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nﬂﬂﬂﬂﬂﬂww Structure of each meeting

| present the material for 70 minutes

| do take questions during this time

At the end | give you some review questions
Then | divide the class in groups of about 3 or 4
students.

Each group has about 10 minutes to sketch
answers to the review questions

We have an oral discussion comparing notes
(ie, answers from different groups)




HUHHHHHNW Roadmap for today:

1. What is growth? What is finance? Defs

2. What is the relationship between finance
and growth?

3. How does finance affect growth? mech?
4. Does finance helps or hinders growth?

5. What is the empirical/econometric
evidence economists have put forward to
throw light on this relationship?

DUHHHM

Definitions: LDCs / TEs,
growth and finance

uﬂ””ﬂﬂﬂww Our focus will be on LDCs

developing countries
emerging markets

transition countries




Dunﬂﬂﬂﬂﬂﬂﬂﬂ Growth: Definition

What are economists talking about when
we talk about (economic) growth?

Growth of real per capita GDP

Growth: over the long-run

|
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)
HHHW Growth theory at a glance

What drives sustained increases in per
capita GDP?

1950s Harrod-Domar Model
1960s Solow Model

1980s Endogenous growth models

unﬂﬂﬂﬂﬂﬂ“ Finance: Definition

What are economists talking about when
we talk about finance?

The financial system

Financial markets, intermediaries and
instruments

] Finance

Figure 1. An overview of the financial system
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DUHHHHHH Financial systems:
Bank- vs market-based

Figure 2. Size of the financial markets by country/region
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nﬂﬂﬂﬂﬂﬂﬂﬂ“ Finance: Dimensions

Increase in the size of the financial secto
(eg M1/GDP)

Increase in the quality of the services

r

provided by the financial sector (eg credit

to the private sector/GDP)

i

Growth and Finance:
Theory and Evidence




wam Plan

What is the relationship between finance
and growth?

Does finance foster growth? Does it hinder
growth?

How does finance affect growth? What are
the mechanisms?

What are the main theoretical ideas
economists have put forward to throw light
on this relation?

What does the evidence say?

DMHW“ Introduction

Relationship between financial development
and economic growth is a hotly-debated issue.

Finance plays an important role in growth and
development:

—J Schumpeter (1912,1950) and J Hicks
(1969)

J Robinson (1952): “ ... where enterprise leads
finance follows.”

Robert Lucas: Economists “badly
overstress” the role of finance in economic
growth.

Nicholas Stern’s famous survey of
development economics does not even
mention finance, not even in a section that
lists ‘omitted topics’.

But since 1990 things have changed




financial instruments, markets, and institutions
arise to ameliorate the effects of information,

DUHHHHHW Endogenous growth theory recognises that
enforcement, and transactions costs.

How well financial systems reduce these
information, enforcement, and transactions
costs influences

— savings rates,

— investment decisions,

— technological innovation,
— steady-state growth rates.

Yet changes in economic activity can influence
financial systems with dynamic implications for
economic growth.

DUH .
HHHHW How finance affects growth?
1. producing information (about possible
investments) and allocating capital,

2. monitoring firms and exerting corporate
governance,

3. trading, diversification, and management of risk,
4. mobilization and pooling of savings,

5. easing the exchange of goods and services.

Plan: overview of the theoretical literature in each of
these 5 functions

1. Producing Information and
Allocating Capital

DHHHHHHH

Large costs associated with evaluating firms, managers, and
market conditions.

— Individual savers may not have the ability to collect, process and
produce information on possible investments.

— High information costs may prevent capital to flow to its highest
value use.

Financial intermediaries undertake the costly process of
researching investment possibilities for others (Boyd Prescott
jet86, Greenwood Jovanovic jpe90)

reduced information costs improved resource and capital

allocation accelerated growth.




””UHHH « Stock markets stimulate the production
of information about firms.

— As markets become larger and more
liquid, agents have greater incentives to
spend resources in researching firms.

— Itis easier to profit from this information
by trading in big and liquid markets
(Grossman Stiglitz aer80)

Mechanism: stock market liquidity
information acquisition investors
choose more profitable projects  long-
run economic growth.

o .
HHHHHW““ Two other possible
mechanisms
Financial intermediaries identify and fund
the best new technologies (King Levine
gje93, hence, finance drives innovation
which drives growth)

Efficient financial markets extend credit
for accumulation of human capital (Galor
Zeira restud93)

2. Monitoring Firms and Exerting
Corporate Governance

|

Agency theory: Corporate governance
problem: How equity and debt holders
Influence managers to act in the best interest
of the providers of capital (Coase, 1937)

— Absence of corporate governance-enhancing
financial arrangements:
impedes savings mobilization from
disparate agents
prevents capital to flow to profitable
Investments.




Equity holders exert corporate
governance by

— directly voting on crucial issues like
mergers, liquidation, changes in business
strategy;

— indirectly by electing the board of
directors, writing managerial incentive
contracts;

— takeover threats.

... Monitoring Firms

Financial intermediaries improve corporate
governance (Bencivenga Smith jJEcDynC 1993)

— The “delegated monitor” economizes on aggregate
monitoring costs, eliminates the free rider problem
as it does the monitoring for all the investors.

— Intermediaries undertake the costly process of
monitoring activities => improve credit allocation
=> higher growth.

— Intermediaries that improve corporate governance
reduce credit rationing => higher productivity,
capital accumulation and growth.

3. Trading, diversification, and
management of Risk

Cross-sectional Risk Diversification
Inter-temporal Risk Sharing

Liquidity risks




DUH
HHHW“ 3. Risk Amelioration: Cross-sectional

Financial systems mitigate the risks associated
with individual projects, firms, industries,
regions, countries.

— Banks, mutual funds, securities markets
provide vehicles for trading, pooling and
diversifying risk.

— What is the mechanism?

DUHHHHHWH 3. Risk Amelioration: Cross-sectional

— MECHANISM? Risk diversification =>
savings rate => resource allocation =>
economic growth.

Savers do not like risk; but high-return
projects are riskier;

Financial systems that ease risk diversification
induce a portfolio shift towards higher return
projects.

o
HHHHH « Two influential models of cross-sectional risk
diversification:

Greenwood and Jovanovic (1990)

— Captures the link between risk-sharing, capital
accumulation and growth.

— Main point is: effective information processing (of
entrepreneurs / projects) induces higher growth.

— Captures the dynamic interaction between finance
and growth: Growth => more individuals can
afford to join financial intermediaries => improves
efficiency of intermediaries.

Intermediaries improve resource allocation and foster
growth.

10



» Acemoglu and Zilibotti (1997)

|

— Captures the interaction between risk
diversification, capital accumulation and
growth.

— Emphasizes endogenous risk generation
in the growth process.

— Financial systems allow agents to
hold a diversified portfolio of risky
projects => more investments in
high-return projects => higher
growth .

HUHHHHW“ Acemoglu-Zilibotti (JPE 1997)

What does it explain?
High variability of performance at the early
stages of development
Lack of diversification at early stages of
development (role for “chance”)
E.g. success of railways project in USA

success of future large projects

vs. Failure in Spain  future capital
scarcity delay of economic development

IZI|:||:|
HHHHWN 3. Risk Amelioration: Inter-temporal

Risks that cannot be diversified at a particular
point of time (e.g., macroeconomic shocks),
can be diversified across generations.

- Allen and Gale (1997): Long-lived
intermediaries can facilitate intergenerational
risk sharing:

invest with a long-run perspective;

offer returns that are relatively low in boom
times and high in slack times.

11
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3. Risk Amelioration: Liquidity Risk

Liquidity risk is due to uncertainties associated with
converting assets into a medium of exchange.

— Some high-return projects require a long-run
commitment of capital.

— Savers dislike relinquishing control of savings for a
long period.

— With liquid financial markets, savers can hold liquid
assets — equity, bonds or demand deposits.
Financial markets transform these instruments into
long-term capital investments.

Hicks (1969): Industrial revolution required a
financial revolution.

» Bencivenga and Smith (1991):

— Financial intermediaries eliminate liquidity risks =>
increase investment in high-return, illiquid assets
=> accelerate growth.

 Bencivenga, Smith and Starr (1995):
— Highlights the role of liquidity through trading costs.

— High-return, long-gestation technologies require
ownership transfer in secondary securities market.

— Financial markets lower trading costs => increase
liquidity => induce a shift to long-gestation, high
return technologies.

DUHHHHHW 4. Mobilizing Savings

Mobilization is the costly process of agglomerating
capital from disparate savers to investors. It
involves

— overcoming the transaction costs of collecting
savings from numerous individuals,

— overcoming the information asymmetries
associated with making savers feel comfortable
in relinquishing control of their savings.

12



* Savings mobilization through
intermediaries:

— Investors entrust their wealth to banks
that invest in hundreds of firms.

* Better savings mobilization => increase
capital accumulation => improve
resource allocation => boost
technological innovation and growth.

5. Facilitating Exchange

Financial arrangements that lower transaction
costs can promote specialization,
technological innovation and growth.

e Greenwood and Smith (1997):

— Models the connection between exchange,
specialization and innovation.

— More specialization requires more
transactions and each transaction is costly.

— Financial arrangements that lower transaction
costs facilitate greater specialization.

— Feedback from productivity gains to financial
market development:

— Feedback from productivity gains to financial
market development:

Fixed costs associated with establishing
markets.

Higher growth => higher per capita income =>
the fixed costs are less burdensome as a
share of per capita income.

Economic development spurs the development
of financial markets.

Financial arrangements that lower transaction
costs can promote specialization,
technological innovation and growth.

13



nﬂﬂ”ﬂﬂﬂww Summary: Theory

Financial instruments, markets, and
institutions arise to ameliorate the effects
of information, enforcement, and
transactions costs.

How well financial systems reduce
information, enforcement, and
transactions costs influences savings
rates, investment decisions,technological
innovations, steady-state growth rates.

nﬂﬂ”ﬂﬂﬂww Summary: Theory

Finance matters for growth by

1. producing information about possible
investments and allocating capital,

2. monitoring firms and exerting
corporate governance,

3. trading, diversification, and
management of risk,

4. mobilization and pooling of savings,

5. easing the exchange of goods and
services.

nﬂﬂﬂﬂﬂﬂww Review questions

Identify three measures of financial
development and explain how they can
affect growth (that is, which of the
theories we saw today they embody?)

How (mechanism!!) do you expect each

of these three variables to behave in (a)

very poor, (b) middle income and (c) rich
countries?

Put forward (and justify) three policy
suggestions to accelerate financial
development in a very very poor country.

14



DHHH
H Growth and Finance:
Theory and Evidence

”ﬂﬂﬂﬂﬂﬂw Finance and Growth: Evidence

Empirical literature on finance and
growth covers

— cross-country growth regressions,
— time-series analyses,

— panel data studies,

— industry and firm level studies,

— detailed country case-studies.

DHUHHHHW Cross-Country Growth Regressions

* Goldsmith (1969):

— Pioneering study to assess whether finance exerts a causal
influence on growth.

— Data: 35 countries; 1860 — 1963; Value of financial intermediary
assets divided by GNP.

— Findings:
(i) financial intermediary size relative to the size of the economy
rises as countries develop;

(i) documents (graphically) a positive correlation between fin dev
and eco dev.

— Problems:

(i) only 35 countries;

(i) does not systematically control for other factors influencing
growth;

(iii) close association does not identify the direction of causality;

(iv) the measure of fin dev used may not accurately proxy for the
functioning of financial system.

15



DUHHHHHH ... Cross-Country Studies

King and Levine (QJE, 1993):

« 77 countries; 1960 — 1989.
« Systematically control for other factors affecting growth.

« Examine three growth indicators (averaged over 1960-89):
real per capita GDP growth,
growth in capital stock per person,
total productivity growth (“Solow residual”).

« Construct additional measures of the level of financial development:

— DEPTH: liquid liabilities of financial system divided by GDP;

— BANK: bank credit divided by bank credit plus central bank domestic
assets.

— PRIVY: credit to private enterprises divided by GDP.

DUUHHHHH .. Cross-Country Studies

... King and Levine (QJE, 1993): Findings (Table 1):

« A strong positive relationship between each of the financial
development indicators and the three growth indicators.

« Sizes of the coefficients are economically large:

—increase DEPTH from the mean of the slowest growing quartile (0.2)
to the mean of the fastest growing quartile (0.6) of countries RAISES
per capita growth rate by 1% per year.

— Rise in DEPTH alone eliminates 20% of the growth difference
between the slowest growing and the fastest growing quartile of
countries.

« King and Levine (JME, 1993) confirms these findings using alternative
econometric methods and robustness checks.

Table 1: Growih and Financial Inlermediary Development 1960-89

Dependent Variable Depth  Bank _ Privy

Real per Capita GDP Growih 2.4 3.z=  azr

R® :

Real per Capita Capital Growth 22 2.2 25"
(0.006] (0.008) (0LO0T)

R* 066 062 064

Productivity Growth

g 26" 2,57
(0.026] (0.010) (0.006)
R* 042 043 044

Source: King and Levine (1003b), Tablo Wil

* significant at the 0.10level, ** significant at the D.05 level
(p-values in parenthesas)

Observations: 77

Variabie definitions:

DEFTH = Liquid Liabilities/GDP

BANK = Deposit bank domestic credit[depesit bank domestic cradit + central bank domestic cradit
PRIVY = Gress claims on the private sector | GDP

Productivity Growth = Real per capita GDP growth - (0.3)¢ (Real per capita Capital growih)

Gther explanatory variables included in each of the nine ragrassion resuits raported above
logarithm of initial incoma, Iogarithm of initial sacondary shool enrollmant, ratio of government consumpticn
expendilures lo GDP, inflation rate, and ratio of exports plus imparts to GOP.

16



IZI|:||:|
HHHHW . King and Levine (QJE, 1993): Predictability:

— To examine whether finance simply follows growth, studies whether
the value of financial development in 1960 predicts the three growth
indicators over the next 30 years.

— Findings (Table 2):

Financial depth in 1960 is a good predictor of subsequent rates of

economic growth, capital

accumulation and productivity growth.

Coefficients are economically large: Bolivia: increases DEPTH

(1960) from 10% of GDP

to 23% (mean for developing countries)

would have per capita GDP 13% larger in 1990.

Table 2: Growth and Inilial Financial Depth,

1960-89

Dependent Variable

Depth in 1960

Real per Capita GDP Growth, 1960-89
R?

Real per Capita Capital Growth, 1960-29
R?

Productivity Growth, 1960-89

R?

2.8
(0.007)
0.61
1.9*
(0.0071)
0.62
22"
(0.001)
0.58

Sources: King and Levine (1993h), Table VI and Levine (1997), Table 3
* significant at tha 0.10lavel, ** significant at the 0.05 lavel

(p-values in parentheses). Observations: 57
Vanable definitions:
DEPTH = Liquid Liabilities/GDP

Productivity Growth = Real per capita GOP growth - (0.3)*(Real per capita Capital growth)
Ceher explanatory varabies included in each of the regression results reporied above:

legarithm of inifial income, logarithm of initial sacondary school enrallment, ratio of government consumption exp—
to GDP, inflation rate, and rafio of exports plus imports to GDP.

Bl
HHHHHW ... King and Levine (QJE, 1993): Problems:

King and Levine (QJE, 1993): Limitations:

— While shows that finance predicts growth, still do
not formally deal with the issue of causality.

— While improves upon the measure of fin. dev.,
still focus on only one segment of the financial

system, banks.

17



o
HHHHH Cross-Country Studies: Stock Markets

Levine and Zervos (1998):

« 42 countries; 1976 — 1993.
« Construct numerous measures of stock market development.

Example: Turnover ratio: total value of shares traded divided by the value
of shares listed on stock exchanges.
— Reflects trading frictions and information that induces transactions

« Findings (Table 3):

— Initial levels of stock market liquidity and banking development are
positively and significantly correlated with future rates of economic
growth, capital accumulation and productivity growth.

— No tension between bank-based and market-based systems; rather

enter the growth regression significantly).

U0 Table 3: Stock Market and Bank Development Predict Growth, 1976-1993
Dependent Variable (1976-93) Independent Variables {1976)
Bank Credit Turnover R?

Real per Capita GDP Growth 1217 269 0.50
(0.022) (0.005)

Real per Capita Capital Growth 148" 2227 0.51
(0.025) (0.024)

Productivity Growth 1117 201 0.40
(0.020) (0,029

Source: Levine and Zervos (10998). Tabie 3.

* significant at the 0.10 lavel, ** significant at the 0.05 level. (p-values in parenthesas)

Obsaervations: 42 for the real per capita GDP growth regression and 41 for the others,

Varable definitions:

Bank Credit = Bank credit to the privale sector / GDP in 1976 or the closest dale with data.

Turnover = Value of the trades of domestic shares on domestic exchanges as a share of market

capitalization of domestic shares in 1976 or the closest date with data.

Productivity Growth = Real per capita GDP growth - (0.3)* (Real per capita Capital growth)

Crther explanatory variablos included in each of regression results reported above:

logarithm of inifial income, logarithm of initial sacondary school enroliment, ratio of government

— consumption expenditures to GOP, inflation rate, black market exchange rate pramium, and frequency
of revolutions and coups.
... Cross-Country: Stock Markets ... Levine and Zervos (1998):

« Coefficients are large and economically significant:

— One-standard-deviation increase in initial stock market liquidity raises
per capita GDP 15% higher.
— One-standard-deviation increase in Bank Credit
Increases per capita GDP 14% higher.
- quﬁther, per capita GDP almost 30% higher; productivity almost 25%
igher.

« Link between stock markets, banks and growth runs robustly
through productivity growth rather than physical capital
accumulation.

« Stock market size (market capitalization / GDP) is not robustly
correlated with growth, capital accumulation and productivity
improvements.

— Simply listing on the stock exchange does not necessarily foster
resource allocation.

18



Financial Development, Financial
Fragility and Growth (Loyaza and
Ranciere, Journal of Money Credit and
Banking 2006)

The Debate:

*Financial liberalization (credit to GDP) leads
growth

Financial liberalization (credit to GDP; lending
boom) is top predictor of financial crisis (growth
slowdown)

Figure 2. Economic Growth and Financial Intermediaton in the Long Run
Averages for 1960-2000

Real per capita growt

Logarithm of Private cred/GDP

Figure 1. Economic Growth and Financial Intermediation around Banking Crisis
Cross-country means for the years surrounding the start of a systemic banking crisis

B Real Per Capita Growth B Private Credit/GDP
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DUHHHHHW Objectives

Provide an empirical framework to help reconcile

the apparent contradiction between two strands of the
literature on the effects of financial intermediation on
economic activity.

1. Short and Long Run growth effects of financial
intermediation on Growth

2. Link with other aspects of financial intermediation:
Volatility and Banking Crises

|

A Direct evaluation on short and long run growth ef fects
of financial development using an annual data panel

Application of the pooled estimation methodology of long
run relationship in heterogeneous panel proposed by
Pesaran-Shin and Smith

Error correction model allowing for short run dynamics to
differ from long run equilibrium and to be represented by
an Autoregressive Distributed Lag Model (ARDL):

n 3
Dy, =- (- b)(Ye - a-bX )+ GDX. + aDy. +h,
.

i=o =

Long run equilibrium Short Run Adjustment

Methodology:

eAnnual Panel Data 1960-2000

eFinancial indicators: liquid liabilities / GDP ;
private credit/ GPP

«Control set of variables : Initial Income;
government size, trade openness, Inflation
rate

«Control for time effects

20



mTable 1. The Long- and Short-Run Effect of Finanal Intermediation on Economic Growth -
[ Estimators: Pooled mean group, mean group, and ayndixed efffects, all controlling for country atiche effects

ARDL(3,3,1,1,1,1);

Dependent Variable: Growth; éduntries; Annual data:1960-2000

Pooled Mean Group Hausman Tests Dynamic Fixed Effect
Variables Coef. StEr. Coef. StEr. h-te: pvdl Coef. BLE
Long-Run Coefficients
Financial intermediation 0.708) 0179  0.94 004 404 0121 | 0473
Initial GDP per capita -8.609)| 0.571 -13.803 138 50.74 -3.489 0.488
Government size -5.709 0.46: -9.217 0.4 0.49 -2.0220.462
Trade openness 1054  0.28) 5176 486 0p3 1504 0034
Inflation -5.969 0.684 4.335 0.08| 7 -4.919 0.767
Joint Hausman Test| 85 0.13
Error Correction Coefficients
Phi 0973 | 0063| 236 0.156 -0.94 0.034
‘Short-Run Coefficients
Growth (-1) 0178 | 0.0s6| 1.003  0.12 0.04 0.027
Growth (-2) 002 | 0035 0447 0.07 ©0.017  0.020
Financial intemediation -4.517 1.13¢ -2.814 2.008 258. 2137
Financial intermediation (-1) -0.59: 1.02¢ -0.047 26l 4.930 2.328
Financial intermediation (-2) 0.85§ 131 0485 1617 5570 | 2.262
Initial GDP per capita -4.954 2.947 -9.014 5.052 -5.1#2 1.919
Government size -0.08 1.751 3.7q 2.2 -2.8p4 0.738
Trade openness 3.344 2.22 -4.294 3.696 2.127 0.752
Inflation 2.258 | 1842 | -0.782] 5.04¢ 0678 0871
Intercept -L24 | 2273] 10120 13104 20010 0.007
'Sum of Coefficients on Financial
Intermediation
Financial intemediation coef -5.96c | 2.31¢ | -2.41¢ | 4
-No. Countries 75 75 75 —
No. Observations 2501 2501 2501
Avg. Rbar squared 0.454] 0.67 0.484

)

Did countries that experienced banking crises
show a more negative SR effect of financial
development on growth?

Figure 3. Frequency distributions of short-run coeficients for various groupings

(a) No crisis vs. Some crisis
Sample: 66 Countries 1961-2000

0.04

-40 -20 o 20 40
Short-run coefficients

——Some crisis No crisis|

Now relating these results to the growth lit

TABLE 5
Tur Growri Errect or FINAnCiAL DEPTH, FiNanciaL VoLaTiumy, anp Finanera Crises

i = = 141
Financial Depth 0.9738%* 09004+ L0865%F  1.0014="
(private domestic credit/GDP, in logs) (0.0896)  (0.0943) (00894)  (0.0569)
Financial Volatlity —5.74: —37681
€Std. Dev. of growth rate of private (0.9958) (0.9638)

¢ crediGDP)
Systemic Banking Crises —2.6980%% 260207
ncy of years under crisis: 0—1) (01966) 2184)

%
Cantrol Variabk
Initial GDP Per Capita

G tags)
Education

(secondary enrollment, in logs)
Trade Openness

(structare-adjusted trade

VolumeGDD, in logsy

Government Stz

(goverment consumption/GDP, in Togs) (©1445)
Lack of Price Stability

‘Gnlation rate, 1n og [100+ iaf. rate])

—0.2056*% — 034527
©072 (0.0928)

(0.1323)
0.1973=
0.1206

—1.9708%*
(D1785)  (0.1898)

benchmark for Cols. 4;

o.1010+
10434

nteroept 16.43007+
v 11319 K

No. Conntries/No. Observations 52545 82545
SPECIFICATION TESTS (p-valucs)
Cay Sargan Tes 0.202 0263
(b) Sertal Corrolation

st Order 0.000 0000
Second Oider 0,523 0433

Depersent Vazable- Groutiy rate of GIP per capits (stanelard crroes aee preseaiec bl ihe correspeandia st
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DHHHHHHH

Result 1: An homogenous positive long term relationship between
financial development and growth

Result 2: An heterogeneous on average negative short run
adjustment.

Result 3: A mapping between countries with a negative short run
dynamics between financial development and growth, and
countries with an experience of systemic banking crisis

Main results

PUCH LINE: Negative short run effects of financial development
coexists with a positive long run relationship for a large set of
countries including most of the countries with an experience of
financial crisis.

DUHHHHHH Industry Level Analyses

Rajan and Zingales (AER 1998):
36 industries, 42 countries; 1980-90.

— Industries that are “naturally heavy users” of external
finance should benefit more from greater fin dev than
industries that are not.

— Use data from the U.S. (assuming U.S. fin markets are
relatively frictionless) to identify which industries are
“naturally heavy users” of external finance.

— Test: Do these industries grow faster in economies with
better developed financial systems?

industries grow faster in economies with better
developed financial systems?

ANSWER: Increase in fin dev disproportionately
boosts the growth of industries that are “naturally
heavy users” of external finance.

DUHHHHHH Rajan and Zingales (AER 1998) Test: Do these

Externaly x
Share i« of industry k Externalx x Total Accounting
in country iin 1980 Capitalization; Standards; R? Observations

Dependent Variable: Growth of value added of industry k in country i, 1980-90

—0.912 0.069 029 1217
(0.246) (0.023)

—0.643 0.155 035 1067
(0.204) (0.034)

Source: Rajan and Zingales (1998), Iable 4.

Notes
The table above reports the results from the regression:

Growth,, = 3 a,Country, + X B, ndustry; + fShare, + 5,(External, * FD) + £,

Two regressions are reported corresponding to two values of FD,, Total Capitalization and Account Standards
respectively

(Heteroskedasticity robust standard errors are reported in parentheses.)

External, is the fraction of capital expenditures not financed with internal funds for U.S. firms in industry k
between 1980-90.

Total Capitalization is stock market capitalization plus domestic credit

Accounting Standards is an index of the guality of corporate financial reports.
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Country Case Studies
Classic study is McKinnon (1973):

Studies the rela}tionshir) between financial system
and economic development in Argentina, Brazil,
Chile, Germany, Korea, Indonesia, and Taiwan.

« Document critical interactions among fin
intermediaries, fin markets, govt policies, and the
financing of industrialization.

* The mass of evidence emerging from these country
studies suggest that better functioning fin systems
support faster economic growth.

Country Case Studies

Guislo, Sapienza and Zingales (2002): Regions of
Italy:

« Using dataset on households and financial
services, examine the effects of differences in
local fin dev on economic activity across the
regions of Italy.

 Finds that local fin dev

— enhances the probability that an individual starts a
business;

— increases industrial competition;

— promotes the growth of firms.

.. Country Case Studies

Haber (1991, 1997): Brazil vs. Mexico (1830 — 1930):

« Brazil: Overthrew monarchy in 1889, formed the First Republic,
liberalized restrictions on financial markets.

— Liberalization gave more firms easier access to external finance
=> Industrial concentration fell and production boomed.

« Mexico: Financial liberalization was much more mild under the
Diaz dictatorship (1877-1911)

— Relied on the “political support of a small in-group of powerful
financial capitalists”.

The decline in concentration and increase in economic growth
were much weaker than Brazil.

23



DHHH
HHW““ Issues with existing evidence

SR-LR may be contaminated by country
heterogeneity

Industry level analysis use short time
series

Country case studies tend to focus on
various industries at one point in time

Historical studies tend to be descriptive

o]
HHHW““ Campos and Karanasos (2008)

Try to address these issues

Historical study that is analytical, not
descriptive

SR-LR difference for one country
(immune to country heterogeneity)

Using long time series

ARGENTINA 1890-2000

HHHHHH“HMH“ Why Argentina?

TR RGP T TR TEFE TR TR FE T TS

[~ Ort — s |

ote: Afithors' calculations using GDP per capita data from Maddison (2007), Westem Europe is Austria, Belgium, Denmark, Finland, France, Germany, laly, Net
Norway, Sweden, Switzerland and United Kingdom. The other group, Western Offshoots, includes Australia, Canada, New Zealand and United States.
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Data: Argentina Growth

|

Growth is real per capita GDP growth

Source is DataBanks 1896-2000

Note we have other growth, from other sources, but not yet ready to report

Data: Financial Development

]

Financial development

Std is M3/GDP and Credit to Private/GDP

M3/GDP

M1/GDP

Total deposits in saving banks/GDP
Private deposits in commercial banks/GDP

IS -

Direct Effect of FD/SPI on Growth

y; = ¢+ khy +-|- £¢, and
g g g

hf =w+ ahf_l €i—1 |a- _.Shtﬁ—l

DHHHHHHW“M
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T

In-mean (PJARCH (Medel 1 0=, =0). & A a

il

R

Y )\ a B §

Private Deposits/GDP 0.76 0.98 0.70 057 0.80
(2.66) (9.21) (4.99) (494)

Savings Bank Deposits /| 0.74 0.58 0.76 0.56 0.80

GDP (L30) (3.43) (4.36) (497 -
M3 Real/GDP 0.82 0.05 0.51 0.62 0.60
(4.32) (0.39) (5.95) (6.12) :
M3/GDP 1.26 0.33 048 0.64 0.70
(2.59) (L78) (4.45) (5.46) -
MUGDP 0.69 0.58 0.75 0.56 0.80

(2.30) (5.14) (5.29) (5.85)

Indirect Effect of FD/SPI on
Growth

|

Us = C+ khy + &, with

] g i §
hf = w+ah§_1 €t-1 ‘o —.Shf_l + Vo6

CK find no INDIRECT effect of FD on growth

DHHHHHHW“M

Long vs. Short Run




DHHHHHHW Dynamic (SR/LR effects):
Pesaran-Shin ARDL (P)ARCH

[

a 5 o 3 5
Panel A. Iuformal Political Tustability ("

Hnk government —0.0036 —0.0017 0.84 051 0.80
Demos (1.51) (2.37) (£11)  (4.58) -
Assassinations —0.0010 —0.0007 1.18 0.34 0.90

(2.38) {1.54) (4.45)  (2.88) -
Guerilla Warfare —0.0011  —0.0017 .14 0.34 090
(7.00) (3.83) (5.76)  (5.24) =
Strikes —0.0014 —0.0015 L.16 31 0.80
{4.01) (3.26) (5.81) (4.08) —
41

= = )
Panel B. Financial [pevelopment (4 7)
Private

2 o 0.94 —0.44 0.80  0.90
Deposits/GDP (ai.72) (4.64) (6.69) =
Savings Bank

o X ).59 —0.70 0.7 1.80
Deposits/GDP &52 o) 85 D&
M3/GDP —0.16 0.16 —0.83 0.81 0.80
(:?,00} {1.60] (4.11) (6.59) T
M1/GDP —0.21 0.43 —0.85 0.74  0.54 0.80
(1.01p (4.20) (Li1)  (6.8d)  (6.62)
Table 9 reports parameter estimates for the following model:

Ay = p+ B2z |+ oy —e— ) 1) 4+ . with

. @ (l is the order of the lag) and

1d long-run effects respectively. (o

indieates the speed of adjustment to the long-run relationship.

I'he numbers in parentheses are absolute © statistics.

””UHHHHW Main findings: Summary

(a) Direct effects: financial development and
“informal” political instability

(b) Indirect: “formal” political instability

(c) SRI/LR: the effect of political instability (negative)
is similar in long- and short-run,

(d) SRI/LR: that of financial development is negative
in the short- and positive in the long-run

(e) Robust to incorporation of estimated (Bai-Perron)
structural breaks




HHHHHH““N RECAP (of Meeting 1)

We provide an introduction to the growth and
finance literature

We discussed the various mechanisms
through which finance affects growth

We established the importance of
econometric evidence in clarifying this
relationship

We reviewed the empirical/econometric
evidence economists have put forward to
throw light on this relationship

Still a lot to do, but finance seems to
lead/predict growth

””HHHHW““ Discussion Questions

What is financial development and what is its role in
the finance-and-growth theoretical debate?
Explain two mechanisms through which finance
affects economic growth.

What are the main lessons from the cross-country
evidence on the finance-and-growth relationship?

If you are designing financial sector policies for
developing/transition country, what are three main
policy actions you would propose based on the
existing theories and evidence?
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