreby reducing the constraint
imposed by the small domestic market. With an iaseein domestic production, more
investment opportunities will become available lfoth foreign and domestic investors,
which, in turn, will encourage the banks to lendbigsinesses with a possible positive

feedback effect on the economy.

With an enabling environment in place, the regujatauthority may further use
incentives, such as credit guarantee schemesjustalde lending behaviour of the banks
towards lending to small and medium scale busirses$his will not only help to

stimulate the development of the financial systbuot,also have a positive effect on the
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economy at large. Moreover, it may encourage theeldpment of domestic

entrepreneurial capacity.

The key finding for Lesotho relates to the weak gaderally negative feedback effect in
the three relationships studied — i.e. between Rdthe level of output, between FD and
IFI and between IFI and level of output.

The weak effect of FD on economic performance isdtleo is likely due to the declining
level of commercial bank credit to the private secind the general shift of credit
allocation from business finance to consumptiorariite. The decline in the credit to
private sector may reflect political, institutiorehd structural problems in the economy.
The 1998 political crisis, which created a senseinskcurity of life, property and
investments, and as a precaution against loss#irvent of a similar crisis, caused

many individuals, companies and the banks to inetshore.

As is generally applicable to most developing caoesf strengthening the domestic
institutions and ensuring a stable political enwiment will help to enhance the
contributions of the domestic financial system iasatho. Specifically, the recently
established commercial court and postal bank amgtbposed credit bureau, if properly

managed and implemented, may constitute some sotuto the poor FD in Lesotho.

To the extent that the new commercial court is ableelp expedite the adjudication of
commercial cases and enforce legal contracts |liheip to promote the development of
the financial system. The court will have to becqaddely empowered (in terms of trained
personnel and necessary logistics) to performutsesd. Moreover, the establishment of
the proposed credit bureau may enhance the intéatred process in the country. The
credit bureau can provide valuable information ba treditworthiness of customers,
which, in turn, will lead to a reduction in the t®®f gathering information about a
potential borrower by banks and thus enhance atoasgdit at possibly reduced cost to
an individual or firm. In addition, the activities the bureau may help promote a culture
of loan repayment (since individuals may not wanb¢ exposed as ‘bad’ debtors, they
may be more careful with the use of borrowed funasijch may help reduce the relative

risk of investment in Lesotho. This, ultimately, ynhelp boost investor confidence
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(particularly of the banks) in the economy and hetpease the volume of credit and the

proportion of the population that may have accesaith credit.

The recent effort of the government to establispoatal bank, to encourage greater
financial intermediation, especially in the rure¢as that presently have almost no access
to banking facilities, is a step in the right dilen. However, it is important to ensure
that there is no political interference in its cgt@ns and it is properly monitored and
regulated to prevent it from running into problethstt could eventually lead to its
collapse. A stable domestic financial system wioahelp to prevent the negative

feedback from the level of income to FD in the doyn

In South Africa, among the key findings of thisdtuare: the lack of a positive effect of
FD on the level ofper capitaincome, the negative effect of debt liabilities credit
market development and the level of output andothsstive effect of FDI inflows on FD
and the level of output. Given that the bankingeysin South Africa is fairly developed,
offering services similar to those of banks basethany advanced countries, the lack of
a robust positive effect of FD on output level maartly reflect the limitation of the
aggregate measures of FD which may not adequasgljuie the quality of financial
intermediation in the economy (Allen and Ndikuma2@00:153).

It might also be due to inefficiencies in the fioa systems, due to the oligopolistic
structure of the market for banking services intBoAfrica, which may cause them to

extract undue rents in the form of high interesé naargins and service charges from
investors (Okeahalam, 2001:4). Thus regulatory sungervisory measures that help to
ensure adequate competition in the banking systemy improve its efficiency and as

such enhance the contribution of the financialeysto economic performance in South
Africa. Perhaps an aspect where the banking systaynhelp to stimulate the growth of
the economy would be to make access to credit refmsi@mewly emerging entrepreneurs
from the formerly disadvantaged groups as wellbasimall to medium scale enterprises.
Consequently, it would be a step in the right dicec for government to provide

incentives to encourage banks to extend crediti¢h businesses.
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The weak effect of the level of income on FD in tofifrica is likely due to the absence
of a habit of saving, and the availability of ateahative savings avenue such as the stock
market and mortgage investments which might havieedapopularity among the
population and that are often not reflected inttaditional measures of FD. It might also
reflect the inability of the banking system to redbe formerly unbanked population to

mobilise their savings.

The positive effect of FDI inflow in South Africas iconsistent with theoretical
expectation and some earlier studies such as ReisdnSoto (2001)McLean and
Shrestha (2002 ollins (2004), Mody and Murshid (2005) aiMiF (2007). The positive
effect of FDI on economic performance in South édrisuggests that FDI possibly
directly augments domestic investment and indiyebtiosts economic growth through
the facilitation of transfer of managerial skilladatechnological know-how from more
developed home countries. This suggests that fuliteralisation of inward FDI would
be beneficial. Further liberalisation of inward FBlay be combined with appropriate
labour laws and fiscal incentives as well as enguen enabling political environment
that will help to attract FDI.

The negative effect of the debt-based stock oftahpi South Africa may be associated
with the volatility and pro-cyclicality of debt fles as suggested in the literature
(Symmonds, 2004:17 and Agénor, 2003:1099). Given history of South Africa,

especially the political instability during the atbeeid regime, this conjecture would not
be implausible. Hence, if the country were to fartliberalise the inflow of debt-based
capital, it would require the strengthening of dstieeinstitutions, the continued pursuit

of sound macroeconomic polices and a stable palli@nvironment.

Finally, in Swaziland, the weight of evidence sugjgdhat the development of the credit
market has an ambiguous effect on the output levdle the development of the deposit
market has a positive effect on the output levek Problems of the banking system in
Swaziland may be similar to that of Lesotho andsash the recommendations for the

Lesotho may also be applicable in the case of Savari

Lastly, for Swaziland the evidence suggests thatetifiects of IFI on FD depend on the

kind of stock of capital. The evidence suggests tha accumulation of FDI liabilities
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has a robustly positive effect on credit marketalepment, while the accumulation of
debt-based liabilities has a negative effect orctleeit market development. The positive

effect of FDI flows on the credit market is verycenraging.

In the case of Swaziland, the negative effect of BD the level of income could be
related to weak domestic institutions and politicalcertainty. Thus, liberalisation of
inward FDI should be accompanied by a strengtheningomestic institutions and the
creation of a stable political atmosphere. Regardihe positive effect of debt-based
capital in Swaziland, this is consistent with thedings of Laureti and Postiglione
(2005:849) for the Mediterranean countries. Howgeites important to note, as Laureti
and Postiglione (2005:849) cautioned, that in coestwith poorly developed financial
system, such as Swaziland, the debt flows can hawvegative effect on growth if such
inflows are not properly invested. Hence, the coumtill do well to ensure that debt
inflows are properly invested. Also, the fact tHabt flows are very volatile and could be
pro-cyclical, requires that the country should persound macroeconomic polices and
ensure a stable political environment in order ustain the positive results from such

inflows.

9.3 CONTRIBUTION OF THE CURRENT STUDY

Overall, this study contributes to the existingtéture in a number of ways. Firstly, it
represents the most comprehensive time-series stutlhe relationship between FD, IFI
and economic performance in the SACU countries. N previous studies often
include some of the SACU countries in cross-coupinpanel data analyses, there has
never been a time-series country-specific anafgsithe SACU countries of most of the
issues analysed in the current study. The anabfsike relationships between FD, IFI
and economic performance in the SACU countried igagticular interest given that the
official integration arrangement among these coestrepresents one of the oldest

integration arrangements in the world. Thus, thislg fills a major gap in the literature.

Secondly, the time-series framework used in thdystepresents another contribution of
the study. Unlike cross-country/panel data studibe current framework has the
advantage that it provides country-specific estawatthereby fully accounting for

possible heterogeneity across the countries. & filby accounts for the endogeneity of
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each variable in the model, thereby avoiding tls& 0f reporting an incorrect model
where the modelled variable is actually not endogenThus, instead of a mere degree
of association often obtained in cross-country/pastadies, where such degree of
association could not be given causal interpratatimth the effect of FD, IFI on output
and the causality relationship between them caesbimated more reliably with the time-

series approach.

Moreover, the fact that this analysis uses sevewatrol variables represents a major
improvement on previous time-series studies. The af several relevant control
variables, employed one at a time in the curreathéwork, makes it possible to explore
the robustness of the results obtained in the aizlyhis is necessary since it is possible
that the effects and causal relationship(s) betwikervariables of interest (FD, IFI and
output) may be sensitive to the control variabkesdu(Quinn, 1997:536).

Lastly, the current study explores different measusf IFI, benefiting from one of the
most recent and comprehensive data sources ofeXrfal Wealth of Nations Mark 11
by Lane and Milesi-Ferretti, 2006). The use of salveneasures of IFI in this study
makes it possible to address an important policgstjon i.e. what kinds of external

capital stock is more important for economic grawth

While the current study has filled some gaps inltteeature, it also has its limitations.
One such limitations relates to the measures ofuSBd in the study that focus on
developments in the banking sector without takirig account developments in the bond
and stock markets as well as other non-bank fimhmestitutions. In the smaller SACU
countries where the bond and stock markets and atirebank financial institutions are
highly underdeveloped or non-existence, the reso#tg not be adversely affected by the
use of the bank-based measures. However, in SolusitaAwhere the bond and stock
markets as well as other non-bank financial instins are highly developed, the bank-
based measures of FD may underestimate the efféctancial system development in
the economy. This is an area where further resdarokeeded to uncover the effects of

the other aspects of the financial system in thenewy. In doing this, besides using
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separate indicators that measure each aspects bh#imcial system, it may be necessary

to develop a composite index of the entire finangyatem in such analysis.

Another limitation of the current study stems frahe limited sample of time-series
observations used in the econometric models. Asliteeature suggests, while the
number of observations are enough to carry outithe-series analysis in the study, the
degrees of freedom are nevertheless limited. Timged degrees of freedom makes it
difficult to explore more than one control variablet a time. Therefore, it is
recommended that the analysis is repeated as nateibdcomes available in time. With
more data and hence more degrees of freedom, idvatep be possible to include more
control variables. Moreover, as more data becomattadle it will be possible to explore
other econometric methods such a Kalman Filterrtieeie to determine the time-varying

nature of the effects of the relationships addikgs¢his study.

94 CONCLUDING REMARKS

In summary, though FD and IFI have great potertalstimulate economic growth

significantly in developing countries, their berefacross the SACU in terms of growth
effects remain very weak. This may be due to a reurob factors such as inefficiencies
in the credit allocation mechanism, the underdgualent of the financial systems, weak
regulations and banking supervision, lack of comtipetamong banks, as well as weak
and inefficient legal systems. There are also 8irat problems such as low

entrepreneurial capacity and over-dependence ororimgespecially in the smaller

SACU countries). Addressing these problems will @l regional and country-specific

strategies.

At the country level, government should make comcerefforts to create enabling
environments through ensuring strong domestictutgins (financial, legal, etc.), strong
economic performance with alternative investmerposfunities, and a stable political
environment. In countries such as Lesotho and 3ava¥i governments also need to
strengthen property rights. In addition, given t8atuth Africa is the main economy with
the most developed financial system, South Afrieeds to take the leading role to

ensure sustained financial stability. Any majorficial disruption in South Africa could
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undermine its central role, which, in turn, couldka member states push for more

independent national policies.

A regional approach will call for the establishmeritregional organs (institutions) to
coordinate monetary and financial integration éffoSuch efforts will include policies
toward macroeconomic convergence, regional suarei# mechanisms (macroeconomic
surveillance systems that would encourage membantdes to pursue sound policies)
and regional payment systems (payments and cleaysigms for banks, securities and
insurance). In addition, efforts need to be coat#id in the areas of legal frameworks
(rules and regulations governing the conducts okbaforeign exchange operators and
payment system to support the development of stforancial systems) and financial
infrastructural development for the harmonisatidrregulations and the supervision of
the financial sector as well as the harmonisatibmational, monetary and financial

statistics — common data dissemination systemsamonon statistical database.

To create and sustain such regional institutioas whll oversee and regulate the process,
will call for a considerable political will amongember states to ensure that domestic

interest does not override the regional goals.

A combination of both the country level and regioeifiorts will help to ensure that the
benefits of FD and IFI are realised in a more edpé manner across the countries. This

will further strengthen their integration effects.
Finally, as developing countries become more firalycintegrated, it is important that

the dynamics of the process are continuously stiudibis will enable countries to avoid

the mistakes of the past and to help them harhessenefits that integration brings.
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