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Abstract 

The aim of this paper is to investigate the role of international financial integration into financial market 

development of Euro area countries. Annual dataset from 1998 to 2014 by using multiple regression method. The 

study focuses on financial integration on determining the impact on financial market development. Overall results 

confirming the significant positive and negative effect of international financial integration (Stock traded& share 

price and stock turnover ratio, respectively) while insignificant positive andnegative effect of financial integration 

(financial assets and liabilities and share price volatility, respectively) on financial market development. The finding 

provides strong evidence of achieving higher financial market development due to the drivers of financial 

integration. 
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1. Introduction 

The connection between financial market development and international financial integration has separately raised a 

great discussion in both theoretical and empirical literature. Different studies in literature focuses on the 

determinants and degree of international financial integration mainly using de jure and de facto indicators on various 

macroeconomics variables (Alotaibi & Mishra, 2018). A general finding of the literature corroborate that favorable 

international financial integration causes financial and economic stability and reduce the asymmetric information 

permeate in the financial market (Albulescu, 2011; Babecky et al., 2013; Lane, & Ferretti, 2017; Ikikii, & Nzomoi, 

2013). 

Financial integration is an important aspect for the financial market development due to change in financial market 

capital. In recent years, financial market has an experience of rapid change and restructuring with numerous 

agreement, mergers and joint ventures in order to increase market capitalization and value of financial market 

(Cybo-Ottone et al., 2000). Previous studies provide a theoretical and empirical literature on the drives of financial 

integration but there is still a gap to analyze the role of financial integration on financial market development.  

Giannetti et al., (2002) stated that high level of integration has predication of market capitalization and strong 

financial system. Financial system provides a platform for mobilizing financial resources (capital) from surplus units 

to deficit units for investment in profitable projects. This helps on both private sector and government to expand 

productivity by increasing investment and level of growth for organization and economy (Carlin & Mayer, 2003).  

In this study, I investigate the role of financial integration on financial market development by using a panel of 

founding euro area countries. Empirical base isbuilt on Vo, (2015) and Dey (2005) and employing a multiple 

regression model. The finding suggests significant effect of financial integration on financial development.  

The estimation results depict the positive effect of share price, stock market activity or liquidity (significant), and 

financial assets and liabilities (insignificant) on financial development while negative effect of stock market 

efficiency (significant), and share price volatility (insignificant) on financial development.  
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Literature Review 

In the recent years, the vast interest is devoted for nexus between financial integration and financial development. 

New insight of theory between integration-development has a new research interest in establishing the linkage 

“integration-development” due to large amount of studies only demonstrating a correlation between drivers of 

financial integration and financial development. 

Li, (2007) present an overview of stock market activity and efficiency by market capitalization, stock traded over 

GDP ratio and turnover ratio as influence the development of size of economy and market respectively. He used 

stochastic frontier model by cross-sectional variation of size and trading of 33 panel countries data of Europe, Asian, 

Australia, USA, and Africa from 1978 to 1997. He found out that financial development is positive relationship with 

the size and activity of equity market. 

Bundoo, (2017) highlights the role financial integration-development of Southern African Development Community 

over the period of 1999 to 2011. He stated that SADC countries have experience of less efficient, liquidity, and 

competitive of region’s financial market and to improve this by increasing market capitalization, market 

infrastructure and governance level.   

Dorodynkh, (2014) explain out the drivers of financial integration of 43 stock market of North and Latin America, 

Africa, Middle East and Oceania countries over the period of 1995 to 2010. He used logit regression, Johansen Co-

integration to examines the stock market indices used as proxies of financial integration and set of explanatory 

variables as market development (capitalization), market size (number of listed companies), market value (value of 

share traded) and macro-economic variables (currency, trade openness, and GDP). He concludes that integration 

process is a complex procedure due to structural, macroeconomic, cultural-geographical operative forces have an 

effect of integration decision. The study confirm the drivers of financial integration used in previous studies but 

could not generate significant results between variables.  

Narayan et al., (2011) studied the convergence of stock traded of 120 panel countries by using stock market 

capitalization and stock traded. The results provide evidence of convergence of high and low income, OECD and 

Sub Sahara panels with the convergence range of 20-30%. While, Sabri, (2008) examined the correlation between 

stock volume and stock price volatility of 15 Arab stock markets by using Pearson Correlation. The study found out 

the high correlation between trading volume (market capitalization) and (stock) price volatility in stock markets of 

Arab oil countries compared to the nonoil Arab countries.  

Gregoria, (1998) shed new light of financial integration on financial development of North American and Europe, 

Southern Europe and East Asian countries. He empirical analysis the nexus between integration-development-and-

growth model. The author used four indicators of financial development such as credit to private sector, market 

capitalization as share of GDP, share traded in fraction of GDP and volatility of stock returns. The explanatory 

variables are international arbitrage pricing, capital assets pricing, gross capital flow over the GDP, inflation, trade 

openness. The study gives mixed results of four indicators used for financial development but market capitalization 

could not explain well in the model.  

The study identifies the suitable variables for proxies of international financial integration such as stock market 

activity or liquidity, stock market efficiency, stock of assets and liabilities, share price volatility and share price. 

Also, the size of stock market is proxy for financial market development.   

This study provides a novel contribution in the literature by analyzing and examine the effect of international 

financial integration on financial market development focusing on Euro Area countries over the period of 1998 to 

2014. The study concentrate on financial integration-market development nexus on two reasons. Firstly, to check the 
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effect of financial integration on financial market development and secondly the key issue of attracting financial 

market capitalization.  

2. Empirical Model 

2.1 Variables Description and Hypothesis 

This study follows the proposed Vo (2015) and Dey (2005) method to examine the international financial integration 

indicators in Euro Area countries. In order to achieve this purpose, this study used a wide range of variables 

constituting international financial integration including stock market efficiency, share price, stock market activity 

or liquidity, stock of assets and liabilities and share price volatility. The market capitalization is proxy for financial 

market development. This paper considers a set of founding Euro area countries have a characteristic to attract 

international financial integration as a single market that may influence the level of financial system and financial 

market development. These variables might have direct causal relationship like policy making for financial 

institutions to attract more financial liberty. 

2.1.1 Financial Market Development 

Market capitalization is proxy of financial market development measured as market capitalization of listed 

domestics companies (% of GDP) for country i in time t. The large market size has ability to raise funds and 

diversify risk (Fetai, 2015; Garali& Othmani, 2015;Alfaro & Charlton, 2008;Guiso et al., 2004).The dataset is taken 

from World Development Indicators. 

 

2.1.2 International Financial Integration 

B. Financial assets and Liabilities 

Financial assets and liabilities is proxy for financial integration and measured as financial assets and liabilities (% of 

GDP) for country i and time t. According to the Acharya and Ryan, (2016) that ratio of financial assets and 

liabilities is crucial to assess the performance of financial system and the level of financial market development. the 

data is extract from Eurostat. 

 

C. Stock Turnover Ratio 

Stock traded, turnover ratio of domestic share (%) is proxy for financial integration. Lakonishok et al., (1992) found 

outthat turnover ratio of domestic share shows stock market efficiency due to buy and hold investment strategy and 

vice versa that evident of strong/weak financial market development causes high/low market capitalization. The data 

is taken from World Development Indicators. 

 

D. Share Price Volatility 

Many studies indicate that share price volatility shows the growth rate of financial sector and confidence on 

financial market. If the volatility is less in the stock market, then stock has less risky or vice versa due to size and 

growth of stock market. Share price volatility is true representation of strong/weak financial system and level of 

financial market development (Ilaboya & Aggreh, 2013). Share price volitality is obtained from Bloomberg. 
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E. Share Price 

Share prices are the value of common stock traded in national or international stock exchange. Share prices index 

measures that how much value of shares changing. In share prices, there are two components; one is share return and 

other is price index. Share return is return of money that investors wants to make investment return and price index 

is the change in market capitalization of share return index due to dividend payment and re-investing of their profit 

in the same stocks. Share prices index presents market capitalization which means confidence of investor in 

financial market and ultimately raise the level financial market development due to size of stock market 

capitalization. (Kaburu, 2012). The data is taken from OECD database. 

 

F. Stock Traded 

Stock traded, total value of (% of GDP) is used for proxy of financial integration. This ratio depicts stock market 

activity trading of total number of stock either internal or external of listed companies. Schularick and Steger, (2007) 

reported that stock market activity measures investment environment and confidence on financial market of a 

country. More the activity evolves; more investment cycle generates that causes increase the size of stock market 

capitalization (Henry, 2000). World Development Indicators is used to extract data. 

 

2.2 Regression Model 

This study employs multiple regression model to investigate the international financial integration factors that could 

explain the financial market development. The analysis is run on the data set of 8 founding Euro area countries 

(Austria, Belgium, France, Germany, Greece, The Netherlands, Portugal and Spain). Subject to data availability, this 

study used 17 years (1998-2014) of data. Finland, Ireland and Italy are excluded from the study due to unavailability 

of data of international financial integration and financial market development.  

A regression equation is used to analyze the nexus between financial market development and set of international 

financial integration. The mathematical representation of equation drives from literature and economic specification 

used as below; 

FMDi,t= αi + ∑ βXi,t + ei,t                   equ (i) 

Where FMD is market capitalization as share of GDP for different countries. X is set of explanatory variables that 

identify the determinants of international financial integration such as; 

 Financial Assets and Liabilities (% of GDP) 

 Stock Traded, turnover ratio of Domestic shares (%) 

 Stock traded, total value of (%) of GDP 

 Share Price Volatility 

 Share Prices 
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2.3 Results and Interpretations 

2.3.1 Table 1:Descriptive Statistics 

Variable Obs Mean Std. Dev. Min Max 

      
FMD 136 59.51757 28.89598 1.191323 155.3049 

FAL 136 340.6691 269.7488 50.4 1151.5 

ST 136 51.14611 44.48489 3.049657 265.9635 

STR 136 84.22886 77.55935 19.37955 694.4285 

SPV 136 22.46107 8.005993 8.16984 46.8156 

SP 136 116.9411 109.2814 39.66995 657.8223 

Table Correlation Test 

FMD FMD FAL ST STR SPV SP 

FMD 1.0000      

FAL 0.2158 1.0000     

ST 0.6103 0.1587 1.0000    

STR -0.0146 0.1066 0.5057 1.0000   

SPV -0.1457 -0.0802 0.0292 0.0357 
1.0000  

SP -0.0124 -0.3447 -0.0148 -0.1620 0.1172 1.0000 

Note: The correlation coefficient of different variables. 

The tables present the correlation matrix of different variables. The matrix gives the low correlations among 

different variables as evident. This is justified our approach of weak correlation among variables to investigate the 

impact international financial integration on financial market development.  

2.3.2 Unit Root Test 

Table 3: Level 

Variables LLC IPS ADF-F PP-F BTNG HADRI 

       

FMD 0.000 0.0012 0.0004 0.0004 0.0008 0.0000 

FAL 0.2089 0.5799 0.2690 0.2690 0.9998 0.0000 

ST 0.0000 0.0744 0.2257 0.2257 0.0001 0.0000 

STR 0.8967 0.0001 0.0000 0.0000 0.0023 0.0174 

SPV 0.0000 0.0742 0.2479 0.2479 0.0000 0.0816 

SP 0.0000 0.1531 0.4617 0.4617 0.0002 0.0000 

Note: *, **, *** Significant level at 10, 5 & 1 respectively. Table 3 presents the p-value of Levin Li Chi (LLC), Im-

Pesaran-Shin (IPS), Augment Dickery Fuller-Fisher (ADF-F), Phillips Perron-Fisher (PP-F), and Breitung(BTNG) 
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panel unit root tests. The null hypothesis of all that series are non-stationary. Conversely, Hadri Lagrange Multiplier 

(HADRI) test is that all series are stationary in null hypothesis. 

Table 4: First Difference 

Variables LLC IPS ADF-F PP-F BTNG HADRI 

∆SSM 0.0000 0.0000 0.0000 0.0000 0.0000 0.9662 

∆FAL 0.0007 0.0000 0.0000 0.0000 0.0001 0.1394 

∆ST 0.0000 0.0000 0.0000 0.0000 0.0000 0.9399 

∆STR 0.0068 0.0000 0.0000 0.0000 0.0017 0.2751 

∆SPV 0.0000 0.0000 0.0000 0.0000 0.0000 0.9332 

∆SP 0.0000 0.0001 0.0000 0.0000 0.0000 0.7738 

Note: *, **, *** Significant level at 10, 5 & 1 respectively. Table 4 presents the p-value of Levin Li Chi (LLC), Im-

Pesaran-Shin (IPS), Augment Dickery Fuller-Fisher (ADF-F), Phillips Perron-Fisher (PP-F), and Breitung (BTNG) 

panel unit root tests. The null hypothesis of all that series are non-stationary. Conversely, Hadri Lagrange Multiplier 

(HADRI) test is that all series are stationary in null hypothesis. 

2.3.4 Regression 

Table 7 

Dependent Variable: Financial Market Development  

DSTR -0.512*** 

(-14.32) 

DFAL 0.043 

(0.84) 

DST 0.705*** 

(8.58) 

DSPV -0.011 

(0.933) 

DSP 0.152*** 

(0.007) 

Cons -0.633 

(-0.73) 

R-Squared 

Adjusted R-Squared 

Prob > F 

0.812 

0.800 

0.000 

Serial Correlation Prob > z 

Multicollinearity Mean VIF 

Jarque Bera Test Chi (2) 

Shapiro-Wilk Test 

Breusch-Pegan Heteroscedasticity Test 

White Test  

Ramsey RESET Test 

0.39 

1.62 

0.366 

0.519 

0.900 

0.058 

0.064 

Note: *, **, *** Significant level at 10, 5 & 1 respectively. 
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Table 7 presents the regression result of international financial integration effects on financial market development 

as below; 

 There is significant negative relationship between financial market development and Stock turnover ratio. 

This estimation result prvoide strong evidence of more turnover ratio has negative effect on market 

capitalization due to 1 percent change in turnover ratio has 0.512 percent effect on market capitalization.  

 Financial assets and liabilities has positive but insignificant effect on financial market development. The 

estimation results suggests 0.043 percent improvement in financial market development is due to increase in 

financial assets and liabilities of Euro Countries.  

 The estimation result indicates significant positive relationship between stock traded and financial market 

development. The results depict that more the stocks are traded, more the market capitalization capacity is 

increased. The results shows that one percent increase in stock traded over GDP has 0.706 percent raise in 

market capitalization of Euro countries. 

 There is negative but insignificant relationship between stock price volitality and financial market 

development. The finding corroborates that stock market has experienced the more volitality of stocks, shows 

riskier investment that reduce the market capitalization. One percent increase in share price volitility has 

experiences of 0.011 percent decrease in market capitalization (financial development). 

 Share price has significant positive impact on financial market development. According to our results, more 

the value of share price depicts more market capitalization of Euro area countries.The model suggests one 

percent increase in share price has an appreciation of market capitalization(strong financial market 

development) of Euro countries. 

Employing all the assumptions of multiple regression, the results reported in table shows that there is no 

autocorrelation, no multicollinearity, normality of data and residuals, and homoskedasticity. And at the end model 

specification test of Ramsey RESET suggests that model has no omitted variables and perfectly design and 

explained.  

3. Conclusion 

This paper examines the role of international financial integration into financial market development of Euro area 

group of countries. The study finds positive result of financial assets and liabilities (insignificant), stock traded and 

share price (significant) on financial market development while negative effect of stock market efficiency 

(significant) and share price volatility (insignificant) on financial market development of Euro area countries.  

Overall, our finding will be useful for both policy makers and economists dealing with role of financial market 

development. The future research on the role of international financial integration on financial market development 

of SAARC, OECD, BRICS bloc etc. 
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Figure1: Linearity

 

Figure 2 

http://economics.soc.uoc.gr/macro/9conf/docs/IFIandEG.doc
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Figure 3 

 

 

Breusch-Pegan LM test for each of relevant variables 

 BP-LM 

 chi2(1) Prob > chi2 

∆SSM 0.66 0.4174 

∆FAL 2.15 0.1423 

∆SMARL 0.01 0.9376 

∆SME 0.05 0.8186 

∆SPV 3.22 0.0729 

∆SP 0.03 0.8646 

Note: The table presents the results of Breusch-Pegan Lagrange Multiplier test for herterogeneous residuals across 

panel for each of the different variables. Null hypothesis is same constant variance (Homoscedasticity) against 

alternative hypothesis is not constant variance of residuals (Heteroscedasticity).   

 


