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Appendix B

We conducted a variance decomposition test to evaluate how external disturbances affect a system. Breaking down forecast variances into line graphs highlights the importance of each innovation. The prediction error quantifies the unexpected changes in variables due to external shocks. We employed variance decomposition analysis with the Cholesky decomposition method to assess the causal relationships among variables and their responses to various factors. Analyze the contribution of each innovation to endogenous factors by breaking down the changes and causes of each variable. Figure 4 displays the variance breakdown of variables.
Variance decomposition analysis (using Cholesky decomposition) further reveals that FDI inflows and GDP growth explain the largest share of forecast variance in financial development, reaffirming their pivotal roles.
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Dynamic simulations provide a probabilistic and realistic view of key causes and outcomes compared to single-point predictions. Figure 5 shows quantitative Monte Carlo simulations that evaluate the probability and outcomes of various scenarios, offering a clear depiction of potential results. The initiative begins with positive expectations for economic and financial growth and collaboration. Monte Carlo simulations assess the likelihood and impact of future events, while scenario analysis emphasizes critical factors. The expected return peaks at the center, with the likelihood of attaining higher or lower returns decreasing as one move away from it. Confidence intervals for likely return ranges are at 1-standard deviation (68%), 2-standard deviations (95%), and 3-standard deviations (99.7%). External factors such as macroeconomic trends and leadership changes can affect actual outcomes, even if they were excluded from the modeling. Instances often involve evaluating investment risk and profitability with the strategy mentioned. Monte Carlo simulation tackles financial uncertainties using probability. Grasping these risks and prospects is essential for addressing the complex issues of developing nations. Variance decomposition and Monte Carlo simulation assist analysts in examining relationships, quantifying uncertainty, and assessing sensitivity. Variance decomposition identifies key factors influencing a variable, while Monte Carlo simulation measures uncertainty and evaluates how results respond to various assumptions and support decision-making across various sectors.
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