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Wajid Ali*, Rabia Manzoor, Muhsin Ali, Zeshan Khan and Manzoor Ahmed

DO REMITTANCES MATTER FOR OUTPUT GROWTH
VOLATILITY? GLOBAL EVIDENCE

Abstract

The paper empirically investigates the potential impacts of institutional
and noninstitutional determinants on output growth volatility for thirty-four
economies over the period 1985-2012. We analyze noninstitutional
determinants, such as remittances, financial development, and trade
openness. Institutional determinants of output growth volatility comprise a
presidential system, discretionary public policy, and political constraints. For
empirical estimation, two types of estimation techniques are used, namely, 1)
conventional methods of fixed effects, random effects, and GMM and 2) the
common correlated effects mean group and pooled mean group method
developed by (Peseran, 2006). The study shows that remittances, financial
development and discretionary government spending (institutional
determinant) have a significant role in smoothing output volatility in the
short and long runs. Moreover, political constraints have a significant
positive role in smoothing output volatility in the long run.

JEL CLASSIFICATION: A10, F10
KEYWORDS: Remittances, panel data analysis, output growth
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1. Introduction

Output growth volatility has received great attention among economists
and policy makers in light of the evidence that it has negative effects on
growth, poverty and welfare, especially in developing countries. This
interest has further increased since it was found that the growth effects of
output growth volatility differ in emerging and developing countries.
Volatility in economies is mostly driven by country-specific factors, such as
financial development, institutional quality, trade and financial openness
(IMF 2005). Therefore, there is dire need to identify the factors affecting
output growth volatility.

Most of the existing studies find that remittances have been on the rise for
the past several decades and have become an important earnings source for
many recipient economies (especially for developing economies'),
surpassing their foreign direct investment (FDI) and foreign export earnings.

The officially recorded inflows of migrant remittances to developing
economies were estimated to be $435 billion in 2014 and were expected to
increase (World Bank, 2015). Moreover, remittances have been observed to
be a stable source of income and remarkably resilient during economic
slumps relative to FDI, foreign aid and capital flows (Chami et al., 2012;
Ahmad et al, 2013 and Ratha, 2003). When the home country is
experiencing recessionary trends, remittances increase because migrant
laborers send more money to support their family members (Orozco, 2003).
Hence, remittances smooth out fluctuations in consumption and investment
that ultimately eliminate output volatility and thus lead to macroeconomic
stability in the recipient country (Bugamelli & Paterno, 2011).

Output growth volatility has an adverse impact on output growth, poverty
and welfare, particularly in emerging economies (Ramey & Ramey, 1995;
Loayz, 2007; Bugamelli & Paterno, 2011). Output volatility has a negative
link through various kinds of uncertainties, such as political, economic and
policy uncertainties (Loayza, 2007). The negative link between volatility and
growth was first documented by (Ramey & Ramey, 1995) and further
explored by (Acemoglu et al. 2003; Fatas, 2002; Hnatkovska & Loayza,
2005). They found that output volatility has an adverse welfare effect
through reducing output growth. The adverse welfare effect is more
substantial in countries that are institutionally weak, financially

' 75 percent of the total remittances are channeled to under-developed economies; see also (Coronado,
2009).
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underdeveloped and not able to exercise countercyclical policies. Output
volatility received much more consideration once it was linked with
“globalization” wvariables, such as international trade and financial
integration (Kose et al. 2006).

Knowing the factor determining output growth volatility has become an
essential question for researchers. To date, researchers have focused on
highlighting the role of institutional quality, financial development and trade
openness in explaining output growth volatility. However, the role of the
essential component of migrant “remittances” is not properly highlighted.
The purpose of this study is to analyze the role of institutional factors, such
as the presidential system, discretionary public policy and political
constraints, and noninstitutional factors, such as financial development,
remittances, and trade openness, on output growth volatility, in the context
of 34 global economies.

2. Data Specification and Methodology
2.1. Data Specification

This study uses panel data from 34 global economies. The selection of
these countries is purely based on the data availability over the period 1985-
2012. Panel data have many advantages over traditional time-series and
cross-sectional data (Hsiao, 2014). Panel data consist of a large number of
data points, therefore providing a sufficient number of degrees of freedom
and reducing the possibility of multicollinearity among the explanatory
variables. Thus, panel data offer efficient parameter estimates (Hsiao, 2014).

Researchers usually use narrow money (M1), broad money (M2) and
liquid liabilities (M3) to proxy financial depth (Arestiset al. 1997 &
Odhiambo 2009). However, (Gregorio & Guidotti 1995) consider narrow
money a poor indicator of financial development. Contrarily, (King &
Levine, 2000) propose bank credit provided to the private sector as a
proportion of GDP as a standard indicator of financial development. Trade
openness is measured by the sum of export and import as a share of GDP.
Data for remittances, financial development and trade openness are extracted
from the World Development Indicators (WDI) in the World Bank database.
Moreover, the data on the presidential system are taken from the Database of
Political Institutions (DPI) of the World Bank. The data on the variable
political constraints are taken from the database of the Political Constraint
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Index’. The data on discretionary public spending are not readily available,
so this variable is calculated by estimating the fiscal rule model (Fatas &
Mihov, 2003).

To determine the output volatility (GDP growth), a moving average
standard deviation approach (Fatas & Mihov, 2003, 2006 & Eller et al. 2012)
is applied as follows.

In equation (1), o;; indicates output volatility, and the subscripts i and t
represent the country index and time period, respectively. Y;;is the current
year output growth for country i in period t. Y is the average of 3-year output
growth. The complete model is specified as follows:

Output volatility = f (remittances, financial development, trade openness,
presidential system, discretionary public policy and political constraints)’.

oit = B- + PiRem;; + B,FinDy; + B3TrdO;i; + B4PrSi + BsDisk

where Rem, Fin, TrdO, PrS, DisP, and POIC are the respective
abbreviations of remittances, financial development, trade openness,
presidential system, discretionary public policy and political constraints.

2.2. Research Methodology
2.2.1. Panel Co-Integration Test

After determining the order of integration of series, the next step is to test
whether there exists a long-run relationship among the variables. Among the
various alternative panel cointegration tests, the (Pedroni, 1995) test is most
popular because of its heterogeneous nature varying through each member of
the sample. Cross-sectional dependencies are as follows.

2 See Appendix for detailed definitions of variables.

The selection of explanatory variables is based on earlier studies. Presidential system is captured
through a dummy variable receiving the value 1 when a country has a presidential system and 0
otherwise.

4
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Please leave one line clear between paragraphs (single spacing should be
used). Footnotes are to be used only for substantive observations.

AYit = ai + 6“ + AYi,t—p + €

The null hypothesis for the (Pedroni, 1995) test is that Hy: p, = 1, where
D, is the estimated autoregressive coefficient of the residuals in the ith unit.

The Pedroni test is designed to test only the existence of cointegration.
The residual-based test of Pedroni (1995) has the limitation that it does not
account for cross-country dependence. Therefore, we use the panel ARDL
test of cointegration proposed by Pesaran et al. (1997, 2004). In the first step,
this test explores the possible cointegration among all variables, and in the
second step, the long-run relationship is estimated. The validity of the cross-
section dependencies is tested by the (Hausman, 1978) test using the
maximum likelihood estimate. The mean group (MG) and pooled mean
group (PMGQG) estimators are superior to dynamic ordinary least squares
(DOLS) and fully modified ordinary least squares (FMOLS) because the
PMG accounts for the long-run homogeneity among the variables under
consideration. This technique is used by (Binder & Offermanns, 2007) to
examine the purchasing power parity in Europe and by (Bildirici, & Kavikci,
2012a,b) to analyze the relationship between electricity consumption and
economic growth.

The conventional pooled estimators (such as fixed effect, random effects,
instrumental variables and GMM) are appropriate only when all the cross
sections, in general, are homogenous. However, in the case of large N and T
(N is cross sections, and T is time period), the homogeneity assumption of
the slope coefficient is often not valid because the slope coefficient is
correlated with the error term, and unobserved shocks in each country are
correlated with explanatory variables. The static panel data estimators are
also inconsistent because of serial correlation (we include lags of the
dependent variable) and because of heteroskedasticity. We also estimate
equation (1) by system GMM, as the explanatory variables and error term
are related because of the elimination of fixed effects from equation (1). To
enhance the robustness of results and to tackle diverse econometric issues,
the system GMM, MG and PMG results are chosen for analysis. GMM has
the advantage of dealing with the problems of endogeneity and country-
specific fixed effects very successfully. However, it is incapable of tackling
the problem of cross-sectional dependencies (assuming that each country is
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homogenous), hence producing inconsistent results (Pesaran & Smith, 1995).
To address the problem of heterogeneous slopes, (Pesaran, Shin & Smith,
1995) suggested the mean group (MG) model. The MG estimators estimate
the long-run parameter of the panel through ARDL by averaging each
country’s parameters. Suppose we have the following ARDL model:

Yi = otyiYie-1 + BiXie + &t
where i and t represent the country and time, respectively.

Similarly, the whole panel MG parameter is given by

i=1

The above equations do not restrict the coefficients but allow them to vary
and to be heterogeneous in both the short and long runs. Nevertheless, the
above estimator will give a consistent and valid estimate only in the case of
long time series data. The pooled mean group (PMQG) is an alternative
estimator that can capture country-specific characteristics, such as
institutional arrangements, patterns of trade and political developments, etc.
This estimator allows the intercept, short-run coefficients, and error
variances to differ freely across groups, but the long-run coefficients are
assumed to be constant.

This technique permits the intercept, short-run coefficients, and error
variances to vary spontaneously throughout the clusters and is therefore used
to capture the long-run and the short-run relationships between the business
cycle (measured by the three-year moving average standard deviation of the
GDP growth) and the explanatory variables that affect output volatility.
Moreover, the dynamic relationships between dependent and independent
variables are examined first by ARDL (p, q) and next by the mean group
(MG) estimator introduced by Pesaran and Smith (1995) and pooled mean
group (PMG) estimator originated by (Pesaran et al. 1999). Following
(Loayza & Ranciere, 2006), the ARDL model is specified as follows:
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p—1 q-1
Yie = Z Yy i)eoj + Z 8L (XD e—j + @ (Vit—1 + Wi + &
j=1 j=0

where X;,._;j and y; represent the vector of explanatory variables and the

fixed effect, respectively. Generally, the panel may be unbalanced, which
makes the p and q vary across countries. Then, the ARDL model in the
vector error correction form is specified as follows:

-1

p—1
AY, = ei(Yi,t—l - .BiXi,t—l) + Z V;AYi,t_j + 5§A(Xi)t—j + U+ &
=1

=0

<Q

where §3; and 6; are the long-run and the adjustment parameters,
respectively. The pooled mean group restricts the long-run elements to be
common across countries:

p—1 q-1
Ay = 0;(Yir—y — BiXir—1) + Z VA + Z SSAXDe—j + i + &t
=1 =0

where y, X, v, 8, 6, B, i and t represent the output volatility, the vector of
independent variables, the short-run coefficients of the dependent and
independent variables, the long-run coefficients, the coefficient of the speed
of adjustment, the country and time, respectively. Equation (6) can be
estimated by maximum likelihood estimations using either the mean group
or the pooled mean group estimators, both of which account for long-run
equilibrium and the dynamic adjustment process (Demetriades & Law,
2006).

For validity, consistency, and efficiency, the series under consideration
must be correlated in the long run. The PMG estimate assumes that the
exogenous variables are nonstochastic and that the residuals obtained from
the error correction model are serially uncorrelated. This estimator is
especially appropriate when the long-run equilibrium relationships between
variables are similar across countries. The short-run adjustment relationships
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and the slope coefficients among individual countries are allowed to be
country specific. This is because all developed countries might have the
same economic structure, but each country might have a different approach
in tackling economic and noneconomic shocks. Failing these conditions will
lead to unreliable results of the PMG.

3. Empirical results
3.1. Unit root test

Our data set may suffer from unit root problems because we have a large
time span. Therefore, we first work with different panel unit root tests (Levin
Lin & Chu, 2002; Maddala & Wu, 1999 and Im, Pesaran & Shin, 1997) to
determine the order of integration. For ARDL, the prerequisite is that some
of the series should be I(1) and some I(0) (Pesaran & Smith, 1995; Pesaran,
1997; Pesaran et al., 1999). The results of different panel unit root tests
presented in Table 1 inform us about the order of integration of the series.
From Table 1, we can observe that some of the series are 1(0), while others
are I(1), which indicates that ARDL is an appropriate technique to be used
for empirical analysis (Pesaran, Shin, & Smith, 2001).
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Table 1. Panel Unit Root Test Result

Variabl Level First Difference
s LLC IPS MW LLC IPS MW
-1.07 462 5180 -835  -5.09  182.87
GDPgrowth 5151 1000]  [0.81] [0.00] [0.00]  [0.00]
. 2135 354 1477 -5.09  -649  267.47
Remittances

[0.16] [0.00] [0.51] [0.00] [0.00]  [0.00]

Political ~ -13.39  -345 5093  -649  -6.81 56.24
Constraints ~ [0.00]  [0.00]  [0.84] [0.00]  [0.00]  [0.08]

Presidential  -6.72 226 2637  -7.07  -3.62 50.93
System [0.00] [0.04] [0.04] [0.00] [0.07]  [0.04]

Trade -1.55 246 8055  -835  -7.68  119.23
Openness  [0.21]  [0.03]  [0.05] [0.00]  [0.00]  [0.00]

Bureaucratic  -2.22  -141 3146 -1150  -4.14 65.45
quality [0.06] [0.24] [0.42] [0.06] [0.02]  [0.03]

Government -1.02 -1.37 31.46 -3.73 -3.19 79.86
Spending  [0.23]  [0.13]  [0.06] [0.04] [0.04]  [0.06]
Source: Author own calculations.

Values in brackets are the p-value, where values less than or equal to 0.10 indicate rejection of the null
hypothesis, i.e., the p-value. There is unit root.

3.2. Evidence from short-run results

With the aim of ascertaining how remittances and other variables under
consideration affect the output growth volatility, the short-run and long-run
results from the error correction version of the ARDL (p, q) model are
reported separately in table 2 and table 3 below.

In addition to the short-run (see table 2 for short-run results) and long-run
(see table 3 for long-run results) results of the MG and PMG, the Hausman
test results are provided to determine which estimator (MG or PMG) gives
better results regarding efficiency and consistency. This test is based on the
null hypothesis that the MG and PMG give equivalent results, and we will
reject the null hypothesis of a homogenous coefficient if the probability
value of the Hausman test is less than 5 percent (Pesaran et al, 1996).
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Comparing the coefficients of the MG and PMG, one should observe that the
two estimators are considerably different.

The results displayed in Table 2 show the short-run impact of social and
political variables (remittances, trade openness, presidential system, political
constraints, bureaucratic quality, government spending and credit of banking
sector to private sector) on reducing business cycle or output growth
volatility. Since the Hausman test confirms that the PMG is more efficient
and consistent than the MG, empbhasis is given to the PMG results.

It is observed from the study results that remittances, political constraints,
trade openness, government spending and financial development have a
significant role in stabilizing the business cycle/output growth volatility.
Bureaucratic quality and presidential system are not statistically significant
under the MG estimator to reduce the business cycle in the short run,
although the sign of bureaucratic quality follows the theoretical assumption.
Similarly, under the PMG estimator, all the variables except for the
presidential system significantly decrease the volatility of the business cycle.

10
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Table 2. Baseline Results

Growth Rate Volatility Model MG PMG
Error Correction [__101' .6818] [:233]
ARemittances [:(2)28] [:(2)2?)]
APolitical Constraints [(l)gg] [?)Z]
APresidential System [822] [:} gé]
ATrade Openness [:(1).11;471] [:(6)%]
ABureaucratic quality [:(l)gg] [:ggg]
AGovernment Spending [:gjg] [:(3);;]
ACredit [:(5)‘1‘2] [-_03':55024]
Constant 273¢ o9
[19.14] [0.721]
Hausman Test4 2.69 (0.74)
Constant ﬁ;?i]

Notes: a): t-values are represented in brackets. b): STATA 13 is used for estimation purposes.

Remittances, the core variable of the study, are found to significantly
smooth the business cycle under both the MG and PMG estimators, with the
exception that under the PMG estimator, the smoothing power is greater than
that under the MG estimator in both the short run (see table 2) and the long
run (see table 3). A study by (Jidoud, 2015) with the objective of exploring
the channels by which remittances affect business cycle volatility in African
countries using a dynamic stochastic general equilibrium (DSGE) model also
finds that remittances have a significant smoothing impact on business cycle
volatility. Another study by Chami et al. (2010) finds that remittances play a
stabilizing role in output growth volatility by employing cross-sectional OLS
and GMM panel regression. Since remittances are a stable source of income

4 The result shows that the null that the MG is more efficient than the PMG is rejected.

11
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compared to foreign direct investment (FDI), they are more likely to
stabilize the aggregate economic activity. Whenever the recipient country’s
macroeconomic situation worsens, migrant workers tend to increase their
family income by transferring more money to their home countries
(UNCTAD, 2006; World Bank, 2006a & b).

Discretionary government spending has a negative and significant impact
on growth volatility both in the short run and in the long run, validating the
argument that fiscal policy is effective. This argument also suggests that
government spending has the capability to reduce output growth volatility
both in the short run and in the long run. The theoretical relationship
between trade openness and output volatility is uncertain. From one point of
view, it is said that more volatility is caused by trade openness because trade
openness leads to specialization (Tornell et al., 2003). However, several
studies find that trade openness moderates country-specific shocks and hence
smooths output volatility (Krebs, Krishna & Maloney, 2004). Our empirical
findings suggest that trade openness significantly reduces output volatility
both in the short run (see table 2) and in the long run (see table 3) under the
MG and PMG estimators.

The development of the financial market (size of financial markets),
especially of the credit market, plays an essential role in determining
business cycle fluctuations and is therefore essential for understanding the
dynamics of economies. In our case, the results show that financial market
size and output volatility are negatively and significantly related. Financial
market deepening considerably reduces the volatility of output motivated by
variations in productivity. Our results are similar to those of Mendicino
(2007), who used a DSG approach to explore how credit market size is
related to business cycle variations.

12
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Table 3. Evidence from Long-Run results

Variables MG PMG
Remittances -0.27 -0.41
[-2.51] [-2.66]
Political Constraints 0.52 0.64
[1.98] [3.73]
Presidential System -0.63 0.86
[-1.22] [-2.69]
Trade Openness
-0.05 -0.12
[-2.03] [-4.27]
Bureaucratic quality -0.57 0.036
[-1.74] [2.90]
Government Spending -0.61 -0.72
[-3.05] [-5.09]
Credit -0.40 -0.30
[-1.52] [-2.98]
Hausman Test5 2.69 (0.74)
Constant [(6)23(1)]

Lastly, we consider three measures of institutions, bureaucratic quality,
the (Henisz, 2000) Political Constraint Index (PCI) and the type of
government (autocratic vs democratic), and their role in stabilizing output
volatility. Our empirical results show that the Political Constraint Index has
a positive and nonsignificant impact on growth volatility in the short run (see
table 2), but in the long run (see table 3), the impact becomes significant but
remains positive, thereby increasing the volatility of the business cycle
whenever political constraints become prolonged. Empirically, the impact of
the other two institutional variables, i.e., bureaucratic quality and type of
government, is mixed. Bureaucratic quality in the short run (see table 2) has
a negative impact on output growth volatility, but the impact is

> The result shows that the null that the MG is more efficient than the PMG is rejected.
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nonsignificant under the MG estimator. Similarly, in the long run (see table
3) under the MG estimator, bureaucratic quality has a negative and
nonsignificant impact on the business cycle, but under the PMG estimator,
the two are positively and significantly related. Our finding that institutional
variables dampen growth volatility is supported by (Acemoglu, 2002), who
observes that “countries pursuing poor macroeconomic policies also have
weak institutions”.

4. Conclusion and Policy Recommendations

The current study involved a concerted effort to analyze the role of
institutional factors, such as presidential system, discretionary public policy
and political constraints, and noninstitutional factors, such as financial
development, remittances, and trade openness, on output growth volatility in
the context of 34 global economies.

The study finds that volatility is primarily caused by both institutional and
noninstitutional factors. The primary reasons for high volatility in output
growth in developing countries are unsustainable and distortionary
macroeconomic policies. The study also determines the relationship between
institutional vs. noninstitutional variables and economic growth volatility,
which remains uncertain, as suggested by much theoretical and empirical
literature. The results suggest that both institutional and macroeconomic
variables determine the business cycle. The study used the amalgamation of
conventional methods (fixed effects, random effects, and GMM) and the
common correlated effects (mean group and pooled mean group methods) to
analyze the relationship between institutional vs. noninstitutional factors and
the business cycle. It is concluded from the empirical results that remittances
as a percentage of GDP along with other variables, including credit to
private sector and discretionary government spending, are significant in
smoothing output volatility in both the short run and the long run.
Institutional measures were also included in the output volatility model, and
that political constraints were found not to have a significant role in
smoothing output volatility in the short run. However, the impact is
significantly positive in the long run, smoothing output growth volatility.
The impact of the other two institutional variables, i.e., bureaucratic quality
and type of government, is mixed, showing that institutional measures are
essential in determining the business cycle.

The results of this study show that both institutional and noninstitutional
factors are important in moderating output volatility. It is concluded from the
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above discussion that macroeconomic policies, as well as institutional
arrangement, are essential in determining business cycles.
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Appendix 1. Data sources and definition of variables.

Variable Definition Source
Author’s own
calculation. GDP
o . growth rate data
Volatility of output is defined as the three-year
Output . . are taken from
volatility moving average standard deviation of annual real various issues of
GDP growth rate over the period 1985-2012. .
the Economic
Survey of Pakistan
World Bank’s
Worker The share of worker remittances in GDP. World
remittances Development
Indicators
. . World Bank’
Trade Trade openness is defined as the sum of imports %\rlorl dan S
openness and exports of goods and services divided by GDP
. . Development
in constant 2000 prices. .
Indicators
Financial World Bank’s
sector Financial sector development is proxied by the World
developme average ratio of private sector credit to GDP. Development
nt Indicators.
Institutional quality is proxied by an indicator of
bureaucracy quality, presidential system and
Institutional political constraint, where the political constraint is International
ualit defined as the strength and expertise of the Country Risk
qualtity bureaucracy to govern without drastic changes in Guide.
policy or interruptions in government services.
VOl?mhty Volatility in discretionary fiscal spending is s
in e : Author’s own
discretionar measured as the standard deviation of cyclically calculation
adjusted government spending.
y fiscal
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spending

Appendix 2: List of Sample Countries

Austria  Australia Bangladesh ~ Belgium  Philippines Korea,

Honduras
Rep.
Botswana  Bolivia Brazil Cameroon Panama Mexico India
. . Dominican .
China Columbia Republic Egypt Peru Morocco Indonesia
Ecuador El Gabon Guatemala  Senegal Pakistan ~ Kenya
Salvador
Turkey Zambia Togo Thailand  Sri Lanka South

Africa
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The present study aims to investigate the impact of outreach on portfolio
quality for Latin American countries for the period of 2005 to 2014. We
have applied several panel data techniques to confirm this association. The
econometric techniques include the OLS, the random effects model and the
GMM. Our results show that both the depth and breadth of outreach have a
negative relation to portfolio quality, suggesting that reaching the poorest
clients is risky for MFIs and damages their portfolio quality. In contrast,
serving better-off clients is not risky for MFIs and improves the portfolio
quality of the institutions. This suggests that extending loans to better-off
clients provides a cushion against credit risk. Similar results are found using
GMM, although they are not significant. Most of the studies in the field of
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1. Introduction

MFIs’ financial products are specifically designed for poor borrowers,
helping them establish small businesses to generate income, build property
and cope with uncertainty. Microfinancing is a useful way of providing
credit to poor people who have no access to banks or other financial
institutions (Montgomery and Weiss, 2005). MFIs earn profits working at a
small scale, as they obtain information about local needs at a nominal cost.
They also contribute to economic development, provide job opportunities
and enable women’s participation in the economy (Gutiérrez-Nieto et al.
2007).

Since providing credit to the poorest people is costly and may be
counterproductive to reaching profitability, MFIs are provided with
donations and subsidies from governments and NGOs that serve as the chief
financing sources for MFIs. However, such financial assistance has been
reduced after the recent economic recession. Therefore, MFIs are becoming
more focused on generating profit. Since then, MFIs have witnessed a great
shift from being donor-dependent institutions to being efficient and
financially sustainable institutions. This profit orientation enables the
institutions to cover their costs of lending from revenue earned on portfolio
advances and to shrink these costs to the possible greatest extent.

Although the best possible ways of delivering microfinance services have
been the locus of interest, it is uncertain which MFIs are working in the best
interests of poor people and what goals these institutions are serving. The
relation between outreach and sustainability has been the focus of mission
drift literature. Mission drift occurs when MFIs prioritize the purpose of
profitability at the cost of outreach by lending to better-off poor clients.
Another group of researchers found no evidence of a link between outreach
and sustainability and rejected the existence of mission drift (Merslan and
Strom 2010). In contrast, some researchers have found contradictory results
regarding the mission drift phenomenon, suggesting that institutions
focusing on outreach have more sustainability and governance (Fernando
2004). Thus, the evidence for mission drift is unclear in the literature.

How do MFIs exist while holding these contradictory objectives
simultaneously? There is a great concern that the outreach-sustainability
relation is inverse, as profitability may be achieved by sacrificing outreach to
poor people. This prompts a debate regarding whether MFIs that focus
primarily on financial sustainability decrease their focus on outreach. The
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debate leads to two distinct views, one that prioritizes financial sustainability
and one that prioritizes outreach.

A question that arises regarding how outreach impacts financial
sustainability. The commercialization of MFIs has increased the access of
poor people to credit, thereby increasing outreach. Additionally, it has
improved financial sustainability by creating a competitive environment and
by introducing regulatory control and technological advancements. The view
that outreach and financial sustainability may occur simultaneously is called
the institutionalist approach. On the other hand, lending to the poorest people
may be costly; therefore, it sometimes hinders the goal of achieving financial
sustainability. The view that these two objectives are mutually exclusive is
called the welfarist approach. For the purposes of policy making, there must
be a clear understanding of whether there is a tradeoff or compatibility
between financial sustainability and outreach, and there is a dearth of studies
that use sophisticated empirical techniques to find conclusive evidence. Most
of the studies are either subjective in nature and others have used OS with
inadequate data, except for Cull et al. (2007).

Credit risk may not be inversely affected by providing loans to the poorest
clients (Wahid 1994). Conning (1994) states that frequent interactions
between institutions and clients reduces the probability of a default on
payment. A recent study found a positive relation between repayment rate
and women clients (D’Espallier et al. 2011). These findings suggest a
positive association between outreach (breadth) and portfolio quality. On the
other hand, CSFI (2011) a found positive relation between repayment risk
and the number of clients, as the increase in the number of borrowers may
strain the ability of MFIs to obtain timely repayments. Therefore, we
propose a negative relation between portfolio quality and outreach (depth).
The present study aims to achieve sophisticated empirical estimations by
using the Generalized Methods of Moment (GMM) methodology on a large
dataset from 21 Latin American countries consisting 405 MFIs for the period
of 10 years from 2005 to 2014.

2. Theoretical Considerations and Literature
Traditional financial institutions generally exclude poor clients,
particularly in the rural areas of developing countries, as they are deemed to

be the riskiest customer group due to the asymmetry of information and high
transaction and monitoring costs. As there exists vast literature on the
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importance of financial access for economic progress, making financial
services reach poor households is thereby a challenge for governments,
particularly in the case of developing countries (Nwakanma et al. 2014;
Carter 2013; McKinnon 2010; Shaw 1973). Local moneylenders attempt to
fill this gap; however, they charge high interest rates.

To grease the wheel of financial access and extricate poor people from
high interest rates, the governments also interfere by offering subsidized
credits in backward financial markets. However, the success of such
programs is always up for debate, as government-run programs have shown
to be disastrous in the past. MFIs appeared as an efficacious way of
delivering financial services to poor clients. Contrary to government-run
institutions, MFIs are seen as a cost effective and sustainable way to reach
poor people. Initially, they started merely with microcredits and later
emerged as microfinance institutions that provide complete financial
services to poor clients in several parts of the world.

2.1. Overview of MFIs

Commercial banks are believed to provide credit not to poor clients, who
are unable to place collateral against loans, but to people who have profitable
investment ideas (Sweetman 1998). MFIs are in closer contact with the
community and can have more information on them without incurring high
expenses. MFIs are not primarily concerned with generating profit, but
rather focus on other social issues, such as women’s empowerment, job
provision, and other environmental issues. These institutions provide
microloans to unbanked populations who cannot afford to put up collateral.

MFIs have flourished in countries that have weak financial systems. A
campaign initiated by donors and several MFIs reported that more than
40,000,000 people are microfinanced worldwide (Harris 2003). The target
was to reach to hundred million poor people by 2005, which was declared
Microcredit Year by the UN. Microfinance has been credited with
empowering small investors to establish businesses and expand their
incomes, along with increasing the economic wellbeing of poor households
(Rooyen et al., 2012). Microfinance upholds the view that by providing
credit to poor people, poverty can be reduced and socioeconomic structures
can be profoundly transformed (Morduch 1999). Policy makers have also
reached a consensus that the inclusion of poor clients in a financial system
may significantly reduce poverty (Aghion and Boltin 1997; Banerjee and
Newman 1993; Galor and Zeira, 1993). Humle (2000) states that
microfinance, similar to other aid-based programs, upholds the assumption
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that changing human behavior can lead to the attainment of a desired
outcome.

This consensus led to early undertakings instigated by governments by
means of subsidized funding to widen financial annexation and reduce
poverty, which was followed by the emergence of a new microfinance
movement and was applauded as an operative resource for financial
inclusion and decline in poverty (Matin et al. 2002; Dichter 1997; Johnson
and Rogaly 1997). MFIs use group-lending methodology to overcome the
issues associated with small-size loans, such as irregular information,
unaffordable monitoring costs and moral threats. Group lending has been a
focus of interest among economic philosophers and a major proportion of
microfinance literature stresses the importance of joint liability offered by
the group-lending methodology based on the models of Grameen Bank and
BancoSol (Karlan 2007; Armendariz de Aghion and Morduch 2000).

MFIs, since their inception, have provided several services to poor
households ranging from microcredit, insurance, and savings to fulfill daily
requirements (Armendariz de Aghion and Morduch 2005; Morduch 1999).
Today, microfinancing and related activities have been started by many
banks in developing countries. MFIs proved the profitability of engaging in
activities with low interest rates while providing financial services to poor
clients. This may help encourage businessmen and investors to overcome the
limited availability of donations and subsidies due to the recent recession.
Among several innovations introduced by the MFIs, the most prominent is a
group-lending technique in which a specific amount of the loan is jointly
allocated among a group of borrowers. This approach seems to be effective
in reducing delinquency risks, as borrowers have contact with each other
(Morduch 1993).

In Latin America, the first commercial MFI was established in 1992 in
Bolivia. It was established by the founders of PRODEM, a nonprofit
institution established in 1986. It grew so swiftly that after two years, the
demand exceeded the capacity of the institution. To meet the needs of the
increasing demand, the founder of PRODEM established BancoSol. (Bodnar
2010) Presently, MFIs are rapidly being commercialized from microlenders
to formal financial institutions. The impetus for this transformation was the
reduction of government subsidies and donations and the inclination to gain
self-sufficiency by achieving profitability. Later, many more institutions
relieved themselves of their dependence on donations and obtained funds
from the capital markets while simultaneously extending their outreach.
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2.2 The Welfarist and Intuitionalist Approaches

The literature includes two approaches to explaining the relation between
outreach and financial sustainability: the welfarist approach and the
institutionalist approach. The welfarist approach claims that there is a
negative relation between outreach and sustainability, as loans with small
denominations have fixed costs that increase the total cost (Morduch 2000;
Dichter 1997; Hulme and Mosley 1996). According to this view, outreach
and financial sustainability are negatively correlated, since serving poor
clients with small loans incurs high costs. They also argue that the breadth
and depth of outreach are inversely related, as larger breadth can compensate
for larger depth (Schreiner 2002).

The approach highlights that MFIs reduce poverty and vulnerability
(Bassem 2012), because they emphasize access for the poorest clients while
offering them financial products to satisfy their needs (Rhyne 1998).
According to this approach, government donations and subsidies fill the gap
between the income and lending costs of MFIs, and that the parameter for
measuring the success of MFIs is the extent to which poor clients are served
(Schreiner 2002). The practical application of this approach is exemplified
by the Grameen Bank of Bangladesh (Robinson 2001).

In contrast, the institutionalist approach states that MFIs prioritize
sustainability by providing services to better-off clients with more
efficiency, with high interest rates and by functioning at a large scale (Bhatt
and Tang 2001). The advocates of this approach argue that sustainable MFIs
are able to survive for a longer period with broader breath and are better able
to serve the poorest clients. The approach argues that the purpose of MFIs is
to broaden their outreach by extending financial services, which on the other
hand reduces the depth of the outreach. (Schreiner 2002; Von Pischke 1991).
According to its financial approach, governments and NGOs are merely
temporary sources of funding, while welfare can be achieved in the long run
and by deepening the financial access of poor people by making MFIs more
profitable for private investors to invest in (Schreiner 2002). According to
this approach, MFIs target their financial services at poor people who have
productive ideas and desire to effectively use these ideas in order to be
financially self-sufficient (Bassem 2012).
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2.3 Dimensions of Financial Sustainability

Sound financial performance allows MFIs to achieve profitability that
enables them to survive using their own funds in the long term without
depending on governments and NGOs for subsidies and donations (Conning
1999). Therefore, good financial performance is important for providing
poor people with financial access that persists over in the long term, since
short-term or infrequent financial services, caused by the departure of MFIs
because of poor repayment rates or the absence of government donations and
interest, may not be effective in reducing poverty (Meyer 2002). MFIs are
therefore required to attain sustainability in order to contribute to
development, which unsustainable MFIs cannot as a result of their burden of
costs (Otero 1999).

There is an increased double pressure on MFIs related to their financial
performance. First, donors want their funds to be used efficiently. Second,
efficiency is needed to have promote long-term existence, since sustainable
MFIs can free themselves from subsidies and donations being their major
source of funds (Qyas 2012).

The financial performance of microfinance loans depends on the degree to
which they are paid off by customers for delivering services (Copestake
2007). A financial performance analysis may motivate high profitability,
increase efficiency by minimizing operation costs and disseminate
techniques for reducing portfolio risks. For the purposes of this study,
financial performance is measured as portfolio quality.

Portfolio quality denotes the ability of borrowers to repay their debts. It
arises due to the inability of borrowers to repay their debts. The most
important asset for microfinance reported on the balance sheet may be the
loan portfolio, the performance of which substantially affects the
performance of microfinance (Von Pischke 1996). Thus, the increase in
credit risk may harm the performance of MFIs. As lending and advancing is
one of the major sources of revenue generation, credit risk management is
highly important for achieving sustainability. Microfinance is significantly
influenced by high repayment rates, as it is very important for determining
private investment. One of the reasons for an increase in credit risk is the
escalation of competition, which increases with the proliferation in financial
products (Luoto et al. 2007).

In a competitive environment, MFIs increase their credit supply, since
people can obtain loans from different suppliers and this increases the risk of
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default. Such a situation can be controlled by establishing a well-operating
credit system, and creating a regulatory system and lending policies
conducive to economic growth (Vogelgesang 2003). Additionally,
economies of scale can also lead to a diversification in credit risk, as they
increase operational efficiency and reduce interest rates (Wenner et al.
2007). Financial sustainability can therefore be achieved by credit risk
management by extending the number of branches, creating new markets
and a cumulative rate of return (Von Pichke 1996). An important tool that
has been used for credit risk management by banks is the credit score
technique. The technique, although it is important particularly in developed
countries, may also work in developing countries and may also be an
important tool for decision making in microfinance (Schreiner 2000).

2.4 Outreach

Outreach is defined as the access of poor clients to financial services. The
primary goal of MFIs is to achieve outreach, i.e., to make available financial
services to the poorest borrowers as measured by the number of borrowers
served (Kent and Dacin 2013). Outreach includes several concepts, such as
depth and breadth (Schreiner 2002).

The depth of outreach measures the financial inclusion of the poorest
clients, particularly in backward area (Mersland and Storm 2010). Depth of
outreach measures how deep the financial services of the MFIs reach to the
poorest clients. It defines the extent to which MFIs serve the poorest
households. Depth of outreach determines the quality of microlending but
finding a reasonable measure of it is difficult, as the poverty line is hard to
measure due to unobtainability of information about individual clients
(Quayes 2012; Rhyne 1998). Therefore, the average loan size is reasonably
used as a proxy for depth of outreach (Morduch 2000; Rhyne 1998). In
addition, the percentage of women borrowers is widely used as proxy for
depth of outreach (Qyas 2012; Mersland and Storm 2010; Cull et al. 2007;
Bhatt and Tang 2001).

The other dimension of outreach is breadth of outreach, which measures
the number of active borrowers at a given time (Navajas et al. 2000).
Breadth of outreach measures the number of borrowers served at a given
layer of depth by microfinance. In developing countries, the financial
inclusion of the poor can be expanded by increasing the breadth of outreach,
as a small number of the target population have reach to formal financial
services. Moreover, breadth can improve the financial position of MFIs due
to the economies of scale (Gonzalez-Vega, 1998).
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Qayas (2012) states that at the outset, the objective of serving the poorest
clients by MFIs was supported by donations and subsidies, although these
sources of funding objectives of the MFIs later plummeted due to the global
recession and the MFIs pursuit of financial sustainability and extending the
scope of their financial products (Robinson 2001). As a result, the MFIs
started to charge high interests on debts, while providing additional services
adapted to the circumstances. However, there is a continuing debate on the
possible inverse effect of sustainability on reaching out to the poor.
Nevertheless, although the debate on sustainability and outreach has been
extensively covered (Robinson 2001 and Navajas et al. 2000), the findings of
empirical studies on the sustainability-outreach relation are contradictory.

If the commercialization of MFIs has created raised competition and
organized savings, it has also generated the issue of mission drift. Navajes et
al. (2000) and Von Pischke (1996) found a negative relation between
sustainability and outreach, as sustainable MFTIs target better-off poor clients.
Cull et al. (2007) also claim that profit-oriented MFIs target better-off clients
at the expense of outreach. Hermes et al. (2011) also reported a tradeoff
between sustainability and outreach of MFIs.

On the other hand, sustainable MFIs are able to utilize their internal
sources of finance for extending microcredit without reliance on donations
and subsidies and are more able to reach the poorest clients (Robinson
2001). Quays (2012) also found self-sufficiency and outreach to be
compatible. Montgomery and Weiss (2011) claim that commercialized MFIs
can meet the dual objectives of earning profits and serving the poorest
clients.

3. Data and Variables
3.1 Model and Variable Measurement
On the basis of the above discussion, we formed the following equation to
be estimated in this section:
PQ=0a_1+0a 2O0R it+a 3 control itt+ € it
where PQ denotes portfolio quality, OR it reflects vector of outreach, and

control_it refers to the vector of other controlling variables included in the
study. Moreover, € _it is an idiosyncratic term.
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With the evolution of the microfinance sector, there is more focus on
financial performance and a broad set of performance indicators has been
formed, though not all of them have become standard. However, the group
consists of several stakeholders, including rating agencies, donors and others
who have formed a consensus regarding the definitions of terms of MFIs in
2003, and grouped several ratios in four categories including profitability,
efficiency/productivity, portfolio quality and management of assets. In this
study, we used portfolio quality as the measure of financial performance.

Portfolio quality is measured by the measure of credit risk. It denotes
increased risks due to losses that may arise out of loans. We used portfolio
due for more than 30 days (P30) as a measure of credit risk. An optimum
portfolio enables organizations to earn the highest return with the lowest risk
(Nzongang and Atemnkeng 2006). The most important asset for
microfinance reported on the balance sheet may be the loan portfolio, the
performance of which substantially affects the performance of microfinance
(Von Pischke 1996). Microfinance is significantly influenced by high
repayment rates, as it is very important for determining private investment.
One of the reasons behind increases in credit risk is an escalation in
competition that increases with the proliferation of financial products (Luoto
et al. 2007).

Outreach may be defined as the provision of microcredit to the poorest
clients (Conning 1999). The primary goal of MFIs is to achieve outreach,
i.e., make available financial services to the poorest borrowers measured by
the number of borrowers served (Kent and Dacin 2013). Outreach is not a
one dimensional concept; rather it encompasses several concepts, such as
depth, scope, breadth and length (Schreiner 2002).

Depth of outreach is measured with the average loan per borrower (ALB)
(Hermes and Lensink 2011). Depth of outreach measures the financial
inclusion of the poorest clients particularly in backward areas (Mersland and
Storm 2010). The depth of outreach measures how deep financial services of
the MFIs reach to the poorest clients. It defines the extent to which MFIs
serve the poorest households. Depth of outreach determines the quality of
microlending, but finding a reasonable measure is always difficult, as the
poverty line is difficult to measure due to the unobtainability of information
on individual clients (Quayes 2012; Rhyne 1998). Therefore, the average
loan size is used as a proxy for the depth of outreach (Morduch 2000; Rhyne
1998). The other dimension of outreach is the breadth of outreach, which
measures the number of active borrowers at a given time (Navajas et al.
2000).
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Breadth of outreach measures the number of borrowers served at a given
layer of depth by microfinance. In developing countries, the financial
inclusion of poor people can be expanded by increasing the breadth of
outreach, as a small number of the target population have access to formal
financial services. Moreover, breadth can improve the financial position of
MFTIs due to economies of scale (Gonzalez-Vega 1998). Breadth of outreach
is measured by the number of active borrowers (NOAB) (Ashraf et al. 2014;
Hermes et al. 2008).

Controlling variables are divided into two categories: institutional
variables and macro variables. Institutional variables include regulation
status (RG), ownership, number of offices (OFF), diamonds count (DM), age
and size. Macro variables include GDP and MFIs count (COUNT).

3.2 Data Collection and the Sample

Data pertaining to MFIs was collected from the Mix Market database for
405 MFIs in 21 Latin American countries for the period from 2005 to 2014.
Additionally, country-level data were collected from World Bank
Development Indicators.

3.3 Econometric Analysis

A panel data technique has been applied to obtain empirical results,
including the fixed effects model (FE) and the random effects model (RE).
The model includes time invariant variables where FE does not remain
efficient. Therefore, we used the RE model with robust standard error (SE)
clustered at firm level that is efficient against heteroscedasticity and
autocorrelation (Wooldridge 2002). As a base model, we ran OLS with a
robust standard error (SE) that is effective against heteroscedasticity and
autocorrelation. To identify the appropriate model from OLS and RE, we
found the Breusch-Pagan Lagrange multiplier (LM) that suggests the RE is
more suitable for the model in this study. According to Quayas (2012),
outreach and sustainability may have endogeneity as both determine each
other simultaneously. To resolve the problem of endogeneity, we ran a two-
step GMM accompanied by Roodman’s (2006) procedure and a finite-
sample corrected SE as proposed by Windmeijer (2005).
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3.4 Descriptive Estimation

The descriptive statistics of all of the variables are presented in table 1.
The table includes the number of observations, average value, standard
deviation, and range for all dependent, independent and controlling variables

for the years 2005 to 2014.

Table 1. Descriptive Statistics

Variables  Observations Mean Stand. Dev Minimum  Maximum
P30 2902 0.065 0.076 0 1
OFF* 2910 2.251 1.320 0 6.312
SIZE* 3225 16.275 1.972 9.212 22.445
AGE 3292 2.745 0.563 1 3

RG 3283 0.442 0.497 0 1

DM 3300 3.834 0.901 1 5

ETA 3215 0.339 0.261 -4.127 3.607
ALB* 3275 16 2.026 9.357 22.132
NOAB* 3179 9.169 1.722 0.693 14.760
GDP* 4046 25.340 1.686 21.307 28.592
COUNT* 4022 3.224 0.723 0 4.174

*these variables are in log form

4. Results

We present the results of outreach on portfolio quality while controlling
for other variables. An LM test was run that indicated that the RE model is
preferable. However, the results of OLS are presented with RE as a base
model. Finally, a dynamic panel data analysis is utilized, which is the most
powerful technique for dealing with dynamic data.
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Table 2. Outreach and Portfolio Quality (P30)

OLS RE
P30 Coef. T Coef. Z
ALB -.0215263 -3.69* -.0158284 -1.80%***
NOAB -.0086326 -4.80* -.0051626 -1.30
CcO -0220376 0.43 .0038658 0.24
BANK .0038788 0.08 -.0125401 -0.85
NBFI .0328102 0.65 .0143336 0.88
NGO .0359461 0.70 .0155093 0.76
OFF .000203 4.94%* .0001748 3.43*
SIZE .0246955 4.24%* .0152126 1.61
AGE .0078598 2.53%* .0130309 3.32%
RG .0166825 3.91* .0154516 1.41
DM -.0167739 -8.23* -.0124795 -4.78*
ETA .0257686 3.63* .0191818 1.08
GDP -.0031518 -2.96* -.002243 -1.30
COUNT -.0043654 -1.87%** -.0027823 -0.77
C 1764678 2.92% 1715809 2.79%*
Observ. 2681 2681
F stat 16.64*
Wald chi2 77.45%
Adj. R2 0.075 0.075
LMtest—
Chi2 815.75

Table 2 shows the results regarding the relation between outreach and
portfolio quality (P30). ALB and NOAB are both found to have negative
relations with P30, which indicates that reaching out to the poorest clients is
risky for MFIs and damages the portfolio quality of the institutions, while
serving better-off clients is not risky for MFIs and improves the portfolio
quality of the institution. This suggests that extending loans to better-off
clients provides a cushion against credit risk. The type of ownership is not
significant for P30. OFF is observed to have a positive coefficient in both
models, suggesting that with an increase in offices, delinquent risk
management may be negatively affected due to diversification of managerial
personnel. Similarly, SIZE is also found to increase delinquent risk
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significantly, and that may be due to agency issues. AGE and RG were also
found to increase P30. AGE is significant in both models and RG is
significant only in the case of OLS. DM has a negative coefficient with P30
that suggests that MFIs with a high number of diamonds are better able to
control delinquent risk. ETA 1is only significant in the case of OLS with a
positive coefficient but not significant in the case of RE. Additionally, GDP
and COUNT are significantly negative in OLS, suggesting that with an
increase in GDP and the number of MFIs, delinquent risk decreases as
previously found by (Ahlin et al., 2011). The analysis should not be
restricted to OLS or RE if endogeneity is expected to be present in model.

Therefore, we included two-step GMM in the estimations.

Table 3. Dynamic Panel Data Analysis.

CPB Coef. Corrected T P>t
Std. Err.
L1.CPB 3262628 .079888 4.08 0.000
ALB -.020996 .0164891 -1.27 0.204
NOAB -.002474 .0087187 -0.28 0.777
OFF -.0063387 .0100913 -0.63 0.530
SIZE .0181252 .0165999 1.09 0.276
AGE .0080175 .0078329 1.02 0.307
RG .0336744 .0199474 1.69 0.092
DM -.0116312 .0037896 -3.07 0.002
EETA .0007661 .0400985 0.02 0.985
GDP .0008239 .0030944 0.27 0.790
COUNT .0011254 .0058477 0.19 0.847
BANK -.031317 .0340031 -0.92 0.358
NBFI -.029599 .0201281 -1.47 0.142
CcO -.0832342 .0329282 -2.53 0.012
C 1314832 .0794636 1.65 0.099
f-stat 7.96* Hansen J- 306.54(0.216)
AR(1) -3.23(0.000) stat
AR(2) 1.09(0.277)

The relation between P30 and outreach is found to be consistent in table 3,
as was previously found using the OLS and RE models. ALB and NOAB are
observed to be not significant. RG has a significant positive relation and CO
has a significantly negative relation to P30. Moreover, OFF, SIZE, AGE,
ETA, GDP, COUNT and types of ownership other than CO are found to be
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not significant. Later, significant AR (1) and not significant AR (2) show the
goodness of the model. The instruments are also validated, as we found that
Hansen J-stat.hat is not significant.

5. Conclusion

The commercialization of MFIs has increased the access of poor people to
credit, thereby increasing their outreach. Additionally, it has also improved
their financial sustainability by providing a competitive environment,
regulatory controls and technological advancements. The view that outreach
and financial sustainability may occur simultaneously is called the
institutionalist approach. On the other hand, lending to the poorest clients
may be costly and sometimes hinders the goal of achieving financial
sustainability. The view that these two objectives are mutually exclusive is
called the welfarist approach. For the purposes of policy making, there must
be a clear understanding of whether there is a tradeoff or compatibility
between financial sustainability and outreach, and there is a dearth of studies
that use sophisticated empirical techniques to find conclusive evidence. Most
of the studies are either subjective in nature and others have used OLS with
inadequate data, except for Cull et al. (2007).

The present study aims to achieve sophisticated empirical estimations by
using the generalized methods of moment (GMM) methodology on a large
dataset from 21 Latin American countries consisting 405 MFIs for the 10-
year period from 2005 to 2014. The data pertaining to the MFIs was
collected from the Mix Market database for 405 MFIs in 21 Latin American
countries for the period from 2005 to 2014. Additionally, country-level data
was collected from World Bank Development Indicators.

We obtained the results of the effects of outreach on portfolio quality
while controlling for other variables. An LM test was run that indicated the
RE is preferable. However, the results of the OLS are presented with RE as a
base model. Finally, dynamic panel data analysis was presented, which is the
most powerful technique for dealing with dynamic data.

We found that ALB and NOAB both have a negative relation with P30,
which indicates that reaching the poorest clients is risky for MFIs and
damages the portfolio quality of the institutions, while serving better-off
clients is not risky for MFIs and improves the portfolio quality of the
institution. This suggests that extending loans to better-off clients provides a
cushion against credit risk. We therefore found mission drift between
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portfolio quality and outreach of MFIs. SIZE, and OFF also have negative
impacts on portfolio quality; therefore, the better way to obtain the best
outreach and portfolio quality is to not increase SIZE and OFF of the
microfinance institutions. In this way, the MFI can attain the best portfolio
quality without damaging its outreach.
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Abstract

The present study empirically scrutinizes the roles of terrorism, military
expenditures, political stability and economic indicators in capital flight in
the cases of sub-Saharan African, Middle Eastern and North African
countries using annual data from 1990-2015. In this regard, we apply pooled
OLS, generalized method of moments (GMM), quantile regression and two-
stage GMM as estimation techniques. Overall, the results show that
terrorism, economic growth and trade openness lead to an increase in capital
flight. In contrast, military expenditures moderate the negative effect of
terrorism, which results in lowering capital flight. Political stability is proven
to be a significant factor in reducing capital flight, which captures the
attention of researchers and policymakers. Moreover, regional analysis
reports robust results in the case of a full panel. In summary, the study has
multiple policy recommendations: (i) capital flight can be controlled by
investing in the military and by making counter terrorism policies; (ii) the
countries of both regions need to create a stable political environment for a
better economy; and (iii) to reduce capital flight, it is essential to implement
strict policies for economic development and to stop the shifting of funds to
tax havens.

JEL CLASSIFICATION: C50, D74, F23, N40, O55.

KEYWORDS: CAPITAL FLIGHT, MILITARY EXPENDITURES,
TERRORISM, MIDDLE EAST AND NORTH AFRICA, SUB-SAHARAN
AFRICA.

: School of Economics, Shandong University, Jinan. PR China, 27-Shanda nanl lu, Jinan. Shandong. P.R
China, shehzad-umer@hotmail.com.

f School of Economics, Shandong University, Jinan. PR China, 27-Shanda nanl lu, Jinan. Shandong. P.R
China, fmqin@sdu.edu.cn.

Government College University Faisalabad, Faisalabad Pakistan and 3Center of Economic and
Research, Shandong University, Jinan. P.R China, umarfarooqgcuf@yahoo.com.

39



Capital flight, terrorism and military expenditures: empirical evidence from the sub-saharan african...

1. Introduction

The age of globalization has brought technological innovations and
economic development and has made human life easy. Consequently, it has
also brought many challenges, such as national sovereignty, security, peace,
violence and terrorism (Kuepper 2018). Between 1990 and 1996, the number
of terrorist attacks was 162% of the number during the cold war. After a few
more years, the number of terrorism incidents increased to 200% of the
number during the cold war, and these attacks were directed against civilians
rather than governments (Stibili 2010). In the last two decades, the world has
seen an unprecedented increase in terrorist attacks, particularly in developing
countries. The terrorist attacks at the Radisson Blu Hotel (2015) in Mali and
the Sinai Russian plane crash (2015) in Egypt demonstrate that terrorism has
become a national challenge for sub-Sahara African and Middle Eastern and
North African (MENA) countries. The increasing number of terrorist
incidents causes uncertainty, low security, fear and insecure environments
for business and investments, leading to low growth, low FDI and high
capital flight from these countries. Figure 1 shows the number of terrorist
attacks in sub-Saharan African and Middle Eastern and North African
(MENA) countries.

Figure 1. Terrorist attacks in sub-Saharan African and MENA

countries
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Source: Author’s calculation using data from the Global Terrorism Database (2015).

40



Shahzad U., Qin F., Rauf A., Farooq M. U. G.&L.E R Vol. 23 No. 1 (2019)

During the last three decades, capital flight from developing countries has
continuously increased and has had significant effects in fostering terrorism
(Asongu and Nwachukwu 2016; (Global Terrorism Index 2014). Terrorism
is a new kind of violence that has economic, social and religious
consequences. To mitigate the effects of terrorism at the international and
national levels, several antiterrorism agreements and pacts have been made
by the United Nations Office of Counter-Terrorism and the European
Council (Donnell 2006; United Nations 2014). Antiterrorism actions include
the options of military operations or dialogues with terrorist groups to reduce
terrorist attacks. Capital flight is the movement of funds and economic
resources outside of a country due to adverse change in the country’s
political, economic and social environment (Gunter 2008 and Cheung et al.
2016).

In any country, foreign investors can enter into a domestic market in the
following ways: foreign direct investment, portfolio equity investment and
foreign debt. Capital inflows and capital flight depend on sufficient expected
returns, given projected risk. Risk is a function of many factors including
legal environment, nonviolent and peaceful society, political stability and
economic policies (Filer and Stanisic 2016). Exposure to terrorism
represents a source of risk that can influence investment decisions, capital
flows and capital flight (Abadie and Gardeazabal 2008). Terrorism incidents
create uncertainty, chaos, and violence, which further disturb the law and
order situation and minimize the rate of return on investments. For this
reason, foreign investments decrease and domestic investors plan to shift
their businesses and investments abroad.

African countries have experienced increasing capital flight in the past
three decades (Asongu 2014b). From 1970 to 2010, thirty-three countries in
Africa lost capital totaling 814 billion US dollars (Boyce and Ndikumana
2012). The amount lost in capital flight is more than their foreign direct
investment and official development assistance. African countries face a
shortage of financing. The lack of finances and funds in Africa leads towards
extreme poverty and lowers social service delivery (Amankwah-Amoah
2016). Figure 2 illustrates capital flight and external financial flows from
African countries from 1979 to 2010.

41



Capital flight, terrorism and military expenditures: empirical evidence from the sub-saharan african...

Figure 2. Capital flight, FDI and Official development assistance (values
in billion US$)
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Due to the increasing trend of terrorism, the governments of many
countries have directed certain measures to fight against terrorism, such as
blocking the terror financing source and using the military against terrorist
groups, etc. (Koh 2007; Czinkota, et al. 2010). Additionally, research studies
have highlighted that military expenditures do not always help to control
terrorism (Feridun and Shahbaz 2010; Bois and Buts 2014). The literature
regarding capital flight, terrorism and military expenditure remains unclear
about the thresholds at which terrorism affects capital flight and military
expenditures help to decrease the effect of terrorism on capital flight.

Against this backdrop, the first objective of the study is to assess the
impact of terrorism on capital flight from sub-Saharan African and MENA
countries. Second, the study aims to investigate the impact of military
expenditures to reduce the negative impact of terrorism on capital flight. The
notion of threshold of military expenditures is consistent with critical mass
theory; it is taken as a policy variable to examine its positive or negative
impact on capital flight. An empirical relationship of military expenditures
with capital flight is consistent with Kuznets curve and U-shapes (Ashraf
2013; (Batuo 2015). Third, the study aims to econometrically investigate the
impact of economic indicators, such as inflation, growth, exchange rate, and
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trade openness, on capital flight for the top terrorism-affected countries in
the sub-Sahara and MENA regions. Finally, the study also investigates the
impact of political stability on capital flight for sub-Saharan African and
MENA countries.

The present study contributes to multifold purposes. First, the study
attempts to reduce the conflicting gap in the literature concerning military
expenditures to mitigate the effect of terrorism. Although a wide literature is
available regarding violence and capital flight (Hermes and Lensink 2001;
Fielding 2004; Vu Le and J. Zak 2006), the relationship of terrorism and
capital flight is still unexplored for South Asian, Pacific Asian, sub-Saharan
African (SSA) and Middle Eastern and North African (MENA) countries. In
addition, terrorism has received greater attention regarding incidents in
Europe and the Middle East and less attention regarding Africa, Asia and
Middle Eastern and North African (MENA) countries (Fazel 2013). Second,
the study explores the capital flight and terrorism relationship regarding
African and Middle Eastern and North African (MENA) countries. Third,
the study examines the level at which military expenditures start to mitigate
terrorism and capital flight by incorporating military expenditures and
political stability as policy variables and economic indicators (growth, trade
openness, inflation and exchange rate) as control variables for the major
terrorist victim countries of the sub-Saharan African (SSA) and Middle
Eastern and North African (MENA) regions.

The remainder of the paper is designed as follows. Section 2 summarizes
the theoretical and empirical literature related to the paper. Section 3
presents data and methodology, and section 4 describes the results and
discussion of a full panel and regional analysis. The last section provides the
conclusion and policy implications.

2. Intuition and Background Literature

Concerning the relationship between terrorism, military expenditures and
capital flight, very limited studies have been conducted (see Asongu 2014b;
Ndikumana, et al. 2015; Efobi and Asongu 2016; Asongua and Amoah
2017). The first strand of study discusses terrorism and capital flight, which
is derived from political access theories (Eyerman 1998). Political access
theories argue that terrorism is high in politically unstable regions and less in
politically stable regions. Capital stock decreases in value in politically
unstable countries; accordingly, domestic investors are compelled to shift
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their investments abroad to secure returns and profits. This behavior further
leads to the idea of how terrorism and violence affect capital flight (Davies
2011). The theoretical relationship between political stability and terrorism
not only is linked with economies but also opens the window of military
options to reduce terrorism and terrorist groups in regions (Feridun and
Shahbaz 2010). Politically unstable' countries are naturally more linked to
capital flight; political instability is based on civil wars, political strife and
conflicts. The second strand of the study explains the terrorism-military-
capital nexus (Efobi and Asongu 2016; Asongua and Amoah 2017). Military
expenditure is used as a policy variable to minimize terrorist attacks and for
protection and peace in a country, which further helps to reduce capital flight
(Anwar, et al. 2014; Asongua and Amoah 2017).

First, due to the capital flight trap, lagged capital flight is expected to
increase the next period’s capital flight. Second, economic growth could
either increase or decrease capital flight dependent on whether it is
concentrated or broad-based in specific sectors of the economy such as
heavy resource industries, etc. Broad-based economic growth could
minimize capital flight because it shows a positive outlook for investment
(Asongua and Amoah 2017). Third, inflation is considered an inducing
factor for capital flight because it is linked with risk and uncertainty in return
on investment and negative economic growth (Kelsey and Le Roux 2016).
Fourth, trade openness depends on the economy, whether broad- or narrowly
based. Similarly, trade openness and financial globalization are considered to
be closely linked with capital flight because they provide trade mis-invoicing
and transfer mispricing (Ndikumana and Boyce 2011; Asongua and Amoah
2017).

Efobi and Asongu (2016) conducted empirical analysis of 29 African
countries over the period 1987 to 2008. The study employed generalized
method of moments (GMM) and quantile regression for econometric
analysis. The results highlighted that domestic terrorism, total terrorism and
unclear terrorism increase capital flight from Africa. In addition, empirical
estimations proved that political stability, external debt and economic
growth induce increased capital flight in most of the periods. The capital
flight trap also proved an econometric model indicating that previous year
capital flight increases future capital flight. Asongua and Amoah (2017)

" The political stability index was produced by Daniel Kaufmann (Natural Resource Governance Institute
and Brookings Institution) and Aart Kraay (World Bank Development Research Group).
www.govindicators.org.
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empirically investigated the threshold at which military spending helps to
moderate the effect of terrorist attacks on capital flight for 37 African
countries over the period 1996 to 2010. The study applied contemporary and
noncontemporary OLS, fixed effect method, generalized method of moments
(GMM) and quantile regression to check the terrorism-military-capital
nexus. The results highlighted that military expenditures help to control
domestic, total and unclear terrorism from the region, while no relation was
found for transnational terrorism. In addition, the results implied that from
5% to 7% more military expenditures (% of GDP) are required to mitigate
the negative effect of terrorism on capital flight.

Ellyne and Mbewe (2015) empirically examined the important
determinants of capital flight for Nigeria, South Africa and Zambia over the
period 1970 to 2010 by employing the Johnson-cointegration technique and
vector error correction model (VECM). The results reveal that capital flight
from South Africa and Zambia is driven by currency depreciation and that
for Nigeria, capital flight is affected by currency appreciation. The results
further indicate that inflation and foreign direct investment also influence the
capital flight of studied countries, while political factors also confirmed
significant impact favoring capital flight. Williamson (1985) argued that
those countries that properly manage their actual exchange rate can improve
their exports and can attract more foreign direct investments.

Feridun and Shahbaz (2010) documented two theoretical views of military
expenditures and terrorism. When terrorism in any country increases, it leads
to an increase its military and defense expenditures to eliminate terrorists
and terrorist elements; a positive outcome is thus expected when military
expenditure is an outcome indicator. Accordingly, when military spending
increases, it results in peace and low terrorism. The study further argued that
military expenditures do not always lower terrorism; occasionally, they
increase terrorism and work as fuel for terrorist groups. Per this theoretical
framework, military expenditures are used as a policy variable to fight
against terrorism.

Sandler (2005) highlighted that counter terrorism efforts result in more
terrorism. Similarly, a lack of comprehensive and common policies against
terrorism at the international level has induced an increase in the
ineffectiveness of country-specific antiterrorism policies (David 2005). This
narrative is consistent with the evidence that the policies of the United States
against terrorism have further fueled terrorism (Lum, et al. 2006a). The
above theoretical and empirical studies are inconclusive on the effect of
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military expenditures on terrorism. The intuition and theory of this inquiry is
logical and sound. The study joins the strand of previous researchers
(Costantini and Lupi 2005; Lum, et al. 2008b; Narayan, et al. 2011; Asongu
and Nwachukwu 2016a; Asongua and Amoah 2017) in arguing that applying
econometric techniques for analysis is not based on acceptance or rejection
of these theories. Although an econometric analysis based on theory and
sound intuition could be a useful empirical exercise to prove the theory and
for policy implications. Such intuition has been employed in recent terrorism
studies and to form antiterror policies (Asongu and Nwachukwu 2017;
Asongua and Amoah 2017).

3. Modeling and Data Specification
3.1 Data

The study employed panel data of 15 sub-Saharan African and 14 Middle
Eastern and North African (MENA) countries. The list of countries is
provided in Table A-1 (appendix). The motivation behind the selection of
these two regions is that both regions are top ranked in terrorism per the
Global Terrorism Index 2017 (GTI 2017). The study employed the data from
1990-2015 for econometric estimations and empirical results. The study
gathered data from five sources: (i) terrorism data are collected from Global
Terrorism Database (2015); (ii) capital flight data for 17 countries are
obtained from Boyce and Ndikumana (2012), while for the remaining 11
countries, capital flight data are calculated by using the World Bank residual
method (World Bank 1985); (iii) military expenditures, inflation, gross
domestic product, trade openness and exchange rate data are obtained from
(World Development Indicators 2015); (iv) political stability data are
gathered from Kaufmann et al. (2010)* and (v) economic indicator data for
Somalia, Mali, Niger and Sudan are obtained from the Africa Economic
Development Institute (2018).The terrorism variable in this study shows the
total number of terrorist attacks in any country. To avoid mathematical
concerns with log transforming zeros and correction for positive skewness,
we take the natural log of number of attacks and add one to the base.
Recently, Bandyopadhyay et al. (2014) and Efobi and Asongu (2016) also
employed a similar method.

2 Kaufmann, Daniel, Kraay, and Mastruzzi (2010) provided the estimated data of political stability of all
countries in their working paper for The Worldwide Governance Indicators. The data are available at
World Development Bank Governance Indicators from 1996 onwards.
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3.2 Capital Flight Measurement

This study employed the residual method of the World Bank (1985) to
calculate the capital flight data for 11 countries, as the data for several
African countries are already provided by the University of Massachusetts
(2016) on the portal of the political economy research institute. Beja (2006),
Makochekanwa (2007) and Cheung et al. (2016) also employed a similar
method for capital flight calculation for the case of South East Asia,
Zimbabwe and China.

CF = AED+ FDI ~CAD—AFR (1)

Outward capital flight® exists when total sources of money are greater
than total use of money (Cheung, et al. 2016). However, sources of funds are
the following: CE denotes capital flight for country i; AED is total change
in external debt stocks; FDI represents net foreign direct investment; CAD
denotes current account balance (if it is surplus, it is added; if it is deficit, it
is subtracted from the equation); and AFR shows change in foreign reserves.

3.3 Methodology

The descriptive statistics of the variables are reported in Table 1. Some of
the variables are shown in logarithm form for comparison of means. The
study examines the role of terrorism, military expenditures and political
stability in the mitigation of capital flight. The study employed economic
indicators as control variables (inflation, GDP, trade openness and exchange
rate) and investigated their relationship with capital flight. The interaction
term is the product of terrorist attacks and military expenditures per 100,000
people in any country. The panel ordinary least squares and quantile
regression model is presented below.

CF, = f(terrovism, militaryexpenditures,inf lation, gdp, openess, exchange, politicalstability) (2)

3 Capital flight is beneficial if it helps reduce trade barriers and circumvent distortionary capital controls.
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g=1

where CF, denotes the capital flight in year /, " represents the number

of terrorist attacks in the year, and M shows the yearly military

INT,

expenditures in current US §. + shows the interaction term (product of

terrorist attacks and military expenditures) in country 7 at time t. Zi

presents the control variables (inflation, GDP, trade openness and exchange
rate), 25 shows the country-specific political stability, and #% represents the
error term of the regression model.

Table 1. Descriptive Statistics

Variables Mean Std. Dev. Min Max
TA 20.7125 2.11731 11.52343 25.34073
ME 2.440733 1.788949 0 8.275376
INT 23.50669 3.083822 11.56028 33.35851
INF 21.0434 3.952164 10.17743 32.13681

GDP 2.146299 1.325838 -2.53825 10.19474
TO 7.039004 1.50679 4.356709 10.92544
ER 3.985935 0.661081 -3.86327 5.038475
PS 3.76624 3.3704 -19.85 10.37036

TA is the terrorist attacks, Me shows the military expenditures, INT represents the interaction term of
military expenditures and terrorist attacks, and /NF presents the inflation. GDP presents the gross
domestic product per capita. 7O shows the trade openness, ER addresses the exchange rate, and PS
shows political stability.
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3.4 Estimation Strategy

The study employed pooled OLS and difference generalized method of
moment (difference GMM) introduced by Arellano and Bond (1991), which
consider the autoregressive (1) and autoregressive (2) with separate
individual unobserved specific factors models. The paper employed the
generalized method of moment (GMM) for the following reasons. First, the
GMM technique accounts for all endogeneity issues in all regressors by
using instrumental values of regressors and controlling for time-invariant
omitted variables. Second, the GMM technique controls for the capital flight
trap, as the criteria for persistence of capital flight are met. Third, for the
case of dynamic panel estimations when entities (N) are greater than time
(T), it is necessary to rely on dynamic-based panel estimations, such as
difference GMM (Bond, et al. 2001). The data from 29 countries (N=29)
cover a period of 26 years (T=26). The dynamic panel model is more
appropriate when N is greater than T (Baltagi 2008). Moreover, cross-
country variations are considered in the specifications. In addition, the study
applied quantile regression and sequential estimation (two-stage GMM)
introduced by Kripfganz and Schwarz (2015) for regional analysis.

gt +lut +‘C"i,t

4

CF, =+ BCE, + BT, + M, +BINT, + D K,Z
g=1

“)

C}E:t _C}Zt—] :ﬁ (CE:t—r _(}Zt—h) +@ (T,t _Y;t—z) +[§ (Mt _Mt—r) +l@ (Mt _Mt—r)
+E<g(zg,i,t _Zg,z‘,t_ZT)"'(H —4) +&,, ®)
gl

The capital flight shows unrecorded capital flows between one country
and the rest of the world. Its measurement starts from the inflow of foreign
exchange, which is recoded in a country’s balance of payments. The
difference between recorded inflows and recorded outflows is also termed
net errors and omissions. This definition is increasingly used in capital flight
studies (Ndikumana, et al. 2015; Weeks 2015; Efobi and Asongu 2016).
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4. Results and Discussion

The empirical results of the full panel are reported in Table 2. Pooled OLS
and difference GMM are applied for estimations of the full panel, while
ordinary least squares, quantile regression and sequential estimation methods
are applied to assess the robustness of results for the full panel. In addition,
quantile regression graphs represent results similar to those in other
estimation techniques, and quantile graphs are presented in appendix 1.
Among all independent variables, lagged capital flight, terrorist attacks,
military expenditures, the interaction term and gross domestic product have a
statistically significant relationship with capital flight. Moreover, trade
openness shows a significantly positive relationship and political stability
highlights are significantly negative in pooled OLS. The results indicate that
terrorist attacks and lagged capital flight induce increased capital flight for
all of these countries because sub-Saharan African and MENA countries are
top ranked in terrorism attacks during the last two decades, and terrorism
continues to spread and increase in these regions (Global terrorism Index
2017). The capital flight trap shows that previous year capital flight
increases capital flight in the coming period because the estimates of capital
flight have positive values in previous years. The finding is consistent with
Efobi and Asongu (2016) and Asongua and Amoah (2017) for the case of
African countries. Military expenditures are proved a very important factor,
as they show a significantly positive coefficient, indicating that more
investments in the military to combat terrorism increase capital flight from
these countries.

Table 2. Pooled OLS and Generalized Method of Moments

Variable Pooled OLS GMM
Lag CF 0.3805%**
TA 0.709%** 0.4292%**
ME 0.786%*** 0.4968%***
INT -0.724%%** -0.4443%**
INF -0.006 -0.0532
GDP 0.93]*** 0.6280***
TO 0.378* 0.1420
ER -0.024 0.0036
PS -0.367*** -0.1324
Constant 7.216 43568

Lag CF shows lagged capital flight, TA is terrorist attacks, Me shows military expenditures, INT
represents the interaction term of military expenditures and terrorist attacks, and INF presents
inflation. GDP presents gross domestic product per capita. TO shows trade openness, ER addresses
exchange rate, and PS shows political stability. *, **, and *** represent the level of significance at
10%, 5% and 1%, respectively.
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AR (1): (0.081)
AR (2): (0.361); Sargon OIR: (0.978)

The finding is consistent with Efobi and Asongu (2016) for the case of
Africa. In contrast, the interaction term of terrorism and military
expenditures shows a significantly negative relationship towards capital
flight, indicating that military spending helps to reduce terrorism and to
control capital flight. The findings are consistent with earlier studies (e.g.,
Efobi and Asongu 2016; Asongua and Amoah 2017). Gross domestic
products show significantly positive impact favoring capital flight, implying
that economic growth in African and MENA countries leads to increased
capital flight because capital flight is mainly dependent on external debts and
net foreign direct investment. However, in the case of developing countries,
external debt, foreign investments and foreign aid, etc., are diverted to other
uses and are not included in economic development. Thus, the economic
growth of African and MENA countries remains low, and movement of
funds abroad is at its peak (Ajayi 2012).

The World Bank publication on Millennium Development Goals
highlights that poverty is decreasing in all regions of the world except sub-
Saharan African countries (World Bank 2015). Economic growth in MENA
countries declined 2% in 2017 and now is approximately 3.1% per the World
Bank (2018). Trade openness indicates significantly positive impact favoring
capital flight, indicating that if trade restrictions are removed and trade
becomes easy, the movement of money also becomes easy. The finding is
similar to that of Efobi and Asongu (2016) for the case of African countries.
The coefficient for political stability shows a significantly negative
relationship, implying that a country being politically stable helps to reduce
capital flight by 36% compared with unstable countries, because most of the
countries in this panel are developing and politically unstable per the World
Bank (2018). Exchange rate and inflation proved insignificant indicators in
the model.

4.1 Robust analysis

In the case of full panel robust analysis, the study employed ordinary least
squares, quantile regression and sequential estimation (two stage GMM)
methods. The estimated results for robust analysis are reported in Table 3.
The estimated coefficients of terrorist attacks, military expenditures and
gross domestic product are significantly positive towards capital flight in all
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three regression methods. The results imply that terrorist attacks and gross
domestic product highly contribute to an increasing trend of capital flight
because countries in both regions are not struggling enough to fight against
terrorism and to improve economic growth. The interaction term of military
spending and terrorism shows a significantly negative relationship with
capital flight, indicating that more investment in defense helps to make a
country peaceful and to control outflow movement of funds. Political
stability shows a significant negatively impact in two-stage GMM and is
insignificant in two methods. This result is quite surprising and demonstrates
that political stability in these countries is very important. Political instability
in African and MENA countries makes moving funds outside of a country
easy. Trade openness showed a significantly positive relationship towards
capital flight in ordinary least squares but proved an insignificant indicator in
two models. Inflation and exchange rate proved insignificant indicators for
capital flight.

Table 3. Robust analysis

Variable OLS Quantile Sequential
Regression estimation
TA 0.745%** 0.7805%** 0.7085%**
ME 0.764%** 0.9184*** 0.7858***
INT -0.725%** -0.8418%** -0.7243 %%
INF -0.018 -0.0917 -0.0065
GDP 0.835%** 0.9656*** 0.9310%***
TO 0.569%* 0.2445 0.3781
ER -0.056 0.0194 -0.0245
PS -0.284 -0.2420 -0.3670**
Constant 7.754 7.0538 7.2157

TA is terrorist attacks, Me shows military expenditures, INT represents the interaction term of military
expenditures and terrorist attacks, and INF presents the inflation. GDP presents gross domestic product
per capita. TO shows trade openness, ER addresses exchange rate, and PS shows political stability. *,
** and *** represent the level of significance at 10%, 5% and 1%, respectively.
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4.1.1 Quantile Regression Extended

In an attempt to examine the full panel results, the robust analysis is
further extended in quantile regression. Quantile regression allows empirical
investigation and cross checking of the results in different quantiles of the
same empirical model. In this case, the study conducted four quantiles to
check the impact of terrorism and military expenditures on capital flight. The
results indicate that terrorism induces increased capital flight from sub-
Saharan African and MENA countries. Surprisingly, the results also
demonstrate that military expenditures do help to control capital flight, while
it becomes a contributing factor to increased outflow of funds. This behavior
occurs because the funds for military expenditures are spent from
development projects and basic necessities, which lowers economic growth
and increases risk to investments.

With regards to terrorism, more terrorism incidents in the region
contribute to increased capital flight from the region. In addition, the
interaction term highlights that military expenditures help to decrease the
negative effect of terrorism on capital flight. Economic growth and trade
openness have confirmed significantly positive impact favoring capital
flight, confirming that growth and trade increase the outflow of funds
because these countries are not properly utilizing funds and because aid and
trade restrictions are not lifted, which does not attract investors but instead
discourages them. Exchange rate and political stability have a confirmed
insignificant relationship for capital flight. In summary, quantile regression
highlights the same results as in pooled OLS and GMM. Figure Al
(appendix) illustrates the quantile regression in graphical form per the
explanatory variables. The graphs demonstrate that terrorism, inflation, trade
openness and exchange rate are the major contributing factors that fuel
capital flight in the sub-Saharan African and MENA regions.
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Table 4. Quantile Regression Extended in Quantiles

Variable Q25 Q50 Q75 Q90
TA 0.704%** 0.770%** 0.662%** 0.553%%*
ME 0.854%* 0.902%** 0.7519%+ 0.661%**
INT -0.780%** -0.826%** -6767%** -0.620%+*
INF 0.115 -0.066 -.009 -0.04427
GDP 1.053 %+ 0.943%# 0.820 0.830%**
TO 0.305% 0.3043 0.436* 0.821%**
ER -0.000 3.98 -0.000 -0.000
PS -0.3588 -0.236 0.2693 -0.493%

Constant 5.30 7.090 8.59 8.497

TA is terrorist attacks, Me shows military expenditures, INT represents the interaction term of military
expenditures and terrorist attacks, and INF presents inflation. GDP presents gross domestic product per
capita. TO shows trade openness, ER addresses exchange rate, and PS shows political stability. *, **, and
*** represent the level of significance at 10%, 5% and 1%, respectively.

4.2 Regional analysis

Diverting our attention to regional analysis, the study finds that for the
case of sub-Saharan African countries, terrorism and military expenditures
show a statistically significantly positive relationship, with coefficients of
0.608 and 0.677 towards capital flight, respectively. The finding
demonstrates that increases in terrorist attacks are not good for the economy
or capital flight of these countries. The finding is consistent with Asongua
and Amoah (2017) and results from terrorism increasing every year in
African countries. The sub-Sahara African region is now 4th in regional
terrorism trends; most of the countries from this region are ranked in the top
fifty countries in the terrorism index (Global terrorism Index 2017). With
regard to the interaction between terrorism and the military, the empirical
results show that military expenditures help to control capital flight with 66
to 71%. Exchange rate and political stability show significantly negative
impacts on capital flight, with 17% to 23% for exchange rate and 74% to
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91% for political stability. The finding implies that the exchange rate in sub-
Saharan African countries induces increased capital flight because the
exchange rates for these two countries have been unstable and have greatly
evolved over time (Ghosh, Ostry and Tsangarides 2010). Political stability
induces increased capital flight for African countries, because during the last
two decades, these countries have remained politically unstable entities, and
the government structure is not fixed. In addition, disturbances from political
instability cause a negative investment climate (Fatehi and Gupta 1992).
Inflation and trade openness are proved insignificant indicators in both
models for capital flight. The empirical results for sub-Saharan African
countries are reported in Table 5.

Table 5. Sub-Saharan African Region

Variable Quantile Regression Sequential estimation
TA 0.608** 0.677%**
ME 0.810%** 0.851%**
INT -0.662** -0.712%**
INF -0.065 0.050
GDP 0.977* 0.868%**
TO 0.210 0.224
ER -0.234%** -0.173**
PS -0.91445%** -0.742%**
Constant 6.663886 6.565

TA is terrorist attacks, Me shows military expenditures, INT represents the interaction term of
military expenditures and terrorist attacks, and INF presents inflation. GDP presents gross domestic
product per capita. TO shows trade openness, ER addresses exchange rate and PS shows political
stability. *, **, and *** represent the level of significance at 10%, 5% and 1%, respectively.

In the case of Middle Eastern and North African countries, the empirical
estimates for terrorist attacks show that increases in terrorist attacks in

55



Capital flight, terrorism and military expenditures: empirical evidence from the sub-saharan african...

MENA countries induce increased capital flight because terrorism in these
countries is at its peak; the MENA region is the second-ranked region in
terrorism worldwide. Most of the countries in this region are ranked in the
top fifty countries on terrorism (Global terrorism Index 2017). The
interaction between the military and terrorism highlights that military
expenditures help to control capital flight up to 70% for MENA countries,
while there is a greater need to strengthen the law enforcement agencies and
armed forces to implement regulations and to bring peace, which further
leads to better economic growth and less movement of capital flows. The
empirical findings confirmed inflation and trade openness as insignificant
indicators for capital flight. Moreover, the exchange rate shows significantly
negative impact on capital flight, indicating that consistency in exchange rate
helps to control outflow movement of capital because from 1990 onward, the
currency of Arabic countries has been stable, and MENA countries have
strengthened their central bank independency with amendments to laws
(International Monetary Fund 2014). Balassa (1990) also reached a similar
conclusion for the case of African countries.

The empirical estimates for gross domestic product imply a significantly
positive relationship with capital flight, indicating that economic growth
leads to increased capital flight because external borrowings and foreign aid
are not properly utilized in economic development of the economy and are
diverted elsewhere. This problem causes low growth and leads to more
outflow of capital (Ajayi 2012). Overall, the empirical results demonstrate
that terrorist attacks, military expenditures, political stability and exchange
rate play vital roles in capital flight. To control capital flight from both
regions, there is a need to strengthen peace and harmony by making more
investments in defense and the military, as military spending helps to fight
against terrorism and to eliminate terrorist elements and groups from both
regions. The empirical findings for Middle Eastern and North African
countries are reported in Table 6.

56



Shahzad U., Qin F., Rauf A., Farooq M. U. G.&L.E R Vol. 23 No. 1 (2019)

Table 6. Middle Eastern and North African Region

Variable Quantile Regression Sequential estimation
TA 0.4672%** 0.5295%**
ME 0.5536%** 0.5617**
INT -0.4714%** -0.5048%*
INF -0.0424 -0.0150
GDP 0.8478%** 0.7613***
TO 0.1411 0.2420
ER -0.0287 -0.0191
PS 0.0772 -0.0725
Constant 10.5188 10.7103

TA is terrorist attacks, Me shows military expenditures, INT represents the interaction term of military
expenditures and terrorist attacks, and INF presents inflation. GDP presents the gross domestic product
per capita. TO shows trade openness, ER addresses exchange rate, and PS shows political stability. *,
** and *** represent the level of significance at 10%, 5% and 1%, respectively.

5 Conclusion and Policy Implications

The objectives of the present study are to investigate the role of terrorist
attacks in increasing capital flight from sub-Saharan African and MENA
countries and to investigate whether military expenditures and defense
measures are worthwhile to control the rapidly increasing pace of capital
flight. For capital flight, we study the role of economic growth, trade
openness, inflation, exchange rate and political stability used as a proxy of
security and peace. The important contribution of the paper is inclusion of
the capital flight trap, military expenditures and political stability, which are
important factors in reducing capital flight from sub-Saharan African and
Middle Eastern and North African countries. The study used the yearly data
of 15 sub-Saharan African and 14 Middle Eastern and North African
countries from 1990-2015. The study highlights two kinds of analysis: first,
we used both regions as a full sample for econometric estimations; second,
separate empirical estimations are conducted for each region.

The results of the present study demonstrate that terrorist attacks,
economic growth and trade openness are important contributors to capital
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flight in the case of the full sample and of regional analysis. The interaction
between terrorist attacks and military expenditures is also confirmed as a key
policy variable to reduce terrorism and eliminate the terrorism effect on
capital flight. Therefore, Middle Eastern and North African countries have
seen a drastic increase in military spending from 3% of GDP to 4.5%. Saudi
Arabia military spending has increased to 8.9% of its GDP and has become
the third-ranked country in military spending following only the USA and
China (Gaub 2014; International Trade Administration 2016). In addition,
the study has empirically proved that among all economic factors, trade and
gross domestic product induce increased capital flight from both regions
because external borrowings and funds are not properly utilized for
economic development. This problem causes an outflow of funds abroad,
and trade liberalization provides relaxed relations, thereby facilitating
conducting business in other parts of world. People enjoy the benefits of
such relaxation by shifting money abroad. Moreover, inflation and exchange
rate have proved insignificant factors for the full panel and for the Middle
Eastern and North African countries. Concerning the sub-Saharan African
region, exchange rate shows a significantly negative relationship, indicating
that a stable exchange rate helps to reduce capital flight from the region.
This study examines the role of political stability as a proxy factor for peace
and stability, and the results highlight that political stability helps to control
capital flight. However, in most of the countries included in the sample, the
political environment is not very stable, and there is much need to create
politically stable and peaceful environments.

The results of the present study help policymakers to make stable rules
and policies for a peaceful and economic friendly environment to mitigate
the increasing pace of capital flight. Both regions need immediate
operational measures in their economic sectors to improve the living
standard of people and to mitigate terrorism and violence. For example,
more monetary resources should be spent on people’s welfare and for
economic development. The countries should take necessary measures and
form strict rules to stop shifting money to tax havens, and siphoned funds
should be taken back from abroad. In addition, military spending should be
increased in such a way that funds for welfare and developmental projects
should not be used for the military, and funds should not be in the hands of a
corrupt elite. Political instability and weak government effectiveness make it
easy to shift money from developing countries to tax havens. This situation
demands serious measures in the areas of governance methods, institutional
quality and stable political environment.
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The present study mainly studied terrorism, military expenditure and
political stability as important influencing factors for capital flight. The
study omits some important factors concerning capital flight, such as
institutional quality, corruption control, and internal and external conflicts,
etc., because the study examined the role of economic indicators for capital,
such as economic growth, trade, inflation, and exchange rate, etc., which
cannot be considered negligible. With regard to future research, our study
highlights that the capital flight literature can be extended by engaging more
policy wvariables such as corruption control, government effectiveness,
internal conflicts and inclusive development. Furthermore, conducting this
analysis regarding country-specific effects can provide more detailed policy
measures and military spending thresholds.
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Appendix

Table Al: Region and Country List

Region Country

Sub-Sahara Africa Nigeria, Somalia, DR Congo, South Africa,
Cameroon, Central African Republic, Niger,
Kenya, Ethiopia, Mali, Burundi, Chad,
Mozambique,
Burkina Faso, Uganda,
Iraq, Syria, Yemen, Libya, Egypt, Sudan, Saudi
Arabia

Middle East and North Lebanon, Israel, Tunisia, Algeria, Kuwait,

Africa Jordan, Iran
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1. Introduction

The reason for the level of debt being dissimilar among countries is the
most controversial and relevant issue of emerging economies because of
resource constraints and conditions imposed by donors. The efficient use of
resources boosts the economy, while inefficiency increases the economic
burden. A country has to borrow more to release the previous obligation,
which annihilates the economic fundamentals that push the relative economy
into a ‘vicious circle of debt’, and gradually, the country moves toward
default. Subsequently, if the economy does not take action to remove the
flawed economic policies, then the country again defaults. As a result, the
economy moves toward a ‘serial default hypotheses’ theory, which examines
the debt intolerance point of the economy. However, different absorption
levels of debt can be a result of the difference in economic fundamentals and
size. Nevertheless, the economic institutions and economic policies play an
important role to keep the economy headed in the right direction to sustain
investor confidence.

It is impossible to grow without debt, and the need for debt is increasing
globally day by day. The capital composition between 1980 and 2010
reached $150 bn of which more than $90 bn of capital was debt, showing the
utilization of the debt instrument, the reaction of policy reforms and the
variation in economic fundamentals, as shown in Figure 1. The primary aim
of this study is to investigate whether the current increase in debt depends on
the previous level of debt as related to the Pakistani economy.

The annual time-series data from 1975 to 2016 are collected from the
World Bank database, where the external debt stock to GDP is used as a
measure of debt volatility, while inflation, GDP growth rate, and interest
payment are used as control variables. The analysis confirms the repeated
default and supports the theory of serial default examined by (Reinhart and
Rogoff 2009).

The rest of the paper is structured as follows: section 2 presents the extant
literature, while section three discusses the methodology of the
contemporary work. The next section presents the data, results, and
discussion, while the last section concludes.
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Figure 1. Global Security Stock from 1980-2010 ($ US bn)
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2. Literature Review

The institutional and political environment cannot be ignored in an
economic analysis. Giordano and Tommasino, (2011) theoretically describe
the importance of the political environment in association with the decision
to default or not to default. However, the default condition is a gradual
process adopted by the institutional environment. Diaz-Cassou, Erce, and
Vazquez-Zamora (2008) discuss the active role of institutions in economic
affairs and economic empowerment. They investigate that international
lending units play a significant role in pushing the economy on the right
track at the time of financial distress. Park and Song (2011) examine the
useful role of macroeconomic factors (inflation and interest rate spread),
known as “conditioning factors’’. They determine the solvency and
threshold level of an economy. Sharaf (2015) argued the importance of
inflation and suggested the targeted inflation policy to reduce uncertainty.

The relation between financial development and economic growth cannot
be ignored in economic analysis. (Sanogo and Moussa 2017) investigate the
negative relation between credit and economic growth. Subsequently,
(Bannister and Barrot 2011) illustrate the importance of macroeconomic
factor volatility in predicting debt tolerance. They investigate the role of
growth and inflation to determine debt intolerance and find a positive
relationship between economic growth and debt tolerance. However, (Bordo,
Meissner, and Stuckler 2010) state that a high debt level leads to a decrease
in growth and leads the economy into a default situation.

Furthermore, (Catdo, Fostel, and Kapur 2009) investigate the relation
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between the current default and the past avoidance of default and find that
high debt increases the fixed cost and brings the economy toward serial
default. (Pardo Caicedo 2012) describes different conditions of economic
crises. First, ‘original sin’, known as debt, is a significant problem for the
underdeveloped economy, which increases the fixed cost during crises.
Meanwhile, additional debt is required to meet the current deficit known as
the “balance sheet effect”, which leads to the point of default. Second, the
debt tolerance level is not the same for advanced and developing economies
because of the difference in financial and institutional structure.

Therefore, emerging economies react differently to the developed
economy in times of high debt burden because of a low absorption level. In
contrast, (Bordo and Meissner 2005) state that a high debt-to-GDP ratio does
not matter in the presence of a strong economic structure. On the other hand,
a high export level increases the relative confidence level even though the
relative debt-to-GDP ratio is high. Consequently, a well-built economic base
is the backbone of the financial fundamental that boosts the interrelated
economic activities. Conversely, a weak economic structure increases the
debt burden and its relative cost. Hence, a spillover effect of debt liability
destroys the banking and monetary system, and the economy is forced into a
vicious circle of debt. The following hypothesis has been developed based
on the previous literature.

HO: The current default has no association with the previous default.

3. Methodology

The empirical analysis includes the annual time-series data set from 1975
to 2016 related to the Pakistani economy using World Development
Indicators. The external debt stock-to-GDP (EXDGDP) ratio as a proxy for
debt volatility is used as a dependent variable. Jafri (2008) has used the same
ratio to determine the debt threshold level where inflation, GDP growth rate,
and interest payment are used as the control variables in the model.
Additionally, inflation (INF) is used as an explanatory variable of the study,
and it is expected that a high value of inflation is not suitable for the
economy. Gross domestic product (GDP) is the backbone of an economy
and is extensively used as a measure of output regarding services and
production. GDP is an instrument to not only check the size of an economy
but also to investigate whether the economy is contracting or expanding.
Therefore, GDP growth cannot be ignored at the time of economic analysis.
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GDP growth rate (GDPQG) is used as a measure of debt intolerance because
high income growth countries need more debt to meet production and
consumption needs. Debt rescheduling pushes the country into a vicious
circle of default. Interest payment (INTPMT) is also used as a measure of
debt volatility, as (Thornton 2004) has also used the same measure to control
the debt threshold level. A general model has been developed using EXGD
as a measure of debt volatility, where GDPG, INF, and INTPMT are
considered exogenous variables in the model. Equation (1) shows the
mathematical form of the model, and equation (2) shows the functional form
of the lag of control variables with EXDGDP.

EXDGDP, = 3, + B,GDPG, + 3,INF, ++ B,INTPMT, + ¢, )
EXDGDP, = B, + B,GDPG, + B,INF, + + B,INTPMT,
B.GDPG,  + B,INF, ,++ B,INTPMT, , +z¢, @)

where g is the slope intercept, B, 8, and B,are the estimates of the model,
while ‘c,” demonstrates an unexplained part of the model. To investigate the
‘serial default condition,” ARMA is applied (p,q) as shown in equation (3).

P q
EXDGDP, =C, + Y $EXDGDP _, + Y 0z, , +,
i=1 i=1

©)

9“ are the parameters of interest and € follows a
white noise process. Mendoza (2009) also investigates the effect of previous
default on the current state of an economy. Moreover, partial and
autocorrelation techniques have been used to investigate the serial
correlation of EXGD with its lag, as shown in equations (4) and (5).
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T
> EXDGDP EXDGDF,

_ t=s+1 s

ps T = \_
> EXDGDP? Yo
r=s+1 (4)
EXDGDP = 6, + ,EXDGDP,_, +....+ , EXDGDP__ +¢, )
AIC=Tn g +kZ
T
(6)
BIC=Ing +k InT
d )

4. Discussion

Table 1 describes the summary statistics from 1975 to 2016. The mean
value of EXDGDP is approximately 26%, with a maximum and minimum
value of 35% and 17%, respectively. Overall, the mean value of the control
variables is not more than 8%, with a standard error between 2% and 14%.
However, a negative correlation is captured among variables, except for in
some cases. For instance, INTPMT and EXDGDP have a positive
correlation with GDPG and INF, approximately 2.3% and 3%, respectively,
as shown in Table 1.

Table 1. Summary Statistics (1975-2016)

Variables OBS Mean Std. Dev. Min. Max.
GDPG 42 4.89 2.07 1.01 10.21
INF 42 8.54 4.15 2.54 20.90
INTPMT 42 7.44 14.02 -21.57  33.74
EXDGDP 42 26.49 4.08 17.90 3540

Table 2 shows an insignificant relation between the control variables and
EXDGDP. Weak explanatory power, of approximately 32%, further suggests
the serial correlation problem, as shown in model (1).
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Table 2. Regression Results (1975-2016)

EXDGDP ) ¥) 3)
Cons 32.52" 8.82" 28717
(16.37) (3.76) 9.93)
GDPG -0.9 031"
(-3.62) (-2.84)
INF -0.08 0.14™
(-0.63) (2.20)
INTPMT -0.06 0.04"
(-1.39) (2.56)
GDPG L -0.34"
(-2.94)
INF L 0.01
(0.18)
INTPMT L -0.003
(-0.1)
EXDGDP_L 0.74™"
(11.20)
AR
L1 1.48™
(11.55)
L2 -0.45™"
(-3.87)
MA
L3 -0.55""
(-3.62)
X? 0.48
AIC 159.02
BIC 167.71
R? 0.32 0.9
OBS 42 41 42

71



Whether current increase in debt depends on the previous level of debt: a case of the Pakistani economy

Conversely, the explanatory power of the model is increased to 92%
using the lagged control variables. Moreover, the beta coefficients of
GDPG (-0.31), INF (0.14), INTPMT (0.04), GGPG_ L (-0.34) and
EXDGDP_L (0.74) are significantly different from zero, except for INF_L
(0.01) and INTPMT L (-0.003), as shown in model (2) of Table 2.

Figure 2. Predicted Residual Trend (1975-2016)
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Source: own calculation by using data from World Development Indicators (1975-2016)

The predicted residual behavior from 1975 to 2016 clearly states the time
trend, as shown in Figure 2, which confirms an autocorrelation problem in
the model.

Figure 3. Time Trend of External Debt Stock to GDP from 1975 to 2016
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Source: own calculation by using data from World Development Indicators (1975-2016)

Subsequently, Figure 3 states the relation between EXDGDP and time
and leads to the investigation of the ARIMA process in the model.
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Figure 4. ACF of EXDGDP (1975-2016)
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The autocorrelation function (ACF) of EXDGDP has a smooth decay
toward its mean, and a gradual decrease in serial correlation is well defined,
as shown in Figure 4, which figuratively confirms the strong dependency of
the current information on the previous information. However, the relation is
following the autoregressive process as well.

Figure 5. PACF of EXDGDP
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Moreover, the partial autocorrelation function (PACF) of EXDGDP
symbolically confirms the order of the time-series data, as shown in Figure
S.
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Figure 6. ACF of Predicted Residual (1975-2016
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Further, the white noise process confirms the autocorrelation in the error
terms, as shown in Figure 6, which leads the analysis toward information
criteria.

Figure 7. PACF of Predicted Residual (1975-2016)
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Source: own calculation using data from World Development Indicators (1975-2016)

The PACF of the predicted residuals also captures a lagged trend, as
shown in Figure 7, with a specific order.

Similarly, model (3) confirms the AR process with an order of 2, and the
parameters ¢; (1.48) and ¢, (-0.45) are significantly different from zero. An
information criterion has selected ARIMA (2, 3), as shown in Table 2. ¢,
(1.48), ¢, (-0.45) and 0, (-3.54) are significantly different from zero, while
AIC (169.02) and BIC (167.71) also confirm that the ARIMA (2,3) is the
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best model for prediction.

Hence, the results support the idea that the current information depends
on the previous information. The most significant results are generated from
model (2) and model (3). Consequently, the results support the theory of
serial default, as discussed in the previous literature by (Mendoza 2009;
Catdo, Fostel, and Kapur 2009; Reinhart and Rogoff 2009; Bordo, Meissner,
and Stuckler 2010). Therefore, it is not possible for emerging economies to
absorb the level of debt beyond an absolute limit of debt. The study
examines the reasons for default, and one of them is a weak institutional
setup that pushes the economy into a worse situation (Reinhart and Rogoff
2009).

Pakistan is also facing the same problem, and Pakistan has to issue more
debt to remove the debt burden, perfectly reflecting the quotation “the
country defaults once also defaults in the future”. The result is serial
default, and the country exists in group IV compared to the category
described by (Reinhart and Rogoff 2009). Therefore, Pakistan is more likely
to default in the near future and face debt again. Apart from this, some other
unobservable factors hidden in the disturbance term also determine the level
of debt intolerance, and those factors could be political or institutional.

A long-term policy can help to get rid of an uncertain environment, while
corrective actions can lead to the stabilization of the institutional
environment. Unfortunately, Pakistan has no long-term economic policy, and
if such a policy is implemented, the next government will roll back the
policy implemented by the previous government, which shows an
inconsistent economic phenomenon.

5. Conclusion

“This time is a different syndrome’’ is the most fundamental economic
issue raised by (Reinhart and Rogoff 2009), and nothing is static in this
dynamic economic world. Thus, the economic fundamentals can never be
static under the umbrella of unobservable dynamic economic shocks.
Consequently, emerging economies are facing a large problem of the
repayment of debt and have become more debt-intolerant currently
compared to the previous economic environment. The main aim of the study
is to investigate whether the current increase in debt depends on the previous
level of debt related to the Pakistani economy. A time-series data analysis
from 1975 to 2016 is used to find the relation of economic basis with debt
volatility. External debt stock as a percent of GDP is used as a measure of
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debt volatility, while GDP growth rate, interest payment, and inflation are
used as the control variables in the model. Different model specifications are
used for the empirical analysis, and different methods are applied to find a
relation. A negative relation is identified between growth and debt
intolerance, while interest payment is negatively but insignificantly
correlated with external debt to GDP, except in specification (2). Thornton
(2004) uses the same explanatory measure to analyze the debt volatility
level. Conversely, inflation is positively correlated with debt volatility,
except in specification (1). Consequently, the ARIMA model confirms that
the current value of debt also depends on the previous debt, which supports
the theory of serial default.

Policy Implication

The government of Pakistan should rethink its foreign debt and capital
structure policy because it will increase the debt burden on the economy.
Furthermore, the government should balance capital inflow and outflow,
which cannot be possible in the absence of weak institutional structure.
Additionally, prudential improvements are required to increase the level of
efficiency, which can decrease the intolerant debt problem for the Pakistani
economy. Gallagher (2011) also illustrates that an international investment
agreement and clear prudential improvement can be the best solution to
increase the debt tolerance level. Additionally, the fixed burden should be
reduced by implementing effective economic reforms to increase the fiscal
surplus.

Contrary to this, if the government does not take corrective actions, then
the financial loss will lead to rescheduling the debt obligation. Thus, an
optimal debt policy should be adopted by the government of Pakistan as the
leading solution for the economy. Moreover, diversification could be the
best tool to sustain the Pakistani economy. Theanacho (2016) describes that
external shocks cannot destroy the economy in the presence of a well-
diversified economy.

This study does not adequately disclose the problem of debt intolerance
and the safest threshold level for the Pakistani economy. In-depth analyses
can be taken into account for further research, while economic size,
capitalization, and the political and institutional index can be taken as a
measure of debt intolerance for the economy.
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