Metadata, citation and similar papers at core.ac.uk

Provided by Research Papers in Economics

THE IM PACT OF FINANCIAL LIBERALISATION POLICIESON
FINANCIAL DEVELOPM ENT:EVIDENCE FROM DEVELOPING

ECONOM IES

Philip A restds’ PanicosDem etriades Bassam Fattouh K ostas M ouratidis
South Bank University of Leicester CeFiM S,SOAS South Bank University
University London London

Abstract

W e collect data on a num ber of financial restraints, hcluding restrictions on deposit
and lending interest rates and reserve and liquidiy requiram ents, from central banks
of six developing countries. W e estin ate the effects of these policies on financial
developm ent, controlling for the effect of econom ic developm entand using stendard
econom etric techniques. W e find that the effects of fancial policies vary
considerably across our sam ple of countres. O ur findings dem onstrate that financial
Iberalisation is a much m ore com plex process than has been assum ed by earlier
Jiterature and its effects on financial developm entare am biguous.

JANUARY 2002

KEY W ORDS: FmnancialD evelopm ent, F nancial Liiberalisation, C ontegration
Analysis.

JEL CLASSIFICATION : E5,N2

¥ C orresponding author: The Business School, South Bank University London, 103 Borough Road,
London SE1 OAA ,UK .E-mail:p arestds@ sou acuk.


https://core.ac.uk/display/6331561?utm_source=pdf&utm_medium=banner&utm_campaign=pdf-decoration-v1

1. ntroduction’
M ax Fry w as an excellent colleague and a very good friend, alw ays there t© help and

discuss work . But one agpectM ax w as particularty helpfiil on is the paper prepared
for this occasion. He suggested to us that it would be very fruitful to collect
ourselves data on financial restraints, egpecially on developing countries, and then
study thelr in pact and effectiveness.M ax, of course, w rote a great deal on financial
Iiberalisation, a proponent of the ideas supporting the thesis. How ever, he went
about it in a very open-m Inded w ay, and w as notprepared t© acceptitatany cost. Th
his address t© the Cyprus Econom ic Society 1997 Annual Lecture fublished In
Ekonom ia, Summer 1998) he discussed the “Pitfalls and Potential of Financial
Liberalisation”, and wamed of the mportence of a number of prerequisites for
successful financial Iberalisation policies. This paper is written in that goirt and
based on his suggestion, and as such it is dedicated to M ax'm an ory.

The mle phyed by the financial sector In an economy can be Inportant in
determ ning econom ic grow th. A grow Ing an pircal literature n fact dem onstrates
that the developm ent of the financial systam has positive effects on () the Jong-run
mate of econom ic grow th and/br ({) the volum e and br efficiency of Ivesm ent Fry,
1995). However, the causal nature of this relationship is now known to exhibit
constlerable variation across countries O an etriades and Hussenn, 1996). This
Indicates that institutional factors or policies m ay play a critical role In determ Ining
how the process of financial developm ent affects econom ic grow th @ rests and

Danetriades, 1997). The mmporance of nstutional factors is confimed by
Dan gicK unt and D etragiache (1998), who dem onstrate that insttutional quality

s nversely wmhted to the hcidence of financial fiagility that usually follows
episodes of financial Iiberalisation. The relevance of financial liberalisation policies
is highlighted by D em etrdades and Luintel (1996, 1997, 2001) who dean onstrate that
the direct effects of financial repression In som e developing countries are much

Jarger than, and In som e nstences goposite o, those em anating from changes 1n the
real nterest rate.

“W ebenefited greatly from comm entsby the participants to the M axw ellFry M em orialC onference
attheBank of England, 11 M ay, 2001, and by the referees com m ents; w e are grateful to allof them .
Theusualdisclaim erapplies.



W hile the medim-tem costs of financial Hberalisation in term s of heightened

fragility of the financial system are now recognised, its Jonger-term benefits, albeit
w dely acceptad, ram ain unproven. Earlier em pirical literature, w hich attem pted t©
capture these benefits by focusing on the cross-country relationship betw een the real
nterest rate and econom ic grow th and/or the efficiency of Invesm ent eg.Gelb,
1989), is now believed b have been flawed. T this respect Stiglitz (1998) argues
that these regressions suffer from simulteneity and m is—gpecification problem s.
A restis and D em etriades (1997) reinforce these criticiam s focusing on the causality
and heterogeneity issues, neither of which can be addressed satisfactorily n a cross-
section fram ework. On the basis of available em pirical literature, it can safely be
concluded that there ram ains considerable scope for further research nto the
channels through which financial polickes of varius types, ncludng financial
Tiberalisation, m ay affect econom ic perform ance. One such a channel is financal
developm ent. The focus of this paper is t© exam ne em pirically this particular venue
of financialpolicies.

W e provide an an pirical assesam ent of the effects of financial policies, ncluding
financial llberalisation, on financial developm ent in six developing econom ies. The
policy datm were collected either directly from central banks or from official
publications for a period of over forty vears. Specifically, we collected data on two
types of financial restraints, nam ely restrictions on nterest rates and reserve and
Joquidity requirements. W e estmate the effects of these policies on financial
developm ent using tin e seres technigques. W e find that the effects of financial
policies on fnancial developm ent vary considerably across countries. O ur findings
dem onstrate that financial Iiberalisation is a much m ore com plex process than has
been assum ed by earlier litermature and its effects on financial developm ent are

am biguous.

The rest of the paper is organised as follows. Section 2 provides an outline of
relevant literature and draw s its in plications for the effects of tw o types of financial
policies on financial developm ent. Section 3 provides a summ ary of the financial
policies data set. Section 4 discusses the econom etric m ethodology pursued, and

section 5 exam fnes the em pirical results. Section 6 sum m arises and concludes.



2 .FnancialPolicies and Financial D evelopm ent: C onceptual Issues

There are valid reasons why financial policies, Including financial restraints, can
have in portant real effects, on financial developm ent. To sartw ith there are the
sam nal contrbutions of M K Innon  (1973) and Shaw (1973), which predict that
hterestrate controls and directed creditprogram m es in pede the process of financial
despening? T contrast, there is a sm all but grow g literature, which em phasises
financial m arket in perfections, ncluding asymm etric Inform ation and in perfect
com petiton, that arrives at conclusions that substentially qualify the predictions of
the financial lberalisation thesis (Stglitz, 1994; Caprio, 1994; G ertler and Rose,
1996;Hellm enn etal, 1996a, 1996b, 2000).

Besides these m acroeconom ic approaches, there are also m odels belonging o the
literature on banking that nvestigate the effects of financial regulation on risk @king
by banks K In and Santom ero, 1988; K eely and Furlong, 1990; G ennotie and Pyle,
1991).W hile the recent episodes of financial fragility eg. Japan, East A sia) have
vividly dem onstrated that excessive risk-tgking by financial nstutions can trigger
severe m acroeconom ic downtums, the above models do not explore the wider

m acroeconom ic in plications of these types of policies.

The empirical literature on the effects of financial policies has been recently
grow Ing 1Epidly. Existing m acro-econom etric studies focus on a num ber of A sian
econom Jes, and reveal that the effects of financial restrants m ay be very large but
vary consdersbly across countries (eg. Danetribdes and Luntel, 1997;
Danetriades, Devereux and Lulntel, 1998). Crosscountrty grow th regressions
ndicate that financial restants, w ith perhaps the exception of controls on capital
outflow s, m ay ham per financial developm ent Rossi, 1999).

n the restof this section w e explore the likely m acroeconom ic effects of tw o broad
types of financial policies, nam ely nterest rate restraints and reserve, as well as

1 Early criticism of the financial lberalisation thesis em phasised structural considerations, such as
unofficial creditm arkets. These m ay reverse the conclusions of financial liberalisation if increases n
nterest rates n the official m arkets, follow ing the ram oval of controls, crowd out loans In the
unofficial m arkets (Taylor, 1983;Van W ijhebergen, 1983).
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Tquidity, requiram ents. The first type of financial policies are typrally the prin ary
focus of financial liberalisation programm es w hile the second type of policies are
Indicative of the severity of financial repression .

IhterestRate Restrannts

I M K imon (1973) and Shaw ‘s (1973) fram ew ork, Interest iate restraints nhibits
financial developm ent largely by depressing real nterest rates which in tum affects
adversely econom ic growth. Th the M K imon/Shaw fram ework, nterest rate
Tberalisation, by increasing the volum e of bank assets and liabilites, enhances the
develpom ent of the banking system . O thers, how ever, have suggested that n the
presence of mnform ation asymm etres, lberalisation of nterest rates may not
necessarily lead t© financial despening Schiantarelli et al, 1994). Indeed, the

com bination of asymm etric inform ation w ith the provision of deposit insurance can
lead t© excessively risky lending stategies M K innon and Pill, 1997), and t©

potentially substential hcreases n bad debts Caprio, 1994). Furtherm ore, ntense
com petition that usually follow s financial Iberalisation low ers profits for banks

which i twm erodes their franchise values, Increasing the pram um  for extermnal
finance, and thus Jlow ering banks’ ncentive form aking ‘good’ loans (Caprio and
Summers, 1994; Gertler and Rose, 1996; Hellmann et al, 1996b, 2000). This

exacerbates the problam s of m oral hazard and gam bling behaviour In the banking

systam , therdby increasing the riskiness of banks’ portfolios which in tum may
affect adversely the public’s perception of the soundness of the anking systam .
C onsequently, prudentlbank behaviour is underm ned H elln an etal2000), w ith the
probability of financial crises belng enhanced substantally @ kerlof and Rom er,

1993).

Tndeed, som e types of financial restraints, such as nterest rate ceilings on deposit
rates, by kespng profit margmns wihn ceran lin is, can 1 fact r=duce the
problam s of moral hazard and adverse selection (Stglitz, 1994). n this way,
financial restraints m ay reduce the riskiness of banks’ portfolios by 1im itng enks’
Thcentives to Invest In assets that faciliate gam bling. Consequently, nterest rate
ceilings can encourage fnancial developm ent by enhancing the soundness of the
dom estic banking system (@ restis and D em etriades, 1997). Th Helln an etal (1994a,
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1994b, 1996a, 1996b) these deas are applied to deposit m obilisation, which is
crucial to m any developing countries. D eposit rate controls In particular, ensure that
com petition w ill not drive the m argin betw een Jlending and deposit rates down t©
zero. They are, thus, a pow erful nstum ent t© fnancial despening by allow Ing

private depositm arkets t© grow .

Furthemm ore, by lin itihg deposit rates at below competitive equilbbrium rates,
governm ents create rent opportunities, which the banking sector could utlise for
what is term ed “educational advertdsing cam paign', a ol of nornorice com petition
which facilitates the m obilisation of deposits, therdoy enhancing further financial
degpening. This argum ent has been taken a step further in Hellman et al 2000)
w here it is dem onstrated that n a dynam ic m odel of m oral hazard, com petition has a
harm fi1l effect on banks’ franchise value (the capitalised value of expectad future
profits). D epositrate controls as a tool of prudential regulation to prevent m oral
hazard, produces Pareto-efficientpolicies’

Reserve and Ligquidity Requiran ents

A dvocates of financial llberalisation consider reserve and liquidity requirem entsasa
tax on financial nterm ediation, w hich w idens the spread betw een deposit and Joan

nterest mte and reduces the size of the financial sysem Fry, 1995). Hence, the

abolition of reserve requiram ents, by Increasing the size of financial interm ediation

and ram oving the distortionary effects of the t&x, is lkely to result n a desper
financial system . This argument is Implicitly based on the assumption that
governm entrevenue from reserve and liquidity requiram ents is used unproductively,
probably t© finance governm ent consum ption. If these resources are nstead usad t©

finance productve public nvestm ent, then this conclusion m ay not follow .M uch of
the literature on Infrastructure, In fact, dem onstrates that Investm ent In public capital

A rehted point is that nterest rate restrictions generate scope for rationing credit n accordance
national priortes through directed credit programm es. W hile in many countrdes directed credit
programm es failed to achieve efficiency gains, som e govemm ents have been successfiil In channeling
credit tow ards projects w ith high social retums, w hich m ay have been unprofitable to fnance w ith
the higher Interest rates that usually prevail n Iiberalised creditm arkets (C alom iris and H inm elbery,
1994).Forexam ple, in som e EastA sian countries the w illingness to adapt creditpolicies to changing
circum stances and the use of contests based on export performm ance t© guide directed credit
programm es are believed to have contributed significantly to the effectiveness of these programm es
W orld Bank, 1993).



has large positive effects on the productivity of private capital @ schauer, 1989;
Lynde and Ridmond, 1993; Nadii and M amuneas, 1994; Deamnetriades and
M amuneas, 2000). If this is the case then resarve and ligquidity requirem ents are
Ikely t© boost economic growth, thercby alo lkely t© enhance financial
developm ent. A dditionally, reserve and liquidity requirem ent policies, if applied
properly, m ay have m ore direct effects on the developm ent of the financial systan

by ensuring thatbanks are sufficiently liquid In order to be able t© m est day-to-day
withdrawals by depositors. M Ininum  reserve and liquidity requiram ents are
particularly usefill when money m arkets are not sufficiently desp or developed,

which is frequently the case In developing countries. But even In ‘desp’ financial
m arkets, reserve and liquidity requiram ents can play a usefiil ole, egpecially when
there is in perfect Inform ation about a bank’s solvency. I principle, a bank that is
olent may stll face an Inbalnce betw een shortterm paym ents and shortterm

Jncom e; borow Ing through the nterdoank m arket to close this liquidity gap is, of
course, possible. How ever, frequent liquidity shortages m ay generate bad signals
conceming solvency through the interdoank market. A s a result, wholesale banks
may refuse o provide an iliquid bank w ith the necessary funds. C onsequently, the
1licuid bank m ay be forced to s2ll Jong-term assets at distress prices, Jow ering the
value of its assets. Hence, what starts as a problem of liquidity may well be

translated nto a problem of msolvency O ew atripontand Tiole, 1993).

3.FmancialPoliciesand O ther Data

The financial policies daa used for this analysis have been uniquely constucted
from Inform ation availsble n the C entral Bank annual reports from each country for
the period 1955 to 1997 . The policies com prise interest rate controls and reserve and
Tgudity requiram ents. Table 1 summarises the man financial policies for our
sample of countres, and provides the basis for the constuction of the two
quantitative sum m ary m easures of financial restraints.

Tt is clear from Table 1 that the countries ncluded in our sam ple have had different
experiences n tem s of the tin Ing and spead of nterest rate liberalisation. Som e
countries such as K orea, Greece, Philippnes and Egypt followed a very gradual




process of financial liberalization while others such as Thailand abolished ceilings
on Jending and depositrates w ithin a very shortperiod of timn e.W hat is interesting to
note is that In all these countres, the govermm ent resorted t© controls both on the
Jlending and deposit rates, which is In contrast w ith the experience of developed
countres. The sequence of hterest rate dersgulation was also different across
countries. In G reece and Egypt controls on Jending and deposit rates w ere abolished
sim ultzaneously. Th Thailand and Philippines, deposit rates w ere liberalised first and
then Jending rates, while In K orea itw as the otherway around. Tt is also nteresting
to note that n the case of Ihdia, financial Iiberalisation did not n an ocothly and
there have been som e episodes of reform reversal.

The countres In the sample have different experiences regarding liquidity and
reserve requiram ents. Philippines and K orea did not Inpose any form al liquidity
ratios. This is in contrastw ith Thdia which inposad high liquidity ratios where In the
1980s and the 1990s these ratios reached as high as 38 5% , and I Egyptw here they
reached 30% 1n the period 1960-1990. Another country that resorted heavily to
Jigquidity ratos In the 1980s is G reece w here banks w ere required to nvest certain
fraction of their total deposits n short t®rm governm ent bonds. How ever, these
Jiquidity requirem ents w ere abolished In 1993 . A s for reserve requirem ents, all the
countries In our sam ple have used reserve requirem ents for the conduct of m onetary
policy at som e stage. G reece, Philippines, K orea, Thdia and Egypt resorted t© very
high reserve requiram ents although In the 1990s G reece and K orea low ered their
reserve requiram ents considerably . The only exception is Thailand, where reserve
requiram ents w ere setatvery low Jevels throughout the sam ple period.

C onstruction ofpolicy variables

Th this sub—section we explain the construction of the policy variables used in the
estim ations. The number of policy variables was determ ned through statstcal
criteria, w hich ncluded essentially the prevention of m ulbcollnearity . This suggested
kesping the num ber of policy variables as Jow as possible. Thus, controls on deposit
and Jending rates were m erged into one summ ary m easure labeled IRR . Specifically,
RR is an unweighted average of deposit rate and lending rate control dumm ies
which take the value of 1 if a control is present, and 0 otherw ise). The high



conrelation betw een reserve and Iiquidity requirem ents suggested the construction of
one summ ary m easure, using the principal com ponentm ethod. M ore precisely, we
utilise the firstprincipal com ponentw hich is positively and highly conelated w ith the
underlying variables (this is Jbelled PCRLR ). The varable Reserve Reguiram ents’
is also utilised as a sgparate variable In those countries w here there w ere no Iiquidity
requiram ents. Table 2 cites the conelation m atrices for all six countries and for all
the policy variables utilised over the period of investigation. It is clear from this
Table that the constructed policy variables, ie. IRR ad PCRLR, are highly
conelated w ith the underlying variables In each country .

The rest of the variables w ere constructed as follow s. Fihancialdevelopm ent (FD ) is
m easured by the rato of nom 1nal liquid lebilites t© nom alGDP 2 The data source
orths varable is the Fnancial D evelopm entD atabase of the W orld Bank . Econom ic
developm ent GDPK ) ism easured by the ratio of real GD P t© population. The data
source for both these varigbles is mtemational Fnancial Statstics CD ROM ,
1998 6). The real rate of nterestw as constructed by taking the difference betw een the
nom nal rate of nterest discount rate) and the expected flation e foroxied by the
current GDP deflator). These variEbles were alo collected from  Itemational
Fnancial Statstics €D ROM , 1998 6). The policy variables are constructed using
data from annual reports of central banks.

4 .Econom etricM ethodology
W e estim ate the follow ing m odel of financial developm ent:

LFD:= by + biLGDPK; + bbRIRDi+ b3 RR+ bysRLR+ e a)

where LFD is the logarithm of financial developm ent, LGDPK is the Jogarittm of
econom ic developm ent, RIRD is the real nterest rate, IRR represents Iterest mate
restraints and RLR represents reserve requirem ent and Jiquidity ratios. LGDPK is
entered t© capture the relationship betw een financial developm ent and econom ic
activity that em anates from the dem and side @nd, thus, expected to have a positive

3 Ligquid liabilities are defined as currency held outside the banking systam plus dem and and nterest
bearing liabilites of the banks and non Jank financial nterm ediares.

8



sion).RIRD should nfluence financial despening positively in view of the financial
Tberalisation hypotheses.

Our econom etric fram ew ork is based on developm ents 1 comntegration and Ernor
Conection M odel (ECM ). In the first step we use Johansen’s (1988) cointegration

approach to ocbtan the Jong-rmun contegrating relationships betw een the variables of
the system . H ow ever, the shortrun structure of the m odel is also Inporent in term s
of the Infom ation it conveys, which is associated w ith the shortrun adjustm ent
behaviour of econom ic varables. Therefore, n the second step we estim ate the

shortrun VAR In enor conection form w ith uniquely identified cointegrating vector
and obtan a parsin onious version of the st@atistcal m odel under consideration.

Finally, we conditon on weakly exogenous variables cbtaining a conditonal
Parsin oniousV ector Enor C orrection M odel.? Eriscsson (1995) show s that in m any
cases w eak exogeneity in plies the existence of conditional ECM , while a stuctural
ECM , n term s of Bosw ik (1995), does not exist. Tn particular, Ericsson argues that
a parsin onious conditional ECM can be structural n H endry’s (1993) definiton but
not stuctural in Bogw ik’s sense. Th this paperw e follow H endry’s definition where
stucture is a set of basic variant attributes of the econom ic m echanisn . Thus, the
param eters g, Q define a structure if they are being nvarant over extension of the

nform ation setn tm e, nterventions orvariables?

To illustrate the m odelling of a lnear dynam ic system w e consider a tw o-equation
m odel where the endogenous variables are Financial D evelopm ent and GDP per
capia.W e treat the real hterest 1ate as an exogenous variable, which In plies that it
can be incluided :n the contegration space but its m arginal distrdbution does not
convey any form ation for the conditionalm odel. Therefore, real hterest rates need
notbem odelled. Policy variables are used either as exogenous orunrestricted. To be
m ore precise, the treatm ent of determ nistic variables are in portant for the proper
soecification of a statistical m odel and therefore for successfiil em pirical analysis.

‘hm partcular, w e have only tw o endogenous variables and w e nom alise w ith respectto one of them ,
w hich is consistentw ith the purpose of this paper.

> W here Q is the param eters space of the structural m odel (ie a m odel defined by the econom ic
theory) . Fora detailed analysis of structural and statisticalm odels see Spanos (1989 and 1990).



Follow Ing H endry and D oomik (1994) w e test for the validity of conditioning on the
policy dumm des, which may proxy endogenous regoonses by policy m akers t©
exogenous shocks. A s a first step w e treatpolicy variables as exogenous and test for
their significance I the comtegration space. Even if policy variables are found
siognificant In the long-mun in pactm atrix, w e check whether the results are sensible
from an econom ic theory pomtof view and com pare them t© those ocbtained when
policy variables enter the system unrestricted.

T summ ary our econom etric m ethodology ncludes the follow Ing three steps:

1) Wewrte (1) naVAR fom :
D
Xe= ZF K-+ YDe+ e @)
=1
where x. = [LFD.LGDPK, and D, Includes the policy variEbles. W e apply the
Johansen cointegration technique t© estm ate the num ber of contegrating vectors.
W e dentfy the unigue contegrating vectors w hich are one in all countries w ith the
exception of ldia (see section 5 below for the relevant details) . Therefore, there is
no nesd to dentfy the comntegrating vector by imposing restrictions on the

contegrating space (@gain except for ldia).

2) Tn the second stage we estinate an ECM  and therefore w e reparam etarise the

Gaussian VAR as follow s:

p-1

Dx.= abq + ZF K- i+ YD+ @ 3)

=1

for h-r) matrix of contegrating vector b and fq-r) weighting a .M odel @) is a
reduced form and conssquently there are simuleneity effects between the
endogenous variables of the systam , ie. Fhancial D evelopm entand GD P per capia.
However, the significance of the elements of matrix a nhdicates whether the
varables under consideration react to the equilibriim enror. The varable that is not
affected by the enor comection temm is weakly exogenous with regpect to the
contegrating vector and we have t© proceasd by estinating (3) without Bking into
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account the distribution of that exogenous variable. Th particular, w e can partition x¢
as ' :x¢') hwhich case 3) m ay be raw ritten as a conditionalm odel foryy, given Xe:
p-1

Dyi= B*Dz+ ab %1 +2F 1i*%- 5+ Y*De+ v v~NI0,S,) @)
j=1

and the m arxginalm odel for zas:
p-1
Dz= a; b%ua + Y F2i*%e- 5 + YD+ e ©:~NI0,S2)  6)

J=1

where B* = S15807, ac= ai — B*ay,, Fift= F17B*Fy5, Y*=Y 15 B*Y 2, V=@
B*ey, S= S —512522_15'21,matdoesarepartitioned confom ably with ¢’ :x), and
subscripts Indicate the relevant sub-m atrix. Johansen (1995) show s that if a; = 0
then z is weakly exogenous for parameters (b a;) and the maxinum likelihood
estim atorof b anda ;1 can be calculated from  the conditionalm odel.

2) T the fnal sagew e estim ate (3) conditional on exogenous variables, ie.:
p-1
DX = Bz+ab % +2F - i+ YD+ & ®)
=1
where X is the sam e as X excluding the exogenous variables z; equation 6 is actually
equivalentto @).Bosw ik (1995) proposed the notion of stuctural ECM which isa
representation of conditional ECM  that satisfies certain restrictions. Ericsson (1995)
show s that violation of this restriction can lead t© a condibonal ECM which m ay be
stuctral I a sense other than Boswik’s® T our case where we have wo
endogenous variables, exogeneity of one of them inplies a stuctural ECM  thatalso
satisfies B osw ik ’s restrictions.

5.EmpiricalR esults

W e began by exam ining the degree of Integration of each variable, w hich w as found
to be I(1) in all cases, except for the policy variables which are dumm jes.” W e then
proceaded to conduct Johansen’s comntegration analysis. The results of the later

® Prem ultplying (4) by anonsigularm atrix A , the structuralM odel can be obtained.
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exercise suggest the existence of one contegrating vector in five of the six countries
hcluded in the sam ple. The exception is Thdia where we found two cointegrating

vectors. W e, thus, Inposed two restrictions in this case, in addition to those on

norm alisation In order t© exactly dentfy the comtegrating vectors. T all six cases
we nom alise the egquation according to financial developm ent allow ng us t©
nterpret the comntegrating vector as a financial developm entequation. A 11 the results
reported In Tables 3A and 4 and discussed In this section, both for the unrestricted
VAR and the ECM relatonships, do not suffer from  (sihgle equation or vector)

autoconelation, heteroscedasticity and nonmnom ality, as suggested by the relevant
statistics and diagnostics reported in Table 3B . There are tw 0 exceptions to this. The
first is n the case of Thailbnd, where the tests for autoconeltion in the GDP

equation and for vector norr-nom ality are only m argnally accepted at the 5 percent
Jevel. The second is related t© G reece, where In the Fnancial D evelopm ent equation
there is evidence of significant ARCH effects. How ever, Cheung and Lai (1993)

show thatwhen the residuals n the VAR follow am oving average process then the
relevantA IC m ay be unreliable. Under these circum stances one can only specify the
VAR system on the basis of the unconelated VAR residuals; n our case the VAR

residuals are ndeed uncorelated (see Table 3B).

Table 3A reports the nom alised comntegrating vectors w ith respect to financial
developm ent. On the whole, the estm ated coefficients are reasonable n temm s of

both size and sign .G D P per capita enters w ith the expectad positive coefficient in all
countries Indicating that higher level of econom ic developm ent is associated w ith

higher Jevel of financial developm ent. The real hterest rate enters w ith a positive

coefficient, with the exception of Korea where the coefficient is negative and
Insignificant, and Thailend w here data on this variable are unavailable.

A s to the Inpact of financial policies, we obtain som e very hterestng results. Tn
Philippines, ldia and Egypt, the financial policy variables enter In the contegrating
vector Indicating that these policies have Jong-run effects on financial developm ent.
Specifically, n the case of Philippines interest rate restraints have a negative and
significant mfluence, while n all the other countries the effect is nsignificant (n
Egypt it appears w ith a positive and nsignificant coefficient; excluding it affects

7 The results of the ntegration tests are available from the authors upon request.
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adversely the other varables Included in the contegrating vector) . The R eserve and
Liguidity Requiram ents variable enters negatively n the comtegrating vector for
Egypt, and is significantatthe 5% level. In the case of Thdia itenters significantly @t
the 1% level) w ith a positive coefficient. Th contrast, finencial policies do nothave a
significant Jong-min effecton financial developm ent in K orea, Thailend and G reece.

These resuls mdicate that insttutional factors, which vary considerably across our
sam ple of countres, may be playing a crtical role In determ ining how financial
policies affect the process of financial developm ent. In portantly, financial restraints
som etim es gppear to have positive Jong-nmun effects, suggesting that m ore com plex
factors m ay be atw ork In the financial despening process than w as thought by the
traditional literature on financial liberalisation. A s explained In section 2, recent
theoretical m odels predict that fnancial restraints may play a prudental role,
1in itng m oAl hazard behaviour by banks, n which case the relevant coefficient
m ay be expected t© be positive. Th practice, thism ay reflect Increased confidence In
the banking system , which m ay produce a rightward chift n the financial saving
fimction. This effect is over and above the effect of the real interest mate, which
should be nterpreted as am ovem entalong the sam e function . This rightw ard chiftin
the financial saving fimcton may reflect resoonses to financial policies through
changes In the degree of active liability m anagem ent by banks, which m ay take the
form of nonprice activites such as varying the num ber of branches and the htensity
ofm arketing activity.

Tn the second stage and In the case of five countries, G D P per capita does notreact to
an error correction gpecification . C onsequently, this varable isw eakly exogenous t©
the contegrating vector. A s suggested above (section 4), under these circum stances
we can proceed with the estimation of the financial developm ent variable as a

parsin onious ECM  conditional on GDP per capia beng exogenous. Table 4
conans the results of the parsinonious ECM goecification of the financial
developm ent equation. The short min effects of financial restaints are m ixed. Th

Kora, hterest mte restants exert a negative shortmn effect on financial
developm ent, whereas In G reece and India their effect is found to be positive and
significant. Th Philippines, Thailand and Egypt nhterest rate restraints are not found
to have a significant in pacton financial developm ent In the shortn.
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As © resewe and ligquidity requirem ents, their shortrun inpact on financial
developm ent also vares across countries. Reserve requiram ents enter with a
negative sign, butw ith varying degrees of significance, In K orea and Thailand. On
the other hand, reserve and Iiquidity requiram ents do not seam t© have a short un
In pact on financial developm ent In Philippines, G reece, Thdia and Egypt. These
m xed results reflect the am biguity at the theoretical Jevel of the In pact of reserve
and liquidity requirem ents on financial depth, as discussed in section 2.

6.Summ ary and C oncluding R en arks

This paper provides a novel assesam ent of the effects of several types of financial
policies on financial developm ent in six countres. Specifically, ituses a new dat@a
set on Interest rate restrants and reserve and liquidity requiram ents for a period of
forty years, tte collection of which represented a m ajpr research effort. Tk utilises
m odem tim e series m ethods t© exam ne the effects of fnancial policies on financial
developm ent, controlling for the Jevel of econom ic developm ent.

Our em pirical findings dem onstrate that the real nterest rate has a positive and
significant Jong mun effect on fnancial developm ent In four out of the six countries
exam lned and no significant effect in the other wo cases (out positive in one of
them ). How ever, our findings dem onstrate, as M ax Fry suspected, that financial
policies have additional direct significant long-tun and shortmn effects. These
direct effects vary considerably across countries, and w e believe that this variation
may reflect nsttutional differences, such as the quality of prudential supervision.
Tnterestingly, we find that while flnancial restraints 1 som e cases have negative
direct effects, there are also cases where their effects are positive. Thus, our
anpirical findings denonstate that the man predictions of the financal
Iberalisation literature do not receive full em pirical support, a result which is
consistentw ith the prevalence of financialm arket in perfections.

Several fruitful avenues for further research em erge from our findings. O ne plausble
concture is that financial restraints have positive effects on financial developm ent
where institutional quality, such as prudential regulation and supervision, is weak.

To test this confecture one would require data on the quality of the regulatory
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regine, a challenging but worttwhile endeavor. Other insttutional quality
hdicators, such as the quality of legal mules and law enforcam ent, have been used
successfully in relation t© the developm ent of capital m arkets (eg. La Porta et al,
1997). Additonally, as M ax Fry (1995, 1998) also nndicated, there are under-
researched theoretical agpects to be explorad w ith respect to the relationship betw een
financial Iiberalisation and fnancial regulation, ncluding the nteractions betw een
prudential and m onetary control. C onsequently, fiirther w ork on these, and related
ssues, is lkely to produce useful hsights nto the effectiveness of fnancial
Tberalisation In developing econom ies.
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Tablel-A Summ ary of Financial Policies

InterestR ate C ontrols R eserve R eguirem ents Liquidity R equirem ents
Greece Tn 1987, nterestrate on Required reserve ratioswere | T 1970s and 1980s, banks
various deposits and onm ost | quite high until the early 90s. |w ere required t© nvesta
categories of shortand Iong certain fraction of theirtotal
tem Joansw ere deregulated. deposits in short-am
Tn 1989, the setting of saving govermm entbonds. These
depositratesw ere liberalized, requiram entsw ere reduced In
butthey w ere stdll subjctto 1990-1993 and abolished :n
mninum rate esablished by 1993.
the Bank ofG reecewhichwas
abolished n 1993.
Thailand C edlings on Jlending rates R eserve requiram entsw ere set| T 1991, the Bank of Thailand
Tberalized in 1992. nterest | low .Vardation n thereserve | relaxed the constrainton
rate on deposits completely | requiram entw ere also low comm ercial banks'portfolio
liberalized 1n 1990 m anagem entby replacing the
reserve requiram entratio w ith
the Jiquidity ratio
Philippines Tn 1980, ceilings on deposit | R esarve requiram ents N o form al iquidity ratios n
rates fordepositsw ith ncreased significantly in the  |place.
m aturty >2 yearsw ere m id 80s and agan In the early
ram oved and shorter 90s.
m aturities w ere subjctto
ceilingsof14% .1 1981,
ram aining ceilings on deposit
atesw ere aoolished and loan
rate ceilingsw ere raised. Th
1983, ram aining ceilings on
shorttem loan atesw ere
rem oved.
Korea C edlings on lending rates Reductions In reserve N o form al iquidity ratios n
abolished in 1979.C eilings on | requirem ents in them id 90s.  |place.
depositates liberalized in
1988
ndia Ceilings on lending mate R eserve requiram ents Liguidity ratios increased
mposed n 1963-1968 and ncreased considerably In the | significantly in the 80s and by
then re—im posed n 1975-1987 .|m id 80sand continued to e | the 90s rattiosw ere ashigh as
C eilings on depositrate high 1n the 90s. 385%
Im posad since 1969
Egypt C eilings on lending and R esarve requirem ents Liguidity ratioswasashigh as
depositrates abolished n Increased significantly n 1978(30% 1 1960-1990 and
1990.Ceilings on lending and |and ram ained high up to 1990 . |decreased significantly
depositrates I posed 1978- afterw ards.
1990.

SOURCES : Annual reports of central banks; M F Annual Report on Exchange Restrictions (various issues);
Caprio, A tiyas, and Henson (1994 eds), Financial Reform ; Cheng, H ., (1986), F inancial Policy Reform in Pacific
Basin Countries; W illiam son, J.,and M .M ahar (1998), A Survey of Financial Liberalisation; Liin , J.Y . (1991),
The Philippine F nancial sector n the 1980s; Bank of Thailand (1994), Thailand’s F inancial Systam : Structure

and Liberalisation;

Johnston, B. S. Dorbar, and C. Echeverra

(1997), Sequencing Capial Account

Liberalisation: Lessons from the Experiences In Chile, lhdonesia, Korea, and Thailand ; Dem etriades, PO .and B .
Fattouh (001), “Unproductive Credit and the South K orean Crsis”CeFiM S, SOAS, D iscussion Paper No. 10;
Deam etriades, P,and K B .Luintel (1997,2001).
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Table 2: Correlation M atrix of policy variables

Table 2 1:Correlation m atrix of K orea policy variables

DRC LRC RR RR
DRC 1.0000
LRC 08790 1.0000
RR 05095 01782 1.0000
RR 09678 09707 03508 1.0000
Table 2 2: C orrelation m atrix of Philippines policy variables
LRC DRC RRDD RRTD RR
LRC 1.0000
DRC 0.8859 1.0000
RRDD 0.0410 0.00658 1.0000
RRTD 04116 03257 02045 10000
RR 09709 09712 0.02448 03795 1.0000
Table 2 3: C orrelation m atrix of policy variables in Thailand
LRC DRC RR RR
LRC 1.0000
DRC 08224 1.0000
RR -0.6092 -0.5868 1.0000
RR 09491 09597 -0.6257 1.0000
Table2 4: Correlation m atrix of policy variables in G reece
LRC DRC RR RR
LRC 1.0000
DRC 09790 1.0000
RR 05300 0.6543 1.0000
RR 09954 09940 05911 1.0000
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Table 2 5: Correlation m atrix of policy variables n India

LRC DRC LOR RR RR PCRLR
LRC 1.0000
DRC 0.0118 1.0000
LOR 01492 02872 1.0000
RR 0.0048 03466 0.8357 1.0000
RR 09387 03558 0.0404 01149 1.0000
PCRLR -0.03553 04507 09372 08734 0.8966 1.0000
Table 2 6:Correlation M atrix of policy variables n Egypt
LOR DRC LRC RR RR PCRLR
LOR 1.0000
DRC 03629 1.0000
LRC 1.000 03629 1.0000
RR 02849 09117 02849 1.0000
RR 0.7813 0.8651 0.7813 0.7640 1.0000
PCRLR 08015 0.7951 0.8015 0.8015 09640 1.0000

VARIABLE DEFINITION : DRC stands for D eposit Rate Contiols; LRC is Lending Rate Controls; RR is
Resarve Requiram ents; IRR is Interest Rate Restraints; RRDD is R eserve R equiram ents on D em and D eposits;
RRTD is Resarve Requiraments on Time Deposits; LQR is Liquidity Reserve Requiram ents; PCRLR is
Principal C om ponentof R eserve and L iquidity R equirem ents.
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Table 3A .Nom alised C olntegrating V ectors

Country V ariables
K orea: LFD LGDPK Trend RIRD
1.0000 ** 05779 ** -0.0137 ** 0.0096
Philippines LFD LGDPK Trend RIRD IRR
1.0000 * -0.6338 -0.006 ** -0.0134** 1.032 **
Thailand LFD LGDPK Trend
1.0000 * -1.041 ** -0.0103
G reece LFD LGDPK RIRD
1.0000 * -03602 * -0.0244 **
India LFD LGDPK RIRD PCRLR
1.0000 * -0.0503 ** -0.0011 ** -0.0599**
Egypt LFD LGDPK RIRD IRR PCRLR
1.0000 ** -1264 ** -0.0030 -03683 01118*

NO TES :** Ihdicates significance at the 1 percentlevel; * Indicates significance atthe 5 percent level.

Table 3B .D jagnostic T est for the Unrestricted VAR Estm ation

Tests K orea Philippines Thailand G reece India Egypt

GDPayr 1546 [0239] [ 1.737 [0198] | 4.016 [0.041] 0290 [0.751] 0578 1309 [0292]
LFDayr 1083 [0302] [ 0205 [0.815] | 3215 [0.070] 1908 [0178] 0668 1646 [0217]
GD Pagrcu 0.089 [0.770] | 0658 [0425] | 0115 [0.738] 0454 [0509] 2151 0.020 [0.886]
LFDarcH 0.005 [0940] | 0.0005[098] | 0697 [0417] 9109 [0.007] 0178 2865 [0106]
GD Pyoru 1082 [0582] [ 1985 [0370] | 1592 [0451] 1200 [0548] 0.808 0381 [0.826]
LFDyoRrM 0184 [0911] | 2375 [0304] | 3.888 [0.143] 1352 [0508] 1579 0.005 [0997]
GDPygr - 0363 [0955] - 0359 [0931] 0461 0.048 [0999]
LFDygr - 0217 [0994] - 0952 [0583] 0503 0.071 [0998]
VARpyr 1483 [0248] | 0658 [0.724] | 1994 [0.095] 0.895 [0533] 2309 1983 [0.079]
V A RyoruM 0963 [0915] | 3.759 [0439] | 1021 [0.038] 4459 [0347] 1272 1516 [0.823]
VARug - 0192 [1.000] - 0291 [0992] 0309 59,08 [0509]

Notes: (1) The follow Ing tests are for for the equations of GDP and Financial D evelopm ent: GD Py and

LFDayr denote the autocornrelation tests; GD Parcu and LFDarcH denote the tests for ARCH effects; LFDyorM

and LFDyoru denote nom ality tests; GDPygr and LFDygr denote tests for heteroscedastsity; VARayT,

VARyory and VARygr denote tests for autoconrelation, nom ality and heteroscadasticity respectively in the

unrestricted VAR m odel. (2) The num bers in the square brackets show the p values of the null hypotheses that

residuals are uncorrelated, hom oscedastic and nom ally distributed. 3) W e have used the elevant F and X2

tests both forthe individual equationsand forthe VAR .

21




Tabl 4: Parsin oniousC onditional ECM

Table 4 1: Parsin onious C onditional ECM for K orea

DLFD DLGDPK | DLGDPK (1] DLGDPK ) DLFD (1) DLFD (2) CI@) RR RR
Coefficient] -0.6739 0.6720 09106 04144 0.7612 01105 | 0.0957 | -0.0016
Std.Error 01242 01329 01318 01027 01162 0.0427 0.0169 0.0010

tprob 0.0001 0.0001 0.0000 0.0011 0.0000 0.0206 0.0000 01375
Table 4 2: Parsim oniousC ondibdonalECM for Philippines
DLFD DLGDPK DLGDPK (1) DLGDPK (2) DLFD (1) CI@)
C oefficient 03450 0.0627 03704 04809 -0.0465
Std.Error 02713 03248 03065 0.1492 0.0208
tprob 02136 0.8482 02326 0.0031 0.0338
Table 4 3.Parsim onious C onditional ECM for Thailand
DLFD DLFD (1) CcI@) DLGDPK RR
C oefficient 03300 01236 -0.8627 -0.0647
Std.Error 01522 0.0403 02228 0.0264
tprob 0.0408 0.0054 0.0008 0.0226
Table4 4: Parsin oniousC onditional ECM for G reece
DLFD DLGDPK DLGDPK (1) GLFD (1) DLFD (2) CI@) IRR (1)
C oefficient 03041 03678 04075 03937 01579 01841
Std.Error 03077 03070 0.1659 01537 0.0586 0.0291
tprob 03324 02422 0.0214 0.0169 0.0124 0.0000
Table 4 5: Parsim oniousC ondibonal ECM for India
DLFD DLGDPK (1) DLFD (1) cI@) RR (1)
C oefficient 01036 04062 -0.0811 0.0107
Std.Exror 0.0454 01519 0.0547 0.0058
tprob 0.0304 0.0124 0.1464 0.0800
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Table 4 6: Parsim onious C ondibonalECM for Egypt

DLFD DLGDPK DLGDPK (1) DLGDPK (2) DLFD (1) DLFD (2) CI@)
C oefficient 05095 0.7060 -0.7555 0.8187 03457 03078
Std.Error 0.1594 02255 02319 0.1466 01421 0.0829
tprob 0.0034 0.0041 0.0029 0.0000 0.0214 0.0009
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