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Abstract— Finance is a major pillar that supports economic efforts in any society and serves as life wire that
accelerates economic endeavors. As such financial development is a concern to most societies due to the important
role it plays, yet, SSA financial system remains weak as compared to their counterpart. This study therefore sought
to investigate the effects of foreign capital inflows on financial development of Sub-Saharan African countries. In
order to achieve our objectives, we adopted a panel research design using panel data collected from IMF financial
access data, 2021, Global Financial Development (GFD) data, 2021, World Bank Development Indicators (WDI) of
2021, for the 43 selected countries of SSA. Due to issues of cross sectional heterogeneity and dependence, we
employ the two-step system GMM estimation technique which accounts for cross sectional heterogeneity and
dependence which cannot be taken care of by other estimation techniques. For robustness check, the two stage
least square analytical technique was adopted. There was high degree of robustness of the results. The findings
indicate that FDI and FPI have negative effects on financial development whereas remittances have a positive effect
on financial development. When financial development is disaggregated, remittances flow is set to have a
significant positive effect on financial development in financial institutions whereas foreign direct investment and
portfolio investment are said to have a negative and significant effect on financial development in financial
markets. The study recommends that African governments should take a practical measure through the promotion
of trade and investments among SSA States whereby financial structures within will benefit diversity of activities.
We also urge SSA nations to encourage citizens abroad willing to repatriate income back home through desire tax
system favourable enough to permit them remit their income through formal financial structures that will enhance

financial development.
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INTRODUCTION

The role of financial development has become increasingly essential to countries across the globe especially to
Sub-Saharan African economies with a poor financial architecture. This is why recent wave of literature have
focused on identifying the sources of financial development across the globe especially in the African continent.
For instance, Haque et al. (2022) have shown that foreign capital inflow is significant for financial market
development. Other recent studies have also shown that financial development does not only require the
development of the overall financial system but also requires the development at an institutional and market level
(Ahmed and Jahanzeb 2021). As such, there is growing literature on the link between foreign capital inflows and

financial development. Though recent wave of literature has claimed that foreign capital inflows matter for
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financial development, statistics reveal that there are still unclear movements on the link between foreign capital
inflows and financial development. For instance, statistics reveal that in 2020, extra-EU foreign direct investment
relative to GDP was lower for inward flows (0.8%) than for outward flows (2.2%), while financial development in
terms of domestic credit to private sector (% of GDP) in European Union was reported at 92.56 % in 2020 (WDI,
2021).

Theories have expressed the pathways through which foreign capital inflows affects financial development. For
instance, Collison et al. (2017), has shown that the classical theories related to foreign capital inflows emerged
during the 1960 to 1980 period, and the foreign capital inflows from developing and emerging nations have
strongly advanced these theories. The theories argue that foreign capital inflows in developing and emerging
nations is a newer phenomenon; as such, they suggested that these theories were insufficient to justify the recent
increase in foreign capital inflows to developing markets due to their unique investment characteristics. This is
why Vasyechko (2012) had argued that there was no doubt that foreign direct investment theory advanced our

knowledge on the link between foreign capital flows and financial development in emerging markets.

The link of financial development and foreign capital inflow in developing economies is well established in the
literature (Ahmed & Jahanzeb 2021; Islam et al. 2020; Chen et al. 2020; Sirag et al. 2018; Haque et al. 2022). Foreign
capital inflow and financial development is still debatable especially in the Sub-Sahara Africa with poor financial
architectures. Specifically in the context of Africa, statistics show that FDI to East Africa grew by 35 per cent to
$8.2 billion. Flows to Ethiopia reached $4.3 billion, mainly due to a tripling of Chinese investment. FDI to the United
Republic of Tanzania rose by 35 per cent to $922 million while flows to Central Africa remained flat at $9.4 billion.
Within the same period, the development of the financial system in Africa shows that South Africa's private sector
credit grew by 7.7 percent year-on-year in December 2022, below market expectations of 8.2 percent and slowing
from an 8.3 percent gain in the previous month (World Bank Report, 2022). These statistics reveals more evidence
in support of the empirical evidences that movements in foreign capital inflows are associated to movements in

the degree of financial development (Sghaier, 2016; Acheampong, 2019; Duba, 2022).

Foreign capital inflows play a significant role in the host nation given that they do not only help to finance
investments in host countries but also permit firms to be able to diversify their investment into profitable projects
(Smith 2021; Shahbaz et al. 2021; Nguyen and Lee 2021; Asamoah et al. 2022). Sub Saharan Africa has recorded
an increase of gross international capital inflows from approximately 2% of GDP in 1990 to about 6% of GDP in
2017. This increase has been driven by private direct capital flows such as foreign direct investment and portfolio
investments (IMF, 2019). Moreover, in Africa, inflows of foreign direct investment have been incremental from
US$41 million over the period 1980 - 1985 to US$1,064 million over the period 2005 - 2009, which represents an
average growth rate of 99 per cent over the entire period (Gui-Diby, 2014). FDI has become an important and first
source of external capital that complements domestic capital, mostly for African countries, whose economic
development requires huge capital (Seetanah, 2009; Agosin and Machado, 2005). This shows that there have been

significant capital movements into the African continent in the recent years.
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The economies of the world are becoming more competitive and this competition has intensified since the
liberation of international borders across the globe thereby facilitating the free movement of goods, services, and
financial resources. To ensure this competition, the governments and other organisations are focus on improving
their financial architecture as it is the engine that drive and guarantee a resilience economy. That is why there is
growing literature that justifies that financial development lead to a positive and significant effect on the economic
growth of a country (Beck et al., 2014; Chavula et al., 2017). However, the shallow and weak state of financial
institutions and financial markets of Sub-Saharan African economies raise doubt on the competitive strength of
this region in meeting its growth prospects given that the financial system expedite investment through the

allocation of financial resources to productive units.

In an effort to improve Africa's financial system since the 1980s, major development partners like the World Bank
and the International Monetary Fund (IMF) have implemented a number of policies and initiatives, most notably
the structural adjustment programmes and sustainable development initiatives. However, there has been little
progress to show for it (Daniel Press, 2017). Since independence, the aforementioned international financial
organizations have worked hard to strengthen the financial sectors in Africa, and particularly Sub-Saharan Africa,
but the region is still in poor shape as the financial sector of SSA countries still remains weak. At the same time,
the level of financial development in many of sub-Saharan African countries is below the statistical benchmark.
For instance, a report by IMF, (2022) have shown that in some SSA countries (Central African Republic, Cameroon,
Chad, Sierra Leone), the current levels of financial development are actually lower than they were in the 1980s,

partly reflecting the changed importance of state-owned enterprises.

Supporting the above statement, the region’s median ratio of private sector credit to GDP has increased by
approximately 10 percent points since 1995, to almost 21 percent in 2014 (IMF, 2016). These figures indicate that
it remains only about half the size of that of the MENA and Latin America and the Caribbean caused by SSA’s
relatively high number of low-income countries. At the same time, the financial systems in Sub-Saharan African
countries remain under-developed as compared to those of its counter-parts. The financial infrastructures of this
continent remain light and the contribution of this sector to growth and poverty alleviation is still minimal. In this
regard, the World Bank Report (2014), publishes that financial development in Sub-Saharan Africa is uneven and
on average less advanced than in other low-income regions despite recent progress and reforms. For instance, in
terms of the activeness of the banking sector, statistics reveal that we have 12, 3, 7, 5, 4, and 7 active banks in
Cameroon, the Central African Republic, Chad, the Republic of Congo, Equatorial Guinea, and Gabon respectively.
The distribution (in terms of number and financial capacity) is uneven and greatly influenced by foreign banks
which hold a significant percentage (65 per cent) of the region’s banking assets (IMF, 2020). This study has
observed that, despite all the efforts put in place both within the SSA continent and by international organizations
to strengthen the financial systems of Sub-Saharan African countries, but the financial system of the region
remains highly underdeveloped and predominately overshadowed by the banking sphere. It is against this that
this study sought to investigate the effect of foreign capital inflows on financial development of Sub-Saharan

African countries.
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This study is relevant as it add value to the empirical literature in the context of SSA. It is also realized that most
of the empirical techniques were focused on the long-run and short-run effect with the use of auto-regressive
distribution lag model (ARDL) technique; this study takes a different dimension by looking at effects through the
use of generalized method of moments model (GMM). We also consider the study area as a gap since most of the
studies are focused on emerging economies, developed economies, and/or mixed with only few studies being
carried out in the context of developing economies especially in the context of SSA economies. That is why the

researcher thought it reasonable to carry out this research.

Haven gone through the introduction section of this paper, the remaining parts of this paper consists of a review
of literature in section II, the empirical strategy and data presentation in section IlII, the empirical findings are

presented and discussed in section IV, and the conclusion and policy suggestion is drawn in section V.

LITERATURE REVIEW

The effects of foreign capital inflows on financial development have been reviewed across the globe. For instance,
Ahmed et al. (2022) examine the effect of capital inflow components on Bangladesh'’s financial development. Using
autoregressive distribution lag (ARDL) model to reveal short-run and long-run associations, the findings revealed
that foreign direct investment and remittance flow do not exhibit a significant relationship with financial
development in the long-run. However, foreign aid indicated a nexus with the financial progress of Bangladesh.
The study therefore recommends that enacting policies to keep capital inflows under Bangladesh’s financial
system by repatriating foreign investors’ profits and lessening remittance costs by facilitating and modernizing
remittance management. On the other hand, a unidirectional relationship exists between FDI and financial
development in Latin America. Keho (2020) examines the impact of remittances on financial development in some
selected West African countries over a time horizon from 1980-2017. It uses an estimation method which controls
both parameter heterogeneity and cross-sectional dependence among countries such as CIPS unit root test which
takes care of both cross-sectional dependency and heterogeneity. The long-run relationships were investigated
using common correlated effects mean group (CCEMG) estimator. Findings indicate that remittance inflows reduce
domestic credit to private sector whereas they contribute to increasing money supply in the long-run. Country-
level results reveal, however, considerable heterogeneity across countries. Agyapong (2019) assessed the role
external debt and foreign direct investment play in influencing financial development in Africa. The data employed
were analysed within causal research design and the dynamic panel using generalized method of moment
estimation approach for a period from 2002-2015. The findings showed that external debt and foreign direct
investment have a significant positive relationship with financial development in African economies. The study
therefore, recommended that governments of the sampled economies should enact policies that would help attract

high level of foreign direct investment as it contributes positively to financial development.

Contrary to the above literature, Majeed et al. (2021) carried out a study on the impact of foreign direct investment
on financial development: new evidence from panel cointegration and causality analysis. The study assesses the
effect of FDI on financial development for 102 Belt and Road Initiative countries on four continents i.e., Asia,
Europe, Africa, and Latin America. Using a set of quantitative techniques such as feasible generalized least squares,

and augmented mean group techniques, the findings revealed that FDI, have a statistically significant and positive

All rights are reserved by www.mijrd.com 110


http://www.mijrd.com/

Multidisciplinary International
Journal of Research and Development

Volume: 03 / Issue: 05 / 2024 - Open Access - Website: www.mijrd.com - ISSN: 2583-0406

effect on financial development in Asia, Europe, and Latin America but a negative effect in Africa. Furthermore, the
Dumitrescu-Haelin panel causality test confirms a two-way causality relationship among FDI, trade openness, and
financial development in Asia and Europe. Moreover, Muhammad & Alam (2020) investigated the relationship
between banking sector performance and FDI inflows to provide evidence from the South Asian context. The study
selected five economies of the same region and employed a panel dataset for the period of 1998-2017 which was
analysed with the help of different econometric techniques, including pooled least squares, fixed effects,
generalized least square and two stages least squares. The findings indicate a significant negative relationship
between banking sector performance and FDI inflows. Therefore, the results demonstrate a unique outcome from

the perspective of the relationship between banking sector performance and FDI inflows.

Several studies have been carried out to establish the relationship between foreign capital inflows and financial
development, with more focus on particular type of flows and these studies were so much concerned with
cointegration and causation (Ahmed et al., 2022 and Majeed et al., 2021) which do not take care of the problem of
cross sectional dependence in Panel data, which leads to bias results (Chudik and Pesaran, 2015). This recent study
made use of the Two-Step System GMM methodology which takes care of the problem of cross-sectional
dependence in panel data (Nchofoung and Asongu, 2021). This study differs from existing work because it focuses
on private capital inflows on financial development since these inflows are less prone to mismanagement since
they are profit centered. This work intends to add value to existing empirical literature especially in the context of
Sub-Saharan African countries so that policymakers can design policies capable of limiting both internal and
external shocks resulting from these factors. Most of the studies used domestic credit to private sector as the
measure of financial development. In this study, we used the financial development index which measures
financial development both in financial institutions and in financial markets in terms of depth, access, and
efficiency (Sahay et al., 2015b; Svirydzenka, 2016). This index has recently been used by Fozoh et al. (2022) in

examining the effects of financial integration on financial development in the CEMAC zone.

ECONOMETRIC STRATEGY

Empirical model specification
The empirical model adopted in this study is inspired by the works of Asongu et al. (2018), and Nchofoung &
Asongu, (2021) as specified below:

The functional model is presented as follows
FD = f(FCL X) et (D
The empirical model is presented as follows
FDy = a + BiFCly + piXye + 17, + i e v vve e (2)

Where FD is financial development, FCI is a vector of foreign capital inflow variables such as foreign direct
investment (FDI), foreign portfolio investment (FPI) and remittances (REM), y is a vector of control variables such

as trade openness (OPEN), GDPPC, natural resource rent (NRR), inflation (Infl) etc, it is country i at time ¢.
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Dependent variables

In order to measure financial development of Sub-Saharan African countries over time, we draw on the financial
development index by Sahay et al. (2015b) which is a recently created financial development index. This index
measures financial development and composed of data on different financial development parameters for a variety
of financial agents (see Svirydzenka, 2016). We adopt this financial development index constructed using a three-
step approach seen in the literature on reducing multi-facet data into one summary index which follows the order;
normalization of variables; aggregation of normalized variables into the sub-indices showing a particular

functioning dimension; and aggregation of the sub-indices into the final index.

Independent variables of interest
The explanatory variables of interest are foreign capital inflow variables (which consists of mostly private flows
such as foreign direct investment, foreign portfolio investment and workers remittances. These flows are private

inflows which are chosen because they are based on efficiency.

Control variables

This study introduced the conditioning information set into the empirical model so that no important variable that
is capable of influencing financial development is left out. Given that price fluctuations usually lead to changes in
the saving behavior of the public while directly impacting financial development, inflation is controlled for in this
study. Inflation reflects the macroeconomic stability of the host country (Aibai et al., 2019, Otchere et al., 2016,
Soumaré et Tchana, 2015, Adjasi et al., 2012). Considering that a nation’s imports and exports play a significant
role in financial development, trade openness is also controlled for and is measured by the sum imports and
exports divided by given country’s gross domestic product (Fan et al., 2019). This is because a country that is open
to cross border trade is expected to have many foreign and domestic investors which increase the number of
transactions in financial institutions and markets. Population growth measures the labor force and demonstrates
that active population enhances financial development through active participation in investments through
borrowing from financial infrastructures. Real gross domestic product per capital is usually included as a measure
for the income level of citizens (Nkoa, 2018) and as such a higher purchasing power indicates increased
transactions in financial infrastructures. Domestic investment which proxy by gross domestic fixed capital

formation. Natural resource rent is also controlled.

Data

This study was conducted using annual data for the period 1995 to 2020 across 43 SSA countries including giving
a total sample size of about 1161. The countries and periodicity were selected on bases of data availability
constraints at the time of the study. The data are obtained from different sources. Financial development is the
IMF broad-based indicator of financial development in terms of depth, access, and efficiency in both financial
institutions and financial markets (see Svirydzenka 2016; Sahey et al., 2015). The information is obtained from
the IMF Financial Development data set, which comprises information from the World Bank FinStats, IMF’s

Financial Access Survey, Bank for International Settlement (BIS) debt securities database, and Dealogic corporate
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debt database. The data for foreign capital inflow variables are obtained from World Development Indicator

(WDI). Moreover, data for control variables are also obtained from World Development Indicators (WDI)

In this study, we check the quality of the data/variables with the use of descriptive statistics wherein we examine
the means, standard deviations, and the bounds of the variables which are represented by the minimum and the
maximum to see if the variables are well behaved or not. We do not have interest in medians because we are
dealing with open ended data where there is no natural mean. Table 4.1 below reports the summary statistics for
financial development indices, foreign capital inflows, and some control variables. Results from the table shows
that on average, financial development, financial institutions development, and financial markets development
record 0.1375252, 0.2207667, and 0.05009 respectively in SSA. The results indicate that financial institutions’
record an average greater than financial markets which implies that SSA economies are practically financial
institutions inclined as compared to financial markets. Even though the standard deviations are closer to the mean
but high range scores further explain that some few economies’ financial systems are more advanced than others
especially those of the middle income countries. With regards to the global scale, the mean value of financial

development in SSA countries is far below the global average of other regions such as MENA, and Asia.

Table 1: Descriptive Statistics

Variable Obs Mean Std. Dev. Min Max

FD 1,161 1375252 1081935 .0173309 679041
FI 1,161 2207667 1315932 .0316249 7397121
FM 1,161 .050094 .0974302 0 .6028427
LFDI 1,051 18.74927 2.16008 9.706248 23.02867
LFPIC 1,161 15.28397 3.609806 7.578061 55.66472
LREM 1,161 18.32452 1.973155 9.347575 23.9142
INFL 1,053 17.21384 155.6171 -9.616154 4145.106
LGDPPC 1,147 6.872927 1.106462 4.630818 10.04075
LGKF 1,060 21.12823 1.686816 14.48867 25.56815
NRR 1,099 11.28293 11.20031 .0011713 62.03992
POPG 1,152 2.519452 9727692 -2.628656 8.117947
OPEN 1,093 .7015382 3699515 .0749815 3.113541

Sources: Authors’ Computation, using Stata 14, 2024

Where we denote FD = Financial development, FI = financial institution development, FM= financial market
development, LFDI = log of foreign direct investment, LFPI = log of foreign portfolio investment, LREM= log of
remittances, INFL= inflation rate, LGDPPC= log of gross domestic product per capita, LGKF =log of gross capital

formation, NRR= natural resource rent, POPG= population growth rate, OPEN= openness of the economy

Moreover, on average value of foreign direct investment, foreign portfolio investment, personal remittances,
inflation rate, gross domestic product per capital, gross capital formation, natural resource rent, population

growth rate, and the openness of the economy of SSA economies are, 0.0437593, 0.0017844, 0.0365582, 17.2138
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per cent, 6.8729 per cent, 21.1282 per cent, 11.2829 per cent, 2.5195percent, and 0.70154 per cent respectively.

As can be noted on the table, the variables are well behaved and are within close range.

Collinear explanatory variables are problematic in econometric analysis because they lead to rise of the problem
of multicollinearity. As such failure to address the sources of such collinear variables will lead to bias econometric
results. Within the ambit of this study, we study the relationship between the explanatory variables with the aid

of the pair-wise correlation matrix.

Table 2: Pair-Wise Correlation Matrix

LFDI LFPIC LREMI | INFL LGDPPC LGKF NRR POPG OPEN

LFDI 1.0000

LFPI 0.0430 | 1.0000

LREM 0.4338 | 0.0212 1.0000

INFL 0.0116 | 0.0482 -0.0556 | 1.0000

LGDPPC 0.3569 | 0.2188 -0.0028 | -0.0668 | 1.0000

LGKF 0.6817 | 0.1380 0.4543 | -0.0148 | 0.4073 1.0000

NRR 0.1456 | -0.1271 -0.1661 | 0.1648 | -0.1000 0.0732 | 1.0000

POPG 0.0867 | -0.1390 0.0165 | 0.0419 | -0.3082 0.1024 | 0.3773 | 1.0000

OPEN 0.1480 | 0.0212 -0.1844 | -0.0521 | 0.4861 -0.0479 | 0.1485 | -0.3073 | 1.0000

Source: Authors’ Computation using Stata 14, 2024

The findings of table 2 show that the leading diagonal of the pair-wise correlations matrix table stands at 1.000.
This shows that each of the explanatory variables is perfectly collinear to itself. As such there is a one by one
relationship between explanatory variable and itself. At the same time we briefly note from the pair-wise
correlation table that the correlations between an explanatory variable and others are less than 0.75 implying that
there is the absence of problems of collinearity amongst the explanatory variables. As such these explanatory

variables can be included in the same model to explain the degree of financial development of SSA.

Before we proceed to estimate how these explanatory variables explain the degree of financial development in
SSA, non-stationary data poses a fundamental problem in econometric analysis because it rise to spurious
regression results. As such data can only be valid for econometric analysis only when issues of stationarity have
been properly addressed. Within the ambit of this study, we address this problem of stationarity with the aid of

the Im, Pesaran and Shin unit root test whose results are reported in Table 2

Table 3: Unit-root IPS Stationarity Test

Variables Levels First Difference Order of
Statistic P value Statistic P value Integration

FD -3.2289 0.0006 -- -- 1(0)

FI -4.6950 0.0000 -- -- 1(0)
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FM 2.7080 0.9966 -17.5859 0.0000 1(1)
LFDI -9.3023 0.0000 - - 1(0)
LGDPPC -2.1160 0.0172 - - 1(0)
LGKF -0.6143 0.2695 -16.3951 0.0000 1(1)
LREM -6.2545 0.0000 - - 1(0)
LFPI -14.1477 0.0000 - - 1(0)
OPEN -2.0840 0.0186 - - 1(0)
NRR -4.3702 0.0000 - - 1(0)
POPG -2.8688 0.0021 - - 1(0)
INFL -9.4625 0.0000 - - 1(0)

Source: Authors’ Computation using Stata 14, 2024

Based on the results, financial development index (FD), financial institutions index (FI), financial market index
(FI), log of foreign direct investment (LFDI), log of gross domestic product per capita (LGDPPC), log of personal
remittances, log of foreign portfolio (LREMI), openness of the economy to GDP, natural resource rent, population
growth rate, inflation rate are stationary atlevels [(0) whereas, financial markets and log of gross capital formation
(LGKF) are stationary at first difference 1(1) which therefore implies the data was fit to be used for the purpose of
analysis and for the analytical technique. In panel data analysis, interdependence or inter-relationship between
countries-panels suggests that the problem of cross-sectional dependence present itself. Chudik and Pesaran
(2015) had earlier noted that failure to address this problem gives rise to spurious (bias) regression results. In
this study we verify if this problem exist with the aid of the Pesaran (2015) second generation cross-sectional

dependence test.

Table 4: Cross-sectional average Pesaran test

Variables Levels

Statistic P value
FD -4.913 0.000
FI -5.732 0.0000
FM 3.100 0.999
LFDI -6.949 0.000
LGDPPC -4.535 0.000
LGKF -4.613 0.000
LREM 1.821 0.966
LFPI -8.813 0.0000
OPEN 0.317 0.624
NRR -2.495 0.006
POPG -11.479 0.000
INFL -10.205 0.000

Source: Authors’ Computation using Stata 14, 2024
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From table 4.4, financial development, financial institutions development, foreign capital inflows, foreign direct
investment, foreign portfolio investment, inflation rate, gross domestic product per capital, gross capital
formation, natural resource rent, population growth rate failed to reject the null hypothesis of no cross-sectional
dependence while financial market development, remittances and openness of the economy reject the null
hypothesis of no cross-sectional dependence. We noted that most of the variables present issues of cross-sectional
dependence. Traditional techniques such as the Pooled OLS, the fixed effect model, the random effect model, the
mean group and the pooled mean group that do not address the problem of cross-sectional dependence are
therefore not suitable for estimating the parameters for this study. We therefore make use of the two step system
GMM which is robust and account for the problem of cross-sectional dependence. Before we proceed to implement

the two-step system GMM, we test the relationship between the variables with the use of fitted scatter plots.
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Figure 1: Fitted Scatter Plots Linking financial development and the components of foreign capital inflows

Source Author(s), 2024

Figure 1 presents the relationship that exists between foreign capital inflows, institutional quality and financial
development. The relationship between financial development and foreign capital inflows in terms of foreign
direct investment is apparently linear while the relationship between financial development and foreign portfolio
inflow, and the relationship between financial development and remittances both present apparent non-linear
relationship. However, the relationship between institutional quality and financial development is linear. As such,
we ascertain the quantitative extent and the true direction of these relationships by implementing the two step

system GMM regression model as earlier mentioned.
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Estimation Method

We employ the system GMM in this study. The reasons for the choice of such an estimation technique include;
firstly our dependent variable financial development is highly correlated with its first period lag; the correlation
between the level and first different series of the outcome variables are greater than 0.800 which meets the
standard rule in the establishment of persistence in a variable (Tchamyou et al., 2019). Secondly, our time
dimension (27 years) is smaller than the cross sectional dimension (42 countries). Roodman (2009) presents that
the first condition for GMM empirical approach to be used in any regression is due to the fact that the number
countries or entities as in this research should be more than the number of time related observations from each
entity. In the case of this study, the dataset is a panel form consisting 43 countries with 27 yearly observations.
Thirdly, including the lagged dependent variable in the model correlates with the fixed effects in the error term
and such a correlation causes a dynamic panel bias when estimation technique such as OLS is used (Nickell, 1981).
With GMM estimation method, such an issue is resolved and it equally takes care of cross-sectional dependence

across panels (Nchofoung et al.,, 2021).

We use the Holtz-Eakin, Newey, and Rosen (1988) system GMM technique to model the linkages, which was further
enhanced by Arellano and Bond (1991), Arellano and Bover (1995), and Blundell and Bond (1998). This technique
has been used in numerous research to simulate a variety of settings (See Edison et al. 2002; Bonfiglioli, 2008;
Schularick and Steger, 2010; and Ekpo and Chuku 2017). When panel data with characteristic errors that are
heteroscedastic and associated within but not across nations are taken into consideration, the system GMM is
applicable. GMM empirical strategy is chosen because it builds on four main justifications which follow the

contemporary GMM-Centric literature, seen in Tchamyou (2019, 2020).

The first condition for adopting this empirical approach is due to the fact that the number countries or entities as
in this research should be more than the number of time related observations from each entity. In the case of this
study, the dataset is a panel form consisting 30 countries with 21 yearly observations. This aspect actually is in

accordance with the dataset given that the panel structure consists of 30 countries with 21 yearly observations.

The second rule is that the correlation between the level and first different series of the outcome variables are
greater than 0.800 which meets the standard rule in the establishment of persistence in a variable (Tchamyou et
al,, 2019). The third condition is endogeneity which is resolved from two main dimensions including reverse
causality or simultaneity which is addressed with the help of internal instruments. Meanwhile, the unobserved
heterogeneity is handled by accounting for time-invariant omitted variables. Lastly, following the panel nature

structure used in this study, cross-country differences are engaged in the estimation processes.
Hence, we begin with the next regression:
FDiy —FDy_1 =n+71+ (a —1)FDy_1 + pFCliy + Axi + &t vovvvv v v e €q(3)

Where n is a time invariant country specific effect, and t is a deterministic time trend which is used to account for

period specific effects. We can simplify equation (3) in terms of the FD;; variable, so that:

FDI:t =n; + 7+ aFDit_l + pFCIlt + AX” + Eif T Lo )1 (4’)
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We use a first difference transformation of equation 4 and exclude the temporal trend for notational simplicity in

order to remove the country-specific effect n as follows;
(FDyt — FDyt—1) = a(FDyt—1 — FDyt_3) + p(FClyy — FClir 1) + A(Xie — Xit-1) + (it — Sie—1) = v v e oo €QN(S)
We therefore apply the difference operator (A), to obtain equation 6 as follows;
AFDy =aAFDy_ 1 +pAFCliy+ vy AIQy + A A xit +A &4 v vee v o ...€qn(6)

In order to address endogeneity and the fact that equation 6's error term is correlated with the lagged dependent
variable by design, which undermines the consistency of traditional estimators, we include instrumental variables
into the GMM framework (see Arellano & Bond, 1991; Edison et al., 2002; and Ekpo, A., and C. Chuku 2017). The
validity of the instruments employed in the model must be assessed because the dynamic panel data estimate
approach is an instrument-based technique. We point out that only when the moment criteria are met and the
instruments are valid are the computed coefficients considered to be effective and consistent. Only if the residuals
from equation 6 are not second-order serially correlated will instrument validity persist. As a result, we use the
Sargan-Hansen test of over identifying constraints, which is also a test of second-order serial correlation in the
residuals, to confirm the model's estimates. We then give the test statistic together with the corresponding

probability values.

RESULTS AND DISCUSSION

In actual fact, for our results to be valid, there is a need for the absence of both first and second order
autocorrelation of residuals. In this case, the probability of AR1<10% and AR2>10% for first and second order
autocorrelations tests, respectively. Moreover, the null hypothesis of Sargan and Hansen over-identification
restrictions tests for the validity of instruments should not be rejected (in this case, P-value>10%). Also, the null
hypothesis of the Fisher statistics for the overall significance of the model should not be accepted (in this case, p-
value should be <10%). Furthermore, the Difference in Hansen Test (DHT) for exogeneity of instruments is
adopted to assess the validity of results from the Hansen test of overidentification restriction, in which case the
null hypothesis of exogeneity should not be accepted. Finally, the number of instruments must be kept below the

number of cross-sections as recommended in Roodman (2009).

From our results in table 5, we validate that there is non-existence of both first and second order serial correlation
since the Arellano and Bond test is significant for the first order (AR1<10%) and insignificant for the second order
(AR>10%). In this regard, we accept the null hypothesis of no autocorrelation and conclude that there is no issue

of autocorrelation.

The validity of the identification strategy is examined by rejecting the Sargan and Hansen overidentification
restrictions test. We considered years here to represent the strictly exogenous variables while the predetermined
variables are considered to be elements in the conditioning information set and the independent variables of
interest. The null hypothesis corresponding to this test should not be rejected in order for the instruments to be
valid. These conditions are fulfilled in table 5 where both tests are insignificant. At this junction, we do not reject

null hypothesis and conclude that the instruments used both exogenous and predetermined in all the models are
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valid. The number of instruments (33) is less than the cross-sections (42) which is a precondition for the system

GMM to be valid. To test the validity of our instruments, we concentrated on the Hansen test and the difference in

Hansen test over Sargan test. This selection is guided by the fact that Sargan is not robust and its power is not

weakened by instrument proliferations. Therefore, the null hypothesis is rejected that foreign capital inflows have

no effect on financial development of Sub-Saharan African countries. Lastly, the Fisher test estimated in all the

models has values of 493.90, 1775.90, and 68.66 are all highly significant at 1%, thereby ascertaining the joint

validity of the estimated coefficients.

Our results on the table below are presented in three columns whereby column one represents results of aggregate

financial development index, column two is disaggregated financial development in financial institutions, and

column three is disaggregated financial development in financial market.

Table 5: The Effect of Foreign Capital Inflows on Financial Development

(1) (2) (3)
VARIABLES FD FI FM
L.FD 0.976%*
(0.0557)
L.FI 0.795%%*
(0.0712)
LFM 0774+
(0.0882)
LFDI -0.0105%* 0.00142 -0.0125%
(0.00273) (0.00398) (0.00413)
LFPIC -0.00455%%* -0.000237 -0.00564***
(0.00139) (0.00173) (0.00179)
LREMI 0.00489* 0.0105** 0.00515
(0.00247) (0.00450) (0.00443)
D.INFL -8.94e-05 0.0004227%* 2.53e-05
(0.000105) (0.000115) (0.000190)
LGDPPC 0.0232** 0.0204** 0.0228**
(0.0105) (0.00871) (0.0105)
L.LGKF -0.00595 -0.0160** -0.00112
(0.00412) (0.00630) (0.00414)
NRR -0.000669 -0.000506 -0.000174
(0.000473) (0.000530) (0.000429)
POPG -0.00376 0.0327** 0.00886
(0.0111) (0.0123) (0.0124)
Open 0.0400** -0.0245 0.0147
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(0.0178) (0.0309) (0.0181)
Constant 0.142** 0.0392 0.0757

(0.0568) (0.0629) (0.0554)
Time Fixed Effects Yes Yes Yes
Observations 836 821 821
Number of Countries 42 42 42
Prop>AR1 0.000 0.000 0.040
Prop>AR2 0.683 0.568 0.938
Instruments 33 33 33
Prop>Sargan 0.793 0.213 0.801
Prop>Hansen 0.982 0.519 0.897
Fisher 493.90%** 1775.90*** 68.66***
DHT for Instruments [(a) In level]
H excluding groups 0.910 0.914 0.967
Dif(null H=exogenous) 0.941 0.054 0.307
DHT for Instruments [(b) iv(years, eq(d))]
H excluding groups --- ---
Dif(null H=exogenous) --- --- ---

Standard errors in parentheses *** p<0.01, ** p<0.05, * p<0
Source: Authors’ Computation using Stata 14, 2024

System GMM demands that we include the lag of the dependent on the estimated model. In this regard, we begin
the discussion starting with the lag of the dependent variable to note it effect on its current value. Financial
development is affected by its one year lag. This implies that past values of financial development predicts present
value by 0.976 units and the finding is significant at 1% level. This suggests that improvement of current value of
financial development is necessary for future financial development to improve. This result is consistent with

financial institution development and financial market development.

The regression results from table 5 indicates that foreign direct investment has a negative effect on financial
development and financial markets development with coefficients of 0.0105 and 0.00125 and the results are
tenable at 1% level of significant and a positive and insignificant effect on financial institutions development. The
negative coefficients are contrary to the a priori expectations and in line with the empirical study of Muhammad
(2020), and Majeed et al. (2021). Our theoretical a priori suggest that capital inflows lead to higher financial
development but the case of SSA economies seems to be different. Majeed et al. (2021) found FDI to have a negative
impact on financial development in Africa. But previous literature has shown that FDI will lead to positive and
growing effect on the receiving economy only when the host economy has a better absorptive capacity. Although
this study expected a positive effect, the inflows could come when the economies are exposed to shocks and fail to
grab the full advantage of potential FDI spillovers thereby further hampering financial development. Different

aspect of foreign investments can exert sharply different and even opposing impact on the establishment of
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financial development. Alfredo and Chen (2012) suggested that foreign investment can provoke more volatility in
the financial market if the supply of foreign funds is not channeled properly, meanwhile Carluccioa and Fally
(2012) advanced that it creates poor financial institutions linkage especially when trades involve complex goods,
and fail to attract multinational firms which promotes industrialization via new technologies and better
management practice (Narula and Pineli, 2017). The effect of FDI on financial institution development is positive

but insignificant but negative and significant in financial market development.

The regression results from table 5 indicates that foreign portfolio investment have negative coefficients across
all measure of financial development. The results are significant at 1% level for both financial development and
financial markets development but insignificant for financial institutions development. It is not surprising that the
coefficient of foreign portfolio investment is negative because this type of flow is characterized by stop and
reversal in both developing and emerging economies and has severe repercussion on the stability as well as the
development of the financial sector across the globe (financial stability review, 2011). Most financial sectors
advancement is facilitated by investors’ confidence seen in the form of investments in equity and bonds thereby
providing firms with long term sources of financing projects. Nevertheless, when such investments in foreign
portfolio are subject to stop and reversal in SSA countries, the region financial structures will offer limited access
to financial products and risk diversification opportunities thereby further hindering development of the financial

sector. This effect is consistent in financial institution development and financial market development.

Moreover, personal remittances have a positive coefficient of 0.00489, 0.0105, 0.00515 and the results are tenable
at 10% and 5% level of significance for both financial development and financial institution development. The
positive coefficient of remittances ties with the notion that these inflows are permanent to the host countries and
are not subject to reversal as the case of foreign portfolio investment. This finding is in accordance with the a priori
expectation and in line with the findings of Mohamed (2020) who established that workers’ remittances have a
beneficial long-run effect on financial development in Sri Lanka. Azizi (2019) stated that the positive impact of
workers’ remittances on financial development in developing economies is good particularly because financial
development fosters long-run growth and decrease poverty. Aggarwal, Demirgii¢-Kunt, and Peria (2011), and
Misati and Nyamongo (2011) noted that formal channels of remittances enhances growth in the financial system.
The benefits only occur when the recipients of such funds open accounts with depository financial institutions.
This positive effect of remittances on the financial sector implies that upon receiving these funds, the recipients
create accounts and start demanding bank’s products and services. In this regard, credit outstanding may as well
increase due to remittances as banks relax credit constraints on remittance recipients following the induced

financial literacy hypothesis (Bhattacharya, Inekweb and Paramatic, 2018).

Our results are greatly improved when we control for GDPPC, openness of the economy. The coefficients of GDPPC
and openness of the economy are positive and significant. This therefore implies that foreign capital inflows affect
financial development when the economy is growing and open to foreign trade. Controlling for inflation, gross
capital formation, natural resource rent, and population growth rate do not affect the results and their coefficients

are negative.
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For robustness check, we considered alternative empirical model like the two stage least square which is

presented as follows

Table 6: The effects of foreign capital inflows on financial development using Two Stage Least Square model

(1 (2) (3)
VARIABLES FD FI FM
1GDPPC 0.0277*** 0.0520*** 0.00257
(0.00313) (0.00377) (0.00414)
IFDI -0.00189** -0.00240** -0.00131
(0.000894) (0.00108) (0.00118)
1FPI 0.00104*** 0.00136*** 0.000696
(0.000389) (0.000468) (0.000513)
IREM 0.00317*** 0.000867 0.00537%**
(0.000830) (0.001000) (0.00110)
D.infl -0.000109** -0.000184*** -2.99e-05
(4.88e-05) (5.87e-05) (6.44e-05)
D.IGKF -0.00650* -0.0113*** -0.00148
(0.00334) (0.00402) (0.00441)
NRR -0.000828*** -0.00120*** -0.000426
(0.000197) (0.000237) (0.000260)
Popg 0.000573 -0.000245 0.00137
(0.00200) (0.00241) (0.00264)
Open 0.0133** 0.02271*** 0.00410
(0.00543) (0.00654) (0.00716)
Observations 835 835 835
R-squared 0.221 0.319 0.051
Number of countries 42 42 42

Standard errors in parentheses *** p<0.01, ** p<0.05, * p<0.1
Source: Authors’ Computation using Stata 14, 2024

It can be noted on table 6 that foreign direct investment has a negative effect on financial development and these

results are consistent with that of the SGMM.

This therefore implies the degree of robustness of the results. We also noted that remittances have a positive and
significant effect on financial development across all measures of financial development and is consistent with our

SGMM results.

Contrary to our original results on SGMM, foreign portfolio investment exhibits a positive and significant effect on

financial development. The intention of doing this check is verifying the direction of the results.
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CONCLUSION AND POLICY SUGGESTIONS

We noticed in literature that much effort has been put to foster financial development of SSA nations, yet the
financial systems of this region still remain weak as compared to those of its counterparts. Due to globalisation
and technological advancement across the globe, this gap has to be closed in order that financial systems across
countries of this region can be competitive and sustainable to boost the economic development of the respective

nations within this region.

With regards to our results, we observed that a negative effect of FDI and FPI on financial development of SSA
countries even though it is counter-intuitive, this study concludes that such an effect is due to the fact that profits
generated are repatriated to the investors’ home countries leaving behind little or nothing for future investments.
Undoubtedly, remittances are observed to have a positive effect on financial development of this region due to
their permanent nature and flow of this nature brings about financial literacy and inclusiveness among citizens.
There would be significant benefits to SSA economies if the governments of these countries promote domestic

firms so as to limit much dependency on foreign corporations.

Based on our findings, we recommend that in order to advance financial development in Sub-Saharan African
countries, and achieve the desired government policy objectives therein, African governments should take a
practical measure through the promotion of trade and investments among SSA States whereby financial structures
within will benefit diversity of activities. The results show that workers’ remittances have a positive and significant
effect on financial development of SSA countries. This implies that SSA nations should encourage citizens abroad
willing to repatriate income back home through desire tax system favourable enough to permit them remit their

income through formal financial structures that will enhance financial development.
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