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ABSTRACT

This study investigates the influence of financial liberalization on economic growth in developing countries indirectly through their effect on financial 
development. It selects the size and activity of the financial system as indicators of financial development. The general agreement on trade and services 
(GATS) is a very useful option for developing countries to consolidate their financial sector reform to give foreign investors more certainty about 
financial investment opportunities in the economies of developing countries. This study chooses the level of commitments taking by developing 
countries in the GATS in banking sector as a measure of financial liberalization. The main objective is to examine the effect of developing countries 
financial liberalization commitments at the GATS on economic growth through their effect on the size and activity of the financial sector. According to 
the analysis conducted, the results show no real effect of the level of commitments taking by developing countries in the GATS on economic growth 
through their effect on the size and activity of financial development. Even though the effect of financial development on economic growth is positive, 
the effect of financial liberalization through the GATS on financial development is almost zero.
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1. INTRODUCTION

Financial systems provide the economy with real services. Their 
contribution in the process of economic development is largely 
recognized by the big majority of economists. They believe that a 
well-developed financial sector can have a remarkable positive effect 
on economic growth (King and Levine, 1993; Gregorio and Guidotti, 
1995; Beck and Levine, 2004; Ozturk, 2008; Acaravci et al., 2009).

Financial liberalization is one of the policy options that policy 
makers of developing countries can use to realize a real financial 
development (Levine, 1996; IMF, 2000). Yet, some policy makers 
are still reluctant to liberalize their financial markets because of 
their fear from an unpleasant financial crisis. The prevalent belief 
was that financial crisis in the last two decade are mainly due the 
financial liberalization. Researchers defend financial liberalization 
by indicating that inadequate domestic policies were the main 

reason for the crisis (Peek and Rosengren, 2000; IMF, 2000). 
These large debate on the real implication of financial liberalization 
on developing countries, incite further research on the subject to 
construct a compelling evidence of the real implication. Several 
studies indicate a significant positive real effect from financial 
liberalization on economic growth. They argue that financial 
liberalization has a positive impact on the efficiency of the financial 
sector (Demirguc-Kunt et al., 1998; Bayraktar and Wang, 2006). Yet, 
other dimension of financial development (size and activity) did not 
take their merit to be tested to found out the real implications from 
financial liberalization. The present paper tries to test empirically this 
relation and found out the effect of financial liberalization, measured 
by the level of commitments taking by the developing countries 
WTO members, of these dimension of financial development.

Liberalization entails the opening of a sector to competition, 
including foreign. Many of the financial institutions in developing 
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countries were previously state owned. Owing to responses 
to the IMF led structural adjustment conditionality and the 
WTO members during the Uruguay round negotiations, many 
developing countries had to undertake extensive State roll backs 
from various previously state owned enterprises-which resulted 
in an unprecedented wave of unilateral liberalization (IMF, 2000; 
World Bank, 2002).

This liberalization was expected to be the gateway to stimulating 
competition in the financial sector, to result in greater efficiency, 
dynamism and innovation. Other advantages with introduction 
of other players in the financial sector were seen as potentially 
stimulating improvements in domestic banking performance, by 
reducing costs, profits and net interest margins (Claessens et al., 
2001; Bayraktar and Wang, 2004). Foreign banks usually bring 
new and sometimes better skills, management techniques, training 
procedures, technology and products to the domestic market. 
As such, these banks can be seen as a major source of skills and 
technologies for domestic banks (Focarelli and Pozzolo, 2002).

In spite of the several potential benefits, many countries continue 
to be reluctant to open up their markets to foreign banks. Many 
still believe that foreign banks may stifle financial development 
instead of enhancing the provision of financial services and 
capital. In fact, foreign banks are often accused of stimulating 
capital flight. They are also accused to focus on serving only the 
most profitable market segments; not serving the retail market; 
serving only foreign corporations; or dominate the entire domestic 
market. Because of their interest in recouping costs, foreign banks 
tend to favor only the high end service consumer, leaving behind 
large numbers of poor people in the poorest countries who need 
capital to startup businesses. Their reputation and long experience 
in the international market give them the priority to choose upon 
the most profitable clients and dominate the financial domestic 
market (World Bank, 2002; Tamirisa et al., 2000; Agenor, 2001; 
Levine, 1996; Peek and Rosengren, 2000).

Levine (1996, 2001) provides an extensive survey study about the 
link between international financial liberalization and growth. He 
points out the importance of international financial integration in 
promoting growth through improvements in the domestic financial 
markets. Hence, his theory is decomposed into two parts: (1) 
Foreign bank entry has positive effects on financial development, 
and (2) financial development has positive effects on economic 
growth.

Several studies tried to test empirically the validity of this theory. 
Demirguc-Kunt et al., (1998) find no direct connection between 
foreign bank activity and economic growth. They do, however, 
find an indirect link. Foreign bank participation is associated with 
a drop in bank overhead expenses and lower overhead costs are 
robustly linked with faster long-run economic growth. Bayraktar 
and Wang (2004) show that foreign banks play a statistically and 
economically significant role in improving the efficiency and 
competitiveness of domestic banks by reducing costs, profits, and 
net interest margins. Thus, foreign banks are expected to increase 
economic growth by improving the functioning of domestic banks, 
as well as the development level of financial markets. Bayraktar 

and Wang (2006) examine the direct and indirect effects of foreign 
bank entry on economic growth. Their results show a direct link 
between the presence of foreign banks and the rate of economic 
growth. Similarly, their results imply an indirect link between 
financial sector openness and growth, through its effect on the 
efficiency of the banking sector (lower overhead costs and net 
interest margins of domestic banks).

2. MATERIALS AND METHODS

Based on the theory of Levine, this study examines the effects 
of foreign bank entry on economic growth through its effects on 
financial development. In this study, the variables are different than 
those used by other studies (profits, overhead costs and interest 
margin). The last variables represent the efficiency of financial 
development. The selected variables are: Liquid liabilities and 
bank credit. It represents, respectively, the size and activity of the 
financial sector. In addition, the indicator of foreign bank entry is: 
General agreement on trade and services (GATS). It represents 
the level of commitments at the WTO in the banking sector. The 
main objective is to analyze the effect of the level of commitments 
taken by developing countries in the banking sector at the WTO 
on economic growth through its effect on financial development.

The data used in the empirical test are the determinants of financial 
development. Precedent studies found that the level of financial 
development depends on: Economic development, and the quality 
of institutions (Demirgüç-kunt and Levine, 2004; Arestis and 
Demetriades, 1996; Demetriades and Andrianova, 2004), legal 
system (Demirgüç-Kunt and Maksimovic, 1998; La Porta et al., 
1997; La Porta et al., 1998; Levine, 1998; Levine, 1999), inflation 
rate (Rousseau and Wachtel, 2002; Boyd et al., 2001), and the 
share of government vis a vis the totality of banking assets (La 
Porta et al., 2002).

The data cover 26 developing countries for the period between 1996 
and 2006. The period was choosing to show the effect of liberalization 
commitments of developing countries in the banking sector at the 
WTO on the level of financial development for a period of 10 years 
after the date of taking commitments by these countries (1997).

Based on the literature, several variables were choosing as 
determinants of financial development: The degree of financial 
market openness to foreign banks (index of GATS), level of 
financial development (bank credit to private sector, liquid 
liabilities), quality of institutions and legal system (rule of law, 
corruption control, contract enforcement, information on credit), 
level of economic development (gross domestic product [GDP] per 
capita), inflation (inflation rate) and share of assets possessed by 
government (Share of government in the market), and the degree 
of market concentration (Table 1).

We estimate two versions of the following equation:

Yi=α+β Fi+γ Xi+µi,

Yi: Is the variable that represent financial development, Fi: Is the 
variable that represent the level of openness to foreign banks, Xi: Is 
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the matrix of explicative variables and µi is the error term. α, β and γ 
are the parameters that the model look to estimate. The model seeks 
to estimate the value of parameter β (the coefficient on the degree of 
openness to foreign banks). The model was applied two times. For 
each model, we vary the group of explicative variables to test the 
sensitivity of the coefficient that we are interested in. the models are:

1st model: Priv=α+β GATS+γ Xi+µi;

2nd model: Liquid liabilities=α+β GATS+γ Xi+µi;

For the first model, 8 regressions were conducted. For the first 
7 regressions, additional explanatory variables were added, 
subsequently, to test the sensitivity of the results (Table 2). The 
value of R2 increased when adding new variables, which means 
that the explanatory variables fit in the model. In the last regression, 
two countries were deleted because they are considered as outliers 
for the Priv variable. In regression (7), the value of the parameter 
is negative and close to zero and it is not statistically significant. 
In regression (8), the value is positive and also close to zero and 
it is not statistically significant. Hence, the results form (Table 2) 
conclude no real effect form the level of commitments taking 
by developing countries under the GATS on the activity of the 
financial sector (financial development).

In the regression (8), we delete 2 countries that we consider outliers 
for the liquid liabilities variable.

For the second model, 8 regressions were also conducted. As in 
the first model, for the first 7 regressions, additional explanatory 
variables were added, subsequently, to test the sensitivity of the 
results. The value of R2 increased when adding new variables, 
which means that the explanatory variables fit in the model. In 
the last regression, two countries were deleted because they are 
considered as outliers for the Lly variable. In regression (7), the 
value of the parameter is positive and close to zero and it is not 
statistically significant. In regression (8), the value is positive but 
it is not statistically significant. Hence, the results from (Table 3) 
conclude a marginal effect from the level of commitments taking 
by developing countries under the GATS on the size of the financial 
sector (financial development), but it is not statistically significant.

The second step, to test the indirect effect of financial liberalization 
on economic growth, is to examine the effect of financial 
development on economic growth for developing countries. 

Empirical work on the relationship between financial development 
and economic growth began at the start of the 1990s, with King 
and Levine (1993). It shows a positive relationship between 
financial development and economic growth (Demetriades and 
Hussein, 1996; Odedokun, 1996; Rousseau and Wachtel, 1998; 
Beck and Levine, 2004; Rioja and Valev, 2004). Even though, some 
authors argue that there is no real effect of financial development 
on economic growth, for some group of countries, especially 
developing countries (Gregorio and Guidotti, 1995. for an 
empirical evidence for 12 countries in Latin America, and Naceur 
and Ghazouani, 2007. for 11 countries in the MENA region), 
they believe that the contradiction between their results and the 
literature is mainly due to weak infrastructure in those economies.

The study examines the effect of financial development on 
economic growth for a group of 47 developing countries who 
have GDP per capita less than 3.595$.

The variables used in the model are the same of the variables used 
in the endogenous economic growth model. The model takes the 
following form:

Growth=α+β Finance+γ (explanatory variables)+ε,

Five countries were deleted from the initial database because of 
lack of complete statistics for all the variables introduced in the 
model. The new database contains 42 developing countries. The 
explanatory variables used in the model may be divided into three 
groups: Simple series, political series and complete series. The 
simple series contains two indicators: Log of the initial and real 
GDP per capita to control the convergence and the average number 
of years of education as indicator of human capital stock in the 
economy. The political series contains the two indicators of the 
simple series plus four new variables: Inflation rate, government 
expense ratio as share of the GDP, sum of exportations and 
importations as share of the GDP and black market premium. 
The complete series contains all the variables of the political 
series plus measures of political stability. These measures are: 
Number of revolutions and number of assassination per 1000 
habitants. We apply the regression two times. Each time, one of 
the indicators of financial development was introduced with all 
the other explanatory variables of the complete series.

The results obtained in (Table 4) are in conformity with the 
literature for the two indicators of financial development, and 

Table 1: Data description
Variable Abbreviation Period Source
Liquid liabilities Lly Average 1995-2005 Beck et al. (2009)
Bank credit Priv Average 1995-2005 Beck et al. (2009)
Inflation rate Infla Average 1995-2005 IMF, World Economic Outlook Database
GDP per capita PIB Average 1995-2005 IMF, World Economic Outlook Database
GATS index GATS 1997 Qian (1999)
Rule of law ROLaw Average 1996-2006 Kaufmann et al. (2006)
Corruption control COCorruption Average 1996-2006 Kaufmann et al. (2006)
Contract enforcement Enforcement 2004 World Bank; Doing Business Database
Information on credit CInform 2005 World Bank; Doing Business Database
Share of government in the market GovOwn Average 1996-2002 Micco et al. (2004)
Market concentration Concentration Average 1996-2002 Micco et al. (2004)
GDP: Gross domestic product, GATS: General agreement on trade and services
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they are statistically and economically significant. For the first 
regression, the value of parameter of Lly is positive and it is 
statistically significant. For the second regression, the value of the 
parameter of Priv is also positive and it is statistically significant. 
In addition, the results for other explanatory variables are also in 
conformity with the literature and with the precedent empirical 
studies. For example, the literature predict a negative relationship 
between the initial level of GDP and the economic growth, and a 
positive relationship between average years of secondary and the 
economic growth, which is in conformity with our results. At this 
stage, the results conclude a positive and significant effect of the 
size and activity of the financial sector (financial development) 
economic growth for developing countries.

3. RESULTS AND CONCLUDING REMARKS

In this study, an ordinary least square model was developed to 
examine the effect of financial liberalization through the GATS 
on the level of economic growth in developing countries. The 
study examines this effect indirectly through the bias of financial 
development. A sample of 47 countries for the period 1970-
2005 was used. As it is shown in Figure 1, the results of the 
empirical study conclude no real effect of financial liberalization 
commitments of developing countries at the GATS on economic 
growth throw its effect on the level of financial development. Even 
though the influence of financial development on economic growth 
is positive for these countries, the effect of financial liberalization 
through the commitments at GATS on financial development (size 

and activity) was negligible and it is not statistically significant. 
In fact, the effect of financial liberalization on the size of financial 
sector was positive, but it was too small and not statistically 
significant. Hence, this study provides no compelling evidence 
that financial liberalization through the GATS is a good policy 
to increase economic growth in developing countries. In fact, 
Levine (1996), Levine (2001) and Bayraktar and Wang (2006) 
demonstrate that financial liberalization has positive effect on 
economic growth through its effect on financial development. 
The difference between the results of Levine and the results of 
the present study may be due to the period covered by this study. 
In fact, the period of 10 years, when testing the effect of financial 
liberalization on the size and activity of financial sector, may not 
be enough. Developing countries may need more time to realize 
the expected results from liberalization. Or maybe, it is because the 
adjustment costs were too high at the beginning and the benefits 
from financial liberalization were not enough to cover these costs. 
Furthermore, the difference in results may also be due the special 
case of developing countries. It is not a simple task for developing 
countries to convert their commitments taking at the GATS into a 
real financial liberalization. More work needs to be done to find 
out the real implication of financial liberalization, through the 
GATS, on the economies of developing countries.
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