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Abstract

Africa’s financial system is strongly bank-based and so we investigate whether economic growth,
financial openness and trade openness contribute to the development of the banking sector in the presence
and absence of global financial crisis. The results from PMG/ARDL suggest that banking sector develops
independently of economic growth in lower-middle and high income countries while it develops as
demand for finance increases in low and upper-middle income countries in Africa. Being cautious of
global financial crisis, trade openness is found to be more effective in high and lower-middle income
countries, financial openness is more effective in low income countries and neither is more effective in
upper-middle income countries. We also discover that, in the long run, global financial crisis generally
reduce banking sector development in Africa but not in high income countries however the banking
sectors of lower-middle and low income countries suffer the most from such crisis.

Keywords: Financial Openness, Trade Openness, Banking Sector Development, Global Financial Crisis,
Africa, Income group
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1.0 Introduction
African countries’ financial systems are strongly bank-based (Gries et al., 2014). As such, since the late
1980s, they have been working hard on developing a strong banking sector by adopting banks’

privatization and recapitalization, and strengthening the powers of monetary regulatory agencies (Ibid.).
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Motivated by the recent debate on how trade and financial openness contribute to financial sector
development, this paper investigates whether financial openness and trade openness contribute to the
development of the banking sector in Africa using the theoretical concept of the Simultaneous Openness
Hypothesis (SOH) postulated by Rajan and Zingales (2003).

Rajan and Zingales (2003) argue that developing a sound framework of institutions (such as strengthening
monetary regulatory bodies) without concurrently opening trade and finance is inadequate to foster
genuine financial development. This argument starts with the premise that leading (industrial and
financial) firms in a country see financial sector development as a threat. Industrialists believe that there
is no need for a developed financial sector because they can finance new projects with funds generated by
their businesses and/or borrow from banks based on their reputation or collateral. This arrangement
chokes infant firms that are yet to build such goodwill or collateral assets and they end up selling their
businesses to leading firms or seek support through franchise or dealership. Once the financial system
starts to develop, Rajan and Zingales (2003) state that leading firms become fearful of losing their profits
and market share to infant firms and new entrants. For illustration, if the banking sector demand for
increased disclosure when leading firms ask for loans, this leads to arm’s length transactions which
reduces the relative dealings of and preference given to incumbent industrialists while giving
opportunities to infant firms who can comply with such regulations to source for finance.

Bankers, also, do not see the need for the sector to develop because they enjoy a monopolized
relationship-based arrangement with industrialists (Rajan and Zingales, 2003). They believe that increase
in financial development levels the playing field by cutting down the barriers of entrance into the
financial sector and increasing disclosure rules and regulations (for public consumption) which may
deprive the bankers’ of their competitive advantage. Aside from the loss of competitive advantage, Rajan
and Zingales (2003) explain that when financial development occurs, existing bankers would have to
continuously develop their skills if they want to still be relevant players in the sector. For example,
bankers may have to convert their branches from being service centres to sales centres by training their

staff to become universal employees in order to raise their level of competition.



To have a developed financial sector, the combined openness of product (trade) and capital (finance)
markets is required to persuade incumbents that may not want to support financial development. Rajan
and Zingales (2003) contend that applying trade openness alone may cause infant firms a reduced access
to finance for investment purposes while large firms may be availed abundant loans with low charges and
interest rates (from not only bankers but also from governments) that will end up enhancing their
competitive advantage at the expense of infant firms. Alternately, if financial openness is chosen, larger
and reigning firms would still be the ones to enjoy because they have the resources to tap into foreign
funds thereby blocking infant firms. In the financial sector, existing bankers in the economy may be
intimidated by this move as it may affect their profit making (Baltagi et al., 2007). Rajan and Zingales
(2003) maintain that existing bankers will witness their relationship-based arrangement with industrialists
deplete because the reigning firms would want a slice of the funds the foreign financial sector has to offer.
Thus, Rajan and Zingales’ (2003) posit that SOH, that is simultaneous openness of trade and finance, is
the way to a successful development of a financial sector because it has a win-win feature that will
provide additional sources of funding to both old/large and new/small firms (Hauner and Prati, 2008).
How so is explained in the following paragraphs.

While reigning firms tap into foreign finance (financial openness), old firms on the verge of collapsing
have to comply with non-indulgent disclosure rules and regulations in order to borrow from existing
bankers. As bankers watch their best clients tap into foreign finance, they will seek for new clients among
the new entrants and infant firms. Since they do not have any prior relationship-based interaction with the
new and infant firms, these clients are riskier and bankers will also have to request for compliance with
disclosure requirements and strict contract enforcement. Thus, the new disclosure rules and regulations
creates a levelled playing field for the leading firms, collapsing old firms, infant firms and new firms to
competitively participate in the product market and so also for existing bankers and new bankers in the
financial market (Rajan and Zingales, 2003). It is suffice to mention that financial openness, as argued by
Mishkin (2009), also fosters technology transfer in both the industrial and financial sector in an attempt to

upgrade operational standards and follow international best practices.



Opening trade favours industrialists by allowing them to export their products and compete
internationally. It also triggers demand for new or more sophisticated financial services by industrialists
from existing bankers because of the level of risks associated with foreign competition and external
shocks (Svaleryd and Vlachos, 2002). Opening finance and trade afford domestic existing bankers the
opportunity to compete abroad by opening branches in foreign countries, so as to source for new clients
and better serve their existing clients. Industrial firms may also seek to do the same in the fit of competing
abroad (Rajan and Zingales, 2003).

In the end, although they may reduce the powers of leading firms and existing bankers by yielding
external and new domestic competitors, trade and financial openness will end up compensating leading
firms with profits that are more than what they might lose (Baltagi et al., 2007). Based on this,
government intervention to provide subsidised loans to existing firms in the product and financial market
will reduce or not occur at all (Rajan and Zingales, 2003).

Empirically, Baltagi er al. (2009) concluded that opening up both trade and capital accounts is more
beneficial in developing countries that are relatively closed while opening one without the other may also
foster financial development. Like Hauner and Prati (2008) and Pham (2010), David et al. (2014) found
that trade openness is more important to obtain a higher financial development than financial openness for
sub-Saharan African (SSA) countries. David et al. (2014) argue that even though openness seems to be
positively linked to financial development, the evidence for SSA countries is less clear-cut. Meanwhile,
Onanuga and Onanuga (2016) found that a simultaneous opening of trade and capital contributes to
financial development in Nigeria while an opening of capital without trade in Nigeria does more harm
than good to financial development, vice versa. The conflict between David et al.’s (2014) summation
and Onanuga and Onanuga’s (2016) findings motivated the re-examination of the impact of financial and
trade openness on banking sector development in African countries. To investigate this objective and
based on the argument of David ef al. (2014) that the evidence for SSA countries is less clear-cut, this

study grouped the sample countries based on income levels.



Furthermore, the claim of Pham (2010) that global financial crisis may affect financial development in
addition to financial and trade openness prompt this study to consider how the development of the
banking sector in Africa reacts to financial and trade openness when there is global financial crisis.
During the global financial crisis (2007-2009), the African Development Bank (AfDB, 2009) put forward
an optimistic view that Africa’s banking sector would experience a minimal impact from the crisis due to
four reasons. African countries had the lowest access to foreign finance compared to other developing
countries and the access to foreign finance are regulated by monetary authorities; few African banks had
derivatives portfolio backed by sub-prime mortgages; African banking assets was less than one percent of
the global banking assets; and most African countries (especially these four, South Africa, Algeria,
Nigeria and Egypt (SANE)) had continuously been undertaking bank reforms.

However, N’zue (2010) claims that, empirically, global financial crisis had hit African countries hard and
Africa will continue to suffer from the after-shocks of the crisis because of its lack of financial and skilled
human resources needed for African banks’ bail out. As argued by Murinde (2009), the major reason for
this impact is that African banks are exposed to the contagion effects of the global crisis through foreign
banks with subsidiaries in African economies. Bostwana, Central Africa Republic, Chad, Cote d’ Ivoire,
Equatorial Guinea, Lesotho and Madagascar are some of the countries where foreign ownership of banks
is high and they were vulnerable to the contagion effect (Ashamu and Abiola, 2012). South Africa and
Nigeria, for illustration, were hit by the financial crisis through scarcity of foreign finance and off-shore
credit lines while fragile countries such as Burundi and Liberia were found vulnerable due to their heavy
dependence on concessionary financing (Murinde, 2009).

The impact of the global financial crisis on Africa is not limited directly to banking sector development.
African economies also experienced indirect impacts on its banking sector through shrinks in trade
openness via sharp fall in export volume, prices and revenue (N’zue, 2010). Due to the pressure of the
financial crisis, the line of global credit was tightened by developed countries resulting to decrease in
capital flows, foreign direct investment and economic growth (Balchin 2009). All these negative impacts
could have slowdown the pace of banking sector development in Africa by weakening banks’ balance
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sheets via increase in nonperforming loans and drying up of liquidity (Obiorah 2014). The thread that
runs through is that global financial crisis may affect the contribution of financial and trade openness
towards banking sector development in Africa. This is another objective this study intends to achieve by
introducing a global financial crisis variable in its empirical analysis and considering its short and long
run impacts using the methodology framework suggested by Baltagi et al. (2009). Also, Murinde’s (2009)
finding that the vulnerability of African economies to global financial crisis is not uniform strengthens
this study’s grouping of sample countries by income levels.

Achieving the aforesaid objectives, this study informs policymakers on whether to open capital or trade or
both to increase the level of banking sector development by taking into consideration what action they are
likely to take in cases of global financial crisis if it occurs. This rest of the paper is structured as follows:
second section is on data, models and estimation procedure; the empirical results are interpreted in the
third section; while discussion of findings and the conclusion of the paper are presented in the fourth

section.

2.0 Methodology

2.1 Data

Choosing the measure of banking sector development, we discovered that the measure of private credit as
a share of GDP is the most frequently used proxy for banking sector development (see: Baltagi er al.,
2009, Pham 2010, David et al., 2014). The main reason for its wide use is because the measure depicts the
ease with which industrialists can obtain finance. However, the measure of private credit to GDP captures
only the composition of the asset side of banks’ balance sheet while ignoring the liability side. If the ratio
of deposits to GDP is chosen, it has the shortcoming of capturing only the liability side of banks while
ignoring the banks’ assets (Rajan and Zingales 2003). The measures private credit to GDP and deposits to
GDP depict the financial depth of the banking sector. Unlike these two measures, this study contributes to
the literature by applying the ratio of bank credit to bank deposit as the measure of development in the
banking sector (regressand). For a change, the regressand for this paper portrays the financial stability of
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the sector and not the depth. In addition; the variable captures both the liability and asset sides of the
banking sector in a model.

The paper considers four regressors. First, real gross domestic product (GDP) per capita is the proxy for
economic prosperity and demand for finance. This variable is selected based on demand-following
hypothesis that development in the banking sector may be caused by economic growth. That is,
industrialists (new or old) may request for new and more financial products and services as an economy
prospers (Robinson, 1952). Second, the measure of trade openness utilised in this paper is the basic
measure of trade openness under trade volume i.e. the ratio of exports plus imports to GDP.

The third regressor is financial openness. Due to data deficiency on de jure’ measures of financial
openness (Eichengreen, 2001) for African countries, de facto measures are used. De facto measures
disclose a country’s financial integration into the global financial markets (Quinn et al., 2011). Although
they may be influenced by political and economic factors, they depict elements of exogeneity (such as
international politics, social unrest, etc.) which may not be featured in de jure measures (Baltagi et al.,
2009). The United Nations Commission on Trade and Development’s (UNCTAD) de facto measure of
the inward flow of Foreign Direct Investment (FDI) to GDP is applied for this study. In favour of this
decision, compared to other types of capital flow, FDI tends to be long term and less volatile (Estrada et
al., 2015).

The three regressors are sourced from the World Bank’s World Development Indicators (WDI) and the
regressand is sourced from the World Bank’s Global Financial Development Database (GFDD) for 28
African countries. The regressand and regressors, except for the real GDP per capita, are in percentages.
The real GDP per capita are in 2005 constant prices (US$). The fourth regressor is a dummy variable for
the 2007-2009 global financial crises. The 28 African countries are presented in Table 1 and grouped into
10 low income countries (LIC), 10 lower-middle income countries (LMIC), six upper-middle income
countries and two high income countries.

[Insert Table 1]

’ De Jjure measures are measured by the extent to which legal hurdles impede the free flow of capital (Garita, 2009).
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2.2 Model and estimation procedure for the study
The empirical model for the study is motivated by Baltagi et al. (2007):

ESDE'E = dp + QIESDit—l + QEGDP;JER + QEFGEE + 5[4?05: + i . . . (1}

Equation 1 is a dynamic model where BSD is banking sector development; GDP,. is real GDP per capita;
FO is financial openness; 7O is trade openness and u is the error term. The lag of banking sector
development (BSD, ;) is considered as an explanatory variable which implies that its previous level drives
the current level of development.
Using the theoretical foundation of the Simultaneous Openness Hypothesis (SOH), Baltagi et al. (2007)
states that equation 1 only depicts the hypotheses of whether 7O and FO do contribute to BSD. To test the
hypothesis of the simultaneity effect of both 70 and FO on BSD (Ibid.) we specify equation 2.
B5SD; = ag + @y B5D;,_y + @2GDPp . + a3F O, + ayTO; + as(FO, TO,,)

+ Ui : : : (2)
However, we introduce the variable global financial crisis (GFC) into equation 1 and 2 and obtain

equation 3 and 4.

BSD; = ttg + 0y BSD;pq + @2GDF,  + 3 FO; + @ TO; + g GFC + 1y, Coe (3

BSDE} = dp + QIBSDE't—l + QEGDP.PEE:-F ﬂgFUfr + ﬂq_TGir + QE‘:FG“-TGE:} + ﬂeGFE
+ Mg : : : (4)

Equation 3 depicts the hypotheses of whether 7O and FO contribute to BSD in the presence of GFC while
equation 4 depicts the hypothesis of the simultaneity effect of both 7O and FO on BSD in the presence of
GFC. We a priori expect the parameters a,, a3 and o, to be positive and a,to be negative. If a; and o, are
significantly positive, BSD may take place without a simultaneous opening of trade and finance (Baltagi
et al 2007). If o, is positive and significant then we accept the demand-following hypothesis but if not
significant then we accept the view that the banking sector evolves independently of economic growth i.e.

they have an insignificant relationship (Chandavarkar, 1992).



We go further by taking the partial derivative of equation 2 and 4 with respect to FO and TO:

dB5D,
Er."ra{-'gir = a3 +asT0; : : : (5)

dB5D,
Er."raTgir = g+ asF0;, : : : (6)

In compliance with the SOH, we expect the partial derivatives in equation 5 and 6 to increase as 70O and
FO increase, respectively. Also, we expect the empirical findings from the panel analysis on the income
groups to indicate a group-specific dimension on the impact of economic prosperity, financial and trade
openness and financial crisis on the development of banking sector in African. Based on the hypotheses
that more economic growth and financial and trade openness lead to more developed banking sector, we
should be able to identify which is more effective at increasing banking sector development in the income
groups as higher positive values of the coefficients implies more contributions to the development of the
banking sector.

Firstly, the descriptive statistics of the data are obtained. Then, we conduct unit root tests using Levin, Lin
and Chu (LLC) unit root test which assumes that all panels share a common autoregressive parameter and
Im, Pesaran and Shin (IPS) unit root test which assumes that panels have individual autoregressive
parameter. Some of the variables are integrated at first difference (I(1)) and others are integrated at level
(1(0)), we therefore employ the pooled mean group autoregressive distributed lag estimation method
(PMG/ARDL) in E-Views 9 software package. This method adapts the cointegration form of the ARDL
model to a panel setting by allowing the intercepts, coefficients and the cointegrating term to differ across
cross-sections (Pesaran, Shin and Smith 1999). The Engle-Granger cointegration test is conducted on
each estimated model to ensure that we are not relying on a spurious regression by obtaining the residual
series of the estimated models and conducting the Fisher type Augmented Dickey-Fuller (ADF) unit root

test.



3.0 Interpretation of Results

Table 2 depicts the statistical summary of the data. High income countries (HICs) have the highest mean
and median for real GDP per capita, followed by upper- and lower-middle income countries while low
income countries (LICs) have the least mean and median statistic for real GDP per capita in Africa. The
same trend was noticed for trade openness but not for financial openness and bank credit to bank deposit
(BCBD) (proxy for banking sector development).

[Insert Table 2]

The mean and median statistics depict that HICs are more open to capital than other income groups;
lower-middle income countries (LMICs) are more open to capital than LICs and upper-middle income
countries (UMICs) while UMICs have the least mean and median statistics for financial openness.
Ironically, banking sector development (averagely) is highest in LICs and least in HICs while UMICs
have a higher banking sector development than LMICs in Africa.

[Insert Table 3]

The correlation matrix displayed in Table 3 shows that there are weak positive and negative association
among the study variables under LIC, LMIC and UMIC. This is also the case under the entire sample and
HIC with the exception of the correlation between financial openness and trade openness under the entire
sample and HIC and the correlation between bank credit to bank deposit and real GDP per capita under
HIC. These exceptions have moderate positive and negative association. These results suggest no fear of
the problem of multicollinearity in the estimated results.

[Insert Table 4]

As expected, some variables have no unit root which means that they are integrated at level (I(0)) in Table
4 under the entire sample of African countries, LIC, LMIC, UMIC and HIC. Other variables have unit
root but they are stationary at first difference (I(1)) under the entire sample and income groups.

Therefore, we move on to estimate the models for the entire sample and all the income groups, and the
results are presented in Table 5. Table SA presents the empirical results for the relationship between
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banking sector development and the explanatory variables at level (i.e. long run) while Table 5B presents
the empirical results in first difference (i.e. short run).

[Insert Table 5]

The effect of real GDP per capita, financial openness and trade openness on banking sector development
in the absence (Model 1A&1B) and presence (Model 3A&3B) of global financial crisis in the long (Model
1A&3A) and short run (Model 1B&3B)

In the long run, real GDP per capita, financial openness and trade openness significantly contribute to the
development of the banking sector in Africa (Model 1A: under the entire sample); this meets the a priori
expectation. Only trade openness significantly but negatively affects banking sector development in the
short run (Model 1B). This contradicts the a-priori expectation. Meanwhile, global financial crisis (GFC)
significantly reduces banking sector development in the long run (Model 3A) but not in the short run
(Model 3B). This reduction in banking sector development by GFC is as expected. With the introduction
of financial crisis, real GDP per capita, financial openness and trade openness still significantly contribute
to banking sector development in the long run while trade openness is also the only factor that
significantly reduces banking sector development in the short run in Africa.

None of the explanatory variables significantly affect banking sector development in African low income
countries (LIC) in the short run. However, in the long run, real GDP per capita and financial openness are
found to have a significant positive effect on banking sector development while trade openness has a
significant negative effect on banking sector development in LIC. Like the entire sample, GFC
significantly reduce banking sector development in the long run but not in the short run. Real GDP per
capita and financial openness still have a significant positive effect and trade openness has a significant
negative effect on banking sector development in the presence of financial crisis in the long run while
they have no significant effect on the explained variable in the short run in LIC.

Lower-middle income countries (LMIC) in Africa are found to experience an insignificant relationship
between real GDP per capita and banking sector development while financial openness and trade
openness significantly contribute to the explained variable in the long run. Similar to the entire sample, all
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the explanatory variables, except trade openness, have no significant effect on banking sector
development in the short run in LMIC. Trade openness, however, significantly reduces banking sector
development in the short run. Interestingly, GFC crisis significantly increased banking sector
development in the short run while it significantly reduced the explained variable in the long run. The
relationship between banking sector development and the explanatory variables remain the same with the
introduction of GFC to Model 1A&1B (i.e. Model 3A&3B).

While real GDP per capita has a significant contribution to banking sector development, financial
openness and trade openness are found to have an insignificant relationship with the explained variable
for upper-middle income countries (UMIC) in Africa in the long run. In the short run, financial openness
and trade openness have no significant relationship with the explained variable while real GDP per capita
significantly lead to decrease in banking sector development in the short run in UMIC. Like the entire
sample and LIC, GFC significantly reduce banking sector development in the long run but not in the short
run in UMIC. The findings on the relationship between banking sector development and the explanatory
variables remain the same after the introduction of GFC.

Trade openness is found to significantly raise banking sector development in high income countries (HIC)
in Africa while other explanatory variables have no significant relationship with the explained variable in
the long run. Trade openness significantly decreases banking sector development in HIC in the short run
while other variables have no significant relationship with the explained variable. In all the income
groups, the relationship of the explanatory variables with the explained variable remains the same in the
presence of GFC but the magnitude of their respective coefficients differs. Financial crisis have no
significant effect on the development of the banking sector in the short run but, surprisingly unlike other
income groups, they significantly raise banking sector development in the long run in HIC.

The coefficients of the error correction term (ECT) are presented in Table 5B and they are all significant
with the expected a priori. The ECT expresses the proportion of correction that takes place within a year
in case of disequilibrium. For illustration, at least 32% of any disequilibrium between banking sector
development and the explanatory variables should converge to the long run effect within a year in LIC.
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This implies that it would take at most 3 years and 47 days for such disequilibrium to adjust back to
equilibrium in LIC. The speed of adjustment in other income groups are at most 8 years and 11.30 months
for LMIC, 7 years and 3 months for UMIC, and 2 years and 9 months for HIC. The speed of Adjustment
back to equilibrium is quickest in HIC and slowest in LMIC.

The simultaneous effect of financial openness and trade openness on banking sector development in the
absence (Model 2A&2B) and presence (Model 4A&4B) of global financial crisis in the long and short run
After estimating the models in equation 2 and 4 and presenting them as Model 2A and 4A (long run
relationship) in Table SA and Model 2B and 4B (short run relationship) in Table 5B, we obtain the
marginal effects of financial openness and trade openness on banking sector development. The marginal
effects are presented in Table 6.

[Insert Table 6]

The marginal effects of financial openness on banking sector development were obtained by substituting
the minimum, median, mean and maximum statistics of trade openness into equation 5 and they are
presented on the left side of Table 6. Although the marginal effect of financial openness under Model 2A,
2B and 4B increases as the values of trade openness increase as a priori expected, they are statistically
insignificant under the entire sample of African countries. However, it is found that the significant
marginal effect of financial openness is declining as trade openness increases in Africa in the long run
when global financial crisis (GFC) was introduced, i.e. the marginal effect of financial openness
significantly moves in the opposite direction of increase in trade openness. The marginal effects of trade
openness on banking sector development were obtained by substituting the minimum, median, mean and
maximum statistics of financial openness into equation 6 and they are presented on the right side of Table
6. The same finding as the marginal effect of financial openness was discovered for the marginal effect of
trade openness. Thus, we do not observe a simultaneous openness effect in the entire sample of African
countries in the long or short run and in the presence or absence of GFC.

The marginal effects of financial openness and trade openness are statistically significant in the long run

(in the absence and presence of financial crisis) but not in the short run for LIC. Under Model 2A, the
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marginal effect of financial openness increases as trade openness increases and the marginal effect of
trade openness increases as financial openness increases in the long run. This agrees with what we a priori
expect but Model 4A does not agree with the expectation as the marginal effect of financial openness
increases as trade openness decreases, the same for the marginal effect of trade openness. Thus, we
observe the simultaneous openness effect on banking sector development for LIC in the long run in the
absence of GFC but we do not find a simultaneous openness effect in the long run in the presence of GFC
and in the short run in the absence or presence of financial crisis.

For LMIC, we detect a statistically significant simultaneous openness effect on banking sector
development in the long run in neither the absence nor presence of GFC but in the short run in the
absence and presence of GFC. This is because the marginal effect of trade openness (financial openness)
increases as financial openness (trade openness) increases under Model 2B and 4B.

There is weak evidence for marginal effect of financial and trade openness on banking sector
development and it does not fulfil the a priori expectation of a simultaneous openness effect on the
development of the banking sector in UMIC. Like the entire sample, the study does not observe a
simultaneous openness effect on banking sector development for UMIC in Africa in either the long or
short run and presence or absence of GFC.

The study found no significant simultaneous openness effect on banking sector development in HIC in
Africa in both long and short run in the absence or presence of GFC. This is because the marginal effects
of financial and trade openness on banking sector development are not statistically significant for all the
models as shown in Table 6.

Diagnostic report

[Insert Table 7]

Due to its ease to conduct and interpret, the Engle-Granger residual-based test for cointegration was
conducted and they are presented in Table 7. After obtaining the residuals of the estimated models and
applying the Fisher type Augmented Dickey-Fuller (ADF) unit root test, the study reject the null
hypothesis and accept the alternate hypothesis of no unit root in the residuals of all the models at level
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(1(0)). Thus, all the models estimated in this study are cointegrating regressions; as such the inferences

from the estimated models are reliable and not spurious.

4.0 Discussion of findings and Conclusion

This paper investigates whether financial openness and trade openness contribute to the development of
the banking sector in Africa and it further considers how financial and trade openness affect banking
sector development in the presence of global financial crisis (GFC) using the Simultaneous Openness
Hypothesis (SOH) by Rajan and Zingales (2003).

It is found that the banking sector develops independently of real GDP per capita in the short run while
economic prosperity (real GDP per capita) raises the level of development of the banking sector in the
long run in low income countries (LIC) in Africa, even when there is GFC. In support of Baltagi et al.
(2009), the study found the SOH for LIC in Africa in the long run but only when there is no GFC. When
there is GFC, exclusive opening of capital is more effective at raising banking sector development than
trade openness or both of them in the long and short run.

There is no evidence that demand for finance as the economy prosper (real GDP per capita) increases the
development of the banking sector in lower-middle income countries (LMIC) in Africa in both the long
and short run, whether there is GFC or not. This finding supports Chandavarkar (1992) that the banking
sector may develop independently of economic growth. The finding on LMIC affirms that of Onanuga
and Onanuga (2016) as the study found the SOH for LMIC in the short run, but not in the long run. In the
long run, opening either finance or trade significantly contributes to banking sector development but trade
openness is more effective. Meanwhile, opening both finance and trade increases banking sector
development in the short run (but not in the long run) in LMIC, even when there is GFC.

There is evidence that demand for finance increases banking sector development in the long run while it
decreases banking sector development in the short run in upper-middle income countries (UMIC) in

Africa when there is or is no GFC. There is no evidence of the SOH and there is weak evidence that either
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financial or trade openness yield increase in banking sector development in the long run (only when there
is no crisis) and they may not have any effect in the short run whether there is GFC or not.

Like LMIC, it is found that the banking sector in high income countries (HIC) in Africa develops
independently of economic growth. There is no evidence of the SOH but the study found that trade
openness alone, although may reduce banking sector development in the short run, increases banking
sector development in the long run in HIC without or with GFC. Trade openness is also more effective in
HIC because the study found no evidence that financial openness contributes to banking sector
development even though HIC has the highest net inflow of FDI to GDP in Africa.

From the findings obtained under the entire sample of African countries, this study corroborates the
optimistic view of AfDB (2009) that Africa experienced a minimal negative impact from the global
financial crisis (GFC). Generally, the negative impact of GFC on banking sector development in Africa
was experienced in the long run and not in the short run. In fact, the effect of financial and trade openness
on banking sector development when there is GFC did not change in the long and short run. However,
when the sample was categorized into income groups, the findings support David et al. (2014) that the
link between financial and trade openness to banking sector development in Africa is less clear-cut. This
is because the negative impact of GFC on banking sector development experienced in the long run was
not apparent in HIC while the contribution of financial and trade openness toward banking sector
development when there is GFC changed in the long and short run for UMIC and in the short run for LIC.
This study supports N’zue (2010) that Africa continued to suffer from the after-shocks of the crisis as
LIC, LMIC and UMIC experienced the negative impact of GFC on banking sector development into the
future and neither financial nor trade openness contributed to banking sector development in UMIC in the
long run.

To the contrary, this study does not support David et al.’s (2014) suggestion that trade openness is more
important than financial openness to obtain higher banking sector development in Africa. Instead it is of
the view that, if policymakers want to be cautious of unforeseen occurrence of global financial crisis in
the long and short run, trade openness is more effective in HICs. In the long run, policymakers in LMIC
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may open either trade or finance but trade is more effective while simultaneous openness benefits LMICs
in the short run. Trade, finance or both does not contribute to banking sector development in LICs in the
short run. However, policymakers may simultaneously open both or finance alone in the long run in LICs
but financial openness is better effective at increasing banking sector development when there is GFC.
Policymakers may open finance or trade in UMICs, however, that is only good for when there is no GFC

because, when there is GFC, finance nor trade contributes to banking sector development in UMICs.

This study concludes that banking sector develops independently of economic growth in LMIC and HIC
while the sector develops as demand for finance increases in LIC and UMIC. In support of Pham (2010),
global financial crisis generally reduce banking sector development in Africa but not in HIC and in the
long run the banking sectors of LMIC and LIC suffer the most from the crisis. This finding may be that
HIC has more robust banking rules and regulation than other income groups and/or because HIC has
higher income than LIC, LMIC and UMIC which transforms into higher savings that may serve as a
buffer in the case of global financial crisis. Another reason may be credited to HIC’s relatively lower ratio
of bank credit to bank deposit. Thus, policymakers in LIC, LMIC and UMIC need to put in place
preventive measures, and not reactive measures which may be more expensive, such as building a strong
foreign reserve and regulation on the maximum volume of off-shore credit that can be held to reduce the
negative effect of unforeseen global financial crisis on banking sector development. However, for further

research efforts, conducting time series analysis on country specific African countries is desirable.
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