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The purpose of this paper is to study the relationship between financial integration, 

political openness, and economic development measured with GDP per capita growth. Our 

empirical investigation covers a sample of 108 developing countries between 1984 and 2008 

and uses both static and dynamic panel data estimation. The results show that financial 

liberalization positively affects growth directly and through indirect channel like investment, 

trade and macroeconomic stability. It also supports financial development and promotes 

human capital. Even though democracy doesn’t directly influence growth, it has an indirect 

positive effect on it through favoring international trade in addition to financial and human 

capital development. Otherwise, political instability negatively affects growth directly and 

indirectly through decreasing investment and increasing inflation. 
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1.  INTRODUCTION 
 

During the last three decades, financial liberalization and political openness were the 
slogans of international financial authorities. This orientation was the expected result of 
several years of strict control applied by monetary authorities on financial operations 
after the wars and the financial crisis of the twentieth century, but also as a response to 
the rise of a new school of thought promoting democracy and financial liberalization led 
by the pioneering work of Lipset (1959) and McKinnon and Shaw in the early seventies. 
On the financial side, McKinnon (1973) and Shaw (1973) certify that financial 
liberalization is the most effective way to boost domestic saving, increase productive 
investment and ensure sustainable growth in developing countries. Other work falling 
under the same logic came forward a few years later, it is essentially the work of Galbis 
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(1977), Kapur (1976) and Mathieson (1980) which was called first generation works and 
advocate the superiority of financial liberalization through the flexibility of interest rates 
and its positive impact on saving and investment. On the political side, Lipset (1959) 
finds that a high per capita income is associated with a higher probability that the 
country is a democracy, whereas a low per capita income is associated with a higher 
probability that the country is an autocracy. Even though, those arguments were 
disagreed by many economists (De Haan and Siermann, 1996) and contradicted by the 
experience of some countries such as Spain and Portugal, which experienced most of 
their economic developments under authoritarian regimes, the most democratic countries 
still the most developed.  

The main objective of this paper is to study the impact of the various shapes of 
financial and political openness on economic growth of developing countries. In fact, the 
majority of the developed countries has begun political reforms after they have reached a 
certain threshold of economic development which allows them to build solid political, 
legal and financial institutions that resist any form of political instability induced by 
frequent regime changes. Otherwise, many populations of other developing countries 
under economic and social pressures have chosen to rebel against authoritarian regimes 
and aspire to democracy, characteristic of developed countries, and likely to ensure them 
a sustainable economic growth. This paper is divided into three parts. The first part is 
dedicated to the study of the impact of financial liberalization on growth. In the second 
part, we focus on the relationship that links democracy and political instability to 
economic development. The third part is devoted to an empirical study on the 
relationship that links economic development to financial liberalization, democracy and 
political instability on a sample of 108 developing countries between 1984 and 2008. 

 
 

2.  FINANCIAL LIBERALIZATION AND ECONOMIC GROWTH: RELATED 
LITERATURE 

 
The recent literature on financial liberalization has distinguished several channels 

through which financial liberalization influences economic growth. Unlike the first 
generation work of McKinnon and Shaw Successors, The new partisans of financial 
liberalization have not only denounced the repressive policies applied by various 
governments in term of interest rates control and restrictions on capital account 
transactions. They also identified new transmission channels through which financial 
liberalization can potentially affect economic growth. Kose et al. (2009) classify these 
channels into two broad categories: traditional channels that improve physical and 
human capital accumulation (allocation of international resources, reduced cost of 
capital, financial deepening and transfer of managerial know-how). There are also other 
channels that can bring collateral benefits to the economy by promoting foreign trade 
and judicious macroeconomic policies. 
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2.1.  Traditional Channels 
 
First, the possibility of external financing induced by financial liberalization allows 

countries to avoid liquidity constraints (Fry, 1995; Shrestha and Chowdhry, 2007; Awan 
et al., 2010). Indeed, the increase in savings stimulates productive investment that 
creates jobs and allows an efficient use of the human capital (Laeven, 2003). In other 
words, access to the foreign capital increases growth potential by investing in profitable 
projects beyond what would be allowed by the only domestic saving (Koo and Shin, 
2004). 

Second, Stulz (1999) states that stock market liberalization generally decreases the 
cost of capital. This is explained by a respective decrease in the risk premium and 
agency costs. The first reason is justified by a better diversification and an optimal 
management of risk in the global financial market. The second reason is explained by 
more efficient monitoring of managers and a better supervision of investors. Henry 
(2000) incorporates the assumptions of Stulz (1999) and notes that the liberalization of 
the stock market led to a domestic investment boom thanks to a lower cost of capital 
following a decline in the risk premium. In fact, liberalization implies a lower cost of 
capital in a form of a lower expected return on stocks that led to an increase in 
productive investment more profitable for economic development (O’Toole, 2014). 

Third, financial liberalization through the free movement of capital flows, 
particularly FDI, plays an important role in the dissemination and transfer of 
technological innovations and managerial know-how. These transfers can increase 
productivity, which in turn has a favorable effect on economic growth (Henry, 2007; 
Keller, 2010). 

Finally, barriers opening to foreign banks will have several beneficial effects on the 
financial sector (Caprio and Honohan, 1999; Bruno and Hauswald, 2014). In fact, 
foreign banks entering introduce new services and means of payment (credit card and 
electronic payment) which encourage financial transactions and boost domestic trade. 
Then, the presence of foreign banks in the territory increases competition which will 
have two main consequences: on one hand, domestic banks will be forced to reduce their 
costs and to innovate and improve their services which could boost savings behavior and 
hence investment and finally the productivity and growth. On the other hand, increased 
competition between banks could exert pressure on governments to improve the 
standardization framework and banking supervision to prevent any drift or unfair 
competition (Chou, 2007). 

 

2.2.  Potential Collateral Benefits  
 
Kalemli-Ozcan, Sørensen and Yosha (2003) and Imbs (2006) demonstrate that 

country with a higher degree of capital account liberalization benefit of an optimal risk 
sharing mechanism that induces countries to specialize more in their comparative 
advantage industries. On the same principle, Islamaj (2014) demonstrate that risks 



OUALID LAJILI AND PHILIPPE GILLES 4

sharing positively affects specialization. Indeed, as soon as countries become financially 
integrated, they benefit from an inter-country risk sharing mechanism which enables 
them to take more risks and consequently to allocate more resources to the most 
productive sector (Mimir, 2016).  

Jeanne and Gourinchas (2009) illustrate the disciplinary role of financial integration 
that can change the dynamic of domestic investment since it leads to a reallocation of 
capital to the most efficient and productive projects in response to changes in 
macroeconomic policies. In fact, governments are sometimes tempted to institute strict 
fiscal policies on productive equipment. The prospect of such policies tends to 
discourage investment and reduce growth. Otherwise, financial openness can have a 
positive impact on the monetary authority’s decisions by discouraging them from 
applying such restrictive policies in the future since the negative consequences of such 
practices are more serious when the financial sector is liberalized. 

Elsewhere, Eichengreen and Rose (2014) argue that imposing controls on capital 
movements sends a negative signal to international investors. In fact, restrictions on 
financial transaction reflect the assumption that the best macroeconomic policies are not 
adopted. On the same principle, Egbuna et al. (2013) state that the opening of the capital 
accounts usually report the adoption of a stable macroeconomic policy by the monetary 
authorities. Indeed, a deterioration of the economic environment of a country with a 
liberalized capital account led to capital outflows. Thus, capital account openness 
encourages monetary authorities of a country to adopt and maintain wise 
macroeconomic policies. 

 
 

3.  POLITICAL OPENNESS AND ECONOMIC GROWTH: RELATED 
LITERATURE  

 
3.1.  Democracy and Economic Growth 
 
One of the most discussed topics in comparative politics is the relationship between 

democracy and economic development. This relationship was the subject of many 
theoretical and empirical works. The arguments of Lipset (1959), in favor of democracy, 
have been widely criticized. Indeed, for most economists, the relationship between 
democracy and economic growth is not very obvious. Thus, the benefits of democracy in 
terms of growth can only be seen in the long term or through indirect channels that can 
positively influence economic development. 

Thus, democracy promotes political stability by smoothing political transition while 
the power transfer is more violent in autocracies. Therefore, the more democracy lasts 
over time (increased stock of democracy) and the more political instability and 
uncertainty decrease, which encourages investment and growth (Blanco and Grier, 
2009). 

In addition, by fighting corruption and protecting property rights, democratic 
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institutions support investment and actively participate in the country's economic 
expansion. Jensen (2003) argues that democratic institutions are able to protect the 
interests of foreign investors while autocratic governments are often tempted to apply 
predatory policies on the foreign resources of the economy and cannot ensure credible 
property rights. In addition, democratic institutions are a bulwark against corruption as 
they implement active mechanisms of supervision and control on leaders and political 
elite (Sung, 2004; Adeleke, 2014). Similarly, Drury et al. (2006) show that electoral 
procedures in democratic countries prevent politicians from engaging in corrupt 
processes that can threaten their political survival.  

Elsewhere, democracy has a positive effect on human capital because it is more 
favorable to population needs and allows implementing policies that promote the 
development and accumulation of human capital such as education and high school 
(Stasavage, 2005). In addition, democracy support competition among politicians, a 
situation where the vote of the population weighs, leading the political elite to take into 
consideration people interest and welfare (Gerring, Thacker, and Alfaro, 2012). 
Moreover, democratic institutions participate in the development of a network of 
voluntary associations that fight for human well-being (Webb, 2004). Still, democracy 
cultivates an ideology of equality which helps improve the quality of life of the poorest 
people (Korzeniewicz, 1999). Thus, Gerring, Thacker, and Alfaro (2012) demonstrate 
that democracy reduces child mortality and increases school enrollment rate of women. 
Similarly, Vollmer and Ziegler (2009) find that democracy increases the life expectancy 
of the population and reduces illiteracy through better redistribution of wealth and 
improved public services. On the other hand, the degree of income inequality depends 
on the choice of social policy affected by the nature of the political regime in place. 
Thus, a transition from dictatorship to democracy promotes the participation of the least 
favored social classes in political decisions which will allow them to balance income 
levels. Acemoglu et al. (2015) detect a positive relationship between democracy and 
raising taxes income, suggesting that a larger amount of tax in democratic society leads 
to a better redistribution of resources. Furthermore, the degree of trade openness is an 
important determinant of economic development which can also be influenced by the 
nature of the political regime. Indeed, dictatorships prefer protectionism because it 
promotes the interest of a minority close to the government at the expense of the general 
interest. However, democratization makes trade barriers very difficult to implement 
(Milner and Kubota, 2005). Thus, democracy results in a widening of the electoral 
population and forces decision makers to take into account the interest of consumers and 
adopt market reforms that maximize citizen’s well-being. In addition, a solid democratic 
regime provides better protection of property rights, which in turn results in a significant 
expansion of research and development activities that promotes innovation and 
production as well as the bilateral trade (Clarke, 2001). Levchenko (2007) shows that a 
democratic exporting country brings greater confidence in its products which supports 
trade with that country. Indeed, before signing contracts of merchandise import with 
companies of a given country, buyers must have a guarantee that their products will be 
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delivered on time and with the required quality. Otherwise, they must be assured of the 
existence of compensation mechanisms and strong protection policies in these countries, 
which can only be guaranteed by democratic regimes [Berkowitz et al. (2006)]. 
O'Rourke and Taylor (2006), stipulate that the establishment of democratic elections 
generally induce a transfer of the political power from the minority elites to the majority 
workers. This promotes foreign trade since workers prefer to liberalize trade in order to 
optimize their production and maximize their income. Yu (2010) and Gani and 
Scrimgeour (2016) also found that democracy supports foreign trade by improving 
product quality and reducing the exchange costs. 

Finally, the nature of the political institutions affects the size of government 
measured by the extended government spending. Indeed, autocratic governments are 
more likely to expand the sphere of government to fully immunize their interests and 
explode government spending and thus taxes that discourage investment and weakens 
the economic activity. Hausken, Plümper, and Martin (2004) show that the rent-seeking 
system is less sustainable in democracy and to ensure their political survival, 
governments tend to be interested in public spending to improve voter’s quality of life. 
While these costs are sometimes more expensive than the bribe paid to decisions makers, 
but they actively participate in economic development. Gillis (1996) state that 
democracies are generally stable regimes that do not need to invest heavily in the areas 
of security and defense. Similarly, Lebovic (2001) confirms that the level of democracy 
has a negative and significant effect on the budget allocated to the security of a country. 
This is explained by the fact that democratic governments are more concerned about the 
population needs and place economic interests and welfare in first priority. Yildirim and 
Sezgin (2005) and Dizaji, Farzanegan and Naghavi (2016) show that a high level of 
democracy is negatively correlated with military spending as a percentage of 
government spending. They stipulate that conflicts between democracies are usually 
resolved peacefully.  

 
3.2.  Political instability and Economic Growth 
 
Political instability is considered by economists as one of the main causes of many 

country’s economics failures. Political instability is a complex process that usually takes 
many different forms that can interact. Morrison and Stevenson (1972) define political 
instability as a condition in the national political system where institutionalized 
authorities are not always respected and the peaceful methods of political power transfer 
are replaced by violence aiming at changing peoples, policies or sovereignty of the 
authorities through violations of property or person’s integrity. They also identify three 
main categories of political instability with reference to the trigger source: 

 
- Instability inside government: resulting in political changes attempts within the 

political elite through coups, political assassinations or conspiracies. 
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- Communal instability: resulting in political changes attempts initiated by 
communities, religious, ethnic or regional groups through rebellion or revolt 
movements. 

 
- Mass instability: resulting in political changes attempts initiated by a group of 

people or commonly a homogeneous population through strikes or revolts. 
 
Political instability involves short-term macroeconomic decisions unfavorable to 

development, but also a frequent change of economic policy that increases volatility and 
negatively affects growth. In addition, it creates a volatile economic environment hostile 
to investment and productivity (Jong-A-Pin, 2009; Herrala and Turk-ariss, 2016). 
Similarly, Fosu (2001) identifies a negative impact of political instability on economic 
growth mainly through its unfavorable impact on the marginal productivity of capital. 
Berthélemy et al. (2002) find that political instability has a negative impact on the 
accumulation of private investments. This effect does not hold for public investments 
because private investment is more responsive to the institutional environment and 
economic performance while public investment is a hand tool for governments used to 
palliate the lack of private investment. Otherwise, Roe and Siegel (2011) and Campos, 
Karanasos and Tan (2012) show that political instability is negatively and significantly 
correlated with financial development because of the uncertainty that affects banking 
activities.  

 
 

4.  FINANCIAL LIBERALIZATION, POLITICAL OPENNESS AND 
ECONOMIC GROWTH: AN EMPERICAL INVESTIGATION 

 
4.1. Financial Liberalization, Democracy, Political Instability and Economic 

Growth 
 
4.1.1.  The Growth Model 
 
This part of the econometric study aims at determining the impact of financial 

liberalization, political openness and political stability on economic growth. To do so, 
we used several financial and political openness indicators to test the robustness of our 
results (the various indexes are explained in the appendix). Then, to specify the 
empirical model that verifies our assumptions we used previous empirical works while 
inspired by Barro (1991) and Barro (1998) works on endogenous growth. Thus, we 
consider the following empirical model: 
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where    : the GDP per capita growth rate, α: constant term,    : error term with 
   =   +   +   . Here    is an error term constant in time, it depend only in 
individual and    the error term that depend only on the period  , finally     is the 
cross error term. FINLIB, DEMO, POLINSTA, POLSTA, REGTYPE and 
GOVERNANCE measure respectively: financial liberalization, level of democracy, 
political instability, political stability, political regime type and quality of governance. 
These variables are introduced separately in the model and explained in the appendix. 
   : Control variable matrix usually used in the literature on growth including 
investment, foreign trade, inflation, government spending, financial development and 
population growth (variable’s definitions and sources are summarized in the appendix). 

The data used in this study cover 108 developing countries between 1984 and 2008 
which represent 25 years of observations for each country. The purpose of this choice is 
to enlarge the study to all the developing countries for which we have an acceptable data 
length, but always to avoid the effect of the subprime crisis occurred in late 2007 and the 
Arab spring occurred in the beginning of 2011. In 2013, a country is said to be 
developing if the gross per capita income does not exceed $ 11,950 per year. In order to 
smooth the model, a logarithmic transformation of some variables is performed. In fact, 
the logarithmic transformation often reduces heteroscedasticity, this is explained by the 
fact that the log transformation compresses the scales in which variables are measured, 
thus reducing a tenfold difference between several values in double difference. In our 
model, the dependent variable is expressed in terms of its past achievements. In this case, 
the usual techniques of static panel estimation are no longer valid (fixed effect model 
and random effects model). Thus, we proceed to a dynamic panel estimation with GMM 
(General Method of Moments) where we faced two econometric techniques: linear or 
difference GMM estimation (diff-GMM) and system GMM estimation (sys-GMM). 
However, the linear GMM estimator has asymptotic weaknesses of its precision and its 
instruments that cause considerable bias in finite samples (Roodman, 2009). Indeed, 
Blundell and Bond (1998) showed, using Monte Carlo simulations, that system GMM 
estimator is more powerful than the linear GMM because it allows the simultaneous 
estimation of the equation in level and the equation in first difference and so generates 
consistent estimators even for finite samples. 

Moreover, the two-step system GMM is more efficient than the one step and 
especially after the correction of Windmeijer (2005). Indeed this estimation, although 
robust in theory, tends to produce standard errors that are biased in finite samples. 
Similar cases have prompted Arellano and Bond (1991) to recommend the one step 
method for inference. But Windmeijer (2005) developed a method to correct standard 
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errors in a small sample size and demonstrates that after correction, the two-step 
estimator is more efficient than the one-step estimator in finite samples. The estimation 
procedure "xtabond2" on STATA is taking into consideration corrections made by 
Windmeijer (2005) with standard errors [Roodman (2009)]. This implies that in a fairly 
large sample in our case 108 countries observed over 25 years, the two-step system 
GMM estimation procedure with correction of Windmeijer (2005) is best suited given its 
greater asymptotic efficiency (Allegret and Azzabi, 2012). Also, the two-step system 
GMM seems to be the most effective technique that can handle endogeneity coming 
from simultaneous causality between economic growth, financial liberalization, and 
political openness (Roodman, 2009). 

The increasing use of non-stationary macroeconomic data arise the problem of 
spurious regression. Indeed, if the estimators converge towards their true value, Student 
statistics associated with them diverge and therefore prohibit any statistical inference 
(Hurlin and Mignon, 2007). With an unbalanced panel, we stand only to the "Fisher" 
unit root test on our data. All of the series exhibit a p-value <5% and therefore we reject 
the null hypothesis of non-stationarity and then cointegration tests are unnecessary. 
Considering the number of economic and institutional variables identified, 
multicollinearity suspicion must be investigated a bit further in the analysis. This 
presumption of multicollinearity from economic and institutional variables was 
examined by calculating the variance inflation factor for each variable. The low level of 
this indicator obtained for economic variables between 1.05 and 1.20 allowed ruling out 
the presence of multicollinearity. However, the institutional indicators exhibit a variance 
inflation factor relatively high of 2.6 for political stability measures to 9 for democracy 
measures. The question of the critical value of the VIF (Variance Inflation Factor) is 
much debated in the literature. Indeed, for some, it is recommended not to exceed 10 
(Hair et al., 2009) or even 5 (Rogerson, 2001) or 4 (Pan and Jackson, 2008). O'Brien 
(2007) indicates that there are not well-defined threshold values for VIF, although the 
conventional value is around 1 and must be wary of values exceeding 2.5. In this case, 
putting all the institutional indicators together in the model can cause multicollinearity 
problems because these variables might be highly correlated but there is also the risk of 
over-identification due to the high number of coefficients to estimate. For these reasons, 
we introduce institutional indicators one by one in the model. To verify the validity of 
the instruments we use the Sargan test, also known as the Hansen test or J- test. This test 
was developed first by Sargan (1975) and improved by Hansen (1982), it is built on the 
null hypothesis that the error term should not be correlated with all exogenous variables 
if the instruments are valid. Moreover, it is worth checking the fundamental assumption 
of non-autocorrelation of second order residue so that the GMM estimator is consistent. 
Arellano and Bond (1995) suggest an autocorrelation test AR(2), the null hypothesis is 
the absence of autocorrelation of residuals of second order. 
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4.1.2.  Interpretation of Results 
 
The results in Table (3) show that all coefficients of the control variables have the 

expected sign and are significant at least at 5% in all regressions except for the 
coefficient of financial development that exhibits a negative sign contrary to what was 
expected. This negative relationship between financial development and economic 
growth was often quoted in several previous empirical works. Indeed, Ayadi et al. (2015) 
found a negative relationship between financial development (credit to the private sector 
as a percentage of GDP) and economic growth in a sample of MENA countries between 
1985 and 2009. They attribute this to poor allocation of resources and a weak banking 
regulation and supervision in developing countries. Moreover, the instruments used in 
our regressions are valid because the Hansen/Sargan test does not reject the null 
hypothesis of the validity of instruments in level and difference (p-value>0.05). 
Moreover, we note that there is no second order autocorrelation of the errors of the 
difference equation (AR2), because the Arellano and Bond autocorrelation test does not 
reject the null hypothesis of no second order autocorrelation (p-value>0.05).  

 Regarding financial liberalization, the regression coefficient related to the de jure 
measure of capital account opening exhibits a positive sign that is significant at 5%. 
Furthermore, the de facto measure, although it has a positive sign, is not significant. Our 
results are similar to those found by Gehringer (2013) and Gazdar and Cherif (2015) 
who find a more significant impact of the de jure measure on growth than the de facto 
measure. This can be explained by the fact that the adoption of institutional measures 
favoring financial liberalization without significant capital movements in the field can 
support economic growth by sending a positive signal of macroeconomic policy 
favorable for investors. Thus, financial liberalization seems to have a positive impact on 
economic growth. This is consistent with economic theory and most empirical results 
(Kose et al., 2009; Eichengreen, Gullapalli and Panizza, 2011; and Hermes and Lensink, 
2008). 

Democracy, measured by two different indicators, does not seem to influence 
economic growth. Even if the coefficients are positive they are not significant at any 
conventional threshold. This result confirms the ambiguity of the impact of democracy 
on the economies of developing countries which was recognized in several subsequent 
empirical works. Indeed, Sirowy and Inkeles (1990), having reviewed 15 empirical 
works, found that eleven of them conclude to no relationship between democracy and 
economic growth. Likewise, Przeworski and Limongi (1993), after analyzing 18 
empirical works, found twenty-one different results. Thus, eight results support a 
positive relationship between democracy and economic growth, eight other works found 
negative results and five other conclude to no relationship between democracy and 
economic growth. Similarly, Efendic, Pugh and Adnett (2011) found an ambiguous 
relationship between democracy and economic growth. By pushing the analysis toward, 
the political regime type does not seem to affect growth. Furthermore, the study of the 
variable signs suggests that the transition from autocratic to democratic regime reduces 
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growth and vice versa. Although this result is counter-intuitive it aligns on some earlier 
work like Antić (2004) who finds that over the last 50 years autocracies have achieved 
similar even more important growth rates than democracies. In addition, the reality of 
some countries like China confirms these results. 

About political instability measured by two different indexes, it seems to negatively 
affect growth. Thus, even if the coefficient of the existence of an internal armed conflict 
does not seem to have a significant impact on growth, it nevertheless exhibits a negative 
sign. This can be explained by the fact that in the presence of armed conflicts, growth’s 
data remain approximate (that is the case in the Baltic countries and some countries in 
the Sahel region of Africa). Moreover, the political terror index exerted on the 
population has a 1% significant negative effect on growth. This is consistent with many 
previous studies which demonstrate that political instability is not a favorable support 
for growth. Actually, it installs an under pressure climate that discourages investment 
and reduces the influx of foreign capital. The study of the impact of political stability 
confirms this result. Here we focus on the political stability aspect that affects human’s 
physical integrity and freedom and we avoid measures related to the efficiency and 
longevity of governments that can easily be connected with financial reforms. The two 
political stability indexes used in this study exhibit a positive and significant sign at 1% 
threshold. Thus, limiting political imprisonment and respecting the individual’s physical 
integrity induce higher growth rates. Indeed, political stability encourages foreign 
investment and increase tourism influx. In addition, as demonstrated by Dutta and Roy 
(2011), political stability attracts “brain immigration”. 

Finally, the index of a good political governance has the expected positive sign but it 
is not significant. This can be explained by the legal and institutional tissue deficiency 
and the expansion of corruption in developing countries. In addition, the index of good 
governance and the GDP growth rate per capita are highly correlated which can lead to 
biased estimates (De Soysa and Bussmann, 2006). Moreover, this result should be taken 
with caution because of the nature of the index that is built by experts of PRS group 
(Political Risk Services) for international investors and does not take into account 
population interest. Moreover, its construction method has significant errors. Thus 
Razafindrakoto and Roubaud (2014) postulate that the composite indicator of the ICRG 
gives equal weight to subjective perceptions of the components of political risk, on one 
hand, and objective indicators of economic and financial risk, on the other hand. This 
can induce significant bias in estimation to the extent that an expert can underestimate a 
component of political governance such as corruption when a country has a high growth 
rate. 

 
4.2.  Transmission Channels 
 
4.2.1.  The Transmission Mechanism Model 
 
This part of the econometric study aims at determining the channels through which 
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financial integration, democracy and political instability influence growth. Here we 
adopt a transversal panel analysis between 1984 and 2008. Indeed, since there are no 
more lagged dependent variables in the panel it is no longer necessary to study the 
transmission channels using the dynamic panel technique. The model adopted is the 
following: 

 

⎩
⎪
⎨

⎪
⎧
         
      

      
        

       
       

=  +   ( ℎ  ) +   (        ) +   (  _      ) +   ( ℎ  _ℎ      ) +    . 

 
In this equation, each of the dependent variables (definitions and sources in the 

appendix) is estimated in a separate equation in function of fh, kaopen, gd_ptsa and 
chga_hinst which describe respectively: level of democracy, de jure financial 
liberalization, political instability, and political regime type. Nevertheless, aware of the 
existence of endogeneity between some variables and the presence of heteroscedasticity 
and possible autocorrelation of residuals in our data, we use different panel testing to 
determine the most suitable model structure for our data (Breush-Pagan homogeneity 
test, Hausman specification test, autocorrelation and heteroscedasticity test on residuals). 
Here, with presence of residual heteroscedasticity and autocorrelation, the model is 
estimated by GLS (generalized least squares).  

 
4.2.2.  Interpretation of Results 
 
Financial liberalization 
An analysis of the transmission channels from the table (4) shows that financial 

liberalization acts favorably on the investment. Indeed, and according to the work of Fry 
(1995), domestic investment requires capital accumulation mainly from private savings 
by households and local companies. This is insufficient in most developing countries 
and a reallocation of global savings stimulates investment and consumption in 
developing countries. Thus, access to foreign capital reduce the liquidity constraint of 
domestic firms and allows to exploit the growth potential by investing in profitable 
projects beyond what would be allowed by the only saving of residents. Similarly, in a 
liberalized financial market, lower cost of capital induced by the decline in risk premium 
led to a boom in domestic investment. 

Moreover, the opening of the capital account would have a positive and significant 
impact on trade openness. This is done mainly through a transfer of technological and 
managerial know-how and promoting specialization. Indeed, the expansion of foreign 
trade in developing countries requires increasing domestic production through the 
introduction of advanced management techniques and processes available only in 
developed countries (Borensztein, De Gregorio and Lee, 1998). Furthermore, the 
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opening of the capital account, through the establishment of interregional insurance and 
adjustment of savings, promotes specialization according to the Ricardian theory which 
states that countries should specialize in sectors according to their comparative 
advantages. Thus, in the context of international trade, these countries will increase their 
wealth and accelerate their development. 

On the other hand, there is a negative relationship between capital account openness 
and inflation. This means that opening the capital account reduces the excessive price 
increases. In accordance with the pioneering work of McKinnon (1973) and Shaw 
(1973), financial repression is synonymous with inflation because of the setting of 
interest rates. Thus, capping interest rates at very low levels, certainly allows the state to 
finance itself at low cost and helps stimulate the credits in a context of consumption 
crisis, however, the abundance of credit causes inflation in the form of swelling of the 
money supply. Moreover, a rise in interest rates increases the cost of productive capital 
and leads to an increase in the general price level (cost inflation) and a fall in investment 
and the real demand (Taylor, 1983; Van Wijnbergen, 1983). Thus, liberalization of 
interest rates is the best solution to deal with inflation. In other words, interest rates 
should fluctuate based on the scarcity of capital and the risk of the borrower. 

Besides, our work confirms the positive relationship between capital account 
openness and financial development. Indeed, financial integration through the opening 
of the barriers to foreign banks will have several beneficial effects on the financial sector 
through the introduction of new services and ways of financing and increased 
competition among local banks and financial establishments. In addition to a highly 
efficient procedure for collection of information on firms and control of leaders. 

Furthermore, the opening of capital account seems to have a positive and significant 
impact on the quality of human capital. Thus, a higher rate of financial openness 
produces a large enrollment in secondary school. Indeed, to effectively operate the new 
means of production imported from other developed countries, the government must 
invest in human capital formation, which results in higher enrollment rates. 

Finally, financial liberalization does not appear to have a significant impact on 
government spending. 

 
Democracy 
Democracy, measured by the index of democratic practices (FH), has no impact on 

investment, but it seems to promote foreign trade. Indeed, political integration induces 
reforms for more economic cooperation that can promote foreign trade. Here we can 
mention some examples like the regulation of monopolies in the European Union and 
the creation of economic and trade exchange zones such as NAFTA and MERCOSUR. 
Furthermore, a positive correlation was recorded between democracy and inflation 
suggesting that democratic regimes in developing countries are not good support for 
macroeconomic stability. These results are consistent with those found by Bates (2007), 
which show that the introduction of competition policy in developing countries does not 
improve macroeconomic conditions in Africa probably because the establishment of 
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wise political reforms favorable to macroeconomic stability takes a long time. Similarly, 
Brender and Drazen (2005) demonstrate that political cycles in developing countries are 
more volatile than those in developed countries, thus multiplying governmental 
instability which generally leads to macroeconomic instability and a surge in inflation. 
In addition, on a sample of 62 developing countries and during the period between 1960 
and 2003, Mijiyawa (2008) shows a positive relationship between democracy and 
inflation. This is explained by the strategy of money supply increase usually adopted by 
democratic regimes in the absence of a more effective macroeconomic stabilization 
policy, but also a difficulty to implement economic reforms because of the political 
polarization. Moreover, democracy seems to have a positive impact on financial 
development. This is explained by a higher quality of supervision and control of leaders 
in democracies that ensure property rights (Acemoglu et al., 2005) and fight against the 
expropriation of banks and other financial institutions by a political elite (LaPorta et al., 
1998). Similarly, democracy seems to have a positive impact on human capital. This is 
consistent with most previous empirical studies which prove that a high level of 
democracy leads to more investments in human capital (Baum and Lake, 2003). 
Similarly, Tavarez and Wacziarg (2001) demonstrate that democracy values human 
resources and leads to a better allocation of resources to the most efficient teaching 
sector. Finally, democracy appears to reduce government spending. This is explained by 
the fact that a democratic regime produces a very frequent change of people at the top of 
the state and thus, prevents the political elite to benefit from a pension system financed 
by corruption. In addition, a democratic regime is generally a stable regime that does not 
need to invest heavily in the areas of security and defense.  

 
Regime Types 
An analysis of political regime types in developing countries shows that the 

transition from a democracy to an authoritarian regime led to a significant decline in 
investment. This is explained by the fact that authoritarian regimes generally adopt 
unfavorable taxation policies to private investment (Li, 2006). Moreover, we detected a 
significant positive correlation between the dictatorship and the enrollment rate in 
secondary education. This unexpected result can be explained by the fact that 
authoritarian regimes typically use the education system to convey their ideology (leader 
cult, learning the values of the regime, orientation of the history, hate of some foreign 
countries or racial hatred). 

 
Political Instability 
Our results show that political instability negatively affects investment. Indeed, it 

installs a heavy atmosphere that manifests through very frequent changes of decision 
makers and macroeconomic policies resulting in high volatility which increases the risk 
and negatively affects investment decisions (Aisen and Veiga, 2013). Moreover, 
investment is not attractive in developing countries with high levels of political 
instability and where ownership is usually not respected and the expropriation rate is 
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very high (Azzimonti and Sarte, 2007). Elsewhere, there are negative correlations 
between political instability and trade openness. Indeed, political instability and the 
uncertainty negatively affect domestic production leading to lower imports. In fact, 
when importers are risk averse, increasing uncertainty about their supplies related to 
political instability in some countries produce a decline in exports in these countries and 
an increase in other countries more politically stable (Wolak and Kolstad, 1991). From 
another point of view, uncertainty about the growth potential of countries subject to 
political instability lowers national income and ability to pay for imports, reduces the 
flow of exports to these countries. Furthermore, growing political instability isolates 
policymakers and generally precludes the conclusion of trade agreements with other 
countries (Morrow, Siverson and Tabares, 1998). 

Otherwise, political instability increases the general level of prices. Indeed, 
increasing political instability and uncertainty of the government to stay in power led 
them to not foresee reforms of the tax system of which they may never see the benefits 
on one hand and pushes them to maximize their income through taxation policy and 
seigniorage. This tax, also called inflation tax is a source of financing in many 
developing countries which commonly produces an increase in price levels (Cukierman 
et al., 1992). 

Finally, it seems that political instability does not affects financial development, 
secondary school enrollment, and government spending. 

 
Institutional Quality 
Institutional quality positively affects investment. Indeed, a developing country with 

a relatively developed institutional status guarantees to entrepreneurs a suitable 
environment for investment by protecting property rights and fighting against corruption. 
Moreover, given that most capital flows from developed countries, multinational 
companies prefer to invest in countries whose institutional framework is closest to the 
country of origin (Ali, Fiess and Macdonald, 2010). In addition, we find that institutional 
quality reduces inflation to the extent that a developed institutional and legal 
environment led to the adoption of wise macroeconomic policies that promote price 
stability. Moreover, institutional quality acts favorably on financial development, since it 
guarantees property rights and enforcement of contractual terms which attracts more 
foreign banks and encourages them to settle in these countries. Finally, we find that 
good institutional quality promotes the development of human capital. This result is 
explained by a virtuous circle since it is widely recognized that an educated population 
calls for more transparency and justice, which allows building dynamic legal institutions 
(Alesina and Perrotti, 1996). Similarly, it has been shown that a high level of education 
in a country fights effectively against corruption (Rauch and Evans, 2000). In addition, 
effective control of corruption and high protection of property rights combined with an 
efficient judicial system is an engine of cultural, technological and scientific innovation 
(Tebaldi and Elmslie, 2013). 
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5.  SUMMARY AND CONCLUSION 
 

In a highly integrated global environment, essentially marked by a succession of 
economic, financial and political contagious crises, we tried at first to empirically 
determine the impact of different forms of financial and political openings on GDP per 
capita growth. Thus, by using the latest innovations in panel econometrics and on a 
sample of 108 developing countries, we have demonstrated that financial liberalization 
has a positive direct impact on growth. However, democracy and regime type do not 
seem to directly affect growth in developing countries. Elsewhere, political instability 
has a direct negative impact on growth as predicted. This result is confirmed by the 
significant positive impact of political stability on growth. Secondly, we tried to identify 
the channels through which financial liberalization, democracy, and political instability 
affect growth. Our results demonstrate that financial liberalization in addition to its 
direct impact on growth, affects positively investment, foreign trade, and 
macroeconomic stability through inflation reduction. Financial integration led to 
financial development and human capital improvement. Elsewhere, democracy, even if 
it has no significant direct impact on growth, it positively affects it indirectly through the 
trade channel, but also financial expansion and human capital reinforcement. However, 
democracy slows growth by increasing inflation. Indeed, the political cycles in 
developing countries are more volatile than those in developed countries, thus 
multiplying the governmental instability which generally leads to macroeconomic 
instability and a surge in inflation. Finally, political instability negatively affects 
economic development directly, but also indirectly. Indeed, political instability is 
generally negatively correlated with investment but also production and therefore 
foreign trade. In addition, our results establish a positive correlation between political 
instability and inflation. 

Finally, our study on a wide sample of developing countries has resulted in different 
and significant statistical results. However, it is important to point that institutional 
measures of financial and political openness in a country level do not completely reflect 
the real impact of these complex processes on growth. Thus, it is necessary to refine 
further the analysis by decomposing the different processes and to adapt it to the sectoral 
or even to the enterprise’s scale. In addition, our analysis uses an average growth index. 
However, the gains in terms of growth are generally uneven distributed and benefit to 
the richest category of the population (Das and Mohapatra, 2003). It is within this 
framework, that a study of the impact of financial and political openness on the 
reduction of income inequalities must be the subject of more advanced empirical 
investigations in future works. 
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APPENDIX 
 

Table A1.  108 Developing Countries 
Europe Cape Verde MENA Country 

Albania Central African Republic Algeria 
Armenia Chad Egypt 

Azerbaijan Comoros Iran 
Belarus Congo Iraq 

Bulgaria Congo, Democratic Republic Jordan 
Georgia Cote d'Ivoire Lebanon 
Latvia Djibouti Libya 

Lithuania Equatorial Guinea Morocco 
Macedonia Ethiopia (1993-) Syria 
Moldova Gabon Tunisia 
Romania Gambia Turkey 

Russia Ghana Yemen 

Ukraine Guinea Latin America 

Asia Guinea-Bissau Argentina 

Bangladesh Kenya Bolivia 
Cambodia Lesotho Brazil 

China Liberia Chile 

India Madagascar Colombia 
Indonesia Malawi Costa Rica 
Malaysia Mali Dominican Republic 

Maldives Mauritania Ecuador 
Mongolia Mauritius El Salvador 

Nepal Mozambique Guatemala 

Pakistan (1972-) Namibia Guyana 
Papua New Guinea Niger Haiti 

Philippines Nigeria Honduras 
Sri Lanka Rwanda Jamaica 

Thailand Senegal Mexico 
Turkmenistan Seychelles Nicaragua 
Uzbekistan Sierra Leone Panama 

Vietnam Sudan Paraguay 

Africa  Swaziland Peru 

Angola Tanzania Uruguay 

Benin Togo Venezuela 
Botswana Uganda Oceania 

Burkina Faso Zambia Fiji 
Burundi Zimbabwe 

Cameroon 
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Table A2.  Variables used in the Model 

Variables Measures Sources 

Dependent variable 

Growth GDP per capita growth (annual %) WDI 2014 

Control variables 

Investment linvest: logarithm of gross capital 
formation (% of GDP) 

WDI 2014 

Foreign trade lopen: logarithm (of imports of goods 
and services 

(% of GDP)+Exports of goods and 
services (% of GDP)) 

WDI 2014 

Financial 
development 

lprivy: logarithm of domestic credit to 
private sector 
(% of GDP) 

WDI 2014 

Goverment 
spending 

lgov: logarithm of general government 
final consumption expenditure (% of 

GDP) 
WDI 2014 

Inflation linfl: logarithm of inflation, consumer 
prices (annual %) 

WDI 2014 

Human capital lsec: logarithm of school enrollment, 
secondary (% gross) 

WDI 2014 

Population 
popg : Population growth (annual %) WDI 2014 

Financial and political openness indicators 

De Jure financial 
liberalization 

Kaopen (institutional measure 
of capital account openness) 

Chin and Ito database (2008) 

De facto financial 
liberalization 

LMF 
(Total foreign assets and liabilities) 

Lane et Milesi-Ferretti (2007) database; [External 
Wealth of Nations] 

Democracy 
Polity 2 polity IV project by Marshall and al (2007) 

FH Freedom House database (2014) 

Political regime 
type 

LIEC 
Beck et al. Database (2000) updated (2012); 

[Database of Political Institutions 2012] 

Chga_hinst Cheibub, Ghandi and Vreeland database (2010) 

Political instability 
Gd_ptsa Gibney et al. database (2012) 

Ucdp_loc Gleditsh et al. Database (2002) Version 2 (2009) 

Political stability 
Ciri_polpris 

David L.Cingranelli; David L. Richards and K. 
Chad Clay database (CIRI-2014) Version 04.14 

Ciri_physint 
David L.Cingranelli; David L. Richards and K. 
Chad Clay database (CIRI-2014) Version 04.14 
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