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TRADE, FINANCIAL OPENNESS AND ECONOMIC
GROWTH: PANEL DATA EVIDENCE FROM MENA
COUNTRIES

Samouel BEX Zouhair FERJANI

Abstract

In this paper we test, the Rajan and Zingales 3Jp0@/pothesis on the effectiveness of
simultaneous openness: financial openness and tpdaness. According to Rajan and
Zingales (2003) a simultaneous openness of traddiaance is necessary to act on financial
development in the presence of financial and inmcalshcumbents. Our aim is to test that
hypothesis but regarding economic growth. To donsouse a GMM panel data method on a
sample of 18 countries from MENA region. The stuilge span is 1984-2014. The main
result shows the non effectiveness of Rajan andjadés (2003) assumption for MENA
countries. The reason is that simultaneous operofesade and openness does not seem to
have a positive and significant effect on growth.
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Empirical studies related to development issuesiden financial and trade openness as key
determinants for growth. There are also plenty toflies on the sense of causality and
channels through which financial and trade openmdfest economic growth. In fact, for
more than a decade, scholars have debated theblgofisk between trade policies and
economic performance. While liberal economists adt® the need for liberalization to
enhance growth (Kearl et al 1979; Bhagwati 200#)eis suggest protectionism as the way
forward for a better development. This controveceytinues nowadays, yet we live in a
period of intense trade. To name but a few, Krugifi®®4), Rodrik (1995) and (2012) and
Stiglitz (2002) were skeptic about that link. Thaygue that the relationship between
openness and growth is weak, otherwise non-existéwb problems arise from that
controversy. First, until recently, theoretical netsd could not establish a pertinent link
between trade strategies and rapid growth equihbri Second, empirical literature was
tempered by serious problems of data availability.

Besides, it is commonly admitted that financial elepment (considered by orthodox

literature as a consequence of financial opennissah important determinant for growth

(Levine 2004; Demetriades and Andrianova 2004; Deades and Hussein 1996; Goodhart
2004). Rajan and Zingales (2003) focused theirésteon the existence of local financial

agents, what they call “incumbents”. These agezdp the benefits of the absence of financial
openness (and thus the absence of internationgbettion) to extract high rents from their

preferred positions. Thus, they prevent the expanand the development of financial and
banking markets, for fear of eroding their rentslaral markets. Rajan and Zingales (2003)
argue the need for a simultaneous trade and fiahmgenness in order to tackle these
roadblocks and achieve financial development. Tdwtradict the theory of “sequencing” of

McKinnon (1991) by assuming that simultaneous faianand trade liberalization weaken the
opposition to opening conducted by the incumbents.

However, despite the importance of the topic, eousts have devoted a rather substantial
amount of attention to double openness issue imtaes with sophisticated and well-
functioning financial markets. Much less is knoviioat these mechanisms in economies with
less developed financial systems. Except Baltagil €2009) and as much as we know, the
literature lacks a cross-country or cross-regiatatly able to produce general results about
trade and financial openness in these countriegciftigally, in MENA countries, the
uncertainty that surrounds the impact of synchrexhiapenness on output remains visible.

This study tries to fill this gap and foster reskam this area. The aim is to show if a
simultaneous trade and financial openness coufardié¢able for growth in MENA countries.

We use econometric techniques applied on panelfdath8 countries from MENA region

over the period of 1984-2012. The paper is strectuas follows: Section Il offers a brief
description of the link between trade opennessgrodth as stated in the literature; Section
lll provides an overview of the relationship betweitnancial development and economic
growth; Section IV is dedicated to the consequentdimancial openness on growth; Section
V is dedicated to the empirical methodology by exphg the model specification and
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presenting the data used to estimate the equatmpoged as well as reporting the results;
Section VI presents the main findings and concludes

II.TRADE OPENNESS AND ECONOMIC DEVELOPMENT

Economic policies enhancing export promotion aadérliberalization were among the most
recommended strategies for developing countrieternational economic and financial
institutions played a prominent role in promotingls strategies since the beginning of the
1980’s. Indeed, since the end of the 1970’s uh&lénd of the 1990’s, there were numerous
empirical studies attesting the positive link betwdrade openness and growth (Michaely
1977; Kormendi and Meguire 1985; Dollar 1992; Ed¥gall993; Sachs and Warner 1995;
Frankel and Romer 1999)The origins of the theoretical underpinnings ois thnk are
double. On the one hand, the neoclassical appraagiains the gains from trade
liberalization by comparative advantages whethey twre coming from natural endowments
(Hecksher-Ohlin model) or technological differen¢@scardo model). On the other hand,
literature on endogenous growth stipulates thatetrapenness affects positively per capita
income and growth through economies of scale acithtdogical diffusion across countries.
These endogenous growth theories view that operinassernational trade provides access
to imported products with high technological addatue. It also facilitates the production of
goods that require research and innovation forteeibspecialization (Harrison, 1996). In the
same vein, Romer (1986) and Lucas (1988) addedr atlguments in favor of trade
liberalization. Romer (1992), Barro and Sala-i-Nart(1995) were among others
demonstrating that countries more open to the akshe world have a greater capacity to
absorb new technologies from developed countriegraBand Sala-i-Martin (1995), for
example, supposed a world with two countries: aetbped country and a developing one.
Those two countries do not have the same endownsemiscapital movements are not
allowed in this world. Technological innovationkéaplace exclusively in the developed
country (the leader), while the developing counftige follower) merely imitates new
technologies from the leading country. The equtlitir growth rate in the developing country
depends only of imitation costs and its initialckt@f knowledge. If imitation costs are lower
than those of innovation, the follower country wobgrow at a faster rate than the leader.
Thus, it will be a trend towards convergence betwee two countries. In this kind of model,
it is expected to link imitation costs to openndsgree: the more open a country is, better
would be the capture of new ideas and other tecgnes from the rest of the world and lower
would be imitation costs. (Obstfeld and Rogoff, 629

However, Grossman and Helpman (1992) consider phatectionism instituted by the
implementation of restrictions on trade can be beiaéin some cases. Indeed, it encourages
investment in innovative, research-intensive sactand protects infant industries from

1 Blancheton. B (2004) : “Ouverture commerciale, croissance et développement : Malentendus et ambiguités des débats”,
Premiére Journée du développement du GRES « Le concept de développement en débat », 16-17 septembre 2004.
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international competition. They point out the Sclpaterian assumption that increased
competition could discourage innovation by loweriegpected profits. Yannikaya (2003)
quotes Lucas (1988), Young (1991), Grossman angrikeh (1991) and Rivera-Batiz and
Xie (1993) to show that trade integration affeatsirdries differently even if it increases the
global growth rate.

The ambiguity that characterizes the relationshepwben trade openness and growth in
literature has led to its consideration from an eiwgd standpoint. Given the difficulty to
measure openness, economists used different ealpindicators to assess that link.
Anderson and Neary (1992) developed an “indexasferbarriers” which includes the effects
of tariff and non-tariff barriers. However, it isily available for a small group of countries.
But the majority of studies have adopted the surexgiorts and imports as share of GDP as
an indicator of trade openness. Frankel and Ro&#99) found a strong link between trade
openness and growth with taking into account thdoganeity of trade and choosing
geographical variables as control variables. Iramd Tervio (2002) found the same result by
using the method of instrumental variables for ¢hddferent periods: pre- World War [, the
interwar, and the post-war periods. Other empirgtatlies have focused on the relationship
between average tariff rates and growth. Lee (1,989&)rison (1996) and Edwards (1998)
found a negative relationship between these ratdsgeowth. Rodriguez and Rodrik (1999)
have tried to reproduce the results of Edwards §L9Bhey found that the average tariff rate
has a positive and significant effect on the tédator productivity growth for a sample of 43
countries over the period 1980-1990.

Studies of Harrison (1996), Edwards (1998) and-BKlartin (1997) chose the black market
premium (BMP) as a proxy for the severity of redions on trade in goods and services.
They demonstrated the existence of a negativeior$dtip between BMP and growth.
However, Levine and Renelt (1992); Rodriguez andiriko(1999) argue that BMP is
correlated with unfavorable policies such as higfiation, high external debt ratio and
weakness of the rule of law. Hence, the use of B8Bonsidered as a poor approximation
and does not necessarily reflect reality. Yanikké®@03) used a wide range of indicators of
openness on a bunch of countries over the past tteeades. The results of his study showed
the existence of a significant and positive relalop between trade openness and growth.
However, the same study showed a positive corosldietween proxies for tariff barriers and
growth in less developed countries.

We propose to consider the second part of the hgsat of simultaneous opening. It is, in
fact, the relationship between financial opennessl g@rowth which has been more
controversy among theorists. The debate is explayethe specific nature of the financial

2 Prabirjit. S (2007): “Trade Openness and Growth: Is there any Link”, MPRA Paper 4997, p. 10.
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system in the economy and the ambiguity of finagi@vth nexus in a context of
international capital mobility.

[11. ISFINANCE A GROWTH FACTOR?

The importance of having a resilient and efficidimancial system gives incentives to
countries to implement the right policies for iwsvdlopment. This awareness is based on the
assumption that financial sector can lead to growtte should draw on the history of
economic thought to find the source of this hypsthelndeed, since the eighteenth century,
Smith (1776) discussed in the "Wealth of Nationkg role of banks in facilitating business.
He argued that banking industry can develop thextguHe specified: Every increase or
diminution of capital, therefore, naturally tends increase or diminish the real quantity of
industry, the number of productive hands, and cgneetly the exchangeable value of the
annual produce of the land and labor of the counthe real wealth and revenue of all its
inhabitant$.® In the nineteenth century, Bagehot (1873) drewnditin to the fundamental
role played by the British financial system in maing and allocating financial resources to
the most productive usésA large part of literature on finance-growth nexasokes the
pioneering work of Schumpeter (1911). He notice@ thositive impact of financial
development on growth of per capita income. Thennaagument developed by Schumpeter
is that services provided by financial sector emagea innovative activities and then boost
growth (mainly allocation of capital to best prdgevithout risk of potential losses due to
moral hazard, adverse selection or high transactiosis). The empirical studies have
confirmed these statements. A little later, Gudeyg Shaw (1960) mentioned the role played
by credit channel on funding real activity. Thegalargued that differences in levels of
economic development could be explained by diffeesrin financial systentsHicks (1969)
emphasized the importance of financial innovatithrat took place in the eighteenth century
in the success of the first industrial revolutibtfowever, the question raised following the
emergence of this literature was whether finangattor plays a role in economic
development or it follows "passively” a large mowhof industrialization. Robinson (1952)
considered thatwhere the enterprise leads, finance follbWsBut the most important
contribution lending support to the neutrality afidnce came in 1958 with the theory of
Modigliani and Miller. They demonstrated (in a frieexes and free transaction costs world)
that the economic value of an asset is indepenafehow it is funded from debt or equity.
Goldsmith (1969) pointed out that there is no pgmBgi to establish with confidence the
direction of the causal mechanism. He consideratithvas unclear whether financial factors
are backing the acceleration of growth or financialelopment is merely a reflection of
economic development.

3 Smith. A (1776): “An Inquiry into the Nature and Causes of the Wealth of Nations”, The Electronic Classics Series, Jim
Manis (Editor), PSU-Hazleton, Hazleton, PA, p. 223.

4 Abouch. M et Ezzahid. E (2007): “Financial Development and Economic Growth Nexus: The Moroccan Case”, 11émes
Rencontres Euro-méditerranéennes, Nice 15-16 novembre 2007, p. 2.

5 Trabelsi. M (2002): “Finance and Growth: Empirical Evidence from Developing Countries, 1960-1990”, Cahiers du Centre de
Recherche et Développement en Economie (CRDE), Université de Montréal, N°13, p. 1.

6 Robinson. J (1952): “The Generalization of the General Theory” in “The Rate of Interest and Other Essays”, Macmillan,
London, p. 86.
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Whereas Goldsmith (1969) was doubtful on the issileer economists have shown their
skepticism regarding the role of financial devel@mtn For instance, Lucas (1988) considered
that economists have overestimated the importahfi@ance as a determinant of economic
growth. In the same vein, Rajan and Zingales (1298)ed that the two concepts could not
be linked by a causal relationship. First, finahdevelopment and economic growth may be
dependent on common omitted variables as propetosgigive. Second, financial development
(approximated by the amount of credits provided @uedsize of financial market) permits the
forecasting of growth rate. This is possible beeanere observation of the activity on
financial markets allows the anticipation of futugeowth. Indeed, the financial market
provides an idea about growth opportunities. Thwarfcial institutions lend more when
considering that the economy will spend a perio@xgansion. Thus, financial development
is a simple indicator of the economic health rathan a causal factor.

We can notice that the debate on the importandaaifce in growth is present in literature
since long time, and so far it continues to gemenaterest. Furthermore, no final outcome
was found to this problem. On the contrary, marepbissues have emerged from the main
debate. Financial deepening could entail improvenoérnreal factors - the investment as
example — but it remains interesting to know whettiee beneficial effect occurs via
increasing the volume of investment or by improvitgyefficiency. The episode of “Great
Recession” that began in 2008 and was triggeretidgubprime crisis seems to do not fall in
line with such analysis.

Besides, the contribution of McKinnon (1973) anca®h(1973) in the debate on finance-
growth nexus was determinant. They believed onpiftueninence of finance in bolstering
economic development. On this basis, they werefiteetheorists arguing the abolition of
restrictions on financial system for an optimal tritrution to growth and better resources
allocation. In fact, before the 1970’s, governmedistort financial markets and impose
impediments to capital mobility in order to obta@sources to finance their deficits. Many
emerging countries were inspired by McKinnon (1988)l Shaw (1973) to conduct financial
openness policies since the late 1970s. At thag,tifimancial openness was seen as the
appropriate policy to enhance financial systemgrardnce and efficiency. These countries
were advised by experts from international finahciastitutions, who trusted the
recommendations of McKinnon and Shaw. The multilancial crises experienced by most
emerging countries that have adopted financialdilation since the late 1990s have cast
doubt on the advisability of adopting such recomdagions.

The upgrading of the regulatory framework, havihg tight infrastructural and institutional
bases, adopting good governance principles, haxihgalthy macroeconomic environment
are among other prerequisites for a successfuh¢iahopenness.

V. THE COMPLEX RELATIONSHIP BETWEEN FINANCIAL OPENNESS AND
GROWTH



The financial openness choice came after the kradgelef the existence of institutional and
political obstacles that do not allow the financsistem to grow in some developing
countries. In fact, the McKinnon-Shaw frameworkloé “repressed” economy is based on the
imposition by the governments of a set of policiesys, formal regulations, and informal
controls, that distort financial prices— interestes and foreign exchange rates— and inhibit
the operation of financial intermediaries at theit potential” The question to ask then is:
how should countries do to overcome the obstacteseg by politicians? The solution
proposed was the financial openness as a stepldoger financial globalization. It is defined
as the liberalization of domestic financial markeliberalization of domestic financial
institutions and the removal of capital and excleaogntrols. Thus, it is possible for any
agent to come from abroad and invest in the doméstancial market, acquire shares in
banks or other financial institutions and vice @erAt this stage, it is necessary to distinguish
between the two types of financial openness: fulhricial openness and limited financial
openness. The later consists of liberalizing theetit account and it is accompanied by a
control on the participation of foreign investonsthe country's financial institutions, as well
as an exchange control. While the full financidlehalization is capital account openness
accompanied by the abolition of any exchange cbn@apital account openness is more
difficult to achieve since it requires some preiisijes: control of inflation and budget deficit,
diversification of the economic sources of incomegdernization of the financial and banking
system, sufficient level of exchange reservesngtrepolitical institutions, good governance,
etc. The financial openness is able to bolsterfittencial development and then growth by
indirect and direct channels.

V. 1. The Indirect Benefits of Financial Openness

Allow entry of goods, services and foreign investinén a domestic market formerly
protected from international competition, entaitsvér market shares for the domestic
companies. This decrease in profits leads themea sxternal sources of funding. However,
it is necessary for the financial system to sohfermation asymmetry problems before such
request. Thus, domestic firms are more encouragedctept the institutional reforms
necessary to upgrade the domestic financial sysé@m. consequence, the enlargement of the
domestic financial sector would boost growth. Rapmd Zingales (2003), as well as
Svalaeryd and Vlachos (2002) find that trade opssnwill lead to better financial
development through the mechanism described. Funtire, the increased competition due
to the foreign firms entry, would stimulate domedtrms and would encourage them to be
more productive.

Due to financial openness, the possibility givemnternational financial institutions to invest
in domestic ones is likely to promote financial di®pment. It sharpens competition on
domestic banking and financial markets. Indeed,nh@mestic firms acquire the ability to
borrow from foreign credit institutions, it may lieat domestic financial institutions lose

7 Denizer. C et al (1998): “The Political Economy of Financial Repression in Transition Economies”, World Bank Policy
Research Working Paper, N°2030, p. 3.



market shares. The same is available with the im@igation of international financial

institutions with local subsidiaries. To compenstiis loss, domestic financial institutions
have an incentive to seek new customers to lenoh tredits. However, these institutions
need a certain type of information on potentialrbaers to better monitor and minimize
credit risks. Therefore, domestic financial indtdns will support institutional reforms to

improve accounting standards, financial informatiisclosure as well as the legal framework
governing bankruptcies and collaterals. With theaficial openness, domestic financial
institutions would support legal reforms which wabimprove the institutional infrastructure.

These reforms allow them to improve their profitedao strengthen their property rights
which encourage investment.

V. 2. The Direct Benefits of Financial Openness

The main benefit induced by financial opennessoisniprove the liquidity of financial
markets and lower the cost of capital as a re3uiis is likely to stimulate investment and
thus economic growth. The entry of foreign finahdmsstitutions on domestic markets,
directly affects the financial development. Effgety, when those institutions access a local
market, domestic operators feel compelled to imerbeir efficiency in order to ensure their
"survival" with the new market conditions. Furthdoreign financial operators provide
domestic financial markets of best management igecgained from their experiences in the
fields of finance and banking. Goldberg (2004) adsluls that such practices enables and
facilitates technology transfer from foreign instibns to domestic institutions. In addition,
Mishkin (2003) argues that such openness allowsntipeovement of prudential supervision.
Domestic regulators would acquire techniques & nsmnagement that have been efficient
previously in the countries of new entrants. Besjdereign financial institutions do not have
the same informational capital as the domestigtuigins. Therefore, they act to improve the
institutional environment and then ensure a beiteess to financial information.

After reviewing the literature on the relationshyetween financial openness and trade
liberalization and its impact on economic growthe will present an econometric study
applied on MENA countries with evidence from pathghamic model.

V. Empirical Study

The econometric model we have adopted is inspi@ah the work of Baltagi et al (2009).
These authors tried to test the Rajan and Zingajesthesis of the effect of simultaneous
openness of trade and finance on financial devedmpin our study, we adopted the same
model to test the effect of simultaneous opennes®anomic growth and not financial
development. The countries composing our study kamawe: Algeria, Bahrain, Egypt, Iran,
Jordan, Kuwait, Lebanon, Libya, Morocco, Oman, Qatsaudi Arabia, Sudan, Syria,
Tunisia, Turkey, United Arab Emirates and Yemenre Time span is 1984-2014.

V.1. Model Specification

8 Baltagi. B, Demitriades. P and Law. S. H (2009): “Financial Development and Openness: Evidence from Panel Data”, Journal
of Development Economics, 89, pp. 285-296.
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The equation to be estimated is:
INGDR=a+4InGDR, +4,InFD, +5,InTQ, +4,InFQ, +4& (InFQxInTO, + U, (1.

With GDP is per capita GDP, FD is an indicatoriofhcial development, TO is an indicator
of trade openness, FO is an indicator of finangg@Enness and FO*TO is the interaction term
between financial openness and trade openness.

With: U, =y +¢, +v, wherev, - N(0,0?) (i.i.d)
M, is a country specific fixed effect agis a time specific fixed effect.

We expose in what follows the adopted econometrigthod to estimate the model
parameters.

V. 2. Methodology

Due to the dynamic nature of the model, a cor@fatbetween the lagged endogenous
variable and the error term leads to biased anonsistent OLS estimates. The inclusion of
the lagged dependent variable in the equation @spé correlation between one of the
regressors (INGDR) and the error term () since the lagged dependent variable is function
of Ui.1 which includes the country specific effect)(u

INGDR, =a+4INGDR,, +4,INFD,, +4,INTQ,, +4INFQ, +4 (NFQXINTQ )+ Uy, (2

Wlth U it1 = ﬂi + Eit-l + Vit-2

We notice the existence of a relationship betwe&DIR:.1, which is a regressor in equation
(1) and the country specific fixed effggtwhich is included in the error termilUBecause of

this correlation, the estimation suffers from thiekgll (1981) bias, which disappears only if
T tends to infinity. In order to heed for the aagressive nature of the model, the preferred
estimator in this case is General Method of Momé@MM) suggested by Arellano and
Bond (1991). This estimator basically differentsatbe model to get rid of country specific
effects or any omitted time-invariant country sfieciariables’

However, there are two types of GMM estimator fgna@mic panel data: the first-differenced
GMM panel data estimator and the system GMM estimdihe first type of GMM estimator
developed by Arellano and Bond (1991) takes firfferences to weed out unobserved time-
invariant country-specific effects, and then ingtemt the right-hand-side variables in the
first-differenced equations using levels of theesetagged two periods or more. The system
GMM estimator thus combines the standard set oatoys in first-differences with suitably
lagged levels as instruments, with an additionabsequations in levels with suitably lagged

9 Baltagi et al (2009): “Financial Development and Openness: Evidence from Panel Data”, Journal of Development
Economics, 89, p. 287.
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first-differences as instrumeritsBlundell and Bond (1998) have had tested this otkthith
Monte Carlo simulations and have found that the GBjigtem is more efficient than the first
differenced GMM estimatdt.In practice, the GMM system estimator has seatahntages
given that it takes into account country-specifite@s, while allowing addressing issues
associated with endogeneity, measurement errodspraitted variables?

A special feature of the dynamic panel data GMMneation is that the number of moment
conditions increases with T. Therefore, a Sargshisgperformed to check the overall validity
of instruments. Moreover, in order to verify thesamption of the absence of serial
correlation in error terms, we run a second tel¢@ddhe 29 order autoregressive test AR(2).

V.3. Data sources and variables description

In order to run our econometric models, we gathelad from different sources. According
to the availability of these data, the treatmentirafomplete panels is imperative. Each
variable is then observed over a varying time gkand the dynamic panel model for MENA
countries is unbalanced.

The dependent variable GDP which is approachetidypér capita GDP expressed in current
international dollar is extracted from World Devatheent Indicators Database of the World
Bank (WDI-WB 2015).

For the financial development indicator, we tooloiaccount two indexes:

*DCBS Domestic credit provided by the banking sectatudes all credit to various sectors

on a gross basis, with the exception of credith® ¢entral government, which is net. The
banking sector includes monetary authorities angosié money banks, as well as other
banking institutions. Examples of other bankingtitnons are savings and mortgage loan
institutions and building and loan associationssThdex is among the most used indicators
for banking development. According to Rajan andgdias (2003), it gives an assessment of
the opportunities offered to an entrepreneur @ma to fund their projects.

*SMK: Stock market capitalization of listed companies share of GDP. The market
capitalization (also known as market value) is share price times the number of shares
outstanding. Listed domestic companies are the dboadly incorporated companies listed
on the country's stock exchanges at the end ofy¢lae. Listed companies do not include
investment companies, mutual funds, or other ctMlecinvestment vehicles. It gives an
assessment for the size of the financial market ocountry. While this is perhaps the most
important indicator of capital market developmentlas widely used in the literature, its

10 Bond. S. R et al (2001): "GMM Estimation of Empirical Growth Models" CEPR Discussion Papers 3048, C.E.P.R. Discussion
Papers, p. 9.

11 Blundell, R and S. Bond (1998): “Initial Conditions and Moment Restrictions in Dynamic Panel Data Models”, Journal of
Econometrics, 87, N°1, p. 116.

12 Kpodar, K and R J Singh (2011): “Does Financial Structure Matter for Poverty: Evidence from Developing Countries”, Policy
Research Working Paper 5915, December, p. 11.
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main weakness is that it may fluctuate excessiver time, reflecting any excess volatility
in stock prices?

These two indexes are extracted from World Develamnindicators Database of the World
Bank (WDI-WB 2015).

Trade openness is measured by the sum of expodtsnaports as share of GDP. World
Development Indicators Database of the World BamMb[-WB 2014) is the source of that
indicator.

Financial openness is approached by KAOPEN, whsctheé Chinn-Ito index for financial
liberalization. KAOPENIs based on the four binary dummy variables repoirtethe IMF’s
Annual Report on Exchange Arrangements and Exchdtegdrictions (AREAER)hese
variablesare to provide information on the extent and natfr¢éhe restrictions on external
accountdor a wide cross-section of countries. These véemhbre:

* k1: variable indicating the presence of multiple exie rates;

k2 variable indicating restrictions on current aaaoinansactions;

« k3: variable indicating restrictions on capital acebtransactions; and

* k4: variable indicating the requirement of the sudesmof export proceeds.

In order to focus on the effect of financial opessie rather than controls Chinn and Ito
(2005) reverse the values of these binary varialsiash that the variables are equal to one
when the capital account restrictions are non-ertstThe source of this index is Chinn and
Ito (2008) (updated to 2010). We also used otmaritial openness indexes:

LANEFINOP is ade factofinancial openness index, unlike KAOPEN considessde jure
financial openness index. For Lane and Milesi-Re(2007) LANEFINOP, which is the sum
of foreign assets and liabilities as share of GI3Pnore appropriate than KAOPEN. The
source of this indicator is: Lane and Milesi-Far(2007).

FINREFORM is constructed on the basis of 7 inteemal external sub-indicators of financial
liberalization:

* Credit controls and excessively high reserve rezguents

* Interest rate controls

* Entry barriers

* State ownership in the banking sector

» Capital account restrictions

* Prudential regulations and supervision of the bagksector and

* Securities market policy

13 Baltagi. B. H et al (2009): op, cite., p: 289.
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Along each dimension, a country is given a finarecon a graded scale from zero to three,
with zero corresponding to the highest degree @ression and three indicating full

liberalization. Since each of the seven componeastake values between 0 and 3, the sum
takes values between 0 and 21. The source ofrttlicator is: Abiad, Detragiache and Tressel

(2008).

V.4. Results

We now report the results using the system GMMregtbr. We used the White procedure to
avoid eventual heteroscedasticity problem for taadard deviations.

Table. 1. Empirical results

Expected Sign D 2 (©) 4) ©) (6)
Lagged ) 0,522 0,51 0,568 0,51 0,511 0,543
Economic (0,000)*** | (0,000)*** | (0,000)*** | (0,000)*** [ (0,000)*** | (0,000)***
Development
DCBS ) 0,12 0,113 0,15
(0,008)*** (0,52)* (0,043)**
SMCLC (+) 0,175 0,03 0,11
(0,02)** (0,102)* (0,16)
Trade ) 0,365 0,37 0,348 0,541 0,671 0,135
Openness (0,032)** | (0,036)** (0,2)* (0,004)*** | (0,000)*** (0,458)
KAOPEN (+) or (-) -0,175 -0,169
(0,067)* (0,087)*
LANEFINOP (+)or(-) -0,577 -0,342
(0,000)*** | (0,001)***
FINREFORM (+) or (-) -0,311 -0,244
(0,002)*** | (0,024)**
Interaction (H)or(-) 0,051 -0,05 -0,157 -0,007 -0,006 -0,006
Term (0,111) (0,03)** | (0,000)*** [ (0,024)** | (0,044)** | (0,024)**
I nter cept -2,5 -2,46 -3,331 1,521 0,884 6,18
(0,272) (0,366) (0,1)* (0,134) (0,393) [ (0,000)**=*
Observations 429 418 336 464 633 334
Sargan Test 6,31 4,45 7,18 9,43 8,55 7,69
(0,111) (0,067) (0,311) (0,226) (0,067) (0,8)
AR(1) -1,59 -1,71 -1,83 -1,87 -1,27 -1,15
(0,231) (0,087) (0,068) (0,062) (0,206) (0,25)
AR(2) -1,16 -0,55 -1,88 -1,41 -1,38 -1,05
(0,247) (0,585) (0,06) (0,158) (0,168) (0,296)
Wald Test 9,61 15,42 6,91 7,55 10,08 10,08
(0,000) (0,000) (0,000) (0,000) (0,073) (0,073)*

Notes Figures in parentheses are p-values. For AR(1)2AR(d Sargan test, null hypotheses is respectategnce of
first order, second order autocorrelation and Wglidf lagged variables as instruments. For Wa#d, teull hypothesis
is explanatory variables joint insignificance. Final development is considered as endogenousbhariBummy time
variables are included and are considered as erogerariables.
**x ** and * denote significant at 1%, 5% and 10%&spectively.

We focus on coefficientg,, B, et B, since the former reflects the marginal effectrafle

openness on economic development; the secondteeflex financial openness effect and the

last that of the interaction between these two fypkopenness. This interaction effect is
14



expected to shed light on the simultaneous openoiesade and finance. In fact, the total
effect of an increase in trade openness and hanéial can be calculated by examining the
partial derivatives of economic development comgaoetwo types of openness:

0InGDPR,

——— =L, + LInFO.
6|nTOit_1 :33 135 it-1
dInGDR,

——— Y= +fInTO,
GlnFOit_l ﬁ4 ﬂS it-1

The assumption of Raguram and Zingales (2003)tisfiga if all coefficients are positive.
However, the results show that onfy, is significantly positive in all cases. This rdsul

remains robust whether financial development isr@gghed by the ratio DCBS or SMK.
Similarly, this finding does not change whether take into account financial openness
factoorde jure

These results confirm the idea of sequencing aaduglism in the conduct of economic
reforms. In fact, according to McKinnon (1991), ttegital account liberalization should be
the last of a series of reforms and should takeeptance trade liberalization completed. In the
same vein, Chinn and Ito (2006) found that for digyed and developing Asian countries
trade liberalization was a prerequisite for finahcopenness. Moreover, Haggard and
Maxfield (1993) demonstrates that trade openness pserequisite for financial openness,
while Leblang (1977) found no effect of trade ldlezation on financial liberalization.
Aizenman and Noy (2004) found a bidirectional rielaship between financial openness and
trade liberalization. However, they also found tHatancial openness leads to trade
liberalization rather than the reverse. Torneldle2004) showed that financial liberalization
has always followed the trade liberalization in s two decades.

The coefficient 8, representing the marginal effect of financial apess is significantly

negative in all cases. This result confirms thegsholds approach findings for the realization
of the globalization benefits. In fact, accordingtihe proponents of that approach, the capital
account openness is source of advantages and emorimnefits even in developing
countries. However, the occurrence of such bene#iguires a bunch of economic
prerequisites and institutional conditions. To tlkisd, empirical studies focusing on the
relationship between financial openness and grdwtre found that there may be threshold
effects (Kose et al. 2006, Ito 2006). In other vgprithancial openness seems to have positive
effects on the economy only beyond a given levelesfelopment. Effectively, when property
rights are not protected or when laws are not eefibrin a legal system, foreign direct
investment cannot be effective in achieving theisalg. Foreign investors are deemed to
suddenly withdraw their funds and flee to investnthelsewhere at the slightest sign of
trouble (cut and runy!

14 Prasad. E et Rajan. R (2008): “A Pragmatic Approach to Capital Account Liberalization”, Journal of Economic Perspectives,
22(3), p. 154.
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A country with no adequate laws for insolvencyikely to be severely affected in case of
panic, precipitating the collapse of the compameshich foreign capital has been invested.
In addition, the nature of foreign investment maydgnificantly different depending on the
quality of the institutional infrastructure of tkeuntry. The institutional quality encompasses
the quality of public and private governance, tregidlative strength, government
transparency, the level of corruption, etc. Fama &auro (2005) found that institutional
guality in an emerging economy helps attract moreifjn direct investment to the detriment
of portfolio investment. These are more risky aasier to withdraw in case of panic. Another
advantage of FDI is that foreign investors are niovelved in the governance and enable the
transfer of technology and managerial know-how thas not allow portfolio investmetit.

V1. Conclusion

The aim of this paper is to test the Rajan and aleg assumption about the rationality of
simultaneous trade and financial openness. Evethey tested the impact on financial
development, we chose to check the impact of llilzatgon of finance and trade on economic
development. The underlying idea is that finandeVelopment acts positively on growth.
Also it is one of the hypotheses that we trieddst in this paper. The results found in our
study disprove the suggestions of Raghuram andalsg2003). Indeed, for the sample of
countries considered, we found that only trade rdilimation is beneficial to economic
development as well as financial development. Rirropenness is detrimental for growth
in such conditions, which confirms the findingstloé thresholds approach. Under that view,
minimum levels of institutional development, ma@oeomic stability and trade openness
must be achieved. Only in such case, capital a¢cddeeralization can positively influence
growth.
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