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ABSTRACT

This paper examines the impact of financial globalization on financial development in transition
countries. An empirical test is elaborated with new indicators of financial globalization and financial
development, closer to theoretical and conceptual framework. On the basis of Blundell and Bond
(1998) a dynamic panel data model is employed. The principal results suggest, in general, that
financial globalization has a positive and significant relationship with the process of growth of the
financial system, but not with the process of development, that is to say, without a better performance
of basic financial functions.
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RESUMEN

Este articulo examina el efecto de la globalizacion financiera sobre el desarrollo financiero en
los paises en transicion. Se elabora una prueba empirica con nuevos indicadores de globalizacion
financiera y desarrollo financiero mas cercanos al marco tedrico y conceptual. Con base en Blundell
y Bond (1998) se emplea un modelo con datos de panel dinamico. Los principales resultados su-
gieren, en general, que la globalizacion financiera tiene una relacion positiva y significativa con el
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INTRODUCTION

The international flows of capital augmented notably in the last three decades,
particularly, after 1987 most of the countries liberated their capital account. Tran-
sition countries, especially members of European Union and accession candidates,
had progressed significantly into the financial globalization, and for this purpose
their financial systems are key factors to get benefits and to withstand the risks as-
sociated with the globalization. Under these conditions, the literature is motivated
by the question: does financial globalization cause financial development?

Notwithstanding financial crises, economic literature argues theoretically and
empirically that globalization promotes financial development because it allows
to financial systems a better performance in their basic functions. Financial glo-
balization reduces the power of interest groups (who are opposed to the develo-
pment of the financial system) and it permits the adaptation of the institutional
structure, in favor of the best practices and financial innovations.

Financial development favors larger rates of growth and economic develop-
ment, because it has an influence over saving decisions and investment (Levine,
2005; Ang, 2008). In consequence, it is relevant to know what determines finan-
cial development. There is a body of research that examines financial globaliza-
tion shaping financial development; this nexus in transition countries is the main
topic of this paper.

It is worth noticing that financial system is a channel through which financial
globalization can influence growth and economic development, therefore, that
relationship deserves direct theoretical, empirical and analytical attention.

The paper is as follows: Section 1 discusses shortly the theoretical relation-
ship between financial globalization and financial development, with special at-
tention to impacts on basic financial functions. Also, it describes previous empi-
rical studies and their main results. Section 2 specifies the econometric model, a
dynamic panel data based on Blundell and Bond (1998) and describes the data
sets (sample of transition countries). Section 3 reports and discusses the econo-
metric results. Finally, it presents conclusions.

1. FINANCIAL DEVELOPMENT AND GLOBALIZATION

For mainstream economists there are no doubts about the potential advantages
of financial globalization. As Obstfeld (2008: 2) points out that “over the longer
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term, an internationally open financial system is likely to be more competitive,
transparent, and efficient than a closed one”. Free capital mobility implies an
efficient allocation of resources on a global scale.!

But, growth economics rates in the last 30 years had been smaller than in the
60s and 70s. Prasad, Rajan and Subramanian (2007) did not find evidence that an
increase in foreign capital inflows implies a quicker economic growth. Also, the
financial uncertainty is a characteristic of the current globalization. The under-
developed countries, especially, suffered financial crisis: Mexico in 1994-1995,
Asia in 1997, Russia in 1998, Brazil in 1998-1999, Argentina in 2000-2001 and
recently the United States in 2007-2008 and Europe in 2011.

It is obvious that financial crises, and their easy infection, are the main war-
ning signals against financial globalization. But, Bailliu (2000), Eichengreen and
Leblang (2003) and Bekaert, Harvey and Lundblad (2005) argue that the impact
on economic development of financial globalization will be positive if countries
have a developed and good regulated financial system. Under these conditions,
the allocation of capital will be efficient and the incidence of financial crises will
be smaller.

A financial system is formed by organizations (banks, central bank and other
financial intermediaries), a financial market and an institutional framework (for-
mal and informal institutions; laws, rules, regulations, customs, culture, etc.).
According to the classification of Levine (1997 and 2005), a financial system
has five basic functions: 1) To produce information ex ante about possible in-
vestments and allocate capital, 2) To monitor investments and exert corporate
governance after providing funds, 3) To facilitate the trading, diversification, and
management of risk, 4) To mobilize and pool savings, and 5) To ease the exchange
of goods and services. A better performance of the functions indicates a larger
financial development.

In the world there are financial systems more developed than others, that is to
say, financial systems that perform basic functions better (more efficiently) than
others, and thanks to financial globalization it is possible to import a developed
financial system, through a process of catching up.

Rajan and Zingales (2003) support the hypothesis that financial systems are
not developed because there are interest groups (incumbents) that oppose finan-
cial development because it harms their power and benefits. But, financial and
trade openness weaken these interest groups, because the external agents press
the national financial system to perform better their basic functions (through

! This result is not possible if the financial market does not have perfect information (Stiglitz,
2000) or not developed institutions (Arestis, Nissanke and Stein, 2005).
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competition). Besides, when an economic agent invests in another country it is
supposed that he also transfers financial technology and innovations. Financial
globalization chooses the most productive technology (Saint Paul, 1992 as cited
in De Gregorio, 1999).

Analyzing financial globalization and each one of the basic functions that a
financial system should perform to get a higher level of financial development, it
is feasible to hope: First, financial globalization will destroy private and privileged
information in the financial markets of the interest groups, because the financial
system (their organizations, institutions and the own market) will spread all available
information, as a result of confrontation and new demands of the external economic
agents, who are not subordinated to interest groups. Specifically, the participation of
external economic agents generates competition among them and with local agents
and in that way it is achievable to produce more truthful and deeper information
about domestic financial market conditions. On the contrary, if external economic
agents are interested in collusion and cooperation with domestic interest groups, the
financial system will not be able to give all available information to all agents.

Second, with financial globalization it is feasible that the best practices and
methods of financial supervision spread around the world and improve corporate
governance. Morck and Steier (2005) point out that, contrary to the United States,
most of the capitalist countries have corporations with a pyramidal organization
that belong to the richest families, therefore, the allocation of capital responds
to these interest groups and their arrangements with the state. But, the arrival of
external economic agents will confront bad decisions in allocation of capital of
the interest groups, assessing firms and monitoring managers, and then they will
improve corporate governance (Levine, 2002). On the contrary, Shleifer and Vis-
hny (1986) argue that the liberalization can weaken corporate control, because
it reduces the incentives of shareholders, thanks to more liquidity, to supervise
borrowers and managers.

Third, financial globalization favors risk diversification. This is obvious on
a global scale, because domestic economic agents can share risks with foreign
agents in domestic and foreign financial markets. This way, in a peak time a
country can lend to the foreigner, and in a recession, it can borrow, which helps
to mitigate the impacts up and down on the income level, and in consequence,
also in consumption and investment. Obstfeld (1994) argues that international
risk diversification allows the world economy to move from a portfolio with
low risk and low returns to one with higher risk and higher returns. In addi-
tion, financial contracts that favor risk diversification will spread in all coun-
tries. On the contrary, if agents prefer domestic assets, nontradable goods and
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international trade has high transaction costs, the incentives to international
diversification of risk could decrease. Also, if international financial markets
are incomplete, with the risk of a unstable exchange rate and expropriations,
there is not any insurance against all future contingencies (Kose, Prasad and
Terrones, 2007).

Fourth, if capitals flow freely around the world, it will favor mobilization
and pooling of savings on a global scale. Domestic savings will be able to seek
foreign financial markets, looking for better returns, and the domestic financial
market will have to improve methods to pool savings, as a result of international
competition. Furthermore, it is supposed that external saving does not substitute
domestic saving. On the contrary, if financial globalization offers better protec-
tion against uncertainty, this may in fact lower the needs to save for the future,
which might lead to a better stock market without an increase in savings (Deve-
reux and Smith, 1994, as cited in Naceur Ghazouani and Omran 2008: 677).

Fifth, financial globalization reduces international transaction costs and it
favors a global relationship between financial and real sector. In others words,
globalization facilitates exchanges in the real economy on a global scale.

1.1 ANALYSIS OF THE PREVIOUS EMPIRICAL EVIDENCE

The financial globalization-financial development nexus has specially been
approached in empirical studies. Levine and Zervos (1998), De Gregorio (1999)
and Klein and Olivei (2001) were the first to examine this nexus, shortly after
Chinn and Ito (2002 and 2006) discussed the nexus with the introduction of ins-
titutional variables. Later on, Law and Demetriades (2006), Huang W. (2006),
Calderon and Kubota (2009), Law (2009) and Baltagi, Demetriades and Law
(2009) extended the literature, especially they used econometrics models with a
sample of developed and underdeveloped countries.

There are few case studies or methodologies applied to special groups of
countries, Naceur et al. (2008) analyzed a sample of 11 countries of the Middle
East and North Africa region, Ito (2006) put special attention on 15 Asian coun-
tries, Ahn (2008) analyzed Korea, and Law (2008) studied Malaysia.

Financial development, as a dependent variable, has been approached princi-
pally with indicators of credit (liquid liabilities over GDP and private credit over
GDP) and with indicators of the stock market (stock market capitalization, stock
market total value as a ratio of GDP, and stock market turnover).

Rarely, literature uses the neologism “financial globalization”. The studies
especially talk about financial openness like an explanatory variable of finan-
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cial development, and the main indicators to approach this variable are based
upon the IMF’s categorical enumeration reported in Annual Report on Exchange
Arrangements and Exchange Restrictions (AREAER). Few studies employ the in-
ternational flows of capital or some measure of financial integration.

The econometric models used to evaluate the financial globalization-finan-
cial development nexus have improved with the time. In the beginning, studies
employed more graphic analysis and least squares (LS), later models with panel
data (DP) and recently dynamic panel data and generalized method of moments
(GMM). The regressions are controlled with income level, inflation and trade
openness. Chinn and Ito (2002) were the first to take account of institutional
variables, according to La Porta, Lopez-of-Silanes, Shleifer and Vishny (1998),
who highlight that institutional framework is an important factor to explain finan-
cial development.

In general, the results of the empirical tests suggest a positive effect of finan-
cial globalization on financial development, especially in developed countries.
In the case of underdeveloped countries the evidence is mixed, but the positive
effect is found in samples of emerging economies. In addition, the results, after
inclusion of institutional variables, suggest that the impact of financial globaliza-
tion on financial development will be positive if a country has a good quality of
institutional structure.

Buiter and Taci (2003) employed a graphic analysis and least squares to in-
vestigate transition countries. They found a positive relationship between legal
transition and private sector credit (% of GDP), progress in banking sector re-
form, share of foreign bank ownership (% of total assets), privatization and stock
market capitalization (% of GDP). They concluded that “more than ten years of
transition have brought significant progress in restructuring and developing the
financial sector in most (but not all) transition countries” (p. 34). But, in times of
international capital flows, the challenges are related to institutional framework
and corporate governance.’

2. EMPIRICAL SPECIFICATION

Recently, the main econometric methodology to study the financial globalization
— financial development nexus is the dynamic GMM estimator developed by Are-

2Tt is worth noticing that Buiter and Taci (2003) did not explore the nexus of financial global-
ization—financial development, although they point out some ideas.
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llano and Bond (1991), but if the autoregressive parameter is moderately large
(around 1) and the number of time series observations is moderately small, the
estimators obtained have bias and poor precision. The sample of transition coun-
tries has not small time series observations (see section 3.2), but the autoregres-
sive parameters obtained by Arellano and Bond (1991) showed values between
0.12 and 0.98.3 Therefore, this investigation employed the methodology developed
by Blundell and Bond (1998), they review the importance of using the initial
condition in generating efficient estimators of the dynamic panel data model.

The model has different levels, it allows lagged values of a dependent variable
to enter as regressors, and it provides a better control of endogeneity for all expla-
natory variables because it use lags of variables like instruments (in first differen-
ces and levels).* In addition, the explanatory variables are entered in logarithms®
and with a lag to prevent simultaneity and reverse causality (see equation 1).

InFDit = po+ piIn FDi -1+ p:In FLOWi -+ In X' B+ p:Dli+u,  [1]°

where FD is a measure of financial development, FG is a measure of finan-
cial globalization and X is a vector of control variables: log per capita GDP
(constant 2 000 US$) (GDP), the inflation rate (INFLA) and log trade openness
(xM) measured as the ratio of the sum of exports and imports to GDP.” DI is a

3 The estimations based on Arellano and Bond (1991) are not showed, but the results are simi-
lar to estimations with Blundell and Bond (1998).

4 We allow maximum of 2 lags to be used as instruments, to keep a sensible relationship be-
tween the number of cross-sectional observations and the number of overidentifying restrictions.

5 Indicators KAOPEN (financial openness) and INFLA (inflation) have not logarithmic transfor-
mation, because they are able to have some negative values.

¢ The coefficients represent short-run effects, the long-run effects can be derived by dividing
each of the coefficients by 1- p, (the coefficient of the lagged dependent variable).

It is assumed that the error term is not serially correlated, particularly; there is not a second or-
der serial correlation. And Sargan’s over-identification test is employed to validate the instruments.
For further discussion, see Blundell and Bond (1998).

7 GDP is included like a control variable because the literature suggests a reverse causality
with financial development (Levine, 2005; Calderon and Liu, 2003). Inflation is included because
it implies frictions in markets and credit rationing (Roubini and Sala-i-Martin, 1995; Boyd, Levine
and Smith, 2001). And trade openness is a control variable because the empirical studies found a
positive correlation with financial development (Do and Levchenko, 2004, Huang and Temple,
2005; Law, 2009; Baltagi, Demetriades and Law, 2009).

Also, literature suggests the inclusion of institutional variables, La Porta, Lopez-de-Silanes,
Shleifer and Vishny (1998) argue that institutional framework is an important determinant of finan-
cial development, and the empirical studies about the financial globalization-financial development
nexus, include institutional variables like explanatory variables. But, the available institutional va-
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dummy variable: Commonwealth of Independent States (CIS) countries (1) and
otherwise (0).

The fundamental interesting hypothesis is that financial development depends
positively upon the level of financial globalization. Also, financial development
depends positively upon a series of control variables (except the inflation rate).

2.1 SOME NOTES ABOUT PANEL DATA

Chinn and Ito (2002: 4-5 and 2006) argue that it is difficult to control secular trends
in financial deepening in the context of the panel regression in levels with annual fre-
quency, due to the large cyclical variations in the financial deepening variables, along
with trending behavior of the explanatory variables. Their solution is to use the average
annual growth rate over a five year period; in order to avoid problems of endogeneity
associated with short term cyclical effects (other studies used the same strategy).

Nevertheless, this study uses a panel data with annual frequency (W. Huang,
2006, Naceur et al. 2008, Calderon and Kubota, 2009, and Baltagi et al. 2009
also used annual frequency), in order to use all available information. Furthermore,
it is feasible to think that the recurrent variations in the financial markets behave
according to random walks model, and if there are bubbles, they are rational
and a consequence of the normal cycle of business (Fama, 1965 and 1991), and
financial globalization has to move according to these cycles. In other words, the
cycles are a part of interest of this analysis.

It is worth noticing that financial markets, interest rates and international
capital flows, move quickly every day (or at least in the short term), then we find
daily adjustments. Therefore, data of annual frequency that correspond to a daily
behavior should be enough to mitigate the abrupt movements in relation to the
explanatory variables.®

2.2 DATA, MEASUREMENT AND SOURCES

The data are drawn from the World Bank’s World Development Indicators (WDI)
2005 and 2008, and the databases associated with Beck, Demirgiig-Kunt and Le-

riables do not change significantly in the time, and there are not good indicators of institutional
levels for transition countries; so it is better to assume that these countries have similar levels of
institutional development, therefore, investigation does not include institutional variables.

8 Baltagi et al. (2009) argue that financial development indicators are considerably persistent
and dependent on history, so, they used a logarithmic transformation, like in this paper.
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vine (2009). The analysis is based upon data recorded at an annual frequency,
over the 1995-2008 period, covering 26 transition countries. Details are reported
in Appendix, table A3 resumes descriptive statistics, table A4 shows a correlation
matrix and figure A1 shows a line graphics of means.

2.2.1 Indicators of financial development

In the literature, the main indicators to approach financial development are measures
of credit and stock market, other financial intermediaries such as pension funds and
insurance companies are underestimated and the informal financial sector is omitted.

Levine (2005) points out that the main problem in empirical studies are the
proxies for financial development, they do not frequently measure very accu-
rately the concepts emerging from theory. Empirically, it has been showed that
high levels in ratio M2/GDP or credit/GDP do not necessarily imply a developed
financial system (Ang, 2008).

Under the conditions described above, this investigation uses six measures of
financial growth, three of them approach credit and size of the financial system:
1) liquid liabilities over GDP (LLY), 2) private credit by deposit money banks and
other financial institutions over GDP (PCFS) and, 3) financial system deposits over
GDP (FSD). In the appendix table A3 shows that the mean and the median of these
indicators are close, and have a small standard deviation, so the majority of transi-
tion countries have similar rates. Hungary, Bulgaria, Croatia, and Slovak Republic
have high rates, but Czech Republic has the best performance: 0.66 (LLY), 0.47
(pCFS) and 0.58 (FSD), just to compare, Russia has 0.25, 0.17 and 0.18, and USA
has 0.67, 1.71 and 0.65, respectively (means of the same period, 1995-2008).

Other three measures are associated with the stock market: 1) stock mar-
ket capitalization over GDP (STMK), 2) stock market total value traded over GDP
(STTV) and, 3) stock market turnover ratio (STTR). Transition countries have dis-
similar rates, the means and the medians are substantially different, and have a
large standard deviation (see table 3). Small countries have not information (have
not markets). Estonia, Poland, Hungary, and Czech Republic have the highest
rates, although Russia has the best performance; 0.42 (STMK), 0.17 (STTV) and
0.32 (STTR), USA has 1.32, 2.09 and 1.51, respectively.’

In addition, the investigation uses other four measures to approach with more
fidelity the financial development, because they approach four of the five basic
functions of the financial system.!® The first of them is bank concentration (In-

° These six indicators include a deflation method, for details see Beck et al. (2009).
10Tt was not possible to find a good indicator of the fifth function (to ease the exchange of
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forma), the assets of the three largest banks as a share of assets of all commer-
cial banks." It is a measure of competition, and for mainstream economists, to
more competition correspond prices that reflect all available information more
faithfully.'> Therefore, this indicator approaches the first function of the financial
system: provide more and better information.

Transition countries have similar rates of bank concentration, the mean is
0.70 and the standard deviation is 0.18 (see table A3), the best performance co-
rresponds to Russia (0.35), but CIS countries usually have a high bank concentra-
tion (low competition), USA has 0.25.

This investigation uses deposit money bank assets over (deposit money +
central) bank assets (Control), as a measure of the relative importance of com-
mercial vis-a-vis the central bank. “Countries where deposit money banks have
a larger role in financial intermediation than central banks can be considered as
having higher levels of financial development” (Beck et al., 2009: 7). In addition,
“it proxies the advantage of financial intermediaries in channelling savings to
investment, monitoring firms, influencing corporate governance and undertaking
risk management relative to the central bank™ (Y. Huang, 2005: 13). Therefore,
Control is a proxy of the second function of the financial system.

Transition countries have similar rates of Control, the mean is 0.83 and the
standard deviation is 0.20 (see table A3), USA has a mean of 0.92. Estonia, Latvia,
Lithuania, Serbia, Croatia, Poland, Slovak Republic and Czech Republic have a
very good performance (close to 1).

The third function of the financial system, diversification of risk, is appro-
ached on the basis of studies that relate consumption growth variability to di-
versification of risk. Particularly, based on the studies of Prasad et al. (2003),
Bekaert et al. (2006) and Kose et al. (2007), this investigation uses fluctuations in
consumption over income. First, it is calculated the growth in real consumption
for country i between year t and t+1, then it is defined the growth rate variability,
as the standard deviation of the consumption growth rate estimated over five
years. The same is calculated for GDP. The indicator RISK is consumption growth
rate variability over GDP growth rate variability, if it is smaller implies a bigger

goods and services).

' Herfindahl-Hirschman is another popular index of concentration, but it was not possible to
estimate it because the information about the number of banks was not available for these countries
over the period of analysis.

12Tt is also a measure of market failure, where the allocation of financial services is not effi-
cient because of non-competitive markets. It is worth noticing, that the indicator does not include
the possibility of market failure because of information asymmetries, principal-agent problems or
externalities.
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diversification of risk. In this case, transition countries have a large variance, the
mean is 2.06, the median is 1.33 and the standard deviation is 2.73 (see table A3).
USA has a mean of 0.83 and Russia, Romania and Slovak Republic have rates
close to 1.

The fourth indicator is bank credit over bank deposits (SAVE) that approaches
the ability of banks in channeling savings of the society toward private sector. In
consequence, it approaches the fourth function of the financial system: to mobilize and
pool savings. The mean s 1.33 and the standard deviation is 2.20, so transition countries
have dissimilar performance. USA has a mean of 0.79,"* Bosnia and Herzegovina has
the largest rate (7.19), and other interesting countries are: Serbia (1.91), Estonia (1.54),
Georgia (1.49), Latvia (1.41), Kazakhstan (1.38) and Russia (0.96).

2.2.2 Indicators of financial globalization

Literature usually approaches financial globalization with indicators of financial
openness; many measures have been designed and it is difficult to find one that
satisfies completely. The main discussion disputes if they are measures de facto
(related with facts, for example capital flows) or measures de jure (related with
policies, for example policies of capital controls).'* The main problem in samples of
transition countries is that measures de jure are not available over a long period.'

Financial openness is an important characteristic of financial globalization,
but the magnitude of international flows of capital is the basic reflection of it.
Foreign currencies, stocks, bonds and other financial instruments are moving
around the world like never before. This way, to measure financial globalization
it is necessary to know how large those flows are. This investigation uses gross
private capital flows as a ratio to GDP (FLOW), the sum of the absolute values
of direct, portfolio, and other investment inflows and outflows recorded in the
financial account of the balance of payments, excluding changes in the assets
and liabilities of monetary authorities and general government. The mean of the
transition countries is 18.7 and the standard deviation is 13.56, USA has a mean of
13.41,' Azerbaijan 41.69, Estonia 35.81, Latvia 28.14, Hungary 24.67, Croatia
23.08 and Czech Republic 21.15.

13 This is a small rate among rich countries, for example, United Kingdom has a mean of 1.32.

4 For further discussion, see Edison and Warnock (2001), Edwards (2001), Edison et al.
(2002), Lane and Milesi-Ferretti (2006); Chinn e Ito (2008).

15 Principally, information is available over 1995-1998 period.

16 This is a small rate among rich countries, for example, the United Kingdom has a mean of
71.66.
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Also, financial globalization implies a process of financial interdependence.
If goods, services and factors of production can move freely among countries,
then the market should balance their prices, reflecting the process of economic
interdependence and integration. The price of capital is the interest rate and if
capital can move freely among countries, their interest rates should converge
(Obstfeld and Taylor, 2003)."7

To measure the convergence process, this study employs the variable inte-
gration of real interest rate (Intere) calculated subtracting the interest rate of a
country less the reference interest rate (average of the G7, United States, Canada,
England, Italy, France, Japan and Germany) in absolute terms. When this diffe-
rence is closer to zero, the integration and financial globalization are larger.'®
Transition countries have a mean of 9.54 and standard deviation of 13.13, Hun-
gary has a very good integration (2.17), other interesting countries are: Czech
Republic (2.37), Slovak Republic (3.25), Latvia (3.76), Croatia (4.27), Estonia
(4.37), Poland (4.85) and Lithuania (5.56).

3. EMPIRICAL ANALYSIS AND ESTIMATION RESULTS

This paper contributes to the empirical literature in several ways. First, it approaches
the financial globalization - financial development nexus using two indicators of
financial globalization, each one measures a substantial part of globalization, instead
of discussing if they are indicators de facto or de jure. Second, besides the typical
measures of financial deepening, this paper uses four indicators to approach in a
better way the basic functions of the financial system; therefore, they are better
indicators of financial development. Finally, the econometric test includes a sample
of transition countries that had been not used before.

Tables 1 and 2 summarize the main results of the estimation of the model [1],
it was transformed to include the different measures of financial globalization. In
columns there are dependent variables and in rows the explanatory variables. It is
worth noticing that a dynamic panel is justified, because the dependent variables,
as regressors, have statistical significant coefficients. Sargan tests do not manifest
inconveniences with the used instruments, however, the second order serial cor-

17 Central banks frequently intervene in the course of interest rates; the market does not act
freely. So, the convergence of interest rates has some bias to measure financial globalization, but it
is still a good indicator of financial liberalization in times of globalization.

¥ To measure financial interdependence other studies used international arbitrage pricing
models, but the indicator Intere is simple and has not relevant differences with other indicators.
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Table 1
Financial development and gross private capital flows
Indicators of credit and size Indicators of stock market Indicators of financial development
si;;e;/a ) iy PCFS S0 STMK (b) STIV STTR INFORMA | CONTROL risk SAVE
Lagged dependent 1.013*** | 1.06*** | 0.956*** | 0.829*** | 0.267*** | -0.009 | 0.678*** | 1.02*** 0.273 0.733***
(0.017) (0.02) (0.025) (0.076) (0.054) (0.066) (0.066) (0.02) (0.207) (0.049)
FLOW + 0.006 0.034* 0.032** 0.046 0.838*** | 0.626*** | -0.005 |-0.024***| 0.124 0.039**
(0.007) (0.018) (0.013) (0.064) (0.263) (0.087) (0.009) (0.005) (0.13) (0.02)
XM + 0.004 -0.021 -0.146 | -1.014** | -1.514* -0.218 | 0.115*** | 0.081*** | -2.086 0.027
(0.023) (0.125) (0.127) (0.47) (0.784) (0.331) (0.037) (0.006) (2.176) (0.07)
GDP + 0.015 0.066 0.074 1.185** 0.339 -0.2 -0.09"** 0.016 -0.524 0.0002
(0.017) (0.082) (0.063) 0.47) (0.443) (0.175) (0.019) (0.012) (0.969) (0.052)
INFLA - -0.0002***|-0.0009***|-0.0004***| 0.004*** | 0.006*** | 0.004*** |-0.0001***| 0.00004** |-0.0003***| -0.000002
(0.00003) | (0.00005) | (0.00007) | (0.0003) (0.001) (0.001) | (0.000007) | (0.00002) | (0.00008) | (0.0001)
D1 -0.025 -0.3** 0.087 -0.984 | -1.176** | -0.122* |-0.409***| 30.912 |-0.398***
(0.078) (0.137) (0.101) (1.315) (0.461) (0.067) (0.08) (24.679) (0.101)
Observations 181 179 181 149 150 152 196 mn 118 217
Period 1995-2006 | 1995-2006 | 1995-2006 | 1995-2006 | 1995-2006 | 1995-2006 | 1995-2006 | 1995-2006 | 1995-2006 | 1995-2006
NxT 17x12 17x12 17x12 17x12 17x12 17x12 20x12 21x12 12x12 21x12
Sargan test 13.609 13.996 14.854 12.242 12.022 11.616 13.683 16.102 6.247 12.845
(p-value) (0.985) (0.981) (0.971) (0.996) (0.994) (0.996) (0.984) (0.951) ] (0.99)
First order serial
correlation test -1.535 -0.561 -1.21 -0.033 -2.49 -2.084 -2.187 -2.882 -0.734 -2.43
(p-value) (0.125) (0.575) (0.226) (0.973) (0.013) (0.037) (0.029) (0.004) (0.463) (0.015)
Second order serial
correlation test -2.476 -3.006 -2.548 -1.971 -0.438 1 1.769 -2.182 0.319 -0.302
(p-value) (0.013) (0.003) (0.011) (0.049) (0.661) (0.317) (0.077) (0.029) (0.75) (0.763)

Regressions are estimated using the Dynamic GMM estimator (Blundell and Bond, 1998), in parentheses are standard errors.
(*) [**1y {***} indicate statistical significance at the (10%) [5%] and {1%} levels.

(a) With INFORMA and risk the predicted sign is the opposite.

(b) D1 dropped because of collinearity.

relation tests show problems in some cases, consequently those results must be
treated with a fair amount of caution."
3.1 INTERNATIONAL CAPITAL FLOWS AND FINANCIAL DEVELOPMENT

Equation [2] shows the transformation of the model [1], to use as a measure of
financial globalization the indicator FLOW (gross private capital flows).

In FDit = po+ p/In FDit -1+ p.In FLOWit -+ 1n X, _,' 8+ p:Dli+u;, 2]

1Y The model was transformed in different forms, but it was not possible to correct the problem,
and like Baltagi et al. (2009: 292), the solution is to notify.
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Table 1 presents the main results. The capital flows enter with positive and
statistically significant coefficient at the 10% and 5% level in the case of PCFS and
DSF (indicators of credit and size of the financial system), and at the 1% level in
the case of STTV and STTR, (indicators of growth of the stock market).

FLOW enters with negative and statistically significant coefficient at the 1%
level in the case of Control, the proxy variable of the second function of the fi-
nancial system, consequently the capital flows are positive related with financial
systems where the banks have a smaller role in financial intermediation than cen-
tral banks, for that reason it is possible to expect a weak corporate governance in
transition countries. On the other hand, FLOW mobilizes and pools savings (the
coefficient is positive and statistically significant at the 5% level). There is not
evidence of any significant relationship with the rest of indicators.

Trade openness (XM) does not have the predicted sign and significant co-
efficients in the case of STMK, STTV and Informa, it has positive and significant
coefficient with Control, and it has no other significant relations. Therefore, the
evidence suggests that trade openness does not favor the stock market if it is
accompanied with bank concentration, and subsequently, with poor information
about market conditions. But it encourages financial systems where banks have a
larger role in financial intermediation than central banks.

The control variable GDP has few significant coefficients and INFLA enters
with the predicted sign and significant coefficients in the majority of the cases. The
dummy variable (D1) suggests that Commonwealth of Independent States countries,
in comparison with other transition countries, have financial systems where banks
have a smaller role in financial intermediation than central banks and they do not
mobilize and pool savings, although they have less bank concentration.

Buiter and Taci (2003) point out that, CIS countries developed many nonvia-
ble private banks in the early 1990s and they created reforms to sustain their in-
terests and prevent the success of these banks. In addition, their stock exchanges
are inactive, small, illiquid, and practically only obligations of the government
are traded (Russia is clearly an exception) and the stock markets are dominated
by a small number of large firms in such sectors as banking, electric power, natu-
ral resource and telecommunications. According to these facts, D1 has a negative
sign and significant coefficient in the case of STTR.

3.2 FINANCIAL INTEGRATION AND FINANCIAL DEVELOPMENT

Equation [3] shows the transformation of the model [1], to use as a measure of
financial globalization the indicator Intere (integration of real interest rate).
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In FDit = po+ pIn FDit -1 + p:In INTERE« -+ In X' B+ p:Dli+u, L

Table 2 presents the main results. The measure of financial integration enters
with predicted sign and statistically significant coefficients in the cases of PCFS, FSD
and SAVE, that is to say, financial integration promotes credit and mobilizes and pools
savings. Also, Intere does not have the predicted sign and statistically significant
coefficient at the 1% level with Informa, therefore, financial integration encourages
bank concentration (consequently with poor information about market conditions).
Financial integration has no significant relationship with other indicators.

XM does not have the predicted sign and significant coefficients in the cases
of FSD, STTV, Informa and SAVE. For a second time, GDP has few significant co-
efficients and INFLA enters with the predicted sign and significant coefficients in
the majority of the cases.

Table 2
Financial development and integration of real interest rate
Indicators of credit and size Indicators of stock market Indicators of financial development
Sizr:l:a) LLY PCFS FSD STMK (b) STTV STTR Informa Control RISK SAVE
Lagged dependent 1.031*** | 1.082*** | 0.976*** 0.92%** 0.474*** | 0.264*** | 0.654*** | 0.983*** | 0.909*** | 0.969***
(0.052) (0.017) (0.054) (0.099) (0.074) (0.075) (0.059) (0.009) (0.198) (0.018)
Intere - -0.002 | -0.016*** | -0.004** -0.007 -0.046 -0.014 | -0.008*** | 0.00002 0.093 | -0.009%**
(0.002) (0.005) (0.002) (0.012) (0.033) (0.012) (0.003) (0.002) (0.071) (0.003)
XM + -0.075 -0.051 -0.119* -0.545 -1.589* -0.054 0.178*** 0.075** 0.946 -0.171%**
(0.052) (0.252) (0.087) (0.525) (0.877) (0.409) (0.044) (0.033) (4.816) (0.043)
6DP + 0.067 0.086 0.107 0.444 1.129 -0.037 | -0.115*** | -0.006 -0.367 0.103***
(0.071) (0.163) (0.098) (0.312) (0.93) (0.202) (0.023) (0.021) (2.373) (0.026)
INFLA - |-0.0001***|-0.0008"**|-0.0003***| 0.005*** | 0.005"** 0.004* |-0.00008***| 0.00003 |-0.0009***| 0.0004"**
(0.00004) | (0.00009) | (0.00008) | (0.0004) (0.001) (0.002) (0.00001) | (0.00003) | (0.0003) | (0.00006)
D1 0.135 -0.106 -0.221 -4.641 -0.485 | -0.214*** | -0.326*** | -19.445 0.174
(2.821) (0.157) (0.899) (8.927) (0.636) (0.069) (0.11) (48.706) (0.12)
Observations 214 212 214 177 172 172 226 243 140 255
Period 1995-2008 | 1995-2008 | 1995-2008 | 1995-2008 | 1995-2008 | 1995-2008 | 1995-2008 | 1995-2008 | 1995-2008 | 1995-2008
NxT 17x14 17x14 17x14 17x14 17x14 17x14 20x 14 21x 14 12x14 22 x 14
Sargan test 12.193 13.903 14.972 11.942 15.383 14.179 17.018 15.129 8.603 15.061
(p-value) (0.999) (0.999) (0.997) (0.999) (0.996) (0.998) (0.99) (0.997) m (0.997)
First order serial
correlation test -1.402 -0.726 -1.373 -0.427 -2.629 -2.248 -2.017 -2.729 -1.705 -2.803
(p-value) (0.161) (0.468) (0.17) (0.67) (0.009) (0.025) (0.044) (0.006) (0.088) 0.005
Second order
serial correlation -3.269 -3.173 -2.517 -2.017 -1.046 1.732 1.606 -2.06 0.865 -1.385
test (p-value) (0.001) (0.002) (0.012) (0.044) (0.296) (0.083) (0.108) (0.039) (0.387) (0.166)

Regressions are estimated using the Dynamic GMM estimator (Blundell and Bond, 1998), in parentheses are standard errors.
() [**Ty {***} indicate statistical significance at the (10%) [5%] and {1%} levels.

(a) With INFORMA and risk the predicted sign is the opposite.

(b) D1 dropped because of collinearity.
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The dummy variable once more suggests that CIS countries, in comparison
with other transition countries, have financial systems where banks have a sma-
ller role in financial intermediation than central banks. Buiter and Taci (2003:
20) found that “the state still maintains a high degree of control over the banking
sector, with the exception of Armenia, Kazakhstan and Tajikistan... The issue
of government-directed lending is pervasive in these countries”. But they do not
favor bank concentration.

It is worth noticing, that CIS countries are characterized by macroeconomic
and political instability, accompanied with corruption and limited legal system,
with a low institutional development, with weak supervisory agencies and skills;
obviously Russia is an exception in many aspects (see Buiter and Taci, 2003).

Both indicators of financial globalization show poor evidence in favor of the
main hypothesis. Financial globalization has a positive effect only on SAVE (the
fourth function of the financial system: to mobilize and pool savings), PCFS (pri-
vate credit by deposit money banks and other financial institutions over GDP) and
FSD (financial system deposits over GDP). Furthermore, the capital flows support
the stock market (STTV and STTR). However, financial globalization has few and
mixed effects on basic financial functions.

CONCLUSIONS

Theoretically, financial globalization can favor the growth and development of
domestic financial systems, because the best financial practices can travel around
the world through a process of catching up.

The empirical evidence about financial globalization-financial development
nexus has grown considerably in the last ten years, however, indicators of financial
development were not well related with the theory. This investigation, besides the
typical indicators of credit and stock market, employed new indicators of financial
development related to basic financial functions. The previous empirical results used
samples with developed and underdeveloped countries, and found positive impacts on
the financial development of financial globalization; but in samples of underdeveloped
countries the evidence is not supported. In the same sense, the results of this investigation
suggest that in transition countries it is not possible to find strong evidence of positive
impacts, except for the credit market. At least, also it is not possible to argue a negative
impact. The results are strong to a big range of alternative measures.

An interesting result is that trade openness favors financial systems where the
banks have a larger role in financial intermediation than central banks. For that
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reason it is possible to expect strong corporate governance in transition countries.
But also it encourages bank concentration; consequently it produces poor infor-
mation about market conditions. This result supports the hypothesis of Hymer
(1976) who argued that foreign investments arise from oligopolistic or mono-
polistic firms, which look for investments to conserve a non-competitive market
structure. Furthermore, this is not a good evidence to support the hypothesis of
Rajan and Zingales (2003), who argue that openness, either financial or trade,
favors financial development.

Capital flows are the measure of financial globalization that enter better in
the model; therefore, for policy makers in transition countries the advice is to
carry out a strong integration and in the same time expand their policies of li-
beralization and facilitate the free flows of capital (their levels are lower than in
developed countries), like previous empirical studies suggest. On the other hand,
one could argue that it is possible to wait until these countries get a developed
financial system, and later to facilitate the openness processes, that will enhance
the financial development.

Future research must help to find other determinants of financial develop-
ment in transition countries, and indicate which conditions are required to get
positive impacts from financial globalization. Some investigations suggest that
institutional framework is a key determinant (see La Porta et al. 1998), and so it
will be necessary to elaborate more sophisticated institutional indicators, because
the current measures do not change significantly in time and, by this reason they
are not useful in empirical tests. Finally, it is necessary to point out that theore-
tical contribution about financial globalization-financial development nexus is
supported on empirical studies, therefore, it is indispensable to develop a better
theory.



APPENDIX

Tahle A3
Summary statistics. Financial development, financial globalization and control variables

Variable Source Unit of measurement | Observations | Mean | Median |Std. Dev.| Maximum | Minimum
LY Beck et al. (2009)| Ratio of GP 247 035| 031] 0.19 0.80 0.06
PCFS Beck et al. (2009)| Ratio of Gop 245 0.26 0.22 0.19 0.99 0.03
FSD Beck et al. (2009)| Ratio of GP 247 0.27| 024| 0.8 0.72 0.02
STMK Beck et al. (2009)| Ratio of GDP 218 0.18 0.12 0.20 1.25 0.0004
STTV Beck et al. (2009)| Ratio of GDP 223 0.06 0.02 0.09 0.66 | 0.00002
STTR Beck et al. (2009) Ratio of GDP 219 037| 0.16| 063 5.86 0.001
Informa Beck et al. (2009)| Ratio 288 0.70 0.71 0.18 1.00 0.14
Control Beck et al. (2009)] Ratio 298 083 092| 020 1.02 0.23
risk Author and wol Ratio 176 2.06 1.33 2.73 27.02 0.05
SAVE Beck et al. (2009)| Ratio 319 133 097 220| 27.14 0.09
FLOW WDI % of Gop 229 18.70| 15.86| 13.56 98.63 3.04
Intere Author and woi | % 293 954 533| 13.13| 7554 0.02
XM wDI % of GDP 357 100.06 | 96.44| 32.35| 199.68 36.55
GOP woi Per capita, US dollars 362 |2324.85 |1562.56 |2011.73 | 8591.43 | 122.14

at 2000 prices

INFLA Wl % 304 2585 | 8.43| 84.01]1058.37 -8.53

Individual samples. Countries: Albania, Armenia, Azerbaijan, Belarus, Bosnia and Herzegovina, Bulgaria, Croatia, Czech Republic,
Estonia, Georgia, Hungary, Kazakhstan, Kyrgyz Republic, Latvia, Lithuania, Moldova, Montenegro, Poland, Romania, Russian
Federation, Serbia, Slovak Republic, Tajikistan, Turkmenistan, Ukraine and Uzbekistan.

Table A4

Correlations matrix. Financial development, financial globalization and control variables

LLy PCFS FSD STMK STTV STTR | Informa | Control | risk SAVE FLOW | Intere XM GOP INFLA
LLY 1
PCFS 0.65 1
FSD 0.98 0.72 1
STMK 0.34 0.41 0.34 1
STTV 0.38 0.33 0.36 0.66 1
STTR -0.04 | -0.09 | -0.06 | -0.09 0.22 1
Informa -0.04 | -0.02 | -0.04 | -0.37 | -0.23 0.18 1
Control 0.42 0.57 0.47 0.33 0.18 | -0.33 -0.16 1
RISK 0.16 | -0.17 0.08 | -0.08 0.00 0.01 0.09 | -0.09 1
SAVE -0.30 0.38 | -0.24 0.28 0.03 | -0.07 -0.06 | -0.03 | -0.11 1
FLOW 0.19 0.55 0.23 0.37 0.28 0.00 -0.01 0.27 | -0.06 0.09 1
Intere -0.38 | -032| -0.38 | -0.21| -0.19 0.08 0.15 | -0.39 | -0.05 0.23 | -0.25 1
XM 0.40 0.49 0.42 0.13 0.23 0.07 0.20 0.24 | -0.04 009 | 037 | -0.19 1
GOP 0.67 0.76 0.74 0.22 0.40 | -0.07 -0.12 057 | -0.08 | -0.09 | 0.27 | -0.36 0.35 1
INFLA -0.09 | -0.08 | -0.08 | -0.10 | -0.13 | -0.03 0.14 -0.13 | -0.03 | -0.10 | -0.15 0.63 | -0.03 | -0.17 1

Individual samples.

Countries: Albania, Armenia, Azerbaijan, Belarus, Bosnia and Herzegovina, Bulgaria, Croatia, Czech Republic,

Estonia, Georgia, Hungary, Kazakhstan, Kyrgyz Republic, Latvia, Lithuania, Moldova, Montenegro, Poland, Romania, Russian
Federation, Serbia, Slovak Republic, Tajikistan, Turkmenistan, Ukraine and Uzbekistan.
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Figure A1. Line graphics of means
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