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Abstract 

In this pape r we critica ll y re-examined the difte rent theories and empirica l ev ide nces on the 

relationship between financial deve lopment, economic growth and povert y reduction with a 

view to ident ify ing some outstanding issues. 

The findings from thi s review imply that fi nanc ial sector deve lopment is import ant for growth 

and poverty reduction, and that without it development may be held back, even if other 

conditions are met, suggesting that greater emphasis should be placed on pro moting fi nancia l 

sector deve lopment, improving substantia lly the efficiency o f the financ ial sector, and 

improv ing access to fin ancial serv ices for the poor. 

Keywords 
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I. IntJ'oduction 

Economists hold different views abou t the impact of tlnancial sector including banks and 

markets on long- run economic growth. To date I{)llr views exist in the literature regarding the 

relationship between financial development and economic growth. The first view argues lhat 

financial development is important and leads 10 economic growth (McK innon. 1973. Shaw 

1973). and endogenous growth mode ls of Greenwood and Jovanovich ( 1990). King and 

Levine ( 1993a. 1993b) and Pagano (1993). among others). The second view. however. 

maintains that it is economic growth that drives the development of the financial sector 

(Rob inson. 1952). The third view focuses on the detrimental effects oftinaneia l dcvelopmcnt 

on growth (structura lists led by Van Wijnbergen. 1983 and Buftle. 1984) wh ile the lo urth 

view threats finance as a relat ively unimportant file tor for growth (Lucas. I9RS). 

A number of papers stud ied the issue in a cross-country framework and a lot of stud ies were 

made using purely time-series investigations while some others used pane l data approach and 

they usually end up suppOlting one or the other views making the debate still active in the 

academ ic circle. 

The other hotly debated issue in the literature as we ll as in empi rical testing concerning the 

finance-growth nexus is the relative merits of bank- dominated financial systems 

[German-Japanese model] and cap.ita l market-dominated finan cial systems [Anglo-Saxon 

model] in promoting growth (see Allen and Ga le. 2000). 

While most oftlte studies have largely focused on studying the relationship between financial 

development and economic growth, recent stud ies have extended thi s line of argument and 

directly attempted to examine the follow up link between financial development, poverty 



reduction and hence inequality. (See Jalilian and Kirkpatrick. 200 I: Green et a l. . 2003 and 

Jeanncne y and Kpodar. 2005. among others) 

The shirt has occurred as a result of rece nt deve lopments in international deve lopment theory 

and practice such as the consensus on the M'illennium Deve lopment Goa ls (MDGs)' and the 

establishment of poverty reduction strategy programs (PRSPs) which have re-established 

poverty reduction as a central goal of deve lopment efto rts (Guha-Khasnobis and ' Ma vrotas. 

2008). For instance Claessens and Fe ijcn (2006) have showed that tinaneial secto r 

deve lopment can contribute to poverty reduction as we ll as help to achie ve the other 

millennium de vdo pmcnt goals. 

However. there are competing argumellls as to whether tlnancial deve lopment bene fit s the 

whole population. whether it primarily benefits the ric h. or whether it dispro portionate ly he lps 

the poor. Acco rding to C larke. Xu and Fa ll (2002). the two theo ries are class ified as the linea r 

hypothes is and the inverted U-shaped hypothes is respective ly. The for mer hypot hes is wh ich is 

deve loped by Banerjee and Newman (1 993) and Ga lor and Zeira ( 1993) suggest that there is a 

negative relationship between financ ial development and inco me i ne~ ua l i t y. On the other 

hand, the later hypothesis. which is developed by Greenwood and Jovanovic ( 1990). predicts a 

nonlinear relationship between financial deve lopment and in co me inequali ty during the 

process of economic development. 

I The Millennium Development Goals are 8 goals. 2 1 targets and 60 indicators to be achieved by 2015 that 
respond to the world's main development challenges. The MDGs are drawn from the ac tions and targets 
contained in the Millennium Declaration that was adopted by 189 nations and signed by 147 heads of state and 
govern ments during the UN Millennium Summit in September 2000. (httpJlwww.undp.org/mdg) 

. - ' 
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While precise measures o f these effects are important to the academic literature, they are a lso 

essentia l for the policy arena. For instance, following the policy reco mmendat ion of the 

McKinno n-Shaw schoo l, libera lization was a prior agenda and it was prescribed fo r most 

deve loping countries as a reform packages ca lled Structura l Adjustment Programmes (SAPs) 

by the World Bank (WB) and the International Monetary Fund (IMF). However, many of th e 

developing countries, with the 'exception o f few in Asia (such as South Korea and Ta iwan), 

that undertake the reform process were unable to enjoy the promised benefits (Geda, 2005) . 

Hence, detail understanding of both theory and ev idences made so far on the finance-growth­

poverty reduction nexus is required in order to draw policy implications towards achieving a 

sound deve lopment policy. 

This paper therefore a ims to critica lly rev iew the theo retica l and empir ica l literature on the 

re lationship between financial sector development, eco nomic growth and poverty reduction. It 

is hoped that the study w ill make a moderate contri bution by servi ng as a use ful reference for 

po licy makers, researchers and others interested in the subject. 

The rest of the paper is organized as follows, Section 2 deals with the theoretical literature on 

finance, growth and poverty link; Section 3 presents empirical evidence on the link between 

financia l sector deve lop ment, growth and poverty reduction ; Section 4 d iscusses summ ary 

finding s of the literature and ev idence together with its impli cation for a deve lop ing country 

such as Eth iop ia and the last section concludes by providing a recap o f the evidence and its 

implications for future research. 
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2. Review of the Theoretical Literature 

Under thi s chapter the different literatures in the area of financial sector development (hence 

forth FSJ)). growth and -poverty reduction are discussed. The first sub section discusses the 

concept and measurement of financial development. The second sub section is devoted I<lr the 

discussion of the theories relating FSJ) with economic growth including causality issues and 

the third sub section deals with bank based or market based theor ies. Finally. lhe lourth sub 

section presents the theories relating FSJ) and poverty reduction. 

2.1. Financial Sector Development: Concept & Measurement 

2.1.1. The concept of financial development 

The Deparllilent lo r International Development (2004) delines linancial seclOr as "Ihe 

lrholesale. relail,forlllal and illformal illSlillllions il/ an eCO I/OIII) ' o/(eringfin{/nciol services 10 

consumers. businesses and vlher f inancial inHillllions ... il includes e ve/~vlhil1g .li·olJl banks. 

slock exclwnges. alld insurers, 10 cred,-! unions, micndinllllce ins/ill/lions and money lender.': ', 

According to Khan and Senhadji (2000). the lundamental fT ictions that give rise to financial 

il)termediaries are either of a technological or an incentive nature. Us ing their word "the 

former prevenls individuals from having access 10 economies of scale. while the later occurs 

because informal ion is costly and asymmetrically distribuled across agenls in world where 

conlracts are incolllplele because not all conlingencies can be spelled out". Thus accord ing to 

them and as exp lained by Levine (1997). financial intermediaries are believed to relax these 

frictions by: Facilitating the trading, hedging, diversifying, and poo ling of risk; Effi cientl y 

allocating risks; Monitoring manage rs and exerting corporate control; Mobiliz ing savings: and 

Facilitating the exchange of goods and services. 
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DFID (2004) identifies many d ifferent ways in which the financ ial sec tor can be sa id to 

'deve lop', For example: 

. ., The effi c iency and competit iveness of the' sector may improve: 

.,j;! The range of financia l services that are available may increase: 

. .., The diversity of institutions which operate in the financial sector may increase: 

., The amount of money that is intermediated through the financia l secto r may increase: 

',I! The extent to which capital is allocated by private sector financial institut io ns, to 

private sector enterprises. responding to market signals (rather than government 

directed lend ing by state owned banKS), may increase: 

. .. ! The regulation and stability of the Ii nancial sector may improve; and 

., More of the population may ga in access to linancial services which IS particu larly 

important from a poverty reduction perspective. 

2.1.2. Measurement of financial development 

The selection of key variab les to represent the level of financial serv ices produced in an 

economy and how to measure the extent and effic iency of fin ancia l' intermed iation are the 

major problems in an empirical study. Acco rding to Ang and Mckibbin (2005). construction of 

financia l development indicators is an extreme ly difficu lt task due to the di ve rsity of 

financial services provided by the financial system and due to the ex istence ofad iverse array 

of agents and institutions invo lved in financial intermediation activities, For them the extent 

of financia l deepening is best measured by the intermed iaries' ab ility to reduce 

information and transaction costs. mobili ze sav ings. manage risks and fac il itate 

transact,ions. 
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Ndikumana (2001) roughly classifies the indicators of financial development used in empirical 

stud ies in to three broad categories as: monetary aggregates. stock market indicators, and 

structural and inst itutional indicators. Initially the indicators were based on monetary 

aggregates. such as M I or M2 mainly because these aggregates are wide ly avai lable. 

However, as noted by Khan and Senhadj i (2000), "they are poor proxy jar jinancial 

development since they are more related to the ability of the financial ;ystem to provide 

transaction services than the ability to channelfimdsfi"olll savers to borrowers ". 

Thus researchers shifted to broader definitions (M3), which is referred to as liquid liabi lities of 

the banking system. However, this measure also is not w ith out crit ic ism. First it consist 

currency wh ich is cr itic ized earlier for measuring the degree of monetization than financial 

intermediation; seco nd Demetriades and Hussein (1996) have raised doubts about the validity 

of the lise of such a variable (M3 expressed as a percentage ofGDP) to test the hypothesis that 

financial development leads economic growth becallse GDP is a co mponent of both fo clls 

variables. In addition the availability of foreign funds in the financia l system also renders this 

an inadequate measure of financial development as pointed out by Ang and Mck ibbin (2005). 

An alternat ive and common ly used measure of financial development is bank credit to 

private sector wh ich is often argued to be a more superior measure of financial 

development. Since the private secto r is ab le to utilize funds in a more efficient and productive 

manner as compared to the public sector. the exc lusion of credit to public sec tor better reflects 

the extent of efficient resource allocation. 
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market returns; and (d) Market concentration- measured by market co ncentration ratio- the 

share of market capitalization accounted by the ten largest stocks. 

Structural and institutional indicators provide information that enab les to directly or indirect ly 

assess the efticiency and sophist ication ofthe financial systems. These indicators inc lude : 

Indicators of financial structure (bank-based or market-based financial systems). indicato rs of 

banking regulat ion, banking ownership st ructu re, and banking concentration, w hich provide 

informat ion on the degree of concentration in the' banking sector (DemirgU~-Kunt and Levine, 

1999). 

In addition to discussing measurement of financial development others have analyzed the 

fundamental determinants of cross-country differences in financial development. For instance 

the findings of Huang (2005) suggest that the level of financial development in a country is 

determined by its institutional quality, macroeconomic policies. geograph ic characteristics. the 

level of inco me and cu Itural characteristics where as Stig litz (1994) and DemirgU~-Kunt and 

Levine (2008) emphasize the role of state in shaping the operation of financial systems 

especia lly in developing countries. 

2.2. Theories on Financial Sector Development & Growth 

2.2.1. Base line theoretical arguments 

Us ing the terminologies adopted by Kemal et al (2004), the literat ure on the finance-growth 

nexus may be grouped into four schoo ls of thoughts. 
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2.2.1.1. Finance promotes growtll- rile McKinnon-Sllaw and endogenolls growth models: 

According to the McKinnon-Shaw school of thought financial intermediaries that is banks act 

as an engine of economic growth as noted in McKinnon (1973) and Shaw (1973). The 

McKinnon-Shaw fi nancial repress ion model imp ly that economic growth can be increased by 

abo lishing institutional interest rate ceilings, by abandon ing se lective cred it programs by 

eliminating the reserve requirement tax, and by ensuring that the financial system operates 

compet itively under conditions of free entry. 

The endogenous growth models, include among others, Bencivenga and Smith (1991 ), 

Greenwood and Jovanovich (1990). King and Lev ine (1993a. 1993b) and Pagano ( 1993), 

argue that financial systems can encourage portfolio investment allocation in favor of 

productive investment, so increas ing both the qua lity and quantity of productive investment 

and hence increase the rate of economic growth (Fry, 1995). 

i) The McKinnon-Shaw model and Transmission Channels 

Accord ing to Fry (1995), the main intellectua l bas is for fi nancial sector analysis and po licy 

adv ice over the past years lies in the work of Ronald McKinnon (1973) and Edward Shaw 

(1973), who developed mode ls of economic development in which financia l I iberalization and 

development accelerate the rate of economic growth where they highlight the deleterious 

effects of financial repression2 such as interest rate ceilings, high reserve requirements, 

di rected credit policies, and discriminatory taxation of financial intermediaries on economic 

growth. 

1 For a detailed disclission on financial repression refer to the works of Fry ( 1995) 
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As illustrated in Fry ( 1978). both of them assume that there is a financial constraim. taken to 

consist simply of an administratively determined institutiona l nominal interest rate. which 

ho lds the real rate below its equilibrium leve l thereby limiti ng actua l investment. 

The ir model heav ily relays on the assu mpt ion that non-price rationing of investable funds 

must occur. Accord ing to Fry ( 1978) this typically takes place on the basis of quality of 

co llatera l. political pressures. name. loan size. and covert benefits to the responsible loan 

officers. whieh can be counted on to discriminate inefficient ly between investment 

opportunities. Interest rate cei lings di scourage financial institutions li'om taking risks where 

risk premia cannot be charged when ce ilings are .binding and effective. which by itse lf rat ions 

out a large proportion of potentiall y high-yie ld ing investments. In a linancially repressed 

economy. as argued in Fry ( 1995) there is a tendency for investments that are fina nced to yield 

returns barelyabove the cei ling interest rate. 

Thus. relaxing the financial constraint increases sav ing. investment and it also rat ions out all 

those low-yielding investments (because they are no longer prolitable at the higher rate or 

interest) . Hence, the real rate of interest as the return to savers is the key to a higher level of 

investment, and as a rationing device to greater efficiency. 

As exp lained in Koetter and Wedow (2006) along the lines of th is school there are two 

channels through which financial development can influence growth. The lirst is Hicksian in 

nature and emphasizes the enhanced accumulation of capital through higher savings (Hicks, 

1969). The second represents a Schumpeterian point of view and centers on the improved 

abi lity of the financia l sector to increase technologica l progress through an efficient se lection. 

fund ing and monitoring of projects (Schumpeter, 1934). 

10 



McKinnon (1973) considers an outside monei !nodel which rests on two assumptions: i) all 

economic units are confined to se lf finance: and ii) indivisi bil itics in in wstmcnt are of 

considerable importance (investment expenditures are lumpier than consumption 

expend itures). Hence, phys ica l cap ital has a lumpy nature where III"In5 must accumulate 

sufficient sav ings in the form of monetary assets to tl nance the investment projects. In this 

sense, money and capital are viewed as complementary assets where money se rves as the 

channel tor capita l tormation CcompJementarity hypotheses'). 

The ' debt-intermediation ' view proposed by Shaw (1973) is based on an inside money model'. 

Shaw ( 1973) argues that high interest rates are essentia l in attracting more sav in g. With more 

supply o f cred it, financial intermediar ies promote in vestment and raise output growth through 

borrowing and lending. Lazaros Molho (1986a) cited in Fry (1995) argues that the models of 

McKinnon· and Shaw need not be viewed as incompatible with one another. even though 

Mckinnon's fo rmal analysis uses outside money. 

In general the McK innon-Shaw model shows that fi nanc ial repress ion reduces both the quality 

and quantity of investment in the economy as a whole and fOlwarded the so called 

' liberalizat ion thesis' which has exerted a considerable influence on mac roeconomic policy in 

developing countries, particularly through the recommendations of the IMF and the wo rld 

Bank. 

J According to Fry ( 1995) outs ide money is backed by loans to the government. A change in outside money does 
change private wealth and it is not avai lable to finance private sector investment. If money is entirely outside 
money. banks hold government bonds and make no loans t9 the private sector. 
" The term inside money refers to money created as loans to the private sector, Any change in either the nominal 
01' real amount of inside 1l,10ney leaves private seclQr wealth unchanged where the asset change is matched exactly 
by a corresponding liabi lity change in the consolidated balance sheet. (FI)" 1995) 

I I 
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Howc\'cr. this model has been I:rit ieized fbr the fo llowing reasons: First. the McKinnon and 

Shaw modd lacked anal}1 ieal foundation . As argued by Pagano ( f '1'13). thi5 Ik~S led lor tm: 

introduction o f endogenous groMh modds which have offered important insights into the 

elteet of Ilnandal devefopmelll on grm\1h and vice versa, SecOlld. the McKinnon and Shaw 

model argues for non-intervention by government in financial markets, but recent theories 

idemitya l'3Se for government intervention' , 

Third, tne liberal izat ion thesis Ibrwarded by these mode Is is also erit il: izcd on the ground that 

linancial repression may be just ilied as a second best strategy, if institutional constraints 

prevent 1I1e government from collect jrlg enough normal tax revenue to fi"an~ the leve! of 

government e:qJenditure it regards as optimaL Government deficit s can be fi nanced at a lower 

inflation rote and a lower requ ired reserve rat io when ll1e private se.::tor is hindered lrul1l 

cumpeting 101' available fu nds (Giovann ini and de Melo, 1993). 

The tonh dlaJlenge co tIl~·~ Ifo m the argument, of structural ists [lor a detailed d iscussion refer 

to sectiot\ 2.2. 1.2] who contend that llnanci.al liberolization sitJ\p l~' meaJ1S that illlennediated 

finance is substitu ted fo r in forma l fi nance. As the in fo rmal secto r is no t subject to the cost 

generated by required reserves and has an advantage in te rm s of risk mo nito ring fo r loca l 

markets. it may be more effi cient in the fin anc ing of sho rt term projects than the fo rma l sector 

(Van W ijnbergen, 1983) . 

5 Stiglitz (l994) criticized the liberalization thesis of the McKinnon and Shaw school and justified for 
government intervention . His argument focuses on th e prevalen ce of market failures in financia l markets and 
suggested that ",here exist forms ~r government il1/ervelllion Ihaf 1t'il/ nof oll/Y make fillancial markets /1I11elioll 
belfer bill also impro\'e the peljol"mance of Ihe economy. ,. Thus. argued for finan cial repression because the 
repression helps to increase firm equity, improve the average quality of the pool of loan app licants, reward good 
performance. and encourage lending to sectors with high technological spillovers. Building on th e works of 
Stigli tz ( 1994), Levine ( 1996) asserts that intervention and/or regulation may be growth enhancing in th e 
presence of pervasive market fa ilures. He also proposed a check list to elucidate under what conditions 
interventi on may be useful. 

12 
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ii) Endogenous Growth Models and Transmission Channels 

To overcome the limitations of the McKinnon and Shaw mode ls. recently theoretical works 

which incorporate the role of financial factors in mode ls of endogenous growth in an attempt 

to analyze for ma lly the interact ions between financial markets and lo ng-run econo mic growth 

has emerged. (See Greenwood and Jovanovich, 1990; Bencivenga and Smith, 1991; King and 

Levine. 1993a. 1993 b; Greenwood and Smith, 1993) 

In contrast to the McKinnon-Shaw models. the endogenous growth models provide a rat iona le 

for financial intermediation and explain how financial intermediaries emerge. For instance, 

Pagano ( 1993) used the s implest endogenous growth 'model - the 'AK' model. where 

aggregate output is a linear function of the aggregate cap ita l stock to capture the potential 

effects of financ ial development on growth. The production fi.mction is g iven by 

Y, = AK,. ( I) 

Y, denotes aggregate output at time t. which is generated with one production factor only, 

name ly capita l K,. A is a pos itive constant that reflects the current leve l of techno logy. Here, 

the margina l product of capita l equa ls tota l factor productivity A. Output can on ly be 

co nsumed or saved so that Y = C+S . He assumed that the population is stationary a nd cap ita l 

stock deprec iates at a co nstant rate 8. In vestment eq uals the difference in cap ita l stocks in two 

subsequent periods, K, and K,. ,: 

I, = K,+1 - ( I - 8) K,. (2) 

13 
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Next, He assumed that the financial goods market is in equ ilibrium so that aggregate sav in gs S 

eq ual aggregate investment [ which reflects the assumption ofa small closed economy. 

(3) 

The facto r 8 is 0:08:01 and captures the ability of the financial sector to intermed iate funds. 

On ly a traction of savings is converted into investments because it is assumed that frictions 

ex ist when channeling funds fi'om surplus to deficit units . High values of 8 ind icate that on ly 

little resources are wasted, 

From equation (1) we know that the growth rate of output g = (Y,+,N,) - I and it depends on 

the develo pment of K, In the steady state, both capital and output grow at the same rate, 

Rewriting the investment express ion in equation (2) yield s: 

OsAKI = K,~ , - ( I - 8)K" (4) 

where s is the gross saving rate wh ich denotes the ratio of sav ing to output. Rearranging terms, 

suppressing subscripts and noting that [(Y,+,N,) - 1) = [(K,+,/K,) - I) holds in the steady state, 

we can write the growth rate gas: 

g = 8sA - 0, (5) 

Equat ion (5) illustrates how financial development can influence growth: vi a a larger fi'a ction 

of income that is saved, s; via enhancing total factor productivity, A; and via an improved 

qua li ty of intermediat ion, 8, that is by reducing the tract ion of sav ings lost in intermediation. 

Other endogenous growth models emphasizing different functions of the financia l sector have 

also came up with a growth enhancing effect of financia l deve lopment on economic growth . 
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For instance Greenwood and Jovanovic (1990) present a model in which both financial 

intermediation and growth are endogenous. They show that there is a positive two-way causal 

re lationship between economic growth and financial deve lopment. On the one hand. the 

process of growth stimulates higher participat ion in financial markets thereby facilitating the 

creation and expansion of financial institutions. On the other hand financial. in st itutions, by 

collecting and analyzing information from many potential investors. allow investment projects 

to be undertaken more efficiently and hence stimulate investment and growth. 

Bencivenga and Smith (199 1) present a three-period lived overlapping-generations model" in 

which individuals face uncertainty about their future liquidity needs. Ind ividua ls wi ll be forced 

to liquidate their investment (i.e., their sav ings held in illiquid assets) when liquidity needs 

arise. In contrast. banks (by the law of large numbers) face a predictable demand for liquidity 

and can, therefo re, allocate in vestment funds more efficiently. Us ing their wo rds ·· Relalive 10 

Ihe siluarion in Ihe absence o/banks (financial aUlarky). banks reduce· liquid reserve holdings 

by Ihe economy as a whole. and also reduce Ihe Iiqllidalion oj"prodUClil"e capilaJ. Then. wilh 

an exlernalily in produclion ... higher equilibrium growth rates will be observed in economies 

with an active inlermediary seclor" (Be·ncivenga and Smith. 1991). 

Adopting same model as Benc ivenga and Sm ith (1991), Levine ( 199 1) has also showed that 

liquidity risks can be managed directly through the setting up of a stock market. They further 

argue that stock markets provide consumers who have been subjected to liquidity shocks with 

a means of exchanging investments with other agents who have not experienced such a shock. 

Being able to exchange securities without being ob liged to liquidate productive assets 

b In [he model individuals can choose to inves t in a liquid asset-which is safe but has low productivity-and/or all 
illiquid asset- wh ich is riskier but has high productivity whose yield is on ly realized after (Wo periods . 
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prematurely encourages agents to hold more of their wea lth 111 the form of productive 

in vestment s and hence accelerate growth . 

A model deve loped by Sa int-Paul ( 1992) highlight s the effects o f investment return ri sks on 

techno log ical choices. Improving productivity implies se lect ing more spec ialized technology. 

which makes agents more vu lnerable to profitabi lity shocks arising from. for instance. 

unforeseen variations in demand. When no financial markets exist. these shocks can be 

diversified through tec hno log ical tlcxibility which implies choosing less spec ialized and Icss 

product ive techno logies. Thus. the development of financial markets enables agents to reduce 

such risks through the divcrsificatio n of their in vestment s. while at the same time choos ing 

more productive and specia lized tech no logy. 

Utilizing a different approach; Roubini and Sala- i-Martin ( 1992) analyze the relationsh ip 

between financial intermediat ion and growth by emphas izing the ro le of gove rnment policy. In 

particular. they show that hig h income tax evasion induces po licymakers to repress the 

financial system and set a high infiation rate in an attempt to generate higher revenues fi'om 

th~ i"nfiat iol1 tax'. They quote "As a side effeclthis polic)' will lend 10 reduce Ihe am01lnl of 

services Ihe financial seclor provides 10 Ihe whole economy and, given lolal slock ~f inpuls, 

Ihe lolal amollnl of OlltPlit will be reduced. This will reduce the asymptotic marginal prodlicl 

of the inpllts Ihat can be accumulated .. and, conseqllenlly, Ihe sleady-slate growth" (Roubin i 

and Sala-i-Martin, 1992). 

7 As explained in Fry ( 1995) this could be the main reason why developing cOlilltries favor the banking system 
against bond and equity market because reserve requiremen ts and obligatory holdings of government bonds can be 
imposed to tap this source of saving at zero or low interest cost (Q the public sector 
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King and Levine (1 993b) provide an alternat ive way of including finance in endogenous 

growth models by separating the economy into househo lds. financia l institutions. and fi rms. In 

their model financ ial institutions play a k ey role in eva lu ating prospective entrepreneurs and 

fi nanc ing the most promising ones because it is assumed that fina ncia l institutions provide 

research. evaluative and mon itoring services more etfec ti vely and less expensive ly than 

individual investors, Since product ilcity growth depends on innovat ion and since more 

entrepreneurs increase the probabi lity of an innovation. "beller/i"ancial services expand the 

scope and improve the efficiency (~l innovative (fclivily : they thereby accelerate economic 

growth " (King and Levine, 1993b). 

However. the endogenous growth mode ls are a'iso not with out criticism. The major limitation 

of these models is that s ince they only in vest igate steady state conditions. they do not prov ide 

any guidance abou t the dynamic transition paths that might occur when fin ancial conditions 

are de libe rately changed , 

2.2. 1. 2. Fillllllce IllIrts growtft-s!/,//ctura!ists: structuralists represented by amo ng others 

Buffie (1984), Taylor (1983), Van Wijnberger (1983) predict opposite effects of financia l 

deve lopment to those derived from the McKinnon-Shaw models, They threat curb markets as 

a crucia l feature of their mode ls of deve loping economies. 

They claim that banks can not intermed iate as efficiently as curb markets between savers and 

investo rs due to the fact that reserve requirements constitute a leakage in the process of 

intermediation through commercia l banks . Taylor ( 1983) differentiates between curb markets 

and banking system say ing "the informal market operates with no reserve requirement, 
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channeling resources tOlVard firms with great efficiency. By contrast, a Faction of each new 

deposit in the commercial banks goes to reserves and can not be loaned out. " 

Contrary to the McKinnon-Shaw 'mode ls wh ich spec ify only two assets (go ld or ot her inflat ion 

hedges and money), in the neo-structuralist mode ls househo lds face three catego ries of assets: 

go ld or currency. bank depos its. and curb market loans. In their model the relevant interest rate 

is the curb market rate wh ich represents the marg inal cost of borrow ing and enters in the 

money demand function because curb market loans constitUte an alternative to holding mo ney 

(see World Bank, 1989, chapter 8 and Fry, 1995 for a more detailed ana lysis). 

Thus. for them deve lopment in the forma l financia l sector wi ll lowe r the su pply of investible 

resources avai lab le in the informal sector which ra ises the curb market rates that again 

increases inflation in the short run through a cost push effect and lowers eco nom ic growth. A 

rise in the curb market rate reduces o utput by deterring investment because it increases cost of 

working capital. Thus, conclude that financ ial liberalization is likely to reduce the rate of 

econom ic growth by reduc ing the tota l real supply of credit ava ilable to business fi rm s 

(Buffte, 1984; Taylor, 1983; Van Wijnberger, 1983). 

In line to this sc hool, Singh ( 1997). argues that development of the fina nc ia l markets may 

we ll tu rn out to be an impediment to economic growth when it induces vo latility a nd 

discourages risk averse. investors fi'om invest ing. In support of this idea, Pagano ( 1993) 

notes "consumers will save less il their utility function has a positive third 

derivative ... introducing the insurance market reduces the need for precautionOlY saving. /n an 
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clldogC!}wuS growth model. this fall ill Ihe! .\'lnl;ng raJe IOlVers fhe grrnr/h ra/e. providing OHe 

instance ;'1 lIIhich .financial (h:velnpme11l can retard gI'01 I.'(h. " 

However. the arguments forwarded by structuralists were criticized llll the ground that first in 

the inlormal sector it is also common to ho ld some portion of sav ings as a lorm of deposit 

insurance in order to respond timely in cases where depositors demand back their deposits and 

second since the informal sector lacks the institutional capacity to monitor borrowers and 

enforce contracts implies that they wi ll be forced to lend small amoulit of loan to a relative ly 

fewer number of bOl'rowcrs. thus leads to leakages (Bisley. 1994 quoted in Mulualcm. 2007). 

Besides. as Bencivenga and Smith (1993) have shown. financ ial li bera lization is still probably 

a better option. given the considerable comparative advantages of the lormal intermediation 

sector in the areas of productivity. risk diversifica'tion and manageme nt of liquidity risks. 

2.2.1.3. Fil/al/ce follows growth-cal/sality issl/es: The explanation initiated by Robinson 

(1952) argues that finance does not exert a causa l impact on growth. Instead, financial 

development follows economic growth as a result of higher demand for financial 

servIces. 

The possible directions of causa lity between financial development and growth are labeled by 

Patrick (1966)8 as the supply-leading and demand-following hypothes is. The supply·leading 

hypothesis posits a causa l relationship from financial development to economic growth. On 

the other hand, the del17and-.following hypothesis postulates a causal relationship fi'o m 

8 As explained in Mulualem (2007), Patri ck 11996) is known 10 be Ih e firS! to postulate a bi-directional 
re lationship between financial development and economic growth and to give the names "demand following" and 
"supply leading" hypothesis. . 
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eco nomic growth to financ ial development. Here, fin ancial secto r responds passively to 

economic growt h. 

The third possi ble direction w hich is c laimed by the endogenolls growth mode ls is a bi-

direct ional re lat ionship between financial development and econom ic growth w hich implies 

that financial markets develop as a consequence of economic growt h that in turn feed bac k as 

a stimulant to rea l growth. 

2.2.1.4. Fil/al/ce does 1I0t matter: in this line of argument fi nance is not cons idered as having 

a role in the process of econo mic growth. For instance. Lucas ( 1988) argues "Ihe imparlance 

of financial mailers is ve,y badly aver-slressed in popular and even much professional 

discussion. " In a sim ilar manner. Chandavarkar ( 1992) magn ifies th is v iew saying that finance 

was not ment ioned in a co llection of essays by the pioneers of deve lopment eco no mics 

including three Nobel Laureates. 

2.3. Bank based or Market Based Theories 

Besides debates co ncerning the role of financ ial deve lopme nt in ~conomic growth , financial 

economists have debated the co mparative impo rtance of bank-based (German-Japanese 

mode l) and market-based (Anglo-Saxon mode l) fin a ncia l systems for over a ce ntury 

(Go ldsmith, 1969: Dem irguc-Kunt and Lev in e. 1999: A llen and Ga le. 2000). 

As extens ive ly re viewed in A ll en and Gale (2000) and Levine (2005). a bank-based system 

can promote growlh through: (1) promoting effective co rporate governance: (2) prov id in g 

stable and efficient long term finance; (3) permitting a higher investment than would be 
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possible under stock market based system: (4) promoting long term perspective by preventing 

a free market for corporate control ; and (5) encourag ing more rapid sectoral mobi lity. 

However, a bank-based system is not with out lim itat ions, where some of them as exp la ined in 

Levine (2005), are (I) banks may hinder the abil ity of new innovative firms to obtain externa l 

financing: (2) the market power of the banks reduces the incent ive of firms to undertake 

profitable investments; (3) banks might also continue to finance unprofitab le companies; and 

(4) banks may co llude with managers against cred itors and minority shareho lders. 

According to Lev ine (2005), the case for favoring a market-based system is essent ia ll y a 

counterattack that focuses on the prob lems created by powerfu I banks and the stock market 

can promote economic growth through (I) raising the savings rate; (2) increasing the leve l of 

investment; and (3) ensuring that past investments are effic ient ly used (the takeover 

mechanism). The limitations of stock market development are ( I) stock market liquidity by 

reducing uncertainty can slow growth; (2) stock market liquidity may also negatively 

influence co rporate governance; and (3) the operation of the takeover mechanism leads to 

short term ism and low investment. 

Rejecting the above debate, Merton and Bodie (1995) argues that it is the availability and 

quality of financial services are important not who provides them, it is not financial structure 

but overall financial development that promotes growth. Supporting this argument, others 

view both structure (bank and equity financi ng) as comp lements rather than substitutes. 

(World Bank, 200 I; Boyd and Smith, 1996) 
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2.4. Theories on Financial Sector Development & Poverty Reduction 

According to the DFID (2004) financial sector development can have both direct and indirect 

impact on poverty reduction. The direct impact of financ ial sector emanates ITom a wide 

access of financia l services to the poor such as, enabling the poor to accumu late funds in a 

secure place over time to finance future expenditure or investment, providing a return on their 

savings. reducing the vulnerab ili ty of the poor to shocks by providing cred it, and easier access 

to remittance funds and other serv ices. 

The ind irect impact is through its impact on growth. Since the financia l sector positively and 

significantly affects growth and as growth is be lieved to be good for the poor (tor instance, 

Ravallion (2001) argues that the poor in developing countries typically do share in the gains 

ITom rising aggregate affluence and looses ITom' aggregate contraction), thus financial sector 

deve lopment wi ll have a posit ive impact on poverty. 

Some economists have proposed opposing relat ionsh ips between financial deve lopment and 

the distribution of income. Greenwood and Jovanovic (1990) argue that there is an inverted U­

shaped re lationship between income inequality and financial development. that is, financial 

development leads to greater inequa lity to begin with, but which fa lls back again as financ ial 

deve lopment cont inues. This theo ry is based on the idea that financial intermediaries provide 

savers with higher returns and lower risks. but that poor ind ividuals initia ll y cannot afford to 

make use of these financial intermediaries, which results in grow ing inequa li ty. It is assumed. 

however. that more and more poor people wi ll be ab le to afford to use these intermediaries 

over time, offsetting the init ial increase in inequa lity. 
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On the other hand. the linear hypot hesis of Banerjee and Newman ( 1993) and Ga lar and Zeira 

(1993) claim that linancial intermediary development will have a d isproporlionatcly beneticial 

impact on the poor and suggest that long run convergence in the income leve ls of rich and 

poor wil l not necessarily happen in econom ies with capita l market imperlcetions and 

indivisibilities in investment. in human or physical cap ita l. 

Ga lor and Ze ira (1993) construct a two-scctor model with bequests between generations, 

where agents who make an indivisible investment in human cap ital can work in a skill­

intensive sector. However. given capital market imperfections. only indi vid uals wit h bequests 

larger than the investment amou nt or who can borrow will be ab le to make this investment. 

This resu lts in income inequality that is perpetuated through beq uests to the next gene ration. 

In their mode l. an economy with cap ital market imperfections and an in itially unequal 

distr ibution of wealth wi ll maintain this inequa lit y and grow more slowly than a similar 

economy with a more equitable initial distribution of wealth. 

Simi larly. Banerjee and Newman (1993) construct a three-sector model. in which two of the 

technologies requ ire indivisible investment. They argue that only rich age nts can borrow 

enough to run these indivisible higher-return technologies saying "because' of capital market 

imperfections, poor agents choose working for a wage over self employment, and wealthy 

agents become entrepreneurs who monitor workers . .. Hence, they argue that imperfections in 

financial markets create hurdles to borrowing funds for income-enhanc ing in vestments. As 

only the rich are ab le to overcome these hurdles, they serve to perpetuate the initial 

distribut ion of wea lth . FSD which overcomes these imperfections therefore reduces income 

inequal ity i.e. there is a negat ive relationship between the two. 
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3. Review of Empirical literature 

Large bod ies of empirica l wo rk us ing different statistical procedures. different proxies lor the 

variab les involved and data sets have attempted to so lve the theoretical controvers ies. Thus. 

the first subsection presents empirical evidences on the relationship between finance and 

growth together with evidence on causality issues and financial structure where this sect ion is 

organ ized based on econometric approaches due to the fact that most of the studies differ 

large ly on the methodologies app lied. The second subsection presents evidence on financial 

sector development and poverty reduction. 

3.1. Evidences on Financial sector development & Growth 

[n ge nera l empirical studies usually employ cross-country regress ions. time-ser ies analys is, 

dynamic panel data approaches or industry and firm level studies. Thus, in the next section 

emp irical evidences under each econometric methodology will be disc ussed. 

3.1.1. Pure Cross-Country Growth Regressions 

Using data for 35 countries covering the period from 1860-1963 on the value of financial 

intermediary assets divided by GNP, Golds mith ( 1969), has made a pioneering study and 

found out that first the s ize of financial development indicator rises as countries develop and 

seco nd documents (graphically) a positive correlation between financial development and 

economic development. The major drawbacks of his study were that he used only 35 

countries, does not systematically contro l for other facto rs influencing growth. close 

association does not identity the direction of causality and finally the measure of financ ial 

deve lopment used may not accurate ly proxy for the functioning of financial system. 
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The other most popular cro:;;s-counlr)' stud}' which W3.5 made aller Go ldsmith ' s work ls that of 

King and Levin.: (19933) where they used 77 countries (77 observat ions) for the period 1960 -

1'I!!9, Aller controll ing tor other factors atlecting growth. they exam ined three gmwth 

indicators: name ly real pt'r capita GDP growtl" groV.1h in capital stock per person and total 

productivity groWtll ("'So low residual~"). 11ley have also con>tructed addit ional measures of 

tlle level o[linaneial deve lopmentI'), 

Using alternative econometric methods. they concluded that there is a strong positive 

re lationsh ip between each of the financial developmelll indicators and tllc three groV.1h 

indicators 311d sizes o f tlle, coetlic ients are economically large, Fo r instance ri>e itl DEPTH 

alone el iminates 20':·-;, of the g,roV.1h difference between Ule slowest growing aJld tlle fastest 

growing quartile of countries. King and levine (I 993 b) con linn these tindillgs using 

altemariye econometric methods and robustness cheeks. Furt her more, tiley fou nd out that 

finilllcia l depth in 19'60 is a good prediclUr of subsequent rll1es ofthe three gnmlh indicators 

,,"d coeffic.ients are ec.onomically large. 

However. their study is not w ithout critic ism, First while the ir stu'dy shows that finance 

predicts growth. it st ill do not formally deal with the issue of causality and seco nd w hile it 

improves upon the measure of financial development still it locus on only one segment of the 

financ ial system that is banks and still do not direct ly proxy for the fi ve financial fun ctions 

stressed in theoretical mode ls of finance and growth, 

q "Solow residua l" is defined as real per capita GDP growth minus (OJ) times the growth rate of the cap ital stock 
per person 

10 DEPTH: liquid liabi lities of finan cial system divided by GDP which measures the size of financial 
intermediaries, BANK: bank credi t divided by bank credit plus central bank domest ic assets which measures the 
degree to \Vh 'ieh the central bank versus cOlllmercial ,banks are all ocatin g credi t and PRI VY: credit to private 
enterpri ses divided by GDP, 
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Using two different data sets and methodology". Oe Gregorio and Guidotti (1995)" examined 

the empirical relationship between long-run growt h and financial development. proxicd by the 

ratio between bank cred it to the private sector and GOP. 

Using the cross-country growth regress ions. tirst they find a posit ive efTect o f the measure of 

tinancial development on long-run grO\¥t h of rea l per capita GOP where this positive effect is 

pa'1icularly strong in middle and low- in come countries. Second. their findings suggest that the 

effect of financial intermed iation on growth is due mainly to its impact on the efficiency of 

investmcnt rather than its volume. They find that only one-fourth of the effect ofthc mcasure 

of financial development on growth is channe led through the volume o f in vestme nt. the rest 

being expla ined by improved effic iency of investment. 

Add ing stock markets to cross-country studies o f growth Levine and Zervos (1998) including 

42 cou ntries (Observations: 42 to r the rea l per capita GOP growth regress ion and 4 1 for the 

others) for the per iod from 1976 to 1993 constructed numerou s measures of stock market 

development to examine the relationship between stock market development and growth. For 

instance, the turnover ratio (total value of shares traded divided by the value of shares listed on 

stock exchanges) w hich reflect trading fi·iction. 

II First, they extend Barro's (199 1) cross-country growth regressions for a sample of98 countries during 1960-85 
and second, used De Gregoria's ( 1992) panel data set for 12 Latin American countries. 
12 De Gregorio and Guidorti (1995) have also presented an example which shows in situations where th e 
financial system is li beralized and al lowed to operate under a poor regulatory environment, higher financial 
intermediation may have negative effects on growth performance, because of government incentives to provide 
relief to the financial sys tem dur ing cri sis. the level of financial intermediation -measured by bank lending to the 
private sector -may be positively associated with lower productivity of inves tment and with greater fragility of 
the financial system . 
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They find that initial levels of stock market liquidity and banking deve lopment are positively 

and significantly correlated with future rates of economic growth, capital accumu lation and 

productivity growth whereby stock marke ts provide different financ ial fun ctions trom the 

banks. For instance one standard deviation increase in initia l stock market li quidity implies 

that rea l GDP per capita wou ld have been over 15% higher over 18 years. They also fi nd that 

stock market s ize (market cap italization/GDP) is not robustly correlated w ith growth, capital 

accumu lation and productivity improvements. 

Again despite the great improvement in incorporating stock market measures, qualification has 

been raised on their work and some of them are that first they do not deal forrnally w ith the 

issue of causality and second wh ile they inc lude measures of the functioning of stock markets 

and banks they exc lude other components of the financial sector such as bo nd markets and the 

financ ia l services provided by non-financial firms. 

In genera l, evidence concerning the effect of fina nc ia l development on eco nomi c growth trom 

these studies var ied according to the set of countries in the sample, the time span, and the set 

of variables included in the regressio ns. For instance using cross-sectional data leaves open the 

question of spurious correlation aris ing from non-stationarity, and does not permit an 

examination of the direction ofcausality (C hristopoulos and Tsionas, 2004). 

The other prob lem of us ing a cross-sectional method is that by grouping countries that are at 

di fferent stages of financial and economic deve lopment. it fails to address the co untry-spec ifi c 

effects of financia l development on economic growth and vice versa (G hirmay, 2004). 
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3.1.2. Time-Series Evidences 

To improve a number 0 f stat istical problems wit h pure cross-country investigations. a number 

of pure time-se ries econometric applications which frequently use Granger-type causality tests 

and vector autoregressive (V AR) procedures to examine the nature of the tinance growth 

relationship have been undertaken . 

As explained in Mulualem (2007) these method. as the sample size used is sma ll. has helped 

researchers to examine individual countries in depth. employ a more powerful econometric 

technique and test a variety of financial development measures. Where as the problem of 

generalizing time-series evidences to other countries were found to be the major limitation of 

this method. In general the evidences li'om time series analysis were mixed owing to shoner 

time span of the data. measures of financial development used and dift'erence in model 

speci fication . 

Jung (1986) was among the first to test for causality by applying a Granger-causalit y 

procedure. He used annua l data for 56 developed and developing countries. However. his 

results were inconclusive because they varied according to the' financia l development indicator 

used l 3 lung's test was conducted in a levels vector autoregress ion (VAR) framework without 

testing for stationarity of the data. However, as data are very likely to be nonstationary, lung's 

findings are debatable (Granger and Newbold, 1974). 

L1 For example. using the currency ratio as a measure for financial development, causality from financial 
development to economic growth in LDCs was more frequently observed th an the reverse and an opposite 
conclusion was obtained for the developed countries. However, when the M2IGDP ratio was used, causaliry from 
financial developmenr to econom ic growth was as frequent ly observed as causal iry from economic growth lO 

fin ancial development both in LDCs and developed countries. 
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In a frequently-cited papcr, Demctriades and Husse in (1996) havc presented a time-series 

cvidence for 16 co untries excluding highl y developed co untries based on a cr it eria" and used 

two measures of IInaneial development (the ratio of money to GDP and the ratio of bank 

cla ims on the private sector to GDP). Their result prov ides little support to the view th;ll 

finance is a lead ing sector in the process of economic development. However, they lind a 

considerab le evidence of bi-directionality and so me evidence of reverse causation where their 

findings also c learly demonstrate that causality patterns vary across countries. 

'Arestis et a l. (200 I) enhanced time-series studies of finance a nd growth by incorporating 

measures of both stock market and bank development using quarterly data to five developed 

economics. They find support for the view that finance stimulates growth but raise some 

cautions on the size of the relationship and they show that wh ile both banking sector and stock 

market development exp lain subseq uent growth: the efTect o f bank in g sector deve lopment IS 

substantially larger than that of stock market development. 

Christopoulos and Ts io nas (2004) after noting that many time-series studies yield unreliable 

results due to the short time spans of typica l data sets, used panel unit root tests to y ield 

causa lity inferences within a panel context · that increases sample s ize in ten developing 

countries over the period 1970-2000. Co ntrary to the findings of Demetriades and Husse in 

(1996), they find strong ev idence in favor o f the hypothesis that long-run causa lity runs from 

financia l development to growth and that there is no evidence ofbi-direct ional causa lity. 

14 The criteria for including a country in their data set the country must not be highly developed in 1960 
(according to [he World Bank definition); it must have at least 27 continuous annual observations 011 (h e variables 
of interest and its popu lation must exceed 1 million in 1990 
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In order to provide further evidence on the causality issue, there has also been a movement 

away Ii'om applying time-series methods to a variety of countries towards examining 

individual countries, w hich allows research to design country-specific measures of financial 

deve lopment and expand the time-series dimension of the analyses in so me cases. 

For instance. Kar and Pentecost (200 I) examined the causal relationship between financia l 

development and economic growth in Turkey for the period from 1963 to 1995. A fier 

developing five alternative proxies for financial development, they showed that the direction 

of causality is sensitive to the choice of proxy used for financial development. On balance, 

however. for Turkey. growth seems to lead financial sector development. 

Choong et al. (2004) carried out a time series study in the context of Malaysia, for the period 

tram 1978 to 2000 and suggestd that stock market development has a s ignificant positive long­

run impact on economic growth. In contrast to Choong et al. (2004) findings. Ang and 

Mckibbin (2005) using time series data tram 1960 to 200 I for Malaysia and conducting a co­

integration and various causality tests co ncluded that output growth causes financ ial depth in 

the long-run. 

Shan and Jianhong (2006) examined the impact of financial development on economic growth 

in China and supported the view that financial development and economic growth exhibit a 

two-way causality. Whereas. Guryay et al. (2007) exam ined the relationship for NOIthern 

Cyprus fo r the period from 1986 to 2004 using OLS method and two proxies for financial 

development and presented evide nce of causa lit~ from economic growth to the development 

of financ ia l intermediaries. 
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3.1.3. Pani!l Data Evidenc~ 

Pane,l data sets where the srune cros!rsectional units are lol lowed over time are being used 

more and more in applled work. especially for policy analysi, (In macroeconomic, and 

ana lysis tor linancial markets. ~Iost stud ies milize the dilr",enL,{·I:; Generalized f\,lethod of 

Moments (GT .... IM) and syslems" m.'IM. As explained in Levine (2005) and Mulualem (2007). 

these methods impmve upon pure cross-collntry work in three respeclS. 

Tile ti rst benetitfrom moving to a panel is the ability to exploit the time-series and cross 

sectional variation. The second benetit from mO\'ing to a panel is that it avoids biases 

asS<lcialed with cross country regressions: Wit h cross-country regressions. tile unobserved 

countl)'-specitic eneet is part of the error teml 50 that correlation' between unobsen'ed 

Cuulltl)'-specitic elteet and the exp lanatory variables resu lts in biase.:l coefiicient estimates. 

The third bencHt lfom mO\'ing to a panel IS that ~ pcmlLts tile LlSC ofim;trumcntal ~'arlabks for 

all regressors and thereby provides more precise estimates of the variables bel.'ause pure cross-

sectional estimators do not control tor the endogeneilY of alllhe other ",xplanatory variabl~$ 

which can lead to inappropriate inferences on the coefficient on financ ia l development. 

A pioneering wo rk utiliz in g these methods in the fin ance-growth linkage was that of Levine et 

a l. (2000). They use a GMM dynamic pane l estimator as we ll as a cro ss sectional instrumental 

15 The difference dynamic·panel estimator was developed by Are llano and Bond (199 1). Arellano- Bond 
es tim at ion starts by transforming all regressors, usually by differencing, and uses the Generalized Method of 
Moments (Hansen 1982), and so is ca lled Difference GMM. 
16 The system est imator wh ich was devetoped by A re ll an ~ and Bover (1995) and laner developed by Blundell­
Bond (1998) improves upon the difference estimator by making all add itional assumption, that first differences of 
instrument variables are uncorrelated with the fixed effects. Th is allows the introduction of more instruments. and 
can dramatica lly improve efficiency. h bu ilds a system of two equat ions-the original equation as well as the 
transformed one-and is known as System GMM . 
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variabl.c cstimalOr" , r n addition. unlike other cmss-country growth literatures, they usc 

instrumental variables to address the issue of causa lity, 

~oth est.imation techniques prodllce consist.c:nt findings: the exogenous component offinandal 

intermediary deve lopment is positively and robustly linked with economic growth, Using 

instrumental vari,lblc. thcy found out that the strong link bctw(;Cn financ~ll development and 

growth is not due to s imu Itane ity bias and the data do nOl reject Hansen" s ( 1982) test of the 

o~'er identi l1ling rest ric tions. Instrumenta l variable results also indicate an economica lly large 

impact of tin an cia I development 0 11 groMh. Their paper's tinding also indicate that legal and 

accounting reforms that stre11gtilen credilOr rights, contract enforcement, and accounting 

practices can boost linancia l imermediary development and tilereby accelerate eronorn ic 

growtlL 

Using t ile same data set ami techniquc$, Beck ·et a l. (2000) conc luded that "0) iinandlll 

Ihrough IV uh~rall GDP growtlt and (2) the lung-nm lillks belw"<'I1 .filllmclal III/ern/edia!')" 

development and both physical capital growth and private savings rates are tenuous ", While 

these stud ies take into account the problem of s imultaneity of regressors, they did not con sider 

the integration and co- integrat ion properties of the data, Christopou los and Tsionas (2004) 

advocate this crit icism say ing '"il is nol clear what the eSlilllated panellllodeis represent: Do 

Ihey represenl a siructuraliong run equilibriulIl relationship or a spurious one. " 

11 Under the GMM dynamic panel es timators. they assemble a panel dataset of 74 countries. where the data are 
averaged over each of the seven 5-year intervals composing the period 1960-95. With respect to th is method they 
employed two GMM panel estimators: difference dynamic-panel estimator and the system estimator. Under the 
cross-sectional est imator. [hey included data for 71 countries averaged over the period 1960-95. so thal there is 
one observation per country. 
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Using a panel estimator, Benhabib and Spiegel (2000) has a lso found out that financial 

deve lopment indicators are correlated with tota l factor productivity growth, physical and 

human capital accu mulation. However, their findings were criticized by Christopoulos and 

Tsionas (2004) o n the ground that their empirical results are very se ns itive to model 

specification. 

Rioja and Valev (2002) including a panel of 74 countries and using GMM dynamic panel 

techniques, they documented that there exist three distinct regions of fi nancia l deve lop ment. In 

the low reg ion (countries w ith very low levels of financ ial development), additional 

improvements in financial markets have an uncertain effect on growt h. In the intermediate 

region, financial development has a large, positive effect on growth. Finally, in the high 

region, addit iona l financ ial improvements have a posit ive. but sma ller effect on growth. 

Contrary to the above finding , Ketteni et al. (2000) using same data set as previous researchers 
, . 

but employ ing nonparametric est imat ion techniques conc luded that "contrary to recent 

research, the impact of financial development on economic grollith is linear, when account is 

taken of the nonlinearity belween growth and initial income/human capital. It appears that the 

alleged nonlinearity between finance and growth uncovered by recent research is the product 

of ignoring other established nonlinearities in the economic growth literature ". 

Utiliz ing some what different approach that employ the Geweke (1982) decomposition test, 

Caldero n and Lui (2003) using pooled data for 109 developing and industrial co untries from 

1960 to 1994, concluded that " (1) financial development generally leads to economic grolllth: 

(2) the Granger causality from financial development to econolllic growth and the Granger 

33 



--- ----

clIusality / i'()/11 economic growlh fo final1cial del'e/opmel1l coexist: (3) fhu lI1cia/ deepening 

cOI1lJ'ihWes more In the callsal relationships il1 the developing COIiIl/rics 1/7011 ill the indus/rial 

COlllllries: NJ Ihe IOIiKer Ihe samplinK illlerl'{Ii, Ihe lal'Ker Ihe elfecl ol jilloncial development 

011 economic grOl I'/" : (5) ./inancial deepening propels economic gro ll 'llI through hOlh a more 

rapid copilal accllmllialion and prar/llelil'il.\' g roll'lh, wilh Ihe laller chalillel beillg Ihe 

strongest. 

Kemal et al. (2004) us ing panel data li'om 19 High Income COllntries (I-II C) lor the period 

1974-200 I with 485 observations, reported that there is no definite evidence that finance spurs 

econom ic growth or growth spurs finance. Most of their findings arc in line with the Lucas 

( 1988) vicw thatthc importance of linancialmallers is overstressed. The on ly exception is the 

case of activit y in stock markets where the ir result supports the Robinso n ( 1952) view that 

fin ance foll ows enterprise. 

Huang and Lin (2007) using unbalanced panel data for 78 countries ovcr the period fi'om 1960 

to 1995, they find a positive. two-way causa l relationship between real economic growth and 

fin ancial development. Particularly. better deve loped financial systems induce faster economic 

growth and . in turn, higher economic growth facilitates deve lopment of financial 

intermediat ion. 

3.1.4. Industry and Firm Level Studies 

S ince mac ro-economic studies are to aggregate and are unable to provide details abo ut the 

transmi ss ion mechan ism between financial deve lopment, grov.1h. employment creat ion and 

poverty alleviation, these studies seek to reso lve causa lity issues and to document in greater 

detai l the mechanisms. ifany. through which finance influences economic growth. 

34 



3.1.4.1. Industry Ll'!Vl!l Studies 

Tlte strategy under indU5tr~' leve l analysis i, to test whether indu,tries grow fast~r in 

et:onunlieS with bettc:r dewloped fmancia l systems that i5 to say imlustries lIlat are naturally 

heavy LlSet"5 of external finance should benefit tIIore fro tll greater financial development than 

industrie, that are noL 

Rajan and Zingales (1998) argue that better-de~'eloped I1nancial intermed iaries ami markets 

help to overcome markct fr ictions that drive a wedge betwecn the price of e).1emai and 

internal finance where lower costs of e).1emal finance lacil itales firm growth and tlew linll 

tormatton. Therefore, industries that are naturally heavy users of e~1emal iinance should 

benefit d isproportionately more from gre.ater linancial development than industries that are not 

naturally heavy users ofe).1emal finance. They assume that: (I) linancial markets in the U.S, 

I1te relalively ti"ic.tiolliecss; (2) in a friction less fitlancial system, techno logical fac.lors influence 

lIle degree [0 which an industry use;; external tiMn.:e: (3) U1e technolog ical factors 'influencing 

exlernal finance, are corutant (or reasonably corutanl) across countries. 

Us ing 36 industries. 42 countries for the period covering 1980-90 fou nd out that increase in 

financia l deve lopment l8 disproportionately boosts the growth of industries that are naturally 

heavy users of external finance , The percentile of dependence for machinery was 75th and for 

beverages was 25th and the percentile of stock market capita lizat ion: Italy 75 th. Philippines 

18 To measure financia l development, Rajan and Zingales ( 1998) examin e ( I) total capitalization, which equals 
the summation of stock market capitalization and domestic credi t as a share of GOP and (2) accounting 
standards. As recogn ized by Rajan and Zingales (1998) there are problems with these measures: first. stock 
market capitalization does not capture the actual amount of capi tal fa ised in equ ity markets and it does not 
necessarily reflect how well the market faci litates exchange; second, account ing standards reflect the potential for 
obtain ing finance rather than the actual finance raised. 
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25th; thus conc luded that machinery should grow 1.3% faster than beverages In Italy 

compared to Philippines. 

Fisl11an and Love (2003 b) cited in Levine (2005) critique the Rajan and Zingales ( 1998) 

methodology, arguing that it does not accurately test whether financial development boosts 

growth in externally dependent industries. They argue that the method s imply tests whether 

financial intermediaries allow firms to respond to global shocks to growth opportun ities, rather 

than the extent to which financial systems foster the growth of industries with an inherent 

financia l dependence. 

Wurgler (2000) using industry-level data fo r 65-country, 28-industry, 33-year panel over the 

period 1963-95 found out that countries with higher levels of financial development, as · 

measured by the s ize of the domestic stock and cred it markets relative to GOP, increase 
, 

investment more in growing industries and decrease investment more in declining industries 

than financially underdeveloped economies. 

His results a lso indicate three of the channels through which fin ancia l markets improve cap ital 

allocation: stock markets appear to prov ide useful public s ignals of investment oppOltun ities; 

state owned firms do not allocate capita l efficiently; and minority investor rights appear to 

curb overinvestment in declining industries. As acknow ledged by Wurgler him se lf. even ifhis 

paper proves that financial markets and associated institutions improve the a llocat io n of 

cap ital through several channels. which ones are most important. and whether capital 

allocation can be imp roved by compet it ion or po licy are ignored from hi s discuss ion. 
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Pang and Wu (2008) using same method adopted by Wurgler (2000) and taking the financial 

.dependence index fro m Rajan and Zinga les (1998). found out that financ ia l deve lopment has 

differentia l effects on industrial capita l allocation, namely industries more dependent on 

externa l funds have higher investment elasticities in countries with better deve loped financial 

sectors. Thus conclude that ' financial markels nol only improve Ihe overall efficiency of 

capilal al/oealion in a counlly asfolln,d in Wurgler (2000). bill also benejil more IowaI'd Ihose 

finaneial(v dependenl induslries." 

3.1.4.2. Firm Level Studies 

Firm level studies were made by Demirguc-Kunt and Maksimovic ( 1998) to in vestigate 

whether specifi c di fferences in financial systems and legal institutions constrain firms to grow 

at rates no greater than those they cou ld atta in by relying on their internal resources or short­

term borrowing. Similar to Rajan and Zingales (1998), they focus on a particular mechanism 

through which finance influences growth but rather than focusing on the external financ ing 

needs 0 f an industry as in Rajan and Zingales (1998), they estimate the external financ ing 

needs of each indiv idual firm in the sample. 

Us ing firm- leve l data for 30 deve lop ing and deve loped countries for the period covering from 

1980-91, they fou nd out that the proportion of firm s that grow at rates exceed ing thi s pred icted 

rate in each country is assoc iated with spec ific features of a country' s lega l and fin ancia l 

systems. More spec ifi ca lly finns in countries which have active stock markets and high ratings 

fo r compliance with legal norms are able to 'obtain external funds and grow faster and size of 

the stock market is not related to finn growth. 
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Guiso, Sapienza, and Zingales (2002) exploit variance across ltalian regions in order to 

estimate the impact of differential financial dev,lopment on entrepreneurship, They find that 

in the most financially developed regions of Italy: an individual's odds of starting a business 

increases by 5,6 percent and starts a business at younger age; firms grow faster (by six 

percent); and per capita GDP grows faster than the rest of the regions, As a consequence, the 

ratio of new firms to population is 25 percent higher in the most financially developed regions 

ofltaly, 

Again for the same country, Benfratello et al. (2006) investigated the effect of local banking 

development on firms ' innovat ive activities, using a rich data set on innovation for a large 

number of Italian firms over the 1990's, Their evidence suggests that banking development 

affects the probability of process innovation and reduces the cash flow sens itivity of fixed 

investment spending, particularly for small firms, and that it increases the probability they will 

engage in R&D, ev idence for product innovation is weaker. 

Oura (2008) examined the efficiency of the different segments of India's financial system 

using firm-level data on corporate financing patterns, His study shows that firms are 

increas ingly relying on external funds to finance their investment in most recent years, The 

empirical analyses indicates that (I) the financial system in India is not channeling funds into 

industries with higher external finance dependence; (2) the debt financing system does not 

allocate funds according to finns external finance dependence, while equity financing system 

does: and (3) firms in an industry that are more dependent on external finance grow more 

slowly. 
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3.1.5. Evidences on Sub Saharan Africa 

An extens ive amount o f empirica l investigat io ns have been co nducted. aimed at test ing the 

conflicting theo retica l developments presented above us ing di ffe rent techniques. These 

studies. however. for the most part, foc used on hi gh-inco me and middle-income countries and 

there is a re lative absence of Sub-Saharan Atrican countries in the sample o f countries studied. 

making it difficult to genera lize the ir results across all developing countries. 

Apply ing a time series analysis in a broad study of 4 1 countries (1 6 lower income countries, 

14 lower middle income countr ies a nd II upper middle inco me co untries) over the period 

trom 1960 to 1993, Xu (2000) came up with strong ev idence that fin anc ial development is 

important fo r lo ng-run' growth . Although his resu It indicates that 27 of the 4 1 countries d isplay 

a pos it ive lo ng-term cumulat ive e ffect. the rema in ing 14 countries (9 of which are located in 

Afr ica) show negat ive long-term effect of permanent financia l development on the growth of 

GDP and do mest ic investment. Where as G hirmay (2004) includ ing 13 countries (se lected by 

having time-series data fo r at least 28 years), fo und a long-term relation ship between finance 

and growth in 12 of the 13 co untries and bi-directiona l causality in 6 of the SSA co untries . 

However, as the sample considered in his study is small, it w ill be misleading to genera lize to 

a ll SSA countries. 

With respect to the quest ion of the appropriate structure of the financia l sector. the debate is 

perhaps mis placed. The question is not whether or not the bank ing system is more important 

than security markets, but how to promote both . However. some scho lars have suggested that 

at their current level of deve lopment and g iven th eir immense needs fo r fi nancing phys ica l 

39 



=C" ==;n , 

capita l accu mulat ion in intTastructure, AtTican countri es should exp licit ly emphasize banking 

sector development over stock market deve lop ment for two reasons. 

First, historical evide nce suggests that there is' a connection between a cou ntry's stage of 

development and the structure of its financial system. In the early stages of develop ment, 

banks playa predominant role in financing investment in infrast ructure. which st imulates the 

growth process and more deve loped countries tend to have relat ively larger and more liquid 

stock markets (Gerschenkron 1962, and OemirgU,-Kunt and Levine 1999). Second there is a 

c lose connection between financial structure and the type of investme nt finance supp lied by 

the financial system. Banks tend to spec ia lize in debt finance. w hile stock markets provide 

equity finance (Levi ne, 2005). 

In cross sect ional ana lys is, Ndebbio (2004) utiliz ing averaged data fi'om 1980 to 1990 for a 

sample of SSA countries and using the ratio of M2 to GOP as a measure of financia l 

deve lopment. found a positive impact of financia l deepening on economic growth. However, 

his study suffers tTom two majo r weaknesse s: the methodo logy adopted (cross sectio nal 

analys is ) and the measure of financial development used (M2 to GOP ratio). 

In a pane l data ana lys is, Nd ikumana (2000) investigated the effects of fi nancia l deve lopment 

on domestic invest ment in a samp le of 30 sub-Saharan Afi'ican count ries over 1970-95. The 

results indicate a positive relationship between ' domest ic investment (tota l investment and 

private investment) and a ll fou r indicators o f financia l development (M3 /GDP, total cred it to 

the private secto r as a percentage ofGDP. total domest ic cred it prov ided by the bank ing secto r 

as a perce ntage of GOP and claims on government and other public entities as a percentage of 
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GD P). The tindings a lso suggest that high tinancial development is a predictor offulUre leve ls 

of domest ic invest ment. T he findings imply that financia l development can stimulate 

economic growth through cap ita l acc umulation. 

Us ing a panel data set of 27 SSA co untries lor the period 1974-2003 and by app lyi ng a 

system o f GMM est imato r on three different growth models. Mulualem (2007) obtained a 

neg lig ible support to the view that finance leads to economic growth . He also to und out that 

though financia l development has a pos itive influence on physical cap ita l growth in S~A. it 

has in significant impact on total t;1ctor productivity. Though. the stud y' s attempt to see the 

im pactor financial devd opment on total factor productivit y fo r the first time in SSA countries 

makes it substantial : it has its own limitations. First. the results can not he genera lized to all 

SSA countries as the sample exc ludes a lmost ha lf of the SSA cou ntries. Second. the 

methodo logy adopted (panel data analys is) fails to address co untry heterogeneity that is in 

pane l data mode ls it is co mmon to assume that the s lope coeffi c ient is identica l ac ross the 

countries in c luded in the panel, which implies that financia l development generates equiva lent 

investment and productivity increase across countries, but in reality it may vary across groups 

(Ghirmay. 2004). 

[n overcoming the prob lem o f measuring financial development, Ge lbard and Leite (1999) 

have made a s ignificant contributio n in the African co ntext. From a survey of 38 sub-Saharan 

Afr ican countries in [997, they compiled ind icato rs on s ix majo r aspects of financial 

develo pment: ( [) the market structure and compet it iveness of the financ ial system. (2) the 

range of fina nc ia l products avai lable on the market, (3) the degree of financ ial liberalization, 

(4) the institutional environment under wh ich the financ ial system operates. (5) the degree of 
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integration with fo reign fi nanc ia l markets (financ ia l openness), and (6) the degree of 

so phist ication of monetary po licy instruments. 

Countries were then class ified as undeve loped, minima lly deve loped, so mewhat developed, or 

large ly developed . The repo rt indicates that in many countries. the range of financ ial products 

remains extremely limited. interest rate spreads are w ide. capita l adequacy ratios are 

insuffic ient, judicia l loan recovery is a pro blem, and the share of non-performing loans is 

large. Finally they tested the s ignificance of the index of financ ial development for economic 

growth in the reg ion and found that both the leve l and the change in financial development 

have an effect on per cap ita GOP growth. 

Few Co untry spec ific researches have a lso been made to so lve the finance growth nexus. For 

instan ce, Odhiambo (2007) examined the causa l re lationship between financ ia l depth 

(measured by the ratio of M2 to GOP). savings and economic growth for Kenya during the 

period 1969-2005 using a tri-variate causali ty fTamework. The empirica l results revea l that 

there is distinct uni-directio nal causality from economic growth to financ ia l depth in Kenya. 

In contrast to Odhiambo's finding, Oiga fi e (2007) us ing OLS method covering the periods 

fro m 197017 1 for Ethiopia conc luded that there is no long run impact of fin anc ia l sector 

develo pment measured by c la ims on the pr ivate sector to GOP ratio on real per capita GOP 

growth despite the fact that its sig n is pos itive. T he empirica l results a lso revealed that there is 

a feed back or bilatera l re lationship between financ ial sector development and econo mi c 

growth . 
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3.2. Evidences on Financial Sector Development & Poverty Reduction 

Few studies have attempted to establish the relationship between financial sector development 

and poverty reduction. The first attempt to exami ne the link between financial development 

and poverty reduction by using data for a samp le of 26 countries. including 18 deve loping 

countries was that ofJa lilian and Kirkpatrick (200 I). They use bank depos it money assets and 

net foreign assets as measures of financial development. Their results suggest that a I per cent 

change in financial development raises growth in the incomes of the poor in developing 

countries by almost 0.4 per cent. 

Clarke, Xli and FOll (2002) using data fi'om both developed and developing countries (9 1 

countries) between 1960 and 1995, suppOlted the theory that there is a negative relationship 

between financial development and income inequality. They note that financial development 

reduces inequal ity, even when there are initially low levels of financial development. They 

also find that the beneficial impact of financial development on income inequality is sma ller in 

countries with larger modern (non-agricultural) sectors. 

Beck. OemirgU,-Kunt and Levine (2004) used data on 52 develop in g and developed countries 

over the period 1960-99 to assess whether there is a direct relationship between financial 

development (measured by credit to private sector ratio) and changes in income distribution. 

They find that the income of the poorest 20 percent of the population grows faster than the 

average GOP per capita in countries with higher financial development, and that income 

inequa li ty fall s. They also find that financial development contributes to reductions in infant 

mortality. 
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lalilian (2004) included 255 observat ions covering 64 co untries (43 deve loping and 21 

deve loped countries) and rather than work ing wit h annual observations he constructed five-

year non-over lappin g averages for the series fo r the period 1960-95 and applied simple OlS, 

panel as we ll as two-stage least square (2SlS) to both sets of data. His results support the 

inverted u-shaped hypothes is indicating that the re latio nship between fin anc ia l deve lopment 

and inequality is quadratic . 

Quartey (2005), usmg time-series data for the period fi'o m 1970-200 I invest igated the 

interrelationship between fin anc ial sector deve lop ment and poverty reduction in Gha na . The 

main findin gs of his study were, fir st, that even th ough financi a l sector deve lopment does not 

Granger-cause savings mobilizat ion in Ghana. it induces poverty reduct ion; and second, that 

sav ings do Granger-cause poverty reduct ion in Ghana. In addition he found a long-run co-

integration re lationship between financial sector deve lop ment and poverty reduct ion. 

In another study, l a lili an and Kirkpatrick (2005) inc luded 285 observations co ver mg 42 

countries (26 deve lop in g and 16 developed countrie s) for the period fi'om 1960 to 1995. Their 

resu It suggests that ( I) financ ia l deve lopment improves growt h prospects where most of the 

impact is evident at lower inco me leve ls ind icting that poore r deve loping countries w ill ga in 

most fi'o m the growth and deve lo pment of the financi a l secto r and (2) the link betwee n 

financ ia l deve lopment and inequa lity is quadratic where at a low leve l of development 

financia l deve lopment is likely to be positively re lated to inequa li ty but once a thresho ld leve l 

of deve lopment is ac hieved then the link between the two beco mes negat ive. 
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Jeanneney and Kpodar (2005) using a panel estimation techniqu e fo r deve loping counties for 

the period from 1966 to 2000 and adopting two measures of poverty'''. argued that the poor 

benefit l1'o m the ab ility of the banking system to facilitate transactions and provide them w ith 

sav ing o pportunities where as financial instability which accompan ies financial development 

is detrimenta l to the poo r and dampens the positive e lTect o f linancial deve lopment on the 

reduction of poverty. 

A more relevant st udy was made by Geda ct a l. (2006). us ing the rich house hold panel data of 

urban and rura l Eth iopia that covers the period lTom 1994 to 2000. they showed that access to 

finance is an important factor in consum pt ion smoothing and he nce poverty reduction . T hey 

also lo und evidence for a poverty trap due to liquidity constra int s that limits the ability of the 

rural house holds from consumption smoothing. In their study the use of finan ce to address 

poverty is fo und to be as important as other determinants of poverty. finance being amo ng the 

top five (o ut of 17) determinants of poverty wit h strong and stati st ically s ignificant effect. 

Beck et al. (2007) emp irica lly assessed the re lationship hetween financ ia l deve lopment. 

poverty a ll eviat ion and changes in the di stribution of inco me including 72 countries for the 

period covering trom 1960 to 2005 and 'used a Generalized Methods of Mo ments (GMM) 

panel esti mator. T heir paper has three key findings: (i) even when contro lling for real per 

capita l GDP growth, financial development reduces income inequality beyond the growth 

lq The first is the mean income of the poorest 20 per cent of the population (data ava ilable for 75 developing 
countri es with 187 observations) and the second is relative to th e incidence of poverty that is the proportion of the 
population whose income is below one doll ar a day (data available for 65 developing countries with 121 
observations) 
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effects themse lves; (i i) financ ial deve lopment induces a drop in the Gini coeffic ient20 measure 

of in come inequa lity; and (iii) financia l development red uces the fract ion of the population 

liv in g on less than $ 1 or $2 a day and lowers the Poverty Gap" . However, their research is 

silent on how to foster spec ific po licies whic h direct ly aim at a lleviating poverty. 

Liang (2008) usmg panel data over the period )99 1- 2000. and app lying the generalized 

method of moment (GMM) technique to empirica lly in vestigate the impacts of rural tinanc ial 

deve lopment on the distribution of income in rural China; found that rura l tinancia l 

develop ment (the ratio of total ru ra l loans to rurai GOP). signiti cantly contributes to the 

reduction of rural inequality in China. His findings strongly support the lineal' relationship 

rat her than the Greenwood and Jovanovic in verted U-shaped relationship between linance and 

in equa lity. 

However. these studies use traditional measures of FSO. which may not be much related to 

increascs in access to financial services, and hence may capture on ly the indi rect impact of 

FSO on poverty through growth . The mag nitude,of the direct effect of linancial development 

on poverty reduction highlights the re levance of more active financia l sector reforms. It is also 

undoubtedly use fili to encourage microfinance lending to the poor. since credit growth does 

not benefit them direct ly, especia lly whe n bank branches are geographica lly concentrated. 

~o Gini coefficien t is an aggregate numerical measure of in come inequali ty ranging from O{perfect equality) to 
l (perfect inequality), It is measured graphically by dividing the area between the perfect equality line and the 
Lorenz curve by the (otal area lying to the right of the equality line in a lorenz diagram. The higher the va lue of 
the coeffi cien t the higher the inequal ity of income distribution (Todaro. 2008). 
21 Poverty gap measures the depth of poverty and it is defined as the mean shortfall of the poverty line expressed 
as a %age of th e poverty line. Here non-poor are counted as having zero poverty gap. (Todaro. 2008) 
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4. Conclusion and Recommendation 

In this paper we re-examined the different theories and empirical evidences on the relationsh ip 

between financial development. economic growth and poverty reduction with a view to 

identifYing so me outstanding issues. 

To date four views exist in the literature regarding the re lationship between financial 

development and econo mic growth. The first view argues that finan c ial development is 

impOitant and leads to economic growth (McKi nnon. 1973, Shaw 1973). and endoge nous 

growth mode ls of Greenwood and Jovanov ich (1990), King and Levine ( 1993a, 1993b) and 

Pagano (1993), among others). The second view, however, ma inta ins that it is econo mic 

growth that drives the development of the financial sector (Rob inson, 1952). The third view 

focuses on the detrimental effects of financ ial development on growth (structural ists led by 

Van Wijnbergen, 1983 and Buffie, 1984) while the fourth view threats finance as a relatively 

un important factor fo r growth (Lucas. 1988). 

The empirical ev idence has mixed resu lts, depending on how financ ial deve lopment is 

measured or on the em~irical st rategy being employed. On the one hand. cross co untry and 

panel data studies find pos itive effects o f financial development o n output growth even after 

accounting for other determinants of gro\vth as well as for potent ia l biases induced by 

simultan eity. omitted variables and unobserved country-spec ific effect on the finance-growth 

nexus. On the other hand. time series studies g ive contradictory results. 

However. as pointed out in Levine (2005): "the bulk of existing research suggests that (1) 

countries ,pith beller functioning banks and markets groll' faster. but the degree to which a 
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COUIIII)' is hank-hosed or //Iarkel-hased doe., 1101 mailer //IIICh. (2) si//lu!lalleil,J' hias does 11111 

seem fn drive these cone/us ions, ((lid (3) helfer.lill1c(ioning jinoncia/ .\y.\'lems ease 'he external 

financing cOlISlrainl.l· Ihal impede finl/ and induslria! expansion. s lIggesling Ihal Ihis is one 

me('hanism Ihro llgh lI'hich/inallcia! deve!oplllenllllallers/or g/'OlI'lh. " 

But in my vicw most studies sutTer li'om two major shortcomings. First, in a Schumpeterian 

world it is the quality rather than the quantity of financia l intermediation that influences 

economic growth . Howcwr. most studies specify proxies of financia l systems by size. lo r 

example the credit to GDP ratio. Second. most studies are of'a cross-country nature. frequently 

sampling very different economies. Thus, signiticant tinancia l indicators may part ly be driven 

by excess ive ly heterogeneous samples. 

In Slllll , the question of the relat ionship between financial development and growth is now a 

sell led maller. There is a broad consensus that finance plays a crucia l role in the process of 

growth, and that it does so through a variety of mechanisms: by reduci'ng the cost of capita l to 

firm s. by allocat ing capital more efficiently to entrepreneurs. and by encouraging greata 

compet it ion among non-tinanc ial firms. 

Concerning the relationship between FSD and poverty reduction there are two main theoretica l 

viewpo ints. Greenwood and Jovanovic pos it an inverted U-shaped relationship; that is, 

financial development could widen income inequality du ring the ear ly period, then tend to 

lessen it as average income rises and more househo lds ga in access to fin anc ial intermediaries 

and services. By contrast. other theo retical models suggest a negative and linear relationship. 

show ing that development of the financia l market and financial intermediation helps reduce 

income inequal ity. 
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Only a few empirica l studies have tested these alternat ive theories and the existing empirical 

evidences generally support the linear hypothesis suggestion rather than an in vertcd U-shaped 

pallern==. These stud ies generally tind that: beller-functioning tinanc ial markets arc strongly 

assoc iated with lower income in equalit y: inequality is lower in coul1l ries with belter-

developed linancial sectors: and inequality decreases as economies develop the ir financial 

il1lermcd iaries. 

The findin gs li"o m this review imply that financia l sector deve lopment is important for growth 

and poverty reduction. and that without it deve lopment may be he ld back. even if other 

condit ions are met, suggesting that greater emphas is should be placed on promoting tinanc ia l 

sector deve lopment. improving 5ubstal1lia ll y the etliciency 01' the financial sector. and 

im proving access to tinancia l services tor the poor. Thus. in order to make tinancial sector 

development more pro-poor and benetit trom it. po licies should aim at: 

r~ Increas in g the size and outreach of financial systems. particu larly encourage the creation 

and the de ve lopment of micro-finance institutions commilled to give loans to the poor as 

cred it growth does not benefit them directly: 

r~ Promot ing and improving diversification and compet ition 111 the financial sector while 

enhancing the autonomy and prudential regulat ion capac ity; 

:II Stabilize and improve the genera l economic and institutiona l envi ronment including 

in trastructural improvements and 

" -- The only exception to this consensus is that of Jali lian and Kirkpatrick (2005) where their finding supports the 
Greenwood and Jovanovic pred ict ions of an inverted U-type relationsh ip. They find that at particularly low levels 
of development. financial devel opmen t is likely to be positively rel ated with income distribution but that once a 
threshold level of development is achieved. th en financial development reduces inequality. 
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" .. ; Reduce risk and vulncrability and enable the poorest to participate in and benefit from 

growth prm.:esscs. 

Howevcr. it is also important to control the globa l development of financial intermediaries as 

financial cr ises are spec ifically detrimenta l to the poor. Overall the relationship between 

financial depth. economical growth and poverty reduction poi nt s to a number of areas tor 

future research. These inc lude. 101' example. the lo llowing: 

: .. , Morc work is needed on co ll ec tion of better-quality and l110re cxtensive indicators of 

financial depth which are directly re lated to what the theory suggests 

'~ Much wo rk rel11ains to be done on wh ich po licies to enact and what re fo rl11s to undertake 

to support the development of growth-promoting financial systems as some recent work 

shows that lega l and regulatory reforms that strengthen cred itor rights. co ntract 

enforcement. and accounting pract ices wi II boost bank in g and securit ies markets 

development. 

I., It is extremely useful to undcrtake 1110rc in dcpth ana lys is. including individual coumry 

case studies. to understand the exact transmiss ion mechanism through which fina ncia l 

deve lopment can enhance pro-pool' deve lopment. 

I., The analys is needs to be extended to incorporate the important inter-linkages between 

domestic and internationa l fi nanc ial markets. In the era of globa li zat ion. it is clear that the 

ro le offoreign financia l systems and institutions cannot be ignored fo r the deve lopment of 

domestic financial systems. 

'0:\ Finally. fu ture work needs to exam in e the linkages between pa l1icular po licies toward the 

financial sector development and poverty alleviation 
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