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Abstract 
Developments towards global integration invoke the question of how the depth of regional 

integration affects the relationship between trade integration and financial integration. 

Quantity-based measures are employed to estimate trade and financial integration. Fixed 

effect regressions are utilized to model the relationship between the two. Financial integration 

is approximated as the net investment position of a country and trade integration is measured 

as the in- and outflows of goods and services divided by GDP. Panel data from 1990 until 

2016 is analyzed and then divided between two equal time periods of 1990 until 2003 and 

2004 until 2016. The relationship is tested in the entire sample and, thereafter, in three 

different regional trade agreements, namely the EU, MERCOSUR and ASEAN.  

 

Between 1990 and 2016, no significant relationship is found between financial integration and 

trade integration. No relationship is uncovered in the complete data sample between 1990 and 

2003. A negative relationship is established for all countries between 2004 and 2016. On a 

regional level, the EU shows a significant positive relationship between international financial 

and trade integration in the time period of 1990 until 2003, while a significant negative one is 

identified from 2004 until 2016. MERCOSUR shows no significant relationship for any time 

period. ASEAN indicates no significant relationship from 1990 until 2016 and from 1990 

until 2003, but a negative relationship is found from 2004 until 2016.  

 

In addition, this research paper discusses the mechanisms that contribute to the positive and 

negative relationship. A feedback loop can explain the positive relationship. During severe 

economic downturns, often rooted in financial crises, the negative feedback loop disseminates 

and trade integration lags behind financial integration, causing the inverse relationship. The 

results suggest that deeper regional integration reinforces the relationship between 

international financial integration and international trade integration.  
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“If everything in the universe depends on each other in a fundamental way, it 

might be impossible to get close to a full solution by investigating parts of the 

problem in isolation” 

- Stephen Hawkings 
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1. Introduction  

Motivation 

Globalization has led to an increase in trade integration as well as financial integration in the 

last decades. Neoclassical beliefs argue that financial integration overall leads to more risk 

sharing and financial stability. The Asia crisis, the Euro crisis, and the global financial crisis 

have all occurred during the height of integration efforts. The recent global financial crises 

that caused severe economic downturns, lets one question the sustainability of the global 

integration processes. Are the diversification benefits outweighing the increase in systemic 

risk? Events such as the UK leaving the European Union, and the US pulling back from the 

TTIP and threatening to leave NAFTA, question the role regionalism plays in integration 

efforts.   

 

It lets one wonder…  

Does integration work like a bicycle, as Bergsten (1996) suggests, in which the global system 

has to keep liberalizing trade policies in order to keep going? Is it true that not steadily 

moving forward will cause the system to tip over or succumb to protectionism? What if one 

of the wheels symbolizes trade integration, can the other symbolize financial integration? Do 

both of these processes work together like the two wheels on a bicycle? Or do they even take 

on different shapes in different regions? Understanding the mechanisms that connect financial 

and trade integration is imperative for policymakers, investors, MNCs and citizens alike.   

 

The following research project attempts to find a solution to the question of how the depth of 

regional integration affects the relationship between financial and trade integration by 

empirically testing the relation of trade to financial integration in three regions, namely the 

EU, MERCOSUR and ASEAN. This interdisciplinary approach combines finance theories, 

trade theories, and international relations topics. The intersection of the three fields has 

proven to be a literature gap that should be filled.  
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Logic of the paper  

The following section will give a brief overview of the structure of the paper.  

 
Figure 1: Structure of the paper 

First, the existing literature will be introduced. The literature section is split between the three 

fields of trade integration, financial integration, and regionalism, and concludes with a 

literature intersection. The conceptual framework then puts emphasis on the existing literature 

gap within the field, and introduces the research question and the hypotheses. Furthermore, 

the definition of international trade integration and international financial integration are 

outlined, as previous research varies in defining them. 

 

The methodology section is split up between methodology, methods, data and limitations. The 

methodology outlines the philosophy of science and the design of the research. The methods 

section introduces regression analysis, fixed effects analysis and other tests that were 

undertaken to ensure stationarity, to control for collinearity and for heteroscedasticity in the 

panel set. The data section lays out the sources, the timeframe and the construction of the 

variables. It, furthermore, outlines the current levels of integration of each of the countries. 

Lastly, the limitations and delimitations of the methodological approach are discussed. 

 

The results of the fixed effects regressions are then reported in the results section and 

contrasted with other empirical research findings. Potential explanations for the findings are 

briefly mentioned and then explored in the discussion section (Figure 2). Since the approach 

takes a macro perspective, many different factors could potentially explain the findings. In 

order to report the most holistic and structured approach to the discussion, all three regions 
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are discussed individually. Every region includes a brief historical overview of the regional 

integration efforts. Next, trade integration and following the financial integration for each 

region are discussed. Then, the effects of regional integration on the relationship between 

international financial integration and international trade integration for each region are 

concluded. Finally, the paper is summarized and further research possibilities are presented. 

 

 
Figure 2: Structure of the discussion 
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2. Literature review  
Since the paper combines three different fields of research, international trade integration, 

international financial integration, and regional integration is first introduced separately. Next, 

a combination of the fields is introduced. The literature review is then used to establish the 

paper’s conceptual framework and hypotheses. 

 

2.1. International Trade Integration 

The United Nations’ Committee of Development Policy defines economic globalization as, 

“the increasing interdependence of world economies as a result of the growing scale of cross-

border trade of commodities and services, flow of international capital and wide and rapid 

spread of technologies” (Shangquan, 2000, p. 1). The two main drivers of economic 

globalization, namely the fast spread of information and the restructuring process of markets, 

form the irreversible trend of continuous integration of market frontiers. This integration 

process is determined by micro and macro systems that when combined determine the flow of 

international trade. First, the role of microeconomics, which is the individuals and firms 

decision-making process for foreign trade, explains the process of international economic 

openness. Since Multinational National Corporations (MNCs) are the main beneficiaries of a 

global market, they are seen as the primary carriers of economic globalization through 

internationalization (Shangquan, 2000). Second, the role of macroeconomics, such as national 

policies and international regulations, are strongly influenced by the degree of openness. 

Trade openness then determines a country’s level of economic integration (Arribas, Pérez, & 

Tortosa-Ausina, 2006). Therefore, having a strong understanding of both the macro and micro 

forces is crucial. In this paper, economic integration of goods and services will be referred to 

as international trade integration and will be estimated by calculating cross-border trade flows 

as a percentage of GDP.  
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2.1.1.  Economic Openness: Microeconomic effects on international trade 

Microeconomics examines the market behavior of individuals and firms to understand their 

decision-making process. The concept of economic internationalization can therefore be used 

to explain MNCs’ drive to engage in the international market. Economic openness describes a 

country’s level of interaction with the outside world (Whitman, 1969). The definition of 

economic openness differs, depending on the variables used, but one widely accepted 

approach is to measure “the degree to which non-domestic transactions (imports and exports) 

take place and affect the size and growth of a national economy” (Keman, 2013).   

 

After the end of World War II, the diminishing trade barriers and financial regulations created 

new conditions that motivated companies to enter foreign markets (Ruzzier, Hisrich, & 

Antoncic, 2006). The drivers can be classified as push and pull factors. Push factors are forces 

that motivate companies to participate in the international markets. A decrease in the size of 

the domestic market is a possible push factor and might be caused by a saturation of demand, 

a general market decline, increased competition, or stricter regulations and standards. 

Conversely, pull factors stem from the attractiveness of foreign markets and are factors such 

as lower labor costs, growth opportunities abroad, abilities to achieve economies of scale, risk 

diversification, or new policy agreements (IESE, 2015; Madanoglu, Alon, & Shoham, 2017). 

Since the emergence of internationalization theory in the 1960s, the field has moved from 

static to a more dynamic approach. One of the first models presenting the dynamic side of 

internationalization is the Uppsala model, which explains the increasing commitment of 

international business expansion through incremental steps of foreign market knowledge and 

market commitment. Companies would thus benefit from first exploiting its own domestic 

market to gain experiences before entering other foreign markets. The international activities 

are believed to move towards culturally and geographically closely-related countries 

(Johanson & Vahlne, 1977). “Internationalization is therefore an evolutionary process linked 

to learning” (Pandian, 2002, p. 4). The development of internationalization theory presented 

above only shows parts of the research scope, leaving out other influential theories as the OLI 

framework (Dunning, 1977) and the LLL framework (Mathews, 2017). This was done, as the 

microeconomic section of the literature review focuses on MNCs’ motivation for trade, in 
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order to understand individuals’ and companies’ drive for economic openness. With the drive 

of openness, macro drivers will then also be explored to understand how they influence 

economic integration. 

	

2.1.2. Economic Integration: Macroeconomic effects on international trade  

As mentioned above, the initiation of economic internationalization after WWII was mainly 

possible and reinforced by regulatory changes on a macro level (Ruzzier, Hisrich, & 

Antoncic, 2006b). Policies implemented by national and international institutions created an 

incentive for MNC’s international expansions, therefore increasing the overall degree of trade 

integration. An interest in understanding and tracking patterns of trade flows on a macro level 

has created a comprehensive field of research concerning international trade theory. From a 

historical perspective, the importance of international trade has increased significantly in the 

past decades. Feenstra and Taylor (2010) deem technology to have triggered the ‘first golden 

age’ of trade, which bloomed at the end of the 19th century up until WW I. Railroads and 

steamships created the necessary infrastructure to accommodate international trade and 

initiated the first wave of globalization. In the Interwar Period, the ratio of trade to Gross 

Domestic Product (GDP) fell, but after the end of WWII the world economy started to regain 

the same level of trade before WWI and the second wave of globalization initiated higher 

levels of international trade than ever seen before (Feenstra & Taylor, 2010). Countries’ 

engagement in international trade can be, first, explained by their product differentiation and , 

second, by analyzing the benefits of economies of scale in production (Krugman, Obstfeld, & 

Melitz, 2017). These two notions will now be further investigated to understand the macro 

drivers behind economic integration. 

  

Traditional trade theories 

The British economist David Ricardo introduced the concept of comparative advantage in the 

early 19th century with the goal to understand the benefits of international trade based on 

national differences (Krugman et al., 2017). Ricardo’s model, now known as the Ricardian 

Model, is based on the assumptions that two countries produce two homogeneous goods with 
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one factor of production, originally and typically labor, and the two markets are perfectly 

competitive in both countries (S. M. Suranovic, 2015). The Ricardian model then states that 

resources will shift from relatively lower to higher productive industries, resulting in a rise in 

the total combined output for both countries and, thereby, causing mutual gains from trade. 

“By specializing in producing the products that one has a comparative advantage (which may 

not be ones in which the country has an absolute advantage) the world can expand total world 

output with the same quantity of resources” (S. Suranovic, 2007). The Ricardian model does 

not prove that countries will always profit from international trade, but rather that both will 

benefit from growth in output. Although, the model is based on multiple assumptions and an 

oversimplifies international trade, it can still provide insights regarding countries’ trade flows 

(S. Suranovic, 2007). Its basic prediction that countries tend to export more goods in their 

areas of relatively high productivity has been confirmed by multiple studies (Krugman et al., 

2017).   

  

To accommodate some of the critiques of the Ricardian model, the Swedish economist Eli 

Heckscher and his assistant Bertil Ohlin developed the Heckscher-Ohlin model. The theorem 

reflects differences between countries’ resources and allows the consideration of multiple 

factors to understand national trade patterns. Furthermore, the Heckscher-Olin model also 

captures the long-term consequences of trade by looking at the distribution of income. 

Thereby, this model points to how a country should trade when resources are imbalanced 

across the world. Although the Heckscher-Ohlin model has a higher usability than the 

Ricardian model, it still relies on multiple assumptions that make practitioners hesitant to 

apply it (Krugman et al., 2017).  

  

The Ricardian and Heckscher-Ohlin models have since inspired further research, initiating the 

development of more modern approaches to calculate trade flows. One of the most established 

theories is the gravity model. The Dutch economist Jan Tinbergen (1962) aims to explain the 

economic interaction over distance, in order to determine patterns of bilateral aggregate trade 

flows between two nations (Chaney, 2013). The gravity model makes use of Newton’s Law 

of Gravity. Thereby, predicting the level of international trade (gravitational force) between 
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two countries by calculating the differences in economic sizes relative to the geographic 

distance between them (Yotov, Piermartini, Monteiro, & Larch, 2016). Although the gravity 

model still bears biases and inconsistencies, it has offered a way to estimate trade flows that 

could not have been explained before, and it identifies bilateral trade flows more accurately 

than previous models (Head & Mayer, 2014).  

  

The three main trade theories mentioned above all share the assumption of constant returns to 

scale, which is a change in output increases proportionally to a change in input, resulting in 

comparative advantage benefits. Another advantage of international trade that Krugman, 

Obstfeld, and Melitz (2017) highlight is the exploitation of economies of scale. In greater 

quantities, each country can produce more specialized and efficiently, and still have the full 

range of products available for consumption (Krugman et al., 2017).  

 

When debating trade theory, a differentiation between intra-industry trade vs. inter-industry 

trade is also of importance. Intra-industry trade is trade between two countries of products 

belonging to the same industry, and Inter-industry trade is trade between two countries of 

products from different industries (Hosny, 2013). This can illustrate countries’ market 

composition, which can be of relevance when discussing nations’ comparative advantages.  

 

The research field of international trade theory gives a basic understanding of the drivers for 

economic integration from a macro system perspective, which is mainly used by political 

economists to evaluate the impact of social and economic factors on trade. 

2.1.3. The intersection of the two drivers 

Since the emergence of trade theory, the view on the international market has shifted. The 

classical economists such as Adam Smith and David Ricardo started studying the causes of 

international trade and its effects on domestic economies by looking at macro systems of e.g. 

commodity interchange and exchange rates. In the past decades, this has since transformed 

towards a focus on the effects of economic openness initiated by MNCs (Keman, 2013). It is 
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important to analyze both levels in order to determine the drivers and the level of economic 

integration.  

 

The main use of economic integration in this paper is to estimate countries’ and regions’ trade 

interdependence with the world. Therefore, factors such as tariffs, labor migration, 

remittances etc., will be disregarded. The narrow definition of economic integration will 

therefore from now on be defined as international trade integration (ITI) and calculated as 

exports (X) and imports (M) divided by GPD as such  

 

𝐼𝑇𝐼 = !!!
!"#

. 

 

2.2. International Financial Integration 

The impact of trade integration on globalization sparks an interest in understanding the 

position of financial integration in the global system. The initiation of cross-border trade of 

financial assets created a wave of liberalization known as the financial globalization (Stulz, 

2005). Like the interplay between micro systems and macro systems explaining ITI, the 

relationship between financial openness and integration will be assessed in a similar pattern. 

The main driver of financial globalization has been the development of domestic financial 

banking systems and markets, which facilitated the capital trade across borders. “Thus 

suggesting a positive correlation between financial development and financial globalization” 

(P. R. Lane & Milesi-Ferretti, 2008, p. 330). It indicates that macro policies established by 

national governments are the primary drivers of financial openness that enhance financial 

trade. This openness allows microeconomic actors such as investors to engage in cross-border 

financial holdings, which further increases institutional capabilities and thereby, enhances 

financial integration. This further reduces external financial trade barriers to better attract and 

assist foreign capital movements. This implies potential relations between the advancement of 

domestic and external financial positioning (P. R. Lane & Milesi-Ferretti, 2008), which now 

will be further analyzed in order to derive at the international financial integration (IFI) 

approximation.  
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2.2.1.  Financial Openness: Macro economics’ effects on international capital 

Financial openness is commonly referred to as the degree of removing administrative and 

market-based restrictions on cross-border capital movement and the implementation of new 

measures to attract foreign capital (Le, 2000). Financial openness is seen as a precondition for 

financial liberalization, which is defined as “the ability to freely undertake transactions such 

as foreign direct investment and the purchase of foreign securities” (Canuto, 2012). Agénor 

(2003) highlights the main reasons for countries to initiate in the process of integration 

through financial openness. Firstly, financial openness gives countries the right to acquire 

international resources, which in turn improves domestic economic growth. Secondly, the free 

flow of capital across borders can also create the desire to implement disciplined macro 

policies to form a more secure financial system and signal financial stability to other 

countries. Lastly, it may lead to an increase in efficiency and better resource allocation by the 

domestic banking system as it adapts to the international surroundings (Agénor, 2003).  

  

Systemic risk 

Integration increases systemic risk, therefore a general understanding of the macro-processes 

of systemic risk is imperative to know the effects of financial crises on financial integration. 

Apart from the positive drivers behind the countries engagement in financial openness, 

financial integration also increases the vulnerability of different types of shocks arising both 

outside and inside the global financial system. The main concern regarding higher financial 

integration between countries as a result of financial openness is an increase to the exposure 

of systemic risk. In contrast to idiosyncratic risk, systemic crises can cause the failure of the 

entire financial system followed by an economic depression. So far there have only been a 

few recorded crises that can be defined as a systemic event, but the increasingly 

interdependent structure of the global financial system contributes to an intensification of the 

probability of systemic crises (Daníelsson, 2013). Some of the mechanisms underlying 

systemic risk and the global financial systems are pro-cyclical. Danielson defines 

procyclicality as “a process that is positively correlated with the economic cycle” (ibid., p.13). 

An example is fire sales, in which an external shock such as a financial crisis causes financial 

difficulties, which cause asset risks to increase and result in forced sales. With everyone 
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selling their assets, prices of assets fall and further increase the financial difficulties, causing 

more people to sell at lower prices and overall amplifying the process further. 

 

Further, an integral part to systemic risk is the interdependence of financial institutions. 

Normally, the interwoven system of obligations benefits the efficiency of the financial 

market. However, during crisis the interdependence of banks can spread difficulties and risks. 

Even if Bank A does not have direct connections with Bank C, they may be exposed to the 

same risks because bank B is holding obligations originating from bank C and selling them to 

bank A.  

 

To understand the vulnerability of a country to systemic risk it is important to understand the 

ratio of domestic and foreign owners of banks. The largest and the smallest banking systems 

typically have the most foreign owners (Daníelsson, 2013). In large banking systems this 

increases the risk to the domestic market. In small banking systems such as Luxemburg, this 

does not directly make the domestic financial system more vulnerable since many of the 

foreign banks service foreign clients (ibid.). Governments and their policies are an integral 

part of preventing or reinforcing systemic risks. “Regulations preventing risk taking in a 

highly visible part of the financial system can simply shift risk-taking activities into more 

opaque corners of the system where the banks can continue as before, undetected, perhaps in 

shadow banking” (Daníelsson, 2013, p. 10). Systemic risk demands an understanding of the 

macro level of the financial system, as well as coordinated risk mitigation on a lower micro-

level.  
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Optimal Currency Area 

An important concept for this research is the unification of monetary systems across 

neighboring countries. The Optimal Currency Area (OCA) theorem supports the idea that a 

single currency in the geographic area can create economic benefits, is a key concept in 

understanding financial integration. The European Monetary Union is a frequent example in 

the OCA literature (Aizenman, 2016). Some argue that the OCA can enhance closer 

integration of capital markets and facilitate trade, while others believe it can impede a 

country's flexibility to adjust to fiscal and monetary policies necessary to stabilize their 

individual economies (Mundell, 1961). The notion of further global financial integration and 

the increase in systemic risk supports Stiglitz (2010) stand that full financial integration might 

be undesirable. Greater financial integration amplifies the possibility of contagion, which is 

“the failure of one part of the system from spreading to others” (Stiglitz, 2010, p. 388). Large 

centralized mediators might be able to buffer adverse effects, but stopping a shock from one 

player could lead to the failing of other dependent players and potentially leave more 

devastating effects on the global financial system. Furthermore, the increase in market 

interdependence might also limit positive impacts for countries due to international risk 

sharing (Stiglitz, 2010). 

 

2.2.2. Financial Integration: Microeconomic effects on international capital 

The national and international macro policies that frame a country’s financial openness are 

what allow investors to participate in the global financial system and spur financial 

integration (P. Lane & Milesi-Ferretti, 2003). A Investors’ incentive for international capital 

movements can be explained by the theoretical benefits of international portfolio 

diversification and risk.  

  

The desire to financially integrate is motivated by the concept of gains from international 

portfolio diversification (IPD) (P. Lane & Milesi-Ferretti, 2003). The concept originates from 

Harry M. Markowitz’s two-stage process of portfolio selection theory. During the first stage, 

observations and experiences estimate the securities available. In the second stage, the choice 
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of a portfolio is made (Markowitz, 1952). The author’s (1952) contribute to the literature on 

the portfolio selection, where he argues that the traditional one-dimensional investment 

criteria of Net Present Value is not sufficient enough when selecting a portfolio. Instead 

investors should determine a trade-off between expected returns and risk. “One should not put 

all one’s eggs in one basket” (Balling & Gnan, 2013). This trade-off is called diversification, 

which is a technique of financial risk management where a combination of different 

investments within a portfolio will minimize the idiosyncratic risk of each security and on 

average yield higher returns with a lower risk than a single investment with the same risk 

level (Balling & Gnan, 2013).  

  

In modern portfolio theory (MPT), the two components of systemic and market risk constitute 

the overall risk of a portfolio for individual stock returns. Systemic risk is also known as the 

‘undiversifiable risk’, which is inherent in trading. Some examples of systemic risks can be 

interest rates, financial shocks, and wars, as events like these can affect the whole market and 

are not avoidable through diversification. 

 

By increasing the quantity of stocks in a portfolio, it is argued that market risk can be 

diversified away, as this type of risk is not correlated with general market movements 

(Marshall, 2014). The market risk is often calculated by the capital asset pricing model 

(CAPM) (Fama & French, 2004). CAPM was introduced in 1964 by William F. Sharpe as a 

supplement to Markowitz’ MPT, in order to price assets in financial markets. Today, it is used 

to determine the relationship between expected return and risk, in order to generate the 

comparison of a portfolio to the market as a whole or to compare a stock’s market risk to 

other stocks (Fama & French, 2004). The main disadvantages of using the CAPM are the 

unrealistic assumptions of financial markets, depicting them as perfect capital market that, 

and disregarding transaction costs, taxes, short selling, perfect information, and risk-free rate 

of return on borrowing and lending, and the assumption that all investors are risk averse. 

Apart from that, the application of CAPM is still seen as a useful toolkit in financial 

management and is seen as more reliable and applicable than both the Dividend Discount 

Model and the Weighted Average Cost of Capital (ACCA, n.d.; Mullins, 1982). 
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Some researchers such as Solnik (1974), and Adler and Dumas (1983) have tried to expand 

on the concept of CAPM to fit the international capital market (Ng, 2012). As opposed to 

CAPM, the international capital pricing model (ICAPM) includes the aspect of foreign 

exchange risk and foreign currency risk premium (Balling & Gnan, 2013). Mo and Wu (2007) 

further expand on this by linking risk dynamics and pricing in international economies with 

two separate components of risk; global and country-specific risks (Mo & Wu, 2007). 

Although ICAPM still share many of the same unrealistic assumptions as the CAPM, the 

ICAPM’s includes MPT, which has allowed the concept to be considered on an international 

level (P. Lane & Milesi-Ferretti, 2003). Theoretically, the benefits from IPD arise from an 

increase in the average returns that stem from the decrease in portfolio risk when an investor 

diversifies into foreign securities instead of purely national diversification of assets. 

Furthermore, the deepening of a global integrated stock market should result in lower cost of 

capital, better investment opportunities, an increase in growth due to international market risk 

sharing, and, thereby, is also able to better predict the globalized financial market (Arouri & 

Foulquier, 2012). Understanding the motivations and drivers of individual investors is 

important in understanding the desire of countries to open their financial markets.  

 

2.2.3. The intersection of the two drivers 

Though IFI is based on a relationship between micro and macro systems, financial openness 

is mainly seen as a precondition for financial integration. Therefore, depending on the 

engagement of countries in financial openness, when conditions are in place to accommodate 

higher levels of IFI, the neoclassical models would argue that the free flowing capital will, 

“enhance competition and reduce the costs of intermediation, thus contributing to more 

sustainable economic growth” (Al Nasser & Hajilee, 2016, p. 11). Lane and Milesi-Ferretti 

(2003), therefore, believe that the impact of IFI after WWII is more than an increased 

deepening of the global financial market, as financial assets and liabilities of the past decades 

have increased much faster than GDP.  
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The methods to estimate IFI stem from the inspiration of ITI. Lane and Milesi-Ferretti (1999) 

calculated IFI by summing the in- and outflows of capital and dividing them by GDP (P. Lane 

& Milesi-Ferretti, 2003). Others have since been inspired to copy other structures of 

economic trade models. For example, the gravity model inspired Aviat et al. to calculate 

bilateral cross-border flows (Aviat & Coeurdacier, 2007). This paper will be measuring 

countries’ investment position to the world, IFI is calculated such that  

 

𝐼𝐹𝐼 =
𝐹𝐴 + 𝐹𝐿
𝐺𝐷𝑃

 

 

2.3. Global Political Economy 

As established above, both international trade and financial integration are affected by 

macroeconomics. This leads to questions about the role that Global Political Economies 

(GPE) play in the relationship between IFI and ITI. The concept of GPE explains the 

relationship between public and private power that is affected and affects the conditions for 

the integration process of countries, “who get what, when, and how” (Ravenhill, 2017, p. 20). 

The theory emerged in the 1970s as a subfield of international relation, at a time when the 

increase in post-war international interactions resulted in a new era of collaboration. The aim 

of GPE theory is to illuminate the relationships and agendas that constructs the rules in areas 

of international economic relations. In contrast to IR, which focuses on realism, liberalism 

and constructivism, GPE can be divided into three theoretical approaches: liberalism, 

nationalism and Marxism. For the purpose of this research the liberalist analysis approach is 

taken. Liberalism’s “focus [is] on markets and mainstream international relations with [an] 

emphasis on the state” (Paul, 2010, p. 3). The liberal approach attempts to understand the 

interaction between political economy and economics including finance. 

 

2.3.1. Regionalism 

In order to understand the effect that different regions have on the relationship between IFI 

and ITI, regionalism will be introduced. The world can be roughly divided into three different 
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levels of international commercial system (ICS): Multilateralism, Unilateralism and 

Regionalism (Ethier, 1998). Multilateralism describes international institutions where 

countries join through a form of membership, in order to bind nations together in 

arrangements such as the General Agreement on Tariffs and Trade (GATT) and the World 

Trade Organization (WTO). This type of system undermines the Unilateralism type of ICS, 

which are the individual regulations of economic and financial trade barriers of countries 

(Ethier, 1998). Finally, regionalism describes the pursuit and promotion of common goals in 

an institution created for a geographical region. Fawcett in Farrell, Hettne and Van 

Langenhove (2005) divide it into soft and hard regionalism. Soft regionalism describes 

notions such as common regional awareness and community, whereas hard regionalism sees 

interstate agreements and organizations as central to regionalism (Farrell, Hettne, & Van 

Langenhove, 2005).   

 

Hosny (2013) also divides regionalism between Old vs. New regionalism. Old regionalism 

has focus on import substitution, planned resource allocation primarily with a focus on 

industrial products, which is led by governments. Oppositely, new regionalism is export 

orientated, where the market allocation of resources, goods, services and investments are led 

by private firms (Hosny, 2013). This can explain the diverse orientations and motivations 

behind different regional trade agreements.  

 

Although Ravenhill (2017) states that regional trade agreements can reduce the global welfare 

due to inefficient resource allocation, governments still have multiple political, financial and 

economic motives for joining regional partnerships. Politically, regionalism often includes 

economic means for interstate relationship stability and security purposes and can be used as a 

bargaining tool between both other regions and with transnational corporations. Furthermore, 

less developed countries can use regional partnerships to get more aid from other countries 

and organizations. Thereby, enhancing domestic economic reforms that can also serve as a 

tool to increase attractiveness for investors and ease the negotiation and implementation 

processes. Economically and financially, the motivating factors for countries to prefer 

regional agreements to multilateral agreements could be protectionist measures that can be 
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upheld in regional agreements and not in multilateral ones. Also, it offers possibilities for 

‘deeper integration’ due to fewer members. It might also be the case that particular 

governments do not even have the option to be included in global agreements and regionalism 

can be an entry point to engage with the global system (Ravenhill, 2017).   

 

2.3.2. Regional Integration 

Krapohl and Fink (2013) group three different categories of regional integration. The first 

category is defined as industrialized regions that aim at having high intra-regional 

interdependence with supportive systems for the members. The second category characterizes 

the developing regions without asymmetries, which have high extra-regional interdependence 

and institutions aiming at enhancing extra-regional flows. The last category is developing 

regions with asymmetries, where high extra-regional interdependence and unilateral benefits 

are present (Krapohl & Fink, 2013).   

 

In this paper, the depth of regional integration will be measured normatively based on the 

three different levels of GPE. Ravenhill (2017) divides the level of regional economic 

agreements into a hierarchy “that runs from free trade areas through custom unions and 

common markets to economic unions” (Ravenhill, 2017, p. 144). The hierarchy does not 

necessarily indicate that regional partnership could or would evolve into ‘deeper’ regional 

integration. It neither indicates that regions have to start from the lowest level of agreement. 

A first level of the regional hierarchy is the free trade agreement, which is an agreement 

where countries eliminate tariffs and non-tariff barriers to freely move goods and services 

among them. Furthermore, the membership of such an agreement does not prevent countries 

to join other free trade agreements and governments still have the autonomy to decide how to 

handle imported goods and services from non-partner countries. The next level is the custom 

union, which takes the economic integration a step further than the removal of barriers among 

members. Apart from the free market within, it also adds common market policies to control 

imports and exports from countries outside the region. By establishing common external 

tariffs (CET) governments give up their autonomy in the area of foreign economic policies. 
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The last level of regional integration is the regional economic arrangements of an economic 

union. This level of GPE combines the common market and the free movement of labor and 

capital within the region together with a custom union, but it also further adds other 

collaborative policies within the partnership (Ravenhill, 2017; Vicard, 2011).  

 

This research will be based on the three regions of ASEAN, MERCOSUR and the EU, where 

each fits under the different types of regional trade agreements (RTA) presented above. The 

different regions is introduced to investigate the role of trade and financial integration on 

regional integration. A brief historical and structural description will be presented below of 

the three chosen trade agreements.  

 

The Association of Southeast Asian Nations (ASEAN) was established in 1967 by Indonesia, 

Malaysia, the Philippines, Singapore and Thailand and since been expanded to include 

Brunei, Cambodia, Laos, Myanmar and Vietnam. The main goal for the RTA is to increase 

economic growth, social development, and regional stability. This is supposed to be achieved 

through the ASEAN free trade area initiatives of the Common Effective Preferential Tariff 

(CEPF). Many members have made progress in lowering intra-regional tariffs and non-tariff 

barriers but the process is not yet complete. ASEAN has no united regulatory body as one of 

the main principles of ASEAN is the “mutual respect for the independence, sovereignty, 

equality, territorial integrity, and national identity of all nations” (ASEAN, n.d.-b), and 

ASEAN can therefore be defined according to Ravenhill’s (2017) framework as a free trade 

agreement. 

 

El Mercado Común del Sur (MERCOSUR) was created in 1991 between Argentina, Brazil, 

Paraguay, and Uruguay. The nations signed the Treaty of Asuncion and thereby established 

the South American trade bloc. Venezuela joined the region in 2012 but was suspended in 

2016 because they did not fulfill the democratic, political, and human rights requirements. 

The regional trading bloc can be characterized as a custom union as it allows free trade of 

goods, services, and factors of production amongst members, as well as having CET 

controlled by the region’s highest decision-making body, the Common Market Council. One 
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of the main goals of MERCOSUR is to further integrate the rest of South America in order to 

create a common market between all South American countries. However, at this current time 

Chile, Colombia, Ecuador, Guyana, Peru, and Suriname are merely associated members and 

Bolivia’s membership is pending (Felter & Renwick, 2017). Based on the definition by 

Ravenhill (2017), MERCOSUR can be defined as a custom union. 

 

The European Union (EU) originates from an earlier collaboration that was established right 

after WWII in 1957. The purpose with the organization was to foster peace and stability 

through economic cooperation. In addition to the six founding countries of Belgium, 

Germany, France, Italy, Luxembourg and the Netherlands, another 22 European countries 

have since joined the single market. What started as a purely economic union has over time 

involved into a political and monetary union, controlled by partly intergovernmental and 

partly supranational governmental bodies, that when combined debate different policy areas 

“from climate, environment and health to external relations and security, justice and 

migration” (EU, n.d.-b). The EU can therefore be identified as an economic union (Ravenhill, 

2017).  

 

The three RTA will be used in this paper to determine the different levels of regional 

integration, measured by the GPE hierarchy, to determine its role towards international trade 

and financial integration. 

 

2.4. The Intersection of fields 

As seen above, the three different fields of IFI, ITI and GPE are quite extensively explored 

fields of research, contributing greatly to understanding the world economy. Although each 

field contributes to the understanding of the movement of global integration, there are only a 

few studies that have researched the possible links between them. The research that does exist 

often only partially explores the three areas. One of the main debates is the issue of whether 

or not trade and financial flows are considered complements or substitutes (Marszk, 2014). 

Others combine trade and capital flows under one category of economic integration, as the 



 20 

drivers of the flows are often motivated by the same actors (Arribas et al., 2006; Gygli, Haelg, 

& Sturm, 2018; Rodrik, 2000).  

 

The research fields of international commercial systems and institutions are independently an 

extensive field of research, with a focus on different levels such as multilateralism, 

unilateralism and regionalism. Under the field of regionalism, the concept of GPE in the 

global system is often discussed in relation to ITI. GPE has both, been researched as the 

dependent variable for the degree of trade integration (Vicard, 2011) and as the dependent 

variable that decreases home bias and boosts openness, which can lead to an increase in ITI 

(Arribas et al., 2006). Some researchers do not believe that a separation of the two fields is 

possible (Hosny, 2013) and either see the relationship between GPE and ITI as 

complementary (Brou & Ruta, 2011) or as something rather forced upon each other 

(Papaioannou, 2009).  

 

Research combining all three topics is very limited. In the available literature, it is often 

discussed in relation to MNCs, as financial, trade and regional integration affect the global 

markets that the companies are interested in entering in (Arouri & Foulquier, 2012). The three 

fields are also discussed in the context of the risks associated with the increase in global 

integration. Especially after the global financial crisis (GFC) in 2007-2008, there has been a 

global protectionist trend in trade and finance, shielding the national market from foreign 

interaction. As protectionism is not universal but instead differs between countries, it also 

affects the different RTA (Rose, 2011). Although many different angles have been 

investigated separately and partially in relation to each other, there is a large room for 

interdisciplinary research of IFI, ITI and GPE. A research gap has therefore been found. See 

Table 1 for a summary of the most impactful empirical studies and Appendix A for the full 

overview of the literature summary. The table underlines the gap of empirical results for more 

recent years and more studies on different regions. Only Kucerova (2013), Tang (2016) and 

Vithesothi et al. (2016) research recent data sets. No results are presented for MERCOSOR. 

No study exists that contrasts different regions with regards to their regional compositions.  
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Table 1: Other empirical results 
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3. Conceptual Framework  
Globalization is often referred to as the gradual deduction of barriers of trade, capital and 

labor flows (Arribas et al., 2006). The topic of globalization is constantly evolving by 

measuring different indicators, that “take into account economic, political, technological and 

personal dimensions, aggregating several variables” (Arribas et al., 2006, p. 2). As established 

in the literature review, a research gap has been found regarding the intersection of the three 

fields. Some researchers have attempted to analyze the relationship between trade and 

financial integration in specific regions, however most of the empirical research dates back to 

the early 2000s or only considers one region. No interdisciplinary approach that compares 

different regions on the relationship between trade and financial integration has been 

published.  

 

For policy makers, monetary authorities as well as investors and economic agents it is 

imperative to understand the relationship between IFI and ITI and how it is affected by 

regional integration efforts. Previous empirical research can often only explain partial patterns 

and therefore might have established misleading findings by viewing the fields independently. 

Obtaining and understanding the relation between all three fields can possibly provide an 

overview of patterns in the world’s integration process. 

 

In contrast to trade integration, financial integration is seen as a newer and more complicated 

concept (Le, 2000), especially the past decades’ intensification of financial globalization has 

caught the attention of economists and policymakers (Chen & Quang, 2014; Frieden, 1991). 

Regional integration has been used as a tool to enhance integration. Reviewing the 

interdisciplinary research that has been undertaken and the differing empirical results have led 

to the following research question.  

 

How does the depth of regional integration affect the relationship between international 

financial integration and international trade integration? 
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In order to answer the research question, two hypotheses will set the path to identify the 

relationship between IFI, ITI and GPE. 

 

H1: International Trade Integration has a positive relation to International Financial 

Integration. 

 

H2A: For the EU sample, International Trade Integration has a positive relation to 

International Financial Integration. 

H2B: For the MERCOSUR sample, International Trade Integration has a positive 

relation to International Financial Integration. 

H2C: For the ASEAN sample, International Trade Integration has a positive relation to 

International Financial Integration. 

 

 

3.1. Definitions 

Since this is an interdisciplinary approach, defining the key variables very clearly is 

imperative.  

 

”Financial integration is the process through which the financial markets of two or more 

countries or regions become more connected to each other” (Eyraud et al., 2017, p.5). 

Complete financial integration of all countries would be achieved if an asset has the same 

price in all markets. It can therefore be measured in a variety of ways. The literature does not 

agree on one universal definition for IFI. One could measure cross-border financial 

integration or the convergence of financial markets. The convergence of financial markets 

thereby goes a step further than cross-border financial holdings and measures how 

harmonized the markets actually are and whether or not the market structures are the same1. 

Financial integration in this research considers the first criterion of financial integration and 

analyzes the net investment position of a country. It does not measure the level of policies that 
																																																								
1 For example, common firewalls and their regulation can be different in markets that are perfectly open to each other(Eyraud et al., 2017). 
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have been implemented in a given region. It is a purely volume-based proxy of financial 

transactions, which is calculated by adding foreign assets and liabilities and dividing by GDP.  

 

Similarly, trade integration is also a volume-based measurement that approximates the trade 

openness in terms of exports plus imports divided by GDP.  

 

Regional integration is understood as the extent of countries entering into legal agreements 

with each other. Specifically, entering into multilateral agreements between neighboring 

countries. It is measured as a given level in the GPE hierarchy such as custom union or 

economic union. There is no additional quantitative measurement for regional integration.  

 

The focus lies on explaining the interconnection of financial integration and trade integration 

and not on explaining the variables separately. This is an important differentiation from many 

other research papers in the field. The relationship between IFI and ITI will be measured and 

compared in different regions. Hence, regional integration is taken as a constant to which the 

relationship between IFI and ITI is compared and not quantitatively measured.  

 

The research assumes, based on conclusions in the literature, that trade integration and 

financial integration are interconnected processes and their relationship can therefore be 

analyzed. Furthermore, it is also assumed that trade integration leads to financial integration. 

Financial integration is therefore the dependent variable. This assumption is based on 

historical observations that trade integration dates back later than financial integration and is 

consistent with assumptions made by other researchers such as Lane et. al (2003).  

 

The limitations of these definitions are discussed in the limitations section of the methodology 

and in the further research section.  



 25 

4. Methodology 
This chapter first presents the research philosophy and research design. Then, the research 

methods will be explained, followed by an explanation and verification of the data used. This 

section concludes with the limitations and delimitations of this research.   

 

4.1. Research Philosophy and Research Design 

The research philosophy applied to this research is of a positivistic nature, which starts with a 

verification / falsification approach and switches to a more exploratory nature in the second 

half of the research. Positivists interpret through reasoning and logic and see the value in 

analytical statements. The research will therefore have a value-neutral perspective. The aim of 

positivists is to test and confirm theories that have been defined by others previously, and the 

experiments are based on hypotheses that are tested with numbers and facts (Easterby-Smith, 

Thorpe, & Paul R. Jackson, 2015).  

 

The thesis applies an abductive research approach. A deductive approach was first initiated, 

as the data was used to test existing theory. As a theory gap was discovered and unexpected 

results were found, the research approach changed to a more exploratory research method, 

moving between deduction and induction. The abductive approach allows investigating the 

“surprising fact” and derive at a conclusions from there (Saunders, Lewis, & Thornhill, 2015). 

 

The research design will be explained using Saunders, Lewis and Thronhill (2015)’s research 

‘onion’, illustrating the stages covered when developing the research strategy of the thesis. 

The research philosophy of positivism creates the starting point that is then adopted by an 

abductive approach. As the paper makes use of quantitative research methods, the research 

strategy of regression analysis with the time horizon of cross-sectional and longitudinal are 

chosen. The data collection is based on secondary data.  
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Figure 3: Research Onion. Source: Own presentation based on Saunders et al. (2012). 

 

Interdisciplinary  

This research design is based on a combination of research fields. Hence, takes an 

interdisciplinary approach. Interdisciplinary aims at solving complex societal problems 

between different fields to derive at a holistic or systemic solution (Tait & Lyall, 2007). 

Disciplines within academia have long persisted, because it sets parameter and research 

methods and a clearly defined approach to research methods. However, it might pre-define 

some outcomes (ibid.). Interdisciplinary allows for more creativity, but also requires a more 

extensive initial research approach.  

 

According to Tait and Lyall (2007), the research approach should be much more open-ended 

that allows the combinations of the different fields. In this case, the interdisciplinary takes 

financial concepts, economic concepts and theories from IR into consideration to answer the 

research question.   
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4.2. Methods  

The econometric methods applied are fixed effects modeling. The authors prepared all data 

sets with secondary data that is publically available. The econometric and statistical testing is 

done in STATA in its 15.1 version.  

4.2.1. Regression Analysis  

In economics and econometrics, regression analysis makes up a big part of the research 

methods. Regressions are the best-fitting line that results from the least squared errors 

(Angrist & Pischke, 2009).    

 

The classic linear regression that is tested in linear regressions is 𝑌 = 𝛼 + 𝛽!𝑋! +  𝛽!𝑋! +

𝛽!𝑋! +  𝜇  or 𝑌!" = 𝛽𝑥!" + 𝜇!" . The purpose of regressing the variables is to estimate the 

coefficients 𝛽 for each independent variable, which then gives the relation it has to the 

independent variable Y. 𝜇  represents a standard error term. The overall outcome is an 

equation Y(t) that equates the dependent variable with the independent variables X.  

4.2.2. Panel Data Regressions  

The analysis of financial and trade integration demands observations from various countries 

along multiple time indictors. The observational data is therefore panel data with cross-

sectional data on countries from 1990 until 2016. In simpler words, the panel data constitutes 

multiple observations for the same entity.  

The regression equation used in linear regressions, becomes a matrix for the panel data such 

that 𝑌!𝑌!
= 𝑋! 𝑋!

𝑋!! 𝑋!!
 𝛽!
𝛽!!

+
𝜇!
𝜇!! . With the panel data, it becomes therefore possible to 

analyze lagged values, or past period values, and how they can predict current values of the 

independent variable.  

 

Panel data allows for individual heterogeneity or difference between populations of each 

entity. Due to the high number of observations, it increases the degrees of freedom and 

reduces collinearity (Hsiao, 2014).  
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4.2.3. Dickey-Fuller Test  

The Dickey Fuller unit-root test (DF test) allows for testing the stationarity and for the 

presence of unit roots (StataCorp LP, 2013). Panel data can take the attributes of a time series 

if n is smaller than t. In the research case here, there are 12 countries to look at over a time 

span of 26 years. The DF test is available in Stata 15.1.  

 

The null hypothesis of the DF test is that a unit root is present in the model and that the data is 

non-stationary. In case unit roots are found, the first difference should be used in the 

regression models to ensure the random movement of the variables. When testing all variables 

for unit roots, unit roots were present in all variables except for portfolio investments [see 

below for detailed results].  

4.2.4.  Fischer Expansion to the DF test  

A special extension of the DF test that allows for unbalance data sets is applied. The Fisher 

expansion of the unit root was therefore used to test the stationarity of the panel data set. The 

Fisher expansion takes the combined p values according to four methods. “Three of the 

methods differ in whether they use the inverse x2, inverse-normal, or inverse-logit 

transformation of p values, and the fourth is a modification of the inverse x2 transformation 

that is suitable for when N tends to infinity. The inverse-normal and inverse-logit 

transformations can be used whether N is finite or infinite” (StataCorp LP, 2013).  

 

When testing all variables for unit roots, unit roots were present in all variables except for 

portfolio investments. Table 2 and 3 show the test of the dependent variable IFI and the 

independent variable ITI (all other variables in Appendix B).  

 
IFI - Dfuller 

 Inverse chi-squared(8)    P    0.9986 0.9983 

 Inverse normal            Z       2.9068 0.9982 

 Inverse logit t(24)       L*  2.9631 0.9966 

 Modified inv. chi-squared Pm   -1.7504 0.9600 
Table 2: Dickey Fuller for the dependent variable IFI 
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ITI - Dfuller  
 Inverse chi-squared(8)    P    5.7124 0.6794 

 Inverse normal            Z       0.3332 0.6305 

 Inverse logit t(24)       L*  0.3551 0.6372 

 Modified inv. chi-squared Pm   -0.5719 0.7163 
Table 3: Dickey Fuller for the independent variable ITI 

 
Solving the Problem of Non-Stationarity  

Stationarity refers to the notion that the statistical properties of a panel are constant over time. 

Hence, if the mean, variance or autocorrelation are not constant over time, which is typical for 

economic data in its original form, measures need to be taken to ensure stationarity. Possible 

solutions include taking the logarithm or using the first differences.  

 

Once the unit-roots and non-stationary data were proven in our panel data, the authors chose 

to use the first differences to ensure stationarity. The first difference measures the changes of 

a time series to the previous one such that 𝑌! = 𝑌! − 𝑌!!!. Taking one difference has proven 

to be sufficient for this data set. The first difference DF test is shown in Table 4 and 5 and 

reports no unit roots for the first differences. The first difference of the other variables was 

also tested, which can be seen in Appendix B.  

 
D.IFI - Dfuller 

Inverse chi-squared(8)    P    82.2016 0.0000 

 Inverse normal            Z  -7.7633 0.0000 

 Inverse logit t(24)       L*      -11.5829 0.0000 

 Modified inv. chi-squared Pm 18.5504 0.0000 

Table 4: Dickey Fuller for the first difference of the dependent variable IFI 

 

D.ITI - Dfuller 

Inverse chi-squared(8)    P    58.2476 0.0000 

 Inverse normal            Z      -6.2529 0.0000 

 Inverse logit t(24)       L*      -8.2025 0.0000 

 Modified inv. chi-squared Pm 12.5619 0.0000 

Table 5: Dickey Fuller for the first difference of the independent variable ITI 
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4.2.5. Fixed Effects Modeling   

Fixed effects (FE) modeling was chosen as the regression technique to determine the 

relationship between IFI, ITI and various control variables. It is a standard approach for this 

type of panel data. FE modeling allows to omit the effects within a variable and thereby 

allows to only look at the impact of variables over time. FE assumes a correlation between the 

error variable and the predictor variable (Gujarati, 2011). 

  

In data collection, it is possible to have an unobserved and over time constant effect 𝛼! that is 

correlated to the independent variables such that 𝑌!" = 𝛽𝑥!" + 𝛼!" +  𝜇!" . FE modeling 

averages variables over time and thereby eliminates 𝛼!" . 𝑌!" denotes the financial integration, 

𝑥!" is the vector of the independent variables and 𝛼!" is the country fixed effects. 

  

Since the authors of this thesis are interested in analyzing the impact of variables, which vary 

over time, and their effect on international financial integration, the choice of FE modeling is 

used to predict correlation within an entity. FE modeling could lead to larger standard errors 

than random effects, which could lead to higher p-values (Allison, 2009). If one assumes no 

correlation between the error term and the independent variables, random effects modeling 

should be used. Hausman testing can help identify which modeling is justified. The rational of 

the Hausman test is that if the error term and the constant are correlated, then the FE should 

not be used. The test was undertaken in order to validate the use of FE. The Hausman test 

supported the use of FE modeling in this case with a p-value of 0.0411 (Appendix C).  

 

A FE regression brings about a multitude of insights. Most importantly, it returns R2, the 

coefficient term for each variable and the T-value. The coefficient term  𝛽  should be 

interpreted such that a change of 1 unit in the independent variable X leads to an 𝛽 increase in 

the dependent variable Y. The t-value shows the relevance of each variable. The higher the t-

value, the more relevant is the variable. A minimum of 1.95 should be exceeded in order for 

the variable to be called significant.  
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4.2.6. Robustness  

Ensuring robustness is key in a successful quantitative approach. Several measures have been 

employed here to ensure robustness of the findings. Two of the main problems that need to be 

accounted for in quantitative research are heteroscedasticity and collinearity.  

 

Several testing has been undertaken to ensure the quality of the data and the methods 

employed. Heteroscedasticity was tested for with the xttest3. The tests returned 

heteroscedasticity, which was controlled for in the fixed effects regressions with a ‘robust’ 

command (Appendix D). Interdependence of the different groups was also tested for 

(Appendix E). The already mentioned DF test and taking the first difference was key in 

controlling for non-stationarity.  

 

4.2.7. Fixed Effects Models  

Rather than employing one model to test the correlation of IFI and ITI and its control 

variables, a total of six models have been employed to test the relationship and ensure the 

robustness of findings. It allows the authors of this thesis and the readers to analyze trends of 

the different FE regressions. This was done to ensure that the interpreted results are constant 

across models and show a clear trend. The six different models are all FE regressions with 

difference combinations of control variables, where the first difference of DF is used. 

 

M1: Model 1 only includes the main variables IFI and ITI.  

M2: Complete model with all control variables.  

M3: Replica of Lane and Milesi-Ferretti’s 2003 research. 

M4: Model without GDP and KOF. GDP per capita is an approximation for income. The 

authors are leaving this control variable out to see if it changes the relationship between IFI 

and ITI when not controlling for GDP per capita.  

M5: Model 5 leaves out the financial control variables to contrast how the relationship 

between IFI and ITI differs when not controlling for the financial parameters.  
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M6: Model excludes FDI and KOF. FDI has been argued in the literature to have a substantial 

part in the relationship between IFI and ITI. Model 6 controls for how the relationship 

between IFI and IFI changes without controlling for FDI. 

Table 6 shows the interdependence of variables. The results of the correlation matrix 

constituted to the choice of models.  

 
 D.  D.  D. D.  D.  D.  D.   
Correlation 
Matrix of 1. 
Diff.  

Int. 
Financial 
Integration 

Int. Trade 
Integration 

GDP 
per 
capita FDI 

Stock 
Capitalization 

KOF 
Financial 
Integration 

Financial 
Depth 

Portfolio 
Investments 

D1.         
Int. Financial 
Integration 1        
D1.         
Int. Trade 
Integration -0.2213 1       
D1         
GDP per 
capita -0.183 0.3413 1      
D1         
FDI 0.0283 0.1871 0.1358 1     
D1         
Stock 
Capitalization 0.8092 -0.1797 

-
0.1081 0.0104 1    

D1         
KOF 
Financial 
Integration 0.5387 -0.1184 0.0436 0.2392 0.4824 1   
D1         
Financial 
Depth 0.105 -0.1715 

-
0.2056 

-
0.2324 0.0924 0.0057 1  

Portfolio 
Investments 0.1255 -0.0091 

-
0.0452 0.1703 -0.0334 -0.0425 -0.0717 1 

Table 6: Correlation Matrix of first Difference 

	

4.3. The Data  

The data quality is at the core of the research. The data collection process was, therefore, a 

very long and thorough process and included the comparison of databases to compliment and 

evaluate the validity of the data. The data collection process also included the search of 

suitable control variables and the availability of data. Data used for this research project is 

solely based on secondary data sources. Secondary data is defined as data collected by a third 

party for alternating purposes rather than that of this particular research (Saunders et al., 

2015).  
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4.3.1. Databases  

The secondary data is derived from the World Bank database and the International Monetary 

Fund (IMF) database. Both sources collect data on all countries over time and update the data 

base in a constant manner. The financial parameters are collected from the IMF data base, 

whereas the trade data is derived from the World Bank. The World Bank and the IMF 

developed together two frameworks to better ensure the quality of their data collected.  

 

The World Bank has a framework in place, the General Data Dissemination System, to assess 

national statistical systems and their quality and definitions (World Bank, n.d.). The system 

tries to promote standards and definitions across countries to improve the quality of official 

statistics. The Data Quality Assessment Framework helps to evaluate data quality. “It 

facilitates a comprehensive view of data quality, one that recognizes interrelations, including 

tradeoffs, among elements of quality and allows emphases to vary across data categories and 

uses/users” (World Bank, n.d.).  

 

4.3.2. Time Frame  

The data collected dates from 1990 until 2016. 1990 was chosen as the starting point due to 

the low data quality before 1990. Even though the World Bank and the IMF provide data 

before 1990 it is very limited, especially for the ASEAN and MERCOSUR countries. The 

data for ASEAN countries between 1990 and 2000 is still scare. Trade data is readily 

available for most developed and developing countries, but financial data does not date back 

as long. 

 

4.3.3.  List of Variables  

International Financial Integration (IFI) measures the net investment position of a country 

towards the world. Foreign assets and foreign liabilities are summed and divided by GDP. 

The data for foreign assets and foreign liabilities was taken from the IMF data base. GDP data 

is taken from the World Bank data set. It is based on the money held by monetary authorities 

and deposit money banks in a country plus their foreign liabilities (World Bank). All entities 
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are measured in current US Dollars. The foreign assets and liabilities consist therefore of 

foreign direct investment abroad, portfolio investment equity securities, portfolio investment 

debt securities, financial derivatives, other investment/sectors and reserve assets (Kučerová, 

2013). 

 

𝐼𝐹𝐼 =  
𝐹𝐴 + 𝐹𝐿
𝐺𝐷𝑃  

 

International Trade Integration (ITI) is measured as trade openness made up of the imports 

and exports of goods and services divided by GDP. Import and export data and GDP data was 

extracted from the World Bank data set. It is measured in current international Dollar.  

 

𝐼𝑇𝐼 =
𝑋 +𝑀
𝐺𝐷𝑃  

 

GDP per capita (PPP) compares the purchasing power parity divided by the population of a 

country. It is used as a control variable and accounts for the degree of development and 

affluence in a country.  

 

Foreign Direct Investments (FDI) are investments made by businesses in another country. 

FDI data is also taken from the World Bank data base.   

 

Stock Market Capitalization (STKCAP) is the market capitalization of listed domestic 

companies as a share of the GDP. The data is also taken from the World Bank in the 

beginning of 2018. “Market capitalization (also known as market value) is the share price 

times the number of shares outstanding (including their several classes) for listed domestic 

companies. Investment funds, unit trusts, and companies whose only business goal is to hold 

shares of other listed companies are excluded. Data are end of year values.” (World Bank)  

 

Financial Depth (FINDEPTH) captures the size of the financial sector relative to the size of 

the total economy. It is estimated by dividing liquid liabilities by GDP. It is “the sum of 
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currency and deposits in the central bank (M0), plus transferable deposits and electronic 

currency (M1), plus time and savings deposits, foreign currency transferable deposits, 

certificates of deposit, and securities repurchase agreements (M2), plus travelers checks, 

foreign currency time deposits, commercial paper, and shares of mutual funds or market funds 

held by residents” (World Bank, 1977) 

 

KOF Financial Integration comes from the Swiss Economic Institute 

(Konjunkturforschungsstelle (KOF)) and is a measure to estimate the foreign ownership and 

regulations to capital flows of a country. It is based on two indexes, the Chinn-Ito index of 

financial openness and Jahan-Wang index of openness of the capital account (Gygli, Haelg, & 

Sturm, 2018).  

 

4.3.4. Justification of Key Variables 

The dependent variable is IFI, and the independent variable is ITI. The other variables 

mentioned above serve as independent and control variables. The beginning of this research 

was marked by a long quest towards appropriate yet uncomplicated definitions of the two key 

variables, namely financial and trade integration. Overall, a volume-based approach was 

chosen, both in financial integration as well as the trade integration. While the definition for 

trade integration is fairly established in the literature, the definition for financial integration 

varies more between different researchers. Trade integration will be expressed in terms of 

trade openness of the countries. Other authors such as Arribas et al. (2006) have used a 

similar approach. It is the most commonly used integration measure that is based on 

quantities.  

 

As already mentioned in the literature review, there is a multitude of ways to capture each of 

these variables. To measure financial integration, some researchers look at the stock market 

integration (Aviat & Coeurdacier, 2007) and others at FDI (Aizenman & Noy, 2006). 

Differently, some do it bilaterally (Portes & Rey, 2005) and other focus on the importance of 
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risk and diversification (Driessen & Laeven, 2007). The purpose of this research was to 

capture a truly volume-based definition that is easily comparable to the trade definition.  

 

This definition of (FA+FL)/GDP has also been used by Lane (2003) or the IMF (Eyraud et 

al., 2017) to estimate IFI. While there are certainly a number of limitations that come with 

any definition [see limitations], the chosen equations only demanded data inputs that were 

publically available for all countries. Furthermore, quantitative trade openness such that 

(X+M)/GDP defines integration because it measures the ratio of trade of goods that enters and 

leaves the country relative to the total size of the economy thereby defining a simple version 

of all trade that will not duplicate any other variables used. Similarly, financial integration 

such that (FA+FL)/GDP measures the foreign liabilities held by foreigners and the assets 

owned abroad by all banks and monetary authorities and thereby measures strictly the 

financial market integration. When comparing different countries, the size of the economy 

needs to be accounted for, hence the division by GDP.  

 

4.3.5. Sample Choice  

The data used is longitudinal panel data that includes three geopolitical areas, namely EU, 

MERCOSUR and ASEAN. The four biggest trading nations2 were chosen from each region. 

From the EU, France, Germany, Italy and Spain3 are chosen. For the MERCOSUR sample, 

Argentina, Uruguay, Paraguay and Brazil are included in the data set. The ASEAN bloc 

consists of Indonesia, Thailand, Malaysia and the Philippines.  

 

 

4.3.6. Descriptive Statistics  

The data set used contains a total of 324 observations, across an N of 12 countries and a T of 

26 years. Table 7 shows a summary of the basic descriptive statistics.  

 

																																																								
2 The four biggest trade nations are based on GDP ranking solely. MERCOSUR is made up out of four nations 
and to match that number the four nations with the largest GDP from EU and MERCOSUR were chosen. 
3 As UK is leaving the union, is not included in the country sample.  



 37 

Variable Obs. Mean  Std. Dev.    Min       Max 

IFIGDPIMF 324 273.4358 258.7739 0.00  0.00 1113.358 

ITIGDP 324 .3319421 .2005049 .0468617 1.005086 0.00 
Table 7: Descriptive statistics  

	
4.3.7. Level of integration  

The total level of integration is also taken into consideration when answering the question of 

how trade integration and financial integration affect each other. In order to understand the 

direction of this relation, it is also imperative to understand the current levels of integration 

for each country and for the regions overall. Table 8 illustrates the country specific ranks in 

2016.  

 

MERCOSUR countries overall rank low on financial integration and low to medium on trade 

integration. Only Paraguay shows very high levels of trade integration and extremely low 

levels of financial integration. The current levels of trade integration in the EU countries are 

fairly high and fairly close together taking the ranks 4, 6, 7, and 8. Financial integration in the 

region, overall, is very high. Germany, France and Italy taking rank 1 through 3. Spain shows 

relatively lower levels of financial integration. However, they are all still in the upper quarter 

and fairly similar in levels of financial integration in contrast to other regions.  

 

ASEAN shows high overall trade integration with the exception of Indonesia. The levels of 

financial integration in the ASEAN countries are on the lower middle ranks, but differ across 

countries. Indonesia being an extreme of low trade and financial integration compared to the 

rest of the region. On the contrary, Malaysia ranks very high on trade integration and fairly 

high on financial integration compared to the other countries. The ASEAN sample reflects a 

multitude of levels of integration of both spectra.  
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Region Country  Year ITI  ITI Rank IFI IFI rank 

EU Germany 2016 0.381401573 4 855.9405441 2 

EU France  2016 0.313152891 6 1019.579356 1 

EU Spain 2016 0.299383949 7 445.4158272 6 

EU Italy 2016 0.264344692 8 730.2209176 3 

MERCOSUR Argentina 2016 0.136571122 11 264.3832296 10 

MERCOSUR Brazil  2016 0.11310807 12 285.1362128 9 

MERCOSUR Paraguay 2016 0.390948875 3 108.8022255 12 

MERCOSUR Uruguay 2016 0.224747532 9 473.6233602 5 

ASEAN Indonesia 2016 0.170930553 10 257.6547815 11 

ASEAN Thailand 2016 0.54338548 2 405.8672194 7 

ASEAN Philippines 2016 0.335985366 5 292.5298723 8 

ASEAN Malaysia 2016 0.609794268 1 722.9933284 4 
Table 8: 2016 level of ITI and IFI and related ranking of the countries  

 

Figure 4 shows the development of international trade integration over time and across 

nations. Malaysia, Thailand and Paraguay have the highest level of trade integration relative 

to GDP in 2016 (Figure 5). Argentina, Brazil and Indonesia show the lowest levels of trade 

integration. Overall, trade integration has increased slightly between 1990 and 2016 (Figure 

4)f. Countries such as Malaysia, Thailand and Paraguay show a decreasing trend in recent 

years. Some of the ASEAN countries show a dip in trade integration during the Asia crisis in 

the late 1990s. Indonesia, Malaysia, Philippines and Thailand display a lot more movement in 

their development of trade integration than the EU countries and Brazil and Argentina.  

 



 39 

 
Figure 4: Outline of trade integration 1990-2016 

 

 
Figure 5: Outline of trade integration - Country specific  

 

Figure 6 illustrates the financial integration over time for the different countries. France, 

Germany and Italy are the three highest ranked countries in 2016. Indonesia, Argentina and 

Brazil show the lowest levels of financial integration (Figure 7). Financial integration overall 

has picked up from the 2000s until 2007. The crisis of 2007 shows a dip in financial 

integration on an international level. From 2007 until 2016, financial integration keeps rising 

but slower than prior to the crisis.  
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Figure 6: Outline of financial integration 1990-2016 

 

 
Figure 7: Outline of Financial integration – Country specific 
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4.4. Limitations and Delimitations 

The main limitations of this research are present in the choice of data, methods, and research 

design. Data limitations refer to the limitations arising from the data set used. The first 

limitation can be found in the choice of sample size. The panel data contains 12 chosen 

countries. Only four countries per region are used to determine the pattern of each RTA. 

These four countries were selected based on the highest GDP to illustrate the biggest trading 

nations of the three RTAs, which might have led to a misleading view of the regions. The 

larger countries of the region might point to findings that are irrelevant for other member 

countries.  

 

Another limitation stems from the choice of variable construction. The choice of calculating 

IFI and ITI is inspired and transferred from previous studies, but since there are no set 

definitions of the terms, the construction of the variables can vary greatly. The research is, 

therefore, limited to these definitions. Using different definitions might have led to different 

findings.  

 

Furthermore, the data availability also sets a limit to the research. Even though a lot of effort 

has been put into finding high data quality, a few data points in the data analysis are missing, 

and are, thereby, reducing the accuracy of the findings. This is mainly true for the smaller and 

less developed countries in the years before 2000, since only limited financial data exists.  

 

The data is retrieved from the World Bank and the IMF. For the variable construction a 

combination of these two sources are used. This could have led to an increase in variances, 

since the organizations use slightly different definitions or methods of extracting data.  

Another limitation is the time horizon of the analysis. In order to give the most currently 

relevant outlook, the timeframe of 1990 to 2016 was chosen for the analysis. Other results and 

trends might have occurred if a longer timespan was chosen. The data set was further split 

between 1990-2003 and 2004-2016, splitting the data set differently might have also led to 

different results.  
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The second category of limitations is the choice of research methods. The empirical research 

is based on the data collected. As the research project is entirely based on secondary data, 

three risks have to be acknowledged regarding the data quality. The data collected by the IMF 

and the World Bank are all self-reported by countries, which gives an inherent bias to the 

numbers. Furthermore, since the research is based on panel data, there is a risk of panel data 

creating heterogeneity bias, which can result in the inability to account for unobserved effects 

(Hsiao, 2014).  

 

The last category of limitations addresses the choice of research design. The extent and 

complexity of the chosen research field raises multiple issues. Firstly, all three fields of IFI, 

ITI, and GPE are big fields individually. Although the purpose of this paper is to highlight the 

importance of the linkage between the fields, the combined research field is very extensive. 

Necessary delimitations were therefore made. Furthermore, political involvement, 

international relations and macro systems position towards IFI and ITI were narrowed down 

to a Ravenhill’s (2017) regional set GPE. The paper only explores the level of integration of 

each country into the world, but discusses the effects of intra-regional trade. Moreover, other 

big topics related to the fields as economic, human and societal development were left out, as 

the research would become too extensive and shallow. The research also disregards bilateral 

and unilateral agreements, which limits the research substantially.  

 

The authors acknowledge the possible effects that the limitations and delimitations might 

have on the results but they were all consciously taken to conclude on patterns and results. 

The authors, therefore, urge for further research within this field, as it is an unexplored area. 

Possible extensions for further research will be presented at the end of the paper.  
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5. Results 
The following section depicts the results of the fixed effects regression for the different 

samples and time periods and tests Hypothesis 1 (H1) and Hypothesis 2 (H2). The results 

section will illustrate the regression results as well as give contrast to other empirical 

research, if available.  

 

5.1. H1: Results 

The first step is to investigate the relationship between IFI and ITI, which will be based on a 

sample of the 12 countries Indonesia, Malaysia, Philippines, Thailand, Argentina, Brazil, 

Paraguay, Uruguay, Germany, France, Italy and Spain between 1990 and 2016. The purpose 

is to verify the assumption that ITI is positively related to IFI, which most previous research 

proposes. Subsequently, the same assumption will be investigated with the aspect of 

regionalism by dividing the sample size into three different GPE levels, namely the EU, 

MERCOSUR and ASEAN to determine how the depth of regional integration affects IFI and 

ITI.   
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H1: International trade integration has a positive relation to international financial 

integration. 

 
 
All countries 
1990-2016 

M14 M25 M36 M47 M58 M69 

 
D. Int. 

Financial 
Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 
 
D. Int. Trade 
Integration  

-127.4 -175.4 0.675 -38.65 -93.58 12.94 

 (-1.15) (-1.26) (0.01) (-0.29) (-0.83) (0.10) 
       
D. GDP per 
capita  -0.00884 -0.0175*  -0.0203** -0.0168* 

  (-1.06) (-2.13)  (-2.80) (-2.07) 
       
D.FDI   7.11e-11 1.51e-10 9.72e-11 1.91e-10  
  (0.33) (0.70) (0.45) (0.97)  
       
D.Stock Market 
Capitalization   0.960*** 1.132*** 1.141***  1.134*** 

  (5.08) (6.03) (6.03)  (6.05) 
       
D.KOF Financial 
Integration  5.086***     

  (4.02)     
       
D. Financial 
Depth   -0.647 -0.313 0.142  -0.0963 

  (-0.64) (-0.30) (0.14)  (-0.10) 
       
Portfolio 
Investments   1.78e-10* 1.39e-10 1.53e-10 1.42e-10 1.52e-10 

  (2.03) (1.62) (1.77) (1.78) (1.81) 
       
_cons 17.17*** 22.15** 30.02*** 18.21*** 29.80*** 29.49*** 
 (4.26) (2.90) (4.05) (3.66) (5.07) (4.00) 
N 312 223 232 232 309 232 

t statistics in parentheses. * p < 0.05, ** p < 0.01, *** p < 0.001 
Table 9: FE for all countries 1990-2016 

The results report no significant relationship between IFI and ITI and H1 is rejected. 

Contrasting the hypothesis, the coefficients show a negative trend (no significance) of ITI on 

IFI.  

																																																								
4 Model 1: International Financial Integration and International Trade Integration 
5 Model 2: International Financial Integration, International Trade Integration, GDP per capita, FDI, Stock Market Capitalization, KOF 
Financial Integration, Financial Depth, and Portfolio Investments 
6 Model 3: Lane & Milesi-Ferretti (2003) variables: International Financial Integration, International Trade Integration, GDP per capita, FDI, 
Stock Market Capitalization, Financial Depth, and Portfolio Investments 
7 Model 4: International Financial Integration, International Trade Integration, FDI, Stock Market Capitalization, Financial Depth, and 
Portfolio Investments 
8 Model 5: International Financial Integration, International Trade Integration, GDP per capita, FDI, and Portfolio Investments 
9 Model 6: International Financial Integration, International Trade Integration, GDP per capita, Stock Market Capitalization, Financial Depth, 
and Portfolio Investments 
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The results show a significant correlation of GDP per capita across different models, but with 

a similar constant low coefficient of e.g. -0.0175 in model 3. Furthermore, a positive and 

highly significant correlation can be derived between Stock Market Capitalization, KOF 

Financial Integration, and Portfolio Investments and IFI.   

 

The lack of a relationship between IFI and ITI does not correspond to most of the previous 

empirical research, “Openness in goods markets may also increase the willingness to conduct 

cross-border financial transactions, reducing financial home bias” (Chambet & Gibson, 2008, 

p. 667). One of the main advocates for the positive association between trade and financial 

integration is Aizenman (2008), who argues that an increase in ITI leads to an increase in IFI. 

Aizenman extends his proof with Noy (2016) and determines a two-way feedback between 

financial and trade openness, “countries cannot choose the degree of financial openness 

independently of their degree of trade openness” (Kučerová, 2013, p. 983). Aviat and 

Coeurdacier (2007) find the same positive relationship, in which the results suggest a 

complementary relationship between the two variables.  

 

Authors such as Whitman (1969) do not believe that a significant positive correlation between 

cross-border trade and capital can be confirmed, but the consistency of observed patterns 

might suggest possible spillover effects between variables (Whitman, 1969). Obstfeld and 

Rogoff’s (2001) model also implies that financial asset trade mirrors the patterns of traded 

goods, but do not find them to be a pure complement due to the aspect of distance (Portes & 

Rey, 2005).  

 

Since the hypothesis is based on Lane et al. (2008) with a falsificationistic approach, the 

contradicting results of a negative relationship with ITI is surprising. Portes and Rey (2005) 

and Whitman (1969) suggest that the relationship is more complex and might vary depending 

on factors such as time, countries, or regions. The authors, therefore, test different time 

periods and split the data set up between 1990-2003 and 2004-2016. Thereby, taking a more 

exploratory approach. This time split allows testing for changes in the last decades, since 
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most empirical research regarding the relationship between IFI and ITI (Lane (2003), 

Obstfeld Rogoff (2001), Aviat et al. (2007), Aizenman (2008)) is based on data prior to 2000.  

 

The dataset split up between 1990-2003 and 2004-2016  (see Appendix F and G for all 

models]. 

t statistics in parentheses. * p < 0.05, ** p < 0.01, *** p < 0.001 

Table 10: FE for all countries 1990-2003 and 2004-2016 

 

The results from the time period 1990-2004 indicate no relationship, however, a positive trend 

can be recorded. Stock Market Capitalization, KOF Financial Integration and Portfolio 

       
All countries  1990-2003   2004-2016  
 
 M1 M2 M4 M1 M2 M5 

 D. Int. Financial 
Integration 

D. Int. Financial 
Integration 

D. Int. Financial 
Integration 

D. Int. Financial 
Integration 

D. Int. Financial 
Integration 

D. Int. Financial 
Integration 

 
D. Int. Trade 
Integration 

15.92 -157.8 33.38 -510.1* -10.47 -377.5 

 (0.15) (-0.97) (0.23) (-2.19) (-0.06) (-1.48) 
       
D. GDP per 
capita  0.0354*   -0.0178* -0.0265* 

  (2.15)   (-2.35) (-2.29) 
       
D.FDI  2.11e-10 2.05e-10  -1.56e-10 2.96e-10 
  (0.71) (0.67)  (-0.60) (0.73) 
       

D.Stock Market 
Capitalization  0.0232 0.0851  3.107***  

  (0.12) (0.44)  (10.90)  
       
D.KOF 
Financial 
Integration 

 3.492*   7.671**  

  (2.43)   (3.22)  
       
D. Financial 
Depth  0.421 0.656  0.368  

  (0.35) (0.55)  (0.25)  
       
Portfolio 
Investments  1.44e-10 1.58e-10  1.86e-10* 1.03e-10 

  (0.55) (0.58)  (2.57) (0.92) 
       
_cons 21.57*** 2.733 25.74*** 8.034 24.18** 28.31* 
 (4.92) (0.24) (4.05) (1.11) (2.95) (2.47) 
N 155 103 103 144 109 141 
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Investments are still positively correlated but GPD per capita has changed from positive to 

negative significant correlation to IFI.  

 

The results from 2004-2016 tally the findings from the whole period of 1990-2016. The 

results of 2004-2016 show a negative relationship between IFI and ITI. A significant negative 

correlation is concluded from model 1. The same control variables of GDP per capita, Stock 

Market Capitalization, KOF Financial Integration and Portfolio Investments are showing the 

same positive correlation with even higher coefficients.  

 

The findings show that the correlation between IFI and ITI has changed over the past 30 

years, with the relationship changing from no relationship to a negative one. One needs to 

acknowledge the positive trend of the relationship before 2003. The extent of the relationship 

is hard to determine, as none of indicators between IFI and ITI are significant apart from the 

negative correlation in model 1 in the time period 2004-2016.  

 

Different elements can be outlined that might have contributed to the negative relationship, 

which are already mentioned in the literature review. One of the main events that differentiate 

the two time periods is the incident of the GFC in 2007-2008. This created a worldwide 

increase in protectionism and financial struggles, which upset the global economic market. 

This, and other factors, will be further investigated in the discussion, but in order to determine 

more specific characteristics of the relationship between IFI and ITI, the same analysis will be 

done for the three chosen regions.  
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H2A: For the EU sample, IFI has a positive relation to ITI.  

 
 

EU  

1990-2016 

 

M1 

 

M2 

 

M3 

 

M4 

 

M5 

 

M6 

 D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 
 

D. Int. Trade 
Integration 

 

-730.4 

 

-906.9* 

 

-704.2 

 

-843.8* 

 

-702.3 

 

-582.7 

 (-1.78) (-2.44) (-1.84) (-2.61) (-1.43) (-1.68) 
       
D. GDP per 
capita 

 -0.00766 -0.00581  -0.0141 -0.00667 

  (-0.93) (-0.68)  (-1.24) (-0.79) 
       

D.FDI  3.81e-12 1.43e-10 1.61e-10 3.09e-10  

  (0.02) (0.75) (0.85) (1.41)  
       
D.Stock Market 
Capitalization 

 2.973*** 3.468*** 3.489***  3.497*** 

  (7.88) (9.48) (9.60)  (9.64) 
       
D.KOF Financial 
Integration 

 8.301**     

  (3.21)     
       
D. Financial 
Depth 

 0.310 0.222 0.218  0.755 

  (0.25) (0.17) (0.17)  (0.70) 
       
Portfolio 
Investments 

 2.23e-10*** 1.88e-10** 1.91e-10** 1.88e-10* 1.98e-10** 

  (3.66) (3.04) (3.11) (2.31) (3.29) 
       
_cons 30.14*** 24.33** 30.21** 25.41*** 43.48*** 29.92** 
 (4.05) (2.71) (3.28) (4.32) (3.68) (3.26) 
N 104 90 93 93 104 93 

 
t statistics in parentheses. * p < 0.05, ** p < 0.01, *** p < 0.001 

Table 11: FE for the EU 1990-2016 

 
 

H2A is rejected as the FE regression of the EU shows a negative correlation across all 

models. The results are constant across all models with negative coefficients for trade 

integration. The statistical significance differs across models, but shows significance for the 
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second model, in which all control variables are accounted for. In model 2, the coefficient for 

trade integration is -907.  

 

The results highlight the positive and significant correlation between portfolio investments, 

the KOF financial integration index and stock market capitalization. All three variables are 

financial control variables and, therefore, obviously affect financial integration. FDI or GDP 

per capita do not have a significant relationship to financial integration. Interestingly, Model 

6, which excludes KOF and FDI shows a lower coefficient between ITI and IFI. This finding 

will be discussed later as it is constant across H2A and H2C between 1990-2003. The EU 

shows similar patterns to H1. This might suggest that the EU countries are dominating the 

results in H1. The literature contrast and discussion are similar to H1. While most research 

suggests a positive correlation, the results show a negative correlation for 1990 until 2016. 

Economic research is scarce on the relationship between IFI and ITI in European countries. 

The recent empirical findings of Kučerová (2013) and Tang (2016) support the results of this 

thesis, by also uncovering a negative coefficient for the relationship between IFI and ITI in 

the EU. The data sample used in this research only includes Germany, France, Italy, and 

Spain and therefore only gives a limited insight into the region. However, different country 

groups in the EU such as the EU16, EU10 and EU24 exhibit similar results to the ones 

presented in this regression (Kučerová, 2013), with the transition economies of EU10 

exhibiting a slightly more positive correlations between IFI and ITI (ibid.).  
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Since the results proved to be insightful in H1, the same split of time periods will be done for 

H2A (see Appendix H and I for all models). 

 
 
EU 

  
1990-2003 

   
2004-2016 

 

 
 
 

 
M1 

 
M2 

 
M5 

 
M1 

 
M2 

 
M5 

 D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 
Integration 

D. Int. 
Financial 
Integration 

 
D. Int. Trade 
Integration 

 
1009.5** 

 
-268.8 

 
535.5 

 
-1739.1* 

 
52.27 

 
-1932.7* 

 (2.79) (-0.57) (1.22) (-2.62) (0.06) (-2.24) 
       
D. GDP per 
capita 

 0.0214 0.00501  -0.0346* -0.00567 

  (1.55) (0.34)  (-2.55) (-0.32) 
       
D.FDI  -2.43e-10 1.57e-10  -4.28e-10 6.93e-10 
  (-1.02) (0.98)  (-1.11) (1.35) 
       
D.Stock Market 
Capitalization 

 0.989   3.120***  

  (1.85)   (3.69)  
       
D.KOF Financial 
Integration 

 5.211*   24.09*  

  (2.48)   (2.47)  
       
D. Financial 
Depth 

 2.455   4.262  

  (1.78)   (0.88)  
       
Portfolio 
Investments 

 3.64e-10* 2.29e-10  1.90e-10* 1.51e-10 

  (2.34) (1.40)  (2.37) (1.23) 
       
_cons 35.04*** 7.701 33.89* 18.92 32.88 24.40 
 (6.34) (0.61) (2.59) (1.35) (1.97) (1.14) 
N 52 43 52 48 43 48 

t statistics in parentheses.. *p < 0.05, ** p < 0.01, *** p < 0.001 

Table 12: FE for the EU 1990-2016 

 

Table 12 shows new coefficients for the different time periods. The results are significant and 

return a positive relationship between IFI and ITI for EU countries between 1990 and 2003. 

The inverse relationship occurs between 2004 and 2016. The results are constant over the 

different models with different combinations of control variables. The positive coefficient for 

1990-2003 is lower than the negative coefficient in 2004-2016 thus explaining the overall 

negative coefficient for the entire time period. Stock market capitalization changes across the 

different time periods. While in the 90s’ data sample the coefficient is 3.1 and significant, in 
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the 2004-2016 sample the coefficient is 0.9 and insignificant. The coefficient for portfolio 

investments is also higher in the period of the 1990s than later. Therefore, hypothesis 2B, 

again, holds up for the first time period, but not for the second. The literature underlying the 

hypothesis is limited, as it does not explain the recent findings since 2004.  

 

The negative correlation in recent years might suggest an effect of financial turmoil and 

protection to limit financial trade products and thereby limiting trade integration. While the 

expected efficiency gains have materialized, the process of financial integration of the past 

decade was also associated with an unprecedented accumulation of risks. “The crisis thus has 

destroyed the interdependence between these two integration processes so far” (Kučerová, 

2013, p.990). The involvement of the depth of regional integration on the relationship 

between IFI and ITI will be further explored in the discussion.   
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H2B: For the MERCOSUR sample, ITI has a positive relation to IFI 

 
 
MERCOSUR 
1990-2016 

M1 M2 M3 M4 M5 M6 

 D. Int. Financial 
Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 
 

 
D. Int. Trade 
Integration 

97.96 54.94 721.5 533.2 182.0 751.2 

 (0.41) (0.08) (0.98) (0.77) (0.74) (1.04) 
       
D. GDP per 
capita  0.0432 -0.0189  -0.0259 -0.0217 

  (1.45) (-0.86)  (-1.87) (-1.03) 
       
D.FDI  -1.57e-09 -6.29e-10 -8.82e-10 -1.19e-09  
  (-1.27) (-0.52) (-0.75) (-1.36)  
       
D.Stock Market 
Capitalization  3.014** 3.256** 3.305**  3.335** 

  (3.24) (3.40) (3.47)  (3.57) 
       
D.KOF 
Financial 
Integration 

 9.530**     

  (2.82)     
       
D. Financial 
Depth  -0.468 1.601 1.647  2.622 

  (-0.08) (0.25) (0.26)  (0.44) 
       
Portfolio 
Investments  -3.22e-10 -8.40e-10 -7.96e-10 -1.44e-09* -6.40e-10 

  (-0.30) (-0.89) (-0.85) (-2.31) (-0.75) 
       
_cons 9.312 -12.17 11.93 4.281 13.21 13.24 
 (1.34) (-0.64) (0.68) (0.29) (1.42) (0.77) 
N 

104 44 46 46 101 
 

46 
 

t statistics in parentheses. * p < 0.05, ** p < 0.01, *** p < 0.001 
Table	13:	FE	for	MERCOSUR	1990-2016	

 

The testing of H2B shows no correlation. The trend of the ITI coefficient across all models is 

positive. Stock Market Capitalization and KOF Financial Integration show a positive 

significance to the level of financial integration. In contrast to the EU, portfolio investments 

do not show significance. Even though the findings are insignificant, the trend of the 

relationship will be considered and kept in mind.  
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In contrast to previous results, the ITI coefficient is the highest in Model 6 when not 

controlling for FDI. Model 3 shows a big effect of KOF Financial Integration, which 

measures foreign ownership and regulations of capital flows, on the relationship between IFI 

and ITI. The coefficient spikes up to 721 when taking KOF as a control variable out, ITI is 

still insignificant. The data set is again split up and results are divided between 1990-2003 

and 2004-2016 (see Appendix J and K for all models). 

 
 
MERCOSUR   

1990-2003    
2004-2016  

 
 M1 M2 M5 M1 M2 M4 

 D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 
 
D. Int. Trade 
Integration 

 
330.8 

 
723.7 

 
324.7 

 
-347.4 

 
-2503.6 

 
-1536.1 

 (1.10) (0.72) (1.05) (-0.84) (-1.31) (-1.14) 
       
D. GDP per 
capita 

 0.0683 -0.00140  0.0882  

  (0.92) (-0.06)  (1.89)  
       
D.FDI  2.34e-09 -7.76e-10  -2.50e-09 -1.09e-09 
  (0.47) (-0.35)  (-1.83) (-0.90) 
       
D.Stock Market  
Capitalization 

 3.489   1.678 2.360* 

  (0.78)   (1.67) (2.33) 
       
D.KOF Financial 
Integration 

 8.121   21.94*  

  (1.46)   (2.98)  
       
D. Financial 
Depth 

 0.845   1.763 -2.078 

  (0.05)   (0.22) (-0.25) 
       
Portfolio 
Investments 

 -1.60e-09 -1.13e-09  -1.46e-10 -1.43e-09 

  (-0.33) (-0.98)  (-0.10) (-1.38) 
       
_cons 13.69 -12.25 9.725 2.490 -26.57 -15.09 
 (1.46) (-0.32) (0.86) (0.22) (-0.80) (-0.66) 
N 52 20 52 48 22 24 

t statistics in parentheses. * p < 0.05, ** p < 0.01, *** p < 0.001 

Table 14: FE for MERCOSUR 1990-2003 and 2004-2016 

 

The first time period shows, again, no significant relationship between IFI and ITI. The 

coefficients are larger for the first time period and even though still not significant, it shows a 

consistent positive trend across all models. None of the control variables show any 



 54 

significance for that time period. The second time period, again, returns no relationship but 

shows a negative trend. The EU and MERCOSUR, both, show a change from positive to 

negative coefficients in the two time periods. For the control variables, KOF Financial 

Integration and Stock Market Capitalization show positivity. This might indicate a possible 

global trend or regional interdependence, which will be investigated in the discussion. This 

will once again be discussed as an exploratory research method, as there is no existing 

literature regarding the relationship between IFI and ITI specific to MERCOSUR.  

 

H2C: For the ASEAN sample, ITI has a positive relation to IFI. 

 
 
ASEAN  
1990-2016 

 
M1 

 
M2 

 
M3 

 
M4 

 
M5 

 
M6 

 D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 
 
D. Int. Trade 
Integration 

-129.8 -241.8 -127.5 -118.0 -187.9 -129.4 

 (-1.03) (-1.78) (-1.00) (-0.92) (-1.62) (-1.02) 
       
D. GDP per capita  -0.00741 -0.0215  -0.0210 -0.0232 
  (-0.35) (-1.05)  (-1.20) (-1.18) 
       
D.FDI  -2.24e-09 -6.14e-10 -1.07e-09 -3.13e-10  
  (-1.08) (-0.34) (-0.61) (-0.18)  
       
D.Stock Market 
Capitalization  0.341 0.441* 0.452*  0.437* 

  (1.77) (2.32) (2.38)  (2.32) 
       
D.KOF Financial 
Integration  3.526*     

  (2.28)     
       
D. Financial 
Depth  -1.148 -0.795 -0.228  -0.753 

  (-0.90) (-0.62) (-0.20)  (-0.59) 
       
Portfolio 
Investments  -4.82e-09*** -4.52e-09*** -4.27e-09*** -4.98e-09*** -4.53e-09*** 

  (-4.19) (-4.02) (-3.88) (-4.81) (-4.05) 
       
_cons 14.15* 12.14 19.23 8.659 15.75 19.88 
 (2.13) (0.98) (1.57) (1.24) (1.60) (1.65) 
N 

104 89 93 93 104 
 

93 
 

t statistics in parentheses.* p < 0.05, ** p < 0.01, *** p < 0.001 

Table 15: FE for ASEAN 1990-2016 
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The regression of H2C shows no significant correlation between IFI and ITI in ASEAN, and 

the hypothesis is, therefore, rejected. Overall, ASEAN shows a negative trend across the 

different models for the coefficients of ITI to IFI, but without significance. Portfolio 

Investments are significant and negative and Stock Market Capitalization positive with a very 

small coefficient.  

 

As done with both the EU and MERCOSUR above, the same data will be split up to 

determine if the relationship has changed over time and to be able to compare to the other 

RTAs (see Appendix L and M for all models). 

 
 
ASEAN 

  
1990-2003 

    
2004-2016 

 

 
 

 
M1 

 
M3 

 
M5 

 
 

 
M1 

 
M3 

 
M5 

 D. Int.  
Financial  

Integration 
 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

 
 
 
 

D. Int.  
Financial  

Integration 
 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

 
D. Int. Trade 
Integration 

 
-134.5 

 
-156.1 

 
-161.0 

 
 

 
-267.5 

 
-115.2 

 
-542.7* 

 (-1.13) (-0.99) (-1.30)  (-0.93) (-1.40) (-2.08) 
        
D. GDP per 
capita 

 -0.0163 -0.0109   0.0237 -0.0263 

  (-0.59) (-0.49)   (1.96) (-0.81) 
        
D.FDI  -5.62e-09 -5.80e-09   7.52e-11 1.12e-09 
  (-0.94) (-1.17)   (0.12) (0.53) 
        
D.Stock Market 
Capitalization 

 -0.0229    3.143***  

  (-0.12)    (19.56)  
        
D.KOF Financial 
Integration 

       

        
        
D. Financial 
Depth 

 -0.608    1.044  

  (-0.44)    (1.13)  
        
Portfolio 
Investments 

 -1.70e-09 -1.00e-09   -1.09e-09* -6.24e-09*** 

  (-0.32) (-0.26)   (-2.28) (-4.64) 
        
_cons 13.53 22.40 16.63  10.50 -10.69 6.914 
 (1.90) (1.56) (1.66)  (0.85) (-1.28) (0.30) 
N 52 41 52  48 48 48 

t statistics in parentheses.* p < 0.05, ** p < 0.01, *** p < 0.001 

Table 16: FE for ASEAN 1990-2003 and 2004-2016 
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For the years 1990-2003, again, there is no relationship, but the trend is negative. None of the 

control variables show significance. In the regression for 2004-2016, Model 5 returns 

significance, across all models the trend of the correlation stays negative. Stock Market 

Capitalization is positive and highly significant as an indicator of IFI. Similarly, KOF 

Financial Integration is positive and significantly correlated. Portfolio Investments show a 

negative and significant correlation. Across different models GDP also shows some 

significance. The change is significant from the time period of 1990-2003. Even though Stock 

Market Capitalization was insignificant, it showed negative tendencies across models. 

Indicating that the increase in IFI over the period might be largely due to an increase in stock 

values. For the ASEAN group, stock market value was a better indicator of financial 

integration than trade between 2004-2016 further implying that the two processes of IFI and 

ITI are largely separated. The results for 1990-2004 should be analyzed with caution since a 

lot of data is missing. 

 

Vithessonthi et al. (2016) analyze stock market and trade integration in Asia specifically and 

conclude that trade integration and financial integration are not associated. Thereby, 

indicating that the results might point to a weak relationship between IFI and ITI in this 

region. The weak relationship might indicate that ASEAN integrated financially 

independently from trade policies. Whether or not this might be the case will be discussed in 

the discussion section.  

 

Out of all regional groups, the relationship between IFI and ITI is the most significant in the 

EU, MERCOSUR reports no relationship and ASEAN indicates a negative relationship only 

between 2004 and 2016. To evaluate the results, the policy decisions, trade integration and 

financial integration of each region will be analyzed and evaluated, in order to determine 

regional integration’s effect on the relationship between IFI and ITI.  
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6. Discussion  
The empirical findings uncover some interesting and surprising results, which need to be 

contextualized. The results show significant differences between regions. Therefore, the three 

regions will be discussed individually.   

 

The following discussion makes use of three different fields of theories: trade integration 

theories, financial integration theories, and theories on regionalism. The special focus is put 

on understanding the depth of regional integration for each region respectively and how that 

translates into the different stages of trade and financial integration. The section is organized 

by discussing every region separately. First, a regional historical overview of how the RTA 

was created is given. Second, the aspect of regional integration will be explored in the context 

of trade integration and in the context of financial integration separately. Third, every regional 

discussion summarizes the effects of the specific regional integration on the relationship 

between IFI and ITI. Lastly, three big conclusions are drawn that summarize all the results 

and the discussion. Figure 8 gives an insight into the structure of the discussion.  

 

 
Figure 8: Structure of the discussion with results 
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The research that was undertaken displays a literature gap. No single economic theory is able 

to explain the findings to a full extent. The following discussion is an attempt at explaining 

the findings with multiple sources from the three research fields respectively and bringing 

them together. The conclusions that are drawn are the authors’ interpretation of the effects of 

regionalism on the relationship between IFI and ITI. 

 

Empirical research on the topic has become scarce in recent years. Most of the empirical 

research was done in the early 2000s. Only a handful of studies have been undertaken since 

2010. Out of these, two other empirical studies look at developments since 2004 (that the 

authors are aware of). They also find the same inverse relationship between IFI and ITI 

(Kučerová, 2013 & Tang, 2016). Both conclude that the results are surprising, but fail to 

explain them in a theoretical context. This discussion is, therefore, the first theoretical 

approach to explain the regional effects of IFI and ITI, specifically in discussing the inverse 

relationship in recent years. The research of regionalism on the relationship between IFI and 

ITI is a very macro-oriented approach. Hence, many different factors have to be evaluated. 

An emphasis is put on understanding the regional contexts well for each integration measure. 

Every theoretic concept in itself is a big topic. Therefore, the discussion attempts to give a full 

picture of the overall trade and financial integration while giving a special focus to how 

regionalism affects the different developments.  

 

A summary of these characteristics for each region can be found in Appendix O. The drivers 

that were evaluated to be the most impactful are discussed in the following sections. All of 

these possible drivers and theories were also considered in terms of their change between 

1990-2003 and 2004-2016 and the discussion takes, therefore, a somewhat historic approach 

in explaining changes during the different time periods.  
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6.1. The European Union 

The results of H2A report an overall significant negative correlation between IFI and ITI in 

the EU. With the data split between the two time periods, a shift from positive to negative 

correlation is detected. These findings are now examined to understand the interplay of IFI 

and ITI within the economic union. 

 

6.1.1. Historical background  

EU originates from the European Coal and Steel Community (ECSC), which was established 

in 1951 by the founding countries Belgium, France, Germany, Italy, Luxembourg, and the 

Netherlands. The function of the ECSC was to have a regulatory organization with a common 

centralized authority for the coal and steel industry, but its main objective was to uphold 

peace and stability in the region after WWII. The success of the community sparked further 

collaboration. In 1957, this resulted in the signing of the Treaty of Rome. The treaty founded 

the European Economic Community, which was the first international institution that 

integrated elements of supra-nationalism to create a common market. This meant that member 

countries stopped charging custom duties when trading with each other. Since the 1970s, new 

members gradually joined the organization, which eventually led to the 28 EU member states 

today. One of the most central policies in the EU is the Single European Act, which was 

signed in 1986. This treaty establishes the Single Market and ensures the free flow of “goods, 

services, people and money” (EU, n.d.a). In 1992, the formal establishment of the EU was 

completed with the signing of the Maastricht Treaty. 10 years later, 12 member states joined 

the common currency and created the Eurozone that now consists of 19 member states. The 

most current influential mark in the history of the EU is the Lisbon Treaty, which was signed 

in 2007 and enforced in 2009. The treaty reformed and restructured the constitutional basis of 

the EU and increased the power of supranational institutions within the Union (EU, n.d.a).  

 

The EU is organized by a combination of supranational and intergovernmental decision-

making arrangements. The agenda for the overall direction of the EU is set by the European 

Council, which discusses topics suggested by head of states or national governments. The 
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legislative power in the EU is then divided into three institutions: the European Parliament, 

the Council of the European Union and the European Commission. The parliament and its 

elected members represent the EU citizens directly. The Council of the European Union 

consists of individual governmental representatives with a rotating presidency. These two are 

the legislative bodies within the organization. The last entity is the European Commission, 

which represents the Union as a whole. Combined they suggest improvements and ensure 

implementation of both internal and external regulations. Two other important EU institutions 

are the Court of Justice that upholds the European law and the Court of Auditors that 

overlooks the financing of the EU's activities (C. Hill & Smith, 2011). A number of other 

institutions are also part of the EU, such as the European Central Bank, the European External 

Action Service, the Economic and Social Committee, the European Investment Bank etc. (C. 

Hill & Smith, 2011). As the collaboration of the EU goes beyond the free movement of trade 

and a CET, the Union is also devoted to multiple other collaborative aspects governed in a 

combination of intergovernmental and supranational authorities. The GPE can, thereby, be 

defined as an economic union, which is the highest level of regional integration (Ravenhill, 

2017).  

6.1.2. Trade integration 

Intra-regional integration 

Since the establishment of the European Economic Community, trade has been the main 

driver for the inter-regional collaboration. Trade policies within the EU have evolved 

extensively. In the 1960s and 1970s, the policies were focused on tariffs and other border 

measures for trade in goods. The high CET (15% in the 1960s) was established to both 

increase trade within the region and to gain a stronger position in other external trade 

negotiations (Brenton, 2002). Since 1992, intra-regional trade of goods has been free of tariffs 

and quantitative restrictions. Trade barriers for services have also been removed in most 

industries with an exception of a few sectors such as energy, telecommunications, or 

transportation (OECD, 2000). In contrast to developing regions like ASEAN or 

MERCOSUR, the EU has a very high intra-regional interdependence. Although, economic 

asymmetries can be found between the EU members, it is low compared to other RTAs due to 
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the compensatory regional transfer mechanism, called the EU’s Cohesion Policy. It ensures 

that members with the highest global gains also have to pay more to spread the benefits in the 

RTA. This function of a regional distribution mechanism between members enforces 

collaboration and creates a common purpose. The Cohesion Policy will be further elaborated 

on in the financial integration section.  

 

Regionalism on intra-regional trade 

Krahpohl states that “[r]egional integration basically reinforces pre-existing economic 

structures” (Krapohl & Fink, 2013, p.3). The notion of regional integration’s reinforcement of 

economic structures can explain the traditionally and current high intra-regional trade 

between EU member states. The historical increase in economic integration has had a positive 

effect on the intra-European trade and decreased imports from non-members. The 

composition of intra-regional trade has differed over time. In the time after the formation of 

the EU, the main imports and exports were food and raw materials. In 1998, finished 

manufactured goods accounted for more than 80 per cent of the EU15 imports with similar 

trends in export (Brenton, 2002). This pattern has continued until today, where machinery, 

vehicles and manufactured goods are still the main traded goods, followed by chemicals, and 

energy. The quantity of intra-regional trade between members deviates, but more than 60% of 

trade conducted by EU members stays within the RTA (Eurostat, 2017). This shows 

continuous presence of an intra-industry nature within the EU. Although the most drastic 

increase of trade did occur up until the 1990s, the intra-regional trade in the EU is still strong. 

Brenton’s (2002) research shows that the introduction of the single market and additional EU 

enlargement did not lead to further strengthening of the trade integration within the region, 

and the trend of intra-regional trade is slightly declining (Table 11). A decrease from 68% to 

64% in intra-regional trade has occurred between 2002-2016 (Eurostat, 2017). This can be 

explained by multiple factors, some being the lowering of the trade protection into the EU, the 

focus on “wide” integration (the enlargement of members) and the deepening of non-trade 

policies. Nevertheless, an overall strong economic and institutional embeddedness between 

EU members can be identified.  
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Extra-regional trade vs. intra-regional trade policies 

Regarding the Union’s extra-regional trading partners, the landscape has not changed much 

within the past 10 years. For the region, the main export partner has historically been the 

United States of America (US), which still has received more than double the number of 

goods than of China and Switzerland in the past decades. In the same time period, the main 

import partner has been China, followed by the US, Russia and Switzerland (Eurostat, 2017). 

As outward tariffs and quantitative restrictions have declined, the attention in the EU has 

turned to non-trade policies. These include technical standards, regulations and rules on 

intellectual property rights (Brenton, 2002). One of the main reasons for the institutional 

changes in the past decades is the rise of importance of MNCs. It is no longer sufficient for 

EU policy makers to address trade issues between other nations since MNCs have become 

global-born. The increases in intra-industry and cross-border sourcing of MNCs have forced 

the EU to initiate more modern types of external trade policies. “The attention of large 

corporate business has become concentrated upon removing differences in national regulatory 

systems, such as technical regulations, which raise the costs of operating global production 

systems” (Brenton, 2002, p. 2). This further incentivizes outsourcing of production and 

assembling of goods outside of the EU, which have decreased intra-regional trade. 

 

Although the Union has a strong intra-regional commitment, it has always been actively 

participating in multilateral liberalization efforts. There are different opinions on whether or 

not the focus on regional integration has hampered the EU’s multilateral efforts. Participating 

in multilateral trade agreements, especially with a high level of intra-regional aspects, cause 

policies to clash (OECD, 2000). These clashes are a reason for the continuous restructuring of 

the EU’s CET policies. The issue of non-tariff measurements, particularly, has created 

conflicts. EU policies of quantitative restrictions and voluntary export restraints (VER) 

towards non-members had to be altered to comply with changes in the international political 

environment. The Uruguay Round of the GATT prohibited VERs in 1995, and the 

implementation of the Single Market did not include a EU-wide volume restriction. Anti-

dumping measures are one main trade defense instrument that, despite external pressures, has 
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not been removed (Brenton, 2002). These polices give just a glimpse of the complexity of the 

environment that the EU operates in. It is outside of the scope of this discussion to evaluate or 

analyze particular policy changes further. However, the discussion of the EU’s trade 

integration underlines the importance of intra-regional trade in the EU, the use of barriers 

towards non-members and the decline in intra-regional trade during the enlargement of the 

union since 2004.  

 

As established earlier, the highest growth of trade integration occurred in the 1990s. Although 

the most intense growth occurred before the 2000s, the EU trade has doubled since 2002. 

However, twice within the past two decades the growth of trade has been interrupted. The 

first time between 2000 and 2004 when the dot.com bubble burst and the second decline was 

following the financial and economic crisis in 2008. Yet, both times the downturns were 

pausing rather than ending the growth in global trade (Eurostat, 2017).  

 

6.1.3. Financial integration 

The literature suggests that trade integration greatly impacts financial integration. 

Understanding the policy implementation, and the status of the EU and their financial 

integration is therefore imperative.  

 

Policies regarding trade have been present since the establishment of the Union. The first 

major step in financial integration was the signing of the Maastricht Treaty in 1992, which 

established the Economic and Monetary Union (EMU). The EMU meant a common 

coordination of fiscal policies, particularly with limits on government debt and fiscal deficits. 

Furthermore, an independent monetary authority, the European Central Bank, was established 

and a single currency introduced. The EMU also established the Exchange-Rate Mechanism 

II, in which members could not devalue their currency for two years (Kalemli-Ozcan, 

Papaioannou, & Peydró, 2010). The purpose of the agreement was to increase growth, 

employment and further enhance financial stability of the region. There is no single institution 

that controls the EMU but instead different areas of interest are divided between actor groups. 
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The main ones are the 'Eurogroup' that manages policies of the euro-area member states, the 

member states control their own budgets within agreed limits for deficit and debt, the 

European Commission monitors performance and compliance, and the European Central 

Bank functions as an independent monetary authority for the region (European Commission, 

n.d.). Most EU member countries either use the Euro or peg their currency to it. The EMU 

ensures full freedom of portfolio capital flows between members (OECD, 2000). The 

European banking market was distorted until the monetary union was established. The 

establishment of the monetary union was an interconnected legislative harmonization 

processes and the goal was to create a single liquid financial market (Kalemli-Ozcan et al., 

2010).  

 

The differences in the distribution of global gains within the region have led to the 

implementation of contagion policies. The EU Cohesion Policy functions as a wealth 

distribution mechanism and risk diversification tool. Over 30% of the EU’s budget is devoted 

to this policy, which tries to remove economic, social and territorial disparities within the 

Union by restructuring the market to balance out inequalities. Krapohl (2015) underlines that 

the regional powers in the EU, Germany and France, have a high stake in ensuring financial 

stability for other member countries, which partly explain the strong focus on IFI in the 

Union. This financial integration and cohesion policy will be analyzed in the theoretical 

frameworks of a common currency and the global financial crisis.  

 

Common currency  

The EU members are also connected by a common currency and high integration. The interest 

in ensuring each other’s’ financial success is immense. Intra-regional investments directly 

connect the economic success of one member state to another. Regional powers are therefore 

very likely to engage in cohesion policies, to avoid externalities from other members’ 

financial struggles (Krapohl, 2015).  

 

Generally, monetary policies face the continuous Mundell’s dilemma: financial integration, 

monetary independence and exchange rate stability will never all three be achieved at the 
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same time. Since the EU is a currency union, understanding the OCA argument is crucial in 

determining the importance of IFI and the relationship between IFI and ITI. Traditional 

debates of the OCA literature in the 1990s argue that the EU originally did not meet the 

conditions of a OCA (Aizenman, 2016). Traditional OCA literature only considers low levels 

of financial integration (1970s), but Aizenman (2016) argues that the conditions of an OCA 

change with deep financial and trade ties among countries. The EU scores high on some of 

the measures such as symmetric shocks and low on others such as labor mobility. These could 

potentially point out the difficulties of the EU and its common currency. The high score of 

symmetric shocks is underlined as it contributes to financial stability. In contrast to Mundell’s 

arguments in the 70s, Aizenman (2016) argues that asymmetric financial shocks can still hit 

the region and severely impact financial stability.  

 

Deeper financial integration caused by the establishment of a common currency, creates more 

foreseeable business conditions and business cycles that correlate across member states. 

Therefore, the member states with the highest financial links increase their asymmetric 

balance-sheet exposure to sudden-stop crises such as the GFC in 2008. Traditional OCA 

theory points to the difficulty of having different members with different developmental 

levels joining a currency union. With developmental asymmetries, fiscal and monetary 

policies would never bring out the same consequences for each member country (Aizenman, 

2016). In the EU, center countries such as the UK, Germany and France would demand tight 

policy approaches to guarantee price stability. Peripheral countries such as Spain, Croatia, 

Greece or Portugal would see negative consequences from tight monetary laws.  

 

In a monetary union, the common response to external shocks is finite. Since member 

countries cannot protect their own economies by devaluating a separately standing currency, 

the asymmetries will preserve and whatever the common response, some members will 

benefit and other will not. During a financial crisis, tight monetary policies will lead to an 

extended recession in countries hit by the economic down-turn (Aizenman, 2016). These 

theoretical principals are key in understanding the challenges the EU faced in the aftermath of 

2007-2008 and are a key contributor to the changes in financial integration that impacted 
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trade integration as shown in the present empirical results. Therefore, additional aspects of the 

financial crisis and its impact on IFI and ITI will be explored.  

 

Financial crisis  

Prior to the crisis, equity securities were an important tool for financial integration in the EU, 

which made the destabilizing forces of the GFC considerable. After 2008, the EU was 

successful in establishing a regional response to future financial crises. Krapohl (2015) argues 

this is due to a greater institutional and economic embeddedness of the countries within the 

EU. Economic asymmetries play two different roles. On one hand, bigger economies might 

endow regional liquidity agreements (RLA) if they benefit from a regional economic stability. 

On the other hand, the bigger economies are always the ones benefiting least from a RLA. 

Hence, the regional interest to financial stability needs outweigh associated costs. 

 

Even though economic asymmetries are fairly low for the region, they seem to intensify 

during financial crises. The aftermath of the GFC in 2007-2008 brought about a debt crisis for 

the European periphery member states Portugal, Ireland, Greece and Spain. As center 

countries like Germany and France were able to improve their structure and gain 

competitiveness, the periphery sunk in debt (Krapohl, 2015). This crisis in 2012 is known as 

the Euro crisis. The peripheral members needed assistance from third parties such as other 

Eurozone countries, the European Central Bank, and the IMF to bail them out (Hall, 2012). 

“A key lesson of the Eurozone crisis and the Global Financial Crisis of 2008–2009 is that 

fast-moving asymmetric financial shocks interacting with real distortions pose a grave threat 

to the stability of currency unions. Currency unions that may survive differential growth 

trends in the absence of financial integration among its members may find that sudden stops 

of financial flows sharply reduce the growth of indebted members that fund imbalances by 

financial inflows, ending with banking and sovereign crises” (Aizenman, 2016, p.3). When 

entering a currency union, peripheral members cannot issue debt in their own currency, 

devalue the currency or use other means of protection from exogenous shocks. This then 
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raises their sovereign spreads10, decreases the ability to borrow and leads to an economic 

slow-down overall.  

 

The success of a monetary union can be evaluated based on the achievement in dealing with 

financial asymmetries that are heightened during financial recessions, explaining the fast 

recovery of IFI. The EU responded with bilateral support for certain member countries, 

especially Greece. Regional powers, namely Germany among others, ensured liquidity in 

Greece. Only little support came from other international financial institutions such as the 

IMF. Regional players largely ensured the bailout (Aizenman, 2016). Further, the European 

Financial Stability Facility and the European Financial Stability Mechanism were established 

in response to the crisis. Although the recovery of IFI was fast, the financial recovery for 

center countries vis-à-vis periphery countries was much faster (Table 7). Since the countries 

in recession cannot take independent monetary measures into their own hands, recessions in 

peripheral countries might be prolonged because of their membership in a monetary union 

(Aizenman, 2016). While this discussion points out some of the main challenges of the 

financial crisis such as the asymmetries of countries, it also emphasizes overall positive 

measures of the combined supportive movement of financial policy actions for the RTA.  

 

EU enlargement  

The financial integration of the EU between 2004 and 2016 has increased considerably. The 

monetary union seems to be an integral part to the increased financial integration since the 

early 2000s. The expansion of the EU10 countries will be analyzed with regards to whether or 

not it might help to explain the negative correlation between IFI and ITI since 2004. 

Participation in the EU integration process of the new EU10 countries has increased the stock 

market liberalization process. The previous discussion indicates that this should lead to an 

increase in trade financing, which then leads to an increase in imports.  

 

Tang (2016) finds that the EU’s financial integration has led to a decrease of trade exports 

into EU countries, indicating that stock market developments can have negative effects on 
																																																								
10 Bond yield of a country compared to a benchmark bond yield.  
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trade. The results of this thesis suggest similar findings. He (2016) accredits the timing of the 

euro adoption during the GFC to the lack of effects on exports, explaining the negative 

relationship between IFI and ITI.  

 

Kalemli-Ozcan et al. (2010) find that eliminating currency risks was the most immediate 

effect of the implementation of the euro. They (2010) argue that the positive effects on 

exports expected from the enlargement were less significant due to the previously established 

bilateral trade agreements with the EU. Most new members already had very elaborate trade 

agreements with the EU and exports therefore did not increase (Kalemli-Ozcan et al., 2010). 

The aforementioned legislative harmonization efforts significantly correlate to cross-border 

banking integration (ibid.). Kalemli-Ozcan et al. (2010) find positive correlation between 

trade and financial integration with regards to the euro effect, but also conclude that trade 

linkage cannot explain the effects of the Euro on financial integration. “Thus while trade is a 

significant correlate of financial integration, it cannot account for the large [euro] effect of the 

monetary union” (Kalemli-Ozcan et al., 2010).  

 

Recent literature and empirical findings, therefore, conclude similar results as the present 

empirical research. The financial crisis and distortions in the integration efforts of both trade 

and financial integration must have a direct effect on the changing nature of the relationship 

between IFI and ITI. In the next section, the discussion of ITI and IFI independently will be 

taken into a discussion about the relationship between IFI and ITI with an emphasis on 

regionalism.   

 

6.1.4. Regionalism in EU on the relationship between IFI and ITI 

The concept of old vs. new regionalism has been introduced in the literature review. To recap, 

old regionalism captures the importance of import substitution and is mostly insinuated by 

governments. Regions that follow old-regionalism, as the EU, focus on industrial products 

and aim at creating a high intra-regional trade. In light of the results and the above discussion, 

this section will evaluate how the aspect of regionalism affected the relationship between IFI 
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and ITI in the EU region. First, the positive correlation during the 1990-2003 will be explored 

and second the overall negative correlation for the entire time period and 2004-2016 will be 

evaluated.  

 

Positive correlation 

The previous separately discussion of IFI and ITI separately already suggest that the two 

processes are very interrelated. A lot of empirical research as well as economic theories 

support this notion. In the 90s, trade liberalization and financial liberalization coincided with 

globalization. The empirical results of many researchers on the positive relationship between 

IFI and ITI during that time are plausible. The effects of regionalism on the relationship 

between IFI and ITI seem to be very strong for the EU. 

 

Regionalism is greatly concerned with loosening asymmetries between members, which 

might magnify the feedback effects between IFI and ITI. Huge economic asymmetries 

between the regional states have ambivalent effects on the likelihood of regional financial 

cooperation (Krapohl, 2015). As interdependence between the EU members is high and 

asymmetries fairly low, the relationship between IFI and ITI is magnified by regional 

integration. The intensification of the relationship is maintained by the supportive institutional 

structure within the Union. Krapohl and Fink (2003) identify this as a natural integration path 

for industrialized regions such as the EU (Krapohl & Fink, 2013).   

 

Aizenman and Noy (2006) establish a two-way feedback between IFI and ITI. The feedback 

loop could look as follows (Figure 9). Trade increases through exports and gets complimented 

by FDI inflows, which requires more external financing. The increase in trade linkages leads 

typically to more welcoming trade policies, which are then reflected in more trade diversion. 

The overall increase in trade linkages results in more financial transactions. This can be 

explained by the familiarity effect (Kučerová, 2013). For example, economic actors are more 

likely to buy stocks from companies they have had positive trade exchanges with. This overall 

increase in trade leads to policies in countries to loosen financial regulations. As a result, 

more investments and capital will flow between countries, increasing the financial integration 
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of a country. Similarly, the increase in financial integration leads to lower interest rates for 

short-term loans, for example, thereby granting more trade financing for more firms to go 

abroad. This leads to an overall sharing of risks and lowering of country risks (by being more 

integrated), which further lowers trade financing leading to more trade and financial 

integration. This interconnection between the different elements of IFI and ITI illustrates the 

feedback loop. At the same time, IFI and ITI are also strongly reinforcing themselves. More 

capital outflows and less risk will lead to more capital inflows and overall increase the net 

investment position of a country.  

 

 
Figure 9: Simplified positive feedback loop between IFI and ITI  
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Alternatively, the same feedback loop can also reverse and lead to negative feedback loop 

causing a positive relationship between IFI and ITI as seen in Figure 10. Again, the self-

reinforcing mechanisms of ITI and IFI respectively are still present.  

 

 
Figure 10: Simplified negative feedback loop between IFI and ITI  

 

It is generally accepted that financial development leads to higher exports. “Countries with 

better-developed financial systems have higher export shares and trade balances in industries 

that use more external finance” (Beck, 2003). The positive empirical results by Aizenman 

(2008), Lane et al. (2003), Portes (2005) and Aviat (2007) also support this feedback 

assumption. Svaleryda and Vlachos (2002) test the relationship between liberal trade policies 

and financial openness and conclude a positive significant interdependence as well as 

causation in both directions. “Trade liberalization could lead to the development of financial 

markets that help agents diversify the added risks. Likewise, trade liberalization could lead to 

the development of financial markets that help agents diversify the added risks” (Svaleryd & 

Vlachos, 2002, p. 369). Thereby, further confirming the positive interrelation of the two 
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variables. Since the positive relationship is so well established in theory and in empirical 

research, the discussion about the negative correlation becomes even more challenging and 

interesting.   

 

Negative correlation 

The results state that for a decrease in trade integration, financial integration increases 

between 2004-2016. Comparing the developments of IFI and ITI for the EU in Figure 11, it 

becomes apparent that ITI might react to changes in comparison to IFI rather slowly. The 

decrease of the net investment position of EU countries in 2008 goes hand in hand with a 

slight increase in trade integration. ITI only decreases when IFI is at the lowest point. When 

ITI starts decreasing, IFI is already increasing. By the time trade integration is up again, IFI 

falls again into the 2012 Euro crisis. A strong increase in IFI afterwards in 2015 is only 

accompanied by a very steady ITI.  
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This holds true during the time period of 2004-2016. It is very apparent that the relationship is 

still strongly influenced by each other. However, one might conclude that in the case of a 
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financial shock, trade integration decreases slower than financial integration. Hence, the 

inverse relationship that the results show is still following the same feedback loops. Financial 

turmoil seems to be an initiator to inverse the relationship. It does not render the two-way 

feedback between IFI and ITI wrong.  

 

The few researchers that did touch the subject in recent years are paralyzed by the results. 

Tang (2016) finds similar results for new EU members. He expects the new liberalized 

financial markets to affect exports positively, but finds the opposite in the time period from 

2003-2012. His explanation is the euro adoption during the crisis, but mainly just calls the 

results surprising and does not elaborate on precise reasons or implications (Tang, 2016). 

Similarly, Kučerová (2013) finds the same results for EU countries, but just concludes that 

the results are surprising and suggest a weaker relationship between IFI and ITI (Kučerová, 

2013). The financial crisis turned into an economic one. In the EU, the newest members were 

hit the hardest (Curran, 2009). The EU ‘s orientation on tech and up-market products might 

make the exports especially prone to recessions. The reactive nature of trade integration to 

financial crises might explain the inverse relationship.  

 

Based on the data sample it is difficult to finally conclude if the inverse relationship is only 

affected by the lagged reaction of trade integration to financial crises. Other reasons that 

could have contributed to the inverse relationships are a general “normalization” of trade in 

recent years or deindustrializing forces within the EU markets.  

 

6.1.5. Sub conclusion of the EU 

In the regression analysis, the findings of 2003 to 2016 seem to be strongly affected by the 

financial crisis and the Euro crisis. During the financial turmoil, risks increase and banks 

increase short-term interest rates, which in turn limits trade financing tools and overall 

decreases the trade integration of countries (Kučerová, 2013). The feedback loop between IFI 

and ITI turns negative and due to the slow reaction time of ITI the relationship has been 
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reversed. Even though the inverse relationship is established, the interdependence of the two 

is undeniable.  

 

For the EU, two main conclusions can be derived. The first one is on the relationship between 

IFI and ITI. The second one concerns the effects of financial crises on the relationship in the 

deeply regionally integrated EU.  

 

First, the changing nature of the relationship between IFI and ITI might be explainable by a 

feedback loop between trade and financial integration. ”Foreign trade requires external 

financing, trade integration intensifies financial integration” (Kučerová, 2013, p. 983). During 

the 1990s, this relationship was positive in line with globalization and an overall increase in 

trade and financial integrations. The deepening of EU ties during that time further led to a 

positive correlation between IFI and ITI and fed into the positive relationship. Second, the 

negative correlation is due to the deepening financial integration and GFC initiating the 

negative feedback loop with trade integration. Limited means of trade financing cause a lack 

of capital inflow in countries with high debt and a deepening of economic recession. Rising 

unemployment rates and migration out of periphery countries such as Spain were the results 

that were observable in 2012.  

 

Second, the deeper financial integration suggests a deep link to an economic slow-down and 

thereby lower trade openness. The depth of the regional financial integration and a lack of 

financial regulations magnified this process. Further, the deeper regional integration in the EU 

has led to a lingering of economic recession in the common currency, especially for Spain and 

Italy in this data set. This illustrates the previously mentioned loop, making the tie between 

IFI and ITI within the EU apparent. This is supported by its high institutional capabilities and 

high intra-regional interdependence that is continuously reinforced by the regional integration 

efforts in the EU. 
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6.2. MERCOSUR 

The integration process of the RTA will now be analyzed to make sense of the overall lack of 

a significant relationship that is reported in MERCOSUR.  

 

6.2.1. Historical background 

MERCOSUR has a long history of regional integration. “The Latin American Free Trade 

Association founded in 1960 and the Latin American Integration Association of 1980 were 

largely failed attempts at economic integration” (Kaltenthaler & Mora, 2002). MERCOSUR 

initiated from an increased integration between Brazil and Argentina. In 1985, the Argentine 

president Alfonsin started the negotiation towards a formal agreement between the two 

countries. The Program for Integration and Economic Cooperation (PICE), which was a 

sector-by-sector approach to economic integration, was signed by Brazil and Argentina in 

1986. In 1990, the two big countries then signed the Buenos Aires Treaty, which stated that 

the signing members would form a common market by 1994, which then established the 

custom union. Paraguay and Uruguay signed the treaty in 1991 (Kaltenthaler & Mora, 2002). 

The treaty of Buenos Aires was institutionalized when forming MERCOSUR and the PICE 

agreement was dropped. 

 

The treaty of Asuncion in 1991 and the Protocol of Ouro Prete in 1994 constitute the official 

documents to mark the birth of MERCOSUR. All members agreed to become a true custom 

union and create a common market with the same external tariffs and no internal tariffs 

(Kaltenthaler & Mora, 2002). After careful consideration of various political theories, 

Kaltenthaler and Mora (2002) conclude that the main drivers of the initial integration process 

were converging political and economic interests rather than pressures from the industries. 

The economic integration process created a platform for members to also discuss other non-

trade related issues such as environmental protection, drug trafficking, security issues and 

military cooperation (Kaltenthaler & Mora, 2002). There is no supranational government that 

leads MERCOSUR. However, MERCOSUR does have a high-level monitoring body, the 

Common Market Council, comprised of the foreign ministers of each member state (Basnet & 
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Pradhan, 2017). The Parlasur, the parliament of MERCOSUR, established in 2002, has tried 

to tackle some structural difficulties but lacks decision power and strategic plans to further 

integrate the RTA (Caichiolo, 2017).  

 

6.2.2. Trade Integration  

Intra-regional trade integration 

In 1994, a common market was established with 0-30% external tariffs and no internal tariffs. 

Having a common market, plus allowing the free flow of goods and labor makes 

MERCOSUR a custom union. Brazil and Argentina are the two largest economies with Brazil 

being one of the world’s largest economies in the world and each member country depending 

heavily on the trade with Brazil. In turn, none of the other MERCOSUR members are part of 

Brazil’s top five trading partners. Brazil has a well-developed agricultural, manufacturing and 

service sector. Argentina is resource-rich and is primarily focused on its industrial sector and 

the export-oriented agricultural sector (Basnet & Pradhan, 2017). Uruguay is the smallest 

country but has a remarkably larger economy than Paraguay. The country depends heavily on 

exports to Brazil and Argentina. The data collected in the research only measures total 

integration into the world. For some countries, such as Paraguay and Uruguay this is mostly 

integration within South America and their neighbors. Brazil’s integration reflects a more 

global integration into the goods and services markets. Intra-regional trade increased by 26 

percent during the first couple of years (Kaltenthaler & Mora, 2002). However, MERCOSUR 

also experienced many setbacks that made a stronger economic integration difficult.  

 

One main reason for those setbacks is the underlying differences in the region and its 

members. The following examples of trade disputes and policy decisions underline the 

difficulty of trade integration in the region. The continuous rivalry between Brazil and 

Argentina, for example, has made political cooperation for trade policies difficult. Brazil 

experienced a rapidly declining trade balance and decided to enforce horizontal import 

restrictions in 1997. Argentina’s exports of wheat and oil were heavily affected by these 

decisions. The trade relationship worsened further with the establishment of import licenses in 
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Brazil in 1998. The disagreements ended in front of a dispute settlement court in 1999 

(Bouzas, Veiga, & Torrent, 2002). Despite agreeing to lower all tariffs, Paraguay, similarly, 

implemented tariffs in 2001 of 10% for a variety of products. The Common Market Council 

granted the waivers and as a next step the Uruguayan government increased tariffs (Bouzas et 

al., 2002). Commonly, these restrictions are enforced in the agricultural and textile sector. 

This unwillingness to cooperate results in the “failure to create a customs union within the 

approved schedule, and low levels of protocol ratification by national legislators” (Blyde et 

al., 2008, p.1). Asymmetries of members create a feeling that they benefit unevenly, which 

results in a lower sense of common purpose, “the current institutional set-up is inefficient” 

(Caichiolo, 2017).  

 

FDI flows, portfolio investment flows, and intra-regional investments, are significantly lower 

in MERCOSUR compared to other RTA as in ASEAN (Eyraud et al., 2017). Members 

compete against each other for outside investments. Krapohl and Fink (2013) argue that this is 

typical for regional integration efforts that focus more on regionalizing to attract extra-

regional investors and not just develop intra-regional trade. Regionalism in developing 

countries therefore results in a high dependence of extra-regional partners (Krapohl & Fink, 

2013).   

 

Non-trade barriers in MERCOSUR 

Another critical point in the collaboration is the issue of non-trade barriers. While trade tariffs 

have to some extent been removed, some of the non-tariff restrictions have yet to be removed. 

Member states have difficulties agreeing on those and ongoing conflict over these measures 

has resulted in a stagnation of negotiations in the area of anti-dumping policies, import 

licenses or standards. The removal of the tariffs plus the macroeconomic turmoil of the 90s 

stemming from the Asia crisis have encouraged the use of non-tariff measures to protect the 

respective national economies (Bouzas et al., 2002). Overall, anti-dumping laws are 

frequently used in both the Argentinian and Brazilian context. MERCOSUR’s trade 

negotiations and non-trade restrictions are marked by uncertainty for member countries. 

Members find it hard to trust other members and even agreed-upon restrictions might be lifted 
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at any point. Implementation of policies seems to be a struggle can be attributed to the 

uncertainty and ever-changing nature of the trade regimes and laws. The Common Market 

Council in addition acts very flexibly, contributing to the high volatility in trade and non-trade 

policy changes.  

 

The Régimen de Adecuación was established as a framework allowing countries additional 

time for sensitive products to adjust to the lower tariffs. In 1996, all members wanted to agree 

on removing some of these non-trade barriers. The negotiations proved very difficult and 

started an ongoing debate on how to classify non-trade barriers and MERCOSUR members 

have since failed to come to a conclusion (ibid). “While the elimination of direct barriers to 

trade is part of regional economic integration, indirect barriers are unlikely to disappear unless 

economic integration leads to complete harmonization of domestic regulations” (Bouzas et 

al., 2002, p.55).  

 

The region is formally a custom union, but the lack of a common competition policy creates a 

constant race against the intra-regional trade regimes. The current level of international 

integration mirrors these difficulties. Paraguay scores very high on trade integration, but 

extremely low on financial integration, and Uruguay ranking 5th of all countries in terms of 

financial integration. The large asymmetries – that are often the root cause of less integration 

within the region – create differences of countries and their degree of international trade 

integration into the world (Figure 11).  

 

FDI boom in the 90s  

Regionalism and the development of MERCOSUR had directly impacted the inflow of FDI 

into the region (Castilho & Zignago, 2002). A very strong boom in FDI and overall economic 

growth in the region have marked the 1990s. FDI inflows increased from US$2 billion in 

1990 to US$54 in 1999 (Castilho & Zignago, 2002). However, the sustainability of these 

developments is questionable. A strong relationship between FDI and imports, but a weak one 

between FDI and exports has been established (Castilho & Zignago, 2002). Castilho and 

Zignago therefore question the longevity of these contributions of FDI. Foreign firms using 
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their international suppliers can explain the strong relationship to imports. However, since a 

lot of the FDI is flowing into service sectors, the increase in FDI does not necessarily translate 

into an increase in exports. It is argued that the strategies of MNC in the 1990s focused on 

testing the market and not to integrate the MERCOSUR subsidiaries into the international 

system (Castilho & Zignago, 2002).  

 

Between 1990 and 1999, imports grew by 190%, while exports increased by 60% (Castilho & 

Zignago, 2002). This resulted in a trade deficit by the end of the 1990s. The main benefiters 

were OECD countries since they had an important supplier function, whereas the export 

position of MERCOSUR weakened (Castilho & Zignago, 2002). In conclusion, during the 

1990s, the region experienced an economic boom, however little gains were made in regards 

to international competitiveness and export sophistication (Viola & Lima, 2017).  

  

Slowdown in the 2000s 

Liberalization measures decreased in the late 1990s due to the Brazilian crisis. For one, the 

international climate has been less favorable for exporting since many developed countries 

were undergoing severe financial recessions. Overall, intra-regional trade from Brazil into the 

region has decreased, with a stronger focus on extra-regional partners.  

 

Furthermore, the very limited integration of production networks throughout the region poses 

a serious difficulty of further integrating economically (Viola & Lima, 2017). Lima and Voila 

(2017) argue that most other integrated regions like the EU, North American Free Trade 

Agreement (NAFTA) and ASEAN have integrated through industrialization and the creation 

of value networks throughout the region. However, recent developments – especially in Brazil 

– show movements towards deindustrialization and an overall lack of regional production 

networks (ibid.). After the crisis in 1999 and 2001 overall trade in in Brazil and Argentina 

increased until the GFC of 2007-2008. The initial shock of the GFC was not as extreme as in 

other regions, but the decline in growth afterwards was significant in MERCOSUR.  
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In addition to the GFC, an increase in competition might also contribute to the slow-down in 

trade. China entered the WTO in 2001 and created greater production networks and pushed 

global prices down, leading to more competitive manufacturing prices (Viola & Lima, 2017). 

The aforementioned reduction in GDP growth in developed countries could also be the reason 

for a decline in trade for emerging markets. Brazil has the highest dependence on developed 

countries. “There are intensive discussions in the Brazilian private sector about the need to 

abolish the poorly functioning MERCOSUR Customs Union, and create a free trade area 

instead. According to them, MERCOSUR has complicated trade relations with the USA and 

EU, resulting in Brazil being the only major world economy that does not participate in or 

benefit from major international trade agreements” (Caichiolo, 2017, p.132).  

 

Development  

If trade liberalization leads to an increase in welfare, which is disputed by some authors, 

Brazil would face high costs of transition. The ‘large’ internal market of Brazil is well 

protected and there are forces within the country that want to keep it that way (Bouzas et al., 

2002). In contrast to the EU, where larger countries are the wealthier ones and have transfer 

capacities, this logic is not applicable in MERCOSUR. If MERCOSUR were to follow the 

same mechanisms as the EU, Brazil should be the one receiving higher benefits as well as 

paying for the asymmetries (Blyde et al., 2008). Hence, there are none or only weak 

mechanisms for equaling out assymitries in MERCOSUR.  

 

MERCOSUR’s economic integration differs from that of the EU due to its low levels of intra-

regional trade and a difference in the type of economic integration. The Ricardian model 

refers to the specialization of trade between countries during economic integration; while 

ASEAN and the EU countries build production networks for their trade integration, the 

economic integration in MERCOSUR relies heavily on intra-industry trade (Krapohl, 2015). 

High export balances with extra-regional partners are especially true for Brazil. Overall, the 

number of disparities between the MERCOSUR members reinforces different levels of 

development. National policies with protectionism bias, such as attracting foreign investment, 



 81 

substituting imports, or protecting specific national production niches against trading partners, 

can create an unwillingness to further integrate.  

 

In conclusion, the discussion on trade and non-trade and the contrast between the 1990s and 

the 2000s shows the high asymmetries between member countries. The high extra-regional 

trade dependence largely differentiates MERCOSUR from the EU. Overall, regional 

integration efforts seem to slow down. Most of the trade developments in the regions can be 

largely explained by Brazil, as the country seems to be the driving force of trade 

developments. To derive a conclusive answer on how trade and financial integration are 

affected by regional efforts in MERCOSUR, the discussion will now shift to financial 

integration and its developments.  

 

6.2.3. Financial Integration   

Currently, financial integration in MERCOSUR countries is very low compared to other 

regions. As discussed in the literature review, financial integration is defined as the overall 

unification of financial markets across national borders. The measurement chosen in this 

research is the net investment position of a country, but financial integration also 

encompasses aspects such as the existence of cross-national financial institutions or, 

investments and portfolio flows across national borders11. Financial integration will be 

achieved if the policies are permissive of foreigners owning local securities and locals being 

able to buy foreign securities. Understanding the recent trends in MERCOSUR of how the 

financial sectors are integrating is imperative in making sense of the results found in the 

analysis.  

 

While the FDI boom in the 1990s led to the return of MERCOSUR countries’ into the 

financial market, the trend has since been reversed. Technically, MERCOSUR has fewer 

restrictions on capital flow than ASEAN, but practically the financial integration of the region 

within the world is lower than in ASEAN (Eyraud et al., 2017). In 1997, MERCOSUR 

																																																								
11 This is included in the IFI measure but not isolated 
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decided to liberalize service including financial services. The region also established a 

financial forum that pushes the financial integration agenda called SGT-4. The goal of the 

forum is to create a single financial market for member countries while maintaining financial 

stability. Current levels of financial integration for MERCOSUR countries are low and the 

efforts of SGT-4 did not materialize. It is interesting to understand what measures hinder the 

financial integration. Some of those aspects will now be discussed. 

 

Exchange rate regimes 

The different exchange rate regimes in MERCOSUR lead to monetary misalignments and 

create conflicts between trading partners (Blyde et al., 2008). Exchange rate overvaluation led 

to reduce in international trade openness and FDI going to the country with the most devalued 

currency. Policies that create a competitive advantage for one member state cause mistrust 

and unwillingness to further integrate by the others. For example, in 1999, after the 

devaluation of the Real in Brazil, Argentina implemented harsh restrictions on trade, such as 

minimum import prices and technical standards (Bouzas et al., 2002). Mundell (1961) began 

to advocate capital mobility as one of the main criteria for sustainable fixed exchange rate 

arrangements. Reinhart and Rogoff (2004) argue that, to attract foreign investments, emerging 

countries will avoid floating exchange rates. Banking activities increase for countries that 

adopt more rigid currency regimes (Kalemli-Ozcan et al., 2010). Managing exchange rates in 

emerging economies is, hence, an essential part of fiscal policy to ensure economic growth 

(Reinhart & Rogoff, 2002).  

 

Financial Crisis   

As mentioned in the EU discussion, the impact of the GFC illustrates the difficulty of 

financial integration in the region. It is argued that the presence of one or a few regional 

powers improves the likelihood of financial integration (Krapohl, 2015). During the late 

1990s, South America faced a severe financial crisis. Whereas in the Asian crisis, China and 

Japan faced negative externalities of the financial struggle of the ASEAN countries and bailed 

them out, Brazil as the regional power in South America did not suffer negative externalities 

(ibid.). On the contrary, during the financial crisis in the late 1990s, both the Real and the 
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Peso were under pressures to devalue. While Argentina asked to coordinate the policy efforts, 

Brazil floated the Real. As established earlier, both countries export similar goods, so the 

devalued Real, therefore, gave a competitive advantage to Brazilian export goods. Starting in 

1998 and lasting until 2002, Argentina slipped into a recession and into the Argentinian crisis 

in 2001 (Krapohl, 2015). The spillover of the Argentinian crisis towards other members was 

very small.  

 

There have been efforts to increase financial integration by becoming a monetary union or at 

least join their reserves into the Banco del Sur. Brazil pushes to keep the bank only a regional 

development bank.  

 

Aftermath of the GFC  

MERCOSUR failed to agree on a regional liquidity agreement in the aftermath of any crisis. 

Krapohl (2015) argues that this is due to a lack of institutional or economic embeddedness. 

Institutional embeddedness is low and has always been low for the trade bloc, which results in 

Brazil having little interest in stabilizing the region. In MERCOSUR, Brazil followed a 

beggar-thy-neighbor strategy12, and was therefore not interested in bailing out neighboring 

countries. “Thus, [...] the regional powers’ interest in regional financial cooperation should 

correlate positively with their own economic and institutional embeddedness within the 

respective regions, and that this embeddedness can thus explain the regional variance in 

financial integration” (Krapohl, 2015).  

 

In the aftermath of the GFC in 2008, global big banks left the region due to increased 

restrictions from their home governments, thereby, limiting the access to financing in 

MERCOSUR (Enoch, Bossu, Cáceres, & Singh, 2017). Since then, private sector banks from 

Brazil are expanding into the rest of the region and taking over the market. Furthermore, the 

increased regulations in the US and EU have also caused an increase in the cost of doing 

business in emerging markets. “Volumes and liquidity in a number of exchanges are declining 

																																																								
12 Beggar-thy-neighbor is a macro-economic strategy attempts to diversify a country’s economic difficulties onto 
another country.  
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as US regulations for derivatives trading have increased the cost of doing business in 

emerging markets. For pension funds and insurance companies, regulatory restrictions 

constraining the bulk of their activities to their domestic markets are causing increasing 

friction, especially in smaller markets” (Enoch et al., 2017, p.10). Specifically in Brazil, 

financial policies are very restrictive. “Brazil’s regulations that restrict Brazilians from 

holding foreign currencies domestically, permit foreign banks to enter the country only upon 

Presidential approval, and allow only 10% of pension fund assets to be invested abroad” 

(Enoch et al., 2017, p.11). Brazil and Uruguay further have extensive restriction on licensing 

foreign banks and foreign bank entry in general. A rapid growth in pension and insurance 

funds (who largely hold the assets until maturity) could potentially overwhelm the small 

capital market of some of the MERCOSUR countries. This stark growth could potentially 

lead to lower liquidity levels and limit investments (ibid.).  

 

In developing countries, fiscal policy behaves counter-cyclical. In particular, government 

spending – as a share of GDP – goes up during booms and down in recessions, and deficits 

increase in booms and decrease in recessions (Alesina, Compante, & Tabellini, 2008). This 

intensifies rather than softens economic crises and makes financial stability a very valuable 

common good.  

 

In conclusion, the current trends in the financial regulations of MERCOSUR underline why 

the overall level of financial integration in the region is low. Having established the trade and 

financial policies and developments in the region, it is now interesting to combine the 

observations and explain the level of correlation that was observed in the research of this 

thesis.  

 

6.2.4. Regionalism in MERCOSUR on the relationship between IFI and ITI 

No relationship – positive trend (1990-2016 and 1990-2003) 

For the MECOSUR countries we find no correlation between IFI and ITI. The first time 

period from 1990 until 2003 shows an insignificant but positive trend across models. Between 
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2004 and 2016 the relationship shows trends towards a negative correlation but still 

insignificant. The mechanism of to how trade integration relates to financial integration has 

been established in the EU discussion. However, the policy context of MERCOSUR appears 

to impact this mechanism.  

 

In contrast to the EU, MERCOSUR was hit from a financial crisis in the late 1990s. The logic 

presented in the EU would suggest that this should lead to an inverse relationship between IFI 

and ITI. However, due to the low level of regional integration, only Argentina was hit the 

hardest from the crisis in 2001 and Brazil and the other members recovered fairly fast. Figure 

12 illustrates the positive feedback loop similar to the one illustrated for the EU. However, the 

connection between IFI and ITI is much weaker (lower coefficients, no significance). 

Therefore, in contrast to the EU with high regional integration, the lower regional integration 

in MERCOSUR seems to be associated with lower interdependence of IFI and ITI.  

 

Overall, the insignificance of IFI on ITI suggests that IFI and ITI are overall weaker 

connected processes in MERCOSUR than they are in the EU. Regionalism or the low level 

thereof in MERCOSUR seems to be a determining factor of the relationship between IFI and 

ITI. Therefore, as the discussion has shown, most of the developments and changes in the 

regression analysis can best be explained by events of individual countries. Especially Brazil 

and its developments seem to explain the majority of trends in IFI and ITI. Figure 12, 

therefore illustrates the feedback mechanism in MERCOSUR, with a weak connection of IFI 

and ITI and strong self-reinforcing mechanisms with IFI and ITI separately. 
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Figure 12:  Weak positive feedback loop between IFI and ITI 

 

No relationship – negative trends (2004-2016) 

The regional crisis that hit in 1999 and 2001 (Argentina) did not change the trend in the 

correlation as it did for the EU in 2004-2016, due to the weak relationship between IFI and 

ITI. The negative trends reported after 2004, therefore, might not have been generated within 

the region. The negative trend and the lack of a relationship can be explained by the 

dependence of MERCOSUR on external trade partners, which were undergoing a recession, 

and an increased competition from Asia. The overall feedback loop presented in the EU 

sample seems to be a lot weaker in the MERCOSUR case. MERCOSUR is an example of 

new regionalism. This explains the large extra-regional dependence, and the stronger effects 

of an extra-regional crisis.  
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6.2.5. Sub-conclusion of MERCOSUR 

Compared to the regional integration within the EU, regionalism in MERCOSUR reports a 

weaker / no relationship between IFI and ITI. Overall, regional integration has reported small 

successes in the 1990s (FDI boom and increased world market integration) and is stalling 

since the turn of the millennium. The relationship between IFI and ITI for MERCOSUR is not 

significant. Contrasting the results of MERCOSUR with the EU, it seems that a lower level of 

regional integration might correlate with a less intense relationship between IFI and ITI.  
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6.3. ASEAN 

The regression analysis H2C returns no relationship between IFI and ITI in ASEAN both for 

the entire time period and for the split time series of 1990-2003. 2004-2016 shows a 

significant negative relationship. These results will now be investigated and interpreted.  

 

6.3.1. Historical background 

The Association of Southeast Asian Nations (ASEAN) was founded in 1967. The ASEAN 

Declaration was signed by the founding nations Indonesia, Malaysia, Philippines, Singapore 

and Thailand. Later Brunei Darussalam joined in 1984, Viet Nam in 1995, Lao PDR and 

Myanmar in 1997, and Cambodia in 1999. The initial purpose of the association, similar to 

the EU, was to promote peace and stability within the region (Bhattacharyay, 2009). The 

Treaty of Amity and Cooperation in Southeast Asia in 1976 further defined the relation 

between the members. In the treaty a new strategy got adopted, which increased regional 

economic growth, social development and cultural progress. The common principles of 

ASEAN are based on the shared understanding and respect of the sovereignty of members. 

The ASEAN commitment would not affect other trade agreements (ASEAN, n.d.a).  

 

In 1992, the association evolved into a free-trade union called the ASEAN Free Trade Area 

(AFTA), which eliminated tariffs between the members. In 2003, at the 9th ASEAN summit, 

the nations agreed on expanding the collaboration, creating the ASEAN Community. This 

consists of the three pillars: the ASEAN Political-Security Community (APSC), the ASEAN 

Economic Community (AEC) and the ASEAN Socio-Cultural Community (ASCC). Each 

pillar has its own blueprint describing its future construction and function, which will be 

driven by the ASEAN Charter. The Charter’s function is to provide legal and institutional 

frameworks as well as to establish norms, rules and values for ASEAN. “The ASEAN Charter 

has become a legally binding agreement among the 10 ASEAN Member States” (ASEAN, 

n.d.a). In 2015, the establishment of the AEC was completed. The AEC Blueprint 2025 

consists of five interrelated characteristics: “(i) a highly integrated and cohesive economy; (ii) 

a competitive, innovative, and dynamic ASEAN; (iii) enhanced connectivity and sectoral 
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cooperation; (iv) a resilient, inclusive, people-oriented, and people-centered ASEAN; and (v) 

a global ASEAN” (ASEAN, n.d.a). A Blueprint for the formation of APSC was adopted in 

2009 and for ASCC in 2015, but they have not been officially established yet (ASEAN, 

n.d.a). Considering regional integration in ASEAN, IFI and ITI processes will now be 

discussed to determine the cause of the negative trend of correlation between them. 

 

6.3.2. Trade integration 

The Indochina conflict was at its height around 1950s, and involved multiple conflicts 

between the current members of ASEAN (H. Hill & Menon, 2012). In the 1970s, the security 

policies of ASEAN members changed towards a new focus on intra-regional trade. Despite of 

good intentions of the policy makers, the regional economic coordination was not very 

successful. The intra-regional trade structure was competitive rather than complementary, 

because export products of the members were fairly similar. Since the members still 

experienced growth from trade with non-members, the interest in further collaboration within 

the RTA was quite low (Dicken & Kirkpatrick, 1991; Elliott & Ikemoto, 2004). The 

transformations in global competitive environment that occurred in the late 1980s and 1990s 

restarted the regional engagement efforts in ASEAN. The formation of other RTAs such as 

NAFTA and the EU created interest in promoting ASEAN products to North America and 

Europe, which led to the creation of AFTA. The FTA’s two main goals were to attract FDI 

from extra-regional trading partners and to increase the RTA’s competitive position as a 

production base in the global market. The implementation of the Common Effective 

Preferential Tariff (CEPT) scheme removed tariffs and non-tariff barriers within ASEAN. 

Since ASEAN does not have a CET on imported goods, the CEPT made the members apply a 

tariff rate of 0-5 % on goods originating within the RTA (ASEAN, n.d.a). The tariffs were 

lowered but the elimination of non-tariff barriers as quotas and import permits has proven to 

be difficult (Furuichi, Kobayashi, & Rashid, 2017).  
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Extra-regional integration 

Since the shift of the focus of AFTA from intra-regional to extra-regional trade, ASEAN has 

shown a strong economic performance. Although Elliot and Ikemoto’s (2004) study finds that 

trade flows are not significantly affected immediately after the establishment of AFTA, an 

increase became apparent (Elliott & Ikemoto, 2004). ASEAN is another example of Hosny’s 

(2013) concept of new regionalism. The member states are focusing on the regions’ exports of 

all flows by letting companies lead the market allocation of goods, services and investments.  

 

Hill and Menon (2012) explain ASEAN’s strong regional trade profile by four characteristics 

that work as pull factors for MNCs. First, the region is very diverse, which stems from their 

colonial history. The region has colonial influences from the Brits, the French, the Dutch, the 

Spanish, and the Americans. Therefore, all countries vary in their political structures, levels of 

income, population and resources. Second, most of the member states have achieved rapid 

economic growth through a trade-supportive environment. “The region’s economic dynamism 

and steadily expanding cooperation have constituted a virtuous circle, with the increased 

regional harmony created by the formation of ASEAN providing an enabling and more 

conducive business environment” (H. Hill & Menon, 2012, p. 2). Although many members 

have experience growth, not all members of the AFTA report success. Myanmar and the 

Philippines have been predicted to have high economic growth but have both 

underperformed. Third, the typical “ASEAN way” of keeping all sovereignty to the national 

governments does not limit diplomacy efforts. Hill and Menon (2012) highlight the success of 

the association as a diplomatic facilitator, although the process is often longer than in the EU. 

Last, the loose commitment to the AFTA and the active participation of member states in 

other bilateral and other multilateral reforms, has created growth in the individual countries 

causing spillovers to the region (H. Hill & Menon, 2012) .  

 

Apart from being an attractive and influential trade region, the differentiated regional market 

also complements the global market. In contrast to MERCOSUR, many member states in 

ASEAN have developed a comparative advantage in different sectors and industries. This 

makes ASEAN a valuable and diverse trade partner. The loose engagement in AFTA and the 
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continuous growth through extra-trade provokes some people to question the importance of 

regional integration in ASEAN (H. Hill & Menon, 2012). What started as ‘openness’ between 

members has led to high ITI interdependence with non-members.  

 

Intra-regional integration  

Most trade policies are funded by the bigger economies in ASEAN, which also makes them 

the main beneficiaries. One of the biggest challenges for ASEAN is, therefore, to reduce the 

current regional asymmetries within the region. “Some areas might experience a negative 

impact through the development of regional infrastructure, because the areas around the 

developed infrastructure would gather labor from other areas” (Furuichi et al., 2017, p. 25). 

Shangquan (2000) describes the fear of missing out on development as the main driver for 

smaller economies to accept these policies. Although asymmetries are present, they are lower 

compared to MERCOSUR. Reaching consensus is easier at times (Krapohl & Fink, 2013). 

This has benefitted ASEAN since there is no supranational institution, and all members need 

to reach an agreement. As mentioned above, the ASEAN economies predominantly trade with 

the rest of the world, but some researchers suggest that this trend might be reversing. This 

might be caused by the notion that the decrease in GDP growth past years might have affected 

the emerging markets, reducing trade growth in comparison to GDP (Viola et al., 2017) in 

regions such as ASEAN.  

 

The status of the decreasing global trade trend can possibly explain the recent increase in 

interest for further intra-regional trade within the RTA. The latest available data from 2016 

shows that the Inter-ASEAN trade accounted for around 23% of the regions’ total trade, 

followed by China (16.5%), the EU-28 (10.4%) and the US (9.5%) (AEIB, 2017). Some 

researchers critique the inter-regional trade numbers for being misleading, since Singapore 

dominates most of the intra-regional trade flows. This is both, due to the intra-regional trade 

flow between Singapore and Malaysia and Singapore’s high trade with Indonesia and 

Thailand. Behind Singapore, Malaysia is the most open economy, mainly towards its two 

neighboring countries Indonesia and Thailand (H. Hill & Menon, 2012).  
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The recent decrease in extra-regional trade has resulted in policy makers targeting intra-

regional trade (Elliott & Ikemoto, 2004). New policy goals include decreasing the trade 

transaction cost within the RTA by 10% in 2020, and doubling intra-regional trade in 2025 

(AEIB, 2017). Today, goods and services are more differentiated between the members. 

However, the importance of AFTA still greatly differs between members. Singapore highly 

relies on the ASEAN market, as it composes more than one-quarter of its total exports (H. 

Hill & Menon, 2012). This can be explained by the shift in its market structure, with the shift 

from a labor-intensive industry in the 1960s to a highly advanced service sector today 

(Dicken & Kirkpatrick, 1991). Contrarily, the importance of the ASEAN markets is lower for 

the natural-resource rich nations Indonesia and the Philippines, who focus more on the extra-

regional markets (H. Hill & Menon, 2012). In general, members who are port-dependent such 

as Brunei, Indonesia, Malaysia, and the Philippines have a higher focus on the extra-ASEAN 

markets. Huge investments in infrastructure have been made to reverse this trend. The 

spending on infrastructure of Philippines, Vietnam, Thailand and Malaysia’s infrastructure 

spending are growing at double the rate than their respective GDPs (Rathbone, Chan, & 

Redrup, 2018). “A higher investment in infrastructure enables a country to increase its output, 

which then leads to a higher GDP growth rate” (ibid, p. 5). Another attempt to increase inter-

regional trade has been undertaken by the AEC, which tries to improve the business 

environment for small and medium enterprises to gain competitiveness. Furthermore, efforts 

have been made to increase the intra-regional production networks (Elliott & Ikemoto, 2004). 

However, the implementation of intra-regional trade policies are slow due to the small 

financial support from the members (Furuichi et al., 2017). 

 

6.3.3. Financial integration 

The second aim of the AFTA was to attract capital to the region. ASEAN was one of the first 

RTAs south of the Equator to implement formal instruments to promote and protect cross-

border investments within the region. The data of the sample in the 1990-2003 was very 

limited. The results presented should therefore be analyzed with caution.  
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The Asian financial crisis 

ASEAN has traded with the global market for a couple of decade. However, most of 

economic growth came from the effects of financial integration with the removal of financial 

barriers. This development has been observed since 1992 with the establishment of AFTA, as 

capital control measures created opportunities for cross-border investments (Tan, Cheah, 

Johnson, Sung, & Chuah, 2012). Before the integration process of capital flows took off, the 

Asian Financial Crisis (AFC) hit the region in 1997. The crisis started in Thailand when the 

Thai government unpegged the Thai Baht from the US dollar. The currency was forced to 

float because of the lack of foreign currency support. This initiated a series of currency 

devaluations around in the region, creating enormous flights of capital and devaluations of 

stock (Ba, n.d.). The AFC completely destabilized the region’s economy, which later spread 

to other parts of the world. 

 

When developing countries embrace rapid financial opening independently from the trade 

policies, it can lead to instability and flux in markets (Aizenman, 2008). The newly adapted 

financial policies before the AFC might have created a contagion pattern that intensified the 

systemic risk between members. This could explain why ASEAN members were affected 

more severely than their neighbors India and China. ASEAN does not have any distribution 

mechanism like the EU does. However, other countries in the region such as China and Japan 

helped to limit the impact of the financial struggles in ASEAN after the AFC, to avoid the 

negative externalities of financial instability that arose in the region. ASEAN, therefore, 

recovered faster than MERCOSUR (Krapohl, 2015). Despite the faster recovery time, the 

crisis still resolved in the loss of commercial attractiveness and a decrease in regional appeal 

because of the slow organizational response time.  

 

The outcome of the crisis was a decrease in financial integration, a decrease in growth, an 

increase in unemployment, large currency depreciations, and capital outflows, which 

amplified protectionism in the region (Elliott & Ikemoto, 2004, p. 3). The capital restrictions 

that were implemented afterwards might have lowered the “overall liquidity in the financial 

markets which may impede further development and restrict the ability of market participants 
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to hedge or diversify risks” (Pongsaparn, 2011, p. 23). Despite FDI, most capital flows were 

limited after the crisis. FDI had proven to be a relatively stable form of capital compared to 

foreign portfolio investment and short-term foreign bank debt (Thompson & Poon, 2000). 

FDI is included in the IFI measurement and the distinction can therefore not be made at this 

point, but other empirical studies find that FDI more than doubled after the crisis and 

portfolio and short-term commercial bank debt were almost completely eliminated (Appendix 

N) (Thompson & Poon, 2000). The financial protectionism can be seen in the foreign debt 

standstill and having free-floating currencies within the region.  

 

Apart from the newly restricted IFI regulations, other mechanisms were also put into place to 

help ASEAN out of the crisis faster and to avoid this type of crisis in the future (Thompson & 

Poon, 2000). The Asian Development Bank was one of the main forces behind it by getting 

more involved in the regions financial and monetary cooperation (Furuichi et al., 2017).  

 

Some years after the crisis, the growth within the region slowly returned and small steps 

towards further IFI were implemented. The removal of barriers to the equity market started to 

mature (Tan et al., 2012) and was enforced by the implementation of the ASEAN Investment 

Area in 1998. This was an important step for all members. The bigger states became stronger 

players in the global market. The smaller markets benefitted from more investors. The 

financial openness also made it possible for the members to use the international capital 

markets to diversify and hedge against adverse shocks (Agénor, 2003). “Country risk appears 

to be a good determinant of diversification benefits, with countries with higher country risk 

having a greater potential benefit of global diversification” (Driessen & Laeven, 2007, p. 

1710). This can explain the highly significant stock capitalization between 2004-2016 in the 

region. From the point of view from a foreign investor, integrated regional stock exchanges 

are more appealing than those of individual countries (Click & Plummer, 2005). 

 

The global financial crisis 

Following the GFC, progress in IFI was slower between 2002 and 2006 because of the 

absence of authority within ASEAN, but the integration process in Asian equity markets was 
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regained in 2007 (Yu, Fung, & Tam, 2010). This process was abruptly stopped when the GFC 

hit in 2007-2008, due to the global decrease in investments. Although the earlier implemented 

barriers saved the ASEAN members from further foreign debt, they were still hit by the 

decrease in FDI. Nevertheless, the negative effects were short-term and IFI recovered by 2010 

(Figure 11).  

 

The interest in further integrating monetary policies after the crisis is mainly driven by the 

ASEAN-5 nations of Indonesia, Malaysia, Philippines, Singapore and Thailand, who have 

experienced very high growth the past decades leading up to the GFC in 2008 (Basnet & 

Pradhan, 2017). The crisis and an increased competition for FDI from other emerging markets 

such as China (Elliott & Ikemoto, 2004) led to a decrease in FDI inflows to ASEAN, from 

US$ 133 billion in 2014 to US$ 98.0 billion in 2016 (AEIB, 2017). This might explain the 

new strategy towards intra-regional financial trade with more than 14% intra-ASEAN FDI 

flows in the same year (AEIB, 2017). The ASEAN Comprehensive Investment Agreement 

was also established in 2009, which was a step towards the formation of an open and an 

integrated investment zone, with the aim of making ASEAN a strong economic force in the 

global market. The development of the policies is limited due to the restricted financial 

capacity of the member governments (Furuichi et al., 2017).   

 

6.3.4. Regionalism in ASEAN on the relationship between IFI and ITI 

No relationship/ negative correlation (1990-2016) 

From the analysis above, it can be derived that ASEAN’s low level of regional integration 

and low asymmetries result in a weak relationship between IFI and ITI than the EU. This can 

be explained by the motivation behind the RTA. Krapohl and Fink (2013) argue that RTAs 

that are constructed to encourage trade and investments from extra-regional actors have less 

incentive to increase integration, especially after experiencing crises both prior, and after 

2000. Both incidents increased protectionism within ASEAN from the fear of increased 

systemic risk, and due to financial contagion that comes from increased integration.  
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Ever since, ASEAN has slowly re-engaged in the integration efforts but with stricter barriers 

for financial integration, which affects the relationship between IFI and ITI. Almekinders et 

al. (2015) argue that the fast trade integration of ASEAN economies into the global market 

does not correspond with their degree of financial integration, as it post-crisis integration 

mainly consist of FDI flows (Almekinders et al., 2015). The uneven engagement in 

integration efforts can explain the weak connection between IFI and ITI, which is unlikely to 

change as regional integration enforces the current economic structure of the region. The 

feedback loop established in the earlier discussions also holds true for ASEAN, but – 

similarly to MERCOSUR – the link between IFI and ITI is much weaker.  

 

Changing environment 

A change in economic structures could be a possible way to change the relationship between 

IFI and ITI. To counter the decreasing extra-regional trade dependence, a new focus on intra-

regional integration could be used as a tool to increase the relevance of the region. 

“[R]egional integration in the developing world will only proceed if it causes increasing FDI 

inflows and access to other world regions’ markets” (Krapohl & Fink, 2013, p. 474). 

Furthermore, Elliott and Ikemoto’s (2004) argue that the AFC actually did not hinder the 

intentions of AFTA but instead might have functioned as a trigger to accelerate the process of 

integration. The fear of global interdependence reinforced the regional integration, which 

benefitted their position in the global market (Elliott & Ikemoto, 2004). The recent deepening 

of commitment to the Economic Community and the aim to establish the ASEAN 

Community, with deeper integration possibilities in non-trade policies, could affect the 

external reputation of the region. “The level of asymmetries between the trading partners 

suggest to a great amount the ability to harmonize policies and integrate further (…). Global 

gains have to be distributed equally, otherwise further integration will be extremely difficult 

to achieve” (Blyde et al., 2008). ASEAN’s new focus on further regional integration could, 

therefore, lead to increased intra-regional trade and capital flows. The interest of the region in 

the international market is very noticeable. Active participation can be observed in form of 

ASEAN expanding to other large markets and the involvement of individual nations in 

bilateral and other multilateral agreements such as the TTIP. 
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6.3.5.  Sub-conclusion of ASEAN 

In conclusion, ASEAN stands out because the empirical results show a continuously negative 

trend in the correlation between IFI and ITI over the two time periods. No relationship is 

found overall. The lack of a relationship with a negative trend as well as the negative 

relationship (2004-2026) can be explained by the historical approach of the region to separate 

of good and capital. The features of new regionalism formed AFTA, as its focus has mainly 

been on extra-regional flows without high involvement from the member states’ governments. 

In ASEAN, the approach towards trade and capital flows is separated. Some argue that this 

was the main reason behind the AFC in 1997. The unregulated financial deepening might 

have caused financial turmoil. Protectionism in ASEAN rose and financial restrictions were 

incorporated, IFI recovered and increased fast following the AFC. The protective mechanisms 

only changed the type of capital flows, from foreign debt standstill and floating currency to 

the safer FDI flows. The relationship inverses due to the time lag of trade integration, and the 

largely separated cycles of IFI and ITI.  

 

The same pattern can be detected in the second time period. After the GFC in 2007-2008, ITI 

dips and thereafter increases slightly but continuously decreases. This can be explained by the 

RTA’s dependence on extra-trade partners, which negatively affected its markets due to lower 

demand, competition from other developing nations, and the phase of deindustrialization in 

some of the member states. IFI of ASEAN was also impacted by the EU and the US’s 

financial struggles, but due to the protective mechanism, the effect was short-lived.  
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6.4. Conclusions of discussion 

Various distinctions in the different paths of regional integration have been identified and 

connected to the relationship between IFI and ITI. The main conclusions are:  

 

1. The relationship between IFI and ITI can be positive or negative. It can be depicted as 

a feedback loop, which explains the changing nature of the relationship during 

different parts of the business cycle. 

2. Deeper regional integration reinforces the above-mentioned nature of the relationship 

between IFI and ITI.  

3. Regional structures such as asymmetries and trade dependencies limit the extent to 

which regionalism affects the relationship between IFI and ITI.  

 

1. The feedback loop  

IFI and ITI have a relationship that can change between being positive and negative. Contrary 

to what most empirical research at the beginning of the 21st century suggests, the relationship 

between IFI and ITI is not always positive.   

 

Positive correlation 

Trade increases through exports and gets complimented by FDI inflows, which requires more 

external financing. The increase in trade linkages leads typically to more welcoming trade 

policies, which then reflect in more trade diversion. The overall increase in trade linkages 

results in more financial transactions. This interconnection between the different elements of 

IFI and ITI illustrates the feedback loop. 

 

Negative correlation  

Alternatively, the same feedback loop can also reverse, which is shown in the results for all 

countries (H1, especially between 2004-2016), in the EU in 2004-2016 and in ASEAN 

(negative trend, not significant) across all time periods. As the discussion has shown, 

financial external shocks can be a potential cause negative feedback loop to create an inverse 
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relationship. All three regions show that crises were an initiator of increased country risk. 

Trade integration reacts slower to changes initiated from financial crises and reacts to the 

trends in financial integration.   

 

In conclusion, the relationship between IFI and ITI is codependent and can be both, positive 

and negative. The discussion suggests the relationship turns negative in times of economic 

downturn. Due to the relationship between IFI and ITI, financial crisis and turmoil, it can 

inverse the positive reinforcement of the two into a negative loop. This can be observed in the 

EU from 2004-2016.  

 

As a consequence, the empirical research of researchers such as Lane (2003) and Aizenman 

(2008) should not be dismissed, as they hold true for certain periods. The underlying 

economic theories should also not be dismissed as they hold value in explaining the 

mechanisms between IFI and ITI. However, the conclusion that the relationship is strong and 

positive depends strongly on the timely context and regional characteristics. 

 

2. Depth of regional integration intensifies the relationship between ITI and IFI 

Regionalism by default gives an organizational institutional framework to discuss and 

enhances trade and financial integration. Regional integration efforts are usually taken to 

further trade integration, and as a next step advance financial integration. In the present 

sample of three regions, the region with the highest regional integration also showed the 

strongest relationship between IFI and ITI. The feedback loop was significantly weakened in 

regions with lower regional integration.  

 

Regionalism can therefore be seen as having a reinforcing effect on the relationship between 

IFI and ITI. The intensifying effects of regionalism are shown when contrasting the higher 

coefficients (with significance) of the EU sample to the two other regions with a weak 

relationship between IFI and ITI (Figure 13).   
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Figure 13: Strong vs. Weak feedback loop 

 

The empirical results confirm that the more depth of regional integration a region possesses, 

the stronger the relationship between IFI and ITI. The EU having a deep regional integration 

shows, therefore, a heightened relationship between IFI and ITI, resulting in a stronger 

feedback loop mentioned in the first conclusion. In contrast, ASEAN and MERCOSUR have 

low regional integration and show a weak relationship between ITI on IFI indicating that the 

feedback loop is weak but still exists.  

 

3. Limiting factor of asymmetries and trade dependence on regionalism (new regionalism)  

One of the primary goals of regionalism is the elimination of asymmetries. The results and 

discussion show that they are also a limiting factor to the extent regionalism affects the 

relationship between IFI and ITI. Similarly, the trade dependence of whether the region is 

dependent on extra-regional or intra-regional trade partners affects the relationship between 

IFI and ITI. The second conclusion shows that regionalism intensifies the relationship 

between IFI and ITI. Next to all the other factors that were analyzed in the discussion, these 

stood out due to their direct link to the level of regional integration. It is most likely that 

MERCOSUR, for example, will reproduce extra-regional interdependence with high 
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asymmetries, which will neither result in more regional integration nor in an intensified 

relationship between IFI and ITI, unless asymmetries or trade dependence change. The extent 

to which regionalism affects the relationship between IFI and ITI is therefore bound to some 

limits and will not grow indefinitely.  
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7. Conclusion  
Returning to the metaphor of the introduction, one can conclude that the bicycle of 

liberalization is made up of two interdependent wheels, trade and financial integration. 

However, in different regions this bicycle does take very different shapes and the wheels 

connect in different ways. The research paper discovers very relevant dimensions of the 

relationship between financial and trade integration. The following section will conclude the 

research paper.  

 

H1 that tested for a positive relationship between IFI and ITI for all countries is rejected. 

Overall, for all countries no relationship between IFI and ITI between 1990 and 2016 is 

established. No relationship is uncovered in 1990 until 2003, and a negative relationship is 

established for 2004 until 2016.  

 

H2A, B, & C are also rejected since none of the empirical testing between 1990 and 2016 

return a positive significant relationship between IFI and ITI. The EU shows a significant 

positive relationship between IFI and ITI in 1990 until 2003, and a significant negative one 

from 2004 until 2016. MERCOSUR shows no correlation for any time period. However, 

MERCOSUR shows positive tendencies in the first time period and negative tendencies in the 

second one. ASEAN indicates no relationship overall and between 1990 and 2003, and a 

significant negative relationship is established from 2004 until 2016. A feedback loop is 

outlined that explains the positive relationship; the inverse relationship is explained by lagged 

trade values that can be initiated by financial crises.   

 

From the discussion, it is also concluded that deeper regional integration reinforces a stronger 

relationship between financial and trade integration. In regions with lower levels of GPE the 

feedback loop is weaker. Certain limiting factors such as external trade dependence and 

asymmetries between members limit the extent to which regionalism reinforces the 

relationship between IFI and ITI.  
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Final Thought 

One of the biggest takeaways from the discussion is that regionalism reinforces pre-existing 

economic structures. The extent of the relationship between IFI and ITI will not grow 

indefinitely due to the same natural limits that regionalism experiences. Levels of 

asymmetries and trade dependence reinforce the already existing structure of the region. 

Hypothetically, measures would have to be taken to change the asymmetries of a region in 

order to intensify the relationship between IFI and ITI.  
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Further research 
While this paper provides detailed insights into the effects that regional integration has on the 

relationship between IFI and ITI in ASEAN, MERCOSUR and the EU, it can only provide 

limited perspectives and partial conclusions. The authors of the thesis suggest five main areas 

for further research, which can provide more generalizable results to supplement the literature 

gap.  

 

First, the main variables of IFI and ITI could be expanded. IFI was chosen as the dependent 

variable since most literature argues that ITI leads to IFI. As this relationship is altered in the 

discussion, it would be interesting to see if the relationship changes when ITI becomes the 

dependent variable. Furthermore, it would be interesting to dissect IFI into different forms, 

for example, IFI based on FDI flows, portfolio flows or stock market integration separately. 

To then analyze the difference in effects of trade on the different types of IFI.  

 

The sample of four countries per region also limits the results, as it might misrepresent the 

region. An expansion of the research to all countries in each region, as well as including more 

RTA such as North American Free Trade Agreement (NATFA) and The African Continental 

Free Trade Area (AfCFTA) could be interesting for further research. This could provide a 

more complete perspective of each region and the world’s formation of RTAs.  

 

Third, the measurement of regional integration is divided only qualitatively by GPEs. If 

measured quantitatively instead, by e.g. by calculating the amount of different policy 

agreements and treaties of each RTA, a better comparison to the other two variables could be 

undertaken. This could also add the dimension of the success of RTAs.  

 

Fourth, the notion of risks would be interesting to include. During the research, the aspect of 

risk became apparent, both, in regards to how RTAs diversify different types of risk, such as 

country risk, investment risks etc., but also the increase of systemic risk by contagion affects. 
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The trade-off between risks would be interesting to measure and the effects on the 

relationship.  

 

The last possible topic that the authors find interesting for further research is the aspect of 

causation. Most research, including this paper, only investigates the relationship based on 

correlation. It would be interesting to investigate as it could better define the actual 

relationship between IFI and ITI.  

 

As the chosen field of study is a literature gap, multiple other perspectives could be 

interesting to investigate. The authors urge for further research, as the combination of fields is 

not sufficiently researched and is of high relevance in a continuously integrating world.  
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Appendix A: Literature overview 
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Appendix B: Fischer Expansion to the Dickey-Fuller test  
 

IFI - Dfuller   

 Inverse chi-squared(8)    P    0.9986 0.9983 

 Inverse normal            Z     2.9068 0.9982 

 Inverse logit t(24)       L*  2.9631 0.9966 

 Modified inv. chi-squared Pm -1.7504 0.9600 

 
FDI - Dfuller   

Inverse chi-squared(8)    P  6.2075 0.6240 

Inverse normal  Z  0.8973 0.8152 

Inverse logit t(24) L* 1.2402 0.8866 

Modified inv. chi-squared  Pm -0.4481 0.6730 

 
ITI - Dfuller    

 Inverse chi-squared(8)    P    5.7124 0.6794 

 Inverse normal            Z 0.3332 0.6305 

 Inverse logit t(24)       L*  0.3551 0.6372 

 Modified inv. chi-squared Pm -0.5719 0.7163 

 
 

D.IFI    

Inverse chi-squared(8)    P    82.2016 0.0000 

 Inverse normal            Z      -7.7633 0.0000 

 Inverse logit t(24)       L*      -11.5829 0.0000 

 Modified inv. chi-squared Pm 18.5504 0.0000 

 
D.ITI  4 missing values generated 

Inverse chi-squared(8)    P    58.2476 0.0000 

 Inverse normal            Z      -6.2529 0.0000 

 Inverse logit t(24)       L*      -8.2025 0.0000 

 Modified inv. chi-squared Pm 12.5619 0.0000 

 
D.FDI 4 missing values generated 

Inverse chi-squared(8)    P    82.0364 0.0000 

 Inverse normal            Z      -6.51 0.0000 

 Inverse logit t(24)       L*      -11.4218 0.0000 

 Modified inv. chi-squared Pm 18.5091 0.0000 
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PI - Dfuller   

Inverse chi-squared(8)    P  31.2601 0.0001 

Inverse normal  Z  -3.1679 0.0008 

Inverse logit t(24) L* -3.7785 0.0005 

Modified inv. chi-squared  Pm 5.815 0.0000 

 
STKCAP - Dfuller 11 missing values generated 

Inverse chi-squared(8)    P  8.9988 0.3424 

Inverse normal  Z  -0.5732 0.2833 

Inverse logit t(24) L* -0.5545 0.2922 

Modified inv. chi-squared  Pm 0.2497 0.4014 

 
FINDEPTH - Dfuller   

Inverse chi-squared(8)    P  20.2134 0.0096 

Inverse normal  Z  -1.6685 0.0476 

Inverse logit t(24) L* -2.2111 0.0184 

Modified inv. chi-squared  Pm 3.0533 0.0011 

 
KOFFI - Dfuller   

Inverse chi-squared(8)    P  7.3223 0.5023 

Inverse normal  Z  0.1506 0.5598 

Inverse logit t(24) L* 0.0877 0.5346 

Modified inv. chi-squared  Pm -0.1694 0.5673 

 
PPP - Dfuller   

Inverse chi-squared(8)    P  0.023 1 

Inverse normal  Z  4.6794 1 

Inverse logit t(24) L* 5.58 1 

Modified inv. chi-squared  Pm -1.9942 0.9769 

 
D.PPP - Dfuller   

Inverse chi-squared(8)    P  19.6253 0.0119 

Inverse normal  Z  -2.0799 0.0188 

Inverse logit t(24) L* -2.308 0.015 

Modified inv. chi-squared  Pm 2.9063 0.0018 
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Appendix C: The Hausman test 
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Appendix D: Heteroscedasticity  
 

 
 
Above we reject the null hypothesis and conclude heteroscedasticity  
 
 



 122 

Appendix E:  
 
Interdependence: Cross-sectional dependence  
 

 
0 ≤ 𝑃𝑟 ≥ 1 
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Appendix F: FE for all models with data sample of all countries from 1990-2003 
 
 

 
All countries 
1990-2003 

M1 M2 M3 M4 M5 M6 

 
D. Int. 

Financial 
Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 
D. 
Int. Trade 
Integration 

15.92 -157.8 28.51 33.38 -12.54 37.79 

 (0.15) (-0.97) (0.19) (0.23) (-0.11) (0.26) 
       
D. GDP per 
capita  0.0354* 0.0187  0.00767 0.0194 

  (2.15) (1.22)  (0.65) (1.27) 
       
D.FDI  2.11e-10 1.75e-10 2.05e-10 2.27e-10  
  (0.71) (0.57) (0.67) (1.06)  
       
D.Stock 
Market 
Capitalization 

 0.0232 0.0860 0.0851  0.0785 

  (0.12) (0.44) (0.44)  (0.41) 
       
D.KOF 
Financial 
Integration 

 3.492*     

  (2.43)     
       
D. Financial 
Depth  0.421 0.990 0.656  1.373 

  (0.35) (0.82) (0.55)  (1.36) 
       
Portfolio 
Investments  1.44e-10 1.39e-10 1.58e-10 2.39e-10 2.11e-10 

  (0.55) (0.52) (0.58) (1.13) (0.88) 
       
_cons 21.57*** 2.733 15.22 25.74*** 18.85** 14.69 
 (4.92) (0.24) (1.42) (4.05) (2.68) (1.38) 

N 155 103 103 103 155 
 

103 
 

t statistics in parentheses 
* p < 0.05, ** p < 0.01, *** p < 0.001 
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Appendix G: FE for all models with data sample of all countries from 2004-2016 
 

 
All countries 
2004-2016 

M1 M2 M3 M4 M5 M6 

 
D. Int. 

Financial 
Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 
D. 
Int. Trade 
Integration 

-510.1* -10.47 -46.88 -166.3 -377.5 -36.85 

 (-2.19) (-0.06) (-0.26) (-0.96) (-1.48) (-0.21) 
       
D. GDP per 
capita  -0.0178* -0.0170*  -0.0265* -0.0168* 

  (-2.35) (-2.26)  (-2.29) (-2.25) 
       
D.FDI  -1.56e-10 1.05e-10 7.40e-11 2.96e-10  
  (-0.60) (0.42) (0.29) (0.73)  
       
D.Stock 
Market 
Capitalization 

 3.107*** 3.570*** 3.599***  3.578*** 

  (10.90) (14.39) (14.24)  (14.51) 
       
D.KOF 
Financial 
Integration 

 7.671**     

  (3.22)     
       
D. Financial 
Depth  0.368 0.262 0.907  0.138 

  (0.25) (0.18) (0.61)  (0.10) 
       
Portfolio 
Investments  1.86e-10* 1.54e-10* 1.81e-10* 1.03e-10 1.59e-10* 

  (2.57) (2.16) (2.52) (0.92) (2.26) 
       
_cons 8.034 24.18** 21.95** 8.281 28.31* 22.17** 
 (1.11) (2.95) (2.75) (1.56) (2.47) (2.80) 

N 144 109 118 118 141 
 

118 
 

t statistics in parentheses 
* p < 0.05, ** p < 0.01, *** p < 0.001 
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Appendix H: FE for all models with data sample of EU from 1990-2003 
 

 
EU  
1990-2003 

 
M1 

 
M2 

 
M3 

 
M4 

 
M5 

 
M6 

 D. Int. 
Financial 

Integration 
 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D.  
Int. Trade 
Integration 

 
1009.5** 

 
-268.8 

 
-49.83 

 
343.6 

 
535.5 

 
-105.5 

 (2.79) (-0.57) (-0.10) (0.77) (1.22) (-0.22) 
       
D. GDP per 
capita 

 0.0214 0.0239  0.00501 0.0241 

  (1.55) (1.62)  (0.34) (1.65) 
       
D.FDI  -2.43e-10 -1.25e-10 -1.35e-10 1.57e-10  
  (-1.02) (-0.50) (-0.52) (0.98)  
       
D.Stock 
Market 
Capitalization 

 0.989 1.156 0.866  1.231* 

  (1.85) (2.03) (1.57)  (2.27) 
       
D.KOF 
Financial 
Integration 

 5.211*     

  (2.48)     
       
D. Financial 
Depth 

 2.455 2.333 2.026  1.731* 

  (1.78) (1.58) (1.35)  (2.06) 
       
Portfolio 
Investments 

 3.64e-10* 2.76e-10 2.85e-10 2.29e-10 2.40e-10 

  (2.34) (1.69) (1.71) (1.40) (1.66) 
       
_cons 35.04*** 7.701 15.20 34.65*** 33.89* 15.07 
 (6.34) (0.61) (1.15) (6.17) (2.59) (1.15) 
N 52 43 43 43 52 43 

t statistics in parentheses 
* p < 0.05, ** p < 0.01, *** p < 0.001 
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Appendix I: FE for all models with data sample of EU from 2004-2016 
 

 
EU  
2004-2016 

 
M1 

 
M2 

 
M3 

 
M4 

 
M5 

 
M6 

 D. Int. 
Financial 

Integration 
 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. 
International 
Trade 
Integration 

 
-1739.1* 

 
52.27 

 
248.5 

 
-426.5 

 
-1932.7* 

 
368.2 

 (-2.62) (0.06) (0.32) (-0.68) (-2.24) (0.51) 
       
D. GDP per 
capita 

 -0.0346* -0.0174  -0.00567 -0.0184 

  (-2.55) (-1.45)  (-0.32) (-1.58) 
       
D.FDI  -4.28e-10 1.52e-10 2.40e-10 6.93e-10  
  (-1.11) (0.46) (0.73) (1.35)  
       
D.Stock 
Market 
Capitalization 

 3.120*** 4.543*** 4.373***  4.598*** 

  (3.69) (7.67) (7.42)  (8.01) 
       
D.KOF 
Financial 
Integration 

 24.09*     

  (2.47)     
       
D. Financial 
Depth 

 4.262 6.591 5.112  6.635 

  (0.88) (1.52) (1.20)  (1.55) 
       
Portfolio 
Investments 

 1.90e-10* 1.97e-10* 2.09e-10* 1.51e-10 2.03e-10* 

  (2.37) (2.40) (2.53) (1.23) (2.54) 
       
_cons 18.92 32.88 17.20 5.123 24.40 18.01 
 (1.35) (1.97) (1.10) (0.38) (1.14) (1.17) 
N 48 43 46 46 48 46 

 
t statistics in parentheses 
* p < 0.05, ** p < 0.01, *** p < 0.001 
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Appendix J: FE for all models with data sample of MERCOSUR from 1990-2003 
 
 

 
MERCOSUR 
1990-2003  

M1 M2 M3 M4 M5 M6 

 D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 
 

D.  
Int. Trade 
Integration 

 
330.8 

 
723.7 

 
1031.8 

 
1029.5 

 
324.7 

 
1048.7 

 (1.10) (0.72) (1.00) (1.04) (1.05) (1.04) 
       
D. GDP per 
capita 

 0.0683 -0.0103  -0.00140 -0.00304 

  (0.92) (-0.19)  (-0.06) (-0.06) 
       
D.FDI  2.34e-09 3.51e-09 3.31e-09 -7.76e-10  
  (0.47) (0.68) (0.69) (-0.35)  
       
D.Stock Market 
Capitalization 

 3.489 2.460 2.611  3.708 

  (0.78) (0.53) (0.59)  (0.89) 
       
D.KOF 
Financial 
Integration 

 8.121     

  (1.46)     
       
D. Financial 
Depth 

 0.845 -0.529 1.092  4.823 

  (0.05) (-0.03) (0.07)  (0.29) 
       
Portfolio 
Investments 

 -1.60e-09 -4.26e-09 -3.75e-09 -1.13e-09 -3.06e-09 

  (-0.33) (-0.90) (-1.01) (-0.98) (-0.72) 
       
_cons 13.69 -12.25 22.54 19.34 9.725 13.80 
 (1.46) (-0.32) (0.70) (0.74) (0.86) (0.48) 
N 52 20 20 20 52 20 

 
t statistics in parentheses 
* p < 0.05, ** p < 0.01, *** p < 0.001 
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Appendix K: FE for all models with data sample of MERCOSUR from 2004-2016 
 
  

 
MERCOSUR 
2004-2016 

M1 M2 M3 M4 M5 M6 

 D. Int. 
Financial 

Integration 
 

D. Int. 
Financial 

Integration 
 

D. Int. 
Financial 

Integration 
 

D. Int. 
Financial 

Integration 
 

D. Int. 
Financial 

Integration 
 

D. Int. 
Financial 

Integration 
 

D.  
Int. Trade 
Integration 

 
-347.4 

 
-2503.6 

 
-996.1 

 

 
-1536.1 

 
-201.2 

 
-540.7 

 (-0.84) (-1.31) (-0.50) (-1.14) (-0.42) (-0.31) 
       
D. GDP per 
capita 

 0.0882 -0.0135  -0.0397 -0.0240 

  (1.89) (-0.37)  (-1.76) (-0.81) 
       
D.FDI  -2.50e-09 -7.89e-10 -1.09e-09 -9.82e-10  
  (-1.83) (-0.53) (-0.90) (-0.90)  
       
D.Stock Market 
Capitalization 

 1.678 2.488* 2.360*  2.685* 

  (1.67) (2.27) (2.33)  (2.66) 
       
D.KOF 
Financial 
Integration 

 21.94*     

  (2.98)     
       
D. Financial 
Depth 

 1.763 -1.037 -2.078  1.515 

  (0.22) (-0.12) (-0.25)  (0.21) 
       
Portfolio 
Investments 

 -1.46e-10 -1.30e-09 -1.43e-09 -1.94e-09* -9.87e-10 

  (-0.10) (-1.16) (-1.38) (-2.13) (-1.07) 
       
_cons 2.490 -26.57 -7.226 -15.09 12.22 -1.085 
 (0.22) (-0.80) (-0.23) (-0.66) (0.64) (-0.04) 
N 48 22 24 24 45 24 

 
t statistics in parentheses 
* p < 0.05, ** p < 0.01, *** p < 0.001 
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Appendix L: FE for all models with data sample of ASEAN from 1990-2003 
 

 
ASEAN 
1990-2003  

 
M1 

 
M2 

 
M3 

 
M4 

 
M5 

 
M6 

 D. Int. 
Financial 

Integration 
 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. 
Int. Trade 
Integration 

-134.5 -170.4 -156.1 -155.5 -161.0 -122.7 

 (-1.13) (-0.89) (-0.99) (-1.00) (-1.30) (-0.80) 
       
D. GDP per 
capita 

 -0.0143 -0.0163  -0.0109 -0.0232 

  (-0.45) (-0.59)  (-0.49) (-0.87) 
       
D.FDI  -5.55e-09 -5.62e-09 -6.54e-09 -5.80e-09  
  (-0.91) (-0.94) (-1.15) (-1.17)  
       
D.Stock 
Market 
Capitalization 

 -0.0281 -0.0229 -0.0193  -0.0267 

  (-0.14) (-0.12) (-0.10)  (-0.14) 
       
D.KOF 
Financial 
Integration 

 0.288     

  (0.14)     
       
D. Financial 
Depth 

 -0.651 -0.608 -0.329  -0.547 

  (-0.45) (-0.44) (-0.26)  (-0.40) 
       
Portfolio 
Investments 

 -1.72e-09 -1.70e-09 -1.81e-09 -1.00e-09 -6.28e-10 

  (-0.32) (-0.32) (-0.34) (-0.26) (-0.12) 
       
_cons 13.53 21.77 22.40 16.27 16.63 25.09 
 (1.90) (1.42) (1.56) (1.66) (1.66) (1.79) 
N 52 41 41 41 52 41 

 
t statistics in parentheses 
* p < 0.05, ** p < 0.01, *** p < 0.001 
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Appendix M: FE for all models with data sample of ASEAN from 2004-2016 
 

 
ASEAN  
2004-2016  

 
M1 

 
M2 

 
M3 

 
M4 

 
M5 

 
M6 

 D. Int. 
Financial 

Integration 
 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D. Int. 
Financial 

Integration 

D.  
Int. Trade 
Integration 

 
-267.5 

 
-86.82 

 
-115.2 

 
-84.45 

 
-542.7* 

 
-113.1 

 (-0.93) (-1.09) (-1.40) (-1.01) (-2.08) (-1.43) 
       
D. GDP per 
capita 

 0.0204 0.0237  -0.0263 0.0239* 

  (1.72) (1.96)  (-0.81) (2.03) 
       
D.FDI  -1.24e-09 7.52e-11 2.62e-10 1.12e-09  
  (-1.67) (0.12) (0.39) (0.53)  
       
D.Stock 
Market 
Capitalization 

 2.890*** 3.143*** 3.126***  3.146*** 

  (15.22) (19.56) (18.81)  (20.05) 
       
D.KOF 
Financial 
Integration 

 3.332*     

  (2.27)     
       
D. Financial 
Depth 

 0.530 1.044 0.0162  1.016 

  (0.61) (1.13) (0.02)  (1.15) 
       
Portfolio 
Investments 

 -1.28e-09** -1.09e-09* -1.23e-09* -6.24e-09*** -1.08e-09* 

  (-2.84) (-2.28) (-2.53) (-4.64) (-2.32) 
       
_cons 10.50 -7.009 -10.69 4.225 6.914 -10.74 
 (0.85) (-0.86) (-1.28) (1.17) (0.30) (-1.30) 
N 48 44 48 48 48 48 

 
t statistics in parentheses 
* p < 0.05, ** p < 0.01, *** p < 0.001 
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Appendix N: Foreign Capital Flows in ASEAN (Thompson & Poon, 2000).  
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Appendix O: Summary of Results 
 
 Regression Results EU MERCOSUR ASEAN 
 Correlation ITI & IFI 

1990 - 2016 
Negative* Positive Negative 

1990- 2003  Positive * Positive Negative 

 2004-2016 Negative * Negative Negative* 
 *Significance  

 

   

 Drivers of Results EU MERCOSUR ASEAN 

Economic 
structure  

Intra-regional 
interdependence 

High  Low Low 

 Extra-regional 
interdependence 

Low High High 

 Economic asymmetries 
between members 

Low High  Medium 

 Economic leading member 
with transfer capacities  

Yes No Yes 

 Sense of common purpose Yes  No Yes 

 Development  High Low  Medium 

 Future oriented goals Long-term Short-term  Short-term 

 Econometric 
embeddedness within 
region 

Low Fairly high High 

 Institutional 
embeddedness within 
region 

Very high Low Low 

Trade 
Policies:  

Competition Policy 
converged 

Yes No Yes, but not 
enforced 

Trade policies Yes Yes Yes  

 Non-trade barriers w/in 
region 

Yes  No  Fairly 

Financial 
Policies: 

Monetary Union Yes No No 

 Regional Liquidity 
Agreements 

Yes No Yes 

Exchange rate regime of 
members  

Same – currency 
union  

Different  Different 

 


