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Abstract

This study seeks to establish the casual relationship between finan-
cial development and economic growth in the SADC region, factoring-in
the role of financial reforms. Utilising Generalised Methods of Moments
(GMM) and Panel Fixed Effects estimations, the study established that
financial development has a negative effect on growth in SADC. Under-
developed financial systems, structure and distribution of credit in the
SADC countries and strong country heterogeneity factors are possible ex-
planations to the relationship obtained. The financial reforms in the post
liberalisation period have a positive but weak impact on growth in SADC.
A bi-directional causality between finance and growth was established, al-
though demand-following causality proved to be stronger. Addressing
underlying structural issues in both the financial sector and overall macro
economy of SADC countries may help in improving the role of finance in
supporting growth in the region. Countries need to continually introduce
reforms that enhance performance of their financial sectors. A strong
demand-following causality implies that pro-growth policies should be in-
tensified so that growth subsequently pulls with it financial development.

Keywords: Financial Development, Financial Reforms, Economic
Growth, SADC, Generalised Methods of Moments

JEL Classification: G21, G28, 031, 033

1 Introduction

Regional economic development literature in SADC gives prominence to trade,
production, employment and factor endowments overlooking the role of the fi-
nancial sector. Limited attention has been given to financial systems and their
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role in regional development. There is limited empirical evidence regarding ef-
fects of financial development on economic growth in SADC despite the studies
on the relationship between financial development and economic growth span-
ning across generations. Since Schumpeter (1911), and subsequently Robinson
(1952) and Lewis (1955) the link between financial development and economic
growth has been widely considered. Existence of a relationship between financial
development and economic growth was confirmed by renowned scholars such as
McKinnon (1973), Shaw (1973) and Levine (1997). Studies on SADC known
thus far include Allen & Ndikumana (1998), Aziakpono (2004), Phakedi (2014)
and Le Roux & Moyo (2015). Although these studies, except for Aziakpono
(2004), covered the whole of SADC, they produced mixed results on the re-
lationship between finance and growth in SADC. Furthermore, the studies on
SADC omitted two issues which could be deemed important to the finance-
growth relationship. Firstly the studies did not consider the effect of financial
reforms and secondly, the studies did not attempt to establish the causality
relationship between finance and growth in the SADC region.

The role of finance in economic growth in SADC has not been extensively
researched in most literature and policy initiatives given that financial sectors
of SADC countries, with the exception of South Africa, are regarded as less
developed (KPMG 2014). SADC countries outside South Africa are not finan-
cially developed and experience high levels of financial exclusion (Allen et al.,
2011).This notwithstanding, the role of finance in development of the region is
gradually gaining importance, particularly as most countries embrace financial
innovations and other initiatives aimed at enhancing financial sector support
to economic activity. The increased cooperation within SADC on monetary
policy issues, financial regulation, exchange rates, and finance and investment
signifies the importance of finance in regional economic development. Over the
past two decades there has been a gradual shift from wholesale to retail finance
in support of development of Small to Medium Enterprises (SMEs). Substan-
tial progress has been made over the past two decades in terms of financial
inclusion and financial innovation, as well as cross-border banking in Africa’s
banking systems (Beck, Senbet and Simbanegavi 2015). In SADC, the effects
of innovation in financial services on economic activity across-countries, includ-
ing efficient financial transfers, remittances and increasing volumes of trade are
evident (Maimbo, Saranga & Strychacz, 2010). Furthermore, initiatives in the
form of microfinance and mobile banking have enhanced financial inclusion. The
impact that these developments and financial innovation have had on economic
activity in the region justifies the need for a relook on the role of finance on eco-
nomic growth in SADC. In addition, the continually evolving financial landscape
underscores the need for continuous research in this area.

Stylised facts on SADC indicate that the level of financial development is
diverse across countries, with South Africa being the more financially advanced
country (Table 1). Other countries such as Mauritius, Botswana and Namibia
have fairly developed financial markets, with DRC, Madagascar and Malawi
having the least developed financial markets (KPMG, 2014). Financial systems
of most SADC countries are largely dominated by banks, with a few countries



such as South Africa, Mauritius and Zimbabwe having a relatively developed
non-bank financial sectors (Schoombee 2011). South Africa has the largest level
of domestic credit to private sector to GDP (147 per cent), followed by Mau-
ritius (91.5 per cent), Namibia (48.5 per cent) and Botswana (27.5 per cent)
as shown in Table 1. Notwithstanding the indicated disparities and underde-
velopment, the banking sector in the SADC region has experienced significant
growth in the past decade (KPMG, 2014). Initiatives to enhance financial de-
velopment in SADC - mainly anchored in reforms introduced in the 1980s and
1990s (Kasekende, 2010), innovation and institutional development - managed
to gradually increase depth, coverage of and access to financial systems over
the past decades. The banking sector has been driving economic development
for most of Southern Africa countries, providing capital and credit to both the
private and the public sector (Allen et al., 2011).

Economic growth in the SADC region varies across countries although on av-
erage, the per capita income increased by three per cent per annum over the last
decade (South African Institute of International Affairs, 2015). Traditionally,
growth was driven mainly by the resource industry, and the services sector such
as tourism in small SADC countries. In the last decade, growth has increasingly
become more widespread across countries, including non-resource-rich countries
(African Economic Outlook, 2013). For example, growth in Southern Africa was
estimated at 3.8 per cent in both 2012 and 2013 — but 6.3 per cent in 2012 and
5.8 per cent in 2013; if South Africa is excluded (Schaffnit-Chatterjee, 2013).

The observed relationship between financial development and economic growth
in SADC, based on descriptive analysis of data, shows that finance was posi-
tively related to growth in general (Figure 1). The descriptive analysis of data
revealed a trend that in SADC, finance supports growth across three measures
of financial development, namely Domestic Credit, Liquid Liabilities and Bank-
ing Sector Credit to Private Sector. Caution, however, needs to be taken in
that the observed trend is highly statistical, based on averaged time series data,
justifying the need for econometric estimations on the relationship. Notwith-
standing the observed general relationship where finance is desirable for growth
in SADC, Phakedi (2014) argued that the slow growth in some SADC countries
cannot be attributed to undeveloped financial systems. Most SADC countries
introduced financial reforms in the 80s and 90s (Kasekende 2010) through fi-
nancial liberalisation. The reforms were mainly about reducing government
involvement, freeing up financial markets, and strengthening financial institu-
tions (Mowatt, n.d.). The objective was to facilitate development of the financial
sectors, and subsequently growth, by removing restrictions. Le Roux and Moyo
(2015) observed a short run positive relationship between financial liberalisation
and economic growth in SADC. As such, the role of financial reforms in enhanc-
ing development of financial systems of SADC countries and the subsequent
effect on growth should be acknowledged.

This study seeks to determine the causal relationship between financial de-
velopment and economic growth in the SADC countries, extending the analysis
to cover the effects of financial reforms. The study uses a dynamic panel model
which reflects a generic endogenous growth (AK) model with financial inter-



mediation (Mankiw, 1995). The dynamic panel model tests for the nature of
the relationship, introduces the reforms in the model and tests the direction of
causality.

This study contributes to policy research on regional economic development
from a financial perspective. Evidence based policy formulation is critical for
sustainable economic development, especially in respect of the current drive to-
wards regional financial integration among SADC countries. Regional financial
integration could potentially address several of the issues associated with small,
fragmented financial markets in Africa (Wakeman-Linn & Wagh 2008).

The rest of the paper is organised as follows: section two covers the related
literature whilst section three describes the data and the methodology used;
section four discusses the empirical results and lastly section five concludes the
paper and discusses policy recommendations.

2 Literature Review

Financial development, an improvement in the quality, quantity, or efficiency of
financial systems (financial markets, banks and other financial intermediaries)
is a desirable goal of any country (Maskay, 2012). Countries endeavour to
have in place factors, policies and institutions that lead to effective financial
intermediation and markets, as well as deep and broad access to capital and
financial services (World Economic Forum, 2012). Sahay, Cihak, N’Diaye and
Barajas (2015), view financial development as a combination of financial sector
depth, access, and efficiency.

Literature on the relationship between finance and economic growth dates
back to the early twentieth century and can be traced back to Schumpeter,
1911 (Nyasha & Odhiambo, 2014). The Schumpeterian perspective is that
entrepreneurs require finance to be able to adopt new production techniques
(Ang, 2008). Schumpeter also observed that financial markets channel funds
to the most efficient investors that foster entrepreneurial innovation for eco-
nomic growth (Kagochi, Nasser & Kebede, 2013). Notable studies on finance-
growth, that follow the Schumpeterian argument, include Gurley and Shaw
(1955), Goldsmith (1969) and Hicks (1969). They argued that development of
a financial system is crucially important in stimulating economic growth (Ang,
2008). There are three possible relationships between financial development
and economic growth: the supply-leading or finance-led growth; the demand-
following or growth-driven finance and the two-way causal relationship.

Proponents of the finance-led growth hypothesis, including King and Levine
(1993); Rajan and Zingales (1998), postulated that financial development has
a stimulating impact on the economy. The supply-leading hypothesis can be
traced back to Bagehot, 1873 who argued that the financial system played a
critical role in igniting industrialisation in England by facilitating the mobilisa-
tion of capital (Nyasha & Odhiambo 2014). The hypothesis holds that financial
development promotes growth in the economy through efficient allocation of cap-
ital, mobilisation of savings through attractive instruments and lowering costs of



information gathering (Akinlo & Egbetunde, 2010). This view was reinforced by
Schumpeter who argued that finance leads economic growth and that financial
institutions are necessary for the capitalistic economy’s development (Nyasha
& Odhiambo 2014). Goldsmith (1969), McKinnon (1973) and Shaw (1973),
also emphasised the role of financial services in promoting economic growth.
Initiatives towards enhancing financial intermediation and promoting financial
inclusion in SADC strengthen the role of finance in economic activity. These
developments lend support to this hypothesis, justifying the need for a review
of the finance-growth nexus in SADC.

Contrasting the finance-led growth hypothesis Robinson (1952), Kuznets
(1955) and Stem (1989) argued that an increase in growth generally leads to
increased financial development. The demand-following hypothesis, developed
by Robinson (1952), suggests that demand for financial services resulting from
economic growth supports financial development (Chowa & Fung. 2013). Robin-
son theorised that financial services respond to economic growth as a result of
higher demand for financial services (Ang, 2007). The rationale is that eco-
nomic growth generates increased demand for financial instruments and finan-
cial markets grow as they respond to this demand (Akinlo & Egbetunde, 2010).
Michalopoulos, Laeven and Levine (2013) argued that economic progress itself
makes any existing financial system less effective. Levine (2010) added that
without continuous development of the financial system, the quality of financial
services declines, thus slowing down economic growth. Fundamentally, in some
countries of the SADC, growth has been driven by resources, which in turn
could be driving financial development, supporting this hypothesis. However,
the developments in the financial sector of SADC countries in the past decade
could be contrary to this theory.

The two-way causal relationship recognises the bi-directional causality rela-
tionship between finance and growth. Lewis (1955) stated that financial market
develops in response to economic growth, and financial markets in turn generate
feedback effect that propels real growth. Studies by Abu-Bader and Abu-Qarn
(2008), Wolde-Rufael (2009) and Kara, Nazlioglu and Agir (2010) acknowledged
the existence of this type of relationship. The bi-directional relationship was
supported by a number of endogenous growth models (Chowa & Fung 2013).
Patrick (1966) added that the direction of causality between financial develop-
ment and economic growth changes over the course of development. Calderén
and Liu (2003) observed that financial development induces real capital for-
mation in the early stages of economic development but gradually diminishes
and eventually becomes responsive to economic growth. Nyasha and Odhiambo
(2014) concluded that the supply-leading pattern precedes the demand-following
pattern in the stages of economic development.

Most finance-growth studies, including Levine (2005), Chowa & Fung (2013),
Odhiambo 2007, Zhuang et al. (2009), however, follow a Schumpeterian view
of financial intermediaries as agents that monitor, finance and foster entrepre-
neurship - and hence, investment and growth (Valverde, Paso & Ferndndez
2004). Theoretical models show that financial systems ameliorate market fric-
tions, thereby influence saving rates, investment decisions, technological innova-



tion, and hence long-run growth rates (Levine 2005). Conventional knowledge
has been in favour of the supply-leading response, where the development of the
financial sector is expected to lead the development of the real sector (Odhiambo
2007).

Empirical evidence shows that a more developed financial system is asso-
ciated with higher rates of economic growth (Lawrence and Longjam, 2003).
Studies based on industry or firm level data revealed a positive impact of fi-
nancial sector development on economic growth (Morgan, 2010). The depth
of the financial sector has a positive and statistically significant effect on eco-
nomic growth and is greater for developing countries than for developed coun-
tries (Zhuang et al. 2009). There are few studies on finance-growth in SADC.
Phakedi (2014), using Fixed-Effects; GMM, and Seemingly Unrelated Regres-
sion Estimators (SURE) finds that that money supply and credit are negatively
related to economic growth in 14 SADC countries (1990-2012). Le Roux and
Moyo (2015), using GMM estimates, found a short-run positive relationship be-
tween financial liberalisation and economic growth in SADC countries. Allen
and Ndikumana (1998) found a long-run positive correlation between financial
intermediation and economic growth for SADC members. Aziakpono (2004)
studied the SACU area, and found strong evidence of the relevance of domestic
financial intermediation in promoting growth in South Africa, but weaker for
Botswana and Lesotho.

2.1 Criticism of the Finance—Growth Relationship

The positive role of financial development in economic growth has been ques-
tioned and not all researchers are convinced about the importance of financial
systems. Lucas (1988) dismissed the importance of financial development as
a precondition for economic growth. McKinnon (1973) and Shaw (1973) crit-
icised the role of financial intermediaries and financial markets in the devel-
opment process. The McKinnon model assumes that investment in a typical
developing economy is mostly self-financed (Ang, 2008). The 2008 financial cri-
sis had a negative impact on economies, which exposes deficiencies of theory by
Modigliani and Miller (1958) who postulated that real economic decisions are
independent of financial structures. Pan and Wang (2013) cited the U.S. finan-
cial crisis of 2007-2009 as an example of financial system malfunctions where
growth-retarding impacts of financial development exist. The level of financial
development also affects the extent of negative effects of financial crises on eco-
nomic development. Research findings of Lartey and Farka (2011) revealed that
countries with better developed financial systems are more adversely affected
by crises than those with underdeveloped financial systems.

2.2 Financial Reforms and Growth

McKinnon (1973) and Shaw (1973) are among the first renowned scholars to
raise an argument against financial repression, putting forward a case for finan-
cial reforms. They pointed out that financial repression is a major source of



financial sector under-development, which in turn hinders growth. Reforms of
financial markets include policies aimed at supporting higher economic growth
(Bumann, Hermes & Lensink, 2012). Financial reforms have had double edged
effects on economies, of either supporting financial development or spreading fi-
nancial crises (Tyavambiza & Nyangara, 2015). In the SADC region, the major
financial reforms implemented in the 1980s and 1990s were mostly financial liber-
alisation. Financial liberalisation includes official government policies that focus
on deregulating credit as well as interest rate controls, removing entry barriers
for foreign financial institutions, privatising financial institutions, and removing
restrictions on foreign financial transactions (Bumann et al., 2012). Financial
liberalisation in most SADC countries was part of economic structural adjust-
ment programs prescribed by the IMF for purposes of driving growth through
private sector development.

Debate on the impact of financial reforms or financial liberalisation on de-
velopment is as inconclusive as the debate on finance-growth relationships. Ar-
guments for and against the positive role of financial liberalisation on economic
growth have been presented. Moyo et al., (2014) argued that reforms enhance
growth by promoting financial innovation and efficiency and competition in the
banking industry. Arguments in favour of liberalisation hold that it increases the
amount of resources, reduces the cost of debt, create completion that brings in
efficiency, leading to a rise in investment and growth. On the contrary, financial
liberalisation may worsen asymmetric information in the financial sector and
create competition that increases financial fragility of financial intermediaries
such as banks.

Empirical evidence on the impact of reforms on growth is equally mixed.
Tswamuno, Pardee, and Wunnava (2007) found that liberalisation of the capi-
tal account is necessary but not sufficient for economic growth in SSA. Misati
and Nyamongo (2012) recognised the growth reducing effects of financial liber-
alisation dominance and recommended institutional reform measures and man-
aged financial openness for SSA countries. With liberalisation, the bank based
nature of financial systems in SSA makes them vulnerable to systemic bank
failures that would have a contagious effect on the economy (Moyo et al., 2014).
Le roux and Moyo (2015) stated that financial liberalisation supports economic
growth in SADC. Most SADC countries introduced financial reforms in the
1980s and 1990s through financial liberalisation, which enhanced development
of their financial sectors (Kasekende, 2010). Financial development was en-
hanced through the removal of restrictions, increasing access to credit as well
as broadening the array of institutions which provide financial intermediation.
The expectation is that reforms have a positive effect on economic growth and
on that basis financial reforms should be included in the finance-growth rela-
tionship analysis.



3 Methodology

3.1 Data and Variables

This study uses annual data for 15 SADC countries, covering the period 1985
to 2014. The data were obtained from the World Bank’s World Development
Indicators Database (2015) and the Global Financial Development Database
(GFDD) for 2015. Variables used for measuring financial development, however,
require some justification. The rationale is that what represents an appropriate
measure of financial development proved to be controversial in the literature
(Ghirmay, 2004). Lawrence and Longjam (2003) pointed out that literature
has generally used variables that capture the degree of financial intermediation,
efficiency of the financial sector, monetisation of the financial system, the role of
commercial banks in allocating funds, and the relative importance of the stock
market. This study used total domestic credit by the banking system to GDP
(DC); liquid liabilities of the financial sector (M3 to GDP) and banking sector,
private sector credit to GDP (Private credit) as proxies for measuring financial
development.

Domestic credit capture the full degree of intermediation in developing coun-
tries, as governments - which provide infrastructure for economic development -
often borrow from the financial markets (Adusei, 2012). Government borrowing
not only affects credit to other sectors in domestic markets but often also invite
interference by government in the markets as well, which affects financial devel-
opment. Credit to the private sector represents an accurate indicator (proxy)
as it is a measure of the quantity and quality of investment (Beck et al., 2000).
Credit to the private sector is often used as a proxy for measuring financial
development in literature. Liquid liabilities consist of currency held outside the
bank system plus interest-bearing total deposit liabilities of banks and other fi-
nancial institutions. It also reflects the overall size of the financial intermediary
sector in a country. Liquid liabilities are used as a measure of "financial depth"
and thus of the overall size of the financial intermediation sector (King and
Levine, 1993a). Ideally, the study should have included a fourth measure (stock
market capitalisation) to capture the non-bank financial sector but lack of data
and limited development of stock markets in most SADC countries renders the
variable inappropriate.

Economic growth is measured by real GDP per capita, following King and
Levine, (1993) as it goes beyond indicating a country’s economic size through in-
come stock but also captures distribution of this income, enabling cross-country
comparisons.

3.2 The Finance-Growth model

The finance-growth nexus is anchored on the endogenous growth model, also
known as the AK model of growth with financial intermediation (Mankiw, 1995).
This model has also been used by Barro Sala-i-Martin (1995), Barro (1997), and
Bekaert et al (2005). The model reflects a production function which relates out-



put to capital and labour and is often expressed as a Cobb Douglas production
function:

Yie = AL} K7, (1)

where ¢ and ¢t index country and time respectively. Y, L, and K represent real
per capita GDP, labour, and capital respectively. The function is expanded by
introducing other interest variables and converting it to a linear form by taking
logarithms. This study follows Bekaert etal (2005) and defines the logarithmic
growth in real GDP per capita for country i between time ¢ and ¢ + k as:

1
Yit+kk = =E§:1yi,t+j i=1,.....N (2)
k

where, as Hassan et al (2011) put it, y,; = GROWTH,; ; =logGDPPC; ; —
10g GDPPCLt_l,

i = {1,2,...N} and N is the number of countries in our sample. The
initial level of log GDP per capita is denoted as @; ¢ and the country’s long-run
(steady state) per capita GDP as @7, taking a first-order approximation to the
neoclassical growth model (see, Mankiw, 1995), we can derive

Yit+kk = *P[Qi,t - Qf] (3)

where p is a positive conditional convergence parameter. The literature often
implicitly models @)} as a linear function of a number of structural variables such
as the initial level of human capital. Hence a prototypical growth regression can
be specified as

Yigthe = —PQit + 7' Xit + i tthk (4)

where X;; are the variables controlling for different levels of long-run per
capita GDP across countries. Equation 4 is the same as the model G(j) =
a+ BF(i) + vX + ¢ used by Levine (1997) to run 12 regressions on a cross-
section of 77 countries. Equation 4, however, is a panel data model which
considers both the cross-section and time elements of the data set. This study’s
dynamic panel regression model for the finance-growth analysis in SADC is:

Vi = Bo + Cigoie—1 + Spo1 BpFDiy + B,GCFyy + B;GEX; ¢ + BC Pl
+B7T0i,t + BgRINTi,t +E€it (5)

where [, represents the initial real GDP per capita, ¥; is real GDP per
capita growth and 9; ;_; is the lagged values of growth for each country and
Y% _FD;y = {LL;; + dDC;; + BCP;} represents proxies for financial de-
velopment entered individually in each regression as Liquid Liabilities (LL) =
M;3/GDP; DC = total domestic credit to GDP and BCP = bank credit to
private sector/GDP. GCF is gross fixed capital formation, GEX is government
expenditure to capture and control the varying size of countries, CPI is the level



of consumer price index reflecting inflation, TO measures trade openness of a
country and RINT is real interest rate. «;, is the coefficient which estimates
the dynamic effect of the model and 3 is the coefficient for the independent
variables to be estimated. To capture the effects of financial reforms, a dummy
variable was introduced which takes the value of 1 from the year when a partic-
ular country introduced reforms going forward or zero otherwise. The estimated
model which captures the effect of financial reforms for SADC then becomes:

Vit = B +ait¥it—1+ 1BCPy + . DCs v + B3 LL; ¢+ + B4GEX,; . (6)
+B5CPI;; + BsTO; ¢ + B, RINT; s + BgFR; ¢ + €54
t=1,2...T;i=1,2....N

Where FR is a dummy variable which take a value of 1 from the year a
country introduced financial reforms and going forward, or zero otherwise. The
dummy is also interacted with all the proxy variables for financial development.
The resultant interactive dummy variable represented financial development in
the post liberalisation /reform period as follows:

7.91'715 = BO + aiytﬁiyt_l + BQGEXiyt + BgCPIiyt + B4T0i,t + BE,RINTi,t (7)
+B6(FRi,t * BCByt) -+ B7(FR1'¢ * Dci,t) —+ Bg(FRi,t * LLi,t)Ei,t
t=1,2...T;i=1,2....N

3.3 Causality Tests

After estimating the regression models, the study carries out panel Granger
causality tests to establish direction of causality between economic growth and
financial development. Following Caporale et al,, (2009), the set of equation for
testing the causality is shown in Equation (8).

N N
7.9“ =op + Zn:l Oé?ﬁi(t_j) + Zn:l B?FDz(t—n) + Uit (8)

N J
FD“ = Qp + Zn:l Oé?FDi(t_k) + Zn:l B?ﬁz(t—n) =+ Ut

with n € N* and w,;; i.i.d.

Equation 11 is an autoregressive (AR) model that can be converted into an
AR (2) by setting N equal to two. A panel test for Granger causality test the
significance of 3; = 8,= 0 using a x? with two degrees of freedom. To establish if
there is a long-run linkage between financial development and economic growth,
this study tests the restriction 5, + 3,= 0, under the null hypothesis that there
is no long-run effect (Caporale et al., 2009).
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4 Empirical Results

This section presents results of empirical estimations performed in this study.
Table 2 shows the panel unit root test results of the variables in this study.
All variables except for Bank Credit to Private Sector are stationary in levels.
Variables are stationary at level mainly because variables are in ratios or in
percentages, which reduction makes them stationary. Furthermore, some of the
variables are growth rates which technically are as good as differenced. Bank
Credit to Private Sector is, however, stationary after first differencing.

4.1 Generalised Methods of Moments Results

Table 3 presents GMM estimation results across three models. Each model
has a different variable for measuring financial development. The estimations
retain the same instruments for each model with the only change being on the
respective proxy variable for financial development

Domestic Credit

Results of the GMM estimations show that Domestic Credit has a negative,
statistically insignificant, relationship with economic growth (Modell). The
negative sign implies an inverse relationship between domestic credit and eco-
nomic growth. The results are consistent with findings by Phakedi (2014) and
Le Roux & Moyo (2015). Le Roux & Moyo (2015) in a paper on financial lib-
eralisation and economic growth in the SADC find out that domestic credit to
private sector is negatively related to GDP. The negative relationship between
credit and economic growth is also not uncommon in studies for other regions.
Samargandi, Fidrmuc and Ghosh (2014) found that financial development has
an adverse effect on economic growth in Middle Income Countries, consistent
with Arcand, Berkes and Panizza (2012).

The negative sign between domestic credit and economic growth can be ex-
plained by the possibility of crowding out of credit to private sector by credit to
government in SADC countries. Most credit in SADC countries could be going
to non-productive sectors through government borrowing to finance consump-
tive activities. The negative relationship reflects distortions in the credit supply
process (Gregorio and Guidotti 1991), inefficiencies in credit allocation (Allen
and Ndikumana 1998) and cross-country heterogeneity and higher volatility of
business cycles (Loayza and Ranciere 2006). Increase in credit to consumptive
activities have a tendency to increasing imports, especially given production con-
strains in most SADC countries, which hurts growth. In addition, SADC coun-
tries are also susceptible to business volatility emanating from various sources
including, internal conflicts (Zimbabwe, Mozambique, DRC, Angola); global de-
velopments (South Africa, Botswana) and internal economic instability, which
affects currency and production.

Liquid Liabilities

In model 2, Liquid Liabilities has a positive, statistically insignificant, rela-
tionship with economic growth. The positive sign, however, is in line with Allen
and Ndikumana (1998), Phakedi (2014) and Petkovski and Kjosevski (2014).
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Allen and Ndikumana (1998) found a positive and significant relationship be-
tween economic growth and the size of the financial sector in Southern African
countries. Phakedi (2014) obtained mixed results for SADC with money supply,
exhibiting a positive effect under the Fixed Effects Model, but negative under
GMM estimation. Petkovski and Kjosevski (2014) argued that any positive
relationship is consistent with theory presented by Shaw (1973) that savings de-
posits increase as the financial system expands and helps growth by facilitating
economic activity. Such a result would be consistent with the idea that money
supply helps growth by facilitating economic activity (Caporale et al., 2009).
Although insignificant, the positive sign could imply that money supply has
potential to drive growth in SADC, assuming the money supply growth is not
excessive to push up inflation, especially with existing production constraints in
some SADC countries.

Bank Credit to Private Sector

Bank Credit to Private Sector has a negative and significant impact on eco-
nomic growth. Implicitly, the result is suggesting that banking sector credit to
the private sector has an adverse effect on growth in SADC. This unexpected
result is in line with Allen and Ndikumana (1998) who observed that regressions
with annual data produced negative coefficients on credit provided by banks in
SADC. The negative relationship between credit and economic growth is also
not uncommon in other studies. Arcand et al., (2012), found a negative rela-
tionship as the level of credit to the private sector approaches GDP levels. The
result is also consistent with findings by Petkovski and Kjosevski (2014) and
Caporale et al., (2009).

There are possible explanations for the negative relationship between bank
credit to private sector and economic growth. First, there is a possibility that
credit extended to the private sector by banks in some countries resulted in
non-performing loans (Cojocaru, Hoffman & Miller, 2013). There are SADC
countries that recorded high non-performing loans over the period under study,
including Zambia 26% in 2000 and 23.6% in 2001; Tanzania 25.2% in 1999;
Mozambique 23.4% in 2001 and Madagascar 19.6% in 2002 (World Development
Indicators, 2015). Non-performing loans discourages financial institutions from
lending and this impact negatively on economic growth (Romer, 2012). Sec-
ondly, the allocation of credit to private sector also has an impact on growth.
Where credit is directed to non-productive private sectors, it does not drive pro-
duction or economic growth. Beck, Biiyiikkarabacak, Rioja and Valev (2012)
postulated that credit to enterprises has a correlation with economic growth,
and credit to households has no correlation to economic growth. Credit exten-
sion to the private sector in the SADC countries was probably crowded out by
credit to the household sector, which normally goes towards financing final con-
sumption (Phakedi 2014). Third, the negative relationship between bank credit
to private sector and economic growth could be a result of a number of banking
crises that countries experienced. Petkovski & Kjosevski (2014) put forward
this argument for countries in Central and South Eastern Europe, having been
affected by banking crisis in the 1990s, 2008 and 2010. A number of SADC
countries also had banking crises.
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Control Variables

Lagged GDPPC has a positive impact on economic growth, which is indica-
tive of self-propelling growth that is dependent on previous period levels. Gross
Fixed Capital Formation has an expected positive effect on growth consistent
with Shaheen, Awan Waqas, and Aslam (2013). The results are contrary to the
findings by Mbulawa (2015) where gross fixed capital formation was found to
have had a detrimental effect on growth in SADC. The Consumer Price Index
(CPI) has a negative effect on growth, confirming the a priori expectation. The
results are in line with Bittencourt, van Eyden & Seleteng (2015), who find
that inflation not only reduces economic activity in the SADC region, but also
weakens the institutional framework conducive to a stable macroeconomic envi-
ronment. Real Interest Rate has a negative effect on growth due to its impact
on income distribution, costs, inflation and level of demand in the economy,
consistent with Odhiambo (2011). Trade openness significantly supports eco-
nomic growth in SADC, a result in line with Mbulawa (2015). As the countries
in SADC open their economies for trade, the rate of growth increased signifi-
cantly. Government expenditure has a negative effect on GDP, as government
spending directed at non-productive expenditures could have a negative effect
on economic growth (Gorlach & Le Roux, 2013). The negative effect of gov-
ernment expenditure is supported by Le Roux & Moyo (2015) and Misati &
Nyamongo (2012).

4.2 Panel Fixed Effects Results

This study runs Panel Ordinary Least Squares (OLS) estimations with Fixed
and Random Effects as robust checks for the GMM estimates. Panel Ordinary
Least Squares (OLS) estimations involve running both Random Effects and
Fixed Effects. Fixed effects model controls for, or partial out, the effects of
time-invariant variables with time-invariant effects (Williams, 2015). In the
random effects model, the individual-specific effect is a random variable that
is uncorrelated with the explanatory variables (Torres-Reyna 2007). The study
conducted Hausman-Test in order to ascertain between fixed and random effects,
by testing the consistency of the random effects model (Gujarati & Porter, 2009).
The Hausman tests indicate that Fixed Effects are acceptable to Random Effects
for all the models (Table 4). Fixed Effects assumes that certain attributes within
the individual may impact or bias the predictor or outcome variables and we
need to control for this. Table 5 shows the results of panel estimations with Fixed
Effects. The results of panel estimations with Fixed Effect confirm outcomes
of the GMM estimations. Domestic credit now has a negative and significant
effect on economic growth, consistent with the results of GMM estimates. Liquid
Liabilities shows a negative and significant effect of liquid liabilities on growth,
a result that is contrary to the positive effect obtained under GMM estimation.
The reason for the variation could be difficult to ascertain except to note that
the sign of the coefficient for Liquid Liabilities is now consistent with those
of other proxy variables. Banking Sector Credit to Private Sector’s coefficient
remains negative under both estimations.

13



4.3 Financial Reforms and the Finance-Growth Nexus in
SADC

The study also tests the effects of financial reforms on the finance —growth
relationship in the SADC region. Results in Table 6 show that the dummy for
financial reforms variable is not significant across all the measures of financial
development. The results suggest that financial reforms have no effect on growth
in the SADC region. The dummy variables are, however, negative suggesting
that financial liberalisation is adverse to economic growth, indicative of growth
reducing reforms. When the dummy variable is interacted with the measures of
financial development, to test effects of post liberalisation financial development
on growth, the dummy, however, causes coefficients for Domestic Credit and
Liquid Liabilities to be positive. The implication is that in the post liberalisation
period expansion in domestic credit and liquid liabilities supported on growth in
SADC. The deduction from the results could be that financial reforms managed
to remove restrictions and impediments that were inhibiting development of
financial systems of SADC countries. The positive result is in line with findings
by Le roux and Moyo (2015).

Given the negative relationship between credit and growth in SADC ob-
tained earlier, the result could, however, be suggesting that financial reforms
yielded limited effects on growth. The result may be indicating the inadequa-
cies of the reforms implemented in sustainably driving growth, suggesting that
liberalisation alone is not enough for finance to drive growth. Inherently, the
financial sector is dynamic and requires continuous reforms in the sector. The
dummy and interacted dummy variables remain insignificant, possibly implying
a weak impact of financial reforms. The success of financial liberalisation in
SADC could have been limited by other dependent factors, such as, the lack of
well-established and secure property rights and sound regulatory framework to
monitor the financial system (Romer, 2012).

The financial reforms dummy and interactive dummies did not change the
impact of financial development, specifically domestic credit and bank credit
to private sector, except for liquid liabilities, on growth. These results could
suggest that financial reforms are a necessary, but not sufficient condition for
finance-growth analysis.

5 Panel Granger Causality Results

FEmpirically, the nature of a relationship between financial development and
economic growth in the SADC region is not exhaustive in establishing a causal
relationship. Causality tests need to be performed to ascertain the direction of
causality between financial development and economic growth. Causality tests
in this study were done on a panel Autoregressive Model of order 2, using GMM
estimation. Tests were done using the Wald-test Chi Square statistic, under the
null hypothesis that the coefficients are individually (for the short run) or jointly
(for the long run) equal to zero. The results are presented in Tables 7, 8 and
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9. Granger causality between Domestic Credit and real GDP per capita runs
from GDP to credit and is only in the short run (Table 7). There is no long run
causality between the two variables. Table 8 shows that there is no causality,
in either way, between Liquid Liabilities and Real GDP per capita both in the
short or long run. In Table 9 empirical results suggest bidirectional causality
between Real GDP per capita and Bank Credit to Private Sector. The long
run relationship is positive when causality is running from Real GDP PC to
Bank Credit to Private Sector and it becomes negative when causality reverses.
Overall, the Granger causality tests using Wald tests suggest that causality
generally runs from growth to financial development and the long run causality
relationship is positive. Supply leading causality exists only under Bank Credit
to Private Sector.

Overall, panel Granger causality shows bidirectional causality between fi-
nancial development and economic growth. Causality is, however, strong and
significant when running from economic growth to financial development. As
such, a strong demand following causality was confirmed. The demand following
causality relationship is highly expected for SADC countries given that the fi-
nancial sectors of most countries have limited depth and efficiency, and countries
experience high levels of financial exclusion when compared to other countries.
Financial innovation such as microfinance and mobile money, though they are
reducing financial exclusion, remains weak to drive growth in the financial sec-
tors. The weak effects of financial development on growth in SADC support the
‘demand-following finance’ hypothesis in line with (Aziakpono, 2004). Demand
following causality is also supported by the fact that growth in most Southern
African countries has mainly been driven by commodities and natural resources
(AfDB, 2013). As such, when economies grow, they pull with them financial
systems.

Whilst there are no studies that have attempted on establishing direction of
causality between financial development and economic growth for SADC as a
region, causality tests carried out for some individual countries have effects that
could support results of this study. For example, Sunde (2012) found a bidirec-
tional relationship in South Africa and Namibia; Odhiambo (2010) found uni-
directional causal flow; Tyavambiza and Nyagara (2015) found a supply leading
causality effect in Zimbabwe; Aziakpono (2004) found demand following finance
in Botswana and Akinlo and Egbetunde (2010) a demand following in Zambia
and evidence of bidirectional relationship between financial development and
economic growth in South Africa.

6 Conclusions and Recommendations

The study empirically tests the relationship between financial development and
economic growth for the SADC countries using GMM and Panel Fixed Effects
estimations. Empirical evidence shows an inverse relationship between financial
development and economic growth indicating that financial development does
not support or is adverse to economic growth in SADC. Financial reforms were
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found to be insufficient to drive growth. Bidirectional causality between finan-
cial development and economic growth was established. Causality is, however,
strong when running from economic growth to financial development and weak
when running in the opposite direction. Although the results are consistent
with findings by Phakedi (2014), Allen & Ndikumana (1998) and Le Roux and
Moyo (2015), they are not consistent with a priori expectations. In comparison
with other studies in the Sub Saharan Africa, the results of this study are con-
sistent with Egbetunde and Akinlo (2014) and Ngongang (2015). Egbetunde
and Akinlo’s (2014) results indicted a negative impact of financial development
on economic growth in the Sub-Saharan region. Ngongang, (2015) found that
financial development has a weak effect on economic growth.

Possible explanations for these study findings are fourfold. Firstly, the weak
effect of financial development on economic growth is mainly due to under-
developed financial systems that hinders growth (Ngongang, 2015). Under-
developed financial system results in low credit levels, poor institutional struc-
ture and lack of depth and access to finance (financial exclusion) which retards
growth. Under-developed financial sector and high levels of financial exclu-
sions limit financial depth and efficiency, which is supposed to sustainably drive
growth. The FinMark Trust survey report (2013) indicates the SADC coun-
tries have high levels of financial exclusion. Whilst there have been a number
of initiatives to enhance development financial systems in SADC, focus has
been mainly toward increasing financial inclusion. Weak institutions, inade-
quate infrastructure, lack of sustainable resources to support financial inclusion
initiatives hinder development of financial sectors in most countries.

Secondly, inefficiencies in the financial intermediation process, especially
crowding out of credit in some SADC countries, may have contributed to the
outcome. Generally, government debt or borrowing crowds-out the private sec-
tor in most SSA countries (Mbate, 2013). As such, credit in these countries is
not entirely supporting productive activities. Furthermore, in countries that ex-
perience economic and internal conflicts (for example, Zimbabwe, Mozambique,
Zambia, Madagascar, Angola and DRC, among others) credit is normally chan-
nelled towards financing such conflicts or resolutions of the crisis/conflicts.

Thirdly, most, if not all, countries in SADC managed to implement financial
reforms, mostly through liberalisation of the financial sector. These reforms
may not have been adequate or lacked support, such as well functioning institu-
tions, regulations and monitoring mechanism, for them to be effective. Besides,
financial development is highly dynamic and countries need to implement reg-
ular reforms. Financial innovation through mobile money is signalling to be a
key determinant in enhancing financial development in SADC. Lack of adequate
resources to fully embrace it across all the people could be dragging its impact
on growth. The initiatives are probably too recent to have caused major shifts
in the finance-growth effect. Related to that, although not empirically tested,
perhaps traditional drivers of growth in SADC countries, such as, resources and
tourism, are still overpowering or remain the transmission channels for impact of
the financial sector on growth. A fourth possible explanation, though not empir-
ically tested, is that the results could still be affected by country heterogeneity
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despite the use of models which control for country heterogeneity. Countries in
the SADC region are highly heterogeneous, especially in their financial sector.
Phakedi (2014) obtained mixed results for individual SADC countries despite
using estimation methods that address cross-sectional dependence among coun-
tries.

Given a negative relationship between growth and finance in SADC, it is
difficult to prescribe recommendations to prop up either of the two as it would
imply a decline in one or the other. Despite this, there is a need to address the
underlying structural issues in financial systems of SADC countries, which may
be contributing to the negative relationship. Firstly, the countries in SADC
need to put in place measures to develop their financial sectors and enhance
their depth and efficiency whilst addressing challenges of limited access. The
authorities or banking institutions should promote access to credit to the pri-
vate sector in order to enable this sector to finance investments in expanding its
productive capacity for future production and growth. An improvement in the
performance of the financial system in the sub-region is indispensable in order
for financial development to stimulate growth. Improvement is achieved through
a number of ways: strengthening of weak financial systems and institutions; re-
solve the institutional and structural problems in their economies; and make use
of cross-border financial institutions where appropriate. Furthermore, smaller
countries in the SADC region with underdeveloped financial systems need to
strengthen their financial regulation and improve the financial and regulatory
infrastructure.

SADC countries need to enhance the process of credit allocation through
tight regulation of credit, and promoting competition in the banking sector.
SADC countries should promote alternative delivery channels when providing
financial services, such as mobile and agency banking. Given the heterogeneity
among SADC countries and the varying levels of financial development, the
region should promote financial integration in order to enhance development of
underdeveloped financial systems through spatial spill-over gains. Further to
that, given a strong demand-following causality between finance and growth it
is recommended that pro-growth policies should be intensified so that growth
subsequently pulls with it financial development.

References

[1] Arcand, J-L., Berkes, E. & Panizza, U. 2012, “Too much finance?” IMF
Working Paper WP/12/161, International Monetary Fund, Washington,
D.C.

[2] AfDB. 2013. ‘Main drivers of Africa’s economic performance’.
http://www.afdb.org/

[3] Akinlo, A.E. & Egbetunde, T. 2010. ‘Financial development and economic
growth: The experience of 10 Sub-Saharan African countries revisited’, The
Review of Finance and Banking, (21): 17-28.

17



[4]

[15]

Allen, D.S. & Ndikumana, L. 1998. ‘Financial intermediation and economic
growth in Southern Africa’, Federal Reserve Bank of St. Louis. Working Pa-
per 1998-004B, USA. [online] http://research.stlouisfed.org/wp/1998/98-
004. pdf

Allen, F., Otchere, I. & Senbet, L.W. 2011. ‘African financial systems: A
review, Review of Development Finance’, Science Direct, Review of Devel-
opment Finance. [online] www.sciencedirect.com

Ang, J. 2008. ‘A survey of recent developments in the literature of finance
and growth’, Journal of Economic Surveys, 22(3): 536-576.

Ang, J.B. 2007. A survey of recent developments in the literature of fi-
nance and growth. Monash University, Discussion Paper 03/07. [online]
http://www.buseco.monash.edu.au/eco/ research/papers/ 2007/0307sur-
veyang.pdf

Aziakpono, M.J. 2004. Financial development
and economic growth in Southern Africa. [online]
http://www.oecd.org/site/devsa2004/30225204.pdf

Beck, T., Bu"yu kkarabacak, B., Rioja, F.K. & Valev, N.T. 2012. ‘Who
gets the credit? And does it matter? Household vs. firm lending across
countries’, The BE Journal of Macroeconomics, 12 (1).

Bittencourt, M., van Eyden, R. & Seleteng, M. 2015. Inflation and Eco-
nomic Growth: Evidence from the Southern African Development Com-
munity’, South African Journal of Economics, 83: 411-424.

Bumann, S., Hermes, N. & Lensink, R. 2012. Financial liberalisation and
economic growth: A meta-analysis, technical report. London: EPPI-Centre,
Social Science Research Unit, Institute of Education, University of London.

Caporale, G.M., Rault, C., Sova, R. & Sova, A. 2009. Financial develop-
ment and economic growth: Evidence from ten new EU Members. [online]
http://www.brunel.ac.uk/  data/ assets/pdf file/0014,/82130/0937.pdf

Chowa, W.W. & Fung, M.K. 2013. ‘Financial development and growth: A
clustering and causality analysis’, The Journal of International Trade &
Economic Development, 22(3): 430-453.

Cojocaru, L., Hoffman, S.D. & Miller, J.B. 2013. Financial de-
velopment and economic growth in transition economies: New
empirical  evidence from the CEE and CIS countries. [online]
http://www.lerner.udel.edu/sites/default /files/ECON /PDFs/RePEc
/dlw/WorkingPapers/2011/UDWP2011-22 0.pdf

Furopean Commission. 2008. Financial services provision and prevention
of financial exclusion, European Union.

18



[16]

[17]

[18]

[28]

[29]

[30]

Ghirmay, T. 2004. Financial development and economic growth in Sub-
Saharan African countries: FEwvidence from time series analysis. African
Development Bank.

Goldsmith R.W. 1969. Financial structure and development New Haven,
CT: Yale University Press.

Gorlach, V.I. & Le Roux, P. 2013. ‘The impact of economic freedom on
economic growth in the SADC: An individual component analysis’, FRSA
Working Paper, No. 327.

Gujarati, D.N. & Porter, D.C. 2009. Basic econometrics. 5th edition. Sin-
gapore: McGraw-Hill.

Hicks, J.A. 1969. Theory of economic history. Oxford: Clarendon Press.

Kagochi, J.M., Nasser, O.M. & Kebede, E. 2013. ‘Does financial develop-
ment hold the key to economic growth? The case of Sub-Saharan Africa’,
The Journal of Developing Areas, 47 (2): 61-79.

Kara, M., Nazloolu, S. & Adwr, H. 2010. ‘Financial development and eco-
nomic growth nexus in the MENA countries: Bootstrap panel granger
causality analysis’, Economic Modelling, 28(2011): 685-693.

Kasekende, L., 2010. ‘Developing a sound banking system in sub-Saharan
African countries’. African finance in the 21st century, Basingstoke: Pal-
grave Macmillan, pp.63

King, R.G. & Levine, R. 1993. ‘Finance, entrepreneurship and growth -
theory and evidence’, Journal of Monetary FEconomics, 32: 513-542.

KPMG. 2014. ‘Financial services in Africa’. www.kpmgafrica.com.

Lartey, E.K.K. & Farka, M. 2011. ‘Financial development, crisis and
growth’, Applied Economics Letters, 18(8): 711-714.

Lawrence, P. & Longjam, I.  2003. ‘Financial liberalisa-
tion in India: Measuring relative progress’, Keele FEconomics
Research Papers, 2003/08, http://citeseerx.ist.psu.edu/view

doc/download?doi=10.1.1.10.3293&rep=repl&type=pdf

Le Roux, P. & Moyo, C. 2015. ‘Financial liberalisation and
economic growth in the SADC’, Fconomic Research South-
ern  Africa (ERSA) http://www.econrsa.org/system/files /publi
cations/working papers/working paper 516.pdf

Levine, R. 2005. Finance and Growth: Theory and FEvidence. Chap-
ter 12. Handbook of Economic Growth, Vol. 1A. Elsevier, B.V. DOI:
10.1016/S1574-0684(05) 01012-9

Lewis, W.A. 1995. The theory of economic growth. London: Allen & Unwin.

19



[31]

[32]

[33]

Loayza, N. & Ranciere, R. 2006. ‘Financial development, financial fragility,
and growth,” Journal of Money, Credit and Banking, 38(4): 1051-1076.

Lucas, R.E. 1988. ‘On the mechanics of economic development’, Journal of
Monetary Economics, 22(1): 3-42.

Maskay, B.K. 2012. Three essays on financial development. Unpublished
PhD dissertation. University of Kentucky: College of Business and Eco-
nomics.

Maimbo, S., Saranga, T. & Strychacz, N. 2010. ‘Facilitating cross-border
mobile banking in Southern Africa’, Economic Premise, No. 26, World
Bank.

Mankiw, N.G. 1995. ‘The growth of nations’, Brookings Paper on Economic
Activity 1(1995): 275-326.

Mbate, M. 2013 ‘Domestic debt, private sector credit and economic
growth in Sub-Saharan Africa’, African Development Review, 25: 434-446.
DOI: 10.1111/1467-8268.12040.

Mbulawa, S., 2015. ‘Determinants of Economic Growth in Southern Africa
Development Community: The Role of Institutions’. Applied Economics
and Finance, 2(2), 91-102.

McKinnon, R.I. 1973. Money and capital in economic development. Wash-
ington, DC: Brookings Institution.

Michalopoulos, S., Laeven, L. & Levine, R. 2013. Fi-
nancial innovation and endogenous growth. [online]
https: //www.sss.ias.edu/files/papers/econpaper97.pdf.

Misati, R.N. & Nyamongo, E.M. 2012. ‘Financial liberalization, financial
fragility and economic growth in Sub-Saharan Africa’, Journal of Financial
Stability, 8(3):150-160.

Moyo. J., Nandwa, B., Oduor, J. & Simpasa, A. 2014. Fi-
nancial sector reforms, competition and banking system stability in
Sub-Saharan Africa, New Perspectives. [online] https://www. imf.
org/external /np/seminars/eng/2014/lic/pdf/Moyo.pdf

Modigliani, F. & Miller, M.H. 1958. The cost of capital, corporation finance
and the theory of investment, American Economic Review, 48: 261-297.

Morgan, P. 2010. ‘The Role of Financial Innovation in Economic Growth,
Asian Development Bank Institute’;, ADBI-OECD Roundtable on Innova-
tion for Balanced and Sustainable Growth, Tokyo, 24 November..

Mowatt, R. (n.d). Prospects for financial sector reform in the context of
regional integration in SADC. Johannesburg: University of the Witwater-
srand.

20



[45]

Ngongang, E. 2015. ‘Financial development and economic growth in Sub-
Saharan Africa: A dynamic panel data analysis, Furopean Journal of Sus-
tainable Development, 4(2): 369-378.

Nyasha, S. & Odhiambo, N.M. 2014. ‘Bank-based financial development
and economic growth’, Journal of Financial Economic Policy, 6(2): 112-
132.

Odhiambo, N.M. 2014. ‘Financial systems and economic growth in South
Africa: A dynamic complementarity test’, International Review of Applied
Economics, 28(1):83-101.

Odhiambo, N.M. 2011. The impact of financial liberalisation in develop-
ing countries: Fxperiences from four SADC countries. Organisation for
Social Science Research in Eastern and Southern Africa (OSSREA). [on-
line] http://www.ossrea.net/publications/ images/stories/ossrea/impact-
financial-liberalisation-dev-countries.pdf

Odhiambo, N.M. 2008. ‘Financial depth, savings and economic growth in
Kenya: A dynamic causal linkage’, Economic Modelling, 25:704-713.

Pan, H. and Wang, C., 2013. ‘Financial development and economic growth:
a new investigation’. Journal of Economic Development, 38(1), p.27.

Patrick, H.T. 1966. ‘Financial development and economic growth in under-
developed countries’, Economic Development and Cultural Change, 14:174-
189.

Phakedi, M. 2014. Financial sector development and economic growth in
SADC. A research paper to be submitted to the Committee of Cen-
tral Bank Governors in SADC, South African Reserve Bank. [online]
https: //www.sadcbankers.org

Rajan, R.G. & Zingales, L. 1998. ‘Financial dependence and growth’, Amer-
ican Fconomic Review, 88: 559-586.

Petkovski, M. & Kjosevski, J. 2014. ‘Does banking sector development pro-
mote economic growth? An empirical analysis for selected countries in
Central and South Eastern Europe’, Economic Research-Ekonomska Is-
trazivanja, 27(1): 55-66.

Robinson, J., 1952. ‘The Generalization of the General Theory’, In: the
Rate of Interest and Other Essays, London: MacMillan.

Romer, D. 2012. Advanced macroeconomics. 4th edition. New York: Mc-
GrawHill.

Sahay, R., Eihdak, M., N’Diaye, P., Barajas, A. 2015. ‘Rethinking financial
deepening: Stability and growth in emerging markets’, IMF Staff Discus-
sion Note, SDN/15/08, IMF.

21



[58]

Samargandi, N., Fidrmuc, J. & Ghosh, S. 2014. Is the relationship between
financial development and economic growth monotonic? Evidence from
a sample of Middle-income countries. CESifo Working Paper Series, No.
4743. http:/ /ssrn.com /abstract=2434445.

Schaffnit-Chatterjee, C. 2013. Sub-Saharan Africa: A bright spot in spite
of key challenges. Frankfurt am Main, Germany: Deutsche Bank AG DB
Research.

Schumpeter, J.A. 1911. The theory of economic development. Cambridge,
MA: Harvard University Press.

Schoombee, A. 2011. Access to formal banking services in SADC (2000-
2009). Paper read at the 2011 Biennial Conference of the Economic Society
of South Africa. University of Stellen-bosch, 5-7 September.

Shaw, E.S. 1973. Financial deepening in economic development. London:
Oxford University Press.

Shaheen, S., Awan, M.S., Waqas, M. & Aslam, M.A. 2011. Financial de-
velopment, International trade and economic growth: Empirical evidence
from Pakistan. Romanian Journal of Fiscal policy, 2(2): 11-19.

South African Institute of International Affairs (2015). Regional eco-
nomic integration in SADC, current status of key economic indicators
— Regional FEconomic Trends. [online] http://www.saila.org.za/special-
publications-series/615-sadc-business-barriers-current-status-of-key-
economic-indicators-regional-economic-trends/file

Sunde, T. 2012. ‘Financial sector development and economic growth-nexus
in South Africa’, International Journal of Monetary Economics and Fi-
nance, Vol. Interscience Enterprises, Ltd. pp. 64-75.

Tswamuno, D.T., Pardee, S. & Wunnava, P.V. 2007. ‘Financial liberali-
sation and economic growth: Lessons from the South African experience’,
International Journal of Applied Economics, 4(2): 75-89.

Tyavambiza, T. & Nyangara, D, 2015. ‘Financial and Monetary Reforms
and the Finance-Growth Relationship in Zimbabwe’, International Journal
of Economics and Financial Issues, 5(2): 590-602.

World Economic Forum. 2012. The financial development report 2012,
https: //www.weforum. org/reports/financial-development-report-2012/

Zhuang, J., Gunatilake, H., Niimi, Y., Khan, M.E., Jiang, Y., Hasan, R.,
Khor, N., Lagman, A., Martin, P.B. & Huang, B. 2009, Financial sector
development, economic growth, and poverty reduction: A literature re-
view, ADB Economics Working Paper No. 173. Asian Development Bank.
Manila.

22



Table 1: Financial depth and efficiency in SADC countries (2011)

Bank Domestic i
Bank Bank Credit to . Bank Assets
branches per . . credit to |
100,000 Conceotratlo deposﬂg to Gvt tg) private sector to ktota
adults n (%) GDP (%) | GDP (%) (% of GDP) bank assets
(2009)
Angola 10.5 70.5 29.8 10.0 21.1 57
Botswana 8.6 70.1 38.4 2.2 27.5 66
DRC - 56.6 - 0.4 6.6 -
Lesotho 3.2 100.0 33.6 4.1 14.7 -
Madagascar 14 93.1 16.6 3.2 11.0 100
Malawi 11 87.5 26.3 6.7 19.8 30
Mauritius 21.3 49.6 89.8 18.1 91.5 52
Mozambique 3.6 83.2 32.6 11.4 24.3 100
Namibia 7.1 83.4 62.5 10.4 48.5 40
Seychelles 37.2 - 54.5 18.0 26.0 27
South Africa 10.7 77.7 59.1 12.0 144.7 22
Swaziland 7.2 100.0 27.9 3.9 27.2 88
Tanzania 19 50.9 26.7 7.3 17.8 78
Zambia 4.4 53.0 9.2(2009) 8.4 12.3 100
Zimbabwe - 68.8 28.9* 0.4* 25.9% -
Source: World Bank GFDD (2013); *Reserve Bank of Zimbabwe
Table 2: Panel Unit Root Tests at Level
Variable Levin, Lin & Im, Persaran and | ADF-Fisher PP-Fisher
Chu Shin W-state Chi-Square | Chi-Square
Bank Credit to Private Sector (BCP) 0.78716 1.85714 24.7337 20.6174
to GDP
First Difference BCP 9.95172 *** -10.9436*** 170.364*** 277 .427***
Consumer Price Index (CPI)-Inflation 4.32753 -4.18841** 87.4226*** | 95.3842***
Domestic Credit (DC) to GDP -1.71063*** -1.66284*** 48.8233*** 47.2156™*
Gross Fixed Capital Formation -2.90409*** -3.13366*** 54.0280*** 66.6563***
Government expenditure to GDP -4.01101*** -3.96590*** 72.1170*** 69.2745***
Real GDP growth -6.08881*** -6.36778*** 97.9346*** 187.059***
Real GDP Per Capita growth -6.16933*** -6.49791*** 100.094*** 189.686***
Liquid Liabilities (Money Supply) to -2.10333*** -1.59087** 50.2759*** 51.8866**
GDP
Population -9.65610*** -9.84657*** 158.018*** 46.1173**
Real Interest Rate to GDP -4.08807 *** -4.91383*** 82.7977*** 108.684***
Trade Openness -3.58490*** -2.81906*** 54.1696*** 46.4778*

t-statistic; ***. ** * stationary at 1%, 5% and 10% levels respectively
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Table 3: GMM Estimation with Real GDPPC as the Dependent Variable

Variable

Model 1

Model 2

Model 3

Constant

0.799735 (0.3217)

0.632432(0.4117)

0.716392(0.3530)

Growth in GDPPC(-1)

0.280992(0.0001)***

0.288027(0.0000)***

0.364407(0.0000)***

Domestic Credit

-0.001446(0.7804)

Liquid Liabilities

0.006773(0.5892)

Bank Credit to
Private Sector

-0.211102(0.0980)*

Gross Fixed Capital
Formation

0.008241(0.7986)

0.008129 (0.7967)

0.002571(0.9385)

Consumer Price Index
-CPI (Inflation)

-0.001187 (0.1897)

-0.001042 (0.2565)

-0.000858(0.3056)

Real Interest

-0.029711(0.0002)***

-0.030406 (0.0002)***

-0.026243(0.0022)***

Trade Openness

0.015542(0.0234)"**

0.014928(0.0293)"*

0.016528(0.0199)**

Government

Expenditure -0.032668(0.4111) -0.036591 (0.3425) -0.035978(0.3690)
R- d 0.195207

R-squared 0183120 | R-squared  0.196595 | Aq'koquared  0.180421

Diagnostic tests Adj R-squared 0.168716 | Adj R-squared 0.182429 | j cirictic 0.548253

J-statistic 0.573289

J-statistic 0.139388

Coefficient (t-statistic probability); ***; **; * stationary at 1%, 5% and 10% levels respectively

Table 4: Hausman Tests

Variable Chi-Sg. | Chi-Sqg. | Prob. | Decision
Statistic | d.f.

Model 1 15.3107 6 | 0.0180

Domestic Credit as Financial Development Fixed Effects

Model 2 17.2466 6 | 0.0084 Fixed Effects

Liquid Liabilities as Financial

Development

Model 3 19.4632 6 | 0.0005

Bank Credit to Private Sector as Financial Fixed Effects

Development
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Table 5: Panel Regressions with Fixed Effects

Variable

Model 1

Model 2

Model 3

Constant

4.5560 (0.0008)"**

4.9349(0.0005)"**

Domestic Credit

-0.0327 (0.0020)***

3.8238 (0.0053)"

Liguid Liabilities

-0.0609 (0.0065)***

Bank Credit to Private
Sector

-0.0361(0.3340)

Gross Fixed Capital
Formation

0.0799 (0.0084)***

0.0849(0.0052)***

0.0805(0.0099)***

Inflation (Consumer
Price Index -CPI)

-0.0004 (0.0134)**

-0.000464 (0.0098)***

-0.0005(0.0134)**

Real Interest

-0.0445 (0.0000)***

-0.0409 (0.0000)***

-0.00442(0.0000)***

Trade Openness

0.0200 (0.0304)**

0.02459(0.0099)***

0.0215 (0.0251)**

Government
Expenditure

-0.2441(0.0000)***

-0.2462(0.0000)***

-0.2700(0.0000)***

R-squared 0.2547 R-squared 0.2457

Adj R-squared 0.2199 R-squared 0.25086 Adj R-squared  0.2092

F-statistic 7.3288 Adj R-squared  0.2159 F-statistic 6.7414

Prob(F- F-statistic 7.1830 Prob(F-statistic) 0.000000
Diagnostic tests statistic)0.000000 Prob(F-statistic) 0.000000

Coefficient (t-statistic probability); ***; **; * stationary at 1%, 5% and 10% levels respectively

Table 6: GMM Estimations with Financial Reforms Dummy and Interactive Dummy

Variable Model 1 Model 2 Model 3

With Dummy With With Dummy | With With Dummy | With

Variable Interactive Variable Interactive Variable Interactive
dummy dummy dummy

Constant 4.878603 5.095025 5.639503* 4.895525 3.907130 3.669221
GGDPPC(-1) 0.250938*** 0.269981*** | 0.245190*** 0.261934*** 0.325032*** 0.332701***
DC -0.002549 - - - - -
LL - - -0.032679 - - -
DBCP - - - - -0.205303 -
GCF -0.034594 -0.034475 -0.033520 -0.037588 -0.028497 -0.035034
CPI -0.000485 -8.55E-05 -0.000544 -0.000313 -0.000478 -0.000201
RINT -0.041318*** | -0.043440*** | -0.040699*** | -0.042813*** -0.029745** | -0.034274**
TO 0.030474 0.024179 0.033317 0.025234 0.046027 0.029767*
GEXP -0.243446 -0.283226* -0.244068* -0.253760* -0.192828 -0.204964
Dum -0.303754 -0.314807 -2.367446 -
DMDC - 0.022873 - - - -
DMLL - - - 0.011735 - -
DMDBCP - - - - - -0.193157

R-squared R-squared R-squared R-squared R-squared R-squared
Diagnostic 0.270702 0.247336 0.270806 0.269316 0.217848 0.265658
tests Adj R- Adj R- Adj R- Adj R- Adj R- Adj R-

squared squared squared squared squared squared

0.228701 0.206067 0.228811 0.229253 0.1709610 0.223753

J-statistic J-statistic J-statistic J-statistic J-statistic J-statistic

7.06E-24 0.383228 2.28E-23 0.072080 1.77E-23 0.182602

Coefficient (t-statistic probability); ***; **; * stationary at 1%,

Note:

5% and 10% levels respectively

1. Dum-Dummy variable taking a value of 1 from the year a country introduces financial reforms (financial
liberalisation) going forward or O otherwise
2. DMDC- interaction between Financial Reforms Dummy and Domestic Credit (representing domestic
credit in the post liberalisation period)
3. DMLL- interaction between Financial Reforms Dummy and Liquid Liabilities (representing liquid liabilities
in the post liberalisation period)
4. DMDBCP- interaction between Financial Reforms Dummy and the Differenced Bank Credit to Private
Sector (representing bank credit to private sector in the post liberalisation period).
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Table 7: GMM Granger Causality test between Real GDPPC and Domestic credit

Dependent Real GDPPC

Dependent Domestic Credit

Variable Coefficient (P-value) Coefficient (P-
value)

C 1.6546(0.0009) C 6.7162(0.0000)
GGDPPC(-1) 0.3007(0.0000) DC(-1) 0.8081((0.0000)
GGDPPC(-2) 0.0954(0.0572) DC(-2) 0.0058(0.9093)

DC(-1) -0.0271(0.1628) GGDPPC(-1) 0.3521(0.0073)
DC(-2) 0.0089(0.6487) GGDPPC(-2) -0.2640(0.0435)
R-squared 0.243844 R-squared 0.942145
Adjusted R-squared  0.208583 Adjusted R-squared  0.939447
J-statistic 2.259700 J-statistic 5.268771
Prob(J-statistic) 0.323082 Prob(J-statistic) 0.071763

Short run | Dc(-1)=Dc(-2)=0 GGDPPC(-1)=GGDPPC(-2)=0
Wald test Chi- 3.211461(0.20007)
square Wald test Chi-square 8.6870(0.0130)
Long run | Dc(-1)+Dc(-2) -0.0182 GGDPPC(-1) + GGDPPC(-2) | 0.0881
Wald test Chi- 2.216355(0.1366)
square Wald test Chi-square 0.3424(0.5584)

Table 8: GMM Granger Causality test between Real GDPPC and Liquid Liabilities

Dependent Real GDPPC Dependent Liquid Liabilities
Variable Coefficient (P-value) Variable Coefficient (P-value)
C 0.8003(0.3581) C 4.6764(0.0000)
GGDPPC(-1) 0.3239(0.0000) LL(-1) 0.8113(0.0000)
GGDPPC(-2) 0.0828(0.1002) LL(-2) 0.0549(0.2813)
LL(-1) 0.0579(0.2549) GGDPPC(-1) 0.0861(0.0953)
LL(-2) -0.0523(0.2970) GGDPPC(-2) 0.0092(0.8570)
R-squared 0.240129 R-squared 0.956805
Adjusted R-squared  0.204695 Adjusted R-squared  0.954791
J-statistic 0.546729 J-statistic 5.320576
Prob(J-statistic) 0.760815 Prob(J-statistic) 0.069928
Short | LL(-1)=LL(-2)=0 GGDPPC(-1)=GGDPPC(-2)=0
run Wald test Chi-square 1.308531(0.5198) Wald test Chi-square 3.486869 (0.1749)
Long | LL(-1)+LL(-2) 0.0056 GGDPPC(-1) + GGDPPC(-2) 0.0953
run Wald test Chi-square 0.050816(0.8216) Wald test Chi-square 2.684731(0.1013)
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Table 9: GMM Granger Causality test between Real GDPPC and Bank Credit to
Private Sector

Dependent Real GDPPC

Dependent Bank Credit to Private Sector

Variable Coefficient (P-value) Coefficient (P-value)
C 1.0267(0.0000) C 0.4946(0.1015)
GGDPPC(-1) 0.2788(0.0000) BCP(-1) -0.0359(0.4631)
GGDPPC(-2) 0.1447(0.0054) BCP(-2) -0.3420(0.0000)
BCP(-1) -0.1293(0.0010) GGDPPC(-1) 0.2988(0.0000)
BCP(-2) -0.0316(0.4049) GGDPPC(-2) -0.1017(0.1163)
R-squared 0.253765 R-squared 0.196672
Adjusted R-squared  0.217559 Adjusted R-squared  0.157697
J-statistic 0.025399 J-statistic 51.09212
Prob(J-statistic) 0.987381 Prob(J-statistic) 0.000000

Short run | BCP(-1)=BCP(-2)=0 GGDPPC(-1)=GGDPPC(-2)=0

Wald test Chi- 11.3484(0.0034)

square Wald test Chi-square 21.8228(0.0000)
Long run | BCP(-1)+BCP(-2) | -0.1609 GGDPPC(-1) + GGDPPC(-2) | 0.1971

Wald test Chi- 8.255268(0.0041)

square Wald test Chi-square 7.39980 (0.0065)
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Figure 1: Observed relationship between finance and growth in SADC
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Data Source: World Development Indicators
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