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Chedlia Farhat (Tunisia)

DETERMINANTS OF BANKING
SECTOR DEVELOPMENT IN
DEVELOPING AND EMERGING
ECONOMIES: UNVEILING THE
ROLE OF ECONOMIC GROWTH,

TRADE OPENNESS, AND FINANCIAL

LIBERALIZATION

Abstract

The determinants of financial development in developing and emerging economies are

examined in this article. The long-term relationships between banking sector develop-
ment, financial integration, trade openness, and economic growth are explored using
FMOLS-DOLS panel estimations spanning from 1980 to 2021. The critical significance

of economic growth, trade openness, and financial liberalization as fundamental driv-
ers of banking system progress is underscored by the results. To investigate this rela-
tionship, two specifications are introduced to measure banking sector development:

private credits (specification 1) and the ME ratio (specification 2), which is defined

as the ratio of M3 to GDP. In the context of specification 1, quantitative outcomes

reveal that a 1% increase in economic growth results in a substantial rise of 0.207% in

banking sector development according to FMOLS, and 0.972% according to DOLS.
Similarly, a 1% increase in trade openness has a noteworthy positive impact of 0.019%

on banking development. Furthermore, the results indicate that financial liberalization

contributes positively to banking sector development, with an effect of 0.002%. In the

context of specification 2, the impact of economic growth is more pronounced, with a

significant increase of 0.3187% (FMOLS) and 0.852% (DOLS). However, trade open-
ness (TRADE_OP) manifests a negative impact of -0.392% (FMOLS) and a positive

impact 0of 0.0162% (DOLS). In conclusion, the critical importance of economic growth,
trade openness, and financial liberalization in the development of the banking sec-
tor in developing and emerging economies is underscored by the empirical evidence.
Prudent economic and financial policies, along with strengthened regulation and su-
pervision, are recommended to foster sustainable and resilient financial development

in these contexts.

Keywords financial development, banking sector, financial
integration, trade openness, economic growth, financial
liberalization, regulation, supervision

JEL Classification G21, G28

INTRODUCTION

The linkages between financial development, trade openness, financial
liberalization, and economic growth have been debated in the realm
of international economics. This relationship has been explored by
several researchers (Bahajji, 2023; Kong et al., 2021; Qamruzzaman,
& Jianguo, 2020; Pan et al., 2019). Additionally, the pivotal role of fi-
nancial development in post-trade and financial liberalization eco-
nomic recovery has been emphasized by researchers such as Usman
et al. (2021), Redmond and Nasir (2020), Ductor and Grechyna (2015),
and Guariglia and Poncet (2008). Within developing and transition-
ing countries, financial liberalization has been regarded as a means to
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foster competition within national banking sectors and attract foreign banks, as highlighted by Fu et al.
(2020). However, the interference of state intervention in lending decisions has frequently impeded bank
competitiveness in these regions.

The central issue of this study revolves around comprehending the driving forces that shape the de-
velopment of the banking sector in developing and emerging economies, while shedding light on how
economic growth, trade openness, and financial liberalization interact to influence this development.

By exploring these interactions, a deeper and more nuanced understanding of the underlying mecha-
nisms that shape the banking sector in these specific contexts is aimed to be provided by this research.
This, in turn, could enable more effective policies and strategies to be developed by policymakers, prac-
titioners, and researchers in order to promote sustainable and balanced financial development in devel-

oping and emerging economies.

1. LITERATURE REVIEW

It is widely acknowledged in the scholarly litera-
ture that the enhancement of financial ease and
financial development in specific economies can
be facilitated through external financial liberali-
zation and trade openness, as anticipated (Levine
& Zervos, 1998). These aspects are of significant
importance within the scope of the research, as
they are instrumental in shaping the banking
sector in these economies and, consequently, are
essential for achieving the goal of gaining a deep-
er understanding of these mechanisms.

Banking development in the context of 287 banks
from 37 emerging economies was advanced
by trade openness, as demonstrated by Ashraf
(2018). This led to heightened bank loans and im-
proved efficiency. However, the role of financial
openness remains constrained, as credit costs di-
minish while banking sector risk escalates. T. Bui
and H. Bui (2020) substantiated the positive im-
pact of trade openness on bank lending via risk
mitigation and enhanced diversification.

Conversely, Ashraf et al. (2021) unveiled an ab-
sence of consensus concerning the impact of
economic openness, suggesting an influence
on bank funding costs and borrower risk. Post-
deregulation, financial liberalization exacerbates
risk, as discerned by Klomp and de Haan (2014),
thus advocating enhanced prudential control.

Rajan and Zingales (2003) underscored the com-

bined impact of financial and trade openness on
financial development, with variations evident
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across nations. While Kim et al. (2011) validated
a negative impact, Bandura (2022) illustrated a
favorable trade openness effect on Sub-Saharan
African countries, accentuating the enhance-
ment of institutional quality.

By employing dynamic panel estimation, sig-
nificant determinants of financial development
emerged through financial and trade openness,
as noted by Baltagi et al. (2009). This suggests
that closed economies should initiate capital ac-
count openness and trade to attain banking sec-
tor benefits. In India, Murthy et al. (2014) veri-
fied a long-term connection between financial
development, trade openness, and economic
growth.

Utilizing panel data, Ashraf (2018) divulged
the roles of trade and financial openness in
the banking system development of emerging
economies. Beck (2002) emphasized the favor-
able linkage between financial development
and exports, as well as trade balance. Sehgal
et al. (2013) manifested a two-way connection
between financial development and growth.
Sehrawat and Giri (2016) identified cointegra-
tion between financial development and growth,
while Ouedraogo and Sawadogo (2022) estab-
lished this relationship for Sub-Saharan African
economies.

In an analytical exploration involving developed,
emerging, and developing countries, Lemaallem
and Outtaj (2023) affirmed the existence of a
long-term relationship connecting internal and
external financial liberalization, trade openness,

http://dx.doi.org/10.21511/bbs.18(3).2023.15



and growth. Uddin et al. (2013) discerned a posi-
tive correlation between the financial sector and
growth in the context of Kenya.

A parallel approach to analysis was undertaken by
Ashraf (2018), utilizing a panel dataset encompass-
ing 287 major banks across 37 emerging nations
during the 2000-2012 timeframe. The pivotal
roles of trade and financial openness in emerg-
ing economies’ banking system development were
thus illuminated. Notably, financial liberalization
curbs credit costs, while trade openness propels a
streamlined banking sector. This symbiotic trade-
finance relationship was corroborated by Wajda-
Lichy et al. (2020) across eight countries.

Beck (2002) spotlighted the positive nexus be-
tween financial development, exports, and man-
ufactured goods’ trade balance. Similarly, Baltagi
et al. (2009) underscored trade’s formidable influ-
ence on financial development. However, more re-
cent findings by D’Onofrio and Rousseau (2017)
fail to validate this positive trade impact during
the initial globalization wave, spanning 1850-
1929, across 17 countries. Comprehensive analy-
ses encompassing VAR and VECM methodolo-
gies unveiled that trade liberalization lacks a di-
rect favorable impact on broad money aggregates.
Recent work by Shafiei et al. (2023) echoes the
positive association between trade openness and
banking system development.

Via dynamic panel estimation techniques, Baltagi
et al. (2009) unearthed the statistical significance
of financial and trade openness in shaping finan-
cial development. Evidently, a negative correlation
emerges between the extent of financial openness
and the marginal implications of trade liberaliza-
tion, underlining the necessity for closed econo-
mies to intensify capital account openness and
trade for maximal banking sector advancement.

Turning attention to India, Murthy et al. (2014)
corroborated the persistent interaction between
financial development, trade openness, and eco-
nomic growth via a component-based analysis.
Conversely, Singh et al. (2023) accentuated the
asymmetrical essence of this linkage. Intriguingly,
Murthy and Samantaraya (2014) discerned no dis-
cernible ties between financial development, trade
openness, and GDP across 21 African countries.

http://dx.doi.org/10.21511/bbs.18(3).2023.15

Banks and Bank Systems, Volume 18, Issue 3, 2023

Meanwhile, Lemaallem and Outtaj (2023) har-
nessed an ARDL model to scrutinize developed,
emerging, and developing nations’ dynamics
across the 1980-2018 epoch, reaffirming a long-
term affiliation between internal and external fi-
nancial liberalization, trade openness, and eco-
nomic growth, albeit with a transient adverse
effect.

Within the ambit of financial-real sector dynam-
ics, Uddin et al. (2013) conducted an exploration
within the Kenyan context spanning 1971 to 2011,
exposing a positive correlation between financial
sector evolution and growth. Notably, develop-
ing and emerging economies, characterized by
volatile macroeconomic policies and pronounced
financial obstacles, stand to gain from cultivat-
ing and expanding ties with global financial mar-
kets to augment productivity and catalyze swifter
growth. This harmonious bank-economy cor-
relation is further validated by the endeavors of
Ouahmane and Guati (2023).

Abdlkarim and Atef (2009) proffered empirical es-
timates spanning 22 developing countries during
1990-2006 to substantiate the favorable correla-
tion between financial development and economic
growth, with institutional quality emerging as a
pivotal determinant.

Sehgal et al. (2013) orchestrated an exploration in-
corporating data from 75 countries across 1990-
2009, unraveling a reciprocal rapport between
financial development and economic growth.
Irrespective of the countries’ income levels, banks’
significance in propelling economic growth
loomed large. Adu et al. (2013) corroborated the
positive interrelation between private sector credit
as a percentage of GDP and total domestic credit
to the private sector, underscoring their positive
alignment with economic growth. Conversely, the
ratio of broad money aggregates to GDP exhibited
no favorable connection with economic growth.

Sehrawat and Giri (2016) confirmed the presence
of a cointegrating relationship linking financial
development and economic growth, employing
FMOLS and DOLS estimations in their pursuit.
Regrettably, no analogous positive impact sur-
faced concerning trade openness. Notably, Sub-
Saharan African economies were the theater for
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Table 1. A review of the literature on the link between financial development, opening policies,

and economic policy

Study Sample . Study Period : Model ‘ Conclusions
) Six ASEAN B i GMM (Generalized | A nonlinear relationship between economic growth
Bu|(2020) ,,,,,,,,,,,,,,,,,,,,,, ...countries i 20042017 . Method of Moments) : and financial development was identified

inancial development is fostered by financial

e022) e 20Ny | Peneldetaanalel globalistion
Tongurai and Systems of equations | positive and bidirectional relationship between
Vithgessonthi (2023) 164 countries 1960-2020 | >’ estimatciqon i financial development and financial openness was
‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘ S NS S ol R
Ibrahim and Sare 46 African 10802015 GMM rade openness has a positive impact on private
A2018) L CountIeS O
19 countries 2006-2018 Panel analyses nonlinear relationship between economic policies

Shabir et al. (2022)

22 emerging

4 1980-2020
Jgeonomies |

Nguyen et al. (2022)

Lyu et al. (2023) China 1996-2019
Yuan et al. (2022) China . 1987-2016
Khan et al. (2021) GCC countries 2007-2015

885 banks from

DCCE and panel
anger causality tes
¢ Parallel trend test

 (PTT) and difference-
i in-differences (DID)

Panel analyses

Panel analyses

nd private credits was identified

Alinear and bidirectional relationship between
ncial development and growth was established

tes

inancial openness enhances the international
i trade system, facilitating access to bank credit
ervices

Financial openness improves national financial
fficiency and reduces macroeconomic volatility

rade openness and financial liberalization have a
itive impact on overall financial development
ncreased trade openness leads to improved
anking sector performance and a reduction in

Rahman etal. (2021) BRICS countries, 2000-2017 GMM termediation costs, while enhancing the overall
‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘ lity of the banking sector
Caporale et al i The relationship between financial development
P ' Six EU members 1996-2018 GMM and PM i and trade openness exhibits direct and indirect

(2022)

i effects

the positive correlation between financial devel-
opment and economic growth, as affirmed by the
toil of Ouedraogo and Sawadogo (2022). The in-
quiries by Oroud et al. (2023) and Nguyen et al.
(2022) lend credence to the affirmative relation-
ship between financial development and economic
growth within emerging economies.

The antecedent findings underscoring the affir-
mative nexus between the real sector and the fi-
nancial sector within the UEMOA zone across
1996-2018 were revalidated by Hervé (2021), thus
highlighting the pivotal role of governance quality.

To encapsulate, the literature underscores the sig-
nificance of financial development, trade openness,
and economic growth. Furthermore, the literature
accentuates the affirmative correlation between fi-
nancial development, exports, and trade balance
(Sarwar etal., 2021), as well as the intricate interplay
among financial development, international trade,
and economic growth, necessitating special atten-
tion in both policy and academic dialogues. A re-
ciprocal relationship linking economic growth and
financial development is firmly established.
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This article aims to investigate the fundamen-
tal factors contributing to financial development
within these economies. Its goal is to identify el-
ements influencing the evolution of the banking
sector. The hypothesis under examination posits
a long-term correlation between these variables,
suggesting that the development of the banking
sector is significantly influenced by financial lib-
eralization, economic growth, and trade openness.

2. METHODS

The empirical analysis of this study focuses on
assessing the influence of financial integration,
trade openness, and economic growth on the
development of the banking sector in both de-
veloping countries (Panel A) and emerging econ-
omies (Panel B). Panel A comprises 34 develop-
ing countries (Albania, Belize, Bhutan, Bolivia,
Cape Verde, Cameroon, Republic of Congo, Cote
d’Ivoire, Arab Republic of Egypt, El Salvador,

Eswatini, Fiji, Ghana, Guatemala, Guyana,
Honduras, India, Lao People’s Democratic
Republic,  Lesotho, = Mongolia, = Morocco,

http://dx.doi.org/10.21511/bbs.18(3).2023.15



Nicaragua, Nigeria, Pakistan, Papua New Guinea,
Paraguay, Philippines, Senegal, Solomon Islands,
Sri Lanka, Tonga, Vanuatu, Vietnam, and
Zambia), while Panel B encompasses 38 emerg-
ing economies (Algeria, Angola, Antigua and
Barbuda, Argentina, Botswana, Brazil, Bulgaria,
Chile, China, Colombia, Costa Rica, Dominica,
Dominican Republic, Ecuador, Gabon, Grenada,
Islamic Republic of Iran, Jamaica, Jordan,
Lebanon, Libya, Malaysia, Maldives, Mexico,
Namibia, Panama, Peru, Romania, Russian
Federation, Seychelles, South Africa, Saint Lucia,
Saint Vincent and the Grenadines, Thailand,
Tunisia, Turkey, Uruguay, and Venezuela, RB)
The estimation dataset includes 72 countries and
covers the period from 1980 to 2021.

The impact of financial integration, trade open-
ness, and economic policies on banking system
development is examined in the study. This is
achieved by employing the dynamic ordinary
least squares (DOLS) model estimation meth-
odology developed by McCoskey and Kao (1998)
and the fully modified ordinary least squares
(FMOLS) model introduced by Phillips and
Hansen (1990) and further refined by McCoskey
and Kao (1998), Phillips and Moon (1999), and
Pedroni (2001). It has been demonstrated by Kao
and Chiang (2001) that both techniques yield
asymptotically normally distributed estimators
with zero means.

Significant importance is attached to the utiliza-
tion of the Kao panel cointegration test (1999) in
this study, as it allows for the determination of the
existence of a long-term equilibrium relationship
among the variables. This test is well-suited for
bivariate systems and exhibits superior perfor-
mance when combined with Augmented Dickey-
Fuller (ADF) tests as compared to Dickey-Fuller
(DF) tests, as observed in Kao’s simulations.
Additionally, this test assumes sequential con-
vergence to infinity (T > oo followed by N > o).
Once cointegration is identified, the subsequent
step involves estimating the long-term elasticity
using the FMOLS and DOLS methods.

Prior to conducting the cointegration analysis, at-
tention is directed toward ensuring data station-
arity and computing descriptive statistics. The
second-generation unit root tests proposed by Im,

http://dx.doi.org/10.21511/bbs.18(3).2023.15
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Pesaran and Shin (IPS) (2003) and Levin, Lin, and
Chu (2002) are employed to test for the stationari-
ty of the panel data series under consideration.

In this study, multiple indicators are employed to
evaluate the economic conditions of the countries.
Particular emphasis is placed on trade openness
(ouvc), which quantifies the ratio of the sum of ex-
ports and imports to GDP. An assessment of mac-
roeconomic instability (instaeco), represented by
the standard deviation of the trade openness in-
dex, is conducted. Economic growth is gauged us-
ing the GDP per capita indicator in terms of pur-
chasing power parity (PPP).

The role of government intervention in econo-
mies and the level of capital control are reflected
in gross national expenditure (DP) as a percent-
age of GDP. The trade policy adopted by each
country is captured by the official exchange rate
(TXC). Long-term restrictions on capital inflows
are measured by foreign direct investment (FDI)
as a percentage of GDP.

To evaluate banking sector development, two
proxy variables are employed. The first variable,
denoted as PC, represents the ratio of domestic
credit to the private sector provided by banks to
GDP. The second variable, referred to as ME, sig-
nifies the ratio of broad money supply (M3) to
GDP. These variables serve as indicators of finan-
cial development.

Finally, the quantification of financial liberali-
zation is accomplished using two variables. The
de facto indicator (LIBFIN), developed by Lane
and Milesi-Ferretti, represents the volume of for-
eign assets and liabilities as a percentage of GDP.
Cross-border financial transaction restrictions are
reflected by the de jure variable (KAOPEN), de-
fined by the Chinn-Ito index.

The data employed in this study are sourced
from various repositories. Statistics for the uti-
lized variables are provided by the United
Nations Conference on Trade and Development
(UNCTAD) through the UNCTADstat 2022 data-
base, while data from the World Bank (IBRD.IDA)
are used and accessed via the World Bank 2022
database. Additionally, information regarding
capital account openness (KAOPEN) is obtained
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from the Chinn-Ito Index 2020 database, pub-
lished by Menzie Chinn and Hiro Ito.

This article employs a cross-sectional regres-
sion-based approach to examine banking sector
development. The impact of financial and trade
liberalization policies, along with economic poli-
cies, on banking system development is investigat-
ed. The following model is utilized:

FD, =a; + B GDP, + p,tradeop,, +
+B,LIBFIN, + p' X, + &,

©)

where FD, - the development of the banking sector;
GDP, - the gross domestic product per capita; trad-
eop,, - the trade openness; LIBFIN,, - the financial
liberalization; X, —aset of control variables; €, the
error term; i = 1, 2, 3, ..., N — the number of coun-
tries; t = 1, 2, ..., T — the number of periods.

To explore the long-term relationship, two spec-
ifications for banking sector development are in-

Table 2. Unit root test in Panel A

troduced. In the first specification (1), PC (private
credits) is treated as an endogenous variable. In
the second specification (2), the ratio ME (broad
money supply: M3/GDP) is maintained as an
endogenous variable, serving as an indicator of
banking sector development.

3. RESULTS

The results of the unit root tests conducted by
Levin, Lin, and Chu (LLC) and Im, Pesaran, and
Shin (IPS) on the panel data, both at levels and
first differences, are presented in Tables 2 and 3
for panel A and panel B. It is observed in these
tables that all variables in the study are non-sta-
tionary, except for the variables CP, ME, TX, and
KAOPEN in panel A. In panel A, the variables CP,
ME, and TX have been transformed into differ-
ences to achieve stationarity. As a result, all varia-
bles are stationary, enabling the application of the
Pedroni cointegration test.

Variables Levine, Lin & Chu t (LLC) Im, Pesaran aqd Shin W-stat
At Level At First Difference At Level At First leference

P 061171 107296 | 4135062 . 00000% | 162868 . 09483 . -157640

ME 4 57906 1. OOOO -13. 9266 O OOOO* 5 36879 -17.9488

P 69330 00001 . 211970  00000" . 471136 00000 -261001

LGDP —8 77556 . -9.19236 0. OOOO* -2.05234 . -12.0367

O 7437112 00000 | 245196 | 0.0000% 595491 | 00000 . -283512

-34.9993

—17.1588

JRADEOP . L9111 . 00279* | 215784 . 00000% . 189663 | 00289 . 225942

UBFIN 491725 . 00000 24509  00000* 625802 00000 287021

TXC 1. 36906 0.9145 —13.4495 0.0000* 3.66417 -15.0643
Note: * and ** — significance of stationary panel data at 5% and 10%, respectively.

Table 3. Unit root test in Panel B

iabl Levine, Lin & Chu t (LLC) Augmented Dickey Fuller (ADF)

Variables At Level . AtFirst leference At Level . AtFirst leference
 -0.39346 -16.9383 0.0000* 034459 | 06348 . —19.7994 0.0000*
—15 3084 —20 2713 0.0QOO*
—19 0241 —22 6579 0.0000*
LGDP 12,6941 -16.4243 0.0000*
220235 287773 0.0000*
STAECO —26 2524 —37 6572 0.0000*
AOPEN ~13.8971 -17.1345 0.0000*
TRADE OP —19.2898 —23 2358 0.0000*
LIBFIN 217990 : —29.8537  0.0000*
TXC 4.57005 —8.27972 0.0000* 8.15048 1.0000 -12.6270 0.0000*

Note: * and ** — significance of stationary panel data at 5% and 10%, respectively.
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Descriptive statistics of all variables are presented
in Tables 4 and 5, respectively for panel A and pan-
el B. In panel A, high average values are observed
for private sector credit (CP), macroeconomic in-
stability (ME), and trade openness (TRADE_OP).
Similarly, in panel B, the variables with high av-
erage values are private sector credit (CP), mac-
roeconomic instability (ME), and trade openness
(TRADE_OP). The empirical estimation is con-
ducted using the software Eviews 9.

Table 4. Descriptive statistics of variables, Panel A

Banks and Bank Systems, Volume 18, Issue 3, 2023

In the results of the panel cointegration tests,
confirmation of a long-term relationship between
the development of the banking system, per cap-
ita GDP, trade openness, financial openness, and
other control variables is provided through the
conducted panel cointegration tests by Kao. This
confirmation is illustrated in Table 6 (Caporale
et al., 2022; Shabir et al., 2022; Sehrawat & Giri,
2016; Murthy et al., 2014; Sehgal et al., 2013; Adu
et al., 2013).

Panel A
Summary statistics : cp ME " TRADE_OP | LGDP @  TXC . INSTAECO DP
Mean © 3024539 4782188 i 7867653 i 10.21945 : 7419691 | 4.422639  110.2081
Median . 2374934 3878999 741733 1008537 2719340 | 1068302

35005 000!

2119325

SeDev.
Skewness . 2642136

301500 3777816
(1339180 0969059

85

10

3481081 5748286
177348 3964428

2 :
Probability .........;...0:000000 | 0000000 % ..0.000000 Wttt
UMt Do A DD OB B b S oS B B ADR220.. . S160732 L
Sum Sg. dev. . 1055228. 1366903. 2035172 1725273 : 112E+410 . 4599557 . 5810485
Table 5. Descriptive statistics of variables, Panel B

Panel B
Summarystatistcs _CP__~ ME  TRADEOP LGDP . TXC INSTAECO DP _ FDI
M . 4147022 © 5796178 : 73.45068 : 8235600 : 4063098 : 4207201 : 92.60086 : 3.699912

n

ia

100.104 2.507902

167.039 57.87725

0.000000  -10.72495

29.3083 4.576861

—-1.939692 2.913908

6.463029 21.86695

Jarque-Bera

1675.48 25377.63

Probal 0.000000 : 0.000000
UM . . . . 1376975 5779.263
Sum Sg. dev. | 1334802.  2395985. . 3070319. . 1043.084 | 1.21E+10 | 8917321  1276443. | 32699.29

Table 6. Cointegration tests (KAO)

. Dependent Variable | Dependent Variable
Relation :
D(CP) ; D(ME)
Panel A
“‘F.{‘gl‘gtion (1): 'I‘_'QDP, LIBFIN‘,H!‘NSTAECQ,MD_KAOPENHI;)P, TRADEH_HOP, D_TX(;WW B .E —4:‘8‘7“7* : —5.299*'“‘
Relation (2): LGDP, LIBFIN, INSTAECO, D_KAOPEN, DP, TRADE_OP, D_TXC, _5.968* _10.214*
INTER
Panel B
“‘F.{‘gl‘gtion (1): 'I‘_'QDP, TRADEH_HOP, LIBFI'I‘\!‘,HINSTAECC')‘,HFDI, DP, KAQPEN —12",92‘7* : ""—13.871*””
;t_erlsson (2): LGDP, TRADE_OP, LIBFIN, D_TXC, KAOPEN, INSTAECO, DP, FDI, _15.839* _14.747%

Note: * and ** — significance: rejection of non-cointegration at 5%, and 10%, respectively.

http://dx.doi.org/10.21511/bbs.18(3).2023.15
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Table 7. Panel A — Long-run elasticity

FMOLS

Regressors

Coefficient

DOLS

t-ratio Coefficient

Dependent Variable: D(CP)

‘LGDP

TRADE_OP

LIBFIN_

Specification 1 D(TXC)

D(KAOPEN)

INSTAECO

DP

LGDP

TRADE_OP

LIBFIN

D(TXC)

Specification 2 -
D(KAOPEN)

INSTAECO

DP

:Inter

{LGDP

TRADE_OP

LIBFIN

Specification 1 D(TXC)

D(KAOPEN)

INSTAECO

DP

LGDP

TRADE_OP

LIBFIN

D(TXC)

Specification 2 -
D(KAOPEN)

837%%*

INSTAECO

0.169***

DP

:Inter

Note: *, ** and *** —significance at 1%, 5%, and 10%, respectively.

The analysis of the results obtained from Table 7
reveals that the coeflicients associated with key
variables shed light on the impact of trade open-
ness (TRADE_OP), economic growth (LGDP),
financial liberalization (LIBFIN), and capital
account openness (D(KAOPEN)) on these as-
pects. In Specification 1, it becomes evident that
the positive coefficient of LGDP (0.207%) indi-
cates that higher rates of economic growth foster
banking sector development. While the coeffi-
cient of TRADE_OP (-0.003) lacks significance,
suggesting a limited role of trade openness, the
positive coefficient of LIBFIN (0.002) underscores
that financial liberalization positively contrib-
utes to banking sector growth. The coeflicient of
D(KAOPEN) (0.632*) emphasizes the signifi-
cance of capital account openness in promoting

184

banking sector development. The negative coeffi-
cient of D(TXC) (-0.001**) implies that a restric-
tive exchange rate policy could hinder banking
sector development. The coeflicient of INSTAECO
(0.018) is not significant, possibly suggesting a lim-
ited effect of economic instability. The significant
positive coeflicient of DP (0.031**) highlights the
positive role of effective governance in banking
sector development.

Interestingly, the inclusion of the “Inter” vari-
able in Specification 2 demonstrates its signif-
icant negative impact (-0.366%), underscoring
the crucial role of coordinated policies between
the real and financial sectors in enhancing
banking sector development in developing econ-
omies. Specification 2 reveals more significant
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variables in FMOLS compared to DOLS. LGDP
(0.3187*) signifies a positive link between eco-
nomic growth and broader money supply. The
negative coefficient of TRADE_OP (-0.392%)
suggests that trade openness might constrain
the broader money supply. The positive coeffi-
cient of LIBFIN (0.237*) emphasizes the role of
financial liberalization. The negative coefficient
of D(TXC) (-0.967*) underscores the impact of
restrictive exchange rate policies. The positive
coefficient of D(KAOPEN) (1.648%) highlights
the favorable effect of capital account openness.
The non-significant coefficient of INSTAECO

Table 8. Panel B — Long-run elasticity

Banks and Bank Systems, Volume 18, Issue 3, 2023

(0.016) suggests limited influence. The negative
coefficient of DP (-0.079%) indicates that effec-
tive governance promotes the broader money

supply.

These findings confirm and enrich the hypotheses
put forth in the research, highlighting the intri-
cate interplay between trade openness, economic
growth, financial liberalization, and capital ac-
count openness, as well as the crucial importance
of simultaneous policy coordination in shaping
the trajectory of banking sector development in
developing countries.

FMOLS DOLS
Regressors . Coefficient t-ratio Coefficient t-ratio
Dependent Variable: D(CP)
. 0960% i 2200
—0.032** -2.601
..T0003 0022
....70.0003 70570

Specification 1
...0086

- 0.017

0100,
700507

Specification 2

—0.0006

BCECT e S = T

—-0.301

Dependent Variable: D(ME)

S

Specification 1

Specification 2

L2280

Note: *, ** and *** — significance at 1%, 5%, and 10%, respectively.
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The results obtained from the analysis of Table 8:
Panel B - Long-run elasticity provides valuable in-
sights into the relationship between various eco-
nomic factors and the development of the banking
sector (D(CP)), as well as the broader money supply
(D(ME)) in emerging economies. In Specification
1, several significant coeflicients offer noteworthy
economic interpretations. The positive coefficient
of LGDP (0.960***) highlights that higher rates of
economic growth stimulate banking sector devel-
opment. However, the coefficient of TRADE_OP
(-0.032**) lacks significance, indicating a poten-
tially limited role of trade openness. The negative
coefficient of LIBFIN (-0.003) suggests that finan-
cial liberalization does not have a significant im-
pact on banking sector development. INSTAECO
presents a positive coeflicient (0.017) without sig-
nificance, suggesting a limited effect of economic
instability. Conversely, the significant positive co-
efficient of DP (0.043**) underscores the impor-
tance of effective governance in banking sector
development.

In Specification 2, new insights are revealed. The
negative coeflicient of LGDP (-0.050*) indicates
an inverse relationship between economic growth
and the banking sector. The coefficient of TRADE _
OP (-0.006*) suggests that trade openness could
slightly limit the broader money supply. The posi-
tive coeflicient of LIBFIN (0.098*%) confirms that
financial liberalization plays a positive role. The
negative coeflicient of D(TXC) (-0.008**) high-
lights the potential negative impact of a restrictive
exchange rate policy. The positive coefficient of
KAOPEN (0.194%) emphasizes the positive effect
of capital account openness. The negative coefhi-
cient of INSTAECO (-0.026*) indicates that eco-
nomic instability could impede banking sector de-
velopment. The positive coefficients of DP (0.011%)
and FDI (0.031%) support the notion that gover-
nance and foreign direct investments are favor-
able factors for banking sector development. The
“Inter” variable has a significant negative impact
(-0.0006), reinforcing the importance of coordi-
nation between policies in the real and financial
sectors for banking sector development.

In light of these results, it is important to empha-
size that these findings confirm and enrich the
research hypotheses. Overall, Trade openness,
economic growth, financial liberalization, and
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governance appear to play key roles in the devel-
opment of the banking sector in emerging econ-
omies. Coordinated policies and capital account
openness also emerge as important determinants.
The findings thus support the necessity of target-
ed economic and financial policies to promote a
robust and balanced development of the banking
sector in these emerging economies.

4. DISCUSSION

The intricate relationships between financial de-
velopment, trade openness, economic growth, and
various policy measures are comprehensively ex-
amined by the findings of this study. An alignment
with existing knowledge is ensured, and a signifi-
cant contribution is made in several respects.

The study’s findings highlight the presence of coin-
tegration relationships between banking system
development, economic growth, trade openness,
and financial openness. These findings echo previ-
ous research conducted by Lemaallem and Outtaj
(2023), Sehrawat and Giri (2016), and Murthy et al.
(2014), underscoring the deep interconnection of
these variables and their enduring impact on eco-
nomic performance.

The validation of the influence of financial and
trade openness policies on the expansion and en-
hancement of banking institutions and activities
in developing and emerging economies aligns
with previous conclusions drawn by Tongurai
and Vithessonthi (2023), Shabir et al. (2022), and
Yuan et al. (2022). This highlights the crucial role
of well-calibrated opening policies in fostering an
environment conducive to banking sector growth.

Furthermore, the long-term elasticity estimation
reinforces the positive relationship between eco-
nomic growth and domestic credits provided by
banks, confirming earlier findings by Adu et al.
(2013), Sehrawat and Giri (2016), and Ouahmane
and Guatri (2023). This reaffirms the pivotal role
of sustained economic growth in stimulating
credit demand and strengthening banking sector
development.

In the context of trade openness, the nuanced con-
clusions of this study resonate with the ideas put
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forth by Sehrawat and Giri (2016), suggesting that
while trade openness may offer certain benefits,
its direct impact on domestic credits provided by
banks might be limited. This underscores the need
for prudent assessment of trade policies to ensure
a harmonious interplay between trade openness
and banking sector development.

The positive effects of capital account opening
(D(KAOPEN)) on domestic credits extended by
banks (D(CP)) in developing economies are clear-
ly highlighted by the results of the long-term elas-
ticity estimation in Panel A, in accordance with
the observations of Baltagi et al. (2009). This un-
derscores the significance of capital account open-
ing in facilitating increased access of banks to ad-
ditional sources of funding.

Conversely, the adverse impact of exchange rate
policies (D(TXC)) on domestic credits is well es-
tablished. Fluctuations and instability in exchange
rates introduce uncertainties that curtail credit
supply for both banks and borrowers. Moreover,
an overvalued national currency exerts a negative
influence on corporate incomes, resulting in re-
duced credit demand due to diminished competi-
tiveness in the international market.

The emphasis on the crucial importance of sound
governance and robust institutional quality, re-
flected in the positive impact of the LIBFIN varia-
ble, aligns with the broader recognition in the lit-
erature of the central role of institutions in finan-
cial development, as emphasized by Abdlkarim
and Atef (2009).

Furthermore, the study’s results underscore the
potential risks associated with uncontrolled fi-
nancial liberalization, echoing concerns raised by
Rajan and Zingales (2003). This underscores the
pressing need for prudent regulatory measures to
mitigate risks and ensure stability of the banking
sector in the face of increased financial openness.

In summary, the empirical findings confirm a sig-
nificant correlation between banking sector de-
velopment, economic growth, and financial liber-
alization. However, no significant relationship is
observed with trade openness, aligning with the
conclusions of Sehrawat and Giri (2016). When si-
multaneous opening policies (trade and financial)
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are in place, the FMOLS results of Specification 2
in Panel A support the existence of a long-term re-
lationship between banking sector development,
trade openness, financial liberalization, and eco-
nomic growth. Significant positive coeflicients are
observed for LGDP, LIBFIN, and D(KAOPEN),
while TRADE_OP, D(TXC), DP, and the “Inter”
variable exhibit significantly negative coefficients.

Private credits extended by the banking system in
developing economies are adversely influenced by
weak governance, trade openness, and exchange
rate policies, thereby constraining the growth
and investment of private enterprises (Rajan &
Zingales, 2003; Abdlkarim & Atef, 2009; Shabir et
al., 2022).

In the FMOLS estimation for the dependent var-
iable D(ME), representing the ratio of monetary
mass in developing countries, significant impacts
are observed for several variables: LGDP, TRADE _
OP, LIBFIN, DP, INSTAECO, and D(KAOPEN).
Among these variables, a positive effect is seen for
LGDP and DP, while the other variables exert a
negative influence on D(ME).

The ratio of monetary mass, serving as an indi-
cator of banking system development in terms of
credit provision by banks, is negatively affected by
trade openness, financial liberalization, and capi-
tal account opening. Such policies can lead to vol-
atile capital flows within developing economies,
exposing banks to increased risks and financial
instability. Consequently, banks may adopt a more
cautious approach in credit provision, resulting in
a reduction in the ratio of monetary mass.

Furthermore, economic instability, such as fi-
nancial crises or significant GDP fluctuations,
negatively affects banking system development.
Pressures on bank stability arise, leading to in-
creased reluctance in extending credit and con-
tributing to a decrease in the ratio of monetary
mass, reflecting banking system development.

In summary, the ratio of monetary mass, repre-
senting banking system development in develop-
ing economies, is negatively influenced by trade
openness, financial liberalization, capital account
opening, and economic instability. Conversely,
economic growth has a positive effect by stimulat-
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ing credit demand and promoting an increase in
the ratio of monetary mass.

The FMOLS analysis results in the two specifica-
tions highlight a variety of effects of explanato-
ry variables on the monetary mass ratio (ME) in
emerging economies. In Specification 1, econom-
ic growth (LGDP variable) supports banking sec-
tor development, while trade openness (TRADE _
OP variable) poses challenges. In Specification 2,
which considers simultaneous financial and trade
openness, the effects of economic growth are more
nuanced, but strong governance (LIBFIN variable)
and appropriate policies (DP variable) promote
banking sector growth.

In conclusion, sustained economic growth and ro-
bust governance are essential for banking sector

development in emerging economies. However,
challenges may arise from trade and finan-
cial openness (Ashraf, 2018; Khan et al., 2021;
Caporale et al., 2022). Prudent policies are imper-
ative to encourage sustained economic growth,
strengthen governance, mitigate risks associated
with trade openness, and promote controlled fi-
nancial openness.

Finally, this study contributes to the ongoing de-
bate on the intricate relationships between finan-
cial development, trade openness, and economic
growth. By drawing parallels with existing liter-
ature, it provides a deeper understanding of the
multifaceted dynamics at play and offers valuable
insights to shape future policies that facilitate sus-
tainable banking sector development in emerging
and developing economies.

CONCLUSION

This study investigates the interplay between banking sector advancement, opening policies, and eco-
nomic policies in developing and emerging nations. The empirical findings emphasize that the orches-
trated implementation of financial and trade opening policies, coupled with stable economic and mac-
roeconomic measures, profoundly impacts the expansion and enhancement of banking institutions
and operations in these regions. However, the adoption of concurrent opening policies heightens sus-
ceptibility to external perturbations. Consequently, it becomes imperative to acknowledge the attendant
risks and institute apt mitigation strategies. Striking a harmonious equilibrium that places emphasis
on stability, healthy competition, and comprehensive financial inclusivity can optimize the advantages
derived from these policies while concurrently mitigating potential risks.
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