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Abstract. Economic integration theories offer insights into how economies
move from basic trade agreements to fully unified monetary unions. Each level
of integration, from free trade zones to common markets and monetary unions,
provides distinct benefits and challenges. For instance, free trade zones
eliminate tariffs to promote regional trade, while economic unions introduce
common regulations and policies.
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The Optimal Currency Area theory further explores conditions under which
regions benefit from a single currency, stressing the importance of economic
symmetry and flexibility to mitigate risks. As global financial markets become
increasingly cointegrated, stock markets across developed and emerging
economies display significant interconnectedness. Events like the 2007 2008
financial crisis underscore how shocks in one market can propagate across
borders, revealing the vulnerabilities inherent in financial cointegration. The
Law of One Price suggests that prices should converge in integrated markets;
however, empirical evidence reveals complex, often nonlinear relationships
among global markets. This convergence and comovement reflect deeper
economic ties and highlight the effects of globalization on financial stability and
market behavior. One prominent outcome of financial integration is the
synchronization of business cycles, as closely integrated economies tend to
experience similar economic rhythms. When nations are financially connected,
their output cycles align, and this synchronization intensifies their exposure to
global economic shifts. Monetary unions reduce currency risks and encourage
capital flow among member nations, further amplifying integration, although
inefficiencies may arise if monetary policies are misaligned with national
economic needs. While the benefits of integration are evident, these
interconnected cycles also increase vulnerability to global shocks, necessitating
coordinated policy measures to stabilize integrated economies.

[s the correlation matrix is used to quantify the relationship between
financial integration indicators (such as capital flows, exchange rate volatility,
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and foreign bank entry) and banking stability indicators (such as credit risk,
non-performing loans (NPLs), liquidity, and capital adequacy). This helps to
understand how these factors influence each other and the stability of the
banking system. Capital Flows - refers to the movement of money for
investment, trade, or business operations across borders. Large capital flows can
enhance liquidity in the economy but can also lead to instability if they are
volatile. Exchange Rate Volatility - reflects the fluctuations in the value of a
currency relative to others.

High volatility can affect the stability of banks, especially those with
significant foreign currency exposure. Foreign Bank Entry - the entry of foreign
banks into a domestic market, which can increase competition, provide capital,
and introduce new financial products, but may also expose the domestic banking
sector to global financial shocks. Banking Stability Indicators reflect the health
and stability of a banking system: Credit Risk: The potential that a borrower will
fail to meet obligations, leading to financial losses for banks. Increased financial
integration may amplify credit risk exposure. Non-Performing Loans (NPLs):
Loans that are in default or close to being in default. A high correlation with
financial integration may indicate that global economic shocks or financial crises
lead to an increase in NPLs. Liquidity: The ability of a bank to meet its short-
term obligations. High capital flows and foreign bank entry may increase
liquidity, but if not well-managed, it can lead to financial instability. Capital
Adequacy: Refers to the amount of capital a bank has in relation to its risk-
weighted assets. A stable banking system requires sufficient capital to absorb
shocks, and this indicator is crucial in assessing the resilience of the banking
system to financial integration and external economic shocks.

Credit Risk involves the possibility that borrowers will fail to repay their
loans, potentially leading to financial losses for banks. Non-performing loans
(NPLs) represent loans that are in default or close to being in default. An
increase in NPLs signals a weakening of the banking sector. Liquidity refers to
the ability of banks to meet their short-term obligations without incurring
significant losses. Insufficient liquidity can lead to bank failures. Capital
Adequacy is a measure of a bank's capital relative to its risk-weighted assets.
Adequate capital buffers protect banks from losses and prevent systemic crises.

Track Changes Over Time - the graph can show how global financial
integration, such as increasing capital flows or exchange rate volatility, evolves
over time and how these trends correlate with banking stability measures.
Impact of Global Events - plot can highlight how financial crises or global
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economic shifts (e.g., 2007-2008 financial crisis) impact both financial
integration and banking stability, showing how these variables fluctuate before,
during, and after such events. Monitor Economic Cycles - allows the monitoring
of business cycles and their impact on the banking system, demonstrating how
global financial integration might amplify or mitigate banking sector risks.

Non-performing Loans (NPLs) - represents loans that are in default or close
to default. Emerging markets often have higher NPL ratios due to economic
volatility and less robust banking systems compared to developed markets.
Liquidity - measures the ability of banks to meet their short-term obligations.
Emerging markets may experience lower liquidity due to lower financial system
depth and less capital inflow relative to developed markets.

Capital Flows - refers to the movement of money for investment into or out
of a country. Developed markets generally attract more stable capital flows due
to their stable economic environments, while emerging markets may experience
more volatile capital inflows or outflows, especially in response to global
financial crises. Exchange Rate Volatility - measures the fluctuations in the value
of a country's currency relative to others. Emerging markets typically exhibit
higher exchange rate volatility due to their susceptibility to external shocks,
political instability, or speculative attacks. Developed markets, with stronger
economic fundamentals, usually see less volatility in their exchange rates.

The main focus of these plots is to explore the relationship between global
financial integration and banking stability. Financial integration brings about
both benefits (such as increased liquidity, access to global capital markets) and
challenges (like vulnerability to external shocks, capital flight, and exchange rate
volatility).

Financial contagion is a critical phenomenon in global financial integration,
where distress in one market or institution can cascade through interconnected
networks, leading to broader economic challenges. This contagion often occurs
through network interconnectionssuch as between banks, insurers, and shadow
banking sectorsamplifying the spread of financial shocks. Collateral structures
and debt exposure levels also influence contagion dynamics, as highquality
collateral can mitigate counterparty risks, whereas insufficient collateral may
exacerbate economic distress. Policy responses, such as macroprudential
regulations and financial "lockdowns" in extreme cases, aim to contain
contagion and stabilize affected systems, though consensus on the best
approaches remains limited. Global risk diversification strategies seek to

mitigate losses by spreading investments across different assets and markets,
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thus reducing exposure to domestic market fluctuations. Diversified portfolios
benefit from lower volatility as they balance risks through foreign assets that
may not correlate directly with local economic conditions. This approach also
lowers firms' cost of equity capital, enhancing financial performance. However,
the benefits of global diversification are increasingly challenged by rising
correlations between markets, driven by global financial integration. Higher
market interconnectivity reduces traditional diversification advantages, pushing
investors to explore alternative assets like commodities or currencies for risk
mitigation. Advanced economies often face deeper, prolonged contractions
during crises due to higher debt and complex financial networks. In contrast,
emerging markets with strong domestic savings or exportdriven growth
sometimes show resilience, leveraging their unique economic structures to
weather crises with less impact

The bar graph compares the capital adequacy ratios of banks before and
after the occurrence of major global financial shocks. The graph shows how
banks in different countries responded to such shocks and whether their capital
buffers were strengthened or weakened. These events typically lead to
increased financial uncertainty, impacting bank liquidity, credit risk, and capital
adequacy. The graph helps assess whether banks were able to maintain or
increase their capital levels post-crisis, potentially indicating improvements in
regulatory standards or the effects of central bank interventions. The plot
provides valuable insights into the resilience of banking sectors in different
countries during global financial crises. By comparing pre- and post-crisis
capital adequacy ratios, policymakers, financial analysts, and researchers can
gauge how effectively national banking systems were able to absorb shocks and
maintain financial stability. This analysis is crucial for understanding the long-
term impacts of global crises on financial systems and evaluating the
effectiveness of regulatory measures aimed at enhancing the stability of the
banking sector.

National Banking Stability Index - this index measures the stability of a
country's banking system by incorporating factors such as credit risk, liquidity
risk, nonperforming loans (NPLs), capital adequacy ratios, and other banking
health indicators. A higher value suggests a more stable and resilient banking
sector, capable of withstanding economic and financial shocks. A lower value, on
the other hand, indicates a more fragile or unstable banking system.

In this paper, we have examined the dynamics of global financial

integration and its impact on banking stability, emphasizing the
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interconnectedness of financial markets and the vulnerabilities that arise from
this integration. The analysis revealed that as economies become more
financially integrated, they experience greater synchronization of economic
cycles, which can both enhance growth opportunities and increase exposure to
global financial shocks.

The findings suggest that while financial integration offers several
advantages—such as increased liquidity, access to global capital markets, and
the potential for higher capital flows—it also presents notable challenges,
including heightened risks of contagion and increased vulnerability to external
financial crises. The Law of One Price and the Optimal Currency Area theory
underscore the importance of economic alignment and flexibility in managing
the complexities of monetary unions and integrated financial systems. However,
empirical evidence indicates that the benefits of integration are often tempered
by market complexities, with diverse economic structures and fiscal policies
among nations complicating the uniform implementation of these theories.

Our analysis of the relationship between capital flows, exchange rate
volatility, and banking stability, as depicted in the correlation matrix and time
series plots, highlights the critical role of capital movements and foreign bank
entry in shaping national banking systems. These factors not only influence
liquidity and profitability but also affect the resilience of banking sectors to
financial shocks. Moreover, the comparison between developed and emerging
markets revealed significant regional differences in banking stability, with
emerging markets facing greater risks due to higher credit exposure and more
volatile financial environments.
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