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The purpose of this paper is to empirically assess the nature of the t_:ausail'relati,qggh_ip
. bétween financial 'dé?ei_opmgnt and economic growth in Barbados(BDS), Jamaica(JA), and
Trinidad andTobago(TT) “With the growth in real income and the ratio of broad money’
supply (M2) to_ income (GDP) serving as measures of ecqﬂdnﬁc-g'g'qﬁrth and financial
. deﬁélbpnimt,’ two views stand out_conceniing the causal link béﬁwepn ﬁnanc_j_al-developmgm
. and economic grouﬁhi | From studi@’s by Bailey (1971), Fnedman(l 959), Johnson (196§),
' Levhari and Patrmkin (1968), McKinnon (1973), and Shaw (1973), the view is expressed that
. ﬁnanclal :de\:relbpm'eﬁt:‘is_ : an "i_mpbrt'agt determinant of economic grbiyth as it promotes
, econonnc eﬂiclency and eg;hanpés capital mmﬁjatiop. While severai pieces have expiored.
this view (see Sinai and Stokes 1972, 1989, and McKinnon), studies by Ireland (1994) and
others’ h}we suggestedthat ’causétion could Justas welll:'ruril,ﬁom?gria:“ﬁth in income fo-
_ gxpanéfoh of the ﬁ:iaht:ia_l'sy'st_em. Indeéd,-based on Pgtﬁé}c (1966), one could hypothesize
th"aif g_s,}p_e_r capita iﬁ;:or_né in'g;reases the;_ﬁna:nciél sector si;@:uld expand as the httef'sector
f attemj;l_a_t(_s 1o, satlsfytheaddltlonal d_ema_x}dsjfor ﬁichiﬁ__se:ﬁces.r"-Not'withstanding these
: 'opp(_irsing'f‘ffiéw'_s-_(;)f: umdlrectxonalcausatlon behween..ﬁna.i_léigl_.dg{(élopmm and economic
. ‘growth, 6thef_ writ:é_:x;'si.hzivg_ also _spggég'_fed that the twosectors could be §idirectiblially
. relited. For,as Lewis.(1955) and Patrick suggest, growt] in.real income could lead to’
ﬁnancmldevelopmem wh:chtothe mctentthat t_l'xe_r_'e isa lowenng of ﬁhvestc-_)w:j"s_r-iélci can result
: mmoremvestmentand hlgher growth in income.
Recogiing i i s ave e i rdeonied iy s bseficl
- f-o;r':gcgrlrcf_)trﬁé'gie‘@!%)pmént?' another factor, ;ﬁeﬁ;'pbrt_(E)f expans1on,15 considered élbqg fwith
: ,‘Vﬁﬁz_i‘qcigljdqvélqpnjgit'és“ bemghnked to’:éqdnoniﬁé growth :_I_"’_qr?as.iéd'ggest'qd by Belassa -

(1978) and others, expansion in exports can lead.to higher income'to ihé extent that growth
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.+ in exports, faéilitates'imptpiquents in resource allogation and increases in -prodt'itg:_tivity.. of
~ course, as pointed out by g;hgr_ studies, s;ic-:h'as 'Jung:'_and; Mafshall_=( 1985) :there could be.
" caus%llity nmmng ﬁ'om output growth to 'e:;poft'gipansibn as well. ‘Sinc_e'"th'e omission of -

" relevant variables cotild bias the results, this study exannnes the casual relationship among the

o

'ﬁ:napcié,'l',z real, and ;gpr;'t sgdtors,- by "using a joint trivariate Granger:éausalit'y.model as

" _outlined by Amoateng and Amoako-Adu(1996).

K

\The rest of the paper is orgar:iz:e'd;as follows. ‘Segtiqn 2 presents a Qrdss; country

' comparison of the daia on financial development, econiomic growth, and export performance

 for Bgrbados, Jamaica, and T x?_inidzid and 'i‘_qbago( Section 3 disdﬂ!s;eé th_e Irn_ethodblogy that

'~ is utilized in this study Sectionié Presents and di_s_qus_sés the_émﬁiﬁ_t:q[-résﬁlt_s derived from

esumanngthe model thatwas oﬁtli-hed'in the previous section. In 'th__e"ﬁnal part of the paper,

K S;eci_:i_c!m:_sg the cohc{uéio@g of the study are pyesen_téd.,

SECTION2; A CROSS-COUNTRY COMPARISON OF THE DATA ON FINANCIAL
DEVELOPN[ENT 7 ECDNONHC GROWTH, AND EXPORT
PERFORNIANCE '

The models of money and finance if economic development generally suggest that s
ireal financial developfént-oceurs|economic growth is accelerated.’ Using as a measure of
* financial development, the M2 to GDP.atio, the data suggest that the financial sector is lafger
*iri Barbados compared with Jamaica, and Trinidad and Tobago. The data, moreover, indicate
. that fo’r;th&:a past thu'ty yedrs or so, the s;ze of the real ﬁnanmaisectorhassteadﬂy gr&wn in

* Janiaica, ‘and Trinidad and Tobago. . As the data in table 1 indicate; the M2 to GDP ratio in

thepeiod 1966-70 averages about 031 4nd 021 A sni TT respectively. By the perod
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1991-93, the M2 to GDP was averaging 0.54 and 0.52 in the countries, JA and TT
r.,esﬁeétively. For :Be;bqus, the MZIGDP ratio after declmmg in the 1970's and theeurly
1980's had returned in 1991-93 quite close o its 1966-70 average value of about 0.63.

For each country, the data on income suggest that there ‘have ‘been periods of
mbstant:al growth foiloweq bj/_:periods of stag_naiib_n and Hei:line. ,"l‘hisfpattem‘ of economic
per’t’ohﬁancer.for the three countnes 1s shown in table'fzf ' Whenthedata on economic
perfermhnee_ andﬁnanc:aldevelopment are ﬁeweditogether,geither over-time ‘or across
eourjtrie's, the 'rel_affon#lﬁp’ between growth in income and financial deve_l_epment_ appears to .
‘be very weak.

. Since the real interest rate,qn_saving’ has an important rqle5in—attreetix_1g financial
resources into the banking, table 3 provides information onj the rea.l _depoSit rate for BDS, JA, _,
: andTT Thedatasuggest that in the iQ?Q'é, the real de'peeit' rate_Wasj{:egati\_fe in allr_th'ree

: countxes Since tha:t'ti_me; Bérlquos has i_):_'een‘able'tq sustani 'p'c_'iéiti%e real interest rates on 2
 regular basis for most of the years since 1983, In Jamaica, and Trinidad and Tobago; positive

real interest rates were ach1eved for a very short t.ime_ji_n the fate 1980's, and the early 1990's
: respecuvely AsMcKmnonobserves these k:pn}‘.is?e:itiy n:ef_g_eﬁire real interest rates for bank
) depdsit Tepresses the :develepnnner_lt' of the ﬁnanc:al sector and :}ﬁiidé;s_: economic g,‘,'o“’thf'
: wm’le;go_.@ig.«;cemaméj fela;iqnshié'betweéﬁ' the real qeposjig.;gt_afm;éc@n@nﬁe growth was.
* revealed for the period: 1967 through to 1993 for the three counitries. A positive relationship

between thetwo vanables was foundfor theshorter period 1981 to 1 993 That relatxonshlp
. for each of the threecountnes is shownm Flgures 1,2 and3 resg'ectivel_y.

 Apatt from ﬁnanc:al development,econonuc growihi in' these economies has been
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frequently linked to export expansxon. For the thrgﬁciounﬁigg, the scatter diagram on export
’ growth and growthm income reveal a'strong po_sifiir:e rélatibnship béh_ﬁ_e'_en the two variables
: :'f;‘or BDSandTT For JA, the relationship i_S};ongerﬁzery’nweak;: "‘s;"‘ig;ures 4,5, and 6

E hi_ghlights'th:e I'elati‘Cb_t_lsh'iiJ between export growth and gﬂ?‘f_f—fh in int:onl_g.

* SECTION 3: METHODOLOGY
, To fusther explore the reiationship beiweeni_,ﬁmci_al' deffelo"pmeht; ‘economic growth

ai;dgx'p_ort performance, the fdllowingj@in; trivariate causality model is utilized:

. 7.'2-__-, .3 -2 , .
D et Ravut IaMat Lyt e

e 2.2 )'j , -
1)) .Mf;‘{o“*';lﬂil\rﬁ-a'f');lli Yt-i+HhiXt-§+Et
@) X=RtZaXatLaYutEiMate

: whereYisthegrowthrate of real GDP measured.as'd In (éDP),’ X 1s tﬁ__e growth rate.of real
. exports measured as d In (E) and M is thie growth rate of the seal financial sector medsured
as d'In (M2/GDP):
“Equations (1), (2), and (3)tests whether:
1 ¢ Mand X jointly cause ¥'after controlling fr Y's own lags; -

-2 Yandeomtly cause M after controlling for M’s own lags;

3;. Y .and Mijoinily canse™X after controlling for X's own lags:

' With the issie of the most appropriate satstca technigue t0'employ for determining the
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. optimal lag length in Granger causality test still not settled, this study follows Amoateng and.
- Ammoako-Adu; in the sense that on an ad hoc basis two lags are allowed for each variable in
eql"xé_lt’iqigis 1,2, and 3. To test the various hypotheses associated with the joint trivariate -
'xgodei of k:ausality,ihe F-value is computed usmg' the following e_'c!ﬁat_io_n:

(4)  F=(ESSy-ESSw)/2 + ESSu/(n-3m-1)
__ where ESSy and ESSy are the sum of squared residuals for the restﬁ'cte_d and unrestricted
« regressions respecﬁvely,f n is the tqtafnumbe_:r of obsewg?ion}; m is the number of lagged
© terms.
" Equations 1,2, and 3 are estimated with annual data for the period 1996-93 for BDS,
 JAand TT. The data were dijtained_ from'a variety of sources. The data on GDP, the broad
- money supply; the price ileyel,- exports, and the- deposits rate were obtained from: the
Intérnational Monetary Fund, International Financial Statistics Yearbook 1995. the World

Bank, World Tables, various issues; and from regional financial institutions.

SECTION 4 . EMPIRICAL RESULTS AND ANALYSIS

T-_ablé 4 presents the results from the trivariate analysis in which two variables may
| jomﬂy affecta third vanable Accordmgto those resuits, there is umdu'ectlonal and positive
(‘ musahty between ﬁnanaal developmentand rmlGDP growth, in Jamaica after the influence-
- of '_g'qurt'_ growth hasbeen ;taicen account. In Barbadosand'l‘nmdad and Tobago, the
evidence siggests hat thers i unidirectional and posive causalty between export growth
+ and réal GDP growth after taking into account the influence of growth in the real'size of the

. finaicial sector., For Jamaica, the evidence also indicates that there is unidirectional and:
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posmvecausahty running from real GDP gfomh to growth in real '!o_xports' iﬁ_e_t allowmg for
t,he mﬂuence of growth in the real size of the financxal seotor. In general, these results wouldr ,
suggest that in the case of Bl_l)S and TT ather the negative rml rate of return on bank deposits
- and/or extemal forces have 'cont_fibﬂtod:to the mdependent bohaﬁor of the financial and real
- sectors of the economy fAdditionaliy, these results underscore t'hér imp:oﬂmoe of _é_x_gogtj in
. promoting economic growth in the _ecoliomies of Bz;ujbadios, and Tnmdadand Tooagoé
" As a final exercise and for comparison purposes, tj;:e oivaﬁéte causality modei is used
 to examine the relationship between M and Y, X, and Y, and X and M. Those results are-
, reported in Table SWith tlw exception of the result§ on therelatlonshlp between exports and -
- income for Tnmdad and Tobago the resuits are quite similas to those reported for the joint
trivasiate model.
SECTIONS:  SUMMARY
* This sidy uses a join't: trivariate m_odcl;otj‘ causahtyto assess the relationship among’
- the ﬁmnclal,rmi,and export sectors of the economy for Barbados, Jammca,and Trinidad and
 Tobago. Using data for the period of 1966-1993, there is evidence indicating that in the case.
of Jammca ﬁnancxal development has dsiven actmtym the realsector of the economy. In the
. case of Barbados, and Trinidad and Tobago, the evidence indicates that export growth has.
- (rinventhe a:pansxonof thermlsector of the ecoriomy, ForJammca,howeverthehypothes;s _

. that GDP growth leads to export expansion is suppongd‘iiy;t'hg ‘data.
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TABLE 1: THE M2/GDP RATIO FOR BARBADOS,
_ JAMAICA, AND TRINIDAD AND TOBAGO

'PERIOD 'BARBADOS ~ JAMAICA  TRINIDAD AND TOBAGO

1966-70 063 031 021
1971-75- - 0.46- . 038, +0.31
1976-30 ~.0.38. - 037 0.36
1981-85 70.39° . 0.50 .0.51
.1986-90 . 048 054 :0.47
1991-93. . 0.62 0.54 . 0.52
-~ 1966-93° 0,49 - 045 . 0,43
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- TABLE 2: THE ANNUAL AVERAGE PERCENT CHANGE-
. INREAL GROSS DOMESTIC PRODUCT

PERIOD’  BARBADOS - JAMAICA ~TRINIDAD AND TOBAGO
. 1967-70" F0IT ~ 0.06 - 0.03
: 1971-75; 0,002 T 0.02 0.12
1976-30 007 --0.07 ©.0.09
'1981-85. -0.007 - 0.01 --0.07
- 1896-90 003 0.08 -0.05
+1991-93, +.-0.07: - <0.01 ~-0.01
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TABLE 3: THE ANNUAL AVERAGE REAL DEPOSIT RATE
FOR BARBADOS JAMAICA, AND TRINIDAD AND TOBAGO

' PERIOD BARBADOS " JAMAICA . TRINIDAD AND TOBAGO
- 1967-70 -0.08- -0.15- +0.69
. 1971-75 -0.52 +20.40 -0.35
1976-80 <0.44. ' .0.46 ~0.51
' 1981-85, +0.04 - -0.01 .-0.43
- 1986-90. - +0.36" - +0.48 031
..1991-93 - 40.54 027 +0.05

. 'NOTE ‘The Real Depos:t Rate was computed by usmg the’ followmg formula:
' Real Deposxt Rate (the depos:t rate-the inflation rate)/(l + the inflation: rate) _
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TABLE 4: TRIVARIATE ANALYSIS OF CAUSAL RELATIONSHIP

AMONG M, Y, AND X.
M) —Y M(Y) =X Y =M
XM=Y YM) - X X)) —-M
0.23 0.30 0.29
(1.00) (1.09) 0.2D)
BARBADOS
0.25" 0.23 0.33
(3.00) (2.00) (0.45)
0.60° 0.49 0.31
(8.07) (0.82) (0.69)
JAMAICA
0.06 0.49* -0.08
(0.1D (3.82) 0.22)
0.37 0.28 0.20
(0.83) , (0.34) 0.22)
TRINIDAD
AND
TOBAGO 0.42 0.08 0.01
(3.00) (1.66) (0.21)

NOTES: Figures on top are the sum of the coefficients while those in parentheses are the
calcutated F - values. The critical F value at the 10% level is 2.62. An asterik, *,
indicates that at the 10% level there is a significant causal relationship.
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TABLE 5:BIV. ARIATE CAUSALITY RELATIONSH]P BETWEEN
~ /MANDY,XANDY, ANDXANDM"' '

M-Y XoY XM
Y‘-'M Y-X -M=X
 COUNTRY ’ '
0.30 0.29° - -0.21
o = (1:26) (3.42) 1 (0.29)
- BARBADOS ,
‘ 1 0.04 -0.01 1032
(0.03) (1.78) (0.88).
0.56" -0.13 F-0.11
_ , (9.41) {037 1(0.80)
JAMAICA | '
| | 030 . 0.70* -0.18
0.63) - (332) - (0.22)
_ +,0.05; 018 0.19
TRINIDAD.  (0.10) * (2.07) . (0:54)
. TOBAGO 10.22 ~0.20 0.13
N .(0.59). ' ©(1.43) --{0.02)

B NOTES F’gures on top are the sum of the coeﬁcxents wh:le those ift  parentheses are the;
calculated F-values.- The critical F-value at. the 10% level is 2.59.. An asterik,”,:
mdlcates that at the 10% Ievei thereisa s:gmﬁcant causal reiatlonslnp



FIGURE 1i REAL.DEPOSIT RATE AND GDP GROWTH IN 3DS I961-83.
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FIGURE 4: EXPORT AND 5DP GROWTH X 3DS 1966-93.
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