Noble International Journal of Economics and Financial Research
ISSN(e): 2519-9730 ISSN(p): 2523-0565
Vol. 05, No. 11, pp: 125-135, 2020

Published by Noble Academic Publisher
URL: http://napublisher.org/?ic=journals&id=2

THE INTERNATIONAL FINANCIAL ARCHITECTURE
IMPLICATIONS ON THE INSTITUTIONAL DEVELOPMENT OF
NATIONAL FINANCIAL SYSTEMS

Lopotenco Viorica
Academy of Economic Studies of Moldova, Chisinau, Republic of Moldova

ABSTRACT: The study's main objective is to analyze the particularities of the institutional development of
the global financial architecture and build a composite index of the financial infrastructure. The international
financial architecture and the national financial architecture are, first of all, a network of institutions. Therefore, the
argument that they matter for the financial sector's performance and for the macroeconomic implies that institutions
are not economically neutral and that transaction costs matter. This highlights the multidimensional nature of
financial infrastructure. The infrastructure of the financial system, having a multidimensional character, requires
complex analysis. To perform such an analysis, a composite index of financial infrastructure was built, which is
compiled from 9 individual indicators from 139 countries in the period 2014-2018. Then, the countries were grouped
by income level to outline a trend. Thus, following the analysis, there was interdependence between the country's
income level and the value of the composite index of financial infrastructure.
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1. INTRODUCTION

Over the last two decades, the international monetary system's challenges have strengthened the
international community to adopt global and national approaches to shape international financial
architecture, enabling sustainable development at both the international and national levels.

The growing interconnection of national financial systems is a crucial dimension of globalization.
Today, virtually every country in the world is tied to the international monetary system. Many individuals,
companies, and countries enjoy the benefits of accessing international financial markets to finance their
investment and consumption needs. As for investors, even small players in the global market, such as
individual investors, can direct their wealth around the world almost as quickly as moving pieces to a
chessboard - a privilege they previously enjoyed only the most prominent companies and the wealthiest
people. This growing freedom of financial movement has benefited all involved by facilitating trade,
improving asset diversification, and expanding available resources for development. However,
counterbalancing this greater freedom and opportunity are the inherent dangers of financial markets.
National and international financial markets can experience booms and falls. Firms, industries, and even
entire countries can get in and out of the "financial vogue,” subject to the whims of wasteful and
controversial investors. They often behave more like an angry herd than a rational homo - economicus of
economic theory. Whole economies can be destroyed as a result of such panics. (Bhargava, 2006) That is
why it was necessary to develop efficient mechanisms to capitalize on these volatile markets and ensure
that their vital energy is directed towards productive rather than destructive purposes.

The globalization of economic activity and the increase of potential conflicts in the international
monetary system have highlighted the problem of analyzing the current state of financial architecture
development internationally and at the national financial systems level.

Changes associated with international financial architecture can have a considerable impact on
critical areas of national economies. Specifically, changes in the international financial architecture can
directly affect the development and stability of the financial sector, the macroeconomic regime, and
integration with international capital markets. To manage this process, national authorities need to be
prepared to make the necessary changes in the national financial architecture.
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This paper is structured in six parts. The first part is an introductory one. The second section
presents a synthesis of the literature on the nature of international financial architecture and the
peculiarities of the institutional development of national financial architecture. The third section of the
paper presents the research methods of this topic. The fourth section analyzes the data and variables used
in the research methodology. The results of the research are discussed in section five. Finally, in section
six, the conclusions of the study are scored.

1.1 Objectives
The purposes of this study are to: (1) to analyze the particularities of the institutional development
of the global financial architecture and (2) to construct a composite index of the financial infrastructure.

2. REVIEW OF LITERATURE

Essential conditions for intensifying the process of globalization manifested themselves in the
1990s when financial liberalization measures were taken everywhere - most countries lifted currency
restrictions related to current international operations and liberalized the capital movement account.

At the same time, the world economy has gone through several deep and protracted financial crises,
which have sparked heated discussions about determining the methodological approach to ensuring
financial systems' stability.

The turmoil related to the financial crises has caused great concern to the international community
and has prompted the adoption of measures to reform the international monetary system. During a
financial crisis in the second half of the 1990s, the first deputy director of the IMF, Fischer (1998). on
this occasion, wrote: " The international financial system, which has sustained the world economy through
50 years of growth and prosperity, needs reform to ensure that this continues - and that the mistakes of the
1930s are not repeated ".

On October 6, 1998, in Washington, Michel Camdessus, the IMF's executive director, in his address
to the IMF Board of Governors, said the global crisis needed a global solution. The architecture of the
international monetary system needs to be strengthened, but not through direct intervention. In this
context, Michel Camdessus referred to the President of the United States' speech, in which he stressed that
there is something more important than the architecture of a house; namely, the way houses relate to each
other and how to choose conflict resolution.

The IMF chief executive emphasized: "Here we can draw on the principles that have served us so
well in recent decades: cooperation, democracy, predictability, and co-responsibility. We must therefore
build on these foundations in order to strengthen the architecture of the international financial system,
adapting it to the new challenges: In order for the immense progress made in the last fifty years to
continue in the first half of the next century, a new architecture of the international financial system will
be needed" Camdessus (1998).

2.1. Conceptual Points of the International Financial Architecture Paradigm

The term "financial architecture" was first mentioned in a speech by US President B. Clinton at the
New York Foreign Relations Council in September 1998. He called the financial crisis 1997-1998, " the
biggest financial challenge facing the world in a half century " (Jones, 1998).

Around the same time, a scenario of the reform of the international monetary order was presented
by Gordon Brown in several speeches and articles:" A New Global Financial Architecture " (Brown,
1998a) , " Building a Strong World Financial System " (Brown, 1999), and in his speech at the Kennedy
School of Management at Harvard University, on December 15, 1998, later published in The Wall Street
Journal Europe (Brown, 1998b).

For 50 years, Gordon Brown argued, all regulatory, supervisory, and crisis management policies
have been formed without regard to the principles of globalization, but with a focus on independent
national economies with limited capital regimes and with slow movements. At that time, Brown argued,
the world economy had entered an era of interdependent and mobile capital markets. National economies
already could not be separated from the massive, rapid, and sometimes destabilizing global financial
flows.

Naturally, said the UK finance minister, we should respond to this new call; we need a new
financial architecture and reform at the national and global levels (Brown, 1998c).
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2.2. Peculiarities of the Institutional Development of the National Financial

Architecture

The universal category, which plays a decisive role in shaping the financial system, comprises
institutional conditions. These conditions' role is important for all countries, regardless of the national
financial system's specific architecture. The main fundamental institutional factor, which determines the
conditions for the development of the financial sector is the level of protection of investors' rights.

Several works on the institutional characteristics of the international monetary system's
development allow us to identify the relationship between institutional development and economic growth
to understand the logic, primary trend, principles, and essential economic development elements. The
influence of modern society's institutional structure on economic growth is currently the subject of intense
research. In their studies, (Acemoglu and Robinson, 2010) argue that the fundamental reason for the
different levels of national economies' functioning levels is their institutions' quality. Indeed, the
differences in the level of financial development of countries, as some are donors and other beneficiaries
of financial globalization, depend mainly on the institutions that have developed in them.

The scientific paradigm's modern tendencies determine the research of the particularities of the
global financial architecture's institutional development in the social field. Thus, Douglass North inds that
the development of institutional change theory seems to be an essential condition for the further progress
of the social sciences in general and the economic sciences in particular. At present, neoclassical theory
(as well as other theories in the instruments of the social sciences) cannot give a satisfactory explanation
of the differences in the functioning of societies and economies both at a given time and for a certain
period. The arguments of the neoclassical theory are not convincing, given that, although its model
explains the individual differences in the functioning of economies (for example, in the volume of
investments in education, in the rate of saving, etc.), still does not justify why to take the necessary
measures do not succeed, even if they can usually provide a high yield. Moreover, the yield is determined
by the institutions (North, 1996).

The level of development of the national financial infrastructure is manifested through an adequate
legal framework, efficient enforcement mechanisms, availability of information on credit and developed
payment systems, consumer protection, human capital development.

Therefore, all financial infrastructure components contribute to stability, depth, efficiency, and
access to the financial system. To evaluate the national financial infrastructure is necessary to carry out a
benchmarking through a complex indicator. According to a World Bank report (Miller et al., 2009) a
composite indicator could be developed to estimate the financial infrastructure's overall role in all
countries, using data available in the World Bank database. The methodology for evaluating the various
aspects of the financial infrastructure is also an open field for research. Thus, in the specialized literature
(Rafailov, 2018) care is taken to develop an index of financial infrastructure.

3. RESEARCH METHOD

Financial infrastructure is a central part of the national financial architecture. The national financial
infrastructure's quality determines the efficiency of intermediation, creditors' ability to assess risk, and
borrowers to obtain credit and ensure access to financial products under competitive conditions. For
strengthening financial infrastructure, especially in developing countries, however, required time,
resources, and, in some cases, political will. Access to financial products and services results from a
complex interaction between different financial intermediaries and the existence of a solid legal and
regulatory framework.

From the above, it appears that the analysis of the development of the financial infrastructure
requires quantification. The evaluation can be performed by measuring the financial infrastructure's
individual components and further by deriving a composite indicator - IFI (index of financial
infrastructure).

This index will be built according to the methodology proposed by the OECD. According to the
OECD guideline (OECD, 2008) a composite index or a synthetic index is a combination of all
dimensions, objectives, individual indicators, and variables used. The formal definition of a composite
index is the set of properties that underlie its aggregation convention.

To build the composite index are needed: the theoretical framework; data selection; imputation of
missing data; multivariate analysis; normalization of indicators; weighting and aggregation of indicators;
uncertainty and sensitivity analysis; "Back to data"; links to other variables; presentation and visualization
of results (OECD, 2008).
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4. DATA AND SELECTION OF VARIABLES

The construction of any composite index must begin with the definition of the indicator. The
definition should provide an exact meaning of what is measured by the composite indicator. Thus the
index of financial infrastructure.

From a broader perspective, the institutional structure of a system is determined first by how well it
responds to objectives; secondly, how effective are leveling conflicts in this system; third, by restrictions
on individuals' actions and their associations. The change of institutions in the system, the
interconnections between them, according to (North, 1996), means the transformation of order in this
system. The economy's institutional system's basic framework is the institutional matrix, which includes,
to varying degrees, market institutions, and non-market subsystems.

Of course, financial infrastructure, as a fundamental element of the architecture of the international
financial system and national financial systems, requires some critical decisions, which include: assigning
specific functions to individual financial authorities, establishing coordination mechanisms, specifying
approaches, and arrangements to avoid potential conflicts of interest. From this, we can see that financial
infrastructure is a multidimensional component, including many components (table 1).

Table 1. Composition of the financial infrastructure index

Variables Data description Category Source
Government effectiveness ge Perceptions of the quality of National Worldwide
public services governance Governance
level Indicators
Shareholder governance | sgi Index measures The Global
index shareholdersrights in corporate Competitiveness
governance by distinguishing Report
three  dimensions of good
governance: shareholders rights
and role in major corporate
decisions; governance safeguards
protecting  shareholders  from
undue board control and
entrenchment; and  corporate
transparency on ownership stakes,
compensation, audits and
financial prospects
Regulatory quality rq Perceptions of the ability of the Regulatory Worldwide
government to formulate and policy Governance
implement sound policies and Indicators
regulations that permit and
promote private sector
development
The strength of legal | slri | The index measures the degree to Doing business
rights index which collateral and bankruptcy
laws protect the rights of
borrowers and lenders and thus
facilitate lending
Financing of SMEs fsme | Access finance for small- and Liquidity The Global
medium-sized  enterprises for | infrastructure Competitiveness
business operations through the Report
financial sector
Depth of credit | dcii | The index measures rules and Information Doing business
information index practices affecting the coverage, | infrastructure
scope and accessibility of credit and
information available through | transparency
either a credit bureau or a credit
registry
Strength of auditing and | saas | Quality of accounting systems The Global
accounting standards and standards as part of the Competitiveness
financial infrastructure Report
Strength  of  minority | smipi | The level at which the interests of Consumer The Global
investor protection index minority shareholders are protection Competitiveness
protected architecture Report
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Extent of staff training est | The level at which companies | The structure The Global
invest in employee training and | and culture of Competitiveness
development the financial Report

system

Source: Author (2020)

IFI was achieved by combining all the variables (table 1) of 139 countries in the world during 2014-
2018. Another important preliminary step in building the composite index is weighting. To a large extent,
the grouping of individual indicators based on their correlation is performed by principal component
analysis (PCA) or factor analysis (FA). This method can only be applied if there is a correlation between
the indicators, which form the composite index. The first step in the analysis is to determine the
correlation structure of the data.

Table 2. Correlation matrix (Pearson)

The Strength of SR
Depth of o of
strength Shareholder - n ; auditing N Extent of
. Regulatory | Government | Financing credit Minority
Variables of legal governance " - - A and staff
: A quality effectiveness of SMEs information n Investor -

rights index o accounting 2 trening

. index Protection

index standards

Index

The strength
of legal 1 0.257 0.292 0.168 0.148 0.156 0.174 0.366 0.159
rights index
Shareholder
governance 0.257 1 0.5 0.498 0.305 0.412 0.361 0.752 0.309
index
Pl 0.292 05 1 0.934 0.672 0.327 0.758 0.612 0.704
quality
CpiEinaa 0.168 0.498 0.934 1 0.733 0.374 0.796 0.586 0.758
effectiveness
g,'\r/‘l‘gc'”g o 0.148 0.305 0.672 0.733 1 0.351 0.786 0.449 0.789
Depth of
credit
; . 0.156 0.412 0.327 0.374 0.351 1 0.436 0.475 0.323
information
index
Strength of
auditing and 0.174 0.361 0.758 0.796 0.786 0.436 1 0.52 0.78
accounting
standards
Strength of
Minority
Investor 0.366 0.752 0.612 0.586 0.449 0.475 0.52 1 0.471
Protection
Index
Extent of 0.159 0.309 0.704 0.758 0.789 0.323 0.78 0471 1
staff training

Source: Research data (2020)

Analyzing the correlation matrix of IFI elements, we can see that the maximum correlation of 0.934
is recorded between regulatory quality and government effectiveness. Next, several latent factors must be
determined, which is fewer than the composite index indicators. These selected factors must have the
associated eigenvalues greater than unity, contribute individually to the overall variation by more than
10%, and cumulatively to the global variation by more than 60%.
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Figure 1. Eigenvalues of IFI data set
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Source: Research data (2020)

If we look at the figure above, we notice that the conditions described above correspond to 5
factors. The next step is rotation, the purpose of which is to obtain a more straightforward structure.

Table 3. Contribution of the variables

Variables Factor loadings: Squared cosines of the variables:

F1 F2 F3 F4 F5 F1 F2 F3 F4 F5
The strength of 0325 | 0.529 | 0.723 | 0.297 | 0.010 | 0.106 | 0.280 | 0.522 | 0.088 | 0.000
legal rights index
Shareholder - -
governance index 0.630 0.575 0.225 | 0.355 -0.116 | 0.397 | 0.330 | 0.051 | 0.126 | 0.013
Regulatory quality | 0.895 0.089 0.146 0.188 0.325 | 0.802 | 0.008 | 0.021 | 0.035 | 0.106
Government - -
offectiveness 0.914 0.182 0.015 0.170 0.261 | 0.835 | 0.033 | 0.000 | 0.029 | 0.068
Financing of SMEs | 0.819 6356 0.042 | 0.125 | -0.277 | 0.670 | 0.127 | 0.002 | 0.016 | 0.077
Depth of credit =
information index 0.542 0.309 0.497 0.582 | 0.141 | 0.294 | 0.096 | 0.247 | 0.339 | 0.020
Strength of auditing i )
and accounting 0.874 0.272 | 0.004 0.122 | -0.002 | 0.763 | 0.074 | 0.000 | 0.015 | 0.000
standards
Strength of ) )
Mlnorlt_ylnvestor 0.761 0.480 0.087 | 0.167 -0.169 | 0.579 | 0.230 | 0.008 | 0.028 | 0.028
Protection Index
Extent of staff -
training 0.830 0.352 0.080 | 0.064 | -0.216 | 0.688 | 0.124 | 0.006 | 0.004 | 0.047

Source: Research data (2020)

Finally, the weights in the matrix of factor loadings after rotation must be determined. The IFI
dataset consists of five intermediate composites (Table 3). The first component comprises shareholder
governance index - 0.397; regulatory quality -0.802; government effectiveness - 0.835; financing of SMEs
-0. 670; strength of auditing and accounting standards -0.763; the strength of minority investor protection
index -0.579; the extent of staff training -0.688. The third and fourth are formed only by an intermediate
composite, respectively, the strength of legal rights index and depth of credit information index - 0.522.
The second and fifth compounds are not relevant.

It is clear from the matrix of post-rotation factor tasks that there is no single relevant financial
infrastructure component. Even if some components such as government effectiveness and regulatory
quality are essential for the financial infrastructure, they are not the only catalysts for results (figure 2)
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Figure 2. Active variables
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The next step we will take is significant, namely normalization. This step is necessary because
individual indicators have different intervals and thus cannot be directly comparable. In the case of the IFI
composite index, the Min-Max method was used. The IFI index represents the rankings in quintiles of a
simple average of indices of the components of the financial infrastructure and varies on the scale from 1

to 10.

- %10 (1)
max, — min.

ic1
where:

V. -the recalculated value of indicator i for country c;
Vo -initial value of indicator i for country c;

min, - the lowest possible value of the indicator;

max; - the highest possible value of the indicator i.

If a higher value indicates a lower performance on efficiency, normalization is achieved by formula 2

V.o —Mmin,

Vicl =1- .

x10 2

The respective V ;. indicators are: governance efficiency, shareholder governance index, quality of

regulation, the strength of legal rights index, the strength of audit and reporting standards, financing of
SMEs, depth of credit information, protection of minority shareholders' interests, level of staff training.
After all, indicators are reduced to a full scale (between 0 and 10), the value of the country's financial

infrastructure index (IFI,) is determined as the average of the nine indicators, with equal weight:

9
IFI, = DIATY
9

©)

Where IFI - the financial infrastructure index for the country c.
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5. RESULTS AND DISCUSSION
The value of the indicator IFI, can indicate an overview of the financial infrastructure in separate

countries (appendix 1) and groups of classified countries, according to the World Bank's methodology by
income.

Table 4. Index of financial infrastructure in groups of countries by income level

Groups of countries 2014 2015 2016 2017 2018 CAGR'5Y9
classification by income (%)
level
Low-Income 3.48 3.55 3.63 3.75 3.72 1.34
Lower-Middle- Income 4.69 4.80 4.89 5.02 5.13 1.82
Upper-Middle-Income 5.32 5.36 5.52 5.44 5.48 0.59
High-Income 6.39 6.44 6.45 6.49 6.52 0.39

Source: Author (2020)

To see the IFI trend over five years, we would use CAGR (Compound Annual Growth Rate). Its
value allows us to estimate the growth rate of any parameter. The main advantages of the CAGR are its
ease of use and versatility of the approach. It allows us to compare any investment objects, regardless of
their nature, the form of activity, and technology for achieving financial results. This indicator's value tells
us that over five years, IFI practically has non changed with a more pronounced trend in Low-Income
Countries.

Figure 3 shows a direct correlation between countries' income levels and the financial infrastructure
index's value. Simultaneously, it is observed that, as in the case of IFI, CAGR'5Y on the GDP per capita
indicator has changed insignificantly.

6. CONCLUSION

The efficiency of the international financial architecture's functioning depends mostly on how
balanced and interconnected its elements are and the development of national financial systems. By
overcoming the distortion of the international financial architecture's institutional structure, it is possible
to increase its operation's overall efficiency. In this regard, the issue of maintaining the dynamic balance
in the development of the international financial architecture as an integral unit of its structural elements
and functions is of particular importance. Reducing the likelihood of making the wrong decisions is only
possible if certain principles are used to develop the international financial architecture, which is
formulated and could serve as a long-term guideline for its improvement.

From the analysis of the particularities of the modern international financial architecture's
institutional development, we can conclude that there are institutional premises for forming a new
paradigm in globalization. The results of the previous stages (both positive and negative) are saved and
reproduced in the later ones in adopting the institutional innovations. At the same time, institutional
selection occurs - the selection of rules and regulations that best correspond to the new stage of evolution
tasks.

In this context, a unique role must be given to national financial systems and their financial
infrastructure as primary elements. Furthermore, because in the modern economy, one of the essential
tools in determining the efficiency of a system is benchmarking, we have built a composite IFI index,
which allows to compare the infrastructures of the world's national financial systems states. This
methodology is fundamental, especially for developing countries, because it allows them to determine the
potential areas to capitalize.
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Figure 3. Interdependence between IFI and GDP per capita
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APPENDIX
Appendix 1. Index of financial infrastructure by countries, 2018
Countries IFI Countries IFI
Albania 5.74 Kyrgyz Republic 5.15
Algeria 2.94 Lao PDR 4.30
Angola 2.52 Latvia 6.82
Argentina 5.33 Lebanon 4.45
Armenia 5.54 Lesotho 4.03
Australia 7.60 Lithuania 6.70
Austria 7.14 Luxembourg 5.81
Azerbaijan 6.06 Madagascar 4.03
Bahrain 5.61 Malawi 5.39
Bangladesh 3.85 Malaysia 7.44
Barbados 4.37 Mali 3.57
Belgium 6.69 Malta 5.98
Benin 3.60 Mauritania 3.12
Bolivia 4.47 Mauritius 6.54
Bosnia and Herzegovina 4.98 Mexico 6.24
Botswana 571 Moldova 5.59
Brazil 5.33 Mongolia 5.59
Brunei Darussalam 5.78 Montenegro 6.06
Bulgaria 6.00 Morocco 5.38
Burkina Faso 3.54 Mozambique 3.23
Burundi 2.83 Namibia 5.57
Cabo Verde 4.10 Nepal 4.54
Cambodia 4.97 Netherlands 7.01
Cameroon 4.29 New Zealand 8.27
Canada 7.81 Nicaragua 4.21
Chad 2.73 Nigeria 5.61
Chile 6.30 North Macedonia 6.21
China 5.81 Norway 7.39
Colombia 6.52 Oman 5.28
Congo, Dem. Rep. 2.78 Pakistan 5.30
Costa Rica 6.04 Panama 6.09
Céote d'lvoire 4.86 Paraguay 4.52
Croatia 5.64 Peru 5.87
Cyprus 6.20 Philippines 5.15
Czech Republic 6.65 Poland 6.41
Denmark 7.31 Portugal 5.80
Dominican Republic 4.97 Qatar 5.39
Ecuador 4.76 Romania 5.89
Egypt, Arab Rep. 5.47 Russian Federation 5.82
El Salvador 5.29 Rwanda 6.44
Estonia 6.75 Saudi Arabia 6.18
Ethiopia 3.04 Senegal 4.04
Finland 7.26 Serbia 5.61
France 6.57 Seychelles 4.74
Gabon 2.82 Singapore 8.06
Gambia, The 3.63 Slovak Republic 6.37
Georgia 6.89 Slovenia 6.10
Germany 7.35 South Africa 6.07
Ghana 5.22 Spain 6.52
Greece 5.19 Sri Lanka 5.17
Guatemala 5.44 Sweden 7.32
Guinea 3.94 Switzerland 7.37
Haiti 1.76 Tajikistan 4.47
Honduras 5.50 Tanzania 4.95
Hong Kong SAR, China 7.95 Thailand 6.47
Hungary 6.05 Trinidad and Tobago 5.62
Iceland 6.94 Tunisia 5.00
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India 6.83 Turkey 6.15
Indonesia 6.37 Uganda 5.18
Iran, Islamic Rep. 4.05 Ukraine 5.52
Ireland 7.03 United Arab Emirates 7.18
Israel 7.07 United Kingdom 7.42
Italy 5.38 United States 7.89
Jamaica 6.39 Uruguay 5.45
Japan 6.67 Venezuela, RB 3.33
Jordan 5.18 Vietnam 5.57
Kazakhstan 6.20 Yemen, Rep. 1.95
Kenya 6.38 Zambia 5.53
Korea, Rep. 6.82 Zimbabwe 4.56
Kuwait 5.08 world average 5.56

Source: Author (2020)
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