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ABSTRACT

This article investigates whether the process of globalisation, through trade and
financia liberdisation, benefits economic growth in emerging market
economies in general and in South Africa in particular. The anayss of trade
openness and liberdisation in emerging market economies reveds that trade
volume has a relative small impact on GDP per capita, while trade liberadisation
led to an approximate 50 per cent increase on GDP per capita. The anaysis of
the financia dimension showed that capital account openness is associated with
a 34 per cent increase in real GDP per capita growth over the period, while
financial liberdisation seems to have a dramatic impact of approximately 136
per cent. In South Africa approximately 98 per cent of the current growth
performance in the country can be explained by the forces of globalisation.

JEL F40, 43

1 INTRODUCTION

The process of globalisation has influenced most developing countries. While
the opportunities and benefits of the opening of economies are emphasised by
proponents and supporters of globalisation, disillusonment is growing among
many policy-makers and economists about the costs and risks involved in the
globalisation of nationa economies as well as the impact of it on future growth
prospects.

There is a generd consensus (see Rodrik, 1997; Frankel, 2000; Hemmer, 2001)
that the driving forces behind economic globalisation are a reduction in transport
and communication costs in the private sector, reduced policy barriers to trade
and investment by the public sector, an increase in the availability of and access
to information and technology, and the speed with which information and
technology can be transmitted across national boundaries. The most important
aspects of economic globalisation therefore include the breaking down of
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national economic boundaries, the liberalisation of internationa trade, finance
and production activities and the growing power of transnational corporations
(TNCs) and international financial ingtitutions (Khor, 2000: 3). Economic
globalisation therefore manifests itself in various forms such as an increase in
international trade, financial flows and foreign direct investment (FDI).

Among the group of developing countries are the emerging market economies 2,
a group of countries that are generally seen as the economic leaders in the
developing world. Emerging market economies have since the early 1990s
played a more important role in the world economy. During the 1980s and
1990s these economies achieved higher economic growth rates than did
developed and developing countries. Emerging market economies averaged redl
economic growth rates of 4 per cent and 4.1 per cent respectively during the
1980s and 1990s, in comparison with average rates of 3.4 per cent and 3.3 per
cent for developing countries and 3.2 per cent and 2.5 per cent on average for
the world economy. Emerging economies exports contribute 23 per cent to
world exports and 92 per cent of exports from devel oping countries. Apart from
the fact that emerging markets are highly active on the internationa trade scene,
they are aso the recipients of 92 per cent of al FDI inflows to developing
countries. Almost al the portfolio flows to developing countries are also
directed a emerging economies since their financid markets are more
developed than those of the remaining developing countries °. These flows are
very volatile and subject to emerging market crises, as has been seen in the
Mexican peso criss, the East Asan meltdown, and to a lesser extent the
Russian, Turkish and Argentinean defaults.

South Africa re-entered the international economy in the early 1990s at a time
when the process of globalisation was beginning to gain momentum. Policy
choices were made that led to rapid liberdisation of finance, trade and
Investment. The question can be raised to what extent did South Africa benefit
from this process?

Economic globalisation can be anaysed within two distinct dimensions. The
trade dimension focuses on the impact of trade openness and liberalisation on
economic growth and development. The other dimension is financial or capital
account openness and liberdisation. Although literature on a comprehensive
measure of globalisation is till lacking, research has been done on the trade and
financia dimensions of globalisation, respectively. The am of this article is
firgtly to discuss the recent literature on the fields, to establish to what extent
globalisation, seen from the perspective of these two dimensions, contributes to
economic growth and development in emerging market economies and to test
the robustness of the results. The second part of this article will focus on the
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relationship between globalisation and economic growth in South Africa. The
article concludes with policy implications and recommendations for the country.

2 TRADE OPENNESS AND LIBERALISATION IN EMERGING
MARKET ECONOMIES

2.1 Literatureoverview

Traditional economic theory views trade as the engine of growth. Sincethe early
1980s economists have recommended market-oriented reforms that included as
a fundamental component the reduction of trade barriers and the opening of
internationa trade to foreign competition (Edwards, 1993: 1359). The rapidly
growing East Asian economies are an excellent example of the economic growth
benefits of more open and outward-oriented economies. Multilatera institutions
such as the IMF, the World Bank and the OECD aso urged developing
countries to embark on trade liberdisation and to open ther trade as a
precondition for receiving financia assistance. Rodrigues and Rodrik (1999: 1)
refer to prominent economists such as Krueger and Stiglitz who agree on the
positive benefits of outward-oriented trade strategies and external openness for
per capita income growth.

A large number of comparative studies on the benefits of liberal trade policies
on the growth and economic performance of various countries have been done
since the 1970s. Prominent economists such as Bela Balassa, Anne Krueger and
Jagdish Bhagwati, to name a few, were involved in these different studies.
Edwards (1993: 1365) concluded that the literature on the subject has not aways
been successful in dealing with precise definitions of trade regimes and trade
orientation. To address this issue, the World Bank (1987) constructed an index
of trade liberdisation. The index has values of between 1 — in cases of a highly
oppressed external sector - and 20 in case of fully liberalised trade. However,
most of the cross-country studies during the 1970s and 1980s were plagued by
empirical and conceptual shortcomings (Edwards, 1993: 1389). They aso
focussed mostly on whether inward or outward trade policies are beneficia for
economic growth and development, which were naturaly the issues of the time.
During the late 1980s the emergence of the theory of endogenous economic
growth by Romer and Lucas (see Barro, 1998: 5) provided new evidence on the
long-run equilibrium relationship between openness and economic growth,
athough empirical evidence was il lacking.

During the 1990s a new generation of research developed that focussed on
whether countries with lower trade barriers grow faster, once other relevant
country growth variables are controlled for. Two opposing schools of thought
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developed — the trade liberdisation optimists and the trade liberdisation
sceptics. The optimists (see Edwards, 1998:383) include Romer (1992),
Grossman and Helpman (1991) and Barro and Sala-i-Martin (1995), who argued
that countries that are more open have a greater ability to absorb technological
advances generated in developed countries. The sceptics (see Edwards,
1998:383) include Krugmann (1994), Rodrik (1995) and Rodriguez and Rodrik
(1999), who argued that the effect of openness of trade on growth is doubtful.

The most widely cited study of the 1990s is the paper by Dallar (1992). He
constructed two separate indices, namely an index of rea exchange rate
digtortion and an index of real exchange rate variability. These indices are meant
to capture two dimensions of outward orientation and each is negatively
correlated with growth over the 1976-1985 period in a sample of 95 developing
countries. Rodriques and Rodrik (1999: 15), who tested the results, concluded
that the variability index is robust, but that the distortion coefficient is not
satigticaly significant.

This study was followed by the construction of a composite openness index by
Sachs and Warner (1995), known as the Sachs-Warner openness indicator. This
indicator is a zero-one dummy. The value of zero indicated a closed economy
according to any one of the following criteria: If the average tariff rate exceeds
40 per cent, if non-tariff barriers covered more than 40 per cent of imports, if the
country has a socialist economy or a state monopoly on exports, and lastly, if the
black market premium exceeded 20 per cent during the 1970s and 1980s. If the
Sachs-Warner dummy is used, the coefficients seem to be robust in growth
regressions. However, when the individual components were tested, it emerged
that the dummy’s strength mainly derives from the combination of the black
market premium and the state monopoly of exports. Both of these variables are
less direct measures of trade policy such as tariffs and non-tariff bariers.
Rodriques and Rodrik (1999: 24) concluded that “the Sachs-Warner measure is
so correlated with plausible groupings of aternative explanatory variables .....
that it is risky to draw strong inferences about the effect of openness on growth
based on its coefficient in a growth regression.”

Sebastian Edwards (1998) went on to analyse the robustness of the openness-
growth relationship by using the following already existing nine indicators of
openness. The Sachs-Warner openness index, the World Bank integration index,
the Edward Leamer openness index (based on the basis of the average resduas
from regression of trade flows), the average black market premium, the average
import tariff as developed by Barro and Lee (1994), the average coverage of
non-tariff barriers (allso Baro & Lee), the Heritage Foundation index of
digtortions in international trade, the ratio of total revenues on trade taxes to total
trade, and lastly, the regression index of Holger Wolf on import distortions.
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Edwards (1998: 386) concluded that “in spite of significant efforts and
ingenuity, there has not been too much progress in this area.” The vast mgjority
of indices continue to be subject to limitations.

The most recent published study in this field is by Romain Wacziarg (2001). He
investigated the links between trade policy and economic growth by using a
sample of 57 countries for the years 1970 and 1989. He developed a new
measure of trade policy openness based on the policy components of trade
shares, using a smultaneous equation system to identify the effect of trade
policy on severa determinants of growth. The indicators used include the
average import rate, the nontariff barrier coverage rate and the Sachs-Warner
index. The results suggested a positive impact of openness on economic growth.
Wacziarg (2001: 422) also concluded that trade openness affects growth mainly
by raisng the ratio of domestic investment to GDP. The criticism from
Rodriques and Rodrik (1999: 38) on an earlier version of this analysis focussed
on the deficiencies of the Sachs-Warner index. They also question whether the
results will hold up when averages of over a decade are used instead of the five-
year averages that were used in the modd.

2.2 The trade openness and liberalisation effect in a classic growth
regression

From the early 1990s the emerging market economies became more prominent
players in the world economy. At that stage fast-growing countries like
Singapore, Korea and Malaysa had adready expanded their export base.
Neighbouring countries in Asa like Indonesia, the Philippines, Thailland and
China started to benefit from the spill over benefits of the region. During the late
1980s countries in Latin America changed ther inward trade strategies to
become more outward-oriented and had settled most of their debt problems of
the 1980s. Countries in Eastern Europe entered the world economy in the early
1990s after the abolition of socialist rule. South Africa was aso able to extend
the range of its trade ties after the abolition of apartheid in 1990.

Since the process of globalisation for emerging market economies started to gain
momentum in the early 1990s (see Loots, 2002 for a detailed anadyss), it is
Imperative to analyse this process for the period 1990 to 2000. Although most
of the emerging market economies have been included in some of the earlier
studies, they have not been analysed as a group as such and during the period
covering the 1990s. This study will use a cross-sectiona data set for 22
emerging market economies for the period 1990 to 2000. The countries included
in the data set are Argentina, Brazil, Chile, China, Colombia, Czech Republic,
Egypt, Hungary, India, Indonesia, Israel, Republic of Korea, Maaysia, Mexico,
Peru, Philippines, Poland, Singapore, South Africa, Thailand, Turkey and
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Venezuela. Due to data limitations, the Russian Federation and Hong Kong have
been excluded from this analysis.

The classic growth regression equation to be used in the analysisis as follows:

GDPGRO = a + blGOVEX + b2 |Og GDPgo + bglog LIFEEX + b4
SECENROL + bs POPGRO + g

Where GDPGRO = average red per capita GDP growth for the period
1990-2000

GOVEX = government expenditure as percentage of GDP

GDPyg, = red GDP per capitain 1980

LIFEEX = average life expectancy at birth

SECENROL = average secondary school enrolment

POPGRO = average population growth rate

e = reddud term

The regression results are reported in Table 1. The results are broadly consistent
with the current growth literature. The 1980 GDP per capita — representative of
the initid GDP leve — has a significant negative coefficient, indicating that low
initial GDP levels imply higher growth rates, conditiona upon the other
variables included. This is known as the conditional convergence result
(Gylfason, 1999: 76; Bekagrt et al., 2001: 12). Life expectancy has a podtive
coefficient indicating that long life expectancy is associated with higher
economic growth. The secondary school enrolment variable is also positive and
significant suggesting that countries with high levels of human development will
achieve higher economic growth. The ggnificantly negative coefficient of
government expenditure indicates that countries with large government sectors
have lower economic growth rates. In this regresson the coefficient of
population growth is positive, but insignificant at a 95 per cent confidence level.
A possible explanation for this may be that the population growth rate in this
group of countries is below the world average and does not therefore serve as a
deterrent to growth.

Tablel Classic growth regression results

Variable Coefficient T-statistic

C -35.0880 -1.7691

GOVEX -0.1129 -3.5165

logGDPg, -1.3643 -3.8868

logLIFEEX 12.5246 2.6629

SECENROL 0.4143 1.9655

POPGROW 0.5425 1.4254
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Notes. Dependent variable is the average rea GDP per capita for the period
1990-2000. Data for the independent variables covers the same period.
R*=0.7168

The question that can be raised is whether trade policy or trade volume or both
affect economic performance. To test the significance of trade volume on
growth, the TRADE variable was introduced in the classc growth regression.
This caused mgor changes in the significance of the coefficients. The regression
equation was transformed as follows:

GDPGRO = a + b; TRADE + b, log GDPg, + bslog LIFEEX + b,
SECENROL + g

Where GDPGRO = average real per capita GDP growth

TRADE = Import plus exports as percentage of GDP

GDPg, = rea GDP per capitain 1980

LIFEEX = average life expectancy at birth

SECENROL = average secondary school enrolment

The regression results are reported in Table Il. The results of the controls are
broadly consistent with those reported in the empirical growth literature. Life
expectancy and secondary school enrolment both have positive coefficients. The
trade volume coefficient is positive and significant suggesting that, once growth
variables are controlled for, countries with higher levels of trade will benefit
from higher growth rates. The trade volume coefficient of 0.0086 suggests that,
on average, it is associated with approximately one per cent increase in rea per
capita GDP growth over the period. Stronger evidence of conditional
convergence occurs when controlled for trade volume.

Table 2 Trade volume and growth
Variable Coefficient T-statistic
C -51.8040 -2.2481
TRADE 0.0086 1.5202
logGDPg, -1.5771 -3.8232
logLIFEEX 15.2341 2.6759
SECENROL 0.0211 0.8972

Notes. The dependent variable is the average real GDP per capita for the period
1990-2000. Data for the independent variables covers the same period.
R = 0.5274
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The level of trade policy or the extent to which countries have liberaised their
trade, is controversial. As has been indicated in the various studies discussed, no
conclusive measure exists. Insignificant results are obtained when the average
tariff rate (imports plus exports) is included in a regression specification. Even
when the import and export tariff rates are entered individualy, no significant
coefficients are obtained. The black market premium * also proved to be
insgnificant, either in the form of the black market premium index or as a 0/1
dummy. To address these problems, a new trade liberalisation indicator
(TRADELIB) with a 0/1 value was constructed. A country is classified as
having a liberdlised economy with a one dummy vaue if the average export
tariff rate for the 1990s is less than one per cent, the average import tariff rate is
less than 10 per cent and if the average black market premium index is less than
10 per cent. The introduction of this new liberdisation indicator in the classic
growth regression does not significantly change the coefficients of the growth
variables — see Table 3. The liberdisation indicator is podstive, but not
significant at the 95 per cet confidence level. However, it is still significant at
the 75 per cent confidence level. This result suggests that countries that
embarked on more liberdised trade regimes will benefit from higher growth
rates. It can adso be inferred that countries with more liberalised trade regimes
have performed better than countries that have isolated themselves. The trade
liberalisation coefficient of 0.4987 aso suggests that trade liberalisation appears
to increase growth by approximately 50 per cent on average during the 11-year
period. The evidence on conditional convergence, once controlled for trade
liberalisation and other growth variables, aso indicates that convergence is quite

rapid.

Table 3 Trade liberalisation and growth
Variable Coefficient T-dtatistic
C -40.1881 -1.8752
|logGDPyg, -1.4964 -3.7090
SECENROL 0.0425 1.9785
TRADELIB 0.4987 0.7008
GOVEX -0.1022 -2.8416
logLIFEEX 13.6589 2.7065
POPGRO 0.6638 1.5665

Notes. The dependent variable is the average real GDP per capita for the period
1990-2000. Data for the independent variables covers the same period.
R*=0.7258
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2.3 Robustness

The evidence presented above suggests that trade volume appears to increase
growth by only 1 per cent, while trade liberdisation will lead to a 50 per cent
increase in growth over the 11-year period. How robust are these results?

The robustness exercise will focus on the various regions among the group of
emerging market economies, namely the East Asan countries, Latin America,
Eastern Europe and the group that includes the remaining countries (India,
Egypt, Israel, South Africa and Turkey). When regiona dummies for al the
respective regions are stepwise included in the regression, the coefficients for
the Asian and other group of countries are sgnificantly postive, while the
coefficients for the remaining two regions are negative (see Table 4). This
evidence suggests that the benefits of growth through large trade volumes are
largely driven by the East Asan emerging markets and to alesser extent by the
other mixed group of emerging economies. Latin American and Eastern
European economies are currently not benefiting by increases in trade volumes.

Table4 Trade volumeregression resultswith regional dummies
Region Coefficient
LAdum -0.1735
Asiadum 1.6044
EUdum -2.4555
Otherdum 0.2781

Regarding the impact of the trade liberdisation indicator on growth, the
introduction of regional dummies also proves to be controversia. In contrast
with the trade volume evidence, the coefficients for the regiona dummies for
Latin America and the mixed group are positive, while those for the Asian and
Eastern European regions are negative — see Table 5. The significantly positive
Impact of trade liberaisation seems to be largely driven by countries in Latin
America and the mixed group of economies - countries that are classified as the

more recent liberaisers.

Table5 Tradeliberalisation regression resultswith regional dummies
Region Coefficient
LAdum 0.6274
Asiadum -0.6712
EUdum -3.3963
Otherdum 0.9246
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3 CAPITAL ACCOUNT OPENNESS AND FINANCIAL
LIBERALISATION IN EMERGING MARKET ECONOMIES

3.1 Literatureoverview

In contrast with studies on trade openness and liberalisation that date back to the
early 1970s, a comprehensive analysis on the impact of capital account openness
and financia liberdisation is ill lacking. One reason is that different theoretica
perspectives have different implications for the desirability of liberalisng capital
flows. Another reason is that empirica andysis so far is very limited and has
falled to yidd conclusive results (Eichengreen, 2001: 341, Edwards, 2001: 1).
Although research on the impact of openness on inward FDI indicates that it is
positively associated with growth, studies on the effect of financial capita flows
are less conclusive. Some academics also argued that the free mobility of capita
during the 1990s — promulgated by the globalisation optimists — was behind the
succession of crises that emerging markets experienced during the decade
(Edwards, 2001: 1). The crucia question is if domestic financial markets can be
counted on to ddliver an efficient allocation of resources, why can’t international
financial markets?

Various studies on financia liberdisation and/or capital account openness, all
with differences in emphasis, have been done over the past number of years.
Some of these studies will be discussed before an attempt will be made to
guantify the phenomenon for the 22 emerging market economies.

A leading study on capital account liberalisation, published in the politica
science field by Quinn (1997), is widely used by economists. He constructed the
Quinn index on current and capital account restrictions for 66 countries for 1973
and 1988. The index on capital account restrictions has values between one and
four, with increments of 0.5. A higher value of this index denotes a higher
degree of capital mobility. For the period 1960-1989 he reports a positive
correlation between the change in his capital account openness indicator and
growth. Since capital flows during Quinn’'s period of analysis mostly took place
In developed economies, the positive correlation can be ascribed to capital
mobility in these countries.

The most widdy-cited study on the correlation between capital account
liberalisation and growth is by Rodrik (1998, see Arteta et al., 2001: 4). Hedid a
cross-country study on approximately 100 countries for the period 1975-1989.
The binary indicator constructed by the IMF s Exchange Arrangements and
Exchange Restrictionswas used. A 0/1 dummy was generated for each country.
If a country has no capital controls, the dummy has a value of one. Controlling
for various growth determinants, he found no statistically significant association
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between capital account liberalisation and GDP per capita growth and questions
whether capital flows enhance economic efficiency.

Kraay and Swank (see Eichengreen, 2001: 345) did independent studies in 1998
by using both actual capital inflows and outflows as percentage of GDP as a
measure of freedom of capitd movements. Although this measure cannot be
seen to be an informative indicator of the capital account regime and does not
indicate restrictions on capital flows, it may be useful as an indicator of the leve
of openness.

Klein and Olival (1999) did a cross-sectional anaysis of approximately 92
developed and developing countries for the period 1986 to 1995. As regards the
quantification of capital account liberalisation, the authors mention the fact that
no single quantitative measure exists to determine capital account openness,
especialy when studying a widely heterogeneous set of countries. They used
two measures. The first of these was the IMF binary indicator, aso used by
Rodrik. This variable again proves to be statistically insgnificant in the moddl.
Second, they calculated the variable SHARE, which represents the portion of
years between 1986 and 1995 in which the country had unrestricted capitd
mobility. Even if SHARE was replaced by ALL, a dummy variable equa to one
If a country had no restrictions on the capital account over the whole period, no
difference in results was found. They concluded that countries with open capital
accounts enjoyed a dgnificantly greater increase in financial depth than
countries with continuing capital account restrictions, and that they aso enjoyed
greater economic growth. However, this positive relationship is only evident in
OECD countries. Klein and Olivel (1999: 22) observed that policy reforms in
developing countries should require capital account liberalisation only when
adequate institutions and sound macroeconomic policies are already in place.
They aso warn that this policy prescription requires a better understanding of
the manner in which openness dters the performance of an economy.

Sebastian Edwards (2001) investigated the effects of capitad mobility on
economic growth during the period 1981 to 1990 in 61 countries. He used
Quinn’s index (only available for 1973 and 1988) to measure the degree of
capital mobility in different countries. (He also used the IMF-based indicator,
but the coefficients become datistically insgnificant when included in the
model.) His results suggested that, once controlled for other variables, countries
that are more integrated into global financial markets have performed better than
countries that have isolated themselves. There is also evidence suggesting that
an open capital account positively affects growth only after the country has
achieved a cetain degree of economic development and has achieved a
somewhat advanced domestic market, and that this therefore limits the benefits
to high-income countries.
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Bakaert, Harvey and Lundblad (2001) did a comprehensive cross-sectiond
country analyss on whether financia liberaisation spurs growth. The study
covers four different data samples. Samples | and Il include 95 and 75 countries,
respectively, and samples Il and IV include 50 and 28 countries, respectively.
They dso constructed an officia financia liberdisation indicator based on
officia liberalisation dates in countries. This is based on the dates of regulatory
changes when foreigners could access the local market, normally when a sharp
upward movement in equity capital flows is evident. The officid liberalisation
indicator takes a value of one when the equity market is liberalised and zero
otherwise. They conclude that, once controlled for determinants suggested by
the empirica growth literature, liberdisation appears to increase the rea per
capita GDP gowth rate by an average of 1.13 per cent over a five-year period.
Differentiating across liberalising countries, a large secondary school enrolment,
a small government sector and an Anglo-Saxon legal system tend to enhance the
liberalisation effect. They aso proved that the conditional convergence effect is
larger once financial liberalisation is accounted for.

Arteta, Eichengreen and Wyplosz (2001) did a more cautious anaysis on a
sample of 61 countries. They re-tested the results obtained by the Edwards
anayss by using the Quinn index. They adso tested the interaction between
capital account openness and the black market premium. While they find
indications of a positive association between capital account liberalisation and
growth, their evidence indicates that the effects vary with time, with how capitd
account liberalisation is measured and with how the relationship is estimated.
They aso find evidence indicating the need to eliminate mgor macroeconomic
imbalances before opening the capital account.

All these studies have difficulties in measuring the “true’ degree of capita
mobility and/or liberalisation. Most studies measure capital controls by
constructing a dummy variable for the presence or absence of controls. Through
this measure they are actudly ignoring the intensity of controls or whether
gradual relaxation of restrictions took place. The studies aso differ in results
due to aspects like the choice of the liberdlisation variable, the number of
countries included in the cross-country empirical analysis, the period covered
(for instance during the 1980s capital flows to developing countries were non
existent due to the debt crises) and the extent to which developed, developing
and low-income economies are included. What seem to be important
conclusions from these studies is the sequencing of reforms. Eichengreen (2001
353) concluded that countries that first complete the process of macroeconomic
stabilisation, alowing them to remove exchange controls and other current
account distortions, experience stronger growth effects through capital account
openness.
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3.2 The capital account openness and financial liberalisation effect in a
classic growth regression

Capital account openness and financia liberalisation can generaly been sen as
two related processes. In the preceding part the difficulty in the quantification of
these processes was discussed. For the purpose of this study, various variables
were consdered. The existence of a black market premium in the market for
foreign exchange, either in the index format or as a dummy, was tested, but
seems inggnificant. The Standard and Poor investor credit ratings for countries,
used in the dummy variable format, did not provide a significant fit. Enough
evidence exists on the insgnificant fit of the IMF-based indicator. The IMF only
started to publish data on capita controls in 1996, and the absence of
comparable data for earlier years means that its indicator cannot be used here.
The Quinn index, which is widely used in analysis done on the period of the
1980s, is only available for the 1970s and 1980s.

For the purpose of this study, the following two measures will be used: Firgt, the
inflow and outflow of capital, as percentage of GDP, will be used to measure the
free flow of capitd or capital account openness. Second, a financia
liberalisation dummy for the individua countries will be constructed by using
the Bekeart and Harvey (see Bekeart et al., 2001:appendix table Al) officia
liberalisation dates of countries. Countries that were liberaised before 1992 will
have a value of one and those after 1992 a value of zero. Since most developing
countries in genera experience an outflow of funds immediately after
liberalisation, it can be assumed that the benefits of liberaisation for growth are
not immediate, as is the case in developed countries. The inclusion of these two
variables will be tested in the aready specified standard growth regression.

The regression equation representing capital account opennessiis as follows:

GDPGRO = a + b;CAPINF + b, log GDPg + bslog LIFEEX + b,
SECENROL + bs POPGRO + g

Where GDPGRO = average red per capita GDP growth for the period
1990-2000

CAPINF = gross FDI and portfolio investment as percentage of GDP
GDPyg, = real GDP per capitain 1980

LIFEEX = average life expectancy a birth

SECENROL = average secondary school enrolment

POPGRO = average population growth rate
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Table 6 Capital account openness and growth

Variable Coefficient T-statistic

C -50.3974 -1.9777

CAPINF 0.2316 1.3283

logGDPg, -1.8242 -3.9857

logLIFEEX 14.8320 2.3885

SECENROL 0.0355 1.3398

POPGRO 0.5006 1.0396

Notes. The dependent variable is the average real GDP per capita for the period
1990-2000. Data for the independent variables covers the same period.
R*=0.5478

The regression results are summarised in Table 6. The introduction of the capita
openness indicator does not significantly change the coefficients, with the
exception of the coefficient on government expenditure, which was
subsequently omitted from the regresson. However, the capita openness
indicator is positive and significant with a coefficient of 0.2316. This suggests
that capital account openness is associated with a 23.1 per cent increase in red
GDP per capita over the 1l1-year period. Strong evidence on conditiond
convergence is also present once controlled for capital account openness.

When the financid liberalisation variable is introduced, the regresson eguation
Is asfollows:

GDPGRO = a + b;FINLIB + b, log GDPg, + bslog LIFEEX + b,
SECENROL + bs POPGRO + g
Where FINLIB = financid liberdisation variable

The regression results are summarised in Table 7. The regression results do not
change dignificantly with the introduction of the financia liberaisation variable.
The liberdisation indicator is postive and significant with a coefficient of
1.3590. This suggests that countries that liberalised before 1992 experienced an
average increase of 135.9 per cent over the 11-year period in their respective
GDP per capita growth rates. These results suggest that, once controlled for
other growth variables, countries that are more integrated into financia markets
have performed better than countries that isolated themselves. This evidence is
in line with the conclusions by Edwards (2001: 13).
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Table7 Financial liberalisation and growth

Variable Coefficient T-statistic

C -77.6544 -3.2869

FINLIB 1.3590 1.3846

logGDPg, -1.8835 -4,0146

logLIFEEX 21.0961 3.6385

SECENROL 0.0560 1.8103

POPGRO 0.4282 0.8832

Notes. The dependent variable is the average real GDP per capita for the period
1990-2000. Data for the independent variables covers the same period.
R®=0.5517

3.3 Robustness

The evidence cited above suggests that capital account openness appears to
increase growth by 23 per cent over the period, while countries that introduced
financia liberdisation in the early 1990s experienced an approximate 136 per
cent increase in growth over the 11-year period. How robust are these results?

The robustness of these results can be analysed by incorporating regional
dummy variables into the respective regresson equations. Tables 8 and 9
represent the coefficients of the regiona dummy variables for Latin America,
East Asia, Eastern Europe and the rest of the countries (India, Egypt, Israd,
South Africa and Turkey). For the East Asian economies the capital account
openness and financia liberaisation effect is postive and significant. Although
the mixed group of countries aso have a postive coefficient, it is not highly
ggnificant. The datistical and economic impact is the strongest in the East
Asan region. The coefficients for the Latin American countries and those for
Eastern Europe are dgnificantly negative. The results on capital account
openness and financid liberdisation are therefore strongly driven by the
emerging East Asian economies. These countries introduced magor changes in
their respective financial sector policies during the 1980s and early 1990s (see
Bem & Caomiris, 2001: 139-141 for a detailed analyss). These policy reforms
include the liberdisation of FDI regimes, the remova of credit controls, interest
rate deregulation, the lifting of restrictions on foreign and loca banks, the
privatisation of state banks and stock exchanges and the relaxation of measures
curbing international capital flows. This could explain the large coefficients
obtained for capital account openness and especiadly the excessively high
financid liberadisation coefficient.
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Table 8 Capital account openness regression results with regional
dummies
Region Coefficient
LAdum -0.6983
Asiadum 1.3831
EUdum -4,0182
Otherdum 0.2711*
* Statigticaly indgnificant
Table9 Financial liberalisation regression with regional dummies
Region Coefficient
LAdum -0.8141
Asiadum 1.3569
EUdum -2.9678
Otherdum 0.1281*

* Statigticaly indgnificant

4 CONCLUDING REMARKS ON EMERGING MARKET
ECONOMIES

Economic theory creates strong presumptions that trade and financial
liberdlisation has favourable effects on economic growth. This paper
investigates these phenomena by discussing the recent literature on the field,
andysng it for the 22 emerging market economies in a classc growth
regression and testing the robustness for the different regions. The trade
dimension focused on the impact of trade openness and liberalisation on growth.
The evidence suggests that trade volume seems to have a relatively small impact
on real GDP per capita over the 11-year period. It is also mainly driven by the
emerging economies in the East Asian region. The fact that this group of
countries has been the drivers of the trade volume process can serve as an
explanation on why the impact is relatively small because most of the countries
in this region embarked on trade promotion and received the growth benefits in
earlier decades. In contrast, countries that embarked on libera trade regimes
over the past decade experienced an approximate 50 per cent increase in growth
over the period. The large podtive impact seems to be driven manly by
countries in Latin America and the mixed group of economies. Agan the
relatively large impact during the past decade is due to the relatively recent (late
1980s and early 1990s) trade liberdisation initiatives in Latin American
countries.
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The financia dimension focused on capital account openness and financia
liberalisation. The evidence on capital account openness suggests that it is
associated with a 34 per cent increase in real GDP per capita growth over the
period. Financia liberdisation seems to have a dramatic impact of
approximately 136 per cent over the 11-year period. The results on both the
financid liberdisation variables indicate that it is strongly driven by the
emerging East Asian region and can be ascribed to the dramatic turnabout in the
financia sector policies during the late 1980s and early 1990s. These countries
have experienced dgnificantly large increases in FDI flows since the early
1990s. Regarding financid liberdisation, the change in policy reforms alowed a
more active role for private sector involvement on financial markets for the first
time,

5 GLOBALISATION AND THE SOUTH AFRICAN ECONOMY

From the cross-sectional empirical analysis on trade and financia openness and
liberaisation, respectively, it is evident that not al countries/regions benefited to
the same extent. It is therefore imperative to establish what the impact of
globalisation is on the South African economy.

South Africa extended its trade ties in the international economic arena in the
early 1990s when the forces of globalisation became more prominent. A generd

analysis indicates that the expansion in the South African economy only started
to take off in 1994. The trade pattern since 1990 is shown in Figure 1. From the
figure it is evident that, after a period of stagnation during the early 1990s,

international trade started to increase from the latter part of 1994. Financia
flows in the form of FDI, portfolio and other investment flows made a dramatic
turn-around from dominantly negative flows to mostly postive inflows from the
third quarter in 1994 (see Figure 2). In contrast with the long-term upward trend
in trade snce 1994, the investment flows are ill extremely volatile. The
volatility can be explained, firstly, by the fact that South African companies and
individuals — due to exchange rate restrictions and international sanctions — did
not have the opportunity to invest abroad. Since 1994 a large number of South
African companies expanded to become trans-national companies. The gradual

relaxation of exchange control also permitted companies and individuals to
invest abroad. A second explanation for the volatility in capita flows is the
relative openness of the capital market for foreign speculative attacks against the
Rand.
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Figurel Trade as percentage of GDP
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Since economic globalisation includes both the trade and financia dimensions,
the smultaneous effect on the South African economy will be tested for the
period 1990 to 2001 on a quarterly basis. The proxies for globalisation to be

used in the modd are asfollows:

1.

Bank Quarterly Bulletin will be used.

Trade openness will be represented by the total value of imports plus
exports, as percentage of GDP. Data from the South African Reserve

The proxy for trade liberalisation is more contentious. In the case of
emerging market economies, the total taxes received by government on
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international trade transactions, as percentage of total imports and exports,
respectively, were used. This figure is substantialy lower than the
average tariff rates being used in the Sachs-Warner openness index, where
the average nomind tariff rate is used. For the South African exercise it
was decided to use the import weighted average tariff rate, which is a
more accurate reflection of the extent or level of trade restrictions. The
latter rate also seems to be more in line with the rate suggested in the
Sachs-Warner openness index. The other two variables included in the
latter index, namely the black market premium on foreign exchange and
the sociaist economy/state monopoly on exports, are not relevant factors
to be taken into account for the South African economy. The data source
for the South African data is based on independent research done by the
Industrial Development Corporation.

3. Capita account openness will be represented by the total inflow plus
outflow of investment (FDI, portfolio investment and other investment),
as percentage of GDP. The data source is the South African Reserve Bank
Quarterly Bulletin.

4.  The proxy for financid liberdisation is dightly more complex. In most
international studies a dummy variable is used with 0/1 values. Such
dummy variables smply indicate the presence or absence of controls and
cannot include the gradua relaxation of exchange and other capital
controls, which is the case in the South African economy. To compensate
for the gradua relaxation of controls, a financid liberdisation variable is
constructed according to the six most prominent dates of exchange control
relaxation measures in South Africa. The dates have been chosen based
on research by Botha (1999) and the announcements in various Budget
Speeches (see National Treasury). The sSx most prominent
announcements for the period 1990-2001 are in March 1995, when the
Financial Rand was abolished; July 1995, when local insurance
companies, pension funds and unit trusts were allowed for the first time to
undertake foreign investment through the so-called asset swap
arrangements;, March 1997, when the Minister of Finance announced that
most controls on current account transactions would be abolished, travel
alowances for individuals were increased and corporations could invest
more abroad and raise foreign funds, March 1998, when the Minister
announced the further relaxation of exchange controls for individuals and
corporations; March 2000, when it was announced that companies would
be allowed to use local cash holdings to finance new foreign finance and
repay foreign debt, corporate asset swaps may be used to finance new
foreign investments, unit trusts would be able to invest 20 per cent of total
assets through asset swaps, certain currency transfers by pension funds,
insurers and unit trusts would be allowed and a further increase in travel
alowances;, March 2001, when the Minister announced that athough the
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asset swap mechanism pertaining to inditutions is terminated, South
African firms are dlowed to increase the limit on their new investments
abroad from R50 million to R750 million in Africa and R500 million in
the rest of the world. The value of the financial liberdisation variable for
the period 1990-1995 would be zero, with increments of 0.5 for each
additional capita account relaxation, starting with the March 1995
abolition of the Financia Rand.

The dependent variable to be used in the regressions is the real GDP and not per
capita income growth as s used in the classical growth regressions. Since the
latter is only available on an annual basis and would only provide a very limited
time series, it was decided to rather test the impact of globalisation on a
quarterly basis since 1990 by using the real GDP at annualised rates.

The regression equation is as follows:

Log GDP = a + b; IMEXGDP + b, AVIMTAR + b; TOTINGDP + b,
GRADFINLIB + g

Where GDP = red GDP
IMEXGDP = Total value of imports plus exports, as percentage of GDP.
AVIMTAR = Import weighted average tariff rate

TOTINGDP = Totd inflow plus outflow of investment, as percentage of
GDP

GRADFINLIB = Financid liberalisation variable

The regression results are shown in Table X. All the coefficients prove to be
satigticaly sgnificant. The coefficient for GRADFINLIB is 0.0204, indicating
that the gradual relaxation of capital account controls leads to, ceteris paribus,
an approximate 2 per cent increase in read GDP. The IMEXGDP and
TOTINGDP coefficients of 0.0053 and 0.0042, respectively, indicate in each
case a positive, but rdatively small (less than one per cent) impact on GDP. The
coefficient of AVIMTAR is - 0.0039, indicating that a one per cent decrease in
the average tariff rate will, ceteris paribus increase economic growth by
approximately 0.3 per cent. The adjusted R® of 0.9798 indicates that

approximately 98 per cent of the future change in economic growth can be
explained by globdlisation, which is afairly strong fit.
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Table10 Globalisation regression

Variable Coefficient T-statistic
C 13.0334 380.3946
IMEXGDP 0.0053 7.0830
AVIMTAR -0.0039 -3.9088
TOTINGDP 0.0042 2.2281
GRADFINLIB 0.0204 3.6193

Notes: The dependent variable is the log of the resl GDP. R? = 0.9798

The standardised beta coefficients of the independent variables can be used to
determine the greatest substantive significance or the strongest relationship in
the globalisation model (see Table 11). The standardised beta coefficients
indicate that trade volume (XEXIM) has the largest impact on growth with a
contribution of 48.7 per cent to the change in real GDP. However, this can only
be classified as a moderate positive relationship. The second largest contribution
is from the financid liberdisation variable (XFINLIB) with a postive but weak
vaue of 27.5 per cent. Thisis followed by a weak negative reationship between
GDP and trade liberdisation (XAVIMTAR). The smallest contribution is from
tota investment flows (XINV) with a mere 5.5 per cent contribution, indicating
that the benefit for the South African economy through capital account openness
Is negligible. This could be attributed to various factors. A large number of
South African companies expanded to become TNCs after 1994 and expanded
their activities abroad. The gradua relaxation of capital controls also contributed
to individuals and companies investing abroad. The volatility of portfolio flows
due to various emerging market crises can naturaly not be ignored.

Tablell Standardised beta coefficients

Variable Coefficient T-statistic
XINV 0.0547 2.2350
XAVIMTAR -0.2462 -3.9755
XFINLIB 0.2749 3.6568
XEXIM 0.4868 7.1601

It can be concluded that economic globalisation has a definite positive impact on
the South African economy. The adjusted R? indicates that approximately 98 per
cent of the change in the rea GDP is explained by globaisation. The South
African economy is also less senditive to trade variations than it is to the gradual
liberaisation of capital controls. The fact that trade has been liberalised, also has
a positive impact on the economy. The strongest impact on the real GDP is
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coming from trade, followed by a weaker, but still significant, influence from
the financia and trade liberdisation variables, respectively. Tota investment
has a negligible but still sgnificant influence in the model, due to the volatility
in these flows.

6 POLICY IMPLICATIONS AND RECOMMENDATIONS

The globalisation process in emerging market economies, including South
Africa, proved to have mixed results — some positive and others negative. In
genera, what seems to be important is the timing and sequencing of policy
changes. From a trade perspective, the benefits of trade volumes in growth
seem to be fairly smal in the 1990s. The trade liberaisation impact is much
larger, especidly in the case of Latin American countries, where liberalised
trade policies had an immediate impact on growth. The financia liberalisation
side is more complex. In this regard the liberalisation of FDI regimes on other
restrictive flows and ownership on capital in East Asa had an immediate and
excessively strong impact on growth.

The South African economy is more complex. South Africa re-entered the
international economy from isolation at a time when the forces of globalisation —
especially for developing countries — seemed to gain momentum. Although the
economic growth pattern is lower than acceptable norms in other emerging
economies, the forces of globalisation seems to be stronger than expected.
Approximately 98 per cent of the current growth performance in the country can
be explained by the forces of globalisation. The regression results aso indicate
that the South African economy is benefiting from the gradua relaxation of
exchange controls. The relative small impact of trade volume on economic
growth is in line with the conclusions in international literature in this regard.
Sceptics like Krugmann and Rodrik (see Edwards, 1998: 383) date that the
effect of trade openness on growth “is, at best, very tenuous, and at worst,
doubtful”. The volatility in investment flows aso has a relatively weak impact
on the GDP. The benefits of the decrease in the nomina average import tariff
indicate that, on average, import tariffs are at a competitive level. The variables
that have the greater substantive significance in the model are the proxy for
trade volume, followed by the financid liberdlisation variable, the trade
liberalisation variable and, lastly, the negligible capitad account openness
vaiable.

To conclude, according to the analysis the graduad financid and trade
liberalisation did not distort the economy and contributed positively to growth.
The trade impact is still moderate and could have a larger impact when exports
are increased. The variable that demands greatest attention by policy makersis
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that which relates to total investment flows to the country. Less volatility can be
created by sustainable long-term FDI inflows, which will creste a more stable
environment and curb volatile portfolio flows.

ENDNOTES

1

2

Based on a paper presented at the Tips Forum 2002, 9 September 2002,
Johannesburg.

The Economist’s classification of emerging market economies has been
used. This group of countries includes Argentina, Brazil, Chile, China,
Colombia, Czech Republic, Egypt, Hong Kong, Hungary, India,
Indonesia, Israel, Korea (Rep), Maaysia, Mexico, Peru, Philippines,
Poland, Russian Federation, Singapore, South Africa, Thailand, Turkey
and Venezuda

See Loots, 2002 for a detalled analyss on the globalisation trends in
emerging market economies.

The black market premium represents the black market premium index, a
measure of the extent of rationing in the market for foreign currency and
therefore a measure of exchange rate policy. The theoretical reasoning for
including the black market premium is that, under certain conditions,
foreign exchange restrictions act as atrade barrier.
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