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1. Introduction

Debates concerning the role of financial systenmmdern macroeconomics
have intensified again. Scientific community andiqgyonakers argue mostly about the
role of finance in the Great Recession of 2008-20@8anwhile, the post-crisis
recovery, though not robust enough and probablgresie, is under way. In this
respect, the question of unleashing the potentialfimancial system to reach
sustainable and high rates of economic growth tably comes to the fore. So, it
seems timely to make a survey of the most impottaedries which shed light on the
role of financial system in economic growth.

This analysis is also to mark the forthcomingd"2hniversary of King and
Levine (1993) paper which laid the foundations ofp&ical assessment of the
finance-growth nexus. Many new stylized facts hdeen discovered since its
publication. However, quite many issues still remansettled. Consequently, the
survey also seeks to depict the current landschesaesearch program.

It extends earlier overviews of the topic, e.g. ibev(2005) and Ang (2008),
tracking an endogenous logic of this research mrmgand some issues not covered in
other surveys, such as finance-growth nexus inuresorich economies, and the
challenges this research program is facing.

The remainder of the paper is organized as folld®extion 2 describes the
origins of finance-growth nexus theory up to thdyeh900s; Section 3 is dedicated to
its development in the first half of the XX centuiny Section 4 the determinants of the
rising importance of this research program in tBB(0t1980s are discussed; Section 5
presents the current state of affairs, while Sac#o identifies a number of the

challenges this research program is to cope wéhtié@ 7 concludes.

2. Origins of the theory
Walter Bagehot, a classical British economist amohdus epigone of Adam
Smith, was a founder of the theory under which financial system is of great

importance for economic growth. To a great exttrd,appearance of Bagehot's work



in the early 1870s in Great Britain appears logigalthat time she was a great world
power with the most developed financial system.

Certainly, economists of earlier times also empteakthe significance of some
components of a financial system in a modern seristhis word for the stable
functioning of the economy. First of all, they ingal money circulation. In this
context it's worth mentioning, for instance, thentdution of Richard Cantillon,
David Hume, Henry Thornton. In addition, a heatestussion between adherents of
the so-called Currency School (Lord Overstone, &idhlorrens) and Banking School
(Thomas Tooke, John Stuart Mill) concerning theeasp of money circulation was
under way in the 1830-1840s in Great Britain.

However, it was W. Bagehot who first gave a dethiend modern-like
description of how processes in the financial spiveere linked with the situation in
the real economy in his work “Lombard Street: A ©@sdion of the Money Market”
(1873). In this book a lot of examples demonstiatey the events on the British
money market affect capital spillovers within theuntry in search of most profitable
ways of its application. W. Bagehot (1873, p. 11dftes:

“Political economists say that capital sets towattie most profitable trades,
and that it rapidly leaves the less profitable ameh-paying trades. But in ordinary
countries this is a slow process, and some persghe want to have ocular
demonstration of abstract truths have been inclittedoubt it because they could not
see it. In England, however, the process wouldisible enough if you could only see
the books of the bill brokers and the bankers. iThillicases as a rule are full of the
bills drawn in the most profitable trades, and adstgaribus and in comparison
empty of those drawn in the less profitable. Ifitbe trade ceases to be as profitable
as usual, less iron is sold; the fewer the salesféwer the bills; and in consequence
the number of iron bills in Lombard street is dimhed. On the other hand, if in
consequence of a bad harvest the corn trade becanes sudden profitable,
iImmediately 'corn bills' are created in great numtheand if good are discounted in
Lombard Street. Thus English capital runs as susslg instantly where it is most

wanted, and where there is most to be made of Myaer runs to find its level...”



Then, Bagehot passes to reasoning how loanables fandourage economic
activity. They are held in banks unclaimed untingosector suddenly becomes very
profitable. Then, the loanable funds are allocabeitis development, but other sectors
associated with it technologically also start bawgniAs a result, they receive a vast
volume of funding. Gradually, this process spilleothe whole economy. Virtually,
in this reasoning we can well see a verbal modeaholtiplicative processes in the
economy.

The end of the XIX-the beginning of the XX centsriwere marked by
substantial structural shifts in the world econosych as an intensive development of
textile industry and railway construction. At théime the USA also began
outperforming Great Britain in the global economace and the industrial revolution
in Russia, Germany, France was almost finalized.

Particularly in that period K. Marx and his follorgewere making a valuable
analysis of interrelation of industrial growth, pesses of monopolization in the real
economy and development of financial intermediation this connection R.
Hilferding deserves a special mention as well asMarxists’ analytical contribution
to the debates on finance—real economy interaetsoa whole. He showed that at the
turn of XIX—XX centuries mutual interweaving ofduastrial and loanable (banking)
capital had reached such depth that instead ofeparate categories of capital it was
reasonable to introduce the notion “finance capltdilferding, 1981).

Thereby, finance capital was considered as a basesstablishing cartels and
trusts with dominating role of banks or financiattustrial groups, as we would today
call such conglomerates. Since many big infrastinecprojects of that time were
carried out by cartels and trusts, one can argaefihance capital formation really
contributed to economic growth. Nevertheless, #@ls® necessary to take into account
negative effects which are immanent to the appearan financial-industrial groups

as such, i.e., losses in public welfare connect#a nvarket monopolization.

3. First half of XX century: Joseph Schumpeter and Keyesians



Hilferding’s analysis influenced other researche@ne of them was J.
Schumpeter. That influence must have been a prooiu@chumpeter’s interest in
Marxist economics and personal friendship with étding (Michaelides, Milios,
2005). Anyway, Schumpeter's monograph “The Thedrfconomic Development”
published in 1912 was recognized as the next sthfjpance-growth nexus analysis.
In the book he, as it is well known, proposed “remnbinations” that drive economic
development. J. Schumpeter identified five formghese combinations: 1) production
of new goods; 2) applying new ways of productionl @ommercial utilizing of the
existent goods; 3) new commodity market developmdhtnew sources of raw
material development and 5) sector structure aditergSchumpeter, 1982).

There are two ways to make the new combinationk wolby administrative
power and by means of banking loans in case of kkeha@&conomy. According to
Schumpeter, the banker is an intermediary betwaasetwho strive for the realization
of new combinations and owners of capital whichasessary to accomplish this aim.
Thus, when a bank issues a loan, it authorizesirthiementation of “the new
combinations” in the name of the whole society. Bag activity is aimed at
stimulating economic development. However, it iraplithe absence of centralized
power that would exert exclusive control over sbared economic processes.

At the same time it should be considered that a@wegrto Schumpeter bank
loans are of a great importance just at the momieateating “the new combinations”,
whereas in a steady state of the economy when firave already had necessary
means of production or are able to fill them upstantly due to the revenues from
previous production, finance just plays an auxlieole. In fact, the latter boils down
to financial institutions’ participation in moneyamediation of immutable, regularly
repeated routines.

Later Schumpeter must have adhered more firmlyhéoview that financial
intermediaries facilitate economic development. lpnag the nature of cyclical
processes in “Business Cycles: A Theoretical, Hiséy and Statistical Analysis of

Capitalist Process” (1939) he underlined that titerrelation between the supply of



bank loans and innovations had a fundamental mgafun the comprehension of
“capitalist engine” running.

Nevertheless, Schumpeter’'s idea of the positive oblbanking institutions in
promoting economic growth hadn’t become widesprbéadause “The Theory of
Economic Development” was published on the evehefRirst World War and was
translated from German into English and French9841when the USA and leading
European countries were undergoing a severe recesk such conditions the
financial determinant of economic growth could seér receive comprehensive and
unbiased attention. The Great Depression began ffsnmassive stock market
collapse and paralysis of banking sector. Hopesfprompt rebound of the financial
system either in the USA or in the Western Eurapentries didn’t come true.

Processes in the real economy were considered tirdbgriority and the
development of financial sector was their consegeeibuch idea found capacious
expression in the words of J. Robinson who staked tenterprise leads finance”
(Robinson, 1952). These scientific views largelylain the absence of outstanding
works dedicated to the finance-growth nexus inli®@0—1940s.

It is noteworthy that those years were charactdriby an accelerated
appearance of the neoclassical synthesis on thkngegositions in economics and
economic policy. In the theories of the first fellers of J. Keynes the financial system
plays an important but not the primary role. Theref it is quite clear that the
common wisdom was that financial development wabyaroduct of economic

growth rather than a force spurring it.

4. Re-emergence of the finance-growth nexus as a resdgaprogram: the
1950-1980s
However, since 1955 when the article “Financial easp of economic
development” (Gurley, Shaw, 1955) was publishedh@ AER an interest of the
scientific community in studying the influence ahdncial system on economic

growth began re-emerging.



In this context it is worth mentioning A. Gerschemk (1962), who in his
seminal work “Economic Backwardness in Historicakdpective” focused attention
(quite in line with the research programs of hisdacessors) on the role of banking
sector. According to his hypothesis, the level cbreomic development before the
beginning of industrialization determines how sigaint the role of banking sector in
this process should be. Thus, Great Britain, ilhjtitne most developed country, did
not have to employ the full capacity of the banksygtem because of a comparatively
low scale of required investments.

The situation was quite different in Germany and s$a where
industrialization in the second half of the XIX tery demanded huge capital
investments that predetermined the key role of ipgnksector in economic
development of these countries.

H. Patrick (1966) highlighted two ways of interweay of financial
development and economic growth, having named théemand-following” and
“supply-leading”. “Demand-following” is a situatiowhen finance is required to
attract external financing in terms of supportimpromic growth. “Supply-leading”
takes place when financial institutions accumukdgings and transform them into
investments, which are necessary for the developroémmodern sectors of the
economy. To the best of our knowledge, that wasfitls¢ attempt to discuss the
problem of causality in the finance—growth nexter#ture.

R. Cameron (1967), a prominent economic histoneed the same approach
to study the interaction between financial marlegts economic growth. In addition he
made a special emphasis on the quality and effauwiss of financial services. During
his analysis Cameron pointed to key features anfomal systems which have very
much in common with modern classifications of itsedtions: 1) financial system
redistributes monetary resources from risk-avecsa@mic agents to entrepreneurs; 2)
financial intermediaries spur investments redudnegrowing costs, which leads to
decreasing interest rate spreads across geogrhphitaectoral dimensions as well as

to a diminishing role of seasonality in investmBattuations; 3) financial institutions



facilitate an effective allocation of the initiakosk of capital in the period of
industrialization and contribute to technologicdvances.

Besides, Cameron carried out a comparative anaysige interaction between
financial markets and economic development of Engjl&cotland, France, Belgium,
Germany, Japan and Russia in the XIX century. Heveld that in Scotland, Belgium,
Japan and Russia the financial system played aatrtade in the rapid industrial
growth but in Germany and France this link was Ipssnounced mainly due to
incoherencies in the economic policy.

R. Goldsmith (1969) asserted that finance influsre@nomic growth through
an increase of effectiveness and build-up of trgregate volume of investments. For
the first time he calculated correlation coeffiteebetween the ratio of financial assets
to GNP and GNP per capita for 35 countries, reugailis positive sign and statistical
significance.

In “The Theory of Economic History” J. Hicks (1978)ted that the industrial
revolution in Great Britain at the end of the XVdéntury had become the result not
so much of technological innovations as of the obdation of the financial system
which helped disseminate innovations across mactpise

After the above-mentioned works of the 1960s, whiohinly dealt with
economic history and almost didn’t rely on rigorousthodology, more fundamental
papers by R. McKinnon (1973) and E. Shaw (1973kapd. These authors exposed
to severe criticism the so—called financial repgmgsa kind of macroeconomic policy
then largely pursued by many developing countrlasshort, this policy implies
interest rate caps, higher banking reserve rate<aoss-border capital controls. So, it
could be considered as an implicit tax imposedimanicial institutions. Such policy is
instrumental in terms of growing budget deficitsdamational debt. Without doubt,
however, financial repression impedes the developmef private financial
institutions. Discussing its overall benefits andaknesses is beyond the aims of the
paper. C. Reinhart (2012) provides a thorough surgé this policy and its

applicability in modern conditions. Here, we justghasize that McKinnon and Shaw



made a strong case for the plausibility of finahideeralization as a growth-enhancing
policy and refuted the financial repression policy.

The wave of financial liberalization beginning imet vicinity of 1980
additionally encouraged theoretical and empiricadearch of the finance-growth
nexus. According to th&EL, in 1969-1980 just 5 papers on this topic were ighbtd
in the leading peer-reviewed journals in economidsereas this number totaled 144
for 1981-1990 (Sinha, 2001). Besides the finankisralization, remarkable shifts
within economics in the late 1970s and early 198@sto a rising interest in this
research program. The contributions to the thedrynformation were the most
important. Thanks to Stiglitz, Greenwald, Weiss amtlers, new approaches to
modeling a macroeconomic role of banking beganetweprate and by the end of the
1980s reached their climax. They managed to exphesgeculiarities of financial
activities in a formal language and thus operatined such notions as principal-agent

problem, moral hazard, adverse selection, screeatng

5. Finance and growth: a modern theoretical landscape

With the new analytical apparatus adopted, ecortsmittention to the
finance-growth nexus kept on rising in the 199Q@shdppened then and happens
nowadays due to the substantial increase of fiahmoarkets depth and variety of
assets available for investments. Besides, thedeshde of the XX century was a
period of accelerated world economic growth (astea comparison with the 1980s).
At the intuitive level all that pointed to the pee€e of a positive link between
financial development and economic growth.

Evidence did not make wait long, but it is indisp&lole to offer some outline
for its further analysis. It seems appropriate tod@ the papers studying this issue
from the early 1990s till nowadays into 3 grouppateding on a paradigm which
authors follow.

The first of them unites the works that assume mfegdly competitive
financial markets exerting influence on economiavgh. The second group of studies

explores the finance-growth nexus in the settingemflogenous economic growth



models. Finally, the third group comprises pureiyppeical papers relying on
constantly growing data availability and econoneetachniques. Besides, one may
conjecture that a fourth, neo-institutional paradigas started crystallizing.

Now let’s turn to the conceptual basis of the fgstup of the research papers.
Proceeding from the premise that all markets inett@nomy are perfectly competitive
and that agents have at their disposal all thernmition available and interact with
zero transaction costs, one is sure to concludefittencial markets do not have any
influence on resource allocation. These premisag alkey role in general economic
equilibrium models and are described in detail byAkow and G. Debreu. However,
they are far from reality. That is why researchesaounced considering perfect
competition, allowing for such frictions as infortia asymmetry, presence of
transaction costs, etc. Incorporating these fingienables to analyze such issues as
adverse selection or moral hazard, mitigate thainifestation and thus, create optimal
financial contracts, which is positively linked tvicapital accumulation and economic
growth.

In the real life information asymmetry between a@d (primarily, banks) and
borrowers is always present. Obviously, nobodydessiborrowers themselves could
better know the characteristics of their own prigegrofitability, risks, etc.). It is
often too difficult to assess their creditworthise=x ante, so the borrowers may be
tempted to conceal the real state of affairs tauensbtaining a loan. Creditors could
resort to monitoring borrowers’ activity. Howevenpnitoring itself is costly, which
curbs the supply of loans. The phenomenon of cratlitning arises and it leads to a
lower share of savings transformation into investtee As a result, capital
accumulation and economic growth will decrease.rdlng the first group of the
finance-growth nexus models has microeconomic fatiads and builds on the
advances in the theory of information describedvabo

The variables describing the functioning of finahaenarkets are incorporated
in endogenous growth models which constitute treors® group. Thus, a financial

market could be considered in two ways: 1) as #ofawontributing to technological



progress and indirectly promoting economic growdimd 2) as a self-sufficient
determinant directly spurring economic growth tlglowapital accumulation.

Among the models of endogenous growth the modaapital accumulation
(AK-model) proposed by R. Lucas and P. Romer issicmred to be the most
“convenient” for including variables characterizifigancial market performance. The
equilibrium rate of economic growth in this moded set by the formula
g(Y)=A*5*s-d where A- is the level of technology that according to thedlae
model is above 1 (i.e. it exhibits a non-decreasiaturns to scale)y - is a
transformation ratio of savings into investmerfts ¢ <1), s - savings rated - rate of
depreciation. Thusa, J, s “capture” the influence of financial market on romic
growth (Thiel, 2001).

Researchers identify 3 functions of the financidtem which contribute to
technological level improvement: 1) selection ok timost profitable investment
projects; 2) liquidity provision, or possibility auying and selling assets with minimal
transaction costs that facilitates middle- and g investment projects; 3)
possibility of risk distribution (diversificationthat increases the inclination of
economic agents to carry out more profitable (&t enore risky) projects.

As for the transformation ratio of savings into estments, the more efficient
the financial system is, the closer this indicasoto 1, or 100%. Sol-o could be
reckoned as transaction costs connected with fiaeimtermediation and taking shape
of commission fees to intermediaries or credit-c#pgpreads.

The influence of financial market on the savingseré&s ambiguous. An
enhanced efficiency of the market (in terms of mproved yield/risk profile) may
both lead to a rise and decrease inThe latter effect is connected with the fact that
expectations of more profitability could make ecmno agents refuse to increase
current savings. The overall result is defined by peculiarities of utility functions
and indifference curves of economic agents.

The examined endogenous model setting shows anpdxamh the indirect
influence of the financial system on economic ghowithere are also models taking

into account its functioning in an explicit way ytroducing a special financial



intermediation cost function. These costs alondp Wit depreciation rate are a drag on
capital accumulation and as a result on econonoevity (Lee, 2005). Besides, it is
necessary to mention another class of endogenavgtlgmodels in which financial
market stimulates technical progress and innovatiancreasing the volume of the
resources directed to R&D activities (Morales, 2001

To sum up, the value of the considered first twougs of models is great in
the sense that they allow to prove formally thesexice of the influence channels of
financial markets on economic growth. They areimgtished by a high degree of
mathematization and a complex system of preregsisithese factors significantly
complicate checking conclusions of the models eiogdly. In this respect purely
empirical tests of finance-growth nexus have cooéé¢ fore.

This approach is based on R. Barro’s ideas (Bar®91) who suggested a
relatively simple econometric technique to asseewilp determinants (the so-called
Barro-regressions).

The model adapted to evaluate the role of finan@conomic growth looks as
follows:

Y, =a,+a*F, +B* X, +&,

wherea,,a , 3 - coefficients, F, - an indicator of a country’s financial system
development (normally, one of financial depth rsit the moment, X, - the values
of controlling variabledor a countryi at the moment, ¢,- an error of the regression.

We can speak about positive influence of the firldmoarket on economic growth if

the coefficiente at the variabler, is positive and statistically significant.

Since 1993 when the article “Finance and growtltuBtpeter might be right”
by R. King and R. Levine which initiated econometiests of finance-growth nexus
was published, a great number of papers addregsagjmilar issue has appeared.

In the majority of the papers a positive link betsweinance and growth for
various groups of the countries and time periods weally confirmed. At the same
time one cannot ignore critical remarks of someneaasts who consider impossible

to grasp any economic phenomenon solely on thes lmdseconometric methods. In



their papers experimenting with the structure afirntoy samples and indicator time-
series, they question the robustness of a podihkebetween financial development
and economic growth and its universality (Mann@@Q3; Driffil, 2003).

In particular, it is noted that statistically sifjoant positive linear dependence
between financial development and economic grovdhlly takes place in the
developed countries but doesn't prove to be trwase of the states with low or lower-
middle income per capita. It is due to the fact fivancial development in the poorer
countries involves prohibitively high fixed costs set up the necessary financial
Infrastructure (stock exchanges, clearing houdes, and if these countries still persist
in such an unbalanced policy, it all results inigtrection of resources from the real
sector where capital is also badly needeédidda, Fattouch, 2002Accordingly, they
are not recommended to rely too much on accelefatadcial development as it may
turn out to be a drag on economic growth.

Besides, the argument about nonlinear connectiotwdes financial
development and economic growth can be based ordithmishing return which
comes into being with an increase of financial deftis concept assumes that, for
example, a rise in credit/GDP ratio from 20 to 3i@3%almost sure to speed up growth
while a rise from 120 to 130% will bring essenyiadimaller positive effect, if any at
all, as it can overheat the economy. Thus, it sabatsthe law of diminishing returns
Is applicable to the financial system as if it wargphere of material production.

This point of view found its statistical confirmai in a number of papers: if
squares of financial depth indicators are inclugtethe traditional Barro-regressions,
they appear to be statistically significant and aiegly correlated with economic
growth. This nonlinearity raises the question @&rsking threshold values of financial
development. The threshold effect in a theoreseding was characterized by Augier
and Soedarmono (2011). Empirical estimates appeared earlier. For the credit to
the private sector/GDP ratio the threshold was tegoto lie between 70 to 100%
(Eschenbach, Francois, 2005). A similar threshdéfigicein the finance-growth nexus
is also documented in recent papers. Ceccetti dnmarrubi (2012) examine the

impact of financial depth and employment in theafioial sector on aggregate



productivity growth in a sample of 50 developed ai@leloping countries and
conclude that a pro-growth credit/GDP ratio shaudtl exceed 100%, while the share
of employment in finance should not be above 3,5%e work force. Arcand et. al
(2012) confirm that finance starts exerting a negagffect on growth when credit to
the private sector reaches 100%. This result heWien controlled for growth
volatility, banking crises and regulation.

The conclusion according to which in the pooremtoas the financial system
does not almost exert any influence on economiavtiroin the middle-income
countries it is positive and strongly pronouncetiereas in the developed economies
it is also positive, but weaker than in the midasleeme countries, is an integration of
the concepts explaining nonlinear connection betwdamance and growth
(Demetriades, Adrianova, 2003). So, one may nowlspé an inverted U-shaped link
between financial development and growth.

Discussion about (non) linearity in finance-growtxus does not settle all the
methodological difficulties and restrictions conteet with applying econometric
methods within this research program. Another cozapdd problem arises: finance
pushes economic growth or is pulled by the latselfi? The question was first asked
in the 1960s, but hasn’t received any final anssuefar.

Moreover, perhaps, one should speak with cautionitediny causality between
finance and growth as there may be some latentrdetant influencing both. The
attempts to overcome the identification problem edu®d in Barro-regressions by
means of instrumental variables have reached onlield success.

Therefore, with respect to the finance-growth nexus better to speak about
the so-called Granger-causality, an econometrigypod the cause and effect.

Defining what is the cause and what is the effecobeding to Granger with
regard to finance and growth — today, perhap$iastost burning avenue of research
within the econometric paradigm. The analysis atdrical time-series of financial
performance and rates of economic growth by meérngsaor auto-regression model
(VAR) is an example of the applied use of the Geargausality concept. Most of the
recent studies point to a bi-directional causabtween finance and growth, but



Bangake and Eggoh (2011) also indicate that theniate of the causal relationship
depends on the income level: in developing cousttie relationship running from
finance to growth appears to be stronger than weldped economies, where the link
IS more pronounced in the opposite direction. Témult is consistent with the initial
argument by Patrick (1966).

T. Beck notes that in the years to come the arsmlystime-series has every
chance to turn into the main “working horse” of #g@nometric paradigm replacing
Barro-regressions. Some hopes are also pinned dvitiamic panel data analysis,
accounting for heterogeneity of the countries tgtouhe generalized method of
moments (GMM), “difference-in-difference” methoddé&k, 2008). This trend along
with the development of economics is caused byicoatis expansion of information
sources on financial depth, increase in the nunolbeéhe research papers which are
based on microeconomic and industry-level data.

Another problematic area within the econometricadggm deals with the
impact of financial structure on economic growthotMnly the size of financial
system, but also its “ingredients” may matter. His tsense financial systems can be
bank-based or market-based. So, it is importafintbout if one of the types is more
favorable for growth. Or, perhaps, such a questomrelevant at all. Empirical
research yields contradictory results.

On the one hand, in his influential paper Levin@02) states that it is the
overall financial development, not the financiausture, that matters for growth. On
the other hand, later studies (Luintel, et al.,&0fuestion the cross-section approach
applied by Levine, as it ignores country specifiéeoling countries in one sample is
argued to be inadequate and should be replacedirbg-series or dynamic
heterogeneous panel data analyses which provaghiéiGgance of financial structure
for economic growth.

Yet, such tests encompass a limited number of desnand, in a nutshell, an
eclectic viewpoint on financial structure remaimey@ailing. Considering an individual
country’s financial system as bank-based or mabksed is too narrow as institutional

and behavioral aspects should be taken into accddaetton and Bodie (2004)



proposed the so-called functional and structuralrfce (FSF) hypothesis that
synthesizes neoclassical, institutional and bemaVi@approaches to finance and
endogenizes the financial system structure. Pretiti¢h in line with this eclectic
stance, Song and Thakor (2012) underline that bamkd financial markets
complement and co-evolve. The channels of the rhumdflaence are securitization
and bank capital. Banking advances are transntitesarkets via securitization, while
market ones affect bank capital. So, the finansialcture is a derivative of this bi-
directional process and policymakers are not advisefavor any of the segments
(banks or markets) ex-ante, as such policies astortibnary and eventually
undermine financial development. Saillard and 2012) compute a special index
accounting for complementarity between banks andnitial markets and establish
that countries with higher values of this indicatend to channel savings into
investments more efficiently. The countries withrenantertwined banks and markets
are also less vulnerable to financial crises. lortsithere is no any optimal financial
structure for economic growth set once and foreWée financial structure of the
economy changes along with the overall economiceldgwment, with financial
markets becoming relatively more important (Demir¢fiunt, Levine, 2012).

The burgeoning neo-institutional paradigm, on thse chand, inherits a
historical and economic approach to the financevitmexus, and on the other hand
creates its own agenda, analyzing the politicahenwy of financial development and
the role of political factors (democratiand non-democratic regimes) in this process.

Within this paradigm a special emphasis is puthenrble of legal doctrines in
creating conditions for financial development armbremic growth. According to
Coase, financial transactions can be perceived set af contracts which the legal
system is supposed to enforce. Consequently, setbhountries where property rights

are well protected, especially those of investorsl @reditors, there are more

! The analysis of historical case—studies of tharfaie—growth nexus is important. The most receniltee®f this
approach are presentedRwlitical Institutions and Financial Developmeh&d. by Haber S., North D., Weingast B.,
Stanford University Press, 2007. The main concludies in the necessity to secure political conjmetias a guarantee
of an efficient financial system. It is made on Hsis of the comparative analysis of financialaleyment of Mexico,
Brazil and the USA.

2 Recent studies prove that the transit to demodsaogts financial development, with the effect gesspecially visible
in case of the least developed countries. Butdh@nge also involves higher volatility of financtpth ratios. (Huang,
2010).



incentives to financial development and higher gy of its positive impact on
economic growth. In particular, the Anglo-Saxondkedoctrine which is based on the
common law and is more adaptable to changes inetmmomic environment is
associated with higher levels of financial deptharacterized by the prevalence of
stock market in financial structure and contribigiggmificantly to economic growth. In
this sense the German and Scandinavian legal destseem less favorable. The
French law, probably, the least favorable for fitiah development owing to its
centralization, insufficient flexibility and an dusive statehood in the economic
relations closes the list (La Porta R., et. al98)9

Now political institutions and legal doctrines aseen as competing
determinants of financial development. Yet, paditiand legal aspects of the analysis
are interconnected. Therefore, it could be morengsimg to integrate applied political
science and macroeconomic research approachegsa@giomprehensive analysis of
finance-growth nexus from the neo-institutional gperctive. It may be achieved by
constructing and applying synthetic indices ofitnfibnal quality.

One more cluster of the papers at the interseatibthe neo-institutional
paradigm and political economics merits attentibmey deal with the finance-growth
nexus in the countries rich in mineral resourcegr@hnstitutional environment may
have a significant impact on this interconnectiddundance in natural resources
seems to have an adverse effect on financial denedat. Beck (2011), in particular,
argues that there are signs of a resource curdeancial development of such
countries. Stock markets in these economies usialy liquidity. On the contrary,
banks are large, liquid, well-capitalized and padfle, but often engaged in credit
rationing activities. So, access to credit in tloardries rich in mineral resources is
constrained, which is especially detrimental toegmises irrespective of their size.
Meanwhile, the finance-growth nexus is presenh@sé economies as well and due to
the resource curse in financial development theytdexploit to the full their growth
potential. It involves an interesting policy im@ion: to secure financial deepening

these countries should make an extra effort in @ispn with other economies. One



of the cornerstones of the policy should be themmtion of competition in the
banking sector and financial services as a whole.

Other papers examining financial development in ouese-abundant
economies and its impact on growth, which are nttadly numerous, arrive at similar
conclusions, e.g. Bhattacharyya, Hodler (2010).afhother important contribution,
Saborowski (2009) stresses the importance of fiahisgstem deepening in resource
rich economies as a deterrent to the Dutch disgasptoms such as the exchange rate
appreciation effect due to foreign direct and mdidf investment inflows. These
economies had really failed to absorb and retam itiflows prior to the Great
Recession, as the latter translated into excessxehange rate appreciation,

inflationary pressures and a general fall in contipeness.

6. Current challenges

The number of the papers dedicated to the finanoeth nexus has been
growing steadily over the past three decades alotigthe availability of data and has
totaled several hundreds. Yet, the nexus seemsg feds robust in the latest papers
than it used to be in the works published in th@019 early 2000s.

Several explanations for this less stable link hbgen suggested. First, the
time span that recent studies cover moved from %@, as in King and Levine
(1993) to include the latest years. According tenRart and Rogoff (2009) or Laeven
and Valencia (2010), the incidence of financiatesi has increased immensely in the
1990-2000s in comparison with the 1960-1970s. § hmave contributed to the partial
erosion of the positive link between finance andwgh documented before, as an
excessively rapid growth of financial depth led hogher inflation rates and
deterioration of credit standards and ultimatesuteed in growth-inhibiting financial
turmoils. Rousseau and Watchel (2011) run Barroessgons for two sub-periods,
1960-1989 and 1989-2004, and find no statisticghiBtance of financial depth
regressors for the latter. Second, the same auti®samed that major financial
liberalizations could have played a role, but didimid enough evidence that would

support the hypothesis. Dabos and Gantman (20X@ircothe findings by Rousseau



and Watchel, dealing with the data for 98 count(E%61-2005) and accounting for
institutional quality variables.

A fading finance-growth nexus is also based onréfselts of meta-regression
analysis of the relevant literature. Asongu (20l1djakes this conclusion
methodologically narrowing down from 186 papersaatsummary of 20 studies and
also relates it to a greater number of financisaes over the past years. This meta-
regression analysis discovers some signs of puigicaias, i.e. the papers that
support the finance-growth nexus are more likelpeggublished rather than those that
yield opposite findings.

However, one cannot rule out a re-consolidatiotheffinance-growth nexus in
the future. In the aftermath of crises econominégessort to external financing with
more caution, so speculative and Ponzi-schemesaereand deleveraging often takes
place. Hedge finance, according to Minsky (200&)gns at such times. Though
conservative, this type of financing promotes growthe 1950-1970s were a good
illustration and the basis of the finance-growtke@ch that covered the 1960-1989
period.

The empirical research of the finance-growth nehass dealt with a vast array
of financial depth indicators. They were compilatt ancorporated into the World
Bank and the IMF statistics. Now these metrics haeen supplemented by a
comprehensive dataset on financial inclusion (DguarKunt, Klapper, 2012). There
seems to be a positive link between financial deyith inclusion (World Bank, 2008),
but both may be crucial from the growth-enhanciegspective and thus, can hardly
replace one the other. After all, there are coaatwhere these two metrics are not in a
complete harmony, e.g. the Baltic states (Estoniauania). These countries have
inclusive financial systems which are far from lgereally “deep”. Most emerging
economies provide an opposite example: importawinttial centers there may absorb
large financial resources, securing significantaficial depth ratios, but access to
financial services across other parts of the coumiay be significantly constrained.
BRICs illustrate the case well. Consequently, itlddoe essential for policymakers to

learn more about the complementarity of financegth and inclusion.



More effort is surely needed to make financial usebn data as reliable and
common as financial depth indicators and to fat#ita richer analysis of their joint

Impact on growth. But this avenue for the rese#&roks plausible and promising.

7. Conclusions

To sum up, studying the impact of finance on ecdnogmowth has been
fruitful. It concerns both substantive and methodalal issues. Finance acts as a
catalyst of economic growth, promoting capital awalation and its optimal
allocation. It is possible to assert with a higheleof certainty that countries with more
developed financial systems exhibit higher rateeadfnomic growth in the long-run.
Yet, it happens until a threshold is reached, wheme finance is no longer more
growth.

Banking systems and stock markets seem to be gqoadbrtant: the scale of
both segments of the financial system is positivayrelated with the dynamics of
economic growth. The conclusion in question, adogrdo the experts of the World
Bank, is cleared of simultaneity of macroeconomiud &inancial development
indicators (simultaneity bias) and can be trealetbst as a stylized facDémirguc—
Kunt, Levine, 2008)

At the same time the impact of financial systemesonomic growth doesn’t
follow any uniform pattern and depends on the lewkleconomic development,
financial system structure, legal system and therail quality of institutions. So,

many pending issues and promising avenues fordutsgearch remain.
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