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Abstract
To boost economic growth, SAARC countries resorted to trade liberalization
policies since mid-1980s, therefore, now it is high time to evaluate the outcomes of
this outward-oriented trade regime. Available literature confined the potential gain
with the trading country’s status of the financial sector development. This study
therefore empirically investigates the complementarity between domestic financial
sector and trade openness for its growth effectiveness in the case of SAARC region.
The empirical analysis basis upon the panel of six SAARC countries, using panel
co-integration technique for the period 1980-2014. The empirical estimates of
FMOLS and DOLS indicate that countries holding relatively developed domestic
financial sectors enjoy larger gains from trade openness, which finally translates
into economic progress. To be exact, the country’s domestic financial sector plays
a complementary role between openness and growth in SAARC countries. Results
hence suggest that SAARC countries need to lay higher emphasis on the
development of the domestic financial sector.
Keywords: Financial Development, Economic Growth, Trade Openness, SAARC, Panel
Co-integration
JEL classification: F10, O40, G10, C23

1.

Introduction

In received literature, a number of transmission mechanisms are highlighted
through which trade openness translates into higher economic growth. Firstly,
literature supports the liberal trade regime because it induces competition, which
results in efficient resource allocation. Similarly, higher the integration of world
markets, greater would be the chances to overcome size constraints, making it
possible to secure economies of scale. Likewise, the import of capital goods and
machinery supports economic growth by increasing the productivity. Moreover,
trade facilitates technological diffusion globally, introducing new technologies
among the member countries, which facilitates greater and efficient production.
The recent trade models, based on firms’ heterogeneity, too point out that trade
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openness results in reallocation in favour of the most dynamic firm hence gives rise
to aggregate productivity growth (Melitz, 2003; Helpman et al., 2004).
In the similar fashion, another stream of literature affiliates the growth and
development process to the country’s financial development. For instance, in
pioneer work on the subject, Bagehot (1873) lay emphasis on the local financial
sector for its role in the development and growth process. He derived the argument
that easy economic transactions and competitive market mobilization is only
possible when a well-established financial sector exists. Schumpeter (1912)
extended the idea and reasoned that the financial institutions are very important for
growth sustainability as these channelize the financial resource to their most
productive uses.
Based on the pioneered work of Bagehot (1873) and Schumpeter (1912),
economists developed two different hypotheses concerning the growth
effectiveness of the financial system. Firstly, the “demand-led hypothesis” denies
the role of finance to boost economic growth, implying that sound financial
structure not necessarily causes economic growth (Robinson, 1979). The
hypothesis suggests that growth causes the financial sector development instead
mainly due to extended demand. Such literature maintains that in response to
economic growth, the demand for adequate financial facilities subsequently rises,
which results in a greater number of financial organizations, products, and services
in the market. Patrick, (1966) further bifurcated the stages and argued that initially
the economy utilizes the supply-lead finance, however, the demand–lead finance
dominates as growth takes pace. The second strand of literature, the “finance-led
hypothesis”, was developed and empirically tested by Shaw (1973), McKinnon
(1973) and Pagano (1993), among others. As obvious, their findings favour the
hypothesis that the financial sector development in a country positively contributes
to growth by inducing acceleration in the real sector.
Despite these opposing hypotheses, a consensus is emerging among
economists that along with other specific characteristics, the growth effectiveness
of trade is also attributed to the financial development of the trading country. Such
as, it is widely believed that trade liberalization measures along with welldeveloped local financial sectors reduce inefficiencies in production process,
resulting in higher economic growth. It is a recent phenomenon that most of the
developing and emerging economies have started putting emphasis on the financial
and trade liberalization measures to support higher economic activity.
During their early phases of development, the South Asian economies
followed the inward-looking import substitution policies to guard local industries
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from foreign competition and to lower trade deficit. However, regionalism regained
its strength against globalization by 1980s, and resultantly South Asian countries
moved towards trade liberalization. These countries hence made efforts to follow
suit under the banner of SAARC4. Since 1980s, most of the SAARC countries
adopted trade liberalization policies to accelerate economic growth, which makes
it interesting to investigate whether SAARC countries materialized the potential
gain from this outward-oriented trade regime in terms of economic growth.
Keeping in view this tendency of outward-oriented trade policies, most recently,
some studies investigated trade openness for its effects on the finance-growth nexus
and supported the claim (for instance, see Rahman et al., 2015; Asghar and Hussain,
2014; Polat et al., 2014).
However, an alternative stance of studies came with the findings that the
sound and efficient financial sector enhances the capacity of outward-oriented trade
policies in the long-run growth of the trading countries. This posture of studies has
the argument that shallow financial sector surges transaction, monitoring, and
information costs, hence reducing the competitiveness of firms in the international
market. For instance, Levine (2004) argues that financial development reduces
transaction costs, diversifies the risk and consequently increases productivity
growth of trading countries. In the same array, most recently Manova (2013) came
up with the finding that with the expansion of the local financial sector, credit
constraints of firms to enter export markets reduce. Sequentially, this relaxes firms’
foreign exchange constraints and hence strengthens the economic growth of trading
countries over the long-run. This view maintains the claim that the potential gain
of the trade liberalization policies depends on the trading country’s domestic
financial sector deployment.
Nevertheless, in received literature on the subject, no empirical study has
been carried out on the phenomenon in regional context. Therefore, this study
attempts to investigate whether local financial sector development plays a
complementary role in the growth effectiveness of trade openness by analysing the
SAARC region, which has been exercising trade liberalization policies since the
1980s. In this context, following the introduction, Section 2 presents a review of
relevant studies. Section 3 explains the methodology adopted for this study,
covering theoretical background, empirical model, and estimation technique.
Empirical findings are discussed in Section 4. Finally, the last section offers
findings and conclusion.
4

SAARC, the regional association of South Asia, was founded on December 08, 1985. Founding members of the organization
were Pakistan, India, Bangladesh, Sri Lanka, Bhutan, Nepal, and Maldives. In a recent expansion, Afghanistan also joined
SAARC on April 2007.
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2.

Literature Review

Contribution of international trade to growth and development is hotly
debated since the second wave of globalization (1985 to present). Previously, many
developing countries were following inward-looking import substitution policies
on the basis of the infant industry argument. However, the open economy version
of the endogenous growth model predicts that international trade stimulates growth
through transmission and diffusion of knowledge. For instance, Rivera-Batiz and
Romer (1991) argue that trade openness and greater international integration of the
developed countries increase growth in all countries. Subsequently, a similar
argument was put forth for both the developed and developing countries. Another
study states that trade favours transmission and diffusion of information from
developed to developing countries, resulting in aggregate productivity growth in
less-developed countries (Coe et al., 1997).
A similar argument in favour of openness is that it increases competition
and improves allocative efficiency due to the specialization which translates into
higher economic growth. Still, empirical studies on trade-growth nexus largely
remained inclusive. Some studies did document a positive relationship from
openness towards growth. For example, Dollar and Kaaray (2001), Frankel and
Romer (1999) and Wacziarg (1998) reports positive effects of trade on growth.
Dollar and Kaaray (2004) found that trade openness led to cross country
convergence in developing countries.
Nevertheless, some studies provide evidence that openness negatively
affects economic growth, particularly in less-developed countries. Greenaway and
Sapsford (1994) document evidence that trade openness fails to play any role in
economic growth. Similarly, Easterly (2008) document the evidence for the cross
country divergence in the case of African countries which implies that trade
openness retards the economic growth, particularly underdeveloped countries.
Rodick (2001) argues that historical evidence shows that trade liberalization is
promoted by those countries which economically grow. On the basis of this
controversy, many studies identify the different channel to explain the connection
between international trade and economic progress. In line with endogenous growth
theory, Haq and Luqman (2014) identified human capital accumulation channel
through international trade influences growth in selected countries. More recently,
few studies emphasize on the structural features of trading countries for sustainable
long run growth. For instance, some studies explore the complementary role of the
institutional structure of trading countries in the trade- growth nexus (Matthew and
Adegboye, 2014: Rodrik, et al., 2004).
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In similar fashion, some studies emphasize the financial sector development
of trading countries for long-run sustainable growth, particularly in less-developed
countries. These studies explain that shallow financial sector in developing
countries increases transaction, monitoring, and information cost which in turn
retard the competitiveness of firms in the international market. Financial
development reduces these cost and diversifies the risk which influences
investment decisions and aggregate productivity growth (Levine, 2004). Financial
deepening also increases allocative efficiency in an economy by directing resources
toward productive sectors of the economy.
The growth-finance link is also well researched both in terms of theoretical
as well as empirical dimensions. For instance, King and Levine (1993), McKinnon
(1973), Goldsmith (1969), Khan and Semlali (2000), Levine et al. (2000), AlYousif (2002), and Kargbo and Adamu (2009), find the evidence of positive
contribution to the log run growth process across countries with different
socioeconomic characteristics. There are many country-specific studies suggesting
a positive association between local financial sector growth and economic progress
in different developing countries. For instance, studies on Pakistan (Khan, 2008;
Jalil and Feridun, 2011), China (Chang, 2002; Shan and Jianhong, 2006; Cheng and
Degryse, 2010; Hye and Dolgopolova, 2011), India (Chakraborty, 2010),
Bangladesh (Rahman, 2004; Hossain and Kamal, 2010) ), Ghana (Asante et al.,
2011; Adu et al., 2013), Greece (Dritsaki and Dritsaki-Bargiota, 2005;
Hondroyiannis et al., 2005), Nigeria (Nurudeen, 2009; Ovat, 2012), Vietnam
(Anwar and Nguyen, 2011), Egypt (Abu-Bader and Abu-Qarn, 2008; Bolbol et al.,
2005), Malaysia (Ang, 2008), and Korea (Yang and Yi, 2008), document evidence
of positive association between economic growth and financial development.
Recently some studies discussed the indirect effect of financial
development on growth, i.e., through allocation efficiency and utilization of foreign
inflows (Giuliano and Ruiz-Arranz, 2009; Luqman and Haq, 2016; Luqman et al.,
2013). Recently some studies investigated the effect of trade, trade integration and
liberalization on finance-growth nexus. For instance, Asghar and Hussain (2014)
studied how trade openness plugs into the finance-growth nexus for certain
developing countries and found that liberalization regime enhances macroeconomic
effectiveness of financial development. Similarly, Polat et al. (2014) document the
complementary effect of trade liberalization on finance-growth nexus in South
Africa. Rahman et al. (2015) investigated the said phenomenon in Australia and
found a complementary role of trade in growth-finance nexus.
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Another strand of literature argued that exchange rate management and
trade policy, in the existence of shallow financial sector, results in real exchange
rate appreciation which subsequently affects export competitiveness and overall
macroeconomic performance (Nkusu and Sayek, 2004). Moreover, Manova (2013)
argued that financial sector expansion relaxes the credit constraint of firms to enter
the export market which in turn relax foreign exchange constraint and amplify longrun growth process in developing countries. Despite the availability of convincing
literature on the topic, no study has tested the complementary role of finance in
trade-growth nexus. Hence, this study investigates the complementary role of
finance in macroeconomic effectiveness of trade openness in the SAARC region.
3.

Methodology

The methodology section includes three subsections; the first section (3.1)
offers the specification of the empirical model. The next section (3.2) shows
purposed empirical models and definitions of variables under consideration.
Section 3.3 presents estimation techniques.
3.1.

Theoretical Background

Consider the following Hicks neutral production function with CobbDouglas specification.
Yt = At (K t )β Lt1−β

(1)

Where, 𝑌𝑡 is the aggregate output is At is technological progress that enters
with both traditional factors capital and labour, whereas capital stock and labour
are respectively denoted with K t and Lt . Thinking through, the complementary role
of the financial sector in trade-growth relationship follows the endogenous growth
framework. In Equation (1) the non-traditional factor (technological progress At ) is
augmented with financial development 𝐹𝑡 and trade openness 𝑇𝑡 , taking the form
below.
γ

At = ϕ . Ttα Ft

(2)

In Equation (2) φ is constant, 𝑇𝑡 is trade openness, while 𝐹𝑡 is a measure for
financial development. The aggregate production function takes the following form
after substituting Equation (2) in Equation (1);
γ

β 1−β

Yt = ϕ . Ttα Ft K t Lt

(3)

Equation (3) can be modified as follows by taking log;
lnYt = lnφ + αlnTt + γlnFt + βlnK t + (1 − β)lnLt
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Where lnYt is the log of aggregate output that captures with real GDP, lnϕ
the constant term, lnTt is the log of trade-openness. Further, financial development
is a composite index of three important variables namely domestic credit, money
supply (M2) and private credit, which is represented by lnFt . lnK t is physical
capital, and lnLt is population growth. Hence, Equation (4) provides us with the
foundations to observe the impact of the country’s financial sector development on
its trade-growth nexus.
3.2.

Empirical Model

Basing upon the discussion provided above, the empirical models are
provided below. Moving logically, our first objective is to analyse trade and study
how it affects economic growth in sampled region, hence we empirically test the
following base model. The model includes the conventional control variables as
well as variables of interest.
LnYit = αO + α1 LnTOit + α2 LnX it + εit

(5)

Similarly, the second objective is to explore the complementarity between
the financial sector and trade-growth tie. Therefore, the interaction term of trade
and financial sector advancement (𝑇𝑂𝑖𝑡 ∗ 𝐹𝐷𝑖𝑡 ) is incorporated in the second
empirical model. 𝑋𝑖𝑡 represents control variables like human capital (𝐻𝐶𝑖𝑡 ),
physical capital (𝐼𝑁𝑉𝑖𝑡 ), and population growth (𝑃𝑂𝑃𝑖𝑡 ). Human capital (𝐻𝐶𝑖𝑡 ) is
captured with health expenditure as a percentage of GDP, whereas physical capital
(𝐼𝑁𝑉𝑖𝑡 ) is captured with investment to GDP ratio. Population (𝑃𝑂𝑃𝑖𝑡 ) captures the
annual percentage growth in population. Data for variables is obtained from the
Economy Watch 2014 and the World Development Indicators 2016.
LnYit = βO + β1 LnTOit + β2 Ln(TOit ∗ FDit ) + β3 LnX it + εit

(6)

Where 𝑖 denotes country while 𝑡 is time dimension. Similarly, 𝐿𝑛 represents
the natural log of variables. The detailed discussion on variables is given in section
3.3. Thus, the above mentioned empirical models will help to bring to light the
effect of the financial sector in the trade-growth relationship using data from six
SAARC countries.
3.3.

Estimation Technique

Here we explain the econometric methodology to look into properties of
panel used for analysis. Hence, the panel unit root test provides information on the
degree of integration of the data5. Once investigated, the long-run relationship is
5

See Appendix A for definition and construction of variables
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confirmed through two panel co-integration tests namely Pedroni and Kao
Residual. Lastly, FMOLS and DOLS estimation techniques are finally used mainly
because of its unbiased estimates and effective t-statistics.
FMOLS was developed by Philips and Hansen (1990) with later
development by others including Pedroni (2001). This technique carries asymptotic
efficiency by taking into account serial correlation effects and endogeneity, hence
it corrects the bias as compared to simple OLS. For heterogeneous panels, the
FMOLS is considered the best technique (Hamit and Haggar, 2012). Similarly, the
DOLS estimator is attributed to the work of Phillips and Loretan (1991) and Stock
and Watson (1993). This technique provides unbiased results in cases where the
cointegrating variables are non-stationary. By utilizing the leads and lags of the
integrated regressor in the first difference form, DOLS overcomes the small-sample
bias and the potential endogeneity (Caballero, 1994).
4.

Empirical Findings and Interpretation

We explain the results here in three different stages. Firstly, we apply two
different tests to check the panel’s stationary characteristics. Table 1 exhibits results
for IPS as well as Fisher panel unit root tests. Following that, we apply two-panel
co-integration tests (Pedrani and Kao Residual), Tables 2, 3 and 4 presents’ cointegrations tests result of our purposed specifications. Finally, we estimated our
empirical models using FMOLS and DOLS; Table 4 presents FMOLS estimated
results, whereas DOLS results are presented in Appendix B.
4.1.

Unit Root Test
Table 1: Results for ADF Tests
Im, Person and Shin W-Stat

Variable List
𝐋𝐧𝐆𝐃𝐏𝐢𝐭
𝐋𝐧𝐓𝐎𝐢𝐭
𝐋𝐧𝐅𝐃𝐢𝐭
𝐋𝐧𝐏𝐎𝐏𝐢𝐭
𝐋𝐧𝐈𝐍𝐕𝐢𝐭
𝐋𝐧𝐇𝐂𝐢𝐭

Fisher-ADF

At Level

At First Difference

At Level

2.18370
(0.9855)
-1.24947
(0.1057)
0.91493
(0.8199)
-2.80684
(0.0025)
-4.76459
(0.0000)
1.63570
(0.9490)

-10.7789
(0.0000)
-6.87566
(0.0000)
-11.0779
(0.0000)
-6.87264
(0.0000)
-13.8924
(0.0000)
-11.3323
(0.0000)

4.40620
(0.9925)
24.2897
(0.0423)
12.2538
(0.5859)
51.7793
(0.0006)
50.0280
(0.0000)
6.64959
(0.9474)

At First Difference
109.948
(0.0000)
119.913
(0.0000)
115.045
(0.0000)
292.728
(0.0000)
220.623
(0.0000)
118.252
(0.0000)

The results presented in the Table 1 show that two variables i.e. population
growth (𝐿𝑛𝑃𝑂𝑃𝑖𝑡 ) and investment to GDP (𝐿𝑛𝐼𝑁𝑉𝑖𝑡 ), are level stationary while the
rest are I(1). In view of the unit-roots tests results, the panel co-integrating
relationship is tested using Pedroni Test (2001 and 2004), and Kao Residual Test
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(1999) to investigate the long-run relationship. Table 2 present the result of Pedroni,
whereas Table 3 presents Kao tests results.
4.2.

Testing for Co-Integration

Following the unit root test, we test the presence of co-integration. In this
context, Pedroni, and Kao Residual Co-Integration tests have been used. Tables 2
and 3 presents the results of Pedroni and Kao co-integration tests, respectively.
Table 2 shows that in all seven specifications the null hypothesis of Pedroni’s test
i.e. “no co-integration” has been rejected, which points to the long-run
relationships flowing from financial development towards the trade-growth
relationship. Similarly, the results of Kao residual co-integration test (Table 3)
reject the null hypothesis of “no co-integration” which bear out the existence of
long-run relationship among variables under consideration.
Table 2: Pedroni’s Test for Panel Co-Integration
2
3
4
5
6
7
Stat. Prob. Stat. Prob. Stat. Prob. Stat. Prob. Stat. Prob. Stat. Prob. Stat. Prob.
Panel PP-Statistic -1.785 0.037 -3.471 0.000 -3.471 0.000 -0.255 0.399 -4.977 0.000 -3.611 0.000 -1.500 0.066
Panel ADF-1.509 0.065 -3.562 0.000 -3.562 0.000 -2.058 0.019 -4.831 0.000 -3.179 0.000 -2.157 0.015
Statistic
Alternative hypothesis: individual AR Coefficients (between-dimension)
Stat. Prob. Stat. Prob. Stat. Prob. Stat. Prob. Stat. Prob. Stat. Prob. Stat. Prob.
Group PP-1.942 0.026 -3.233 0.000 -3.233 0.000 -1.418 0.078 -4.196 0.000
0.000 -1.419 0.077
Statistic
3.268
Group ADF-1.476 0.069 -3.323 0.000 -3.323 0.000 -1.883 0.029 3.441 0.000
0.116 -2.028 0.021
Statistic
1.190
1

t-stat
(Prob.)

4.3.

1
-2.525
(0.005)

Table 3: Kao Residual Co-Integration Test
2
3
4
5
-3.013
-3.062
-3.921
-2.036
(0.001)
(0.001)
(0.000)
(0.021)

6
-3.952
(0.000)

7
-2.240
(0.012)

Fully Modified OLS Results

After testing the long-run relationship, coefficients are estimated through
FMOLS proposed by Pedroni (1996). The results are presented in Table 46 In model
1, which is the baseline, the variable of interest trade openness (lnTOit ) holds
statistically significant and positive coefficient signifying of assistance effect on
the dependent variable (i.e., economic growth) of SAARC countries. This confirms
the findings of the standard empirical literature on the topic (Rivera and Romer
(1991a); Dollar (1992); Grossman and Helpman (1991b and 1991c); Coe and
Helpman (1995); Wacziarg and Karen (2008); Das and Paul, 2011; Rizavi et al.,
2010; Wacziarg (2001); Mercan et al., 2013) who agree to take the hypothesis that
“trade openness is beneficial for economic growth”.
6

See results for Panel Dynamic Ordinary Least Square (DOLS) at Appendix B
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Variables

𝐋𝐧𝐇𝐂𝐢𝐭

1
2.388***
(0.000)
0.902**
(0.014)
3.525***
(0.000)
1.424***
(0.000)

𝐋𝐧𝐅𝐃𝐢𝐭

--------

𝐋𝐧𝐃𝐂𝐢𝐭

--------

𝐋𝐧𝐓𝐎𝐢𝐭
𝐋𝐧𝐏𝐎𝐏𝐢𝐭
𝐋𝐧𝐈𝐍𝐕𝐢𝐭

Table 4:
2
1.879 ***
(0.000)
1.178 ***
(0.000)
0.544**
(0.015)
0.680 ***
(0.004)
2.704 ***
(0.000)
---------

𝐋𝐧 𝐏𝐂𝐢𝐭

--------

---------

(𝐓𝐎𝐢𝐭 ∗ 𝐅𝐃𝐢𝐭 )

--------

--------

(𝐓𝐎𝐢𝐭 ∗ 𝐃𝐂𝐢𝐭 )
(𝐓𝐎𝐢𝐭 ∗ 𝐏𝐂𝐢𝐭 )

---------------

---------------

Results for Panel FMOLS
3
4
.824***
0.861***
(0.002)
(0.000)
1.178***
1.848***
(0.000)
(0.000)
0.544**
1.613***
(0.015)
(0.000)
0.680 ***
1.242***
(0.004)
(0.000)
1.752***
-------(0.000)
0.846**
---------(0.024)
--------------2.820 ***
(0.000)
---------------

5
0 .683**
(0.007)
2.291***
(0.000)
3.282***
(0.000)
1.845***
(0.000)

6
0.460*
(0.080)
1.132***
(0.000)
1.137***
(0.000)
0.853***
(0.000)

7
1.474***
(0.000)
1.325***
(0.000)
2.702***
(0.000)
0.899***
(0.005)

--------

--------

-------

0.641**
(0.051)

---------

-------

----------

0.626***
(0.000)

0.196***
(0.000)

--------

--------

--------

--------

--------

1.909***
(0.000)

-------

--------

--------

0.994***
(0.000)

--------

---------

Note: P-values are in parenthesis. ***, **, * shows level of significance at 1%, 5%, and 10% respectively

The control variables specified in the standard growth models i.e. human
capital (HCit ), population growth(POPit ) and physical capital(INVit ), enters the
model significantly, carrying positive sign as per expectation. This points toward
the outcomes that all these standard variables signify their effect in the growth of
selected SAARC countries. In model 2, the second variable of concern i.e. LnFDit
representing financial sector growth, is added as an explanatory variable. This
would estimate its direct contribution to the economic growth. The estimated result
reveals that country domestic financial sector signifies its role in the growth
process, as the financial sector index holds a positive sign that is statistically
significant. Among others, these findings are in line with the results of (Gosawami,
2013; Zghidi and Abida, 2014; Sehrawat and Giri, 2016).
To examine the mediating role of the financial sector in trade-growth nexus,
this study used the interaction term of trade openness and financial sector
development (TOit ∗ FDit ) as an independent variable. The interaction term holds
a statistically significant and positive relationship, showing the complementary role
of finance with international trade in long-run growth. Define it compatibly, the
country that owns relatively develop financial sector can bring in more from trade
openness in terms of growth acceleration.
Onward model 3 we accomplish sensitivity analyses utilizing two proxies
of financial sector development and different interaction terms. For instance, we
replaced the composed index of the financial sector with the provision of domestic
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credit (LnDCit ) as financial sector proxy. Like the index of financial sector
development, it enters the model positively and significantly. Similarly, in model 5
we interacted trade openness with the domestic credit provision measure (TOit ∗
DCit ) to have the robustness check. The interaction term enters the model positively
that is statistically significant. Results point toward the fact that provision of credit
by financial institutions including commercial banks, enhance the capacity of a
country to gain more benefits of trade openness in its growth process.
Furthermore, in model 6 the provision of private credit (LnPCit ) proxy the
financial sector as an explanatory variable. Similar to earlier results, the estimated
value of private credit shows its positive and significant response to the growth of
the sample countries. Finally, in model 7, the mediator role of financial sector
progress in the trade-growth nexus is captured with an interaction term of trade
openness and provision of private credit (TOit ∗ DCit ). In the vein of the previous
interaction terms, it enters the model positively and statistically significant,
indicating that provision of private credit by financial institution complement the
positive effects of trade openness towards growth.
Overall findings of the study demonstrate the outcome that the country’s
financial sector improvement does play a complementary role in trade-growth
nexus in the case of selected SAARC countries. The results put forward the
statement that country that own relatively developed domestic financial sector can
gain the benefits of outward-oriented trade regime in its economic growth process.
The following reasons may explain why. First, Financial development reduces
transaction costs, diversify the risk and consequently increase productivity growth
of trading countries (Levine, 2004). Second, the country’s financial deepening
increase allocative efficiency by channelling the resources of firms engaged in
international trade towards the most productive sector.
5.

Conclusion

As deliberated at the start, this study explored the effect of domestic
financial sector development on trade-growth nexus. To meet the desired objective,
empirical analyses have been carried out for six SAARC countries for the time
period 1980-2014. The empirical estimations have been carried out through
FMOLS and DOLS estimations techniques. Overall, the study demonstrates that
the country’s financial sector expansion plays a complementary role in the nexus
of trade openness and economic growth, in the case of selected SAARC countries.
This indication catches up on the findings that in all three cases, the interaction
terms have come up with the desired significant impact. This validates the
complementary effect of finance in enhancing the growth effectiveness of trade in
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the case of SAARC countries. The country that owns relatively developed financial
sector benefits more from international trade in terms of accelerated growth.
Findings suggest, to harness the potential gain of outward-oriented trade regime in
term of economic growth, SAARC countries should focus more on the domestic
financial sector and its development.
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Appendix A
Appendix A: Definition and Construction of Variables
Variables

Description

Definition/Construction
GDP at constant market prices

Independent Variable
(Variable of Interest)

Economic Growth
(𝐆𝐃𝐏𝐢𝐭 )
Trade Openness
(𝐓𝐎𝐢𝐭 )

Independent Variable
(Control variable)

Physical Capital
(𝐼𝑁𝑉𝑖𝑡 )

Dependent Variable

Independent Variable
(Control variable)
Independent Variable
(Control variable)

Human Capital
(HCit )
Population Growth
(𝐏𝐎𝐏𝐢𝐭 )
Financial
Development
(𝐅𝐃𝐢𝐭 )

Independent Variable
(Channel Variable)

Independent Variable
(Interaction Term)

Independent Variable
(Interaction Term)
Independent Variable
(Interaction Term)

Trade Openness
and Financial
Development
(𝑻𝑶𝒊𝒕 ∗ 𝑭𝑫𝒊𝒕 )
Trade Openness
and Domestic
Credit (𝑻𝑶𝒊𝒕 ∗
𝑫𝑪𝒊𝒕 )
Trade Openness
and Private Credit
(𝑻𝑶𝒊𝒕 ∗ 𝑷𝑪𝒊𝒕 )

The sum of exports and imports of
goods and services as percent of
GDP
Investment to GDP

Source of Data
World Bank, WDI
(2016)
World Bank, WDI
(2016)
World Bank, WDI
(2016)

Health expenditure as a percentage
of GDP

World Bank, WDI
(2016)

Annual percentage change in
population

World Bank, WDI
(2016)

The following three different
measures have been used for
financial development.
(i)
First measure is money
supply (M2) as % of GDP
(ii)
Second
measure
is
domestic credit as % of
(iii)
Third measure is private
credit by deposit money %
of GDP.
(iv)
Forth, composite index of
the above variables have
constructed
using
Principle
Component
Analysis (PCA).
Trade openness and financial
development Index

World Bank, WDI
(2016)

Trade openness and domestic
credit

World Bank, WDI
(2016)

Trade openness and private credit

World Bank, WDI
(2016)
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Appendix A
Appendix B: Panel Dynamic Ordinary Least Square (DOLS)
Variables

𝐋𝐧𝐇𝐂𝐢𝐭

Spec. 1
1.744***
(0.000)
2.749***
(0.000)
3.292***
(0.000)
2.468***
(0.000)

𝐋𝐧𝐅𝐃𝐢𝐭

--------

𝐋𝐧𝐃𝐂𝐢𝐭

--------

---------

𝐋𝐧 𝐏𝐂𝐢𝐭

--------

(𝐓𝐎𝐢𝐭 ∗ 𝐅𝐃𝐢𝐭 )
(𝐓𝐎𝐢𝐭 ∗ 𝐃𝐂𝐢𝐭 )

𝐋𝐧𝐓𝐎𝐢𝐭
𝐋𝐧𝐏𝐎𝐏𝐢𝐭
𝐋𝐧𝐈𝐍𝐕𝐢𝐭

(𝐓𝐎𝐢𝐭 ∗ 𝐏𝐂𝐢𝐭 )

Spec.2
0.952**
(0.029)
1.763***
(0.008)
0.595**
(0.013)
1.750 ***
(0.006)
2.866 ***
(0.000)

Spec. 3
1.914***
(0.000)
1.763***(
0.008)
0.595**
(0.013)
1.750***
(0.006)
1.042 ***
(0.000)

Spec. 4
1.462***
(0.000)
2.135***
(0.000)
1.360***
(0.002)
0.251***
(0.000)

Spec. 5
1.611***
(0.000)
2.327***
(0.000)
2.977***
(0.000)
1.517***
(0.000)

Spec. 6
0.964**
(0.036)
1.773***
(0.007)
1.278***
(0.001)
1.840***
(0.003)

Spec. 7
0.991**
(0.037)
1.796***
(0.000)
2.460***
(0.000)
1.831***
(0.002)

--------

--------

--------

--------

----------

0.361***
(0.000)

0.220**
(0.035)

---------

-------

---------

--------

--------

----------

0.537***
(0.000)

0.216***
(0.000)

--------

--------

2.931***
(0.000)

--------

--------

--------

--------

--------

--------

--------

--------

1.143***
(0.000)

--------

--------

-------

1.384***
(0.000)

--------

--------

--------

--------

---------

Note: P-values are in parenthesis. ***, **, * shows level of significance at 1%, 5%, and 10% respectively
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