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ABSTRACT

Present study is conducted to measure the impact of financial integration
on economic growth in Asian developing economies using panel data of twelve
Asian countries from 1984-2012. In first part of analysis, study finds for the
direction of causality between financial development and economic growth and
based on empirical finding suggests that it is financial development that follows
growth. In second part of analysis, study examined the growth effect of four
different kind of financial integration variables. The effect of financial
integration differed considerably depending on the type of financial integration
variable employed. Foreign direct investment and equity assets and Foreign
direct investment and equity liabilities negatively affects growth while debt
assets and debt liabilities positively affects growth in developing Asia
Moreover, the impact of two dimensions of public ingtitutionsi.e. corruption and
financial development on composition of externa liability structure is aso
examined. Study arrives at conclusion that financial integration does not
contribute in growth of developing Asia as much as it is expected. Moreover,
countries should develop and strengthen its financial system and reduce
corruption to attract FDI in order to enjoy more growth episodes and to avoid
currency crisis as well.

Keywords: Financial Integration, Economic  Growth, Financial
Development, Composition of External Liability Structure,
Corruption, Currency Crisis



1. INTRODUCTION

Economic growth is effected by economic integratiorihe concern of
almost all the economists especially the developmeconomists where
economic integration comprises of trade integratforancial integration and so
on. The empirical research findings are in linehwtitte theory on benefits of
trade integration on economic growth. As far asotheon the benefits of
financial integration on economic growth is con@stnneo-classical framework
proposes straightforward benefits. The exploratbrhe relationship between
financial integration and economic growth goes btchicKinnon and Shaw
(1973) thesis work. Till now, vast strand of litena is being devoted to come
up with a strong and robust relationship betweerarfcial integration and
economic growth but the issue is inconclusive andtroversial. There are
studies that state positive relationship betweememic growth and financial
integration but others state no or negative ratstidp.

The landscape for financial integration has manketianged during late
70s and early 80s. At first, developed countriberllised their capital accounts
and in turn experienced high growth episodes. girf countries witnessed
the scenario and introduced financial reforms iteorto enjoy high growth as
well.

Financial integration improves risk sharing by pding the investors
with more opportunities to diversify risk and to demtake more risky
investments. Financial integration further followy a reduction in cost of
capital and stabilises macroeconomic environmenys ebsuring reduced
volatility in the incomes of the households.Geobiaboundary of a country
does not matter as financial integration proce&tlbat matters is the total
integrated area: firms may differ in their domedthancial sectors but have
equal access to financial services. Integrationeligs and strengthens the
financial markets of backward areas and ensurespanies access to more
sophisticated security and credit markets. Thiengithening of domestic
financial systems augment domestic savings: theadags are then mobilised to
more competitive and efficient sectors or firmstted economy [Mckinnon and
Shaw (1973)]. Developed financial systems shasesirvices with other
integrated country partners, cross border loansnaade, and equity market
integration follows listing of domestic shares amneign exchanges thus adding
to turn over ratio of these stock markets in suetag less developed financial
countries gain an access to major financial systeynlsting on foreign stock
exchanges. Development of domestic financial syssefurther followed by the
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entry of foreign banks. The entries of foreign lmmduce massive competition
on the part of domestic banks. Domestic banks redhbe costs, prices and
overhead expenses of financial services when forbanks enter the domestic
markets. Financial integration improves nationglutatory quality in this way.
Countries with good regulatory quality are capablbave developed credit and
stock markets. This process results in developmikdbmestic financial system.
Another argument is that financial integration esisa country’s economic
growth that in turn develops a country’s financgistem Gurley and Shaw
(1967), Goldsmith (1969), and Jung (1986).

Integration to the world capital market has bothedi and indirect
channel effects on growth. It directly raises irm@nts and total factor
productivity by accumulating physical capital anevedloping human capital.
The indirect channel effects are confined to arreiase in development of
domestic financial system and trade openness. Bgrhen (2001) and Prasat,
al. (2003) point out that it is not easy to find telaship between financial
integration and economic growth for developing ddes. Alesina (1994), good
institutional quality and property rights (securég good institutions) are
important inputs for economic growth. Reisgtral. (2001) found that there is no
strong evidence for positive growth effects of finml integration.

Osada and Saito (2010), financial integration pr@sgrowth directly by
raising FDI and equity liabilities and indirectly Increasing trade openness and
strengthening domestic financial system. Kose (2008asten, Coricelli, and
Masten (2000), it is the developed and well-fundtig financial system that
have positive growth effects attached with it. Oeped financial system
attracts inflows whereas underdeveloped financyasttesn experience capital
outflows instead of capital inflows known as Luga@sadox. Countries may also
face negative growth effects because of heavynedison foreign capital and
foreign capital may be subject to sudden stop ttausses persistent loses in
output. Financial crisis of 80s and 90s occurrediéweloping countries with
weak financial systems but recent turmoil is exgrared by developed countries
with more developed financial systems thus puttirguestion mark on the role
of developed financial systems on growth.

Two hypotheses related to financial integration &eing posed in
literature i.e., composition hypothesis and thréshnypothesis. A composition
hypothesis is related to a country’s compositionindérnational inflows. This
composition of international inflows is known as #éxternal liability structure
or external capital structure. Composition of ex liability structure greatly
affects growth of the countries. If liability sttuce consists of more share of
equity like flows then a country can enjoy morevgifo Or in other words, if
capital structure is composed of more equity likevé then country has less
probability of occurrence of currency crisis be@tlsese flows cannot be easily
reversed whereas on the other hand, if liabilityicttire comprises of more
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loans then that liability structure increases antots probability of currency
crisis as they are easily reversible and are sulifesudden stop. FDI and
portfolio equity flows are positively associated ttwi economic growth
[Bekaertet al(2005)]. According to Frankel and Wei (2005), FBInegatively
associated with the probability of crisis. Threshdlypotheses state that a
country must pass certain minimum standards of muggpital, institutional
quality and financial development before liberalgsicapital account or moving
to financial integration. If these factors are patd heed and country liberalises
its capital account then instead of positive growdte, negative growth rates
will be experienced. These two hypotheses are ial hypothesis but are
opposite sides of the same coin. Present studyomsplgrowth effects of
financial integration by employing four different easures of financial
integration following Osada, and Saito (2010) araiposition hypothesis
because of its great significance and policy ingilan. Institutions play an
important role in the composition of capital flotvgerefore present study takes
in to accounttwo dimensions of public institutidres, corruption and financial
development following Wei (2006).

Wei and Wu (2006) have suggested that capital welanove to the
Swiss accounts and few élite families in highlyrapt countries rather than
raising productive investments. Moreover, capitaflows may result in an
increase in country’s probability of currency csisf heavy risky investments
are backed by the government. Wei (2000, 2001, 20@2) and Wu and Wei
(2002) have found that countries with good pubdistitutions attract more FDI
and equity flows than international lending or baoéns. Albuquerque (2003)
stated that Countries with high financial constimifinance themselves with
FDI. Financial constraint means weak financiallyeleped countries with these
institutions will lead to lower share of FDI. Rofigi999) has suggested that
emerging markets should try to have an externhlliia structure composed of
by a major share of equity like flows especiallylFi2cause it is related with
technological transfer [Borenszteimt al(1998)]. Equity like flows helps
domestic producers by diversifying risk and stab#i consumption risk sharing.
Liability structure more composed of debt liabd&i maysubject an economy
with sudden stop that is less likely observablecipuity flows.

A large number of variables are available to meastinancial
integration. Study uses defacto measures of fiadnietegration because they
are more meaningful to use than any other kindnafifcial integration measure.
Defacto measures are more objective, less promsetsurement errors and are
stock variables. Financial integration measuresl ursg@resent study are derived
from accumulated stock of assets and liabilitiescuinulated stock of assets
and liabilities is broken down to FDI and equitysets, FDI and equity
liabilities, debt assets and debt liabilities fallog Osada and Saito (2010).
This study divides these capital flows in to twtss®ne set is composed of FDI
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and equity liabilities and debt liabilities intermtieo measure growth effects of
foreign assets held in domestic economies. Sesehadomprises of FDI and
equity assets and debt assets. This second sed waasure the growth effects
of domestic assets held abroad. FDI and portfaligitg assets and liabilities are
developed by taking the sum of FDI and portfoliaigg (assets and liabilities).
This study adds these two variables to come up avisingle measure i.e., FDI
and equity assets/ liabilities because companytsess depends on the return
coming from these two kinds of capital flows.

As far as composition of external liability struatuis concerned, this
study divides capital inflows in to three comporgene. FDI, portfolio equity
and debt liabilities. Study keeps FDI and equigplilities separate because these
inflows may get influenced differently from publiostitutions i.e., financial
development and corruption.

This study examines whether financial integrationngotes economic
growth in Asian developing economies or not the hais involves the
examining the direction of causality between firiahcdevelopment and
economic growth. The study also isolate the groaftéct of following financial
flows: FDI and equity liabilities and debt liabiéis, FDI and equity assets and
debt assets. The study analysis the effect of pubistitutions on the
composition of capital structure.

Financial integration raises the quality of futyrelicies by committing
the governance to pursue good policies. Good ingtits, good governance and
high level transparency serve as inputs for capittdws. If institutions and
policies are not strong and lack transparency, theountry may face a problem
called “capital flight". These volatile capital fAe may disrupt domestic
institutions, policies and growth. Attributed toete properties of financial
integration, present study is important. Compositof capital structure is of
significant importance for developing economiesause composition is equally
important for growth as well as for country’s probidy to experience
currencycrisis Mauro and Faria (2004). CapitalvBobetween countries are
positively correlated with the probability of css[Frankel and Rose (1996),
Radeletand Sachs (1998), Rodrick and Velasco (1.98Bgrefore, an empirical
finding on the composition of external liabilitystture is dire need of the hour.
A small change in host country’s economy bringame change in portfolio
equity flows and bank loans and can lead to sdfiltfng expectation or
probability of crisis Wei (2000). Present studyingended to provide useful
information about determinants that attract moré & less debt.

Although large empirical work is being devoted toeck the impact of
financial integration on economic growth but prdsstudy is intended to
measure growth effects of financial integrationAisian developing economies.
Previous studies provided a general conclusion tafpawth effects of financial
integration by including mix of countries i.e., désped, emerging and
developing economies in their samples.
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As far as composition hypothesis is concerned,dtadies are conducted
to explore this side of financial integration. WE006) has explored the
hypothesis by considering two aspects of publititingons i.e., corruption and
financial development (measured by domestic credit private sector).
Following him, study will explore these two aspeatpublic institutions but the
indicator of financial development used in pressndy is different from Wei
(2006). Domestic credit to private sector is onlgaatial indicator of financial
development therefore present study employs lididadilities of financial
system that determine overall size of equity litib8.

As economy is at the forefront of any state’s ppland the era of post
modernism is fast pacing, the topic “impact of fical integration on
economic growth in Asian developing economies” hastivated to
undertake this study. One of the scholars has Isightit the crystal clear
importance of the Asian countries in the followinganner:“twenty first
century is going to be Asia centred economicalllgi's quote motivated me
to check the growth in Asian developing economiasthe context of
financial integration.

After the introduction in Section 1, the remainisimdy is organised as
follows. The relevant literature in this area isiesved in Section 2. Section 3
develops conceptual framework and working hypothasd Section 5 discusses
data, sample, variables and methodology. Sectias 6omposed of results
discussion and Section 7 provides conclusion ofgiesent study and policy
implications.

2. LITERATURE REVIEW

The economic growth is extensively researched arehthere is large
body of literature which investigates the impact fofancial development,
financial liberalisation and financial integratiam economic growth. In this
section relevant literature is reviewed briefly.

2.1. Review of Theoretical Literature

Presence of perfect competition and absence ofrméton and
transaction costs does not permit the existendmanfcial intermediary system.
Occurrence of intermediary system makes senseesetlkinds of costs are
present in the market. Intermediary systems owveecthese frictions which are
usually two i.e., incentive and technological foct and serves as screening of
investment for investors especially small SinhaO@0 Khan and Senhadiji
(2000). It searches for, process and locate tesiments, pool funds and move
those funds to best profitable uses. Small investoe hesitant to invest in risky
projects but these financial intermediary systemmevide them with the
opportunity to diversify the portfolio. In turn,al (small investors) end up with
a portfolio that is risky as well Sinha (2001).
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2.1.1. Theoretical Working on Financial Development

Bagehot (1873) has emphasised the existence arafttampe of banking
system and says that banking system promotes tbeostc growth by
introducing innovations. Theintermediaries are Ugudollowed by the
developments of secondary market, tertiary marlketd so on. Schumpeter
(1911) follows Bagehot and emphasis on the rolbastks: according to him
banks hold central position for economic developtmete has argued that no
one can become creditor if previously he has ngeggnced debt. Keynes
(1930) states that bank loans provide a pavemenfufoire growth if they
realise and know their duty. They provide the smsito the extent that the
country’s productive capacity is fully utilised. Bason (1952) has argued that
it is the financial development that follows growthle has said that if
developing countries are facing credit constrathen this may reduce growth
but in developed economies finance is endogenoais résponds to demand
requirements. His suggestion for economic growthpéshaps bidirectional.
McKinnon and Shaw (1973), Dmetriades (1998), gowvemnt restrictions hinder
the quality and quantity of investment. Pagano 89§overnment restriction
positively affects the steady state growth. Kingl &mvine (1993) government
restrictions negatively affect the economic growAll.these developments are
in contrast with the Miller and Modigliani thesisork in that they have
suggested that finance and growth are irrelevacaulre financial development
works independently and so the firms financing siecis are irrelevant.

Earlier studies have used the financial developmangble as credit to
private sector and other monetary aggregates tartdtudies employ along with
domestic credit to private sector, the variablekiciating stock market size, total
equity size (liquid liabilities to GDP) and liqutgli of stock market. The most
significant variable as far as its impact on pggitsaincome is domestic credit to
private sector (PRIVO).

2.1.2. Causality Analysis between Growth and Financial Development

The issue of the direction of causality betweeiriite and growth is for
the first time put forward by Patrick (1966) andtfier developed by Mckinnon
(1988) that still remains unresolved. They basjcplit two basic questions i.e.
what is the cause and what is the effect? It iide that follows growth or
growth is followed by finance?

Levine has identified various channels by whichaficial development
promotes economic growth: (1) it mobilises andlghe savings, (2) ease the
exchange of goods and services through provisiopayment services, (3)
allocate savings to most profitable investmentsabguiring information about
all possible investments and enterprises, (4) difies, liquidates and reduces
the risk and (5) monitor investments. All thesedlions increase savings and
investments thus promote growth.



2.2. Empirical Literature Review on Financial Development
and Economic Growth

Sinha (2001) has accessed the relation between ndiaka
intermediation development and economic growthrigeo to find empirical
evidence of Schumpeter view. Goldsmith (1969) dirndgh correlation but
his study has three shortcomings i.e., he has @htine active participation
by the government and households in financial mudiation process,
direction of causality between two phenomenon issimg and set of
variables that are the determinants of growth weigsing as well. King and
Levine (1993) has filled this gap by finding thatancial services are the
drivers of economic growth as they help in the acglation of physical
capital and raise the efficiency of investment. ytergue that financial
intermediaries predict the future economic growtld @his statement is the
criticism by the followers. Future authors critiets King and Levine on the
ground that high correlation between financial depement and economic
growth could be a result of some missing variabkeg. households
propensity to save because endogenous savingg #fetong run economic
growth of the countries. Secondly, financial deypslent may be able to
predict the economic growth but not the cause ohemic growth: it can be
only a leading indicator of growth. Rajan and Zile$a(1998) have based
their work on two properties of financial intermades; decrease in the cost
of saving and investment and decreases the chasfcewral hazard and
adverse selection (all this results in reduction tbé cost of external
financing) conducted study on an assumption i.e.itidustries that rely on
external financing for growth grow faster in couesr that are more
integrated. Study finds that industries that rely external financing grow
faster in countries with more developed financigstems. La Portatal.
(1998) have studied the development of domestianfimal system on the
ground of countries legal systems as they are ssgipoo be derived from
four sources i.e., English, Scandinavian, Germash arench common law.
Gregorio (1998) come forward to find the relatiortween financial
integration and economic growth and between ecooogrowth and
financial development. His study finds that econogriowth is positive only
if physical capital accumulation is accompanied hwihuman capital
development and development in domestic financiateam. Inflation is
highly influential to the development of domestinancial systems because
high inflation countries have weak financial syssemGregorio finds that
financial integration is only beneficial in the gence of deep domestic
financial systems. Once the domestic financial esysis controlled for, he
has not found additional effect on growth. Sinh&®0has concluded after
examining the relevant literature that these staidie failed to capture those
aspects of financial intermediaries that Schumpgit@t1) proposed.



On one hand, if cross sectional data is questimredhe direction of
causality and being prone with spurious correlatiten on the other hand, time
series data provides unreliable results if timensjgashort. This has allowed
Christopoulos and Tsionas (2003) to make use oélpamit roots, cointegration
tests and threshold autoregressive models. They stadcludes that there is
unidirectional long run causal relationship runningm financial development
to economic growth. Moreover, there is no short oawsality between two
variables and weak evidence in favour of thresheffect of financial
development on economic growth is found.

Hussain and Chakraborty (2009) have made use @indein and Juselius
co-integration approach and granger causality tal fthe relationship by
developing principal component analysis in Assamates of India. Results
favour the existence of long run relationship andidwectional causal
relationship for Assam. Study has suggested thaanfiial development
significantly affects the growth so countries shibtrly to improve the financial
services in order to enjoy growth.

It is quite easy to identify the channels via whiitctancial development is
supposed to affect the growth and the channelsvkiiah growth is supposed to
affect financial development but empirical finding difficult. Khan and
Senhadi (2000) find strong and significant relasinp between financial
development and economic growth but the size adceffs conditional on the
type of variable used. Study finds weak resultsabee a linear equation model
is used to test the cross country differences awtjr rather than determining
the individual growth effects of the countries. Wheelationship between
financial development and growth is assumed to bedratic, the results
improved suggesting conditional convergence thaiasr countries grow faster
than advanced countries.

A vast literature documented the bidirectional tielsship between
financial development and economic growth. Onlyew ftudies document the
role of financial development in economic growthr Rakistan. Therefore the
authors Jalil and Feridun (2008) found the relabetween two variables for the
economy of Pakistan. The economy of Pakistan hdsreikken certain reforms
to reduce market segmentation and increase coiopetih order to move
towards the market based economy. The result oihtegration indicated
thatfinancial development is long run determinafteconomic growth but
financial development is not determined by the grow

Time series data is being explored by Dmetriadesskin (1996) to find
the direction of causality between financial depeh@nt and economic growth.
Authors are of the view that cross country regmssimay be misleading so
time series dimension should be explored. The robthis special relationship
go back to Bagehot (1901), Robinson (1952) and mecently McKinnon and
Shaw (1973) thesis work who suggests that finand@lelopment precedes
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economic growth. The direction of causality is @xptl using co integration
techniques as these techniques provide a way stingecausality using a wide
range of financial development variables. The sthdg found that there is
bidirectional relationship between financial deystent and economic growth
in some of the countries included in sample of #tedy. Moreover, the
countries like Spain and Thailand that have undeedmancial reforms enjoyed
more financial deepening and are better able totribae in economic
development in general. The study has arrivett@saime conclusion as of the
World Bank’s statement that success of economidcigsl depends on the
country’s institutions that implement these pokcie

Patric (1966) has identified two possible channttls, first is known as
demand channel which states that it is the econgmiesth which creates the
demand for financial services and fosters domdistamcial system. The second
possible channel is supply leading channel. Acegrdo him, Resource transfer
takes place from low growth sector to high growgleter. This transfer would
attract entrepreneurs to these high growth secfdrshis implies that financial
institutions are created in response of need femth Rault,et al. (2009) has
explored the relationship for transition economigtudy’s results suggest that
financial development (measured by PRIVO)positivelgd insignificantly
affects economic growth

2.3. Literature Review on Composition of Capital Structure, Financial
Integration and other Control Variables

Acemoglu,et al (2002) is of the view that macroeconomic policies
often blamed for increasing volatility in econongiowth that eventually results
in crisis. But in reality, weak institutions playeir role via mismanaged
macroeconomic policies and decrease the growth. kWeatitutions are
statistically found in countries with overvaluedchange rate, hyperinflation,
large government size and severe crisis etc. Maorammic policies may affect
the growth episodes but are not the mediating atlaion the volatility. When
institutional quality is controlled for, macroecanic variables have only minor
effect on volatility in growth. But one cannot ctue from such finding that
distortionary macroeconomic policies are fully frisem the blame of being
responsible for the crisis. For instance, inflateord overvalued exchange rates
discourage investment outcomes etc. Weak institatibave drawbacks i.e.,
politicians to remain in power distribute incometvaeen them and create
economic turbulence, such an environment requisperation among the
politicians but shocks make it quite difficult toaperate following output loses,
contractual arrangements are usually imperfect ngaki country vulnerable to
shock. Moreover, the party in power works to sectlme interests of other
political parties in order to remain in power caugsivolatility in output growth,
investors takeout their capital whenever they fimy chance eventually results
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in unsustainability. Cross country differences iolatility are attributable to
institutions rather than against the usual thougat macroeconomic variables
serve as mediating channel for the introductioaadétility.

Carlson and Hernandez (2002) found the determinahtsapital flows
and the relation of these flows with severity dbis. Investors usually invest in
short term flows in order to get high returns agahvke the host country whenever
there is any sign of upcoming crisis where as léegn flows accumulate
physical as well as human capital and encouragedthelopment process.
Direct investment and equity flows are pronounaedaduntries that have fixed
exchange rates whereas floating exchange ratetatshort term debt.

Wei (2006) has examined the significance of thrislamd composition
hypothesis by taking into account two dimensionspablic institutions i.e.,
corruption and financial development. Study finéttfDI move to countries
with low level of corruption and strong domestiadncial system. Moreover,
corruption shifts the composition of capital flolwem FDI (Stable capital flow)
to loans (volatile and instable flow) increasingauntry’s probability of crisis.
Study suggested that financial development (FD) anduption does not
significantly affect country’s total foreign lialtjf but change the composition.

Seyal(2006) suggests two opposing dimensions aieg bettached to
foreign debt i.e., positive and negative. If on @ige, it helps in bridging the
gap between saving and investment, government'snigy and expenditure,
import substitutes are made end export promotidrerses are undertaken. But
its negative effects overweigh its positive effedtsere is transfer of wealth
when loans are repaid with interest payments anohtcp traps to “debt trap
peonage”: a situation when a country’s sovereigh@t the stake or it destroys
the independence of the country. Use of foreigrt dediters, if it is allocated to
productive investments then in turn domestic invesit will rise which would
balance the increase aggregate demand by raisigiggaie savings. On the
other hand, if unproductive expenditures are madgyregate demand would
increase, giving rise to inflationary pressureal materest will also increase thus
suppressing the investment. If debtor countriese facoblem of sudden
reversals, they in turn reduce aggregate demangoids and services resulting
in serious recession.

Albuquerque (2003) has provided new evidence bwtirej FDI to
financing constraints. It is said that countrieseveh projects enforcement is
imperfect, there the major source of financing cemim FDI because of low
default premium and expropriation risk attachedt.tdajor recipients of FDI
are developing countries because they are in naeiththngible assets in order
to operate efficiently their investments. With FDdountries enjoy growth
episodes because these intangible assets areeattachdvertisement, research
and development activities. Two properties of FDdken them favourable for
financially constrained countries i.e., in alienaad inalienable have low
default premium. So if a country faces a problenfidincial constraints then
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there is a change in country’s borrowing consteaaiffecting non FDI flows
greatly. Because of poor financial status of deuielg countries, they get major
share of FDI than any other flows. In order to getre and more capital flows
along with FDI i.e., short term portfolio equity catbond flows etc. then these
countries should undertake reforms that could enshue credible enforcement
mechanisms for repayment.

Wu and Wei (2002) have analysed the impact of ghiwan on capital
flows. Level of corruption in a country shifts thaternational creditor's
expectations. Corruption refers to the bribe paid gpvernment officials,
bureaucratic corruption and deviations in the rafelaw. Corruption in a
country is followed by defaults in bank loans anakrhs not only foreign
investors but also the creditors. Internationalesters have more access to
recipient country information than portfolio invest and banks. So on one side,
they have an advantage to pay bribes to localiafi@and gain power whereas
on the other hand, their bargaining power decreasesompared to foreign
banks and portfolio investors. In the presencehed scenario, foreign direct
investors become more cautious than other invest&rscountry governments
and IMF insures more bank loans than direct invastll this deters FDI in a
corrupt country and shifts the composition of calpflow from FDI to portfolio
flows and bank borrowings. The benefits of FDI amere than other flows
because of technology transfers and managerial kreow Summary statistics
proved FDI is less volatile than other capital ffo{portfolio equity flows and
government borrowings). Regression results sugddstat corruption tilts the
external capital structure from FDI to more bankrs. Existing literature
suggested that low share of FDI in external cap#tilicture increases a
country’s probability of crisis.

Williamson (2000) has discussed the issues witledift forms of capital
flows. Developed countries have a complete setosis from which they have
to choose to include them in external capital s$tmec while developing
countries have few options. Poor countries havekinds of capital flows; (1)
FDI, (2) Trade credit. Foreign investors in an mipé¢ to exploit the natural
resources of recipient countries are ready to uallerhigh risk and high cost so
operates in a poor financial system and infrastinectountry. Portfolio equity
flows are more pronounced in rich countries withllsfunctioning stock
markets but trend is now changing, equity startalbwing to poor and lower
income countries. FDI is a stable capital flow, #wperience of East Asian
crisis proved it true as well while Portfolio equitreturns are volatile
representing the stock market volatility.

Sumanjeet (2009) and Faria and Mauro (2004) haterrdeed the role
of institutional quality on capital inflows of dele@ing and advanced countries.
The study’s concluded that better institutionsttié country’s external liability
structure from debt and loans to FDI and portfelities. Moreover equity like
flows is positively related with natural resourdeuadance and human capital.
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Human capital and natural resources serves ad &opattract FDI. In order to
have favourable external liability structure, ohewd work on to develop deep
and sound institutional quality.

Lane, Mauro, Faria, and Ferretti (2007) have stlithe external liability
structure of countries both across countries anak tiseries. Since equity
liabilities are more stable capital flows becausgytcannot be easily reversed
but debt liabilities are subject to sudden stopevéoped countries enjoy both
type of external flows i.e., debt and (FDI and fwio) equity but developing
and emerging economies have more share of equitydaht liabilities share in
there external liability structure (less FDI). Gsasectional results suggest high
institutional quality, more trade openness, an@nek on high natural resources
attract more equity liabilities i.e., FDI and equitBut when time series
dimensions are explored,study suggests that thetiiesi who introduced
investor friendly financial reforms have greatearghof equity in capital flow
structure.

Sadig (2009) has examined the effect of corruptanFDI inflows. A
country before investing abroad should undertakéimmary assessment of that
(recipient) country’s corruption level because stugg abroad in the presence
of corrupt bureaucrats results in tax on FDI (bnifayment)and additional cost
on investment. Over the sample period, it has lieend that 1 percent increase
in corruption lead to 11 percent decrease in FRivimg weak institutional
quality effect. Skilled Human capital attracts thBl. Country’s institutional
level influences the investment level. Panel edimnaresults suggested that
FDI flows to a country depends on the institutiogahlity but one should not
mix it with the general argument that corruptiorcases FDI but it supports
the relative importance of institutions in attragtiFDI.

Osada and Saito (2007) have broken down the acet@culstock of
assets and liabilities to four categories i.e., FDO equity assets, FDI and
equity liabilities, debt assets and debt liabititte access their separate influence
on output growth. Study empirically examined bothect channel effects of
financial integration on economic growth and indirecehannel effects i.e.,
development of domestic financial system and riseade openness. Moreover,
study check for the marginal effect on output gtoas well. They find FDI and
equity liabilities positively associated with grdwtwhile debt liabilities
negatively affect the growth. FDI and equity assatsl debt assets do not
significantly affect the growth. Study finds a risegrowth when direct channel
effect in accompanied by indirect channel effetudy’s results suggest that
countries with developed financial systems and gostitutional quality extract
more benefit from financial integration.

Carkovic and Levine (2004) have accessed the oelsttip between
economic growth and FDI. Study does not find rolpasitive growth effect of
FDI. Moreover, the results are conflicting to thedry when study finds that
FDI induce growth in countries with low level oft&mling whereas theory
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states that countries where human capital is seiffity developed there growth
effects in the form of new technology transfer arare pronounced. Effect of
portfolio, FDI with initial income, financial devepment, trade openness and
human capital are also insignificant reducing tledieh that FDI accelerates
economic growth.

Beck, Levine and Loayza (2000) have evaluated riipgact of financial
intermediaries on economic development. There di@reint views on the effect
of financial intermediation on growth. Schumpetaidsin (1911) that financial
intermediaries choose to allocate domestic saviagwngst the firms or
companies and raise the productivity rather thaoumlating savings to
promote growth. While others said that financialeirmediaries accumulate
domestic savings and attracts foreign capital. YBtedmes up with the
conclusion that deep financial intermediation petu faster growth and
productivity rates supporting Schumpeterian (19Mgw of economic
development because of financial intermediary dgwekents. Results support
rise in total factor productivity related to growbut does not conclude that
physical capital accumulation promotes the growth.

Beck (2001) has explored the relation between fiizn sector
development and trade balance. He has based hisl modhe assumption made
by Rajan and Zingales (1996) that industries tly heavily on external
finance grow faster and tested that industries tblgt on external finance their
export share is greater than the industries thatadase external finance. Study
finds that developed financial system of a counpmpvides comparative
advantage to the industries of manufactured gobds depend on external
financing and increases its trade balance and &xpthius economic
development. High value of equity size (financiavdlopment) in any country
have high share of trade balance as well. Studyndodependence between
financial market and trade balance. Gregorio (1988 found that if financial
development is controlled for, there is no addiioeffect on growth. In other
words, one may say that financial integration exemly dependent effect on
growth, it is not pronounced to have independefeiceéon growth besides FDI.
Friedrich,et al (2010) find negative effect on per capita GDPwglhoby using
disaggregated data i.e., industrial level data fandd by employing threshold
hypothesis that financial integration may be hairfduthe countries that go for
opening up there capital accounts with less deealdimancial systems.

Rachdi and Saidi (2011) have estimated that FDI d&gwositive and
significant effect on economic growth attributeditowell-known belief i.e., it
adds to growth by transferring knowledge. But fodid flows has negative
coefficient in case of developing countries anditpas for developed, that is
portfolio flows promotes growth in rich economieslyo In order to extract
positive benefits from portfolio flows governmerfiosild take steps to ensure
law and order, investment profile, political stéliland socio economic
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conditions etc. Schularick and Steger (2006) sughes that in historical period
flows moved from capital abundant to capital scacoentries but now the
reverse is at the place. Lucas (1990), empiricifigt that changing pattern of
human capital and property protection right are thain determinants that
allowed for changing capital flows between the fvesiods. The rate of interest
differentials that were high in historical were maiause of capital flow from
rich to poor but now as they are low, movementagi@l flow has changed its
direction.

Chen and Quang (2012) found large growth benefitsFbl and
portfolio equity than other forms of capital flowdloreover, institutional
quality plays a pivotal role in attracting capifidws. Financial openness is
more growth promoting in countries with low deveddpfinancial systems
than the developed financial systems. Low inflatishnmore relevant for
maintaining growth than government expenditureghHinflation negatively
affects the growth but low inflation has positivefeets. King and Levine
(1993) have constructed an endogenous growth maddl supported the
argument of Schumpeter and Knight that financiatesms enhance growth by
introducing innovations (increasing productivitydampposing physical capital
accumulation) rather than promoting growth. Finahdnstitutions influence
investment decisions i.e., entrepreneurs fund sggvim most promising
investments. Evaluation of investment projects bjrepreneurs incurs less
cost than individual investors thus enhances priddtic Cross country micro
and macro level effects of financial services agfhnms suggest that financial
system promotes growth by raising productivity. djtusuggests that
government policies towards financial system hasasal relationship with
growth.

Guiso, Japelli, Padula, and Pagano (2004) havedfdbnat companies
that face credit constraints grow faster once faianintegration between
countries is made and it is this financial integratthat develops domestic
financial system. Moreover, main beneficiary afdncial integration are
small investors.Barro (2007) has estimated the dogi relationship
between GDP growth rate, human capital, investnaawt fertility rate. He
finds that countries can experience convergendeeir growth rates if they
have sufficient amount of human capital. Moreovaman capital in turn
promotes the growth through different channels ohthem is the reduction
in fertility rate and addition in physical and humeapital further. Political
instability reduces private investment by hurtingpgerty rights protection
and hinders the economic growth. Faria (2001)flmkthat inflation affects
the real variables negatively in the short run lbeihg substitute to money it
has no effect on output in long run supporting kesc(1967).Kocherlakota,
et al (1995) has examined that if technology shocksyvacross the
countries and are temporary then convergence caxperienced but if the
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shocks are permanent then higher economic growthbei carried out by
already developed and high initial income countri@arro (2003) find
thatthere is inverse relationship between initiatdme per capita and a
country’s per capita growth rate. The main elem@&sponsible for positive
convergence effect on growth is diminishing returmseproducible factors.
High marginal products are attached to the low tzpabour ratio’s in poor
countries that results in high growth rates.

Linden (2001) has found that so far, populationnghodoes not promote
economic development in Asian developing count@bpanlkatti and Rishi
(2001) find that there is causal relationship betwecapital flight and
indebtedness because it is the capital flight thases a country to borrow more
from external sources for possible substitutionladt capital. The authors
confirmed door relationship between capital fligitd debt inflows. Mustafa
and Ali (2007) find debt overhang situation prewajlin Pakistan. Moreover,
they find significant positive relationship betwedémman capital, physical
capital and economic growth while labour force haegative effect on
economic growth.Cecchetti, Mohanty, and Zampol01(?) estimated different
threshold levels i.e., for households and goverriste threshold is 85 percent
of GDP and for non-financial 15 corporate it is neEa90 percent of GDP. The
governments where the debt levels are high theyregaired to stabilise the
debt flows and should keep the debt level belowedtenated thresholds. For, in
case of any extraordinary event if debt was initialosed to the estimated
threshold then any further increase in it may léadiscal pressure and drag
growth.

3. CONCEPTUAL FRAMEWORK AND WORKING
HYPOTHESIS

This section discusses the theoretical relationblifveen the variables
and hypothesis of primary interest.

3.1. Neo-classical Growth Model

Gains from financial integration are straight fordiaand work through
different channels to promote growth. Financiakgration is responsible for
global allocative efficiency as it put the resowr¢e best available investments
and uses. It provides the capital scarce countvigsexcessive capital essential
to undertake investment. It strengthens the domeftiancial system and
promotes risk sharing and risk diversification witbreign investors, thus
recomposes the portfolio of investors(due to finahmtegration they hold
portfolios with more risky assets in order to eigh returns). It is further
followed by listing of domestic firms to foreign watries and makes possible
the entry of new banks. In this way, it enhances fimctioning of domestic
banks and firms and promotes the growth.
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3.2. Financial Development and Economic Growth

The relationship between financial development gnowth is dual.
Developed financial systems promote savings; mdwese savings to best
possible investments and raises the growth [Mckinmmd Shaw (1973)].
Growth further fosters and promotes the functioniofg financial systems
[Goldsmith (1969)]. Some authors stated positiveradation between the two
concepts while others argued that correlation do¢smply causation.

The search for causality between financial devekpnand economic
growth carries following hypotheses

Ho.a: growth doesnot granger causes financial dpweént
Ho.b: financial development doesnot granger cageasth

3.3. Financial Integration and Economic Growth

Study includes state variables are the measurésaricial integration
(Foreign direct investment and equity assets, pralirect investment and
equity liabilities, debt assets, debt liabilitieghile control variables ranges
from initial real per capita growth rate to humaapital stock (secondary
schooling, gross percentage) to policy variableatigr of government
consumption expenditures to GDP, inflation: to agtofor macroeconomic
instability and trade openness) and to national radtaristics of the
countries (financial system development, populajoowth and institutional
quality).

The rationale for human capital is, for any givetue of physical capital
and low initial per capita GDP growth, human cdpitas a positive effect on
steady state level of output per effective workéuman capital is a key input to
research anddevelopment is responsible for the@daottion of new ideas or
products thus affect the growth positively. Meanehhuman capital helps in
the absorption of new technologies introduced en\World. High growth rate of
population implies that more resources are beingowe to increased
population rather than spending on education, heatid other productive
expenditures. High Population has a negative effecsteady state level of
output per effective worker.

Government Consumption expenditures do not onlynsiéae productive
expenditures but also entails the distortions ingte sector decision making.
The presumed effect on steady state level of oupauteffective worker is
negative. The underlying assumption behind themate for negative growth
effect on steady state is that for given valuesstate variables, the control
variable Government consumption to GDP ratio (udpobive expenditure)
induces distortions by government thus involves easly effects from the
associated finance. These distortions are higlif teaies which provide no
stimulus for growth and investment.
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Good institutional quality implies high rule of lawith better protection
of property rights that provide more incentivesiforestment so the expectation
is for positive steady state level of output pdeetive worker for given values
of state variables.

Macroeconomic stability measurement variable inetudn analysis is
inflation that implies for negative effect on grdwtControl variable group
includes international openness as well measurethéyatio of exports plus
imports to GDP. The presumed effect on outputgbiective worker is positive
and thereby on growth. Countries with high traderoyess tend to raise steady
state level of output per effective worker. Finahctlevelopment raises a
country’'s GDP growth rate by enhancing its expatwl trade balance of
manufactured goods. Therefore, it positively afesteady state level of out per
effective worker.

Financial integration measures i.e., FDI and eqastsets, FDI and equity
liabilities, debt assets and debt liabilities halke tendency to shift the steady
state level of output and can affect the long roomgh rate of the countries.
Present study moves around the mainquestion: whdit@ncial integration
positively affects growth or not in Asian develogiaconomies? To get answer,
we developed two hypothesis stated below:

Hla: there is positive relationship between growth &Rl and equity
liabilities and debt liabilities.

H1.b: there is positive relationship between growth &R and equity
assets and debt assets.

3.4. Composition of External Liability Structure

By composition of external liability structure, waean the kind of capital
flows a country has in its liability structure. flérent capital flows exhibit different
properties. There are some capital flows that adcerto the growth i.e., FDI than
do the loans and debt. Frankel and Rose (1996)pasition of external liability
structure is also related with a country’s probigbibf currency crisis. If capital
structure is composed of such items that are ielatits nature then there is more
probability of occurrence of currency crisis in shocountries. Rogoff (1999),
emerging markets should try to have an exterrailitiastructure composed of by a
major share of equity like flows especially FDI &ese it is related with
technological transfer [Borensztegt, al. (1998)]. Equity like flows helps domestic
producers by diversifying risk, stabilises consuomptand increases risk sharing.
Liability structure more composed of debt liakéitimay be subject to sudden stop.
This sudden stop increases a country’'s probahilityipcoming currency crisis.
Whereas sudden stop is less likely observableofantcy with capital structure more
composed of equity flows. Because of this policylioation, the hypothesis is
supposed to provide policy makers a useful insightthe development of
composition of external liability structure.
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3.4.1. External Liability Structure and I nstitutional Quality

A more generally accepted theory of country’s endéicapital structure
is not yet being developed. But the empirical wisrivailable. Two theories are
posed in this context i.e., external capital stiteetand public institutions. They
are discussed below.

Formal theories by Razin (1998, 2001)and otherd #wt firms at first
(after retained earnings) finance their liabilityusture by FDI then by debt and
afterwards with portfolio equity. In case there &ege and severe information
barriers, companies finance themselves with FDI @lade their own managers
in the recipient countries (more corruption and kvenancial system
development translates into more FDI flows). Buttdreinstitutional quality
(better regulated markets) of a country shiftsdapital composition from FDI
to portfolio equity by reducing information asymmes.

Second best theory posed by Albuquerque (2003uskss the imperfect
enforcement of contracts and expropriation riskcakding to him, FDI is
subject to less expropriation because it is usualhde in intangible assets
(brand name, technology).So countries with higharfitial constraints (weak
institutions) finance themselves with lower shafr&DI.

3.4.2. External Liability Structure and Corruption

Corruption means deviations from rule of law andvegament
regulations and provides shorthand for poor pubbiwernance that includes
bureaucratic corruption as well. Corruption cafef domestic investors as
well as foreign investors but domestic investorgehmformational advantage
than foreign investors. Corruption level adversedjfects FDI because
corruption increases uncertainty. Wei (2006), hagrruption translates into
more debt flows than the equity flows. High levétorruption shifts the capital
flows from FDI to debt flows. Moreover, less evidenis available on the
recovery of nationalised assets of foreign investnand foreign investors in
case a country suffers from any kind of crisis @eriThis additional feature
translates into less FDI flows in corrupt countries

3.4.3. External Liability Structure and Financial Development

Foreign direct investment relationship with finaalalevelopment can be
both positive and negative. Conventional view ab¥dk flows is that they go in
countries which have safe and strong institutions are more financially
developed. This theoretical relationship favoursiipee relationship between
variables. Negative coefficient with foreign direotestment implies that FDI
move to countries where weak financial system imdéractised. Countries
where there is low capital labour ratio, there iisieirn on capital is high which
attracts foreign capital. This means FDI and weéadrfcial system go parallel to
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each other. Conversely, high financial system dgwekent means low inflows
of FDI Wei (2006), but deep financial system trates$ into high portfolio
equity flows.

H1: corruption and financial development signifitgnaffects the
composition of external liability structure.

4. DATA, SAMPLE, AND METHODOLOGY

The section discusses data, data sources, varizbl@ple period, sample
countries and empirical methodology.

4.1. Sample Countriesand Sample Period

Initially the study is started with a large samplee covering nineteen
countries of Asia but data availability issue desed the sample size from
nineteen to twelve. The study is conducted for ¥eebeveloping Asian
countries namely as Bangladesh, China, India, ledian Malaysia, Singapore,
Sri Lanka, Philippines, Pakistan, Thailand, Vietnamd Nepal for the time
period from 1984-2012. Study estimates each maogiekta time. First time
estimations are done for period between 1984-20@Y secondly for time
period 1984-2012. Study did so because data ofi¢iahintegration variables is
taken from Lane and Milessi-Feretti (revised 20@8ja source and this data
source contains data from 1970-2007 only.

4.2. Variables and Data Sour ces

The variables used in the analysis, the definito data source are
given by the following Table 4.1.

Table 4.1

List of Variables
Name of Variables Variables Definition Data Source
FDI and equity FDI includes greenfield investment, foreignLane and MilesiFerretti
liabilities (FDIEQL) property investment and controlling stakes @atabase (revised 2009)
acquired foreign firms and equity liabilities
include It includes ownership of company’s
shares and mutual funds below 10% threshold
level.
FDI and equity FDI includes greenfield investment, foreignLane and MilesiFerretti
assets (FDIEQA) property investment and controlling stakes database (revised 2009)
acquired foreign firms and equity assets
include It includes ownership of company’s
shares and mutual funds below 10% threshold
level

Continued—
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Table 4.2—Continueq

Foreign direct FDI includes greenfield investment, foreignLane and MilesiFerretti

investment property investment and controlling stakes database (revised 2009)

liabilities (FDIL)  acquired foreign firms

Portfolio equity equity liabilities include It includes ownerst Lane and MilesiFerretti

liabilities (PFEL)  of company’s shares and mutual funds belaatabase (revised 2009)
10% threshold level.

Debt liabilities (DL) Debt liabilities consist of deposits, portfolio Lane and MilesiFerretti
debt securities, bank loans and other debt database (revised 2009)
instruments etc.

Debt liabilities (DL) Debt assets and liabilities consist of depositgne and MilesiFerretti
and (debt assets  portfolio debt securities, bank loans and otltatabase (revised 2009)
(DA) debt instruments etc.

Financial Variable is constructed by taking the sum ofVDI

development (EQS)wo financial measures i.e. Domestic credit
provided to private sector and market
capitalisation.

General The variables’ data is taken from WDI, therWDI
Government at second hand subtract data of education and
consumption health expenditures and defense expenditures.
expenditures

(GGCE)

Institutional quality An equally weighted index is formulated bylICRG
(IQ) using seven political risk assessment

measures. These Seven measures include
corruption, bureaucracy quality, law and
order, ethnic tensions, corruption, socio
economic conditions and democracy
accountability.
Real GDP per GDP is divided by the mid-year population. ~ WDI
capita growth

(GDP)
Population growth It counts all the residents regardless of thei¥WDI
(PG) legal status or citizenship.
Trade openness  Exports plus imports are divided by GDP isPenn World table
(TOP) the total trade as percentage of GDP.
Consumer price  Itis a variable that represents annual percent&gbl
index (CPI) change in cost to average consumer acquiring a
basket of goods and services.
Economic Economic development is measured by GDRDI

development (ED) per capita.
Market size (MS)  The variable is proxied by GDP canst WDI

USD.
Urban population Urban population is a proxy used for qualitiuman capital (HK)
(URBPOP) infrastructure and concentrated population.
Human capital The variable is proxied by the secondary WDI

(HK) years of schooling.
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4.3. Model Specification

In order to determine the causality between finaindevelopment and
economic growth, we employed granger causality Teestt helps to explain the
significance of a time series in forecasting ottiee series or past values of a
variable are used to determine and predict theepteslues of other variable
growth is said to be granger caused by financiakldg@ment, if lagged values
of growth can forecast the present values of firmevelopment.

Present study at first checks stationarity by aipplythe panel unit root
on growth variable ddppg and financial development measuteQ then
applies granger causality test between financialeldgment and economic
growth. If causality runs from financial developmhéo economic growth, then
granger causality takes the following form

dgdppc;y = a + Xay,1dgdppc;p—q + 2by1dEQS; : + +€;;

If causality runs from economic growth to financadvelopment, then
granger causality takes the following form

dEQSi,t = a+2aEQS;;—1 + Z'blldgdppci_t_l + +e

Where growth is measured by the growth rate of GIeP capita (shown by
gdpp9 and financial development is measured by thetggize and determined
by EQS

4.4. Growth Models

Following Osada and Saito (2010), Bonfiglioli (200Bose, Prasad and
Taylor (2009), real per capita GDP growth is regees on several growth
indicators along with measures of financial inté¢igra

Yit = Vit-1= a+ ﬁyi,t—l +yFli+XZ; +n +u+€,
GDPI:,f - GDPi,t—l = a+ ﬁGDPi,t—l + }/Fi't + XZi,t + 01, + Mt + Ei’t

Explanatory variables are constant indicatedupgountry fixed effects
are shown by and time dummies by u. The Subscriphdt carries the country
and time period effect. Lagged per capita GDP aaeptuthe financial
convergence effects because there is a hypothésisaclassical framework
known as absolute convergence Ramsey (1928), SEO®6), Swan (1956),
Koopmans (1965) and Cass (1965). Convergence hgpististates that poorer
economies grow faster in per capita and soon agictvith rich economies. It
implies that growth rate of real per capita GDPvgtois negatively or inversely
related to the level of real per capita GDP.

The ordinary least squares is illogical to use bseaagged dependent
variable appear on right hand side in order to wapfinancial convergence
(within neo-classical framework) might correlatettwcountry fixed effects in
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the error term and generate the simultaneity taandard OLS may provide
biased estimates of parameters then. Therefore sthidy at first examines the
heteroskedasticity of residuals of the models. Térethe basis of residual plots,
study decides to employ generalised method of mtsn@MM) proposed by
Blundell and Bond (1998) as heteroskedasticity atknown. GMM is
performed by applying suitable instruments and hkdity of instruments is
tested by j-statistic of Hansen (1982) or Sargat. téstatistic has chi-square
distribution where number of over identified restions is usually equal to the
number of restrictions. J. It has null that instams are valid, in case it is
accepted, then instruments are valid. Right insémal variables have two
characteristics; first they are uncorrelated wittoeterm and correlated with
endogenous variables.

GMM by Blundel and Bond (1998), is the methodolagyvhich lagged
variables are used as instruments. This methodralenfor endogeniety and
measurement errors of not only those variables ¢bates in finance-growth
nexus but also for other explanatory variable. ethod has two steps. In first
step, it removes the country fixed effects by mgkise of first differenced
equations while in second step, it estimates thginal equation. The second
endogeneity problem may result with the correlatbetween (control variables)
Z:and (financial integrationiFl; with the error terms. To tackle the issue, the
study made use of instruments indicated by laggedn€ial integration
measuresH|; and control variablesZ(;) in the regression. Growth models with
steady state and control variables take the foligviorm:

GDP;y — GDP;,_y = a + [,GDP;,_y + ,FDIEQL; + 3DL;,
+B4CPliy + BsPOPyy + BsTOP; ¢ + B71Q; + BgEQS; ¢
+ﬁ9HKi,t + ﬁlOGGCEi,t + Ut + ei,t (a)

GDP;, — GDP;y_y = a+ B,GDP; 1 + B,FDIEQA; + B3DA;,
+B4CPli ¢ + BsPOPyy + BTOP; ¢ + B71Q; + BgHK ¢
+ﬁ9EQSi,t + ﬁlOGGCEi,t + He + Ei,t (b)

Where growth is measured by real GDP per capitavtro population
(shown by is proxied by population growth, finarcidevelopment is
measured by equity size EQS, general government consumption
expenditures is shown byGGCE and inflation by CPI. Financial
integration proxy variables arEDIEQL (Foreign direct investment and
equity liabilities),DL (debt liabilities),FDIEQA (Foreign direct investment
and equity assets) amiA (debt assets).

4.5. Modelsfor Composition Hypothesis

In order to have an understanding of determinaftexternal liability
structure, following models are developed.
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FDI;¢ = a + p,Corruption;  + f,EQS; . + B3POP;, + B,CPI;,
+BsURBPOP;; + BcTOP;, + B,MS; . + BgHK; . + BoNR; ;
+ﬁ10EDi,t+l'lt+ei,t (C)

PFEL;, = a + B,Corruption; + f,EQS;, + B3POP; + B,CPI;,
+BsURBPOP;; + X1 TOP; ¢ + B;MS; ¢ + BgHK; ¢ + BoNR; ¢
+ﬁ10EDi,t+”t+€i,t (d)

DLl:,f = a+ ﬁlcorruptioni']“ + IBZEQSl:,f + IB3P0Pi,f + ﬁ4CPIi,f
+BsURBPOP; + BeTOP; + B7MS; + BsHK;r + BoNR; ¢
+1310EDi,t +”t+6i,t (e)

Where FDI represents foreign direct investmem®FEL Portfolio equity
liabilities, DL symbols debt liabilitiesURBPOPis a proxy for infrastructure
measured by urban population. Urban population esgts concentrated
population and quality infrastructure. Natural reses is proxied bR and is
measured by the merchandised exports i.e., exgoniimerals, ores etd=D
represents economic development measured by the ge@bPapita and market
size shown bS is measured by GDP constant USD. Like growtheggjons,

it is suspected thatendogenietyexists betweenetpessors. Moreover, residual
plot of the equations suggested heteroskedastifitynknown form therefore
GMM is employed.

5. EMPIRICAL RESULTS

The empirical results and discussion is providedthis section and
analysis begins by summary statistics od data.

5.1. Summary Statistics of the Data

On average growth rate in developing countries i§93or 4
approximately. Debt liabilities, portfolio equitjofvs and FDI liabilities are on
average 2.31, 4.38 and 4.35 with high standardatiewi attached with FDI i.e.,
1.57 compared to debt liabilities 0.81. On averatg¥eloping economies have
market size for direct investment 25 percent. Huomapital has low dispersion
attached to it (0.43) and on average developingntti@s included in the study
have human capital equal to 3.69. On average, deartave population growth
rate of 1.79 and economic development 6.63. Diragstment and debt assets
of developing held outside the domestic borders @meaverage 3 and 4
approximately. Foreign direct investment and equigbilities have high
variation as compared to debt liabilities with age 3.74 and standard
deviation 1.06. On average, domestic financiatesyshas average value 3.80
and standard deviation equals to 1.29. Corruptionagerage is 2.48 and
financial development is 3.48 but the riskinessolmed in domestic financial
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system is 1.29 whereas corruption has a standasidtaa of 1.09. Developing
countries included in present study have on averagan for consumer price
index, natural resources, urban population ancetogénness is 1.48, 23.7, 3.59
and 1.87. Skewness can be measured by two meaxfucestral tendency i.e.,
mean and median. Different values of mean and megliald positive or
negative skewness. But present study finds theegahf mean and median
approximately equal indicating that the serieymmmetric and data is normal.

Table 5.1
Summary Statistics of the Series

Name of the Variables Mean Standard DeviatioMedian
FDIL 3.38 1.57 4.00
PFEL 2.41 1.17 3.00
DL 4.35 0.81 4.00
Corr 2.48 1.09 3.00
EQS 3.80 1.29 4.1

MS 25.34 1.39 25.1
HK 3.96 0.43 2.02
CPI 1.48 1.02 1.54
Pg 1.79 0.80 1.84
ED 6.63 1.44 6.6

URBPOP 3.59 0.50 35
NR 23.7 1.43 23.7
TOP 1.87 0.67 1.74
FDIEQA 2.64 1.49 3.00
FDIEQL 3.74 1.06 3.8

DA 3.84 0.35 4.00
IQ 3.43 0.53 3.41
GDPPC 3.69 3.80 35
GGCE 3.59 6.20 4.03

Descriptive statistics of all the variables usedhia present study are shown in table. Full name of
variables is given in methodology.

5.2. Correlation Matrix

Correlation Matrices of all the variables includéd the model are
reported in the Appendix Tables a, b, ¢ and d.edation matrix of growth
models i.e., (a and b) suggests possible multineatity problem between
population growth and institutional quality. Morepulation growth means
more resources are devoted to feed increased pimpulather than making
expenditures on health and educational facilitélthis consequently leads to a
corrupt population group; less ethically and mgraleveloped leading to low
law and order condition, low bureaucratic quality golitical instability.
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Liability structure correlation matrix suggestee thccurrence of possible
collinearityproblem between financial developmemd arban population. More
urban population means high infrastructure, edacptgpulation concentration,
aware of the importance of financial system i.anks, stock markets, money
markets etc. therefore they make use of these nsaskecollinearity may occur
between the two.

5.3. Direction of Causality between Financial Development and Growth

Study run panel unit root tests on growth and foandevelopment
variables; they are reported in Appendix Table (#)it root testsuggests that
series is stationary at first difference after d&eg for this time series
dimension of panel data set, we straight forwaggiglied granger causality test.
Patric (1966) identified two channels in financexgth nexus i.e., Demand and
supply channel effects. Demand channel effectstat high growth rate raises
the demand of financial services and fosters fif@rsystem. Whereas supply
channel effect says that growth follows finance.,i.éinancial system
development has the ability to raise economic gnowt present study, Granger
causality test supported the views of Gurley andvsl{1967), Goldsmith
(1969), and Jung (1986). These authors suggesteihtdeveloping economies,
causality runs from growth to financial system depenent. Growing economy
creates demand for financial services and increfisadcial services results in
developed financial system. This developed findnsistem further fosters
economic growth. In other words, present study tified demand channel
effect effective in Asian developing economies.

Table 5.2

Granger Causality Test

F-statistic Probability

Ho: growth doesnot granger causes financial 6.06 0.0027
development

Ho: financial development doesnot granger 1.55 0.21
causes growth

Granger causality test conducted to measure thectitin of causality between financial
development and economic growth.

5.4. Financial Integration and Economic Growth

5.4.1. Economic Growth and Foreign Liabilities

For growth equations, due to possible multicolliiiya between
institutional quality and population growth theseotvariables are included
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one by one. The GMM estimation technique is usethwag variables as
instruments. In Model 1, financial development ahdman capital are
insignificant while in Model 2, human capital is rgmally significant. In

Model 3, human capital, financial development, CHRiflation is

insignificant.

In short, results all these six models suggestrfia development
and human capital as insignificant determinants gpbwth or these
variables are not contributing to economic growthAsian developing
economies. One possible reason of human capitagriifecance could be
the quality of education. Quality of education neast to growth not the
number of years of schooling [Barro(2003)]. Therefadhese countries
should focus on quality of education. Financiatelepment is found most
of the time insignificant. Study expected financddvelopment variable
highly significant with positive coefficient but ¢hresult shows that it is
insignificant with positive effects on growth. Mde domestic markets of
developing countries are not enough stable and Idped that they
contribute significantly to growth. Moreover, infle to developing
countries are usually followed by high inflationtea. These high inflation
episodes put pressure on domestic financial systesssiting in weak
financial systems. Weak financial systems lack céficy and decrease
savings and so investment and growth.

Neo-classical framework proposes convergence hgsathwhich states
that poor economies grow faster than advanced anésoon get able to catch
up with the fast one. Hypothesis suggests thattcesnwith low per capita GDP
growth grow faster after financial integration. eféfore presumed sign with
coefficient of initial growth rate is negative. Bptesent study finds the variable
strictly significant with positive sign indicatirthat there is no clear evidence of
convergence effect in developing countries. Thesips reason could be as
stated by Barro (2003). He suggests that qualithwhan capital is essential
input to growth and results in convergence hypathasceptance. This study
finds human capital insignificant suggesting lovalify of human capital. Then
how this low level human capital can contribute aedult in convergence
effect. Moreover, according to Kocher Lakota, YP9%) convergence may be
incorrect if one does not include in regression ithidal capital stock. Two
countries with different initial income and capitstiocks, that country would
grow faster that have high initial physical stodkt Imot the initial income. If
technology shocks vary across the countries antearporary then convergence
can be experienced but if the shocks are permattemt higher economic
growth will be carried out by already developed dmigh initial income
countries.
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Table 5.3
Results of Growth Models of External Liabilitiedchzn Domestic Economies
Name of the Variables Model 1 Model 2 Model 3
GDPPC(-1) 0.43**+* 0.46*** 0.43**+*
(4.14) (4.62) (4.13)
FDIEQL —0.25** —-0.35* —0.33***
(-1.90) (-1.82) (=2.17)
DL 0.13* 0.23* 0.30%**
(1.88) (2.91) (2.24)
EQS 0.01 0.04 0.07*
(0.10) (0.94) (1.73)
HK 0.69 0.71 0.002
(1.39) (0.66) (0.00)
CPI —0.83*** -0.69 —-0.55*
(-2.02) (-1.01) (-1.72)
GGCE -0.05 -0.05 -0.05
(-1.29) (-1.31) (-1.10)
PG —0.92*** —0.87**
(-2.38) (-1.91)
TOP 0.36*** 0.22** 0.16***
(2.08) (1.74) (2.15)
[@] 0.60 0.81
(1.91) (2.51)
R-square 0.43 0.38 0.43
Adjusted B 0.33 0.34 0.40
! Sargan test 0.52 0.49 0.61

Notes: The values in parenthesis denotes the t-statistioere (*, **, ***) determines the
significance level at 10 percent, 5 percent andrtent levels. 1 is the test of over identified
restrictions in GMM and is asymptotically distribdt as chi square under the null
hypothesis that instruments used are valid, exageaad not correlated with error terms.

In Models 1 and 2, general government consumptigpemditures,
human capital and financial development are inficant whereas in Model 3,
financial development becomes significant.
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Table 5.4
Results of Growth Models of External Liabilities{i&polated Data)
Variables Model 1 Model 2 Model 3
GDPPC(-1) 0.34%** 0.37*** 0.38***
(3.32) (3.64) (3.72)
FDIEQL —0.48*+* —0.44%** —0.33%**
(-3.35) (—2.88) (-2.39)
DL 0.72%** 0.56** 0.83***
(2.59) (1.98) (2.59)
EQS 0.03 0.02 0.01
(0.43) (0.38) (0.13)
HK 0.90 0.52 0.86
(0.07) (1.56) (0.67)
CPI —0.98*** —0.73** -0.28
(-2.49) (-1.99) (-1.04)
GGCE —0.09** —0.171%** —0.10***
(-1.99) (-2.44) (-2.04)
PG —-0.44* —0.14%**
(-1.75) (-2.20)
TOP 0.30* 0.61*** 0.17***
(1.79) (2.16) (2.11)
IQ 0.49* —0.86**
(2.40) (-1.73)
R square 0.39 0.36 0.36
Adjusted R square 0.33 0.31 0.31
! Sargan test 0.998 0.92 0.65

Notes: The values in parenthesis denotes the t-statisticere (*, **, ***) determines the
significance level at 10 percent, 5 percent andrtent levels. 1 is the test of over identified
restrictions in GMM and is asymptotically distribdt as chi square under the null
hypothesis that instruments used are valid, exageaad not correlated with error terms.

Dimensions of financial integration that are inteddo measure capital
inflow effects on growth are FDI and equity liabés and debt liabilities. The
empirical finding of these variables is inconsisteith the theory. Theory states
that FDI is the most stable capital flow (eitheftaw or outflow); moreover, its
indirect benefits on growth are more than any otkied of capital flow.
Because FDI and equity flows are supposed to coitie waman capital, they
helps in accumulating physical capital and develwp®ian capital by diffusing
knowledge and technology transfer Kose, PrasadpfRoand Wei (2009). This
study finds FDIEQL significant with negative effegh growth and supports
dependency theory. Dependency theory says that é&dploits developing
countries by adversely affecting growth due to dimg out of private
investment and displacing domestic investment. fliding is consistent with
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Syed, Hafsa, and Li (2012). Developing countriegagk try to have more and
more direct investment in the form of FDI becausddes not involve direct
payment of debt but it involves substantial foregechange costs. Capital starts
moving out of the country in the form of dividendsansaction costs,
remittances etc. The fact is, FDI is usually made services that are
domestically consumed and it moves to non-tradeablors of developing
economies. Foreign investment in telecom, constmctand other non-
tradeable sector involves capital outflows for imtpof technology, imports,
royalty payments and repatriation of profits.  Mwmrer, transnational
corporations are usually found to involve in mafapive transfer pricing in
order to avoid tax liabilities. Moreover, last tdecades questioned the stability
of FDI and equity flows in the light of evidenceattwhenever there is minimal
sign of output loss, transactional corporation&gtstovering their exchange risk
by involving in hedging activities raising the psase on currencies.

ThisStudy finds a significant and positive relasbip between debt
liabilities and economic growth. Positive growthfezft of debt liabilities
could be due to fact that it remained stable thhmug the period and this
stability added to growth positively. Moreover itagnbe diverted towards
development projects resulting in high growth ratd3ebt can have
favourable effects on growth only up to certainitinit positively affects the
growth if its inflow is devoted to development oroductive projects. It is
also supposed to come with technology transferiafadmational know how
(but these indirect benefits are usually less tinindirect benefits of FDI).
But beyond its threshold level, it starts contribgt negatively to growth.
The finding is consistent with Abubakar and Has§2®00); they find that
external debt promotes growth in Malaysia. Theral§® a possibility that if
present study was conducted by taking averagestaf for five, seven or ten
years, then this positive effect may get vanished positive sign should
have taken its place because high level of debdytadeans increase in tax
rates by tomorrow in order to pay for the debt g@rs. An increased future
tax rate reduces after tax return on capital andlets the incentives for
investments. Low investments lead to low growtlesan long run. Based on
its positive affect on growth, developing countr&sould not start moving
towards debt liabilities because its long run nagaeffect overweighs its
positive effects.

All the three policy variables i.e., inflation, gavwiment consumption
expenditures and trade openness are found asisagmifvith expected signs in
extrapolated data while real data estimations sstggefor significance of trade
openness and inflation in two out of three modaiflation and government
consumption expenditures affect the growth neghtiveviacroeconomic
stability proxied by inflation has large negativiéeet on growth. Government
consumption expenditures affect the private sebtoiinducing distortions in
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private decisions. These distortions are a sigrg@mfernment activities and

related public finance. They reduce growth by ldngrsavings or induce

distortionary effects from tax to government exgamds. Trade openness and
financial integration are often considered as cemants. In the absence of
trade integration, financial integration can leadntisallocation of resources
[Eichengreen(2001)]. Less open economies undergeoe mexchange rate

fluctuations, face severe balance sheet effectangpfnrom depreciations and

capital adjustments Kose, Prasad, Rogoff, and 2G0HY).

Population growth is significant but has negativevgh effects.
Countries have constant capital where large pojuameans constant
capital is at the expense of large work force. @other words, capital per
effective worker is low. The phenomenon is known capital dilution.
Increased population means increased demand fodsgaod services. In
such a scenario for sure inflation will increaseiabhwould cause a shift in
demand curve towards left because of low incomédilprof households, all
this results in decreased economic growth Trand 120Malthusian model
(1826) states that an increase in population ofoantry with constant
natural resources results in resource shallow ¢mmd{natural resources per
capita decreases). Moreover according to Galor \Aedl’'s model (1996),
each labour faces two kinds of dimensions i.e. alelabour and physical
labour. Men workers are assigned physical labobhilevwomen labour
faces mental labour. Consequently, there appeayapabetween wages of
men and women. In such a situation, women will pred stay at home and
to give quality time to her children rather thanrgpon jobs. All this raises
population and decreases the output growth.

Institutional quality is a key determinant of capiflow. The variable is
strongly significant with positive coefficient. Goanstitutional quality is a sign
of improved rule of law and higher protection obperty rights. So we can
conclude that developing economies institutions @eging their due role in
raising economic growth.

5.4.2. Economic Growth and Domestic Assets Held Abroad
(Capital Outflows)

Human capital and financial development remainaigimificant in these
six models. General government consumption experaditis significant twice a
time out of six models. The results (FDI and equaisgets and debt assets) in
general remained same as they are for FDI and yedjabilities and debt
liabilities. Once again the study find positive ffméent with initial GDP per
capita growth rate. The study failed to find comearce hypothesis proposed by
neo classical growth model.
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Table 5.5
Growth Models of Domestic Assets Held Abroad: 2Q4@D
Name of the Variables Model 1 Model 2 Model 3
GDPPC(-1) 0.58%* 0.58%+ 0.41%+
(6.43) (6.32) (4.61)
FDIEQA —0.45* —0.54* —0.61***
(-1.71) (1.78) (-2.13)
DA 0.40* 0.49* 0.05***
(1.73) (1.77) (2.43)
EQS 0.04 0.03 0.05
(0.80) (0.67) (0.11)
HK 0.14 0.40 0.70
(0.14) (0.47) (0.58)
CPI —-0.40* —0.44* —0.49**
(-1.73) (-1.78) (-1.96)
GGCE -0.05 -0.05 -0.07*
(-1.27) (-1.42) (-1.71)
PG -0.23 -0.02
(-0.54) (-0.04)
TOP 0.30%*** 0.27* 0.46***
(2.04) (1.70) (2.44)
IQ 0.30* 0.25%
(1.73) (1.82)
R square 0.43 0.42 0.37
Adjusted R- square 0.38 0.38 0.32
! Sargan test 0.99 0.99 0.99

Notes:The values in parenthesis denotes the t-statistiese (*,**,***) determines the significance
level at 10 percent, 5 percent and 1 percent leteis the test of overidentified restrictions
and is asymptotically distributed as chi squareenttide null hypothesis that instruments used
are valid, exogenous and not correlated with émans.
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Table 5.6
Growth Models of Domestic Assets held Abroad:Exilaied Data
Name of the Variables Model 1 Model 2 Model 3
GDPPC(-1) 0.43*+* 0.27*+* 0.25%**
(4.63) (2.65) (2.93)
FDIEQA -0.68* —0.54* —0.50***
(-1.74) (1.78) (-2.13)
DA 0.50** 0.49* 0.45%**
(1.99) 2.77) (2.43)
EQS 0.11 0.03 0.05
(1.26) (0.67) (0.99)
HK 0.89 0.40 0.70
(0.74) (0.47) (0.58)
CPI -0.37* —0.44* —0.49*
(-1.89) (-1.77) (-1.70)
GGCE —-0.05 —-0.05 —-0.07*
(-1.29) (-1.42) (-1.73)
PG -0.65 -0.02
(=0.99) (—0.04)
TOP 0.07* -0.27* 0.46
(1.73) (1.84) (1.23)
1Q 0.32* 0.25*
(1.78) (1.72)
R square 0.40 0.42 0.37
Adjusted R- square 0.35 0.38 0.32
! Sargan test 0.99 0.94 1.00

The values in parenthesis denotes the t-statistiese (*, **, ***) determines the significance lelve
at 10 percent, 5 percent and 1 percent levels. thestest of over identified restrictions and is
asymptotically distributed as chi square underrthlk hypothesis that instruments used are valid,
exogenous and not correlated with error terms.

The assets held abroad are divided in to two corapti.e., FDI and
equity assets and debt assets. The study finds &f equity assets
significant (variable remained significant five s out of six models) with
negative effect on growth. Negative sign attachdth iFDlI may have a
possible interpretation that direct investment magd to a shift in the
location of production from domestic market to figre markets. The
variable debt assets have significant positiveti@taghip with growth. Debt
flows have the ability to raise exports of the dstiee economy to markets
where debt is held Osada and Saito (2010).

Trade openness, institutional quality and CPI tidla have significant
relationship with growth. Population growth and gowment consumption
expenditure have insignificant but negative reladitip with growth.
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5.5. Composition Hypothesis

Since correlation matrix suggested possible mudtlinearity problem
between financial development and urban populatienefore, study runs each
of the three models (c, d,e) twice a time. Fipiation includes both variables
but second time estimation is done by dropping mifb@pulation. The financial
development is not dropped because it is the maséh variable (important
dimension of public institution along with corrugi).

Table 5.7
Composition of FDI Liabilities in External LiabijitStructure
Model 2 Model 4
(of 2007) (2012)
Excluding Excluding
Model 1 Urban Model 3 Urban
Name of the Variables (0f 2007) Population (2012) Population
Corruption -0.67* -0.50* —0.43*** -0.27*
(=1.77) (1.81) (-3.10) (-1.70)
EQS 0.27*** 0.25%** 0.34*** 0.30 ***
(3.10) (4.13) (4.96) (2.15)
CPI -0.36 —-0.25* -0.07 -2.1*
(—0.03) (-1.79) (—0.49) (-1.77)
MS 0.89* 0.60*** 0.55%** 0.63
(1.71) (4.73) (2.45) (1.10)
NR 0.46**+* 0.41* 0.65** 0.78*
(2.34) (1.71) (2.90) (1.74)
URBPOP 0.43%*+* 0.32*
(2.73) (1.84)
PG 0.14 0.57** 0.12 0.52**
(0.15) (2.10) (0.54) (1.96)
TOP 0.50%** 0.56 0.21* 0.41*
(2.69) (2.27) (1.88) (1.84)
ED —0.16*  —0.09*** —-0.14* —-0.38*
(-1.85) (-2.41) (-1.94) (-1.92)
HK 0.01* 0.33** 0.26* 2.5*
(1.75) (1.97) (1.70) (1.84)
R-square 0.46 0.47 0.50 0.52
Adjusted R-square 0.39 0.43 0.45 0.49
! Sargan test 0.56 0.89 0.75 0.60

Notes:The values in parenthesis denotes the t-statistiese (*,**,***) determines the significance
level at 10 percent, 5 percent and 1 percent leteis the test of over identified restrictions
and is asymptotically distributed as chi squareenttide null hypothesis that instruments used
are valid, exogenous and not correlated with eeans.
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When urban population is plugged in and droppedvel, the action
caused change in some of the variables resultOieinflation is significant in
first and third model but insignificant in seconddafourth model, likely
population growth is significant in second and fumodel but insignificant in
first and third model. The study find financial @éspment variable still
significant even when urban population is dropp&ltithis suggests that level
of financial development is an important determireamd plays a key role in the
composition of capital structure.

Table 5.8

Composition of Portfolio Equity Liabilities in Exteal Liability Structure
Excluding Excluding

Model 1 Urban Model 3 of Urban
Name of the Variables of 2012  Population 2007 Population

Corruption 0.34* 0.18* 0.42%* 0.14%**
(1.95) (1.85) (2.00) (2.31)
EQS 0.43*** 0.40%** 0.50*** 0.54x+*
(4.27) (5.80) (2.1) (5.15)
CPI —0.17%** —0.20*** -0.25 0.08
(-3.30) (-3.89) (-0.31) (1.39)
MS 0.19%*** 0.28*** 0.27*** 0.2 %+
(2.45) (4.81) (2.76) (3.48)
NR 0.46 0.16*** 0.48*** 0.24%+*
(1.21) (4.44) (2.42) (3.71)
URBPOP 0.50 0.96
(0.67) (0.81)
PG 0.38*** 0.37*** 0.10 0.16***
(2.37) (3.57) (0.29) (2.08)
TOP 0.26*** 0.48*** 0.03* 0.09**
(3.67) (2.78) (1.78) (1.89)
ED 0.28*** 0.15%+* 0.65*** 0.02
(3.16) (2.17) (2.87) (0.48)
HK 0.25%+* 0.51%* 0.47*+* 0.66***
(2.28) (2.15) (2.01) (3.88)
R-square 0.73 0.47 0.56 0.54
Adjusted R-square 0.63 0.44 0.45 0.50
! Sargan test 0.99 0.47 0.50 0.63

Notes:The values in parenthesis denotes the t-statistiese (*,**,***) determines the significance
level at 10 percent, 5 percent and 1 percent letteis the test of overidentified restrictions
and is asymptotically distributed as chi squareentide null hypothesis that instruments used
are valid, exogenous and not correlated with éemans.
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The results indicate urban population an insigaific determinant of
portfolio equity liabilities. Its exclusion caus@dvast change in the coefficient
of corruption decreasing it from 34 percent to pércent (2007 data) and from
42 percent to 14 percent.

Table 5.9

Composition of Debt Liabilities Structure in Extahtiability Structure
Excluding Excluding

Model 1 Urban Model 3 of Urban
Name of the Variables of 2007  Population 2012 Population

Corruption 0.34* 0.23%* 0.42%* 0.24%**
(1.95) (2.43) (2.00) (2.31)
EQS 0.18 0.14 0.20*** 0.14
(0.27) (1.16) (2.1) (1.15)
CPI —0.07*** —0.18*** -0.05 -0.08
(-3.30) (-3.34) (-0.31) (-1.39)
MS -0.19 -0.30 —0.27%** -0.21
(-1.45) (-1.19) (-1.76) (-1.48)
NR 0.46 0.16* 0.48 0.24
(1.21) (1.83) (1.42) (1.71)
URBPOP 0.50 0.52
(0.67) (0.41)
PG 0.28*** 0.23%* 0.22%* 0.16%***
(2.37) (2.78) (2.29) (2.08)
TOP 0.26*** 0.30%** 0.28 0.28*
(3.67) (2.18) (0.18) (1.79)
ED 0.28 0.15 0.25 0.20
(1.16) (1.48) (2.07) (0.48)
HK 0.25%** 0.39%** 0.39** 0.66***
(2.28) (2.08) (2.99) (3.88)
R-square 0.53 0.35 0.44 0.47
Adjusted R-square 0.46 0.29 0.45 0.41
! Sargan test 0.99 0.96 0.81 0.62

Notes: The values in parenthesis denotes the t-statistioere (*, **, ***) determines the
significance level at 10 percent, 5 percent andrtent levels. 1 is the test of over identified
restrictions and is asymptotically distributed &$ sguare under the null hypothesis that
instruments used are valid, exogenous and notlatecewith error terms.

As far as debt liabilities are concerned, the tessthow urban population
insignificant i.e. infrastructure is not the prigriof foreign banks or lenders
when they lend or make debt liabilities investment.
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Study finds corruption significantly and negativegsociated with FDI.
Corruption means deviation from rule of law and gmment regulations and
provides shorthand for poor public governance timmiudes bureaucratic
corruption as well. Corruption can affect domegtizestors as well as foreign
investors but domestic investors have informatioadVantage than foreign
investors. Wei and Wu (2002) have found thatuation deters FDI more than
other capital inflows. There are two main reastms teduces direct investment
i.e., FDI inflows to countries. Firstly, high leveff corruption in a country
changes the expectations of international invedtecsaiuse it causes additional
fees on the part of international investors. Thayehto pay to corrupt officials
in order to get licences, permits or other servi{éesn government) for making
investment. Corrupt authorities know that settlegreign business and
investment is difficult to be liquidated so theyrther threaten the foreign
investors till they get bribe Wei (2000). Thatvidy foreign investors face
greater sunk costs in case of FDI than portfoliaitggand bank loans etc.
Secondly, in case of default of foreign loans, d¢oas are capable of getting
loan from IMF to minimise default on loan. For iaste, there are examples
available like Mexican crisis, Asian crisis, andu#a crisis when countries get
assistance from IMF, WB and G-7 countries in ortieminimise default on
bank loans. But less evidence is available on ¢lgevery of nationalised assets
of foreign investment. That is why; bank’s lendisgmore favourable to deal
with corrupt countries than foreign investment. Fbrin these countries,
corruption discourages FDI then there are stillsgapfulfil for credit constraints
by bank borrowings. The result is consistent withds (1995), Wei (2000a).

Present study results favours conventional view atades that FDI
moves in countries which are more financially depeld.Higher trade openness
attracts FDI, finding is consistent with consistenth Wei (2006). Low trade
openness means bureaucrats hinder foreign invesyorastricting their capital
accounts in order to get bribes Wei (2001). Humapital is positively and
significantly associated with FDI consistent withodye-Naranjo(2002) who
reported that human capital serves as pull for Fdows. Study finds strong
and negative relationship of FDI with economic depenent. Economic
development leads to a decline in FDI flows. Thadifng is consistent with
Haussmann and Fernandez (2000), high share ofrF®kbuntry is not a signal
for good health of the economy but response ofridetting environment. High
risks and low growth allows companies to hold apétructure composed of
more FDI and portfolio equity and less by debtiliibs. Market size tends to
be positively associated with FDI suggesting trergér economies tend to
attract large shares of FDI in their liability stture. Natural resources are
positively and significantly associated with FDI ggesting that natural
resources serve as magnet for FDI flows and these lihe ability to shift
liability structure in favour of FDI. FDI is attréexd to countries in order to
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exploit natural resources. We find population dgifowproxy for market
potential) positive but insignificant i.e., markmitential does not matter for FDI
infows. Moreover, we find positive and significamélationship of urban
population with FDI inflows. This finding suggestsat infrastructure matters
for foreign investors and serves as strong pull F&x flows. Instability of
economy is measured by CPI inflation; it is fourml bhe negatively and
insignificantly associated with FDI.

Study finds corruption positively and significantlgssociated with
portfolio equity liabilities and debt liabilitiesCorruption encourages portfolio

usually not in contact with corrupt bureaucrats. rrGption shifts the
composition of capital flows from FDI to portfoliequity and debt liabilities
where debt is usually short lived and more volafileeoretically). Study find
financial development positively and significanthssociated with portfolio
equity.The finding is consistent with theory bemaysortfolio equity flows
usually moves in economies where financial systarasstrong. In general, we
find portfolio equity liabilities positively assatied with public institutions.
Portfolio is also found to be positively and sigrahtly associated with market
size, natural resources, trade openness, populgtmnth, human capital and
economic development. Infrastructure doesn’t métteportfolio equity flows.

Financial development is positively but insignifitly associated with
debt liabilities. Study finds negative and insiggaht relationship of debt with
market size. Large market size tends to receivededt liabilities. The finding
is consistent with Wei (2006). Economic developmént positively and
insignificantly associated with debt. Trade opesnasd human capital are
positively related with growth. Natural resourcee asignificantly associated
with debt liabilities.

6. CONCLUSION AND IMPLICATIONS

Financial integration owns a vast strand of literatbut empirical studies
till now failed to come up with a straight forwaresult about its growth effects.
Present study empirically examined the growth ééfexf financial integration
for twelve Asian developing economies covering @eri984 to 2012.

The direction of causality runs from growth to ficél system
development. Theory states that there is bidieeli causality between
financial system and economic growth then if soneeempirically finds finance
following growth or growth following finance therhd results clearly echo
around World Bank statement related to East Asiaradie. In which, it says
that success of economic policies depends on thtitutions that implement
them therefore economic policies are viewed as tpuspecific. Empirical
finding so far do not come up with a clear and tasige cause and effect
relationship between financial-growth nexus thea oray need to be very clear
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that there is no general acceptance of view timanfie leads growth or growth
leads finance.

The effect of financial integration on economicgtio differs depending
on the type of financial integration variable enyad in the model. Foreign
assets held in domestic economies are broken dowbt and equity liabilities
and debt liabilities. Former affects growth negalfvand significantly while
later has positive effect on growth. Study’s firgliis contradictory to theory.
Theory states positive growth effects of FDI andiggliabilities because these
liabilities accumulates capital, bring with thenchaology transfer, diffuse
knowledge and develops human capital. Presentysind an evidence of
dependency theory which states that FDI exploitgeliging countries by
adversely affecting growth due to crowding out afvate investment and
displacing domestic investment. In case of capitalvs to developing
countries, the study would find that from last twlecades FDI flows are
unstable whereas debt liabilities are somehow etabtl so predictable. Present
study descriptive statistics also suggests FDI aeduity liabilities
unstable(standard deviation) while debt liabiliteable. Since these countries
are facing the problem of unpredictable FDI andfpbtio equity flows then how
governments can initiate long run projects wherariting is unpredictable.
Moreover, FDI is usually made in services that doeestically consumed and
it moves to non-trade able sectors of developingnemies and involves
substantial foreign exchange costs. Due to FDlitalagtarts moving out of the
country in the form of dividends, transaction cosisd remittances etc.
Transnational corporations are usually found t@ine in manipulative transfer
pricing in order to avoid tax liabilities. In thiway, FDI affects the growth
negatively. Since debt liabilities remained stadbedeveloping economies had
made full use of this source of financing by movihgm to development and
productive projects which resulted in positive gtioweffect. Despite positive
growth effects of debt liabilities, countries shibulot rely only on it because in
long run it drags down the growth and its long negative effects overweigh its
positive effects. High level of debt today meansréase in tax rates for
tomorrow in order to pay for the debt services. iAareased future tax rate
reduces after tax return on capital and lowersiticentives for investments.
Low investments lead to low growth rates in long.ru

Domestic assets held in foreign countries are cagtby making use of
two proxy variables i.e., FDI and equity assets detit assets. Study finds
negative and insignificant effect of FDI and equatssets and positive by debt
assets. This positive effect of debt assets mayebause these assets leadto an
increase in exports of the domestic country to taes where they are held
previously. Negative growth effect of FDI and gguassets could be because
of possible shift in location of production [Osa2@{0)]. Based on empirical
finding, study comes to a conclusion that finangiégration doesn’t contribute
to economic growth in Asian developing economiemash as it is expected.
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Composition hypothesis is of significant importameit is related with a
country’s probability of currency crisis. The studinds better institutional
quality (low corruption and sound financial syst¢ratiracts FDI inflows while
high level corruption attracts portfolio and ddhbllities.

Owing to negative growth effects of FDI and equi&pilities one should
not conclude only on empirical finding that thesegoing to develop a liability
structure more composed of debt and less with Feglbse inflow of debt is
often considered as a signal of capital flight. Wi a country debt flows are
on high side then there is possibility of devalomatiDomestic residents while
making investments change their mind and dollatieé& assets before possible
devaluation. Moreover there is causal relationdig@pveen capital flight and
indebtedness because it is the capital flight thases a country to borrow more
from external sources for possible substitutiotost capital. Debt liabilities are
usually made for interest rate differentials angpestations of exchange rate.
They are not made for long term perspectives.nsraway at the appearance of
first sign of trouble and is also considered resfda for 1990’s Asia’s boom
bust cycles [Chuhan, Perez-Quiros, and Popper ji@than, Claessens, and
Mamingi(1998); Claessens, Dooley, and Warner (1906pley, Claessens, and
Warner (1995); Sarno and Taylor (1999)].Thereassfer of wealth when loans
are repaid with interest payments and country ttap&lebt trap peonage”: a
situation when a country’s sovereignty is at thakstand it destroys the
independence of the country.High level debt oplesdbors for currency crisis
as it is easily reversible and more volatile. Sudstk®p is less likely observable
for country with capital structure more composeca@dity flows. FDI comes to
a country with long term perspectives and canrtdea country on the onset of
very first sign of trouble. Therefore developingrikets should try to have an
external liability structure composed of by a magtiare of equity like flows
especially FDI because it is related with technmalgtransfer [Borenszteiet
al.(1998)]. Equity like flows helps domestic producdrg diversifying risk,
stabilises consumption and increases risk sharing.

Large inflows of FDI to any country should not re@tl anyone that
country is healthy economically because study’s igogh finding (negative
relationship between FDI and economic developmentygests that more
inflows of FDI to any country are not the sign afogl internal environment of
that country rather it shows country’s deteriorgtenvironment. The countries
where there is high risk and low growth rate(loverm@mic development) then
foreign investors instead of relying on franchipksce FDI.

At the end, study concludes that countries shorydtd develop the
liability structure more composed of FDI becausegdaindirect benefits are
attached with it. For this, they have to strengttieeir public institutions. Steps
should be taken to reduce corruption level and dbimeinancial systems
should be strengthened. In turn, such a liabilitycture will develop(containing
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more FDI, and less debt) that would have more esgrowth effects and less
chances of currency crisis because more FDI is tively associated with
probability of currency crisis.

Debt as is said double edge sword, its moderatel isvgood for any
economy. Moreover, its use matters. Excessive dsé& beyond a certain
threshold drags down the growth. Governments shéyl to develop their
fiscal buffers to address any extraordinary evewt should keep debt level as
below as possible. Governments and policy-makeasildhtry to reduce the
preference which they are used to give to debtraddce government subsidies
and increase savings. Human capital is a key impugrowth, however, the
quality of education that matters for economic gfonot the years of education
Barro (2003). Institutional quality should be entesh because it serves as
prerequisite for FDI flows. Capital flows in devplog countries are usually
followed by high inflation and it is this high iafion that puts a pressure on
domestic financial system thus results in weak rfii@ systems Gregorio
(2004).

APPENDICES

Correlation matrices of equations (a, b, c, d gngresented in empirical
modelling are given below:

Table of Correlation Matrix of Equation (a)
GDPP(C FDIEQL DL EQS 1Q HK CPI GGCE PC TOF
GDPPC 1.00

FDIEQL —0.06 1.00

DL -0.13 0.17 1.00

EQS 0.44 0.41 0.41 1.00

1Q -0.01 —-0.02 -0.02 -0.35 1.00

HK -0.16 -0.13 0.43 0.09 0.03 1.00

CPI 0.03 0.04 0.040 0.07 0.16 0.16 1.00

GGCE -0.04 -0.06 0.02 -0.06 0.20 0.42 0.08 1.00

PG -0.12 -0.16 -0.16 049 -0.87 0.22 0.06 —-0.06 00 1.
TOP -0.14 -0.04 -0.04 -0.01 0.01 0.35 0.43 -0.16 23 0. 1.00

Full name of variables are given in methodology.

Correlation Matrix of Equation (b)

GDPP( FDIEQA DA EQS 1Q HK CPI GGCE PG TOF
GDPP( 1.0C

FDIEQA -0.17 1.0C

DA -0.11 0.4t 1.0C

EQS -0.42 0.0t 0.04 1.0C

1Q 0.0¢ -0.0t 0.3t -0.28 1.0C

HK -0.2C 0.3C 0.4 -0.01 0.11 1.0C

CPI 0.0¢ -0.27 0.3C -0.0¢ 0.1¢ 0.1¢ 1.0C

GGCE -0.0¢ -0.0¢ 0.14 -0.0¢ 0.2C 0.4¢ 0.0¢ 1.0C

PG -0.0¢ -0.22 0.0¢ -0.4C -0.8t 0.11 0.07 -0.0¢ 1.0C

TOF -0.1¢ 0.4z 0.5 -0.0t¢ 0.07 04: 04 -0.1¢ 0.2C 1.0C

Full name of variables is given in methodology.
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Table of Correlation Matrix of Equation (c)
FDI CORF eqs Pc Cpi urbpoy top Hk Nr Ed Ms
FDI 1.0C

cort 0.5% 1.0C

Eqs 0.0¢ 0.34 1.0C

Pc 0.17 -0.2¢ 0.11 1.0C

Cpi 0.0z -0.1¢ 0.1C 0.3¢ 1.0C

Urbpor 0.34 0.0¢ 0.7¢ 0.37 0.3¢ 1.0C

Top 0.07 0.0¢ 0.2¢ 0.14 0.4¢ 0.3z 1.0C

Hk 0.04 0.11 0.2z 0.1C 0.24 -0.27 0.44 1.0C

Nr 0.1t 0.2 0.3¢ 0.0c 0.0¢ -0.04 0.0¢  0.3¢ 1.0C

Ed 0.0€ -0.0z 028  0.17 0.14 -0.2¢ 0.1€ 0.4: 0.1C 1.0C

MS 0.17 0.01 0.41 0.21 0.0¢ -0.2¢ 0.2z 0.1€ 0.6C 0.2 1.0C

Full name of variables is given in methodology.

Table of Correlation Matrix of Equation (d)

PFEL Corr eqs Pc Cpi urbpoy top Hk Nr Ed ms
PFEL 1.0C
CORF 0.02 1.0¢

Eqs 0.61 0.3¢ 1.0C

Pc 0.0¢ -0.28  0.11 1.0C

Cpi 0.07 -0.1f  0.1C 0.3¢ 1.0C

Urbpog -0.3¢ -0.04 0.7¢ 0.37 0.3¢ 1.0C

Top -0.1¢  -0.0¢ 0.2¢ 0.1t 0.4¢ 0.32 1.0C

Hk -0.07 0.11 0.2t 0.1C 0.2t -0.42 0.4% 1.0C

Nr 0.1¢ 0.2t 0.3¢ 0.0t 0.0t 0.04 0.0¢ 0.3¢ 1.0C

ED -0.07 -0.01 0.2% 0.17 0.14 0.2¢€ 0.1¢ 0.44  0.1C 1.0C

MS 0.41 0.0z 0.41 0.21 0.0¢ -0.28 0.2z 0.1€  0.4C 0.2:  1.0C

Full name of variables is given in methodology.

Table of Correlation Matrix of Equation (e)
DL Con  EQS Pc CPI urbpof  TOF  Hk Nr ED MS
DL 1.0C

Corr -0.1C  1.0C

EQS 0.3t 0.34 1.0C

Pc 0.14 -0.28 0.1 1.0C

CPI -0.17 -0.1f 0.1C -0.3¢ 1.0C

Urbpor 028 -0.0¢ -0.7¢ -0.37 -0.3¢ 1.0C

TOF -0.0¢ 0.0¢ -0.2¢ -0.1t -0.4¢ 0.4z 1.0C

Hk -0.0z 011 -0.2& -0.1C 0.24 0.3z 0.4t 1.0C

Nr 0.11 0.2 0.3¢ 0.0 0.0z -0.04 0.0¢ 0.3¢ 1.0C

ED -0.0¢ -0.0z -0.2¢ 0.17 -0.14 0.2€ 0.1¢€ 0.4 0.1C 1.0C

MS 0.27 0.01 0.41 0.21 0.0¢ -0.2¢ -0.2z -0.1¢ 0.2C -0.34 1.0C

Full name of variables is given in methodology.

Panel Unit Root Test (e)

Name of the Variable t-statistic Probability
EQS -4.43 0.000
Gdppc -5.27 0.02

Im-Pesaran and Shinn panel unit root test is agppiieh null hypothesis that unit root process esist
where gdppc and EQS are variables of real GDPag@tecand financial development.
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