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ABSTRACT
FINANCIAL DEVELOPMENT, FINANCIAL OPENNESS AND GROWTH:

AN EMPIRICAL INVESTIGATION

Unaldi Akgiin, Burgin
Ph.D., Department of Economics
Supervisor: Prof. Dr. Erdal OZMEN

November 2011, 170 pages

The economic literature posits that a well-functioning economy requires a
well-regulated financial system, and a sound financial system is essential to the
fundamentals of an economy, however, even the most influential economists
disagree sharply about the role of the finance-growth relationship in economic
development. One of the most important questions concerning financial openness is
whether it spurs long-run economic growth, and if yes, do these benefits outweigh
the risks for developing countries. In addition, the conventional economic theory
often postulates that a more developed financial sector provides a productive
ground for higher economic growth. Is financial development a major prerequisite
for economic growth? Additionally, institutional quality has also received a
considerable attention since it is thought of a significant channel in the finance-

growth relationship.

This thesis aims to investigate the links between financial integration,
financial development, and growth, taking institutional quality and the level of the
development of the economy into consideration. To this end, a large panel data set
is used and panel data estimation techniques are employed. The results show that
emerging economies benefit the most from financial openness regardless of any
preconditions. On the other hand, developing economies should be cautious since

financial openness may hinder growth unless institutional development is healed



before financial openness policies take speed. Moreover, the results indicate that,
financial development fosters growth and the level of institutional development is an

important determinant of the finance-growth relationship in the overall.

Keywords: Financial Openness, Financial Development, Institutional

Development, Growth



Oz
FINANCIAL GELISMISLIK, FINANSAL AGIKLIK VE BUYUME:

AMPIRIK BIR INCELEME

Unaldi Akgiin, Burgin
Doktora, Ekonomi Béliumu
Tez Yoneticisi: Prof. Dr. Erdal OZMEN

Kasim 2011, 170 sayfa

Ekonomi literatiirii iyi calisan bir ekonominin dogru diizenlenmis bir finansal
yaplyl gerektirdigini 6ne sirer. Saglam bir finansal sistem, ekonomi temellerinin
esaslarindan biridir, ancak halen, en etkili ekonomistler bile ekonomik kalkinmada
finans-blyume iliskisinin rolli (zerine ihtilafa dlismektedir. Uluslararasi finansal
entegrasyonun en o6nemli sorularindan biri bu durumun uzun dénem ekonomik
buylmeyi etkileyip etkilemedigidir, ve eger etkiliyorsa getirdigi fayda o6zellikle
gelismekte olan llkelerde yarattigi risklerden daha adir basmakta midir? Bunun
yaninda, yaygin iktisat teorisine gore finansal sektdriin gelismesi, kaynaklarin
lretken tahsisini, daha az bilgi asimetrisi ve daha etkin kontrolii saglayarak daha
yiksek ve istikrarll bir ekonomik blylimeye yol agmaktadir. Finansal gelismislik,
ekonomik buyiimenin 6ncl kosullarindan biri olabilir mi? Yanisira, finans-biytiime
iliskisi icin dnemli kanallardan biri oldugu disiinilen kurumsal gelismislik de son

ddénemlerde dnemli élglide ele alinmistir.

Bu tezde finansal agiklik, finansal gelisme ve ekonomik bliyiime arasindaki
iliskilerin incelenmesi amaglanmaktadir. Ozellikle, finansal agikliktan biyiime
faydasi sadlayabilmek igin kurumsal gelismislik ve kalkinmanin derecesi faktorleri de
dikkate alinmistir. Bu amagla gelismis ve gelismekte olan Ulkelerden olusan genis bir
panel veri seti kullanilmis ve panel veri ekonometrisindeki son dénem teknikler

uygulanmigtir.  Sonuglar gostermektedir ki, herhangi 6nkosul ya da sart

Vi



aranmaksizin, finansal acgikliktan en c¢ok faydayl yikselen piyasa ekonomileri
saglamaktadir. Dider taraftan, gelismekte olan (lkeler dikkatli olmalidir, zira finansal
olarak acilma politikalari hiz kazanmadan o6nce kurumsal gelismislik dizeyi
iyilestiriimezse finansal entegrasyon uzun donemde biliyimeye sekte vurmaktadir.
Bunlara ek olarak, sonuglar finansal gelismisligin biylimeyi olumlu etkiledigini ve
kurumsal gelismisligin finans-biiylime iligkisinde ©nemli bir etmen oldudunu

sdylemektedir.

Anahtar Kelimeler: Finansal Aciklik, Finansal Gelismislik, Kurumsal Gelismislik,

Blylme
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CHAPTER 1
INTRODUCTION

The economic literature posits that, in a world of increased capital flows, a
well-functioning economy requires a well-requlated financial system which
efficiently channels savings into investment. A financial system is composed of
banking institutions, financial markets, securities markets, pension funds, insurers,
other financial intermediaries and regulatory institutions which supervise these
intermediaries. The financial system has a vital role in mobilizing and efficiently
allocating savings and resources to productive sectors and meeting the
different requirements of borrowers and lenders. Thus, a sound financial system
is essential for supporting economic growth and must be integrated to the

development policies.

Joseph Schumpeter argued back in 1911 that “financial intermediaries
play a pivotal role in economic development because they choose which
firms get to use society’s savings' (Schumpeter, 1934; cited by Beck et al.,
1999). A sound financial system is essential to the fundamentals of an
economy, and development policies must not oversight financial
improvements, however, even the most influential economists disagree
sharply about the role of the finance-growth relationship. Although, it is
widely agreed that there are important relationships between finance and
development, there is still no consensus on the exact nature of these
relationships. Is financial development a major prerequisite for economic
growth, or is it no more than a passive side product of the development
itself? On one hand in a collection of essays by the “pioneers of development
economics” including three Nobel winners, finance is not even mentioned (Meier
and Seers, 1984). For instance, Lucas (1988) states that the role of finance is
too “overemphasized” and dismisses it as a major determinant of growth.
Further, as noted by Levine (2003), Stern’s (1989) review of development

economics does not discuss financial system even in omitted topics list.



These economists claim that finance does not cause growth but automatically
responds changing demands from the real sector. On the other extreme, as
reviewed by Levine (2003), another Nobel prize winner Merton Miller (1988) states
that financial markets’ contribution to economic growth is an obvious proposition
to be studied of. Similarly, Bagehot (1873), Schumpeter (1911), Gurley and
Shaw (1955), Goldsmith (1969), and McKinnon (1973) are all stand aside the
idea that the finance-growth nexus can not be ignored without substantially

understanding economic growth (cited by Levine, 2003).

Broadly speaking, there are four major views for the finance-growth
nexus. The first one is the supply-leading view, which supports a positive
impact of financial development on economic growth. The demand-following
view depends on Robinson’s (1952) statement that “where enterprise leads,
finance follows" implying that finance actually responds to changes in real-
sector. In the middle of these two views is the one that calls a mutual
impact of finance and growth. Finally, some literature argues that thereis no

relationship at all (Apergis, Filippidis, Economidou, 2007)".

How, in theory, could finance contribute to the growth process?
Although economists attach different degrees of importance to financial
development, its contribution to long-run growth is theoretically presumed:
financial sector development not only enhances growth but also diminishes
the fragility when faced to a crisis. Caballero and Krishnamurthy (2001);
Aghion, Bacchetta, and Banerjee (2004); Mendoza, Quadrini, and Rios-Rull (2007);
Aoki, Benigno, and Kiyotaki (2007) showed in different theoretical settings that,
without financial development, interaction of domestic and international collateral
constraints can yield unpredictable and adverse effects of financial openness, too
(Kose, 2009).

The first generation of neoclassical growth models attributed economic
growth to exogenous technical changes and population growth (Solow, 1956,
1957), yet recent literature emphasize the key role of finance in achieving
economic growth in developing countries (Levine and Demirglic-Kunt 2001;

Evans et al, 2002). Endogenous growth theory suggests that an effective

! These alternative approaches and the related literature are discussed in Chapter 2.



financial system can foster economic growth through various channels since
it helps overcome market frictions occurred by several reasons such as
information asymmetries and transaction costs. Furthermore, there are two
other major and complementary channels through which financial development
can influence growth: the capital accumulation channel and the total factor
productivity (TFP) channel. The capital accumulation channel, often known as
the quantitative channel, focuses on the financial sector’s ability to overcome
indivisibilities through savings mobilization. The TFP channel, often known as
the qualitative channel, stresses the role of financial innovation in reducing
asymmetric information (Townsend, 1979; Greenwood and Jovanovic, 1990; King
and Levine, 1993b; Ang, 2008). Financial development also has a direct impact
on macroeconomic stability. The lack of a healthy financial system worsen
the boom-bust cycles in developing economies facing sudden changes in the
direction of capital (Caballero and Krishnamurthy, 2001; Aghion and Banerjee,
2005) and contribute to crises associated with financial integration (Mishkin,
2006).

As Levine (2003) summarized, financial development involves
improvements in the (i) production of ex ante information about enterprises and
possible investments, and effective allocation of capital (ii) monitoring of
investments and exerting corporate governance, (iii) trading, diversification, and
management of intertemporal risk, (iv) mobilization and pooling of savings,

and (v) easing the exchange of goods and services’.

Without financial markets and institutions, savers prefer to restrain their
savings rather than investing on long-term risky projects provided by a
wide number of enterprises, because it would be costly and uneasy to evaluate
such projects in terms of risks and benefits. Financial systems minimize the costs
of information on investments, and monitor and evaluate their performance’.A
well-developed financial system leads to more efficient allocation of
resources. Many models assume that capital flows toward the most profitable

firms presupposing that investors have good information about market

2 These are the five major functions of a financial system in particular. Although all financial systems
provide these financial functions, the degree of their functioning differs largely.

3 See Diamond, D.W. (1984) for a theory of financial intermediation on minimizing the cost of
monitoring information to resolve incentive problems between the borrowers and lenders.



conditions (Bagehot, 1873; cited by Ang, 2009). However, in reality, individual
savers may not have the ability to collect, process, and produce information
on possible investments so that high information costs may keep -capital
from flowing to its highest value use. In a capital scarce environment,
financial intermediaries that produce better information will fund more
promising firms and induce a more efficient allocation of capital (Greenwood
and Jovanovic, 1990). Consequently, the improved quality of investments can
accelerate economic growth. Besides identifying the best investment
opportunities, financial intermediaries may also boost the rate of technological
innovation by identifying those entrepreneurs with the best chances of
successfully initiating new goods and production processes (King and Levine,
1993b).

Another role of financial system is to reduce the cost of monitoring
investment projects. Standard agency theory defines the corporate governance
problem in terms of how equity and debt holders influence managers to act
in the best interests of the providers of capital (Leving, 2005). In the
absence of financial arrangements corporate governance may hinder the
mobilization of savings from distinct agents and thereby prevent capital
flowing to profitable investments or managers can use their control rights to
pursue projects that benefit themselves rather than the firm (Levine, 2005)
and therefore hurt an effective resource allocation. These financial contracts
ensure that the flow of mobilized savings or capital to profitable investments
is not hindered. The literature on how financial markets and institutions may
improve corporate governance, influence capital accumulation, resource
allocation and long-run growth is reviewed insightfully by Shleifer and Vichny
(1997).

Efficient financial systems allow investors to diversify their portfolios
and hedge against risks. Levine (2004) takes the discussion in three
categories: cross-sectional risk diversification, intertemporal risk sharing, and
liquidity risk. The financial systems provide vehicles for trading, pooling, and
diversifying risk, hence these services can affect long-run economic growth
by altering resource allocation and the savings rate. Acemoglu and Zilibotti
(1997) noted that high-return, risky projects are generally indivisible and



require a large initial investment; people dislike risk; safe-projects are more
lower-return; and capital is scarce. As a result, financial systems enabling
agents to hold a diversified portfolio of risky projects will allow society to
invest more in high-return projects with positive implications for growth.
Theory has tended to focus on the role of financial markets rather than
intermediaries while examining the relation between cross-sectional risk

sharing and growth.

The relationship  between  savings mobilization and financial
development has received relatively less attention. A common problem in
developing countries with poorly developed financial sectors is the mismatch
between savings and investment, in other words lack of investment in
productive capital. As financial systems expand and intermediaries establish
stellar reputations, more funds will be available for investments. Thus,
financial systems that are more effective at pooling the savings of

individuals can profoundly affect economic development.

Business transactions are facilitated through credit offerings and
payment guarantees. The links between exchange, specialization - division of
labor -, and innovation were the core elements Adam Smith’s Wealth Of
Nations (1776; cited by Levine, 2005). He argued that specialization is the
principal factor underlying productivity improvements. More specialization requires
more transactions and since each transaction is costly, financial arrangements
that lower transaction costs will promote specialization, technological

innovation and hence, growth.

Economists have discussed over the past century whether or not
financial development has a causal impact on economic development.
Goldsmith (1969) was the first to empirically documented the positive
correlation between financial development and GDP per capita. The
conventional economic theory often postulates that a more developed
financial sector provides a productive ground for the allocation of resources,
better monitoring, fewer information asymmetries and thus higher economic
growth and lower economic volatility. Many studies showed that international

financial integration creates collateral benefits (Kose, Prasad, Rogoff, Wei, 2006)



such as financial development which could enhance growth especially in total
factor productivity (Prasad, Rajan, 2008; Stulz, 2005). And that many others
claim that satisfying a certain level of financial development is a prerequisite

for deriving growth benefits from financial openness.

One of the most important questions concerning financial openness is
whether it spurs long-run economic growth, and if yes, do these benefits
outweigh the associated risks. The World Bank, International Money Fund,
and the World Trade Organization believe that the answer is positive (Levine,
2001). In the mid-1990’s mainstream economists of nearly all schools
commonly recommended capital account liberalization - that is, allowing a
free flow of funds in and out of a country’s economy - as an essential
step in the economic development. Indeed, in September 1997, the
governing body of the International Money Fund (1997) sought to make “the
liberalization of capital movements one of the purposes of IMF, and extend
as needed, the IMF’s jurisdiction,...regarding the liberalization of such
movements.” (Prasad, and Rajan 2008). On the contrary, Paul Krugman
(1993) concludes that it is not. He argues that conventional analysis of
growth puts relatively little weight on capital in general, and thus offers
little reason to suppose that capital flows will do much to promote
economic convergence unless they are extremely large. Similarly Rodrik
(1999) warned that financial openness can be incredibly costly without
appropriate controls, regulations and macroeconomic policies. After the Asian
debacle of 1997-98, prominent critics of financial globalization argued that its
benefits are intangible and undocumented where its risks are enormous and
real. Obstfeld (2008) claims that especially developing countries should
increase their financial openness moderately and cautiously considering the

weak and still inconclusive direct evidence on growth.

Additionally, institutional quality has also receive a considerable attention
since it is thought of a significant channel in the financial openness and growth
relationship. The rule of law, the voice and accountability, the legal environment,

the level of corruption and similar qualitative indicators* can effect the allocation

* Based on a long-standing research program of the World Bank, the Worldwide Governance

Indicators (WGI) constitute one of the largest and well-known compilations of cross-country data on
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and monitoring of capital in an economy, hence it matters in terms of fragility for
financially open countries. A range of empirical studies supports that countries with
high quality institutions interacting with financial openness gain growth benefits,
while some argue that there is not sufficient evidence to derive policy
implications covering the degree of institutional quality. A number of studies on the
other hand, investigated nonlinear threshold levels for institutional quality in which
countries need to attain in order to derive growth benefits. The view that better
institutions lead to greater financial development and higher economic growth is
much concerned by Adam Smith in The Wealth of Nations (cited by Osili and
Paulson, 2004). A number of empirical studies considering various aspects of
institutional quality such as legal origin, common law, corporate governance,
investor rights and more support this view (La Porta et &/, 2000; Levine, 1998;
Levine, Loayza and Beck, 2000; Rajan and Zingales, 2003; Beck, Demirgiig-Kunt
and Levine, 2003a and 2003b; Acemoglu,Johnson and Robinson, 2001).

Many studies and researches in theoretical and emprical area are
performed in order to figure out the possible benefits and costs of financial
openness on growth and many investigated if financial development and
institutional development matters for growth. Yet, stil, none agree upon a
single conclusion, especially due to the fact that each of these determinants have

severe measurement problems.

The main goal of this paper is to make an empirical contribution to
the ongoing debate on finance and growth relationship in several aspects. We
aim to investigate the direct and indirect effects of financial openness and
financial development on economic growth and applied a variety of
econometric procedures to identify them. To this end we consider conventional
determinants of growth such as trade openness measured as the sum of real
exports and imports divided by GDP, ratio of the secondary school attainment in
the population to control for human capital, the inflation rate as average annual
changes in the consumer price index, the ratio of government expenditures to
GDP, and the logarithm of initial real income as control variables next to indicators

of financial openness and financial development as interest variables.

governance. WGI captures six key dimensions of governance (Voice & Accountability, Political Stability
and Lack of Violence, Government Effectiveness, Regulatory Quality, Rule of Law, and Control of
Corruption) between 1996 and present. See Kaufman et a/. (2008) for further detail.



Firstly, unlike the conventional growth regressions used in the literature
so far, the level of real per capita GDP is chosen as the dependent variable rather
than the first difference due to econometric appropriateness. Secondly, the role of
financial openness and financial development is analyzed not only for overall
sample but also with respect to the level of the development of the economy. The
effects of each determinant is tried to be determined and compared among
industrial and developing countries. This study also contributes to the
institutional quality and growth literature by embracing a broader variable using the
PolityIV data set (Marshall et al, 2010) in order to identify whether the sign and
magnitude of financial openness and development on growth change as countries’

level of institutional development changes.

This study is organized as follows. Chapter 2 reviews the literature in
three major parts: the theoretical development and evidence on financial
development and growth relationship; the theory and empirical evidence about
the role of financial openness on economic growth; and the theoretical and
empirical studies on the collateral growth effects of institutional quality. The
review on finance and growth is divided into separate sections each revisiting
the cross-sectional, the time series and the panel econometric techniques
applied throughout the literature. Chapter 3 presents the basic stylized facts
depicting the finance-growth nexus through descriptive statistics, measurement
issues and figures displaying the direct effects between financial openness,
financial development and growth. Chapter 4 is devoted to the empirical
analyses in the study which aims to identify if finance spurs economic growth.
The very first section of the chapter covers panel data estimation with fixed
effects (FE) with respect to a predetermined threshold level for institutional
development. Though, panel fixed effects estimation carries some shortcomings, it
enables us to compare our results with the previous literature. The second section
make use of panel error correction modelling (ECM) approach in order to figure out
the short-run dynamics of the finance-growth nexus as well as the long-run
relationship among the variables of interest from a general panel autoregressive
distributed-lag (ARDL) model. Panel ARDL model is preferred since it enables
estimation to be valid whether or not the variables in the model are I(0) or
I(1) or mutually cointegrated. Another advantage of panel ARDL method is that

estimation is possible even when explanatory variables are endogenous. Based



on panel ARDL methodology, the short- and long-run effects of financial
openness and financial development are estimated both accordingly to the level of
development of the economy and level of income. The final section of Chapter 4
hosts the dynamic Generalized Method of Moments (GMM) approach to long-run
modeling the finance-growth relationship in order to deal with the potential
problems caused by simultaneity and the inclusion of lagged dependent variable.

The study concludes with the final chapter summarizing the findings.



CHAPTER 2
REVIEW OF LITERATURE

In reviewing the literature on the importance of financial systems for
economic growth, this study focuses mainly on financial development and
financial openness since a diverse empirical literature shows that benefiting
from financial openness also requires a level of financial development.
Additionally, the notion of institutional quality has taken its place with the late
attention on its collateral effects on financial growth through financial openness.
Rest of the section reviews both theoretical and empirical literature between

financial development, financial integration and economic growth.

2.1. The Development of the Finance-Growth Nexus: Theory

As already mentioned, economists own different views about the
relationship between financial development and growth. The Ilink between
financial development and growth was first demonstrated by Bagehot in 1873
(Levine, 2003) who speaks that industrialization of England was possible due
to the use of financial system mobilizing financial capital for production.
Initially, in 1911 Schumpeter argued that financial intermediaries are essential
for technological innovation and thus economic development. An alternative
argument developed in 1952 by Robinson (Levine, 2003) suggests that financial
development does not yield a higher economic growth but it responds
passively to the higher demand for financial services as economy grows.
When an economy expands, agents demand more financial services, and in
response to this increased demand, more financial products emerge which

leads a development in the financial system.

Similar to Schumpeterian view, Gurley and Shaw (1955), Goldsmith
(1969) and Hicks (1969) discuss that financial development is crucial for

stimulating economic growth (Levine, 2003). Their view suggest to develop
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policies aiming to expand financial systems in order to spur economic
growth. This “financial structuralist” view is an opposite to the “financial
repressionist” view which refers to interest rate controls, high reserve requirements

and directed credit programmes (Ang, 2008).

In 1970s, McKinnon (1973) and Shaw (1973) challenged against the
Keynesian view on the role of financial markets in the growth process,
suggesting that higher financial development which can result from
international financial integration will lead to increased output growth so that
both call for “financial liberalization” view. The McKinnon model assumes that
investment in a developing economy is mostly self-financed and due to its
lumpy nature, investment can not materialize unless sufficient saving is piled
in the form of bank deposits. On the other hand, Shaw (1973) presented
the “debt-intermediation” view which postulates that financial intermediaries
promote investment and increase output growth through borrowing and
lending. The McKinnon model was further studied by many researchers such
as Kapur (1976), Mathieson (1980), Fry (1988) and Pagano(1993).

Coming to the early 1980s, as reviewed by Ang (2008), the McKinnon-
Shaw framework was criticized by neo-structuralist economists such as
Wijnbergen (1982, 1983), Taylor (1983) and Buffie (1984). The main focus in
their models were on “curb markets” assuming that households own three
types of assets: bank deposits, gold, and curb market loans which are
substitutes for each other. As bank deposit rates rises, households substitute
curb market loans instead, which will decrease the loanable funds supply
discouraging investment and suppressing output. In other words, neo-
structuralists claim that in the existence of efficient curb markets, financial
liberalization is likely to reduce economic growth by lowering credit supply
which is later found unrealistic with the findings of Fry (1988), Owen and
Solis-Fallas (1989).

As growth literature evolved, more complicated models integrating
financial systems into endogenous growth models arised in the early 1990s.
Greenwood and Jovanovic (1990), Bencivenga and Smith (1991, 1993), Saint-
Paul (1992), King and Levine (1993b), Pagano (1993), Bencivenga et al (1995)
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Greenwood and Smith (1997), Blackburn and Humg (1998) presented studies
employing various techniques to model financial intermediation explicitly

instead of taking it for granted as in the McKinnon-Shaw approach.

The endogenous financial development and growth models show
bilateral interactions between these two variables. That is, a higher level of
economic development increases the demand for financial services leading to
a more competitive and efficient financial system. On the other hand,
increased financial development allows investments to be launched more

efficiently enhancing capital accumulation and growth.

Not all economists accept a positive and/or significant relationship
between finance and growth. Some claim that finance is totally irrelevant in
growth process, some point out to the negative influence of banks,
destabilizing effects of stock markets, and financial crises. And many

prominent economists are opposing to incautious financial liberalization.

In their cornerstone study of modern corporate finance, Modigliani and
Miller (1958) put an irrelevance proposition in which real economic decisions
are independent of the financial structure. Their model assumes a world of
perfect markets with no information asymmetry and no transaction costs in
any economic activity. Within this frame, Fama (1980) displays that in a
competitive banking sector with equal access to capital markets, a change in
lending decision by any individual bank will have no effect on price and
real activity under a general equilibrium setting (Ang, 2008). Lucas (1988)
argues that economists overstresses the role of financial factors in the
process of economic growth. Morck and Nakamura (1999) and Morck et al
(2000) demonstrate, in principal, banking sector development can have a
negative effect on economic growth. Similarly, the relation between stock
markets and economic growth is under debate. Keynes (1936) claims that
due to their wunstable and speculative nature, stock markets have
destabilizing effects on an economy (Ang, 2008). In addition, Kindleberger
(1978) and Singh (1997) contend that expansion of the stock market in
developing economies is likely to hinder long-term growth since irrational

speculations cause asset price balloons which will explode and bring
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economic crises in the presence of a weak banking system. Minsky (1975)
indicates how financial crises caused from instable financial systems can
have severe negative effects on the economy (Levine, 2003). Again Minsky
(1991) presented his “financial instability hypothesis” that rapid economic
development encourages more risky behaviours and brings economy to a
boom phase loaded with speculative activities followed by recession when

bankruptcies kick in.

2.2. Financial Development and Growth: Evidence

Whether financial development has a causal impact on economic
development or not is like the age-old dilemma of a chicken and egg story,
the question whether financial development causes or is caused by growth
is one major ambiguity in the finance-growth literature. While the theory was
developed mostly in 1950s, empirical counterparts have strikingly been
evolved through 1990s following the pioneer study of King and Levine
(1993a). Using data for various countries and time periods, most of these
empirical studies document a positive association between financial
development and economic growth. Yet this does not mean that financial
development is always exogenous to economic growth (Levine, 1997) or the
relationship is always strong or robust (Kése, Prasad and Terrones, 2003).
Moreover, the empirical results do not have certain influence on the policy

decisions due to the ambiguous conclusions.

This section of the review is categorized based on the econometric
methods used to examine finance and growth relationship. The first sub-
section covers cross- country evidence on finance and growth. The second
sub-section presents pure time series studies and country based
investigations. The third sub-section reviews panel studies on the nexus. And

the last section covers the micro-level studies.

2.2.1. Cross-Country Studies on Finance and Growth

Goldsmith (1969) was first to empirically documented the positive

correlation between financial development and GDP per capita. His study
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investigates whether finance has a casual effect on economic growth using
an annual data set of 35 countries over the period 1949-63 and emphasizes
the connection between a country’s financial superstructure and its real
economic infrastructure (Green, Kirkpatrick, Murinde, 2005). Using Ordinary
Least Squares (OLS) techniques and graphical analysis, Goldsmith documented
a positive correlation between financial development and the level of
economic activity and argued that financial markets facilitate growth by
enabling efficient intertemporal resource allocation. Although the regression
results showed a clear positive relationship, it was statistically weak since
correlation coefficients are low and in fact negative for developed countries.
Despite his findings, Goldsmith did not take a stand on whether financial
development causes growth. He pointed out the problems in the study
himself such as taking a small sample of countries into consideration,
systematically not controlling for other factors that may influence economic
growth, not examining whether financial development is associated with
productivity growth and capital accumulation as theory stresses, the indicator
used for financial development may not be an accurate proxy, and the

direction of the causality is unidentified.

Focus on wusing banking variables to proxy financial development
brings newer studies examining the role of stock markets in promoting
economic growth. For instance, Atje and Jovanovic (1969) applied OLS
techniques on annual observations for 94 countries through 1960-85. Their
findings suggest that stock markets have positive growth effects on the

economy, yet again with some shortcomings.

Empirical studies on finance-growth nexus improved in 1990s following
the seminal work of King and Levine (1993a). Authors covered 80 countries
over the period 1960-89 controlling for other factors that affect long-run
growth. King and Levine (1993a) constructed additional measures of the level
of financial development nextto the ratio of liquid liabilities over GDP such as
bank credit over bank credit plus central bank assets, credit to nonfinancal
private enterprises over GDP, credit issued to nonfinancial private firms divided by
total credit (excluding credit to banks). Their regressions showed that the level of

financial depth is a good predictor for long-run growth once controlling for income,
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education, and measures of monetary, trade, and fiscal policies. The relationship
between the initial level of financial development and growth is economically
significant (Levine, 2003). Authors examined the capital accumulation and
productivity growth channels, and analyzed whether the level of financial
development predicts long-run economic growth, capital accumulation, and
productivity growth. They found strong positive relationship between financial
development and growth, and the results were consistent for various

financial development measures and growth indicators.

Besides the focus on banking, the link between stock and equity
markets and long-run economic growth is studied by Levine and Zervos (1998a).
They constructed numerous measures of stock market development such as the
turnover ratio, which is a liquidity indicator, to assess the relationship between
stock market development and economic growth®. This turnover ratio which
displays large cross-country variability is equal to the total value of shares
traded on a country’s stock exchanges divided by stock market capitalization and it
measures trading relative to the size of the market. It therefore reflects trading
frictions and information that induces transactions. Levine and Zervos (1998a)
found that the initial level of stock market liquidity and the initial level of banking
development are positively and significantly correlated with future rates of economic

growth.

As an alternative measure of financial development, La Porta et a/. (2001)
used the degree of government ownership of banks around the world which
provides direct evidence about the link between economic growth and the financial
intermediaries. Their study showed that higher levels of public ownership are

associated with financial underdevelopment and slower economic growth.

While these studies agreed that financial development predicts economic
growth, neither of them considered the issue of causality that finance may be a
leading indicator rather than a fundamental cause. To investigate whether the
finance-growth nexus is driven by simultaneity bias, instrumental variables (IV)
methodology is required. In 1998, La Porta ef a/ used “legal origin” of countries

which depicts whether a country’s - commercial/company law is originated from

5> These measures build on Demirgiic-Kunt and Levine (1996a,b).
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British, French, German, or Scandinavian law. Later, Levine, Loayza, and Beck
(2000) studied 71 countries with data averaged over 1960-95, such that there is
one observation per country, using the legal origin indicators as instrumental
variables in a generalized method of moments (GMM) regression with a new
financial development measure, Private Credit, which equals to the ratio of
credits by financial intermediaries to the private sector over GDP. Their results
showed that there is a strong relationship between financial intermediary
development and long-run economic growth. Moreover, the data suggested that
the instruments are appropriate so that the strong link between financial

development and growth is not due to simultaneity bias.

On the contrary, Ram (1999) performed OLS using averaged annual data
for 95 countries over the period 1960-89 and showed that the correlation
between financial development and economic growth is weakly negative or
negligible. Similar results are obtained when the analyses are performed on each
individual country, and on each sample grouped by the level of growth rates (Ang,
2009).

Hermes and Lensink (2003) used 67 developing countries over the
period 1970-1995. Authors chose gross FDI inflows to GDP as the openness
measure and linearly interact it with private bank credit to GDP variable
in order to explain real per capita GDP growth. Their results showed that in
order to gain growth benefits from FDI, a certain level of financial
development is a prerequisite. Alfaro et al. (2004) performed a cross-section
study including instrumental variables approach using both banking and stock
market variables through 1975 to 1995. They used the ratio of net FDI
inflows to GDP and found a positive significant coefficient on interaction of
FDI with various financial development measures such as the ratio of liquid
liabilities over GDP, the ratio of private credit to GDP etc. Their results were

robust to additional controls and IV estimation.

Summarizing, the main findings of pure cross-country analyses often
suggest that financial development has positive impact on economic growth.
Although these empirical studies have made notable progress in finance-

growth nexus, they are also subject to several limitations and criticisms due

16



to the standards of the econometric techniques employed. Pure cross-country
regressions construct observations for each country by averaging out the
variables over the entire period of the study typical to Barro’s (1991)
regression model, yet there are several econometric problems associated with this
specification. First of all, most studies seek an answer to how the financial
system affects growth, while little try to investigate the reverse and since
endogeneity has not been properly controlled for, they likely to yield biased and
inconsistent estimators (Ang, 2009). As we reviewed above, some researchers
employ IV estimation techniques to deal with endogeneity bias yet this
technique is insufficient with averaged data (Ahmed, 1998; Ericsson et al. 2001).
The averaging of data over long horizons may also eliminate the dynamics of
the system vyielding to spurious contemporaneous correlation even though the
original series are not contemporaneously correlated. A more reliable approach
may be to perform simultaneous equations which explicitly identifies a model

for the financial development.

Another weakness was mentioned by Thiel (2001) emphasizing the
importance of having long time series for analysis of the finance-growth link.
Economic growth is a long-term phenomenon which required sufficiently long
time series for the analysis of the finance-growth link and since financial
development measures may not necessarily be associated with growth on a

short-term basis, the period must be chosen carefully.

Moreover, in an early study by Gupta (1970), the risks of grouping
countries together was explained fully. Using the same source of data, Gupta
(1970) replicated the study of Rahman (1968) using 50 countries instead of just
31 and the results show that the coefficients change sign and significance.
Harris (1997) showed that the results of Atje and Jovanovic (1993) are not
robust, moreover he found only a weak impact from stock market activity on
growth in per capita output as is opposite to the findings of Atje and Jovanovic
(1993) over the period 1980-1988 for 40 countries.

Furthermore, Rioja and Valev (2004) divided sample countries of Levine
and Zervos (1998) into several groups according to their level of financial

development and obtained a different result on the relationship between financial
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development and economic growth. Garretson et a/. (2004) also showed that the
positive link between the stock markets and economic growth found by Levine and

Zervos (1998) disappears once legal and societal factors have been controlled for.

To sum up, all of these findings warns about the results obtained
from cross-country studies that they are ambiguous, inconclusive and fragile.
They suddenly change as the sample countries, the control variables, the time

period and the econometric techniques change.

Without high quality data across countries and a complete understanding of
the financial history of each individual country, the cross-country empirical studies
provide only little policy guidance (Ang, 2009). In order to overcome these
limitations, researchers have proposed time series country-specific studies (see
Demetriades and Hussein, 1996; Edwards, 1996; Neusser and Kugler, 1998;
Ericsson et al, 2001; Kenny and Williams, 2001; Kirkpatrick, 2005; Ang, 2007,
2008).

2.2.2. Time Series Studies on Finance and Growth

The empirical literature examining the finance-growth relationship
embodies the time- series techniques as well. These studies employ Granger-type
causality tests, vector autoregressive (VAR) procedures, multivariate cointegrations
and more. Since it is difficult to be able to find comparable data for a large

number of countries, many of these studies are constrained by a few countries.

Gupta (1984) conducted the first and foremost time series investigation
to study the finance-growth nexus for 14 developing countries using quarterly
industrial output data to measure the level of economic development (Ang, 2009).
His results showed that financial sector has an enhancing role in the
process of economic development indicating that causality runs from financial
development to economic growth. However, industrial output, which  only
represents a small portion of total output, is used as an indicator for economic
development used in Gupta’s (1984) study so that the results can not be

considered satisfactory.
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Jung (1986) applied Granger causality tests for 56 countries over the
period 1950 to 1981 and similar to Gupta (1984) his results also supported for
supply leading view, in other words finance promotes growth, yet again his
results suffered from insufficient number of observations in the parametric
estimation. Later, Demetriades and Hussein (1996) found out that the direction

of causality frequently runs bidirectional, especially for developing economies.

Neusser and Kugler (1998) showed that the impact of finance on growth
is particularly positive and strong when using measures of the value-added
provided by the financial system instead of simple measures of the size of the
financial system (Levine, 2003). In their study, they proxied financial
development and economic growth with financial sector GDP and manufacturing
GDP, respectively. Their causality tests were also consistent with the supply-

leading view that finance plays an important role in economic development.

Rousseau and Wachtel (1998) employed time-series tests of financial
development and growth for only 5 OECD countries during rapid industrialization
period and with more comprehensive measures of financial development such as
the assets of both banks and non-banks. Their results showed similarly that the

direction of causality runs from financial development to economic growth strongly.

Rousseau and Sylla (1999) used a set of multivariate time-series models
that includes measures of banking and equity market activity to investment,
imports, and business incorporations over the 1790-1850 period. Their results
strongly supported the supply-leading theory in United States. Later, Rousseau
and Sylla (2001) moved outside the U.S and studied 17 countries during 1850-
1997 again concluding that the financial development fostered economic growth.
Again Rousseau (1999) applied a time-series study focusing on a single country,
the Meiji period in Japan during 1868-1884, wusing VAR procedures. He

concluded that financial sector served Japan’s explosive growth.
Later Xu (2000), used VAR methodology in a broader study of 41

countries through 1960-1993 and rejected the hypothesis that finance simply
follows growth. The VAR approach identified the long-run effects of finance on
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growth by allowing for dynamic interactions among the explanatory variables and

the study showed that financial development is important for long-run growth.

The contribution of banks and stock markets into economic growth is also
investigated using time series tools. Arestis et al/ (2001) employed Johansen
cointegration, Vector Error Correction models (VECM) and weak exogeneity
test using quarterly data for 5 developed economies and found that banks are
more powerful in promoting economic growth rather than stock markets, though

cross-country studies emphasize the role of stock markets more.

Bekaert, Harvey, Lundblad (2001, 2002) examined the effects of equity
markets liberalization on economic growth using over-lapping data. They used
data averaged over five-year overlapping periods to focus on growth rather than
higher frequency relationships. Their results displayed that financial liberalization

fosters economic growth by improving resource allocation and the investment rate.

Although many time-series studies enrich the finance-growth literature,
they also have severe problems especially arising from the short estimation
periods used due to data constraints. As it is obvious, reliable time series analysis
requires long horizons in order to properly account for the underlying dynamics. In
order to deal with the degrees of freedom problem, many studies identifies only
one lag in their empirical model specification, however this yields serial correlation
problems and /or under-identified models. A vast majority of the time series
literature on finance-growth relationship suffer from omitted variable problem.
Because of the limited data available, most studies identify whether a single
equation or simultaneous equations model with few variables and lags. Another
problem with time series studies is the misinterpretations of Granger
causality. First of all Granger causality tests if lagged values of one variable
helps predict current value of another variable so it is not a definite proof
of a cause and effect relationship. Secondly, if firms expect stronger
economic performance in the near future, they may invest more in financial services
related investments in anticipation of higher future profits which in fact means
that financial development is a leading indicator rather than a casual factor
(Ang, 2009). Therefore, the findings on ‘causality’ must be cautiously

interpreted.
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2.2.3. Panel Studies on Finance and Growth

In more recent years, in order to ameliorate the short-comings associated
with pure cross-sectional and time-series studies, the empirical literature
concentrate on dynamic panel estimation methodology which takes both time

dimension and cross-section, together, into consideration.

The first benefit from moving to a panel data approach is to incorporate
both time-series and cross-sectional variation in the data. As it is known, in a
pure cross-sectional regression model, the unobserved country-specific effect is
part of the error term so its correlation between the independent variables yields
biased estimates. So the second benefit from moving to a panel is that it avoids
systemic biases associated with cross-country regressions. The third benefit is that it
allows for instrumental variables for all regressors and thereby provides more
precise estimates of the finance-growth relationship (Levine, 2009). Unlike the
pure cross-sectional models, the panel estimator uses instruments based on
previous lags of the regressors to consider the potential joint endogeneity problem®.
De Gregorio and Guidotti (1995) applied panel data random effects for 12 Latin
American countries during 1950-1985 and showed that unregulated financial
liberalization leads to negative effect on growth. Their findings also showed
that the main channel of transmission from financial development to

economic growth is the efficiency of investment, rather than the volume.

Levine, Loayza and Beck (2000) and Beck, Levine, and Loayza (2000) used
IV and generalized method of moments (GMM) estimation techniques over a
panel data of 74 and 77 countries respectively spanning from 1960 to 1995.
The data are averaged over 7 non-overlapping five-year periods. Levine, Loayza
and Beck (2000) applied the Arellano-Bond (1991) and Arellano-Bover (1995)
and Blundell-Bond (1998) dynamic panel estimation technique and used their
“system estimator” to examine the relationship between financial intermediary
development and growth; while Beck, Levine, and Loayza (2000) examine the
relationship between financial development and the productivity growth, physical

capital accumulation, and savings. Their results showed a positive relationship

® This method assumes that the regressors are only “weakly exogenous,” which means that they can
be affected by current and past realizations of the growth rate but uncorrelated with future lags of the
error term. However, the method does not control for full endogeneity.
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between the exogenous component of financial development and economic growth,
productivity growth, and capital accumulation. The results of Levine, Loayza and
Beck (2000) indicated that neither the simultaneity bias, the omitted country-
specific effects, nor the usage of lagged dependent variables in cross-country
growth regressions leads to strong positive relationship between economic growth
and financial development. In addition, Beck, Levine, and Loayza (2000) argued
that the link between financial development indicators and economic growth is

robust.

Benhabib and Spiegel (2001) examined whether financial intermediary
development affects economic growth, investment, and total factor productivity
growth for a panel of 4 countries through 1965-1985. They used GMM panel
estimator and found that the indicators of financial development are correlated with
both total factor productivity growth and the accumulation of both physical and
human capital. Their study departed from the previous counterparts since
different financial development measures are linked with different components of
growth (total factor productivity, physical capital accumulation,and human capital

accumulation).

Rousseau and Wachtel (2000) revised the study of Levine and Zervos
(1998a) using panel VAR and the difference estimator of Arellano-Bond (1991)
and Arellano-Bover (1995) and Blundell-Bond (1998). Their results showed that
the stock market liquidity and financial intermediation lead to higher per
capita output, on the other hand, the stock market capitalizations is less

effective.

Loayza and Ranciere (2002) studied the finance-growth relationship
through a panel error correction model, where long-run and short-run effects
are estimated jointly from a general autoregressive distributed lag (ARDL)
following Peseran, Shin and Smith’s (1999) Pooled Mean Group (PMG) estimator
as an alternative to the traditional time-averaging methods.  The results
showed that a positive long-run relationship between financial intermediation and
output growth exists together with a, mostly negative, short-run relationship.

Furthermore, the positive link between long-run economic growth and financial
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development was found to be smaller in countries that have suffered banking

crises than the ones who didn't.

Beck and Levine (2003) also extended the Levine and Zervos' (1998a)
study of stock markets, banks, and growth by enlarging sample span to 1998
instead of 1995 and using system estimator to diminish potential biases. They
concluded that financial development enhances growth overall and both bank
and stock market development significantly and positively contributes to

growth yet differently.

Christopoulos and Tsionas (2003) performed panel unit root tests and
investigated the long-run relationship between financial development and economic
growth via panel cointegration analysis. They mentioned a number of concerns
with the previous works on the issue due to the short time periods of data
sets. Their results showed that there is strong evidence in favor of the
supply-leading hypothesis, the relationship is significant and no bi-directional
causality is evident. Furthermore, they found a unique cointegrating vector between
growth, financial development and the ancillary variables such as investment
share and inflation, which means there is a long- run relationship between

finance and growth yet differently.

Calderon and Liu (2003) also found a bi-directional causality between
financial development and economic growth employing the Geweke decomposition
test on pooled data of 109 developing and industrial countries from 1960 to 1994.
Their study also concluded that financial deepening contributes more to the
finance-growth relationship in the developing countries than in the developed
countries; and financial development fuels economic growth through both a

more rapid capital accumulation and productivity growth.

Although the use of dynamic panel analysis incorporates the time
dimension along with the cross-section and overcomes many problems
mentioned before, this type of econometric analysis is also subject to omitted
variable problems or heterogeneity bias when the unobserved country-specific
effects are included in the error term which leads to biased and inconsistent
estimates (Pesaran and Smith, 1995; Ang, 2009). As Wachtel (2003) and

23



Demetriades and Andrianova (2004) argued, taking country-specific effects as
constant in panel regressions would generate a spurious aggregate relationship
due to between-country differences rather than within-country differences over
time. Thus, again one should be cautious while drawing any policy inferences
from these analyses. Due to these difficulties in explaining growth by financial
development and financial openness using macroeconomic data, a number of
studies based on industry and firm-level data as well as event and case studies were

performed.

2.2.4. Firm - Level Studies on Finance and Growth

For a better understanding of the relationship between financial
development and economic growth, researches also examine the issue at the micro
level by exploiting firm- or industry-level data across a broad cross-section of
countries. These studies aim to resolve causality issues and to depict the
underlying mechanisms, if exists, through which finance influences economic

growth.

The seminal work by Rajan and Zingales (1998) argued that better-
developed financial systems help overcome market frictions reducing the cost of
external finance and hence facilitate firm growth and new firm formation. Using
industry-level data with a new methodology over 36 industries across 42
countries, though the U.S. is dropped from the analyses since it is used to identify
external dependence, authors showed that industries which are more dependent
on external finance gain more in better-developed financial intermediaries and
financial markets. Thus, financial development has a significant impact on industrial
growth by influencing the availability of external finance (Levine, 2009). The study
of Rajan and Zingales (1998) has influenced much researchers to study micro
level data in order to examine the relationship between financial development and
economic growth. Beck and Levine (2002) confirmed the findings of Rajan and

Zingales (1998) using alternative measures of financial development.

Demirgiic-Kunt and Maksimovic (1998) investigated how differences in
legal and financial systems affect firms’ use of external financing to fund

growth using a firm-level data consisted of accounting data for the largest
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publicly traded manufacturing firms in 26 countries. The results showed that
both banking system development and stock market development are positively
related with the excess growth of firms. The findings were confirmed through
various robustness checks, and later Beck, Demirglic-Kunt, Levine, and Maksimovic

(2001) confirm the findings using an extended sample.

Wurgler (2000) also studied industry-level data across 65 countries over the
period 1963-1995. He computed an investment elasticity which directly measures
the degree to which each country’s financial system reallocates the flow of credit
and used it along with the standard measures of financial development. The
results showed that countries with higher levels of financial development increase
investment more in growing industries and decrease investment more in declining

industries than financially underdeveloped economies (Levine, 2009).

Claessens and Laeven (2002) examined the relationship between financial
development and the availability of external funds along with the impact of legal
systems that promote financial development. They found that countries with
comparatively poor legal systems tend to have less external financing of firms.
Love (2003) used firm level data from 40 countries to examine whether financial
development eases financing constraints. Her paper found that the sensitivity of
investment to internal funds is greater in countries with poorly developed financial
system and financial development is particularly effective at easing the

constraints of small firms.

2.3. Are Bank- or Market-Based Systems Better? Theory and Evidence

In addition to the existing debate on the role of financial
development in economic growth, some studies have focused on the
comparative merits of a bank-based financial system and a market-based
financial system in promoting growth (Goldsmith, 1969; Boot and Thakor,
1997; Allen and Gale, 2000; Demirgic-Kunt and Levine, 2001c; Beck and
Levine, 2002; Ergungor, 2004; Levine, 2005). A large body of literature using
different methodologies and datasets find that financial development has

impact on economic growth . What about the effects of the financial structure?
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Does having a bank-based or market-based financial system matter for economic

growth?

The debate if financial structure, that is the degree to which the financial
system of a country is bank- or market-based, matters for promoting growth or
not begins with early works of Gerschenkron (1962) and Goldsmith (1969)
referring Germany and the United Kingdom as representatives of bank- and
market-based systems respectively. Typically, a bank-based system has
relatively less developed financial markets since firms rely more on finance
provided by banks rather than on financial markets. While banks play an
important part in allocating resources to foster economic development, the
importance of financial markets is huge especially in advanced economies.
Great majority of the empirical literature on financial structure involves studies of
Germany and Japan as bank-based systems and the United States and the United
Kingdom as market-based systems. However, it is not appropriate to draw
general conclusions about the long-run growth effects of bank-based and market-
based financial systems based on only these four countries. Moreover, since
their long-run growth rates do not differ very much, it may mislead to a

conclusion that differences in financial structure did not matter much.

There are four views in the financial structure and growth literature: the
bank-based view, the market-based view, the financial services view, and the law
and finance view. The bank-based view suggests that intermediaries have the
capacity to burden all vital roles of a financial system such as mobilizing
resources, monitoring investments and dealing risk. The market-based view
emphasizes the role of markets especially in diversifying risks, encouraging
technological development and instantly responding capital needs. The financial
services view points out that financial intermediaries are complementary to
financial markets, hence the overall development of financial services is more
important than the structure of the finance. The law and finance view, also states
that the type of the financial system is of least importance, yet the legal

enforcement of contracts is more crucial.

Beck, Demirglig-Kunt, and Levine (2001) expanded the study of financial

structure to a wider set of 150 countries from 1960-1995. Later, Demirglic-Kunt
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and Levine (2001b) used these data to classify according to the degree to which
they are bank-based or market-based. Most of the empirical research on financial
structure and growth use Demirgic-Kunt and Levine’s (2001b) measures of the
degree to which countries are bank-based or market-based. Using different
econometric methodologies, the literature agree that countries do not grow faster

in either market-based or bank-based financial systems (Levine, 2009).

Proponents of bank-based systems argue that market-based systems
suffer from fundamental shortcomings which will hurt resource allocation and
economic performance. In well-developed markets, information is immediately
revealed to investors at large, discouraging individual investors from devoting
resources towards firms. Thus greater market development than that of bank
development may in fact delay incentives for associating innovative projects
that foster growth. A well-developed banking system, on the other hand,
can mitigate the potential disincentives from efficient markets by privatizing
the information, forming long-run relationships with firms and making
investments without announcing their decisions public immediately , all of
which have positive influences on resource allocation and growth (Boot,
Greenbaum and Thakor, 1993; Levine, 2005).

A number of theories stresses that market-based systems do not
effectively monitor managers (Shleifer and Vishny, 1997). Takeover threat
may not be an effective corporate control mechanism since it also suffers
from free rider problem (Stiglitz, 1985) and insiders do have better
information than outsiders. In addition, existing managers often prevent
takeovers and unfortunately hinder the disciplinary power of the markets.
Finally, although in theory shareholder control management through a
selective board of directors, a misappropriate relationship may arise between
boards of directors and management (Jensen, 1993). Also, according to the
bank-based view, the liquidity of stock markets can have adverse effects on
resource allocation since, in liquid markets, investor can sell their shares
inexpensively, so that they have little motivation to undertake an expensive
corporate governance which will result in inefficient resource allocation.
Banks, which do not suffer from such fundamental shortcomings as markets,

will do a correspondingly better job at researching firms, overseeing
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managers, and financing industrial expansion (Gerschenkron, 1962; Levine,
2005).

In contrast, market-based system, that is characterized by the
presence of highly developed financial markets, is essentially a counterattack
that focuses on the problems created by power banks. For instance,
acquiring substantial inside information about firms, banks with power can
have the ability to extract rents or more of the expected future profits from
firms. This potential behaviour may reduce the attempt of firms to commit
innovative and profitable ventures (Rajan, 1992; Boot and Thakor, 2000).
Weinstein and Yafeh (1998) showed for Japan that firms with close ties to
a “"main bank” have greater access to capital and are less cash constrained
than firms without a main bank. Additionally, the main bank firms tend (i)
not to grow faster due to their conservative strategies, (ii) to use more
capital inventive processes and (iii) to produce lower profits than firms
without a “main bank” holding other features constant. Although banks may
be effective at eliminating duplication of information gathering and
processing, Allen and Gale (2000) note that this is valid only for standard
environments yet banks become ineffective gatherers and processors of
information in non-standard environments with new, uncertain innovations.
Further, Dewatripont and Maskin (1995) demonstrate that compared to the
concentrated banks, a more fragmented banking system can more easily
commit to impose short-term, tighter budget constraints which may be
necessary for the funding of newer, higher-risk firms. According to these
theories, more market-based systems more easily support the growth of newer,
riskier industries. Tadesse (2002) argued the relative effectiveness of bank-
based versus market-based financial systems based on industry-level panel
data of 36 countries and showed that market-based systems outperform bank-
based systems among countries with developed financial sectors, while bank-based
systems are better among countries with underdeveloped financial sectors. His
results suggested that the financial architecture could be a source of

growth.

Finally, proponents of market-based financial systems claim that

markets provide a richer set of risk management options which allow
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customized risk amelioration instruments with greater flexibility while bank-
based systems may only provide inexpensive, basic risk management services
for standardized situations. Thus, as economies mature, they mature in need
of a richer set of risk management tools concomitantly benefiting from a
legal and regulatory environment that supports the evolution of market-based

activities, or overall growth may be retarded (Levine, 2005).

Aside from these, some reject distinguishing financial systems as
bank-based or market-based (Merton, 1992, 1995; Merton and Bodie, 1995;
Levine, 1997). According to this financial function view, the composition of
the financial system is of secondary importance and the main issue is the
overall financial development, not the type of the financial structure. Boyd
and Smith (1998) developed a model showing that credit and equity markets
function as complements rather than substitutes (Levine and Zervos, 1998a;
Huybens and Smith, 1999; Ang, 2008). Beck and Levine (2002) used the Rajan
and Zingales (1998) methodology concluding that financial structure does not
help explain the differential growth rates across countries. Levine (2003) showed
that after controlling for overall financial development the type of the financial
structure does not have a role in explaining financial development and growth
relationship. Demirglic-Kunt and Maksimovic (2002) extended their previous study
and showed that the degree to which countries are bank-based or market-based
does not help explain growth. It should be noted that the Beck and Levine
(2002); Demirgiic-Kunt and Maksimovic (2002); and Levine (2003) papers used
aggregate, cross-country indicators to measure the degree to which countries are
bank-based or market-based. These measures, however, may not sufficiently
capture the comparative roles of banks and markets, hence, the conclusions from
these studies must be viewed cautiously (Demirglic-Kunt and Levine, 2001a). To
sum up, there is no overall empirical support for either the bank- or market-based

financial structure promotes growth better.

2.4. The Role of International Financial Integration: Theory

Financial openness, or international financial integration, can be defined
roughly but not fully as the process through which a country’s financial markets

become more integrated with those in the rest of the world. This obviously requires
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the elimination of restrictions on foreign financial institutions, providing cross-
country financial services and establishing links between banking, stock, equity and

other types of financial markets.

As being a part of the acts of financial globalization which especially
have gained speed by 1980s, financial liberalization policies yield a rapid and
substantial change in financial systems. Financial liberalization which brings
international financial integration alongwith is the pushing power of financial
globalization. As Obstfeld (2008) summarized, the developing world is in current
account surplus compared to 90s, the rate of net external financing by richer
countries has substantially increased and reserve accumulation has been multiplied
what it was then. Even when China, Russia, and the Middle East are excluded, the
current account deficit is much more smaller than 90s and reserve accumulation has
been massive. Especially, the last 30 years have witnessed an increasing
financial openness throughout the world. Since 1980s, there has been a vast
increase in capital flows among industrial, and between industrial and
developing countries. In the early and mid-1990s, a prior surge of private capital
to developing countries from richer countries produce an extreme financial flow
starting in Asia but spreading out to the Russian Federation and Latin America until
the sub-prime crises in mid-2007 that originated in the industrial countries
(Obstfeld, 2008). In some developing countries, these capital flows bring
benefits and lead to higher growth rates, while it has been costly for a

number of others which experienced serious crises.

There exists numerous mechanisms that can lead crisis. In emerging
countries, there is a potential of chain reaction since all four elements of the
economy- the currency market, the government finances, the banking sector, and
the corporate sector— are interacting with eachother multidirectionally. So no
matter where the problem has started,it spreads explosively through this chain
mechanism. For instance,large government borrowing with instable government
financing (as in Argentina in 2001) makes default unavoidable, which causes
central-bank reserves to be melt down,the currency to be depreciated and financial
intermediaries- with foreign currency liabilities and foreign currency lendings to
domestic corporates which are also already in default- to be squeezed. Further, if

financial system is underdeveloped, the currency depreciation can cause investment
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to crash (Obstfeld, 2008). Another mechanism is the unique-equilibrium proposition
by Krugman (1979), where an unsustainable fiscal deficit (as in the Southern Cone
of the 1970s) leads to reserve loss, current account deficit, real appreciation, and
collapse (Obstfeld, 2008). In other words, regardless of the mechanism, crises are

very costly.

From the point of international financial integration, Obstfeld (2008) listed
that there are at least five basic ways in which the international margin raises
potential new problems: (i) Sovereignty (ii) Regulatory end-run (iii) Competitive
forbearance (iv) Currency mismatch and (v) Contagion. Hence financial openness
contains risks posed at least by these factors next to its potential and yet still
undocumented net gains. As it can be clearly seen from the wide known dataset of
Lane and Milesi-Ferretti (2007), there has been a rapid and massive expansion in
gross foreign asset positions in recent years such that even small countries own
gross foreign assets and liabilities nearly four times their GDP (Obstfeldt, 2008).
These levels of gross foreign asset positions are much more than the minimum
levels required to keep up a current account balance, thus, next to the advantage of
risk sharing across countries, it also brings increased risk of counterparty failure
within due to currency imbalance. At this point, institutional weakness due to
underdeveloped financial development in developing countries magnifies instability
and leads to transmission of perils through several channels, and, may even create

new risks.

Thus, the growth effects of international financial integration and the
risks and benefits it brings within is one questionable argument. According to
some theories international financial integration enhances production
specialization, capital allocation, and economic growth through risk sharing
(Obstfeld, 1994; Acemoglu and Zilibotti, 1997). It is believed to have two
major potential benefits — improving the global allocation of capital and
helping countries to better share risk by reducing consumption volatility
(Kose, Prasad and Terrones, 2003). On the other hand, several distinguished
economists think oppositely. Especially, after the Asian debacle of 1997-98,
prominent critics of financial globalization argued that its benefits are
intangible and undocumented where its risks are enormous and real
(Obstfeld, 2008).
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Theory provides conflicting predictions about the growth benefits and
costs of embracing financial openness. Many economists commonly agree
that the primary benefit of international financial integration is the efficiency
of /aissez-faire. A more open and competitive international capital market
induces a more efficient international allocation of capital. This is consistent
with the conventional presumption about international financial integration,
that is, capital should flow from high income countries that have relatively
high capital-to-labor ratios to low income countries that have relatively low
(Lucas, 1990). But even as cross-border capital flows have grown, suggesting
a more financially integrated world, the distribution of flows becomes more
perverse compared to what standard economic theory would predict (Prasad,

Rajan, Subramanian, 2006).

Lucas (1990) noted that capital flows from industrial to developing
countries were much smaller than the levels predicted by the theory.
However, the fact that international capital flows mostly from poor countries
to rich countries, which is referred to “Lucas Paradox” in the literature, is
yet to be fully explained. Prasad, Rajan, and Subramanian (2006) showed
that the paradox has intensified over time with capital flowing from poor
to rich countries, especially strikingly since the beginning of this decade. The
study displays that during 2000-2004, the pattern is truly contrary, with high
and medium growth countries exporting signifiant amounts of capital while
low-growth countries receive in huge amounts. Foreign direct investments
(FDI) , in general, behave more in line with the theory but the perverse
pattern of overall flows is apparent. As stated in Klein and Olivei (2000) and
Levine (2001), the financial openness may develop a country’s financial
systems by importing better financial services and consequently derive

positive growth effects.

On the contrary, there exists theories concerning the potential
negative effects of financial openness. Some theories claim that financial
openness would spur growth in countries with high financial development
and institutional quality, while it retard growth in countries which are
financially underdeveloped. Boyd and Smith (1992) show that financial

openness in countries with weak financial institutions and legal systems may
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actually induce a capital outflow to capital-abundant countries with stronger
institutions hence slow down economic development. Krugman (1993) argued
that international financial integration can not be a major driver of economic
development and claims it is not solidly grounded either in economic theory
or in the evidence of the past. Stiglitz (2000) pointed out that the increased
frequency of financial crises is closely related with financial liberalization.
Moreover, potential information asymmetries arising due to non-transparent
financial institutions could lead to inefficient allocation of financial flows and result
in severe crises (Stiglitz, 2004). Rodrik and Subramanian (2008) concluded that,
the benefits of financial openness on growth are increasingly hard to find, even
when financial crises are left aside. Authors claimed that financial globalization has
not generated increased,higher growth, better consumption smoothing or reduced
volatility in emerging markets; and argued that the evidence-based case for
financial globalization are forced to resort to fairly indirect, speculative, and

unpersuasive arguments.

As it is seen, theory provides conflicting predictions about the growth
effects of financial openness. , hence a vast empirical literature try to
answer the question of whether financial openness spurs long-run economic

growth, and if yes, do these benefits outpoise the associated risks.

2.5. Financial Openness and Growth: Empirical Evidence

Although the theoretical ambiguity on the growth effects of
international financial integration have produced a growing empirical
literature, the issue is still complicated because of the difficulty in measuring
financial openness (Edison, Levine, Ricci and Slok, 2002). Countries own a wide
and complicated array of price and quantity controls on a wide and complicated
variety of financial transactions. Thus, measuring is itself a big challenge and usually
never efficient (Eichengreen, 2001). The empirical literature has developed a
number of different financial openness measures and used them to analyze
the implications of financial openness on growth and to draw policy

conclusions.
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The empiricial literature on financial openness and growth relationship
can be reviewed in two parts: first is the evidence on direct channels, and
second is the evidence of indirect channels. The studies on direct channels seek
for a solid positive association between financial openness and economic growth,
the studies on indirect channels claim that positive growth effects from financial
openness are only collateral can be derived through better financial development,
institutional quality, legal environment and macroeconomic policies (Bekaert,
Harvey, Lundbland, 2005).

No robust empirical evidence indicating that financial integration spurs
growth through direct channels as claimed by the standard theory is found so far
in the literature. Moreover, in standard theory, capital is claimed to flow from
relatively capital -rich countries to relatively capital-scarce countries, however, it is
seen that capital has been flowing reversely in recent years, i.e. from the

developing economies to the advanced economies.

In theory, there are major direct channels through which countries derive
growth benefits from financial openness. One of those channels of gain is reduced
level of consumption relative to output volatility due to improved risk sharing.
Empirically, there is no evidence that international financial integration yields such
consumption smoothing in developing countries. Prasad et al (2003) grouped
countries as industrial, more financially integrated (MFI), and less financially
integrated (LFI) and examined the median volatility of income and consumption for
each group. Their results showed that consumption growth volatility decrease in
the industrial and LFI economies, but increase in the MFI countries especially
through 1980s and 1990s of high liberalization. Furthermore, authors showed that
income-growth volatility fell in all three groups with least reduction in the MFI
group. In a very detailed paper of Bekaert et a/. (2006), the authors used a capital-
account openness measure based on the ratio of investable to total equity market
capitalization. Using a sample of 90 countries including already liberalized industrial
economies, their results showed that equity-market liberalization has a significantly
negative effect on volatility. And for a sample of 40 developing countries, the results
showed that the volatility-reduction effect of equity market liberalization is small and
statistically insignificant. Though, this study was criticized for the chosen regressors

which are insufficient in fully explaining macro volatility.
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A second major channel which financial openness enhance economic growth
is proposed as the mitigation of capital scarcity through foreign capital inflow.
Gourinchias and Jeanne (2006b) conclude that poorer countries have lower per
capita income because they have lower productivity or more distortions than
richer countries so that the access to foreign capital flows would not
generate much additional growth in these countries. In fact, the basic problem
with the poorer countries is generally due to low protection of property rights which
do not encourage investors for capital inflow from richer lenders. Prasad, Rajan, and
Subramanian (2006) emphasized the "Lucas puzzle" stating that, as opposed to the
theory, capital has tended to flow from poor to rich countries, rather than from rich
to poor since 2000s. Only FDI seems to follow the conventional pattern of flowing
from rich to poor countries, and within the developing countries from richer to
poorer within the developing countries (Obstfeld, 2008). Both Prasad, Rajan, and
Subramanian (2006) and Aizenman, Pinto, and Radziwill (2007) showed that growth
is significantly positively correlated with the net capital outflow for developing
countries, whereas the opposite correlation is seen for industrial countries. Later,
Prasad, Rajan, and Subramanian (2007) stated that "nonindustrial countries that
have relied on foreign capital have not grown faster than those that have not.".
Even, foreign capital inflows to financially underdeveloped systems can lead to

overvaluations and financial instability that may result in reduced growth.

Edison, Levine, Ricci and Slok (2002) use newly developed panel
techniques that control for simultaneity bias, the bias induced by the
standard practice of including lagged dependent variables in growth
regressions, and the bias created by the omission of country specific effects
in empirical studies of the international financial integration-growth relationship
through a wide array of measures of international financial integration for 57
countries. The hypothesis that international financial integration does not
accelerate economic growth even when controlling for particular economic,
financial, institutional, and policy characteristics, can not be rejected by the
data.

At macroeconomic level, growth regressions carried out by Borensztein
et al (1998) and Carkovic and Levine (2003) find little support that FDI has

an exogenous positive effect on economic growth. Javorcik (2004) find
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evidence that foreign direct investment raises productivity growth through
vertical spillovers, which originate from the interactions between foreign firms
and their local suppliers and customers, rather than horizontal spillovers,
which are associated with productivity spillovers from foreign firms to

domestic firms in the same sector.

As it follows financial openness, the role of foreign direct investment
(FDI) in total capital flows has increased in the past decade. In 1998, FDI
accounted for more than half of all private capital flows to developing
countries. The reason behind is the belief that FDI has several positive
effects which include productivity gains, technology transfers, the introduction
of new processes, managerial skills, and know-how in the domestic market,
employee training, international production networks, and access to markets.
These benefits, in addition to the direct capital financing it generates,
suggest that FDI can play an important role in modernizing the national
economy and promoting growth (Alfaro, Chanda, Kalemli-Ozcan, and Sayek,
2004).

Research focusing on capital account openness finds mixed results,
but articles focusing on equity market liberalization typically find significant
positive average growth effects from liberalization (Bekaert et a/, 2006). Equity
market liberalization is a specific type of capital account liberalization, which
is a decision to allow capital in all forms to move freely in and out of the
domestic market. Henry and Sasson (2008) find that equity market
liberalizations are associated with an increase in the growth rate of labor

productivity in emerging market economies.

Bonfiglioli (2007), and Kose, Prasad, and Terrones (2008) perform macro
studies on the impact of overall financial integration on total productivity
growth. Bonfiglioli's findings based on a cross-country data over the period
1975-99 suggest that financial integration has a positive direct effect on
productivity growth. Kodse, Prasad, and Terrones (2008), on the other hand,
starting with some simple cross-section regressions and then moving on to
dynamic panel regressions, find strong and robust evidence that financial

openness indicated by de jure measures has positive effect on medium-term
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productivity growth, while the effect of de facto financial openness is less
clear. Bekaert, Harvey and Lundblad (2009) showed that the impact of
financial openness on factor productivity growth is more important than the
effect on capital growth decomposing the per capita output growth effect
into two channels: changes in factor productivity and investment growth and

find out that factor productivity is the more important channel.

Kbése et al. (2006) usefully delineate four sets of structural features of
an economy that can affect the level of benefits countries reap from financial
inflows: financial development and regulation, general institutional quality, the

macro policy setting, and the degree of trade openness (Obstfeld, 2008).

Meanwhile, a diverse empirical literature shows that benefiting from
financial openness also requires a level of financial development, and it has
a large causal effect on economic growth by primarily affecting total factor
productivity growth (Levine, 2001); like the age-old dilemma of a chicken
and egg story, the question whether financial development causes or is
caused by growth is one major ambiguity in the finance-growth literature. It
is unlikely that the openness effect is the same in all financially liberalizing
countries, this heterogeneity in the growth effects is related to the degree
of financial development, quality of institutions and legal environment(Bekaert,
Harvey, Lundbland, 2005). Bekaert ef a/ (2005) analyze the effects of equity
market liberalizations and their results provide two insights: first, equity
market liberalization adds something over and above for financial

development, and second, the level of financial development matters.

Edison, Levine, Ricci, Slok (2002) examined whether the financial
openness-growth relationship depends on the level of financial development
proxied by banking sector development and stock market development
respectively using advanced measures of financial openness and econometric
methods that cope with statistical biases. The data do not lend statistical
support for the view that financial integration exerts a positive influence on
growth in countries with high levels of bank or stock market development
although financial openness is associated with growth. But these results must

be interpreted hesitantly since there is evidence that domestic financial
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development spurs growth under the right conditions such as the quality of
bank supervision, the quality and transparency of corporate governance, or

may be more traditional macro fundamentals (Obstfeld, 2008).

Alfora, Chanda, Ozcan, Sayek (2004) take the issue from foreign direct
investments point and argued that the lack of financial development can
limit the economy’s ability to wuse potential foreign direct investment

spillovers for self-benefits.

Baltagi, Demetriades, and Law (2008) addresses the emprical question
of whether trade and financial openness can help explain the recent pace in
financial development, as well as its variation across countries. It also tries to
answer the question of whether the simultaneous opening of both the trade
and capital accounts is necessary to promote financial development. Dynamic
panel estimation techniques performed on annual data from industrialized
and developing countries show that both types of openness are significant
determinants of banking sector development. Authors provide partial support
to the well known Rajan and Zingales (2003) hypothesis, which stipulates that
both types of openness are necessary for financial development to take
place. The empirical evidence presented in the paper also confirms the
quantitative importance of the mechanisms of financial development that

emphasizes political economy factors espeially highlighted in recent literature.

Kbse et al. (2008) show that, given their level of financial development,
the total factor productivity benefits of financial integration are most evident
in developing countries when they receive inflows in the form of foreign

direct investment or portfolio equity.

A diverse empirical literature, besides, examine the effectiveness of
financial intermediaries and through firm-level studies (Demirglic-Kunt,
Maksimovic, 1998), industry-level studies (Rajan and Zingales, 1998), time series
studies(Neusser and Kugler, 1998; Rousseau and Wachtel, 1998), and cross-
country studies using both traditional econometric methodologies and modern
ones including instrumental variables, omitted variable biases and potential
simultaneity methodologies (King and Levine, 1993a,b; Levine, 1998,1999; Beck
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et al., 2000; Levine et al, 2000) find that the level of financial intermediary
development has a large, causal effect on long-run economic performance. At
the industry level, Rajan and Zingales (1998) find that the state of financial
development reduces the cost of external finance to firms, thereby promoting
growth. Combining industry and country level data, Wurgler (2000) shows that
even if financial development does not lead to higher levels of investment,
it seems to allocate the existing investment better and hence promotes

economic growth.

2.6. Institutional Quality

Throughout the studies in the literature, researchers see that while financial
development and financial openness effectively foster growth in some countries,
they are not doing so in some other countries. One reason for this conflict may
due to institutional factors. In fact institutional factors may have a potential
and crucial role in determining how financial development and financial
openness affect growth (Arestis and Demetriades, 1997). Most economists agree
that every individual economy must preserve its domestic health and render their
financial structure robust to crises. If the domestic financial system is not sound
then financial openness can bring potential instability rather than growth benefits.
In fact, empirically, many crises, for instance the one in Japan, have been
exacerbated by the opening of unsound systems to capital flows with the resulting

levering-up of preexisting risks (Obstfeld, 2008).

Thus, a largely investigated potential financial source of long-term
growth is the institutional quality in countries, such as the quality of bank
supervision, the quality and transparency of corporate governance, the state
of domestic financial development, the legal environment, the level of
corruption, and the reliability of enforcement of domestic property rights.
Similar to financial development, again the usual problem is in measuring the
institutional quality (Obstfeld, 2008).

Institutional quality is especially a fragile matter for financially more
open countries. Institutional weakness not only can lead to «crises in

developing countries; such weakness may severely limit the gains from
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international asset trade, too. After the major Asia financial crises, for
example, Haber (2002) and Krueger (2002) pointed out that the “crony
capitalism” which was a result of corruption and weak public governance as the
kingpin of the crisis.

Ill

In general, financial openness itself can also yield “collateral” institutional
benefits for the economy, benefits that both spur growth and make an open
financial account less crisis-prone (Kdse et al. 2006). Bekaert et al. (2005) found
that the positive effect on growth is largest when the quality of institutions
and the level of financial development are high such that the growth
prospects from a liberalization are almost three times higher for countries with a

higher than median level of the quality of institutions.

Chinn and Ito (2005), performing a panel analysis of 108 countries over
the vyears 1980-2000, showed that, once a critical threshold of “legal and
institutional development” has been reached, further progress in that dimension
directly fosters the development of equity markets, and also interacts positively
with financial openness to promote equity-market growth. In another study,
Bekaert ef a/ (2008) documented that the quality of institutions significantly drive
the size of the growth response in both capital stock and factor productivity.

Klein (2005) used up to 71 countries and applied cross-section ordinary
least squares and instrumental variables (IV) approach found that a positive
correlation between growth and financial openness is associated with medium
levels of institutional quality. In order to measure institutional quality, they used a
composite indicator based on the 1984 to 1995 average of five series; namely,
Bureaucratic Quality, Control of Corruption in Government, Risk of Expropriation,
Repudiation of Government Contracts, and Rule of Law (from the data set
constructed by Steve Knack and Philip Keefer of the IRIS Center at the University of
Maryland). Arteta, Eichengreen, and Wyplosz (2003) and Quinn and Toyoda (2006),
and Carkovic and Levine (2005) used a variety of econometric techniques from
cross-sections to panel data procedures agreed that better institutional quality
seem to have positive significant effect on promoting growth through

financial openness. Kose, Prasad and Taylor (2009) identified some certain
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“thresholds” for institutional development which needs to be attained in order to

derive growth benefits and to diminish associated risks from financial openness.

A newly evolving literature takes the regime characteristic and
democratic ability of countries into consideration as a broader alternative to
institutional quality. As noted by Girma and Shortland (2008), the traditional
indicators of institutional quality are already in part of the political regime
characteristic, so that the more democratic the country the better developed the
institutions are. Tabellini (2005), Persson and Tabellini (2008) and Cavallo and
Cavallo (2010) noted that the political factors of which institutional quality is only

a part, play significant role in finance and growth relationship.
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CHAPTER 3

BASIC STYLIZED FACTS

Before embarking on the estimation of the effects of financial
development and financial openness on economic growth, we introduce and
summarize the data, present some basic stylized facts and figures displaying
the evolution of financial flows, and study the contemporaneous relationship
between financial development, financial openness and growth. Since an
efficient study of finance and growth relationship necessarily requires
construction of precise measures to proxy for financial openness and financial

development, this chapter will start with a brief definition of those.

3.1. Measures of Financial Openness

Before proceeding with general and more specific data analysis and
estimation, the very first task should be to define measures of financial
openness. Researchers have devised both de jure and de facto quantitative
measures of a country’s integration with global capital markets’. The concept and
the meager definition of financial openness brings a number of measurement
problems. In order to carry out efficient analyses about the effects of
financal integration on economic growth and derive appropriate policy
implications, these measurement issues should be challenged. Many
researchers attribute the inconclusive findings on financial integration and
growth to these measurement problems. Similarly, the nonexistence of no
certain thresholds categorizing the countries as less or more financially integrated
may matter. This section reviews the evolution of a number of well-known

and widely used financial openness measures.

’ De jure is an expression that means "concerning law", as contrasted with de facto, which means
"concerning fact".
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Most of the initial empirical literature consider that capital account
liberalization pioneers for financial openness. Therefore, the most common
method in those studies is to use an index of openness based on the legal
restrictions on cross-border capital flows as a measure of financial openness.
Such restrictions involve controls on inflows versus those on outflows, quantity
versus price controls, restrictions on foreign equity holdings, etc. (Kése et al,
2010). These are the de jure measures, which are based on IMF's Annual Report
on Exchange Arrangements and Exchange Restrictions (AREAER) and often
constructed of a binary indicator — a 0 or 1- of capital account openness. Some
studies have extended these measures like using a “share” measure which is
equal to the ratio of years in which a country’s capital account was open in
the sample® (Kése et al, 2010). Others have used the all the information
available in the AREAR and construct more sophisticated capital accout
measures with an extended set of index or indicators. One such widely used
de jure measure is of Chinn and Ito’s (2006) AREAR based measure of
capital controls. Generally called as KAOPEN, it is an index based on the binary
dummy variables that codes the restrictions on cross-border financial transactions
reported in the IMF's AREAER (Ito and Chin, 2011). However, no matter how
sophisticated, none of these measures capture the degree, the effectiveness
and the intense differences of enforcement of capital controls, and hence may
not measure the actual extent of financial openness of a country. Additionally,
the strong element of endogeneity in de jure measures may create potential

estimation problems.

Due to the severe deficiencies of de jure measures, more direct
measures of financial openness based on the gross and net financial
flows/stocks and their components are developed in the literature. These de
facto measures appear to be the best available indicator of a country’s

integration with global financial markets (Kése et al., 2010)°.

8 Share measures have been created by Grilli and Milesi-Ferretti (1995), Rodrik (1998), and Klein and
Olivei (2006). Finer measures of openness based on the AREAER have been developed by Quinn
(1997, 2003), Miniane (2004), Chinn and Ito (2006), Mody and Murshid (2005), and Edwards (2005).

% Other quantity-based measures of integration include measures of asset market integration and
saving-investment correlations (refer to Karolyi & Stulz, 2003; Obstfeld & Taylor, 2004). These
measures are difficult to apply and interpret for an extended period of time and for a large group of
countries, so not preferable especially in time series an panel studies.
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De facto measures can either be based on price differentials or on
quantities. Price-based measures takes into account that the true degree of
integration of capital markets should be evident in common prices of similar
financial instruments across countries regardless of the amount and direction of
flows. These type of measures are problematic especially in emerging market
economies due to the difficulties in risk and liquidity quantification. Other measures
of capital market integration include saving-investment correlations and/or interest
parity conditions which are also difficult to apply in long time and large country
sets (see Frankel, 1992; and Edison, Klein, Ricci, and Slok, 2002).

The quantity-based de facto measures of openness based on actual flows
on the other hand are the best available measure of a country’s integration with
international financial markets among the existing ones. Lane and Milesi-Ferretti
(2003) have constructed a comprehensive data set of external wealth of countries
for over 140 countries, and enlargen and extend it on a regular basis. The data
set contains information about the stocks of gross liabilities and assets, the
composition of international financial positions, foreign direct investment, portfolio

equity investment, external debt, and official reserves for a huge panel data set.

The choice between these de facto measures can vary according to
the researcher’s interest. The measure of financial integration based on the
sum of total inflows and total outflows (gross flows) is less volatile and more
adventageous since it captures the flows both-way. On the other hand, the
financial openness measure can also be created using the difference between
inflows and outflows (net flows). No matter which, the de facto measures do
have measurement errors, too. Recently, widely used de facto financial
openness measures are constructed using the study of Lane and Milesi-Ferretti
(2003) and Lane and Milesi-Ferretti (2007) “External Wealth of Nations Data set”.

Kose et al. (2008) discuss the relative merits and drawbacks of each
of these measures of financial openness. In short, none of the available
measures is close to ideal for empirical work aiming to assess the linkage
between financial openness and growth, yet both contain important
information. However, although de facto measures do also have some

shortcomings, they better depict the degree of a country’s financial integration into
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global markets compared to the de jure alternatives. Thus, these type of financial

openness measure better suits to many empirical studies.

3.2. Measures of Financial Development

Financial systems has become more and more intense by all means for
over a few decades. A number of indicators have been used in attempts to
measure the financial development of economies. By 1999, the World Bank
officially began publishing a database including a wide array of indicators of
financial development and financial structure across countries. One widely
used and sophisticated World Bank study is developed by Beck, Demirglig-Kunt
and Levine (2000) with information from the World Bank’s World Development
Indicators (WDI) and the International Monetary Fund’s International Financial
Statistics (IFS). This data set which is updated and expanded on a regular basis
focuses on banks and bank-like financial institutions and includes indicators for
the size of the financial system such as liquid liabilities to GDP, currency outside
banking system to base money, financial system deposits to GDP; for size,
structure, and stability of the banking system; and for capital markets , the

insurance sector, equity markets and private bond markets'’.

Additionally, International Financial Corporation (IFC) of World Bank
constructed a Doing Business Database which contains several quantitative
measures on regulations, efficiency of the financial infrastructure, enforcement,
and creditor rights’’. Another attempt to measure financial development has
been made recently in a study by Dorrucci, Meyer-Cirkel, and Santabarbara (2009)
for European Central Bank. The study uses twenty-two variables, grouped according
to three broad dimensions: institutions and regulations, size of and access to
financial markets, and market performance and constructs composite indexes to
measure domestic financial development in twenty-six emerging economies
(Krishnan, 2011).

10 See Beck and Demirgiig-Kunt (2009)

11 This database has a number of limitations and hence does not fully capture the financial
development of a country. See www.doingbusiness.org.
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3.3. Data

Our data set, composed of macroeconomic and financial variables,
covers the period 1960-2007 and is constructed based on a number of sources
provided in Appendix A. It comprises a total of 105 countries and throughout
the empirical analyses, from time to time, they are grouped into 24 industrial
(IND), 24 emerging (EMG), 43 other developing (ODC) and 14 eastern European
(EE) countries'?. The members of each group is presented in Appendix B. The

data is nested in an unbalanced panel data structure®.

The variables of interest in this study are meticulously chosen in order
to be able to investigate if there exists a relationship between finance and
economic growth and if yes, how and to what extent. The dependent variable
we seek to explicate is the real per capita gross domestic product (GDP) as
commonly used in the growth literature. The set of independent variables are

constructed from a number of financial and macroeconomic variables.

One of our key regressors, the financial openness indicator, is constructed
based on the study of Lane and Milesi-Ferretti (2003), and Lane and Milesi-Ferretti
(2007) “External Wealth of Nations Dataset Mark II” on foreign assets and
liabilities and, as suggested by the authors, is calculated as follows:

Total Liabilities-Debt Liabilities + Total Assets-Debt Assets
GDP

which is a de facto measure. Note that holdings of foreign assets and
liabilities involves accumulation of holdings of assets and liabilities in foreign direct

investment, portfolio equity, financial derivatives and debt.

Other primary independent variable in the study aims to capture the
level of financial development. We chose two indicators developed by Beck,

Demirgiic-Kunt and Levine (2000) and used one throughout the study while used

12 The categorization of countries is mainly based on the study of Kése et al, 2009, and
International Money Fund (IMF)’'s World Economic Outlook, April 2011. The eastern European
countries are mainly remainings of the old eastern block.

13 In an unbalanced panel data setting, the number of time periods, T; differs across cross-sections.
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the other to check the robustness of our results'®. The first one, denoted by FD,
is the ratio of Liquid Liabilities to GDP. As being a traditional indicator of
financial depth, it is the the broadest available indicator of financial development
since it includes all financial sectors. FD is equal to currency plus demand and
interest-bearing liabilities of all banks, bank-like and non-bank financial institutions
divided by GDP™. The second measure of financial developmentis chosen as
an indicator which captures one of the most important functions of financial
intermediaries — credit allocation. Private Credit by Deposit Money Banks to GDP
equals to the claims on the private sector by deposit money banks divided
by gross domestic product (Beck, Demirglic-Kunt and Levine, 2000).

Following the literature, the control variables for other potential
determinants of economic growth in the study are the trade openness (TO)
measured as the sum of exports and imports divided by GDP, ratio of the
secondary school attainment in the population to control for human capital
(SEC)®, inflation rate (INF) as average annual changes in the consumer price
index, the ratio of government expenditures to GDP (GOV), and the initial level of

GDP per capita . All variables are collected on an annual basis.

One of the goals of this study is to derive conclusions whether the
effects of financial development and financial openness on growth change as
the level of institutional development in a country changes. In other words, if
there exists indirect benefits of financial integration and financial development on
growth. To this end, we use the “combined polity score” -polity2 - variable as
constructed by the Polity IV database (Marshall, et a/, 2003) to proxy
instutional development’’. The polity2 index is designed to record a regime’s

14 See Appendix D

15 The International Financial Statistics (IFS) defines three distinct groups of financial institutions:
the first group includes the central bank and other institutions performing under monetary authority;
the second group, deposit money banks, includes all financial institutions that have liabilities in the
form of deposits transferable by check or otherwise; and the third group includes other banklike
institutions and nonbank financial institutions which serve as financial intermediaries, and used as
means of payment (Beck, Demirglig-Kunt, 2000), [IMF 1984, 29].

16 The average years of secondary school enroliment is generally preferred in the finance-
growth literature, though our conclusions do not differ when it is used to proxy human capital
instead of the percentage ratio.

17 See Polity IV project Dataset and Users Manual for details, (Marshall, et a/., 2003)
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institutional and authoritarian characteristics and mesures the degree to which a
regime owns autocratic or democratic features'®, The polity2 score ranges from
-10 (full autocracy) to 10 (full democracy) and provides a qualitative measure
of democratic institutions such as the existence, regulation, competitiveness
and the level of political participation; how political leaders are selected; civil
liberties and institutionalized constraints on the governing power (Cavallo and
Cavallo, 2010). Higher scores of polity2 indicate a higher degree of democracy.
The polity2 variable therefore appears to be a reasonable proxy of institutional

development.

Since the traditional indicators of institutional quality such as rule of
law, corruption, government effectiveness and transparency are already in part of
the political regime characteristic, i.e. the polity2 variable, (Tabellini, 2005;
Persson and Tabellini, 2008; Girma and Shortland, 2008; and Cavallo and Cavallo,
2010) it is obvious that the more democratic the country the better developed
the institutions are. As noted by Persson and Tabellini (2008), the threshold of
“0” for polity2 corresponds to a generous definition of democracy. Therefore,
following Persson and Tabellini (2008), we define polity2=0 as our threshold
variable to proxy the level of institutional development where strictly positive
values of polity? indicates democracy and better institutional quality
(institutionally developed), and the negative values stand for lower institutional

development (institutionally under-developed).

3.4. Stylized Facts

3.4.1. Descriptive Statistics

Before proceeding with the estimation of the effects of financial
development and openness on economic growth, some descriptive statistics

of the data is presented in Table.1l. Similarly Table.2 provides basic

18 The database first of all records a democracy score ranging from 0 to 10 for each country, based on
the openness of the political process and the degree of restraints on the powers of the chief executive.
Secondly, each country has an autocracy score again ranging from 0 to 10, with 0 denoting non-
autocratic, based on how political leaders are selected, the constraints on their powers and the
regulation and competitiveness of political participation. If polities have mixed authority traits, they are
given scores in both the democracy and the autocracy index. Subtracting the autocracy score from the
democracy score of a country creates the polity2 variable (Girma and Shortland, 2008).
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descriptive statistics according to the level of development of the economy.
The means, within- and between- variances and pairwise correlations are derived
both for the overall sample and for the country samples. These statistics are

derived from an unbalanced panel data set with annual observations.

As it is seen in Table.1, the overall mean level of growth for 105
countries is 3.8 and the within-countries variability in growth is nearly three
times larger than the between-countries variability. On the contrary, the within
and between variability of log real income do not differ very much. For our
whole sample data set the overall mean level of financial openness and
financial development is approximately found to be 0.5 both, which are
moderate since the other developing countries involving a large number of small
and/or economically problematic countries dominate the sample. The between
and within country variation of financial integration and those of financial
development do not differ significantly. The variation due to the interaction
between samples and within each individual sample in terms of real income are

nearly close to eachother.

The highest mean growth rate for GDP per capita is seen in
emerging economies (EMG) with 4.84 followed by other developing countries
(ODC) with an average rate of 3.8. The lowest mean growth rate arises in
eastern European countries among all. Except for advanced economies for all
other country groups within-countries variability in growth is nearly 3 times
larger than the between-countries variability. Though most of the variability in
the data occurs between-countries, yet some variables for some country
groups, such as financial openness measure and polity2 variable in eastern
European (EE) group and inflation rate in emerging economies have large within-

country variability.

The highest mean value for financial openness arises in industrial
countries (IND) which is expected since advanced economies have been largely
integrated to the internatinoal markets for a long time. The emerging
economies (EMG) and the eastern European (EE) countries come next with an

average financial openness of 40% while the smallest mean value for FO, is
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Table.1. Whole Sample Summary Statistics

Variable Mean Std. Dev. Obs.
Overall 3.8484 4.8832 | NXT = 4240
A(Y)
Between 1.6495 N = 105
Within 4.6543 T =40.4
Y Overall 26.2232 2.9873 | NXT = 4345
Between 2.9081 N =105
Within 0.5088 T=414
Fo Overall 0.4816 0.7939 | NXT = 3451
Between 0.5236 N = 105
Within 0.5953 T=2328
FD Overall 0.4591 0.3130 | NxT = 3531
Between 0.2839 N =105
Within 0.1560 T =336
T0 Overall 0.6446 0.4106 | NXT = 4169
Between 0.4792 N = 105
Within 0.1873 T =357
Overall 2.9871 7.2230 | NXT = 4124
Polity2
Between 5.6475 N =103
Within 4.3541 T =40.0
Overall
0.2671 2.5900 | NXxT = 3749
INF Between
0.6274 N =103
Within
2.5149 T=2364
Overall
14.6573 5.5853 | NXT = 4166
GOV Between
4.8217 N = 104
Within
3.1404 T =40.1
SEC Overall 24.7428 17.0478 | NxT = 3029
Between 15.7770 N=79
Within 7.5127 T =383
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Table.2. Summary Statistics According to the Level of Development

INDUSTRIAL COUNTRIES

EMERGING COUNTRIES

Variable Mean Stdev. Obs. Mean Stdev. Obs.
ACY) Overall 3.6077 2.9883 1113 4.8499 4.3700 1047
Between 1.1284 24 1.7028 24
Within 2.7766 46.4 4.0881 43.6
Overall 26.5897 2.3877 1113 | 27.4061 3.0667 1071
In(Y) Between 2.3754 24 3.0481 24
Within 0. 4879 47.4 0.6572 44.6
Overall 0.8402 1.2982 901 0.4203 0.6528 863
F
o Between 0.8373 24 0.4867 24
Within 1.0520 37.5 0.4319 36.0
FD Overall 0.7054 0.3717 1034 0.4473 0.2666 858
Between 0.3773 24 0.2111 24
Within 0.2128 43.1 0.1683 35.8
10 Overall 0.7135 0.5013 1127 0.5389 0.4508 1012
Between 0.4638 24 0.7857 24
Within 0.2040 46.9 0.1917 42.2
Overall 9.1614 3.3796 1137 2.8799 6.4434 1066
Polity2
Between 1.9260 24 4.5901 24
Within 2.7994 | 47.375 4.6848 44.4
INF Overall 0.0604 0.0677 1072 0.6586 5.0079 974
Between 0.3345 24 1.1756 23
Within 0.0592 44,7 4.8886 42.3
Overall
17.6097 4.6514 1112 | 13.1999 5.7441 1061
GOV Between
3.9189 24 5.1790 24
Within
2.6197 46.3 2.9737 44.2
SEC Overall 40.8325 | 14.9536 924 | 23.2499 12.0869 850
Between 12.1899 23 10.9253 22
Within 9.2217 40.2 7.2115 38.6




Table.2. continues

OTHER DEVELOPING EASTERN EUROPE
COUNTRIES COUNTRIES
Variable Mean Stdev. Obs. Mean Stdev. Obs.
AQY) Overall 3.7691 5.4495 1730 2.0095 7.0852 350
Between 1.3938 43 1.4375 14
Within 5.3204 40.2 6.9445 25.0
Overall 25.3968 3.1152 1773 25.6239 2.3683 364
In(Y) Between 3.1211 43 2.1291 14
Within 0.4553 41.2 0.2592 26.0
Overall
0.2982 0.2542 1467 0.4770 0.3536 220
Fo Be_tw_ee“ 0.1895 43 0.1502 14
Within 01713 | 341 0.3214 15.7
FD Overall 0.2981 0.1573 1439 0.3948 0.1684 200
Between 0.1292 43 0.1526 14
Within 0.0963 33.5 0.0883 14.3
To Overall 0.6070 0.2740 1735 0.9659 0.3423 295
Between 0.2356 43 0.2708 14
Within 0.1632 40.3 0.2331 21.1
Overall -0.9060 6.7753 1734 4.5336 6.7368 283
Polity2
Between 4.9296 43 3.7744 14
Within 4.6973 40.3 5.4581 20.2
INF Overall 0.1364 0.2174 1466 0.4015 1.3684 237
Between 0.1216 42 0.4352 14
Within 0.1852 34.9 1.2976 16.9
Overall
13.2799 5.2342 1672 16.4215 5.3093 321
GOV Between
4.4209 42 4,1229 14
Within
3.5503 39.8 3.0693 22.9
SEC Overall 13.5198 11.1148 1214 25.3950 11.952 41
Between 10.4624 33 1
Within 5.9224 36.8 11.952 41
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seen for other developing countries (ODC) by 30%. Similar interpretation is valid
of financial development is highest in advanced economies, later the
emerging and eastern European countries, while the smallest mean value is

seen in other developing countries.

As it is mentioned before, polity2=0 is our threshold value to
determine whether a country is institutionally underdeveloped (if below
threshold) or institutinally developed (if above threshold). As it is anticipated
the largest mean level of polity2 is 9.1 for industrial countries while it is
below 0 for other developing countries. Hence these two country groups
stand at two distinct points in terms of institutional quality. The mean level
for emerging economies is approximately 3.0 again above the threshold

value.

After descriptive statistics, the panel data pairwise correlations matrix for
the interest variables are reported in Table.3 both for overall sample and
for each sample group -. The overall signs between variables do not lead to
an apparent relationship between growth and interest variables. Growth and
financial openness has a positive linear relationship both in cross-section and
panel data framework while the sign and magnitude of the linear relationship

between financial development and growth changes for each category.

Table.3. Pairwise Correlation Matrices

(a) Panel Data Whole Sample

ACY) | In(Y) | FO FD TO |Polity2| INF | GOV | SEC
A(Y) 1.00
In(Y) 0.02 | 1.00
FO 0.05 | -0.01 | 1.00
FD 0.04 | 010 | 052 | 1.00
TO 0.06 | -0.19 | 062 | 038 | 1.00
Polity2 | -0.07 | 0.08 | 022 | 031 | 0.20 1.00
INF 0.10 | -0.01 | -0.04 | -0.06 | -0.05 | 0.02 1.00
GOV 0.15 | -0.07 | 007 | 023 | 022 | 023 | -0.03 | 1.00
SEC 004 | 017 | 033 | 051 | 026 | 060 | -0.03 | 039 | 1.00
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Table.3. continues

(b) Panel Data Industrial Countries

A(Y) | In(Y) FO FD TO | Polity2 | INF GOV SEC
A(Y) 1.00
In(Y) -0.14 1.00
FO 0.12 -0.05 1.00
FD -0.06 0.25 0.49 1.00
TO 0.17 -0.40 0.66 0.36 1.00
Polity2 | -0.26 0.20 0.10 0.08 0.22 1.00
INF -0.08 | -007 | -029 | -0.30 | -0.10 | -0.04 1.00
GOV -0.38 0.08 -0.17 | -0.30 | -0.10 0.36 -0.09 1.00
SEC -0.22 0.33 0.19 0.08 0.11 0.53 -0.22 0.36 1.00
(c) Panel Data Emerging Countries
ACY) | In(Y) FO FD TO | Polity2 | INF GOV SEC
A(Y) 1.00
In(Y) 0.03 1.00
FO 0.10 -0.13 1.00
FD 0.07 -0.29 0.52 1.00
TO 0.08 -0.14 | 0.81 0.66 1.00
Polity2 | -0.12 0.05 -0.02 | -0.14 | o0.01 1.00
INF -0.19 -0.05 -0.06 -0.12 -0.06 0.06 1.00
GOV -0.03 | -0.26 0.00 0.29 0.27 0.11 -0.04 1.00
SEC -0.03 0.03 0.26 0.29 0.43 0.08 -0.02 0.40 1.00
(d) Panel Data Other Developing Countries
ACY) | In(Y) FO FD TO | Polity2 | INF GOV SEC
A(Y) 1.00
In(Y) 0.01 1.00
FO 0.06 -0.02 1.00
FD -0.07 | -0.04 | 0.24 1.00
TO 0.09 -0.07 0.56 0.34 1.00
Polity2 | 0.00 -0.11 0.33 0.16 0.41 1.00
INF -0.08 | -006 | -0.16 | -0.14 | -0.09 0.03 1.00
GOV -0.12 | -0.04 | 0.14 0.31 0.30 -0.13 | -0.05 1.00
SEC -0.03 | -0.16 0.44 0.59 0.39 0.52 0.16 | -0.02 1.00
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Table.3. continues

(e) Panel Data Eastern Europe Countries

ACY) | In(Y) | FO FD TO |Polity2| INF | GOV | SEC
A(Y) 1.00
In(Y) 0.02 | 1.00
FO 034 | 0.6 | 1.00
FD 011 | 030 | 038 | 1.00
TO 011 | -027 | 062 | 021 | 1.00
Polity2 | 001 | -033 | 037 | 0.10 | -0.11 | 1.00
INF 042 | -0.07 | 021 | -0.11 | 0.43 | -0.11 | 1.00
GOV 007 | -036 | 000 | -0.17 | 068 | 043 | 0.09 | 1.00
SEC 055 | 090 | 092 | -0.17 | 063 | 075 | 0.66 | 0.58 | 1.00

Mainly, the data shows that the magnitude of the direct linear relationship
between growth and finanial openness is small, yet the largest appears for eastern
Europe countries. Similar finding holds for financial development and growth, even
the linear association seems to be negative for other developing countries. Even,
these simple statistics display that the behaviour of the relationship varies

immediately as the group of countries change.

3.4.2. Evolution of Financial Openness and Financial Development

After summarizing the basic descriptives of the data, this study will
move on with the depiction of the data through graphical representations

covering the dependent and the independent variables.

Figure.1 shows the changes in the financial openness measure through
the years in the overall for all countries and for each country group. The time
period is 1970-2007 and the de facto financial openness measure is the one
which is constructed based on the study of Lane and Milesi-Ferretti (2003), and
Lane and Milesi-Ferretti (2007). As it is seen in panel (a) of Figure.1l, there
exists an absolute increase in international financial integration especially by
mid-1980s™.

19 A much earlier wave of financial globalization, which took place between 1880 and 1914, has been
analyzed by Bordo, Taylor, and Williamson (2003), Obstfeld and Taylor (2004), and Mauro, Sussman,
and Yafeh (2006).
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De Facto Financial Openness

De Facto Financial Openness

De Facto Financial Openness

Figure.1l. Financial Openness Through Time
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Panel (b) of Figure.l presents and compares the level of financial
integration according to the level of development of the economy. It is
clear that the level of financial openness is highest for the advanced
economies while the lowest values come up in other developing countries.
Emerging economies seems to gain speed in financial openness especially
after 1980s and the larger integration seems to take place through 2000s.
Still, the sample of emerging countries couldn't achieve to reach the level
that the group of industrial countries achieved. The minimum levels of
financial openness are seen in other developing countries and east European
countries, especially the group of ODCs can not be able to make it above
1.5.

Figure.2 depicts how financial integration has evolved over time for
different levels of development of the economy based on the de jure and
de facto financial openness measures using simple averages within whole
sample and within each group of countries. The time period of analysis is
1970-2007. The de jure measure is based on Chinn-Ito index taken from
Chinn-Ito (2006) while the de facto measure, FO, is based on the on the study
of Lane and Milesi-Ferretti (2003), and Lane and Milesi-Ferretti (2007).

Both measures show that advanced economies have been integrated
into global markets largely, especially in the 1990s they have achieved an
enormous increase in financial openness. Here de jure openness tend to low
down after 2000 while de facto openness maintains the increase. For
emerging market economies, it differs between de jure and de facto
measures. The average de jure openness increases through time yet it
shows a lot of ups and downs while de facto openness FO has consistently
increased and more stabile. The emerging countries have had a modest
increase during 1980s but more of a sharp rise in the 1990s. For other
developing economies, both de jure and de facto openness show increase
especially over the last decade, still de facto openness display a larger
global financial integration and captures the timid increase in openness. Yet,
the level of financial openness is still the lowest for this group of countries.

Old eastern block countries also display increasing integration especially after
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Figure.2. Evolution of International Financial Integration
(a) All Countries
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1990s. Figure.2 highlights the different informational content in two different
types of openness measures and proves that these differences certainly
affects the analyses of the relationship between financial globalization and

growth.

From the point of financial depth, Figure.3 displays the level of liquid
liabilities to GDP in 2007 across countries. The wide cross-country variation is
clear with values ranging up above 2 to near 0 since on the one extreme
there are financial systems with trillions of dollars in which the ratio to GDP is even
enormous and on the other extreme there are small and poor countries with smaller

financial systems.

Figure.3. Liquid Liabilities to GDP Across Countries in 2007

; Ik \Iii | \M”L\Jnil\”h. \

Country

Embedding an indicator for the credit allocation side of the financial
systems next to the the liability side, Figure.4 graphically combines the
levels of liquid liabilities to GDP and private credit by deposit money banks to
GDP for each sample group of countries. As it is seen from the figure both

financial development measures behave similarly. Both indicators varies
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positively with the level of the development of the economy, the larger
values show up for industrial countries group while the smaller ones exist in
other developing countries group which is heavily dominated by poor and
small economies. In addition, both panels of Figure.5. depicts a solid and
constant positive association between the two indicators of financial
development.

Figure.4. Financial Development Indicators in Means by Country Groups (2007)

PrivateCredit/GDP Liquid Liabilties SDP

1.5

[l

Pii‘\j/ateCredit"GDP Liquid Liabiit'eg/GDP

Industial Counties EmergngCountries

_ Cther Developing Countries - Esast European Countries

The level of financial development proxied by liquid liabilities over GDP
shows a constant increase again especially by mid-1980s as can be seen
from Figure.6 panel (a). The deepest and most solid financial development
arises for advanced economies through time while both emerging and other
developing countries show some ups and downs in financial development

through the sample period.
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Figure.5. Liquid Liabilities to GDP vs. Private Credit to GDP
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Financial Development

Financial Development

Financial Development

Figure.6. Financial Development Through Time
(a) All Countries
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3.5. Synthesis: Financial Openness, Financial Development and Growth

There are a number of severe reasons that may explain why it is so
difficult to find a strong and robust relationship between financial integration,
financial development and growth although the underlying theory is so
strong. Some argue that the literature is looking at the wrong places, some
say it is not true to seek for permanent growth effects of financial openness, some
claim that the ambiguity is due to the considerable measurement errors in financial
integration indicators. All of the oldest and recent arguments on the existing
studies to detect a positive relationship between financial openness and growth

is covered by Rodrik and Subramanian (2008).

Figure.7 panel (a) further illustrates the relationship between economic
growth and financial openness through a scatter plot of the average growth
rate of real per capita GDP versus average level of de facto financial
openness, FO, across countries through 1970 to 2007. As is obvious from the
plot there exists no apparent relationship between the two variables when
all countries in the data set are considered. This picture is a simple evidence
to the inconclusive findings in the literature on growth-finance nexus. Panel
(b) of Figure.7 pictures the relationship between growth and financial integration
according to the level of economic development, again the figures indicate no or at
most mixed effects especially for emerging and other developing countries. The
most clear positive relationship between financial openness and growth exists

for the sample group of eastern Europe countries.

Subsequently, a scatter plot between growth and the level of financial
development for the overall sample is presented in panel (a) of Figure.8. We
may speak of a positive yet slight relationship between financial
development and growth since higher levels of financial development seems
to be associated with higher rates of growth while vice versa holds too. A
more apparent positive relationship between the two is seen for industrial
countries and emerging countries from panel (b) of Figure.8. Though, the
relationship is not clear for other developing countries. Similarly, the figure
is not indicating an exact linear relationship for eastern Europe countries

either.
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Figure.7. Level of Financial Openness and GDP Growth (1960-2007)
(a) All Countries

All Countries
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globalization.
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Figure.8. Level of Financial Development and GDP Growth (1960-2007)
(a) All Countries
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development and Cameroon which has extremely low financial development level.
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In this study, the effects of financial openness and financial
development on growth is also investigated indirectly: through the
institutional development channel. Recent empirical research provides some
evidence that in order to derive positive growth benefits from financial
openness and/or financial development, a certain level of institutional quality
is a prerequisite. Here using the polity2 variable to proxy for the level of
institutional development, Figure.9 indicates that there could be a positive link
between financial openness and institutional development for emerging
countries and other developing countries. It wouldnt be reasonable to talk of
such a link for industrial countries since nearly all of them achive top ranking
institutional quality, while the link between the two seems unclear for the

eastern European countries.

Figure.9. Financial Openness and Institutional Development
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Similar arguments hold for the financial development and institutional

development linkage, too. As can be seen in Figure.10, a slight but positive
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relationship between financial and institutional development exists both in
emerging and other developing countries. On the contrary, there seems no
such association between the two for industrial and eastern Europe

countries.

Figure.10. Financial Development and Institutional Development
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outliers.

To sum up, the illustrative analyses so far summarize that there is
no robust empirical evidence indicating that financial openness fosters growth
through direct channels and they verify the weakness of the macro evidence in
favor of financial integration®®. On the other hand, although these facts
and figures are insufficient to derive exact conclusions, the collateral growth
benefits of financial openness from an indirect channel such as the level of
institutional development seems to exist especially for emerging and for

other developing countries.

20 See Rodrik and Subramanian (2008) for a skeptical review of the literature on direct and
indirect channels.
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When the whole sample is considered, both financial openness and
financial development tend to increase through time vyet financial
development displays more variability especially for other developing countries.
The numbers and figures indicate a positive association between financial
development and growth for emerging countries which can be thought of a
clue that emerging countries should financially develop in order to derive

growth benefits.
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CHAPTER IV
THE RELATIONSHIP BETWEEN FINANCIAL DEVELOPMENT,

FINANCIAL OPENNESS AND GROWTH: EMPIRICAL EVIDENCE

In this part of the study we investigate the relationships between finance
(financial development and financial openness) and growth for a panel of industrial
and developing countries. We also investigate if this relationship changes with the
level of governance. The use of panel data allows us to take the advantage of

time series variability in the sample along with the cross-sectional variability.

This study contributes to the ongoing literature by taking institutional
quality embedded in political regime characteristic into consideration next to
the traditional growth determinants. A newly evolving literature suggests that
rather than direct effects, there may exist indirect effects of financial
openness and financial development on growth such that a country needs to
reach a certain level of institutional development before it can receive
growth benefits from both. The traditional aggregate indicators of six dimensions
of governance - namely Voice and Accountability, Political Stability, Government
Effectiveness, Regulatory Quality, Rule of Law, and Control of Corruption - are
constructed by Kaufman (2008, with first version in 2002) in World Governance
Indicators (WGI) dataset and measured in units ranging from about -2.5 to 2.5,
with higher values corresponding to better governance outcomes. As Kaufman
stated, " The governance indicators reflect the statistical compilation of responses on
the quality of governance given by a large number of enterprise, citizen and expert
survey respondents in industrial and developing countries, as reported by a number
of survey institutes, think tanks, non-governmental organizations, and international
organizations, and subject to margins of error’. However, the problem with this data
set is that it starts from 1996 which is insufficient for the time period covered in this
study, moreover, it has missing values even in this very short time line. To this end,

we prefer to use another variable instead, which is a broader and a more available
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one, namely polity2. Yet, it should be noted that the empirical results of the study
are repeated for 1996 and later also using the six traditional governance indicators
mentioned above (see Appendix D), and the findings are consistent with the ones
using polity2 variable’!. Recall the polity? variable from Polity IV database
(Marshall and Jaggers, 2002) mentioned in the previous chapters, this variable
is designed to represent a country’s institutionalized regime characteristic.
Since the direct but frequently missing measures of institutional quality such
as rule of law, corruption, government effectiveness and transparency are
obviously parts of the political regime characteristic, it would be suitable to
use polity2 variable to proxy for institutional quality along with the degree of
democracy (Cavallo and Cavallo, 2010). As noted by Persson and Tabellini
(2008), the threshold of 0 for polity2 corresponds to a generous definition
of democracy. Following their work, we define polity2=0 as the threshold
variable and interpret positive values of polity2 as an indicator of democracy
and better institutional quality (institutionally developed) and the negative
values of polity? as to stand for lower institutional development

(institutionally underdeveloped).

We start with the estimation of a generic equation which contains financial
position variables along with the conventional variables postulated by the growth
literature. An implicit representation of the econometric model can be written as

follows

y;= f(FO,FD,TO,GOV,INF,SEC) (1)

where vy is the logarithm of real per capita GDP, FO is financial openness measured
by net liabilities plus net assets divided by GDP, FD is the measure of financial
development proxied by the ratio of liquid liabilities over GDP, TO is the measure of
trade openness proxied by the ratio of total exports and imports over GDP, GOV
and INF are the government consumption and inflation rate respectively, and SEC,
as to control for the level of human capital, is the percentile average of the
secondary school enroliment in the population aged 25 and over. Here note that

the level of log real per capita GDP is used as the dependent variable rather

2 By making use of WGI dataset, a variable is constructed based on yearly averages of the six
governance indicators to proxy for overall institutional quality of each country which is only available
for 1996 and later.
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than growth rate which is standard in the previous literature due to the fact
that a standard regresion estimation wouldnt be appropriate with I(0) and

I(1) variables entering to the model simultaneously.

This chapter employs three econometric methods that is used to assess
the relationship between finance and economic growth. Next to the overall
sample, all panel regressions are estimated for four sub-samples which are
created according to the countries” level of economic development. These
sub-samples are comprised of industrial countries, emerging countries, other
developing countries and eastern European countries. A list of countries for

each group is available in Appendix B.

The chapter is organized as follows. The first section employs an
unbalanced panel data fixed effects estimation. The annual data are
averaged over five-year non-overlapping intervals in order to focus on longer-
run rather than higher frequency relationships. The second section outlines the
panel autoregressive distributed lag (ARDL) methodology which allows for
heterogeneity in coefficients. Making use of panel unit root (Im et al 2003)
and panel cointegration tests (Pedroni, 1999), the panel ARDL model is used
to investigate the long-run structure and short-run dynamics of the finance-
growth relationship for the overall sample and for the sub-samples. In the
third section, panel ARDL methodology is re-performed according to the
level of income rather than the level of economic development. In the fourth
section, a dynamic generalized method of moments (GMM) procedure is
applied due to Arellano and Bond (1991), Arellano and Bover (1995), and Blundell
and Bond (1998). This dynamic panel procedure is advantageous since it
controls for potential endogeneity of regressors and is free from biases. The
fifth and final section summarizes the overall results together enabling a smooth

comparison.

4.1. Panel Data Fixed Effects Estimation

In this section, the effects of financial development and financial
openness on economic growth is investigated using an unbalanced panel data
set of 105 countries over the period 1960 (if available) to 2007. In static
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panel data models, pooled OLS, fixed effects (FE) and random effects (RE)
are used. Here random effects (RE) are excluded since the Hausman (1981)
test rejects the null hypothesis in favor of fixed effects over random effects,

therefore the regression parameters are estimated using fixed effects.

For each of the countries, the underlying annual data are averaged
over 5-year intervals through 1960-2004 and 3-year intervals through 2005-
2007 with at most 9 non-overlapping five year periods and 1 non-overlapping
three year period. In the finance-growth literature, the time averaging of the
data over five or more years is preferred rather than using annual data in
order to smooth out transitory or business-cycle fluctuations and to capture
the long-run steady state relationship between the variables (Beck et a/,2000;
Levine et al,, 2000; Beck, 2008; Bekaert et al., 2009).

Our baseline equation with fixed effects which contains financial position

variables along with the conventional variables takes the following form

V=Bo*ay, 4 +B, FO+B,FD+Bo XN+ ©)

In (2), n; is the unobserved time-invariant specific effects and ¢€; is the

independently and identically distributed Gaussian disturbance term with 0-mean
and finite positive variance. The initial income per capita is the log of real
per capita GDP in the first year of the respective time period which is
reset at 5-year intervals (Bekaert et a/, 2008). It is used to capture the
convergence effect and is expected to be negative in the conventional growth
regressions®>. The trade openness measure which is denoted by TO is
expected to have an enhancing influence on growth, and the government
consumption and inflation which are denoted by GOV and INF respectively both are

expected to have negative effects on growth.

22 ps it is standard in the conventional growth regressions such as AXt=BXt_1+6'Z+ut where Z;

is the vector of variables associated with growth, the conditional convergence coefficient B is
expected to be negative due to the tendency for growth rates to converge. This standard growth

regression equation can be reparametrized as Xt=q>Xt_1+6'Z+ut with @=1+B. Therefore, an
estimate of ¢<1 is consistent with the convergence condition.
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To assess the impact of financial development and financial openness
on growth, and to assess whether this relationship, if exists, depends on
the level of economic development and level of institutional development, the
basic panel data model given by (2) will be estimated repeatedly for overall
sample (ALL), the industrial countries sample (IND), the emerging countries
sample (EMG), the other developing countries sample (ODC) and the eastern
Europe countries sample (EE) in turn. Each estimation for each group of
sample will be performed both for institutionally underdeveloped and
institutionally developed countries, in other words countries who are below

or above the predefined threshold variable polity2=0.

Sample Group 1: All Countries

The panel data regression given by equation (1) is estimated through
panel fixed effects technique for the whole data set considering both the
institutionally underdeveloped group of countries and the institutionally
developed ones. For each category, the columns labeled with (I) stands for
the initial estimation and (II) stands for the final estimation released from

insignificant variables.

In Table.4, panel fixed effects estimation results are displayed with
respect to the “institutional development” level. The results clearly indicate a
positive and significant relationship between financial development and
economic growth regardless of the level of institutional development, either
being below or above the predetermined threshold level of 0. In other
words, when all countries are considered in the estimation process, our
results are in favor of the supply-leading view. However, the level of the
institutional development makes significant difference from the point of
financial openness. As it is seen from Table.4, financial openness seems to
have no effect on growth for institutionally underdeveloped countries, yet it
turns out to be positive and significant as soon as institutional development
exceeds the threshold level 0. These results indicate that countries should
achieve higher than threshold value of institutional development in order to
derive growth benefits from financial openness, hence financial openness

promotes economic growth through an indirect channel. Moreover, trade
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openness and the level of human capital accelerate growth also regardless of

the level of institutional development.

Table.4. Fixed Effects Estimation Using Whole Sample (ALL)

Institutionally Institutionally
Underdeveloped Developed
(1) (I1) (1) (I1)

FO -0.0313 0.0275% 0.0985*

[0.17989] [0.01349] [0.03018]
FD 0.4948* 1.0710% 0.3150* 0.7159*

[0.22525] [0.25656] [0.04494] [0.09589]
TO 0.3107 0.9190* 0.3075% 0.7851*

[0.21696] [0.23535] [0.04885] [0.10313]
GOV -0.0287* -0.0167** 0.0013

[0.00870] [0.00928] [0.00236]
INF -0.2146 -0.0020

[0.15178] [0.00317]
SEC 0.0537* 0.0459* 0.00675* 0.0120%*

[0.00522] [0.00436] [0.00087] [0.00189]
Constant 25.5586* 24.6493* 11.0073* 25.3007*

[0.24258] [0.23082] [0.06324] [0.11652]
Log Initial -0.0109** 0.0003** -0.0029** -0.0032
Income [0.00626] [0.00688] [0.00173] [0.00380]
N 37 39 69 71
NxT 124 156 336 346
Adj-R? 0.77 0.77 0.60 0.61

Note that; the dependent variable is the logarithm of real GDP per capita, standard errors are
given in brackets[.] Signs (*) and (**) denote the significance at the 5% level and 1% level
respectively.

Sample Group 2: Industrial Countries

Secondly, the panel data model is estimated through fixed effects
using the sample of advanced economies. A vast majority of the countries in
this group are institutionally developed with strong, stable and high quality
institutions so that the number of observations to carry out a regression
estimation for the institutionally underdeveloped ones are insufficient. To this
reason, in this group of industrial countries, the panel data estimation is
performed using all countries in the sample without dividing them into two

seperate categories as institutionally underdeveloped or well-developed.
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Table.5 displays the results of fixed effects estimation in which it is
seen that for industrial countries there exists a positive and significant
relationship between financial development and growth. Similarly trade
openness, government consumption and the level of educational attainment
have positive and significant impact on growth. Though it is significant, the
coefficient estimate of financial openness is too small which is meaningful
since nearly all of the industrial countries have already been largely
integrated to the global markets, hence a unit increase in financial openness
lose its significance on promoting growth. Summarizingly, for industrial
countries, these results verify the Schumpeterian view that financial

development can promote economic growth.

Table.5. Fixed Effects Estimation For The Sample of Industrial Countries

(1
FO 0.0660* [0.03280]
FD 0.3809* [0.09937]
TO 0.7032* [0.20811]
GOV 0.0310* [0.00902]
INF -1.0875* [0.26073]
SEC 0.0037** [0.00210]
Constant 25.6248* [0.21972]
Log Initial Income 0.0017 [0.00660]
N 23
NxT 149
Adj-R? 0.72

Note that; the dependent variable is the logarithm of
real GDP per capita, standard errors are given in
brackets[.] Signs (*) and (**) denote the significance at the
5% level and 1% level respectively.

Sample Group 2: Emerging Countries

One of the important sample of countries in this study is the group
of emerging economies. Although the literature still stays inconclusive about
the direct positive effects of financial integration on the economic growth of
emerging countries, these countries continuously increase their financial
openness. Moreover, it is important to figure out if and how financial

development shapes the economic progress in emerging economies.
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The basic panel data regression is estimated using fixed effects with
respect to institutionally underdeveloped and institutionally developed emerging

economies respectively and the results for each are presented in Table.6.

Table.6. Fixed Effects Estimation For The Sample of Emerging Countries

Institutionally Institutionally
Underdeveloped Developed
(1) (II) (I (1)

FO 0.0801 0.3589* 0.7076* 0.6763*

[0.28399] [0.08064] [0.21499] [0.17838]
FD 0.5560 0.8603** 0.5948* 0.5838*

[0.96056] [0.46627] [0.23182] [0.21553]
TO -0.4783 0.3192 0.3494**

[0.85143] [0.19745] [0.18431]
GOV -0.0018 0.0067

[0.05892] [0.01199]
INF -0.3403 0.0057

[0.44055] [0.00881]
SEC 0.0712%* 0.0252* 0.0247* 0.0249*

[0.01675] [0.00536] [0.00546] [0.00512]
Constant 24.2614* 23.5923* 26.0560* 26.2285*

[1.66721] [0.53734] [0.26378] [0.21383]
Log Initial 0.0055 0.0088 -0.0043 -0.0050
Income [0.01993] [0.01744] [0.00726] [0.00673]
N 6 7 16 17
NxT 17 26 83 87
Adj-R? 0.94 0.89 0.76 0.77

Note that; the dependent variable is the logarithm of real GDP per capita, standard errors are
given in brackets[.] Signs (*) and (**) denote the significance at the 5% level and 1% level
respectively.

Both financial openness and financial development are found to have
positive significant growth effects even when the emerging countries are
institutionally underdeveloped. Similar conclusion held for institutionally
developed countries, too, but with a coefficient estimate approximately twice
larger than the other such that a unit increase in financial openness fosters
growth by approximately 70%. Thus, for emerging countries financial
openness and financial development accelerates growth regardless of the level
of institutional development, however, the amount of growth benefits from financial
openness doubles up when institutional development surpasses the threshold. The

government consumption and rate of inflation have no significant effect while
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the ratio of secondary school enrollment has positive and significant effect on
growth for emerging countries again no matter what the level of institutional
development is. On the other hand, emerging countries which are
institutionally developed are able to derive positive and significant benefits
from international trade openness, while institutionally underdeveloped ones

couldn't do so.

Our results seem to take side of the notion that better developed
financial markets and further financial openness spurs long-run economic
growth in emerging countries no matter what the level of institutional

development is.

Sample Group 3: Other Developing Countries

One other largest sample of countries in this study is the group of
other developing countries as listed in Appendix B. A great number of these
countries suffer from underdeveloped institutions, ill political regimes and
instable governance. The fixed effects estimation results to the panel
regression model given in (2) is provided in Table.7 again comparing the

institutionally underdeveloped and the developed ones.

The results point out to a very important conslusion: there is
significant difference between institutionally underdeveloped and institutionally
developed ODCs such that neither financial openness nor financial development
have a long-term relationship with growth when the level of institutional
development is lower than the threshold, while they both have positive
significant effects when countries do have higher than threshold institutional
development. Clearly, in order to receive growth benefits from financial
integration and financial development, other developing countries must

ameliorate their institutional development in the first place.

The trade openness, on the other hand, do have positive and significant
effect on growth whichever the degree of institutional development is. The negative
effect of government consumption also disappears when the level of institutional

development is up above the threshold.
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Table.7. Fixed Effects Estimation For The Sample of Other Developing Countries

Institutionally Institutionally
Underdeveloped Developed
(I (I1) (I (II)

FO 0.0714 0.6327* 0.7114*

[0.28230] [0.21778] [0.14494]
FD -0.1639 0.6289 0.8224*

[0.40543] [0.41523] [0.25236]
TO 0.4416** 1.1374% 0.6145* 0.7961*

[0.25066] [0.22697] [0.23375] [0.16465]
GOV -0.0251* -0.0195* -0.0010

[0.01027] [0.00902] [0.00707]
INF -0.0934 0.0888

[0.19715] [0.18883]
SEC 0.0645* 0.0534* 0.0088

[0. 00849] [0.00454] [0.00547]
Constant 25.0423* 24.3084* 23.5623* 23.9349*

[0.27793] [0.22132] [0.24108] [0.15530]
Log Initial -0.0131 0.0028 0.0016 -0.0041
Income [0.00806] [0.00740] [0.00636] [0.00462]
N 25 27 25 32
NxT 89 142 20 134
Adj-R? 0.72 0.66 0.59 0.63

Note that; the dependent variable is the logarithm of real GDP per capita, standard errors are
given in brackets[.] Signs (*) and (**) denote the significance at the 5% level and 1% level
respectively.

Sample Group 4: Eastern European Countries

The group of eastern Europe countries is the smallest sample in the
study. Most of them are small economies, mainly remainings of old eastern block
and do lack of data before 90s. The secondary school enrollment variable
(SEC) is removed from the general model given by (1) for this sample
group of countries, since the data does not exist or at most insufficient to
carry out an estimation. Rest of the interest and control variables remain
the same. Besides, due to the fact that there exists only three institutionally
underdeveloped countries in this sample, the fixed effects estimation is
performed using the whole sample of EE countries without distingusihing

them as institutionally underdeveloped or well developed.

Table.8. displays the estimated coefficients and standard errors. As it

is seen, both financial openness and financial development spurs growth in
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eastern European economies. Especially financial development measure has
the largest estimate which indicates that eastern European countries favor the
most from financial depth. The trade openness seem to have no significant
effect on growth while government consumption has quite small negative effect

on long-term development.

Table.8. Fixed Effects Estimation For The Sample of Eastern Europe Countries

(1) (I1)

FO 0.1210 0.2376%*

[0.09635] [0.05266]
FD 0.9940* 0.9454*

[0.23441] [0.22210]
TO 0.2183

[0.18109]
GOV -0.0197** -0.0179*

[0.01043] [0.00912]
INF -0.0350

[0.03454]
SEC - -
Constant 25.5456* 25.7304*

[0.33744] [0.21110]
Log Initial -0.0014 -0.0032*
Income [0.00360] [0.00347]
N 14 14
NxT 52 52
Adj-R? 0.78 0.76

Note that; the dependent variable is the logarithm of
real GDP per capita, standard errors are given in
brackets[.] Signs (*) and (**) denote the significance at
the 5% level and 1% level respectively.

In sum, using panel data fixed effects estimation procedure, the data tells
us that the level of institutional development is important in order to be able to

efficiently benefit from financial openness and financial development.

When whole sample is considered, it is seen that financial openness

curtails the economic growth when a country is institutionally
underdeveloped. This may also further analyzed in a fragility framework,
since financially opening of a country without strengthening the institutions
and stabilizing the regime seems to induce negative effect on growth. On the
other hand, financial integration do increase growth in institutionally
developed countries, so countries should first of all reach or exceed a
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certain threshold of institutional development in order financial openness to
spur growth. When the level of the devolopment of the economy is
considered, it is seen that financial openness does not have significant effect
on growth for industrial countries which is not surprising since advanced
economies as the pioneers of globalization are in fact already integrated into
the financial markets. However, the growth effects of financial openness is
significant and variant for emerging and other developing economies. First of
all, the level of institutional development matters in financial openness-growth
relationship for those two sample. For emerging countries, financial openness
accelarates growth no matter what the level of institutional development is,
but the magnitude of this positive effect increases when a country is
institutionally well developed. For the institutionally underdeveloped other
developing countries, financial integration has no effect on growth, but we see
that financial openness measure become positive and significant as soon as

the institutional development surpasses the threshold level.

Financial development is also found to have positive and significant
growth effect regardless of the institutional development level when the
overall sample is investigated. Still, the institutionally developed countries
gain  more growth benefits from financial development than the
underdeveloped ones. Financial development is not significant for growth
process at all for the institutionally underdeveloped ODCs, but positive,
significant and second largest in value compared to other groups for
institutionally developed countries. These findings here, hence, support the idea
that financial development spurs growth through indirect channels such as

institutional development for developing economies.

4.2. Short- and Long-Run Growth Effects of Financial Development
and Financial Openness: Panel Autoregressive Distributed Lag
Approach

The traditional method of time-averaging in fact veils the dynamic
relationship between the variables of the system, eliminates the useful
opposite effects at different time frequencies or may yield to spurious

contemporaneous  correlations even  though the original series are  not
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contemporaneously correlated. Moreover, averaging induces a loss of
precision and information, especially information which can be used to

estimate alternative models allowing for parameter heterogeneity.

In this section, instead of time averaging the data, the short- and
long-run effects of financial openness and financial development on growth
is studied on annual data using a a panel error correction model in which long-
and short-run effects are estimated jointly from a general autoregressive
distributed-lag (ARDL) model.

As a general method, cointegration techniques following Engle and
Granger (1987); Johansen (1991); Phillips (1991); Phillips and Hansen (1990); and
Phillips and Loretan (1991) are used to estimate long-run relationships
between variables integrated of order one, so-called I(1) variables. The basic
premise of cointegration literature is that long-run relationships exist only
between the cointegrated variables and traditional regression estimation
approach is no longer applicable. Pesaran and Smith (1995) and Pesaran and Shin
(1999) have re-examined the use of the traditional ARDL approach for the analysis
of long run relations and showed that slight modifications to standard methods
render consistent and efficient estimators of the parameters in a long-run

relationship between both integrated and stationary variables.

One very prominent feature of autoregressive distributed lag (ARDL)
approach to long-run modelling, as Pesaran and co-authors has labeled so, is
that it is no longer necessary to pre-test for stationarity or confirm order-of-
integration of the variables of interest since their methods are valid whether
or not the variables of interest are I(0) or I(1) or mutually cointegrated.
Another advantage of ARDL method is that estimation is possible when explanatory
variables are endogenous. The major prerequisites of this methodology are,
first, a long run relationship between the variables of interest must exist and,

second, residuals must not be serially correlated.

The general autoregressive distributed lag, ARDL (p,q,r), model with two
exogenous explanatory variables (Xy; Z;) is defined as
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p q r
Yi=0o "‘Z 0 Y "‘Z B; Xei "‘Z Oi Zi * Uy 3)
= = =

where Y. is the dependent variable, X; and Z; are vectors of explanatory
variables and u, is usually an independently and identically distributed white
noise error, though it could also be moving average. As an illustration let us
consider the basic ARDL(1,1) model:

Yi=dg +aq Y + ByX¢+ By Xpq + Uy 4)
where X does not depend on lagged values of Y, otherwise the long-run
relationship between the two variables would not be unique (Hsiao, 1997; and
Pesaran and Shin, 1999). This ARDL(1,1) model given in (4) can be
reparametrized as the Error Correction Model (ECM):

AYi{=ag + bg AXi+aqY, 1+ b X | + U (5)

where

ag=dg; bo=B,; a1=(a4-1); by=p,+B,
or with an alternative representation adjusted to long-run:
AY= M AY, Ay A(Y - Yo) + u

where the long-run equilibrium is

Y;=60+ BxX

and (Aq, A2) are adjustment coefficients which measure how Y changes in
response to changes in the target and how it adjusts to the deviations
from the target in order to come back to the equilibrium. The mathematical

relation between the estimated and the hypothetical parameter is

ap=A2 Bp; a4=-Ay; bg=A1 Bx; b=\, Oy
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When a panel framework is of concern, then the typical ARDL(p,q) model

can be extended for both time-series (T) and cross-section (N) dimensions as

p q
Y= z N Yig+ z 5 Xi M+ Uy (6)
= =0

where X; is a (kx1) vector of regressors for group i; M; are the fixed
effects; A; are the scalar coefficients of the lagged dependents variables;
and d; are (kx1) vectors of coefficients given t=1,2,...,,T time periods, and
i=1,2,....,N groups. Although T and p across groups, and @ across groups
and regressors may vary, we used a common T,p and g for notational

convenience.

The panel ARDL model given by (6) above can also be

reparametrized as follows:

p-1 q-1
AYi = 0 Y +BXict D A AYigj+ > 5y AXi it Uy )
=1 i=0

where ¢=-(1-Z2,A); B=X10 85 A== 2o Aims 3=1,2,..,0-1;

q
and &;= - Z 5 i=1,2,...-1

m=j+1

Since the intention of this study is to examine the finance-growth
relationship, the panel ARDL and error correction modelling is fully
appropriate in order to detect the long run relationship and short-run dynamics

between growth, financial openness and financial development.

In a panel data specification, our model of interest given by

equation (2) is nested in an ARDL representation as follows
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p q
Yit= “i+z Nj Vgt 2531 Xitjt Uit (8)
= =

where y is the logarithm of per capita GDP; X is the set of growth
determinants including measure of financial depth (FD), measure of financial
openness (FO), trade openness(TO) and control variables such as
government consumption (GOV), rate of inflation (INF) and level of educational
attainment(SEC); p; represent the fixed effects and uy is the independently and
identically distributed disturbance term, given i=1,2,...,.N where N is number of
countries in the sample and t=1,2,...,T; since number of time variable varies for

each cross section.

Reparametrization of the panel ARDL model given by equation (8) as

an error correction model (ECM) yields

p-1 -1
By, = 1 +00Yyq — 0%t )+ ) A AY, + ) 8 Xyt Uy ©)
=1 =0

where A is the first difference operator and ¢ is the equilibrium correction
parameter which measures the speed of adjustment, © is the long-run

coefficient, A, and &; are the country specific short-run coefficients.

Although ARDL specification dispenses the need for unit-root pretesting
of the variables since it can be implemented regardless of whether the
underlying variables are I(0), I(1), or fractionally integrated (Pesaran and
Smith,1995; and Pesaran and Shin, 1999); as an informative step, the results
of panel unit root tests for the variables are performed and presented in
Table.9.

The first column displays the results of the Im, Pesaran and Shin’s
(2003) unit root test, abbreviated as IPS; second column displays the results
of the Levin, Li and Chu’s (2002) unit root test, abbreviated as LLC; and the
last column displays the results of the Maddala and Wu (1999) unit root test,
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Table.9. Panel Unit Root Tests

Variable IPS LLC MW

Y 5.2536 45.5060 236.643
(4) [1.0000] (3) [1.0000] (4) [0.1101]

Ay -33.9372* -31.5866* 1555.19%
(3) [0.0000] (3) [0.0000] (3) [0.0000]

FO 19.5382 23.9135 47.9331
(4) [1.0000] (4) [1.0000] (4) [1.0000]

AFO -3.5419* -29.4213* 1527.54*
(4) [0.0000] (4) [0.0000] (3) [0.0000]

FD 4.2952 5.0603 181.236
(4) [1.0000] (4) [1.0000] (4) [0.9251]

AFD -8.7435% -21.8850* 1267.44*
(4) [0.0000] (4) [0.0000] (4) [0.0000]

TO 2.8353 3.9899 54.2070
(4) [0.9977] (4) [1.0000] (4) [1.0000]

ATO -51.9726* -53.3439* 24.5973%
(3) [0.0000] (4) [0.0000] (3) [0.0000]

GOV -7.4822% -3.5754% 374.029%
(3) [0.0000] (2) [0.0002] (3) [0.0000]

AGOV -47.3657* -6.5314* 2197.04*
(2) [0.0000] (2) [0.0000] (2) [0.0000]

INF -22.6663* -28.8825* 715.939%
(5) [0.0000] (4) [0.0000] (3) [0.0000]

AINF -68.1043* -58.4574* 2671.78*
(4) [0.0000] (3) [0.0000] (3) [1.0000]

SEC -4.4084* -6.2627* 212.934*
(9) [0.0000] (2) [0.0000] (9) [0.0023]

ASEC -22.7146* -5.6505* 381.018*
(9) [0.0000] (3) [0.0000] (3) [0.0000]

Note that; IPS , LLC and MW are the Im, Pesaran and Shin (2003); Levin, Li and Chu (2002);
and Maddala and Wu (1999) respectively. Corresponding p-values are given in brackets [.] and
lag lengths, chosen by SIC are given in parentheses (.). The (*) denotes the rejection of unit root
at the 5% level.

abbreviated as MW. All tests show that levels of log real GDP, financial

openness, financial development and trade openness measures are I(1) while
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government consumption, inflation and percentage of secondary school
enrollment are I(0). Taking first differences vyields all variables to be I(0).

The unit root results also verified us that ARDL approach is one of the
best alternatives to investigate the long-run relationship and short-run

dynamics between our variables of interest.

Hereafter, this long- and short-run models given by (8) and (9) will
be estimated seperately for overall sample (ALL) and each of the distinct
samples representing the level of development of the economy: the industrial
countries sample (IND), the emerging countries sample (EMG), the other
developing countries sample (ODC) and the eastern Europe countries sample
(EE) respectively. Each estimation for each group of sample will be
performed repeatedly both for the institutionally underdeveloped and

institutionally developed categories.
Sample Group 1: All Countries

The lag lengths of the response and regressor variables are assumed
to be identical for notational simplicity. The Schwarz Bayesian information
criterion (SIC) agreed upon the optimal lag length to be “2” when whole
sample is considered®®. Thus, the following specification will be used for the

group of all countries.

Ay, = p; +OECT 1+ MAY,  +01 AKX 147+ Uit (10)

where X}t=(FOit, FDi, TOy, GOV, INF,, SEC; )' and ECT is the equilibrium
error correction term.

The long-run model given by (2) is estimated through unbalanced
panel data fixed effects estimation technique both when the institutional
development level is lower and higher than the threshold value of 0. It is
followed by the error correction model (ECM) estimation using the residuals
resulted from final long-run estimation given by equations (II). Both long-
and short-run results along with the error correction estimates are displayed

2 The whole sample is consisted of 105 countries and the longest time period is from 1960 to
2007. The lag lenth criteria is available in Appendix C.
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in Table.10.a and Table.10.b respectively. The columns labeled with (I) are
the long-run equations which involve all variables, and columns labeled with
(II) are the long-run equations which only include the significant variables left
over from (I). Similarly, equations numbered with (III) are the short-run
equations which include all variables coming from the corresponding final long-
run estimation, and equations numbered as (IV) are the final short-run

model estimations.

Table.10.a also presents the results of the panel cointegration tests by
Kao (1999) and Pedroni (2004) which both provide that there is at least one
cointegration relationship between variables, which is one of the two major
prerequisites of panel ARDL approach to long-run modelling, along with the
ADF-Fisher chisquare statistic which tests if residuals resulted from the long-
run equations have unit root or not. Consequently, Table.10.b also presents
the Durbin-Watson (DW) statistics beneath.

For institutionally underdeveloped countries, it is seen that there exists
39 distinct groups and 544 observations overall. All explanatory variables are
statistically significant at %5 percent level as can be seen in column (I) of
Table.10.a. The financial openness measure seems to effect the log real
income negatively in the long-run when countries are institutionally
underdeveloped, which may indicate the necessity of improving institutional,
governmental and political regime quality in order to benefit from financial
openness. Financial development on the other hand has positive significant
long-run growth effects at 0.50 level even when institutional quality is below
the threshold level 0. Both government consumption and inflation have
negative but small significant effects on long-run growth while trade
openness have positive significant growth effects as anticipated. The ratio of
secondary school enroliment which proxy the human capital also have positive
significant effect. Summarizingly the long-run equation constructed for poor
quality countries shows that all variables of interest have significant effects
on the response variable, moreover both Kao(1999) and Pedroni (2004)
cointegration tests proves that there is at least one cointegration relationship

between our variables, and the ADF-Fisher chisquare statistic shows that the
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residuals resulted from this long-run equation is I(0) which double checks the

validity of this long-run relationship.

Table.10.a. Whole Sample Long-run Estimation

Institutionally Institutionally
Underdeveloped Developed
LONG RUN: (I) (I1) () (1II)
FO -0.2530* same as (I) 0.1026* 0.1022%*
[0.10214] [0.017236] [0.01711]
FD 0.4965* same as (I) 0.7109* 0.7156*
[0.09629] [0.04289] [0.04249]
TO 0.2478* same as (I) 0.6333* 0.6548*
[0.07274] [0.04383] [0.04275]
GOV -0.0233* same as (I) 0.0010
[0.04678] [0.00197]
INF -0.1481* same as (I) -0.0008
[0.11441] [0.00129]
SEC 0.0566* same as (I) 0.0153* 0.01531*
[0.00217] [0.00093] [0.00091]
Constant 25.5629* same as (I) 25.1589* 25.1877*
[0.06648] [0.04765] [0.03863]
N 39 same as (I) 68 70
NxT 544 1379 1422
Adj-R? 0.70 same as (I) 0.55 0.56
ADF-Fisher 160.991* same as (I) 160.991* 168.681*
(0.0000) (0.0000) (0.0067)
Pedroni 6.2384* same as (I) 3.0776%* 3.9977*
(0.0000) (0.0003) (0.0001)
Kao 9.1833* same as (I) 8.7138* 9.3793*
(0.0000) (0.0000) (0.0000)

Note that; standard errors are given in brackets[.] Signs (*) and (**) denote the significance at the 5% level
and 1% level respectively. ADF-Fisher is the panel unit root test proposed by Maddal/aand Wu (1999) applied to
the resulted residuals of the equations. Pedroni and Kao are ADF statistics for panel cointegration tests
developed by Pedroni (2004) and Kao (1999) respectively. The values in (.) are the p-values.

Based on the equation given by column (I) of ‘“Institutionally
Underdeveloped” category in Table.10.a, the short-run dynamics are
estimated through panel ARDL approach where the residuals resulted from
the corresponding estimated long-run equation are used as error correction
term (ECT). The results are presented in Table.10.b, namely equation (III) of

“Institutionally Underdeveloped” column.
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The short-run results shows us that the ECT is negative and
significant which indicates the adjustment towards equilibrium, yet the
magnitude of the coefficient shows that reaching back to equilibrium will

proceed incredibly slowly. Moreover, it is seen that neither financial

Table.10.b. Whole Sample Panel ECM For PARDL(2,2)

Institutionally Institutionally
Underdeveloped Developed

SHORT RUN : (11I) (Iv) (1I1) (Iv)
ECT -0.0667* -0.0695* -0.2849* -0.2842*

[0.01509] [0.01493] [0.00495] [0.00488]
Ay 0.2608* 0.2506* 0.1611%* 0.1731%*

[0.04692] [0.04607] [0.02678] [0.02621]
AFOy.4 0.1048* 0.1131* 0.0456* 0.0444*

[0.04929] [0.04784] [0.00900] [0.00872]
AFDy, 0.0407 -0.0211

[0.07126] [0.02311]
ATO4 0.0092 0.0004

[0.03123] [0.01459]
AGOVy, 0.0050* 0.0044*

[0.00149] [0.00144]
AINF4 0.0281** 0.0264**

[0.01569] [0.01538]
ASEC, 0.0039 0.0003

[0.00381] [0.00091]
Constant 0.0251* 0.0279* 0.0253* 0.0248*

[0.00333] [0.00282] [0.00131] [0.00121]
N 38 39 68 68
NxT 516 526 1319 1374
Adj-R? 0.23 0.22 0.20 0.22
DW 2.10 2.08 1.99 1.99

Note that; standard errors are in brackets [.] Signs (*) and (**) denote the significance at the 5% level and
1% level respectively. DW stands for Durbin-Watson test statistic.

development nor trade openness has significant short-run effect on real
income, hence income growth, for poor quality countries, while financial
openness do have a positive but moderate significant effect. The human
capital also does not have significant effect on the dependent variable in the
short-run, which is well anticipated since educational developments require

longer periods.
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The insignificant variables in (III) has been removed and the short-run
equation is re-estimated with the results presented by column (IV) of
“Institutionally Underdeveloped” category in Table.10.b. The magnitude of the

coefficients and the conclusions remains same as above.

On the other side, institutionally developed countries, are consisted of
68 distinct groups and 1379 observations overall. From Table.10.a, the
estimated long-run model can be seen by equation (I) of “Institutionally
Developed” column. All independent variables except for government
consumption and inflation has positive and significant contribution to real
income. The most important finding here is that, when countries improve
their institutional development above a certain threshold (which is determined
to be as “polity2=0" in this study), they can increase their amount of
benefits from financial integration, financial development and trade openness.
Moreover the negative effect of financial openness in institutionally
underdeveloped countries, like being more crisis prone, vanishes and it

becomes positive when they become institutionally developed.

Removing the insignificant regressors, the final long-run equation is
estimated and presented by column (II) of “Institutionally Developed”
category in Table.10.a. Both Kao(1999) and Pedroni (2004) cointegration tests
proves that there is at least one cointegration relationship between the

variables.

The residuals resulted from the long-run equation given by (II) of
“Institutionally Underdeveloped” column in Table.10.a are used as error
correction term (ECT) and the panel ARDL model is constructed in order to
examine the short-run dynamics. The results are presented in Table.10.b;
equation (III) of “Institutionally Developed” column is the initial and equation

(IV) is the final estimated short-run equations.

The negative and significant ECT validates our system and the
statistics show that trade openness and human capital do not have
statistically significant effects in short-run. Moreover, it is seen that although

financial development has positive and significant contribution to growth in
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the long-run, it is not statistically significant in the short-run. Financial
openness, on the other hand, is found to be significant even in the short-
run. The ECT coefficient is estimated approximately as 0.30, which means
the system could reach back to equilibrium in about three and a half years

after a shock.

Sample Group 2: Industrial Countries

Second sample of countries is the advanced economies, again the
optimal lag length is chosen to be “2” according to SIC as can be seen in
Appendix C. Since advanced economies achieved great steps in means of
institutional quality and democracy, only 10 observations and 2 groups are
available for institutionally underdeveloped category. This, obviously, is
insufficient to derive reasonable conclusions from any type of estimation, so we
prefer to present the results for overall industrial countries without

categorizing them as institutionally underdeveloped or well developed.

Table.11.a Industrial Countries Long-Run Estimation

LONG RUN: I (I1)
FO 0.0867* [0.01622] same as (I)
FD 0.4453* [0.04212] same as (I)
TO 0.7236* [0.07683] same as (I)
GOV 0.0326* [0.00361] same as (I)
INF -0.6505* [0.09113] same as (I)
SEC 0.0049* [0.00095] same as (I)
Constant 25.4813* [0.07253] same as (I)
N 23 same as (I)
NxT 645
Adj-R? 0.66 same as (I)
ADF-Fisher 127.896* (0.0000) same as (I)
Pedroni 2.5601* (0.0150) same as (I)
Kao 1.7513* (0.0399) same as (I)

Note that; standard errors are given in brackets[.] Signs (*) and (**) denote
the significance at the 5% level and 1% level respectively. ADF-Fisher is the
panel unit root test proposed by Maddala and Wu (1999) applied to the
resulted residuals of the equations. Pedroni and Kao are ADF statistics for
panel cointegration tests developed by Pedroni (2004) and Kao (1999)
respectively. The values in (.) are the p-values.

As Table.11.a and Table.11.b show, financial development affects growth in a

significant and positive way both in the short- and in the long-run.
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Financial openness, also, is positively and significantly contributes to growth
both in the short- and in the long-run, yet in a small degree with less than
10%. This is because the industrial countries are already largely integrated
to the international markets, hence any increase in openness yields to
positive but decent increase in growth. Trade openness on the other hand
has a large positive impact on growth in the long-run, though its effects are
small but negative in the short-run. Government consumption which has
negative but insignificant coefficient in the short-run turns to have positive
significant effects in the long-run. This can be interpreted such that, although
government spendings are detrimental to growth in the short-run, it will become

fruitful later.

Table.11.b Industrial Countries Panel ECM For PARDL(2,2)

SHORT RUN : (1III) (Iv)
ECT -0.0328* -0.0301*
[0.00682] [0.00659]
Ay 0.3231* 0.3493*
[0.04015] [0.03685]
AFOy4 0.0214* 0.0217*
[0.00505] [0.00501]
AFD¢ 0.0574* 0.0552*
[0.02247] [0.02240]
ATO¢4 -0.0703 -0.0631*
[0.02044] [0.02005]
AGOV;4 -0.0024**
[0.00144]
AINF4 -0.0361** -0.0415%*
[0.02028] [0.02005]
ASEC.4 0.0001
[0.00081]
Constant 0.0175* 0.0165*
[0.00152] [0.00136]
N 23 23
NxT 621 622
Adj-R? 0.30 0.28
DW 1.87 1.89

Note that; standard errors are in brackets [.] Signs (*) and (**)
denote the significance at the 5% level and 1% level respectively.
DW stands for Durbin-Watson test statistic
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Sample Group 3: Emerging Countries

Based on the level of the development of the economy, our third
group of countries is the emerging economies. Again SIC chooses the
optimal lag length as “2”. The analyses are performed excluding two
countries: namely Indonesia(77) and Philippiness(132) since their outlier

nature violates the estimations.

Table.12.a Emerging Countries Long-Run Estimation

Institutionally Institutionally
Underdeveloped Developed
LONG RUN: (1) (II) (1) (1I1)
FO 0.43423* 0.4585* 0.5585* 0.5756*
[0.20080] [0.04274] [0.10082] [0.09237]
FD 0.6849* 0.7833* 0.7143* 0.7073*
[0.22421] [0.18638] [0.09623] [0.09402]
TO -0.1656 0.3612* 0.3555*
[0.21695] [0.08782] [0.08475]
GOV -0.0067 -0.0027
[0.01286] [0.00458]
INF -0.1507 0.0009
[0.11441] [0.001508]
SEC 0.0507* 0.0472* 0.0331* 0.0328*
[0.00409] [0.00617] [0.00259] [0.00248]
Constant 25.6558* 24.8623* 25.9498* 26.0310*
[0.265809] [0.14058] [0.08820] [0.06544]
N 7 9 17 18
NxT 79 125 349 361
Adj-R? 0.79 0.79 0.70 0.70
ADF-Fisher 34.3026* 43.3040* 94.3461* 49.6028*
(0.0002) (0.0001) (0.0000) (0.0065)
Pedroni 4.1291* 3.7953* 5.9564* 3.2037*
(0.0001) (0.0003) (0.0000) (0.0024)
Kao 8.8926* 8.8781* 9.0133* 8.9898*
(0.0000) (0.0000) (0.0000) (0.0000)

Note that; standard errors are given in brackets[.] Signs (*) and (**) denote the significance at the 5% level
and 1% level respectively. ADF-Fisher is the panel unit root test proposed by Maddal/aand Wu (1999) applied to
the resulted residuals of the equations. Pedroni and Kao are ADF statistics for panel cointegration tests
developed by Pedroni (2004) and Kao (1999) respectively. The values in (.) are the p-values.

More than half of the emerging countries have managed to render

their institutional development above the threshold value, while still few of
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them remains below. Table.12.a and Table.12.b displays the long-run and
short-run results respectively for emerging countries which are institutionally

underdeveloped and well developed.

Again starting with the institutionally underdeveloped category, it is
seen that both financial openness and financial development promote
economic growth in the long-run and surprisingly, this contribution is almost
close to the ones which are institutionally developed. Though, in the short-
run, financial development has no significance and financial openness has
very little positive significant effect on growth for poorly institutionalized
countries. Trade openness, government consumption and inflation, too, have

no significant short-run and long-run impact.

Table.12.b Emerging Countries Panel ECM For PARDL(2,2)

Institutionally Institutionally
Underdeveloped Developed
SHORT RUN : (III) (Iv) (II1) (Iv)
ECT -0.0291** -0.0437* -0.0196* -0.0199*
[0.02109] [0.02247] [0.00924] [0.00915]
Ayt 0.3319* 0.3625* 0.2536* 0.2589*
[0.09057] [0.09328] [0.05307] [0.05299]
AFOy4 0.0588* 0.0476* 0.1648* 0.1582*
[0.02930] [0.02800] [0.02692] [0.02659]
AFDy -0.04807 -0.1016* -0.0906*
[0.10210] [0.03905] [0.03845]
ATO -0.05245
[0.03385]
AGOVy,
AINF;
ASEC:.4 0.0010 0.0004
[0.00553] [0.00161]
Constant 0.0371* 0.0355* 0.0290* 0.0284*
[0.00730] [0.02069] [0.00309] [0.00302]
N 9 9 18 18
NxT 120 123 346 346
Adj-R? 0.24 0.22 0.28 0.20
DW 2.00 1.95 1.98 1.99

Note that; standard errors are in brackets [.] Signs (*) and (**) denote the significance at the 5% level and

1% level respectively. DW stands for Durbin-Watson test statistic.
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For emerging countries which are institutionally developed, one result
is prominent: the financial development is negative and significant in the short-
run, however it turns out to be largely positive and significant in the long-
run. Coexistence of this positive long-run and negative short-run effects of
financial development on growth can be explained with “short run pain, long-
run gain” as Kaminsky and Schmukler (2003) stated. The financial development
usually follows financial openness and financial openness has its short-run

cost in developing countries who want to move on to a higher growth path.

Trade openness also fosters real income in the long-run, yet it has
no statistical significance in the short-run. In addition, even when developing
countries are institutionally developed, both government consumption and
inflation have neither short- nor long-run effects on growth as for

institutionally underdeveloped countries.

For both categories, the coefficient on the error correction term is
negative and within the unit circle, which indicates the dynamic stability of

our system in emerging economies.

Sample Group 4: Other Developing Countries

Based on the level of the development of the economy, the fourth
group of countries is the other developing countries which we denote ODCs.
Since Algeria violates the estimation process due to outliers, analyses are

carried excluding Algeria.

In this sample group, it is seen that the level of the institutional
development of the country being upper or lower than "“0” creates
considerable difference in means of growth effects.The long- and short-run
results are depicted in Table.13.a and Table.13.b.

In the short-run, the financial openness has positive and significant yet very
small effect on income for the institutionally underdeveloped ODCs, however, in
the long-run the growth effect of financial openness is significantly negative.

Thus, financial openness hinders growth in long-run if ODCs can not achieve high
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quality institutions. In the long-run, only institutionally developed ODCs derive

considerable growth benefits from financial openness.

In means of financial development, it is seen that it is not statistically
significant in either long- or the short-run for institutionally underdeveloped
ODCs. However, for institutionally developed ODCs, financial development
exerts positive and significant impact on economic growth in the long-run, and
still insignificant in the short-run. It tells us that other developing countries
should first of all focus on long-run policies to upgrade their institutional

development level in order to benefit from financial development and

integration.
Table.13.a Other Developing Countries Long-Run Estimation
Institutionally Institutionally
Underdeveloped Developed
LONG RUN: (1) (1I1) (1) (1I1)
FO -0.4752* -0.3907* 0.4318* 0.6323%*
[0.12097] [0.09521] [0.08597] [0.080519]
FD -0.3532% 0.3491* 0.4995*
[0.16736] [0.16775] [0.16832]
TO 0.3567* 0.3642%* 0.4326*
[0.07919] [0.06503] [0.07795]
GOV -0.0195* -0.0195* -0.0035 -0.0051*
[0.00356] [0.00269] [0.00248] [0.00254]
INF -0.0990** -0.1143*
[0.05309] [0.05466]
SEC 0.0729%* 0.0660* 0.0154* 0.0166*
[0.00363] [0.00239] [0.00256] [0.00252]
Constant 24.8871* 24.9378* 23.5707* 23.7647*
[0.07686] [0.05283] [0.07064] [0.06141]
N 26 28 25 26
NxT 381 518 364 369
Adj-R? 0.66 0.68 0.49 0.45
ADF-Fisher 96.9676* 137.515* 93.4853* 95.7243*
(0.0000) (0.0000) (0.0000) (0.0000)
Pedroni 5.3520* 5.5391* 3.5682* 2.9866*
(0.0000) (0.0003) (0.0002) (0.0046)
Kao 3.9039* 8.4067* 9.2269%* 9.3014*
(0.0000) (0.0000) (0.0000) (0.0000)

Note that; standard errors are given in brackets[.] Signs (*) and (**) denote the significance at the 5% level
and 1% level respectively. ADF-Fisher is the panel unit root test proposed by Maddal/aand Wu (1999) applied to
the resulted residuals of the equations. Pedroni and Kao are ADF statistics for panel cointegration tests
developed by Pedroni (2004) and Kao (1999) respectively. The values in (.) are the p-values.
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Table.13.b Other Developing Countries Panel ECM For PARDL(2,2)

Institutionally Institutionally
Underdeveloped Developed

SHORT RUN : (1I11) (Iv) (I11) (Iv)
ECT -0.0852* -0.0898* -0.0451* -0.0455*

[0.01729] [0.01696] [0.01426] [0.0138]
Ayt 0.156* 0.1629* 0.0393

[0.04533] [0.04509] [0.05489]
AFOy.4 0.1138* 0.1290* 0.0704** 0.0642**

[0.05775] [0.05675] [0.03613] [0.03541]
AFD 0.0473

[0.07890]

ATO4 -0.0458

[0.03213]
AGOV, 0.00277* 0.0030* 0.0006

[0.00139] [0.00138] [0.00066]
AINF,
ASEC.; 0.0018 0.0026

[0.0048] [0.00455]
Constant 0.0241* 0.0355* 0.0285* 0.0313*

[0.00313] [0.02069] [0.00355] [0.00221]
N 28 28 24 24
NxT 504 504 359 350
Adj-R? 0.19 0.18 0.15 0.14
DW 2.01 2.03 1.88 1.86

Note that; standard errors are in brackets [.] Signs (*) and (**) denote the significance at the 5% level and
1% level respectively. DW stands for Durbin-Watson test statistic.

Sample Group 5: Eastern Europe Countries

The fifth and the smallest group of countries studied is the eastern
European (EE) countries which are mainly remainings of old eastern block. The
optimal lag length is again chosen as “2” regarding AIC and SBC. For this
sample group, the variable for secondary school enrollment (SEC) is removed
from the equations since related data does not exist or is not sufficient to
carry out an estimation. Rest of the control variables and the interest variables
remain as before. The long-run ad short-run estimation results are given in
Table.14.a and Table.14.b.
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Due to the fact that there exists insufficient number of groups and
observations, clearly 3 groups and 10 observations, for institutionally
underdeveloped category, the corresponding results can not be interpreted in
reason. To this end, the long- and short-run dynamics of eastern European

countries on the overall are investigated.

Table.14.a Eastern Europe Countries Long-Run Estimation

LONG RUN: ¢))
FO 0.1706* [0.04185]
FD 0.9024* [0.10829]
TO 0.2126* [0.07409]
Gov -0.0099* [0.00371]
INF -0.0226* [0.01031]
SEC -
Constant 25.3912* [0.11019]
N 14
NxT 196
Adj-R? 0.67
ADF-Fisher 68.3723* (0.0000)
Pedroni -5.2788* (0.0000)
Kao 2. 5249* (0.0058)

Note that; standard errors are given in brackets[.] Signs (*)
and (**) denote the significance at the 5% level and 1% level
respectively. ADF-Fisher is the panel unit root test proposed by
Maddalaand Wu (1999) applied to the resulted residuals of
the equations. Pedroni and Kao are ADF statistics for panel
cointegration tests developed by Pedroni (2004) and Kao
(1999) respectively. The values in (.) are the p-values.

As it can be seen from Table.14.a, both financial openness and
financial development are positively and significantly related to real income in the
long-run. Especially, financial development indicator has the largest positive effect
in the long-run compared to other determinants included. Trade openness exerts a
positive and significant impact in the long-run either. Again, the ADF-Fisher unit
root test on estimated residuals and the Kao and Pedroni cointegration tests
confirm a long-run relationship between the variables of interest. While financial
development lose its significance in the short-run, financial openness has positive
and significant growth effects also in short-run. The negative and significant sign

for ECT verifies an equilibrium adjustment.
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Table.14.b Eastern Europe Countries Panel ECM For PARDL(2,2)

SHORT RUN : (1) (1I1)

ECT -0.0385 [0.02949] -0.0457* [0.02769]
Ay 0.3170* [0.06809] 0.4086* [0.05897]
AFO.4 0.0344 [0.02152] 0.0479%* [0.02114]
AFD, 0.1169 [0.07710]

ATO:, 0.0089 [0. 03053]

AGOV, 0.0040* [0.00148] |  0.0025** [0.00135]
AINF4 0.0028 [0.00241]

ASEC. - -
Constant 0.0268* [0.00389] 0.0227* [0.00351]
N 14 14

NxT 170 182

Adj-R? 0.44 0.43

DW 1.62 1.69

Note that; standard errors are in brackets [.] Signs (*) and (**) denote the
significance at the 5% level and 1% level respectively. DW stands for Durbin-
Watson test statistic.

If overall results are to be summarized, the PARDL estimation shows that
except other developing countries, economic growth is positively and significantly
linked to the measures of financial openness and financial development in
the long-run regardless of the level of the institutional development. However,
when a country is institutionally well-developed its growth benefits from finance
considerably increases. Henceforth, this study find evidence in favor of the supply-
leading view of financial development in the long-run for industrial, emerging and
eastern Europe countries. For ODCs the results change as the level of institutional
development changes. ODCs must reach at least the institutional development
threshold in order to be able to derive growth benefits from financial openness and

financial development in the long-run.

On the other hand, short-run dynamics tell a different story. Regardless of
the level of economic development, financial development has no short-run

growth effects for institutionally underdeveloped countries. On the contrary,
whether the level of institutional development is below or above the threshold,
financial openness has positive and significant impact on growth for the emerging,
other developing and eastern Europe countries in the short-run. For the sample
group of institutionally well developed emerging countries, financial development

behaves differently: although it has negative and significant effect on growth in the

99



short-run, it becomes positive and significant in the long-run. This can be

A\Y

interpreted with Kaminsky’s “short-run pain, long-run gain” phrase, in other words
if emerging countries can achive high institutional development, then financial
development certainly enhances growth benefits in the long-run even though
improvements in financial development will diminish the real income in the short-

run.

4.3. Short- and Long-Run Growth Effects of Financial Development
and Financial Openness According to The Income Level

The panel ARDL approach to long-run modelling is also performed
considering different income levels of countries. The long- and short-run
dynamics of the growth determinants are analyzed and compared between high
income, middle income and low income countries. The results are displayed in
Table.15.a and Table.15.b.

It is seen that, for high and middle income countries, the relationship
between financial openness and growth is positive and significant in the long-run
while for low income countries it is significantly negative. Besides, the estimate for
financial openness measure is greater for middle income countries than the one for
high income countries which means middle income countries derive more growth
benefits as their financial integration expands. The ADF-Fisher unit root test on the
resulting residuals confirm them to be stationary, and both Kao and Pedroni
cointegration tests verify the existence of a long-run relationship between our
variables. The estimated short-run equation yields a negative and significant ECT
for each income group, which also indicates an equilibrium long-run relationship,
though the speed of adjustments are quite low. The financial openness measure is

positive and significant also in the short-run for high and middle income countries.

Therefore, a positive and significant relationship between financial openness
and income growth coexists both for long- and short-run when income level is
middle or high. For low income countries, on the other hand, short-run coefficient

for financial openness is statistically insignificant.
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Table.15.a Long-Run Estimation Results According To Income Groups

HIGH MIDDLE Low
INCOME INCOME INCOME
N | ® | am | o (1) 6 (1)
FO 0.10981* | same as | 0.3109% | 0.4212* | 00112 | -0.1662%*
[0.02019] | () | [0.07265] | [0.06764] | [0.10009] | [0.09587]
FD 0.6753* | sameas | 0.6289% | 0.6464* | -0.0909
[0.05148] | (1) | [0.07670] | [0.07578] | [0.18469]
TO 0.3524* | sameas | 0.4720% | 0.4271% | 0.4032* | 0.5552*
[0.08026] | (I) | [0.06179] | [0.06082] | [0.07096] | [0.06927]
GOV 0.0134* | same as | -0.0121% | -0.0139% | -0.0082* | -0.0098*
[0.00353] | () | [0.00327] | [0.00323] | [0.00231] | [0.00245]
INF -0.2623* | sameas | -0.0001 -0.0057
[0.01153] | (O | [0.00150] [0.05078]
SEC 0.0112% | sameas | 0.0322* | 0.0318* | 0.0499% | 0.0477*
[0.00109] | () | [0.00168] | [0.00168] | [0.00247] | [0.00239]
Constant | 25.8000* | same as | 25.0892* | 25.2422* | 24.5506* | 24.8621*
[0.08009] | (I) | [0.05728] | [0.05695] | [0.05975] | [0.05342]
N 27 same as 33 34 16 17
NxT 750 0 852 879 334 461
Adj-RZ | 053 |sameas| 064 0.64 0.66 0.55
)
ADF- 118.766* | sameas | 6.9037* 89.6987* NA NA
Fisher | 1000001 | (@ | r0.0000] | [0.0402]
Pedroni | 1.8001%* | same as | 1.8001%* | 2.1636* | 3.2282* | 2.7422*
007891 | (@ | [0.0789] | [0.0384] | [0.0022] | [0.0093]
Kao 1.9712% | sameas | 3.5539% | 6.8304* | 8.0101* | 4.4755*
[00243] | () | [0.0007] | [0.0000] | [0.0000] | [0.0000]

Note that; standard errors are given in brackets[.] Signs (*) and (**) denote the significance at the
5% level and 1% level respectively. ADF-Fisher is the panel unit root test proposed by Maddalaand Wu
(1999) applied to the resulted residuals of the equations. Pedroni and Kao are ADF statistics for
panel cointegration tests developed by Pedroni (2004) and Kao (1999) respectively. The values in (.)

are the p-values.
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Table.15.b Panel ECM For PARDL(2,2) According To Income Groups

HIGH MIDDLE LOW
INCOME INCOME INCOME

:':JﬁR:T (I11) av) (111) (Iv) (111) (1v)
ECT -0.0208* | -0.0206* | -0.0530% | -0.0521* | -0.0299 | -0.0363

[0.00529] | [0.00502] | [0.00744] | [0.0073] | [0.01838] | [0.01358]
DYer 0.3568% | 0.3652* | 0.2548* | 0.2715% | -0.0025

[0.00354] | [0.03459] | [0.03430] | [0.03309] | [0.05771]
AFO.., 0.0251% | 0.02346* | 0.1248* | 0.1236% | -0.0024

[0.00566] | [0.00549] | [0.02576] | [0.02468] | [0.05504]
AFD., 0.0401%* | 0.0400% | -0.0457 -0.0122

[0.02289] | [0.02275] | [0.04035] [0.10257]
ATOw -0.0288 -0.0084 0.0517

[0.01883] [0.02236] [0.03157]
AGOV., | -0.0015 0.0031 -0.0003

[0.00101] [0.00120] [0.00073]
AINF., -0.0037 -0.0001 0.0189

[0.00647] [0.00023] [0.01466]
ASEC,, 0.0005 0.0016 0.0025

[0.00091] [0.00178] [0.00409]
Constant | 0.0171% | 0.0167* | 0.0267 | 0.0265% | 0.0293* | 0.0268*

[0.00145] | [0.00139] | [0.00226] | [0.00199] | [0.00333] | [0.00231]
N 27 27 33 34 16 17
NxT 722 724 818 856 318 461
Adj-R? 0.34 0.33 0.21 0.21 0.12 0.09
DW 1.92 1.92 2.05 2.04 2.03 1.92

Note that; standard errors are in brackets [.] Signs (*) and (**) denote the significance at the 5%
level and 1% level respectively. DW stands for Durbin-Watson test statistic.

The long-run estimate for financial depth also has positive and statistically
significant sign for high and middle income countries, yet it is insignificant for low
income countries. Interestingly, it should be noted that the estimated coefficients
for financial development do not differ from each other very much for high and

middle income countries. On the other hand, short-run dynamics are way too
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different than long-run. Financial development is positively and significantly related
to growth for high income countries in the short-run while it is totally insignificant

for middle and low income countries.

Trade openness, government consumption and secondary school enrollment
do all have positive and significant long-run estimates for each income group,

though they are insignificant in the long-run.

4.4. Dynamic Panel Estimation with Generalized Method of Moments

In previous sections of this chapter, we treated the level and lagged values
of our macroeconomic variables as potentially exogeneous, however, the
endogeneity of the macroeconomic variables has been an important
discussion in the econometric literature. In this section, a generalized method
of moments (hereafter GMM, Hansen, 1982) procedure for dynamic panel data
models developed by Arellano and Bond (1991) and augmented by Arellano and
Bover (1995) is used in order to deal with multiple endogeneous regressors in
an unbalanced panel setting and to solve the potential simultaneity and thus

endogeneity problem of variables.

Roodman (2006) summarizes that, Arellano and Bond (1991), Arellano and
Bover (1995), and Blundell and Bond (1998) dynamic panel estimators are
designed for situations with (i) small T, large N panels; (ii) a linear functional
relationship; (iii) a single left-hand-side variable that is dynamic; (iv) independent
variables that are not strictly exogenous; (v) fixed individual effects; and (vi)

heteroskedasticity and autocorrelation within individuals but not between.

Arellano and Bond estimation starts by first differencing all regressors in
order to eliminate the country-specific effects, and uses GMM in order to obtain
“Difference GMM Estimator”. Although, this differencing solves the country-specific
effect problem, it brings a correlation between the new disturbance term and the
lagged dependent variable. Hence, Arellano and Bover (1995) and Blundell and
Bond (1998) proposed augmeting the Arellano and Bond (1991) estimator by
using the lagged values of the explanatory variables as instruments. However,

there are some statistical shortcomings of this difference estimator, too. First of all
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first differencing removes the cross-country variation and if the regressors are
persistent over time than lagged regressors are no more than weak instruments
which may lead to biased estimates (Levine, 2009). In order to deal with these
issues, Arellano and Bover (1995) propose an alternative method that introduces
more instruments and builds a system of two regression equations in differences

and in levels estimated jointly to yield a “System GMM Estimator"”.

Consider the following regression:

yit= ayi7t_1+BIXit+ni+£it (11)

where vy is the logarithm of real per capita GDP as defined before, X is the set of
regressor variables, n is an unobserved country-specific effect and € is the error
term with i and t being cross-country and time index, respectively. In order to
eliminate the country-specific effect, the first difference of equation (11) is taken

as follows

yi,t_yi,t-1 =a (yi,t-1 'yi,t_g) +B'(Xi,t'xi,t-1 )+(£i,t'£i,t-1 ) (12)

Here the new error term is correlated with the lagged dependent variable,
hence instruments - consisting of previous observations of the independent
variables and lagged dependent variables- are required to deal with this issue and
the potential endogeneity of the explanatory variables in order to proceed with GMM
estimation. To overcome the potential biases arised from this difference estimator, a
new estimator , so called system estimator, combines instruments for the regression
in differences as above with lagged differences as a new set of instruments for

the regression in levels together in a system.

The regression equation to be estimated is the one given by (2) with
no constant since this is a difference equation form model, again using at most
10 non-overlapping data averages spanning the period 1960-2007 for 105
countries. To reduce potential biases and to obtain more precise estimators,
we used system estimator. In addition, in order to address the consistency
of the GMM estimators, two specification tests suggested by Arellano and
Bond (1991) and Arellano and Bover (1995) are taken into account. The
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first test investigates if error term is serially uncorrelated or not; the model
specification is said to be valid if the corresponding null hypothesis is not
rejected. The second test, known as the Sargan Test of overidentifying
restrictions, examines the overall validity of instruments used and failure to

reject the null hypothesis validates the model.

Sticking to the previous version of estimation framework, the dynamic
GMM procedure will be applied seperately for the industrial countries sample
(IND), the emerging countries sample (EMG), the other developing countries
sample (ODC) and the eastern Europe countries sample (EE) in turn. Each
estimation for each group of sample will be performed both for
institutionally underdeveloped and institutionally developed countries, in other
words countries who are below or above the predefined threshold variable
polity2=0.

The GMM regression results are reported in Table.16 through
Table.19%*. Recall that, a general estimation for industrial countries and for
eastern Europe countries are carried since there are almost none institutionally
underdeveloped countries in those sample groups. And, the SEC variable is
removed from the proposed model for eastern European sample since those
countries do lack of sufficient observations for that specific variable. Before
proceeding with the coefficient estimates, it is seen that both Sargan and
second-order serial correlation tests validate the model specification and the

instruments for each sub-sample.

As it is seen in Table.16, both financial openness and financial
development are positive and significant determinants of economic growth in
advanced economies. These results are consistent with the findings of the previous
sections. The estimated coefficient of financial openness is again small as the
reasons are mentioned previously. All other variables in the information set are also
found to be positive and significant. The specification tests verify that the error

terms are uncorrelated and the model specification is valid.

24 The dynamic GMM results are obtained using the closest appropriate lag for each variable
in the regression. Only a single instrument for each variable is used since use of more
would lead to an overfitting problem (implied by Sargan p-values close to 1).
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Table.16. Dynamic GMM System Estimator: Industrial Countries

(I
FO 0.0487* [0.01047]
FD 0.4493* [0.06236]
TO 0.9016* [0.10652]
GOV 0.0300* [0.00289]
INF -1.4972* [0.18748]
SEC 0.0065* [0.00061]
Log Initial 0.0065* [0.00200]
Income
N 23
NxT 126
m2 0.199
Sargan 0.124

Note that; the dependent variable is the logarithm of
real GDP per capita, standard errors are given in
brackets[.] Signs (*) and (**) denote the significance at
the 5% level and 1% level respectively. m2 is the p-value
regarding Arellano and Bond(1991) test for 2nd order serial
correlation. Sargan is the p-value regarding Sargan’s test of
model specification and instrumental validity.

Table.17. Dynamic GMM System Estimator: Emerging Countries

Institutionally Institutionally
Underdeveloped Developed
(¢)) (In) (¢)) (In

FO 0.3010 0.5343* 0.6248* 0. 9201*

[0.30172] [0.03507] [0.28638] [0.065048]
FD -1.3623 0.5968* 0.3576*

[2.84712] [0.25890] [0.10823]
TO 0.6873 0.2619

[2.71702] [0.34672]
GOV 0.2017 -0.0121

[0.10991] [0.01358]
INF 0.5101 0. 0020

[0.36298] [0.01058]
SEC 0.0836* 0.0295* 0.0431* 0.0438*

[0. 03546] [0.01061] [0.00605] [0.00271]
Log Initial 0.1559 0.0038 -0.0025 -0.0006
Income [0.11198] [0.00837] [0.00626] [0.00349]
N 6 11 17 18
NxT 20 33 74 77
m2 0.824 0.122 0.588 0.446
Sargan 0.131 0.238 0.226 0.124

Note that; the dependent variable is the logarithm of real GDP per capita, standard errors are
given in brackets[.] Signs (*) and (**) denote the significance at the 5% level and 1% level
respectively. m2 is the p-value regarding Arellano and Bond(1991) test for 2nd order serial
correlation. Sargan is the p-value regarding Sargan’s test of model specification and instrumental
validity.
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Table.18. Dynamic GMM System Estimator:

Other Developing Countries

Institutionally Institutionally
Underdeveloped Developed
(1) (I1) (1) (I1)

FO 0.3109* 0.9685* 0.6359*

[0.08923] [0.14081] [0.07828]
FD 0.0608 0.2918* 0.6082*

[0.25410] [0.18350] [0.13811]
TO 0.7675* 0.7325* 0.5366* 0.9820*

[0.09356] [0.07684] [0.11723] [0.11352]
GOV -0.0310* -0.0130* 0.0005

[0.00441] [0.00637] [0.00260]
INF 0.1827 0.3269*

[0.17047] [0.13439]
SEC 0.0511* 0.0503* 0. 0072* 0.0090%*

[0.00366] [0.00444] [0.00337] [0.00194]
Log Initial -0.0064 -0.0010 -0.0035 0.0051
Income [0.00262] [0.00469] [0.00334] [0.00135]
N 24 25 23 23
NxT 80 86 68 69
m2 0.955 0.410 0.932 0.582
Sargan 0.307 0.966 0.096 0.164

Note that; the dependent variable is the logarithm of real GDP per capita, standard errors are

Signs (*) and (**) denote the significance at the 5% level and 1% level
is the p-value regarding Arellano and Bond(1991) test for 2nd order serial
correlation. Sargan is the p-value regarding Sargan’s test of model specification and instrumental

given in brackets[.]
respectively. m2

validity.

Table.19. Dynamic GMM System Estimator: Eastern Europe Countries

(¢)) (1)
FO 0.2560** [0.15412] 0.2922* [0.03012]
FD 1.0757* [0.23152] 0.7365* [0.25098]
TO 0.0881 [0.20081]
GOV -0.0130* [0.00896] -0.0186* [0.00788]
INF -0.0249* [0.04146]
Log Initial 0.0014* [0.00281] -0.0024 [0.00312]
Income
N 14 14
NxT 37 37
m2 0.080 0.162
Sargan 0.179 0.199

Note that; the dependent variable is the logarithm of real GDP per capita,

standard errors are given in brackets[.]

Signs (*) and (**) denote the

significance at the 5% level and 1% level respectively. m2 is the p-value
regarding Arellano and Bond(1991) test for 2nd order serial correlation. Sargan is
the p-value regarding Sargan’s test of model specification and instrumental

validity.
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According to the results in Table.17, the institutionally underdeveloped
emerging countries can not derive growth benefits from financial development
unless they exceed the threshold. However, financial openness do spur growth
for this group of countries whether they are institutionally underdeveloped or well-
developed. Still, if emerging economies manage a certain level of institutional
development, their gains from financial openness doubles from 50% to 90%
compared to the poorly institutionalized countries. Another positive and significant
long-run determinant of growth in emerging countries is found to be the human
capital. Again specification tests confirms the models and the uncorrelated error

terms.

The dynamic GMM results for other developing countries also tells that the
level of institutional development matters in order to derive growth benefits both
from financial openness and financial development. As it can be seen in Table.18,
neither financial openness nor financial development is significant for real income
in institutionally underdeveloped ODCs. On the other hand, as long as the level of
intitutional development is higher than the threshold, both financial depth and
financial integration become meaningful positive determinants of growth. Trade
openness and the level of secondary school enrollment are both significant for the

economic growth of ODCs regardless of the institutional development.

Lastly, Table.19 presents the dynamic GMM results for eastern Europe
sample. Both financial openness and financial development are found to effect
growth positively and significantly for this groups of countries also. The

government spending, on the contrary, has a negative significant effect on growth.

Since the empirical framework of this study is interested if threshold
effect of institutional development behaves as a collateral channel spurring
growth especially for emerging and other developing countries, we, next,
attempt to explain if financial openness, financial development, and their
interaction with institutional development are significant or not. Two new

variables are defined as follows

FO*D(polity2;>0)
FD*D(polity2;>0)
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where D(polity2;>0) is an indicator variable which is equal to 1 if the
average level of institutional development of the country, i.e. polity2, is above the

threshold value of 0 at the time.

Table.20 and Table.21

interaction terms for emerging and other developing countries, respectively.

presents the dynamic GMM results with

It is seen that the level of development doesn't matter for financial openness

and financial development spurring growth in emerging economies. Both
variables effect economic growth positive and significantly in emerging countries
regardless of the institutional quality. Though, the amount of the effect increases
when an emerging country achieves to exceed the threshold level for institutional
On the other hand,

openness is not a significant element for growth process if the country is

development. for other developing countries, financial
institutionally underdeveloped. However, financial openness enhances growth in a
positive manner  provided that the institutional development is above the
predetermined threshold value of 0. Besides, for other developing countries,
financial development do have positive and significant effects on economic growth
whether the institutional development is above or below the threshold. Hence, the
difference is significant in means of financial openness and growth, yet not for

financial development for other developing countries.

Table.20. Dynamic GMM System Estimator with Interactions: EMG

(I) (I1)
FO 0.4143* [0.07985] 0.3393* [0.08367]
FD 0.8404* [0.21299] 0.8221* [0.10968]

FO*D(polity2>0)

0.0950 [0.31086]

0.3760* [0.17734]

FD*D(polity2>0)

-0.1270 [0.26586]

0.2631 [0.25536]

GOV -0.0088 [0.01650]

INF 0.0029 [0.01561]

SEC 0.0441* [0.00907] 0.0337* [0.00226]
Log Initial -0.0001 [0.00665] -0.0011 [0.00461]
Income

N 18 19

NxT 88 94

m2 0.354 0.210
Sargan 0.197 0.207

Note that; the dependent variable is the logarithm of real GDP per capita,
standard errors are given in brackets[.] Signs (*) and (**) denote the significance
at the 5% level and 1% level respectively. m2 is the p-value regarding Arellano
and Bond(1991) test for 2nd order serial correlation. Sargan is the p-value
regarding Sargan’s test of model specification and instrumental validity.
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Table.21. Dynamic GMM System Estimator with Interactions: ODC

(I (I1)
FO 0.0963 [0.23494]
FD 1.1156* [0.30452] |  1.1314* [0.15646]

FO*D(polity2>0)

0.7221* [0.24878]

0.7697* [0.08626]

FD*D(polity2>0)

0.1877 [0.21564]

0.1638 [0.17404]

GOV -0.0198* [0.00393] | -0. 0197* [0.00244]
INF 0.1452** [0.08319] 0.1145** [0.06670]
SEC 0.0205* [0.00349] 0.0196* [0.00330]
Log Initial -0.0017 [0.00242] | -0.0031 [0.00210]
Income

N 31 31

NxT 149 149

m2 0.113 0.114
Sargan 0.024 0.037

Note that; the dependent variable is the logarithm of real GDP per

capita, standard errors are given in brackets[.] Signs (*) and (**) denote the
significance at the 5% level and 1% level respectively. m2 is the p-value
regarding Arellano and Bond(1991) test for 2nd order serial correlation. Sargan
is the p-value regarding Sargan’s test of model specification and instrumental
validity.

4.5. Overview

Throughout this the effects of financial

financial

chapter, openness and
development on econometric growth is investigated using various
econometric methods. The analyses based on non-overlapping averaged data
and annual data have been resulted in consistent results which are generally in
favor of a positive finance-growth nexus and in support of the importance of
institutional development. In this section, a brief summary of the overall results
will be presented through Table.22 to Table.25.

For the advanced countries, which are mostly industrialized and
institutionally developed, it can be seen from Table.22 that nearly all variables
have significant effect on real income. Despite the positive influence of financial
integration on growth, all three methodologies display that it is moderate compared
to the other country groups and this is mainly due to the fact that they are almost
totally integrated to the financial markets. Besides, financial development is a
positive significant determinant of growth hence it can be said that the supply-

leading hypothesis arguably holds for advanced economies.
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Table.22. Summarized Results: Industrial Countries

5-Year Averaged Panel

Annual Panel

Fixed Effects

Dynamic GMM

PARDL Long-Run

FO

0.0660 [0.03280]

0.0487 [0.01047]

0.0867 [0.01622]

FD

0.3809 [0.09937]

0.4493 [0.06236]

0.4453 [0.04212]

TO

0.7032 [0.20811]

0.9016 [0.10652]

0.7236 [0.07683]

GOV

0.0310 [0.00902]

0.0300 [0.00289]

0.0326 [0.00361]

INF

-1.0875 [0.26073]

-1.4972 [0.18748]

-0.6505 [0.09113]

SEC

0.0037 [0.00210]

0.0065 [0.00061]

0.0049 [0.00095]

Constant

25.6248 [0.21972]

25.4813 [0.07253]

Log Initial Income

0.0017 [0.00660]

0.0065 [0.00200]

Note that; this table displays only the significant variables in the estimated model. The values in [.] are the
standard errors. And the gray shaded cells represent that specifi variable does not exist in the estimation process.

For the emerging countries, the results only slightly differ between

institutionally underdeveloped and developed countries. All three methods claim that

financial openness is a positive significant determinant of economic growth in

emerging countries no matter what the level of institutional wellness is. Yet, the

effects of financial openness on growth is merely larger for institutionally developed

emerging economies. Financial development is also found to be positively and

significantly effecting growth for this group of countries.

Table.23. Summarized Results: Emerging Countries

(a) Institutionally Underdeveloped

5-Year Averaged Panel

Annual Panel

Fixed Effects

Dynamic GMM

PARDL Long-Run

FO 0.3589 [0.08064] 0.5343 [0.03507] 0.4585 [0.04274]
FD 0.8603 [0.46627] 0.7833 [0.18638]
TO

GOV

INF

SEC 0.0252 [0.00536] 0.0295 [0.01061] 0.0472 [0.00617]
Constant 23.5923 [0.53734] 24.8623 [0.14058]

Log Initial Income

0.0088 [0.01744]

0.0038 [0.00837]
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Table.23. continues

(b) Institutionally Developed

5-Year Averaged Panel Annual Panel

Fixed Effects Dynamic GMM PARDL Long-Run
FO 0.6763 [0.17838] 0.9201 [0.06505] 0.5756 [0.09237]
FD 0.5838 [0.21553] 0.3576 [0.10823] 0.7073 [0.09402]
TO 0.3494 [0.18431] 0.3555 [0.08475]
GOV
INF
SEC 0.0249 [0.00512] 0.0438 [0.00271] 0.0328 [0.00248]
Constant 26.2285 [0.21383] 26.0310 [0.06544]
Log Initial Income -0.0050 [0.00673] -0.0006 [0.00349]

Note that; this table displays only the significant variables in the estimated model. The values in [.] are the
standard errors. And the gray shaded cells represent that specifi variable does not exist in the estimation process.

For the other developing countries, the results much differ between
institutionally underdeveloped and developed countries. All three methods claim
that financial development has no significant growth effects for other developing
countries unless they are institutionally developed. Similarly, the average panel
data set claims that, for other developing countries to benefit from financial

openness, they should manage higher than threshold institutional development.

Table.24. Summarized Results: Other Developing Countries
(a) Institutionally Underdeveloped

5-Year Averaged Panel Annual Panel

Fixed Effects Dynamic GMM PARDL Long-Run
FO -0.3907 [0.09521]
FD
TO 1.1374 [0.22697] 0.7325 [0.07684] 0.3642 [0.06503]
GOV -0.0195 [0.00902] -0.0130 [0.00637] -0.0195 [0.00269]
INF
SEC 0.0534 [0.00454] 0.0503 [0.00444] 0.0660 [0.00239]
Constant 24.3084 [0.22132] 24.9378 [0.05283]
Log Initial Income 0.0028 [0.00740] -0.0010 [0.00469]

112




Table.24. continues

(b) Institutionally Developed

5-Year Averaged Panel

Annual Panel

Fixed Effects

Dynamic GMM

PARDL Long-Run

FO

0.7114 [0.14494]

0.6359 [0.07828]

0.6323 [0.080519]

FD

0.8224 [0.25236]

0.6082 [0.13811]

0.4995 [0.16832]

TO

0.7961 [0.16465]

0.9820 [0.11352]

GOV

-0.0051 [0.00254]

INF

SEC

0.0090 [0.00194]

0.0166 [0.00252]

Constant

23.9349 [0.15530]

23.7647 [0.06141]

Log Initial Income

-0.0041 [0.00462]

0.0051 [0.00135]

Note that; this table displays only the significant variables in the estimated model. The values in [.] are the
standard errors. And the gray shaded cells represent that specifi variable does not exist in the estimation process.

Finally, for the sample covering eastern Europe countries, as displayed by

Table.25, it is again seen that financial openness and financial development have

positive and significant effects on economic growth. Since the great majority of the

countries in this sample are institutionally developed, this finding may due to this

collateral channel. One noticeable point is that, the largest coefficient estimates for

financial development appears in this sub-sample, hence their growth benefits from

financial development are the most compared to other country groups.

Table.25. Summarized Results: Eastern Europe Countries

5-Year Averaged Panel

Annual Panel

Fixed Effects

Dynamic GMM

PARDL Long-Run

FO

0.2376 [0.05266]

0.2922 [0.03012]

0.1706* [0.04185]

FD

0.9454 [0.22210]

0.7365 [0.25098]

0.9024* [0.10829]

TO

0.2126* [0.07409]

GOV

-0.0179 [0.00912]

-0.0186 [0.00788]

-0.0099* [0.00371]

INF

-0.0226* [0.01031]

Constant

25.7304 [0.21110]

25.3912%* [0.11019]

Log Initial Income

-0.0032 [0.00347]

-0.0024 [0.00312]

Note that; this table displays only the significant variables in the estimated model. The values in [.] are the
standard errors. And the gray shaded cells represent that specifi variable does not exist in the estimation process.
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To sum up, the results of this study shed light to the finance-growth
relationship through different methodologies and proves that the level of economic
development and level of institutional development matters in order to be able to

derive solid conclusions on the nexus.
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CHAPTER V

CONCLUSION

This study mainly investigates the impact of financial openness and
financial development on economic growth which has been one of the main
research topics in international macroeconomics. We also consider the impact of the
level of institutional quality and the political regime characteristic on the relationship
between finance and growth. The study employs a standard set of macroeconomic
and control variables used in the growth literature with the addition of meticuluously
chosen financial development and de facto financial openness measures. This
thesis contributes to the ongoing literature by embracing a broader variable to
proxy for institutional quality embedded in political regime characteristic next
to the conventional growth determinants. It also examines the finance-growth
nexus for different country samples which are categorized according to the level of
development of their economy in order to identify whether the sign and magnitude
of financial openness and financial development on growth change as countries’

level of institutional development changes.

The economic literature posits that, in a world of increased capital
flows, a well-functioning economy requires a well-regulated financial system
which efficiently channels savings into investment. Thus, a sound financial
system is essential for supporting economic growth and must be integrated to
the development policies. The studies on finance-growth nexus has made
substantial progress from pure cross sectional or single country time series studies
to dynamic panel specifications including country specific micro-level studies.
Although, it is widely agreed that there are important relationships between
finance and development, there is still no consensus on the exact nature of
these relationships, especially on the causality between the two. The review of
the empirical and theoretical literature on the relationship between financial

openness, financial development and growth suggests conflicting results. The
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results of this study shed light to the finance-growth relationship and favor the
supply leading view claiming that the level of institutional development and level of

economic development matter for deriving solid conclusions on the nexus.

The average growth rate of the countries in our sample is approximately 4%,
while the largest average growth rate is seen in emerging countries (EMG) with a
rate of 5% and the smallest one occurs for eastern European countries (EE) with a
rate of 2%. In this panel data setting, the within-country variation for growth is
much larger than the between- country variation for the overall sample and for each
of the sub-samples. As it is anticipated, the highest mean financial openness is seen
in industrial countries as pioneers of the idea of financial globalization and as they
have been largely integrated to the international markets for a long time. It is
followed by the eastern European and the emerging countries with 47% and 42% ,
respectively. The other developing countries (ODC) on the other hand are the least
financially opened group with a rate of 29%. The variation due to the interaction
between samples and within each individual sample in terms of financial openness
measure are nearly close to eachother. Similar behaviour holds for financial
development. The highest average financial depth occurs for industrial countries
with 70% again followed by emerging and eastern European countries with 40%.
The polity2 variables which indicates the level of institutional development in our
study also signs to the democracy characteristic of a country. As one can expect, it
takes the largest mean value for industrial countries with a score of 9.2 which is
nearly equal to the maximum score 10. And due to the dominating countries with ill
regimes and poor governance, the ODCs have the smallest average polity score, -
1.0-, which is smaller than the pretermined threshold value of polity2=0. The
emerging countries do have an average polity score of 3.0 which is greater than 0

yet this indicates insufficient but promising institutional quality.

The study also examines the evolution of financial openness and financial
development through 1970-2007 and roughly depicts their relation with growth
using figures. There is an absolute increase in international financial integration
especially by mid-1980s in the overall, yet the ODCs present some instable ups
and downs through time while other sub-samples manage a consistent increase.
From the point of financial development, both the liquid liabilities and the private

credits tend to move together increasingly through time. The figures presenting the
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simple correlation between economic growth and de facto financial openness display
the absence of any apperant relationship®. In country sub-samples, only eastern
European countries present a slight but positive linear relationship between growth
and financial integration, yet none others indicate a clear relationship. Similar
argument holds for financial development, too. The figurative interpretation of
growth and financial development relationship seems not to follow a specific
pattern. Due to these facts, although they are not sufficient to derive exact
conclusions, this study considers that the finance-growth relationship may change
as some other indirect factors such as the level of a country’s institutional
development change. Indeed, the simple scatter plots indicate that there could
be a positive link between financial openness and institutional development
for emerging and other developing countries. Same argument holds for the
financial development and institutional quality relationship either. In general, the
illustrative analyses show that there is no clear empirical evidence indicating
that financial openness fosters growth through direct channels. This may
explain why it has been so difficult to find a solid macro evidence supporting
a strong and robust relationship between financial integration, financial

development and growth although the underlying theory is so strong.

The purpose of the empirical analysis in this study is to re-examine
the nature of the finance-growth nexus and to provide evidence if financial
openness and financial development are beneficial for economic growth or
not. Following the general approach in the literature, our baseline model
involves regressing logarithm of real per capita GDP onto the measure of
financial openness, financial development, and a set of non-financial control

variables incorporating a threshold variable for institutional development.

The study employs three different econometric techniques to investigate the
finance-growth relationship in an unbalanced panel data framework. The use of
panel data techniques takes full advantage of time series variability in the
sample along with the cross-sectional variability. We argue that there may
exist indirect effects of financial openness and financial development on

growth such that a certain level of institutional development may be a

%5 Rodrik and Subramanian (2008) argues that this fact is the key piece of evidence that has elicited a
lot of analysis and that is the focus of the re-evaluation in Kdse, Prasad, Rogoff and Wei (2006)
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prerequisite to be able to derive growth benefits from finance. Hence, we
exercise the estimation methods separately for institutionally under-developed
and developed countries. Since the conventional measures of institutional
quality such as rule of law, corruption, government effectiveness and
transparency are obvious parts of the political regime characteristic, we
choose to use polity2 variable to proxy for institutional quality along with the
degree of democracy (Cavallo and Cavallo, 2010). The value of 0 for polity2
corresponds to a generous definition of democracy as noted by Persson and
Tabellini (2008). Following their work, we determine polity2=0 as the
threshold variable and interpret positive values of polity2 as an indicator of
institutional development while the negative values as to stand for

institutionally under-development.

Initially, a panel data fixed effects estimation is employed. In order to
smooth out transitory or business-cycle fluctuations and to capture the long-
run steady state relationship between the variables (Beck et al.,2000; Levine et al.,
2000; Beck, 2008; Bekaert et al., 2009), the underlying annual data are averaged
over 5-year non-overlapping intervals. On the overall sample, the results showed
that the level of institutional development matters in order to derive growth
benefits from financial openness while financial development promotes growth no
matter what the degree of institutional development is. However, it would be better
if the results are interpreted on the basis of country samples since each sub-sample

has its own very distinct characteristic.

The analyses showed that there exists only a few institutionally
underdeveloped industrial countries, hence the panel fixed effects estimation for
this group is performed for all countries in the sub-sample. The results verified the
Schumpeterian view that financial development can promote economic growth.
The coefficient estimate of financial openness is also positive and significant
with a rate of 6%. It is too small which is not surprising since nearly all of the
industrial countries have already been largely integrated to the global
markets. Hence a unit increase in financial openness do not have a major role

for promoting growth in industrial countries.
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For emerging countries, the fixed effects estimation results are
noteworthy. It is seen that both financial openness and financial development
accelerates growth regardless of the level of institutional development, however,
the amount of growth benefits from financial openness doubles up when
institutional development level surpasses the threshold. For institutionally
underdeveloped emerging economies, a unit increase in financial openness leads to
40% increase in log real GDP, but as soon as the institutional development level
passes the threshold, this amount becomes nearly 70%. Our results seem to
take side of the notion that better developed financial markets and further
financial openness spurs long-run economic growth in emerging countries no
matter what the level of institutional development is. On the other hand, for
other developing countries, the estimation results significantly differ between
institutionally underdeveloped and institutionally developed countries. Neither
financial openness nor financial development seem to have a long-term
relationship with growth when countries are institutionally underdeveloped,
while they both have positive significant effects, of approximately 70% each, on
growth when countries are institutionally developed. Clearly, in order to receive
growth benefits from financial integration and financial development, other
developing countries must ameliorate their institutional development in the first

place.

The eastern Europe countries are small economies, mainly remainings of
old eastern block. Besides, due to the fact that there exists only three
institutionally underdeveloped countries in this sample, the fixed effects
estimation is performed using the whole sample of EE countries. For this sub-
sample, the panel fixed effects estimation results again show that both financial
openness and financial development spurs growth. Moreover, they do gain the
most from financial depth since financial development measure has the largest
estimate compared to other country groups. Consequently, panel data fixed
effects estimation results tell us that both financial openness and financial
development fosters economic growth but the level of institutional development
is important in order to be able to derive benefits or increase the amount of

benefits from financial openness and financial development.
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Afterwards, we continue with panel autoregressive distirbuted lag (ARDL)
modelling. Since the traditional method of time-averaging masks the dynamic
relationship between the variables of the system, eliminates the useful
opposite effects at different time periods and induces a loss of information;
instead of time averaging the data, the short- and long-run effects of
financial openness and financial development on growth is studied on annual
data using a a panel error correction model. This enables us to study both the
long-run effects and short-run dynamics jointly from a general autoregressive
distributed-lag (ARDL) model. Moreover, a very prominent feature of panel
autoregressive distributed lag (ARDL) approach to long-run modelling is that it
is no longer necessary to pre-test if the variables of interest are I(0) or
I(1) or mutually cointegrated. Another advantage of ARDL method is that

estimation is possible even when explanatory variables are endogenous.

The PARDL estimation applied to whole sample points to an important
conclusion. Financial openness is found to have positive and significant effect on
growth for institutionally underdeveloped countries in the short-run; however, in the
long-run, this significant impact turns out to be negative for growth. Thus, if a
country is institutionally poor, increasing its financial openness may initially seem
to promote growth but is risky in the long-run. But if the level of institutional
development exceeds the threshold, then financial openness become a positive and
significant growth determinant both in the short- and in the long-run. Hence, even
if the long-run benefits have the potential of outweighing the short-run risks,
countries must be cautious and manage institutional development before
embracing financial openness. Financial development, on the other hand, is found
to be insignificant in the short-run but have positive and significant long-run effects
regardless of the level of institutional development. Note that, the estimated long-
run coefficient of the financial development increases significantly for institutionally
developed countries compared to the other. The ECT coefficient is remarkably
small for institutionally underdeveloped countries which means the system will
hardly return back to equilibrium after a shock hits. On the contrary, for
institutionally developed countries the system could reach back to equilibrium

in about 3 and a half years after a shock.
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According to the panel ARDL estimation, the finance-growth nexus in
industrial countries is positive and significant both in the short- and in the long-run.
Although the short-run effect of financial depth is petty with a rate of 0.06, it
reaches to 0.5 in the long-run. Nonetheless, financial openness has positive,
significant but moderate effect on growth both in the short- and in the long-run for
advanced ecoonomies. The panel ARDL specification of emerging countries also
imply that financial development and financial openness have enhancing growth
effects apart from the level of institutional development. Both short-run and long-
run coefficient estimates of financial openness are significantly positive for
institutionally under-developed and well developed emerging countries. To this
reason we can claim that financial openness has direct growth effect in emerging
economies. For institutionally developed emerging countries, one result is
prominent: financial development is negative and significant in the short-run,
however it turns out to be largely positive and significant in the long-run.
Coexistence of this positive long-run and negative short-run effects of
financial development on growth can be explained with “short run pain, long-
run gain” motto as Kaminsky and Schmukler (2003) stated. The financial
development usually follows financial openness and financial openness has its
short-run cost in developing countries who want to move on to a higher

growth path.

As in panel fixed effects estimation, panel ARDL specification of ODCs also
points to the importance of institutional development for finance-growth
relationship. In the short run, financial openness seem to have positive and
significant effect on growth regardless of the institutional development.
Nevertheless, the long-run results are severe such that financial openness has
negative effect on growth for institutionally poor ODCs. This implies that an
increase in financial openness with underdeveloped institutions tends to decrease
ODC's log real GDP by approximately 40%. Though, if ODCs are institutionally
developed their long-run benefit from financial openness is nearly 60%. In means
of financial development, it is seen that financial depth is not statistically
significant in either long- or the short-run for institutionally underdeveloped
ODCs. However, financial development exerts positive and significant impact on
economic growth in the long-run, and still insignificant in the short-run for

institutionally developed ODCs. Accordingly, these results imply that ODCs
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should first of all focus on long-run policies for upgrading institutional
development level in order to benefit from financial development and financial

integration.

As a noticeable result, the PARDL estimation shows that except other
developing countries, economic growth is positively and significantly linked to the
measures of financial openness and financial development in the long-run
regardless of the level of the institutional development. However, when a country is
institutionally well-developed its growth benefits from finance considerably
increases. Henceforth, this study find evidence in favor of the supply-leading view
of financial development in the long-run for industrial, emerging and eastern
Europe countries. For ODC's the results change as the level of institutional
development changes. ODCs must reach to the threshold value in order to be able
to derive growth benefits from financial openness and financial development in the

long-run.

Further, the panel ARDL approach to long-run modelling is performed
considering different income levels of countries in order to investigate the long-
and short-run dynamics of the growth determinants and compare them between
high income, middle income and low income countries. The findings show that
a positive and significant relationship between financial openness and growth
coexists both for long- and short-run for high and middle income countries, while
for low income countries it is negative or at best insignificant. Besides, the 42%
estimate for financial integration is the greatest among income groups hence we
can claim that middle income countries derive more growth benefits as their
financial integration expands. The long-run estimate for financial depth also is
positive and significant for high and middle income countries, yet it is insignificant
for growth for low income countries. Interestingly, the estimated financial
development coefficients do not differ from each other very much for high and
middle income countries. On the other hand, short-run dynamics act differently.
Financial development is positively and significantly related to growth for high
income countries in the short-run while it is totally insignificant for middle and low

income countries.
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Other than panel ARDL estimations, the generalized method of moments
(GMM) procedure, developed for dynamic panel data models by Arellano and Bond
(1991) and Arellano and Bover (1995) is applied to handle the potential simultaneity
and thus endogeneity problem of the explanatory variables. The results of the
dynamic GMM estimation are consistent with the previous findings on the overall
and for each sub-sample. The industrial countries do derive growth benefits from
financial openness and from financial development in moderate amounts. Financial
openness fosters growth in emerging countries whether they are institutionally
developed or not, but the amount of this benefit becomes 90% from 50%, i.e.,
twice larger, when their institutonal quality is above threshold level. Financial
development requires higher institutional development in order to exert positive
growth effects in emerging economies. The dynamic GMM results for other
developing countries repeat that the level of institutional development matters in
order to derive growth benefits both from financial openness and financial
development. Neither financial openness nor financial development is significant
for economic growth for institutionally underdeveloped ODCs. On the contrary, both
financial depth and financial integration become meaningful positive determinants of

growth as long as the level of institutional development is higher than the threshold.

Since the empirical framework of this study is interested if threshold
effect of institutional development behaves as a collateral channel spurring
growth especially for emerging and other developing countries, we attempt to
explain if financial openness, financial development, and additionally, their
interaction with institutional development are significant or not. Two new
interaction variables are defined and dynamic GMM is re-exercised. The findings
validates our previous findings. It is seen that the level of development
doesnt matter for financial openness and financial development spurring
growth in emerging economies. Both variables effect economic growth positively
and significantly in emerging countries regardless of the institutional quality. Even
so, the amount of the effect increases when an emerging country achieves to reach
or pass above the threshold level for institutional development. On the other hand,
for other developing countries, financial openness is not a significant element for
growth process if the country is institutionally underdeveloped. Financial openness
enhances growth in a positive manner provided that the institutional development is

above the predetermined threshold value of 0. However, for other developing
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countries, financial development do have positive and significant effects on
economic growth no matter what the level of institutional development is. Hence,
for ODCs, the difference is significant in means of financial openness and growth,

yet not for financial development.

As a result, the findings of this study favor a positive finance-growth nexus
and point to the importance of institutional development. The main conclusion of
the study posits that the reasons to the inconclusive findings and the absence of a
robust evidence in the literature may due to the selection of different country
groups with different economic development levels and, more importantly, due to
the possible nonlinearity arising from indirect channels. The absence of a robust
evidence so far should not lead to the idea that financial openness carries only great
risks but no benefits, and our analyses support the notion that the indirect benefits
of financial integration, which are hard to derive from standard linear models, could
be quite important since the relationship between financial development, financial
openness and growth is significantly changing according to the level of institutional

development.

On the empirical front, our findings clearly indicate that the threshold level of
institutional development is an important determinant of the relationship between
finance and growth in the overall. It is an important conclusion that the relatively
young and rapidly growing emerging economies benefit the most from
international financial integration without any prerequisites or preconditions. On the
other hand, developing economies should be cautious since financial openness may
hinder growth and lead to severe consequences unless institutional development is
healed before financal openness policies take speed. That is, financial openness
combined with quality institutions and stable governance is significant for
developing countries to derive growth benefits from financial integration. From the
point of financial development, the empirical results of this study suggest that, by
and large, financial development fosters growth. The indirect channel of
transmission from financial development to economic growth, however, is again the

level of institutional development especially in developing countries.
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APPENDICES

APPENDIX A: Data Source

All data are collected in annual frequency.

Variable Source

Gross Domestic Product (GDP) World Bank; World Development Indicators

Gross de facto Financial Openness “The External Wealth of Nations” dataset by Lane
and Milesi-Ferretti (2007). Data available at
http://www.philiplane.org/EWN.html

Liquid Liabilities/GDP World Bank; “Financial Structure” dataset by Beck
and Demirgiig-Kunt (2009)

Trade/GDP World Bank; World Development Indicators

Government Consumption/GDP World Bank; World Development Indicators

Inflation World Bank; World Development Indicators

Secondary School Enrollment “International Measures of Schooling Years and

Schooling Quality” dataset by Barro and Lee (2010)
Data available at
http://www.cid.harvard.edu/ciddata/ciddata.html

Polity2 Stock Data from POLITY 1V Project, Marshall et. a/
(2009)
Insqual World Bank Policy Research; “Governance Matters

VIII: Governance Indicators for 1996-2008" dataset
by Kaufmann, Kraay and Mastruzzi (2009)
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APPENDIX B: Country Samples and World Bank Country Codes

The sample comprises of 105 countries; 24 industrial, 24 emerging, 43 other
developing and 14 eastern Europe

Table B1. Sample of Countries

Industrial

Emerging

Other Developing

Eastern Europe

Australia (AUS)
Austria (AUT)
Belgium (BEL)
Canada (CAN)
Denmark (DNK)
Finland (FIN)
France (FRA)
Germany (DEU)
Greece (GRC)
Hong Kong (HKG)
Iceland (ISL)
Ireland (IRL)

Italy (ITA)

Japan (JPN)

Malta (MLT)
Netherlands (NLD)
New Zealand (NZL)
Norway (NOR)
Portugal (PRT)
Spain (ESP)
Sweden (SWE)
Switzerland (CHE)
United Kingdom
(GBR)

United States (USA)

Argentina (ARG)
Bolivia (BOL)
Brazil (BRA)
Chile (CHL)
Colombia (COL)
Costa Rica (CRI)
Egypt (EGY)
India (IND)
Indonesia (IDN)
Israel (ISR)
Jordan (JOR)
Korea, Rep. of
(KOR)

Malaysia (MYS)
Mexico (MEX)
Pakistan (PAK)
Peru (PER)
Philippines (PHL)
Poland (POL)
Russia (RUS)
Singapore (SGP)
South Africa (ZAF)
Thailand (THA)
Turkey (TUR)
Venezuela (VEN)

Algeria (DZA)
Bangladesh (BGD)
Cambodia (KHM)
Cameroon (CMR)
Cape Verde (CPV)
Central African Rep.
(CAF)

Chad (TCD)
Dominican Rep.
(DOM)

Ecuador (ECU)

El Salvador (SLV)
Ethiopia (ETH)

Fiji (FII)

Gambia, The (GMB)
Ghana (GHA)
Guatemala (GTM)
Haiti (HTI)
Honduras (HND)
Jamaica (JAM)
Kenya (KEN)
Malawi (MWTI)

Mali (MLI)
Mauritius (MUS)
Mongolia (MNG)
Morocco (MAR)
Mozambique (MOZ)
Nepal (NPL)

Niger (NER)
Nigeria (NGA)
Paraguay (PRY)
Saudi Arabia (SAU)
Senegal (SEN)
Sierra Leone (SLE)
Solomon Islands
(SLB)

Sri Lanka (LKA)
Sudan (SDN)
Syrian Arab Republic
(SYR)

Tanzania (TZA)
Togo (TGO)
Trinidad &Tobago
(TTO)

Tunisia (TUN)
Uganda (UGA)
Uruguay (URY)
Zambia (ZMB)

Albania (ALB)
Bulgaria (BGR)
Croatia (HRV)
Czech Rep. (CZE)
Estonia (EST)
Hungary (HUN)
Latvia (LVA)
Lithuania (LTU)
Macedonia (MKD)
Moldova (MDA)
Romania (ROM)
Serbia (SRB)
Slovak Rep. (SVK)
Slovenia (SVN)
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APPENDIX C: Lag Selection For Panel ARDL Estimation

All Countries
Lag AIC SIC HQ
0 -6.5601 -6.5313 -6.5493
1 -7.8831 -7.6529 -7.7965
2 -8.1145 -7.6832* | -7.9526*
3 -8.1538 -7.5209 -7.9158
4 -8.2014* -7.3670 -7.8877
Industrial Countries
Lag AIC SIC HQ
0 -12.1943 -12.1289 | -12.1685
1 -14.5001 -13.7237 | -14.2938
2 -14.7040 -13.9773* | -14.3172*
3 -14.6945 -13.2567 | -14.1272
4 -14.8506* | -12.9553 | -14.1027
Emerging Countries

Lag AIC SIC HQ
0 -6.3445 -6.2712 -6.3157
1 -7.2836 -6.3871 -7.0493
2 -7.4932 -6.6936* | -7.0540%*
3 -7.4929 -5.8706 -6.8486
4 -7.5168* -5.3782 -6.6675

Other Developing Countries
Lag AIC SIC HQ
0 -6.9947 -6.9424 -6.9744
1 -7.8495 -7.2377 -7.6864
2 -8.0224* -7.4310*% | -7.7166*
3 -7.9831 -7.2377 -7.5346
4 -7.9552 -6.8323 -7.3640

Eastern Europe Countries

Lag AIC SIC HQ
0 -4.5265 -4.3825 -4.4681
1 -5.7542 -4.0011 -5.1134
2 -5.8732% -4.7461* | -5.3450*
3 -5.7857 -3.0495 -4.6752
4 -5.4485 -1.8483 -3.9874

146



APPENDIX D: Robustness Check Through Alternative Measures For
Financial Development and Institutional Development

In order to check the robustness of the findings of the study, an alternative
measure of financial development, denoted by PC, which captures the credit
allocation side of the financial system is also used. Private Credit by Deposit Money
Banks to GDP (PC) equals to the claims on the private sector by deposit
money banks divided by gross domestic product (Beck, Demirgiic-Kunt and
Levine, 2000). Each estimation is re-exercised using PC variable and the results
yield exactly the same conclusions on interest variables with slight differences on

control variables.

Another consistency check is employed in terms of institutional development.
An indicator is created using six dimensions of Governance Indicators based on
Kaufman et al. (2008) dataset. This indicator, denoted by “insqual’, is the simple
yearly average of this six governance indicator for each country. In other words, an
average level of institutional quality of a country based on World Governance
Indicators dataset (Kaufman et a/, 2008). A level of 0.5 is found to be consistent
with the predetermined threshold value of polity2=0. Hence estimations are
carried over three categories, one for the countries with /nsqgual less than 0.5 (poor
institutional quality); one for /nsqual greater than 0.5 (good institutional quality);
and one for /insqual being in between -0.5 and 0.5 (moderate institutional quality).
Since this variable is only available from 1996, the panel fixed effects estimation is
re-exercised through 1996-2007 and the results yield the same conclusions on

interest variables for developing countries.
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APPENDIX F: TURKISH SUMMARY

Ekonomik literatiirde, giinimizde artan sermaye akisi ortaminda, iyi isleyen bir
ekonomiye, iyi dizenlenmis, birikimleri yatinma dondstiren bir finansal yapiyla
ulasilacagi savunulmaktadir. Bir finansal yapi bankacilik, para piyasalari , senetler,
emeklilik 6demeleri, sigorta sirketleri ve diger araci ve diizenleyiciler ile bu piyasalari
degderlendirip denetleyen kuruluglardan olusmaktadir. Finansal sistemin, borg veren ve
alanlarin taleplerinin karsilanmasi, kaynaklara hareket kazandiriimasi ve bu kaynaklarin
verimli bir sekilde Uretken sektdrlere yonlendiriimesi asamalarinda hayati dnemi vardir.
Bu sebeple saglam bir finansal yapinin kalkinma ve ekonomik blyimeyi siirdiirme

noktasinda vazgegilmez oldugu ve bu yapinin entegrasyonunun gerekliligi agiktir.

Joseph Schumpeter’in 1911°de “ Toplumun birkimlerini kimin kullanacagina karar
vermeleri sebebiyle, araci finansal kuruluslar piyasada belirleyici konumdadir.”
gorisiliyle 6zetledigi incelemesi yine bu goriisi desteklemektedir (Schumpeter, 1934) .
Saglam bir finansal yapinin iyi bir ekonominin temelini atmada 6nem tasimasina ve
kalkinma politikalarinin finansal iyilesme hedeflerini asmamasi gerektidinin bilinmesine
ragmen gorisleriyle piyasaya yon veren ekonomistler finans-biiylime iligskisinde goris
ayriliklarina sahiptir. Finans ve biiylime arasindaki gtiglii iliskinin bilinmesine ragmen bu
iliskiye yon veren ana kuvvetler tam anlamiyla ¢dziimlenmis degildir. Finansal gelisme
buylmenin temel kosullarindan biri midir, yoksa yalnizca kalkinmanin yan drlinlerinden
biri midir? Bir yanda “kalkinma ekonomisinin onclileri” addedilen 3 6nemli ve Nobel
odulli ekonomistin de icinde bulundudu bir derlemede finansdan hic bahsedilmemistir
(Meier ve Seers ,1984). Lucas (1988), finansin rolliniinin geredinden fazla o6ne
cikartildigini  ifade etmis ve onu biylimeyi etkileyen ana etmenler altinda
degerlendirmemistir. Hatta Levine (1988) ve Stern (2003)in kalkinma ekonomisi
Uzerine incelemelerinde, finans, cikarilan baslklar arasinda dahi yer almamstir. Bu
ekonomistler finansin bliylimeye sebep olmadidi, esasen reel sektérden gelen taleplere
kendiliginden cevap veren bir sistem oldugunu savunmusglardir. Dider taraftan Levine
(2003) ve Nobel odillii Merton Miller (1988) finans piyasalarinin ekonomik bliyimeye
katkisinin énemle incelenmesi gereken bir konu olarak ele almiglardir. Ayni sekilde
Bagehot (1873), Schumpeter (1911), Gurley ve Shaw (1955), Goldsmith (1969) ve

McKinnon (1973) ekonomik biyiimenin dinamikleri tam ve kesin olarak anlasiilmadan
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finans-biiylime digiminin bir kenara birakilabilecedi fikrinin (Levine, 2003) karsisinda

durmusglardir.

Konuyu daha genis bir agidan ele aldigimizda , finans ve biiyiime iligkisinde dort
genel goris hakimdir. Bunlardan ilki arzin yon verici kuvvet olarak finansal iyilesmenin
ekonomik bilyiimeye pozitif etkisinin oldugu arz adirlikli gorustiir. Talep odakli goriis ise
Robinson'un (1952) ileri slrdigi “girisim onclilik ettiginde finans arkasindan gelir”
ifadesi ile finansin reel sektordeki kipirdanmalara cevap verdidini savunur. Bu gorislerin
ortasinda kalan ise finans ve ekonomik biiyiimenin ortak etkisi bulundugunu savunan
dengeleyici konumdaki goristir. Bunlardan sonuncusu ise esasen finans ve bilyiime
arasinda higbir iliskinin olmadiginin savunuldugu goristir (Apergis, Filippidis,
Economidu, 2007)

Teoride finans ekonomik biylimeye nasil katki saglamaktadir? Ekonomistlerin
farkli 6nem dereceleri belirlemelerine ragmen, finansal gelismisligin uzun doénem
ekonomik bliyimeye katkisi teoride kabul edilmistir: finans sektoriiniin gelismisligi
ekonomik biylimeyi arttirmanin yanisira bir kriz ortaminda piyasanin kirilganligini da
azaltmaktadir. Caballero ve Krishnamurthy (2001); Agion, Baccheta, Banerjee (2004);
Mendoza, Quadrini ve Rios-Rull (2007); Agio,Benigno ve Kiyotaki (2007), finansal
gelismislik olmadan gerceklesen finansal liberalizasyonun, yerli ve uluslararasi misterek
kisitlarin ~ etkilesimi  sonucu tahmin edilmesi gli¢ ve zararl yan etkilerinin

gerceklesecegini farkl teorik kosullar altinda sunmuslardir (Kose,2009).

Ilk nesil neoklasik biiyiime modelleri, ekonomik biiylimeyi digsal teknik
degiskenlere ve niifus artisina atfeder (Solow, 1956, 1957), son yillardaki literatiirde ise
finansin gelismekte olan tlkelerin ekonomik biylimesinde kilit bir rol oynadigi gorisi
yaygindir (Levine, Demirglic-Kunt, 2001; Evans et a/, 2002) . Endojen blyime teorisi
ise efektif bir finansal sistemin, bilgi asimetrisi ve islem bedeli gibi pek cok sebepten
olusan piyasa surtlinmelerini azaltarak, ekonomik blylimeyi ¢ok cesitli kanallardan
besleyecedini soyler. Buna ek olarak , finansal gelismenin ekonomik biyiimeye etki
ettigi iki ana kanal daha vardir, bunlar sermaye akisi ve Toplam Faktor Verimliligi
(TFV)dir. Sermaye akis kanal, bu ayni zamanda kantitatif kanal olarak da bilinir,
finansal sekt6riin birikim mobilizasyonu araciidiyla boéliinemezligi asmak becerisine

odaklanir. Kalitatif kanal olarak da bilinen TFV ise finansal gelismenin bilgi asimetrisini
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azaltma roliine vurgu yapar (Townsend 1979 ; Greenwood ve Jovanovich 1990 ; King
ve Levine 1993b, Ang 2008). Finansal gelisme makroekonomik istikrar lizerinde de
dogrudan bir etkiye sahiptir. Ksaglikl bir finansal sistemden yoksunluk sermaye akisinin
yoniinde ani dedisikliklerle kargilagsan gelismis (lkelerdeki genisleme-daralma
gevrimlerini kotllestirir (Caballero ve Krishnamurty, 2001; Aghion ve Banerjee, 2005) ve

finansal aciklikla bagintil krizlere yol acar (Mishkin, 2006).

Levine (2003)'a gore finansal gelisme (i) girisimler ve muhtemel yatinmlar
hakkinda oncul bilgi Gretimi ve sermayenin efektif tahsisi, (ii) yatinmlarin takibi ve
kurumsal denetim sadlanmasi, (iii) ticaret, cesitleme ve donemler arasi risk yonetimi,
(iv) birikimlerin mobilitesi ve havuzlandirnimasi ve (v) mal ve hizmet takasinin

kolaylastiriimasindaki gelismeleri icerir.

Finansal piyasa ve kurumlar olmadan tasarruf sahipleri birikimlerini gok genis
sayidaki girisimciler tarafindan saglanan uzun doénem riskli projelere yatirmaktansa bir
kenarda alikoymayi tercih edeceklerdir. Clinkli bu tiir projeleri risk ve getiri agisindan
degerlendirmek yatirimci icin  zor ve maliyetlidir.  Finansal sistemler hem yatirimlar
hakkindaki bilgi maliyetini asgariye indirmekte ve hem de diizenli performans analizini
ve takibini yapmaktadirlar. Ustelik, gelismis bir finansal sistem kaynaklarin verimli
tahsisini de saglamaktadir. Pek ¢ok model yatirnmcinin piyasa kosullari hakkinda dogru
bilgiye sahip oldugunu farzederek sermayenin en karli firmalara akma edgilimi
gosterdigini varsayar (Bagehot, 1873, Ang’dan alinti, 2009). Oysa ki, pratikte, bireysel
yatirmcinin piyasa kosullari ve olasi yatinmlar hakkinda bilgi toplama, isleme ve liretme
yetisi olmayabilir ve bu nedenle bilginin ylksek maliyeti sermayenin maksimum
degerinde kullanilabilecedi yere akisini engelleyebilir. Sermayenin kit oldugu ortamda,
dogru bilgi Greten araci kuruluslar sermaye tahsisini en efektif diizeyde yaparak umut
veren kurumlara kaynak saglayacktir (Greenwood and Jovanovic, 1990). Bunu takiben,
yatinmlarin  kalitesindeki artis ekonomik blylmeyi hizlandirabilir. En iyi yatinm
olanaklarinin tespitinin yani sira , finansal aracilar yeni Urlin ve Uretim slregleri
gelistirmede en olasi girisimcileri belirleyerek teknolojik innovasyonun hizini da
arttirabilir (King ve Levine, 1993b).
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Finans sisteminin diger bir roll yatirim projelerinin takip maliyetlerini azaltmaktir.
Bunu daha derinlestirecek olursak , standart araci teorisi kurumsal yénetim problemini
O0zsermaye ve bor¢ sahiplerinin yoneticileri nasil sermaye sadlayicilarin cikarlari
dogrultusunda davranmaya ittigi temelinde tanimlar (Levine, 2005). Finansal
diizenlemelerin yoksunlugu durumunda, kurumsal yonetim farkli aracilardan saglanan
birikim mobilizasyonunu aksatabilir ve bdylelikle sermayenin karli yatinmlara akisini
engelleyebilir ya da yoneticiler yetkilerini sermayenin firmadansa kendi gikarlarina
olacak projelere akisini stirdirmek icin kullanabilir (Levine, 2005). Tim bunlar, elbette,
etkin kaynak tahsisini zedeleyecektir. Bu finansal kontrat ve s6zlesmeler, birikimlerin ya
da sermayenin karl yatinmlara yonlendirilmesini garantilemektedir. Finans piyasalarinin
ve kurumlarinin kurumsal yonetimi, sermaye birikimini, kaynak tahsisini ve uzun dénem
buylimeyi nasil gelistirebilecegi Uzerine literature Shleifer ve Vichny (1997) tarafindan

gozden gegirilmistir.

Etkin finansal sistemler yatirrmcilarin portfdylerini gesitlendirmelerine ve riske
karsi kaldirag olanaklari sunmaya yardimci olur. Levine (2004) bu konuyu (g kategoride
ele almistir: yatay kesit risk cesitlemesi, dénemlerarasi risk paylasimi ve likidite riski.
Finansal sistemler riskin takasi, havuzlanmasi ve g¢esitlendirilmesi icin araglar
sundugundan bu servisler kaynak tahsisi ve birikim oranlarini alternatifleyerek uzun
dénem blylmeyi etkileyebilir. Acemoglu ve Zilibotti (1997) calismalarinda yliksek
getirili ve riskli yatinmlarin genellikle béliinmez olduguna ve biiylk bir baslangig
sermayesi gerektirdigine, birikim sahipleri riskten hoslanmdigina fakat bunun yaninda
sifir riskli projeler getiri bakimindan zayif olduguna, ve haliyle sermayenin kit kaldigina
dikkat ¢ekmistir. Sonug olarak, finansal sistemler aracilarin riskli projelerin
cesitlendirilerek riskinin azlatildigi portfoyler tutmasini sadlar ve bu sekilde toplumun
daha yiliksek getirili projelere yatinm yapmasini motive eder. Bu yatinmlarin elbette
uzun dénem blylme Uzerinde pozitif etkileri bulunmaktadir. Teori, yatay kesit risk
paylasimi ve bliyliime arasindaki iliskiyi aracilar tzerinden dederlendirmektense finans

piyasalarinin roll tzerine odaklanmaktadir.

Birikimlerin hareketlendirilimesi ve finansal gelisme arasindaki iliski literatiirde
daha az ilgi gérmustir. Bir ortak problem gelismekte olan ve zayif finansman ortamina

sahip Ulkelerde birikim ve yatirrm uyumsuzlugu diger bir deyisle lretime etki edecek
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sermaye yetersizligi olarak ortaya gikmaktadir. E§er bu ortamda finansal aracilar itibar
kazanip yatinmcidan ragbet goriirse yine sermaye akisi ve ekonomiyi bliyiitecek kosul
olusmus olur. Yeterince gelismemis, zayif finansal sektdre sahip gelismekte olan
Ulkelerde goriilen ortak problem birikim ve yatinm arasindaki eslesmeme, bir bagka
deyisle verimli sermayeye yatinmim yoksunlugudur. Finansal sistemler genisledikce ve
aracllar saglam bir reputasyona kavustukca daha cok fon yatirim icin kullanilabilir hale
gelecektir. Kisacasi, bireysel birikimlerin havuzlanmasinda daha verimli olan finansal

sistemler ekonomik kalkinmayi derinlemesine etkileyebilir.

Ticari islemler kredi teklifleri ve Odeme garantileri araciligi ile
kolaylastirnimaktadir. D&viz, uzman isglicii ve innovasyon arasindaki iliskiler Adam
Smith’in (1776) “Uluslarin Zenginligi” baslkli calismasinin ¢ekirdek elemanlaridir. Yazar,
verimliligin gelistiriimesinin altinda yatan temel prensibin spesializasyon oldugunu
sOyler. Daha fazla 6zellesmenin daha gok ticari islem gerektirdidini ve her ticari islem
maliyetli oldugundan, ticari islem maliyetlerini diisiren finansal anlasmalar 6zellesmeyi,

teknolojik inovasyonu ve haliyle biiyiimeyi tesvik edecegini belirtir.

Ekonomistler gectigimiz ylzyll boyunca finansal gelismenin ekonomik
kalkinmada neden-sonug etkisi olup olmadigini arastirdilar. Ilk olarak Goldsmith (1969)
finansal gelisme ve kisi basina diisen GSYH arasinda pozitif bir korelasyon oldugunu
ampirik olarak gostermistir. Geleneksel ekonomi teorisi daha gelismis bir finansal
sektoriin kaynaklarin tahsisi, takibi, daha az bilgi asimetrisi ve haliyle daha yliksek
buylime ve daha disiik ekonomik volatilite icin verimli bir zemin sagladigini varsayar.
Pek cok calisma uluslararasi finansal entegrasyonun, ozellikle toplam faktor verimliligi
lzerinden (Prasad, Rajan, 2008; Stulz, 2005) biyiimeyi artiran finansal gelismislik gibi
pek cok ikincil faydalari oldugunu géstermistir (Koése, Prasad, Rogoff, Wei, 2006). Bir o
kadar da finansal gelismislikte belli bir dizeyin, finansal agikliktan biiyiime faydasi

saglayabilmenin 6nkosulu oldugunu iddia etmektedir.
Finansal agiklikla ilgili en dnemli sorulardan biri uzun dénem biytmeyi arttirip
arttirmadidi, ve eder arrtiriyorsa, sadladigi faydalarin getirdigi risklerden adir basip

basmadigidir. Diinya Bankasi , Uluslararasi Yardim Fonu (IMF) ve Diinya Ticaret Orgiitii
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(WTO) cevabin pozitif oldudu inancindadir (Levine, 2001). 1990'h yillarin ortalarinda
hemen her ekolden anaakim ekonomistler, sermaye hesabi liberalizasyonunu yani
fonlarin Ulke ici ve disina serbest ticaretini, ekonomik kalkinmanin asli basamaklarindan
biri olarak 6nerdi. 1997 Eylil'linde, bunu destekler nitelikte, IMF'nin yénetici blnyesi
“sermaye hareketinin liberalizasyonunun IMFnin amaclarindan biri oldugu, ve IMFnin
yetki alarimin  bu  tdr hareketin liberalizasyonu  hususunda lazim  geldik¢e

genisleyecedi..." agiklamasini yapmisti (Prasad ve Rajan, 2008).

Ote yandan, Paul Krugman (1993) tam tersini savunur. Krugman, geleneksel
bllyime analizinin genel olarak sermayeye az adirlik verdidini, ve bu sebeple
uluslararasi sermaye akisinin muazzam olgiilerde olmadikca ekonomik biylmeyi tesvik
edecegine inanmak igin yeterli sebep olmadigini soyler. Benzer sekilde Rodrik (1999)
uygun controller, diizenlemeler ve makroekonomik politikalar olmadan finansal
bliylimenin ¢ok pahallya patlayabilecegdi konusuda uyarir. Felaket boyutundaki 1997-98
Asya krizi sonrasinda, bu zit goriisteki 6nde gelen ekonomistler finansal kiiresellesmenin
faydalar elle tutulamaz ve belgelenemezken getirdigi riskin reel ve muazzam oldugunu
soyler. Obstfeld (2008), finansal acikligin biylime Uzerindeki zayif ve halen belirsiz
dogrudan etkileri de dustndlurse, ozellikle gelismekte olan (lkelerin finansal

serbestlesmeyi kademeli ve dikkatli sekilde arttirmasi geregini ifade eder.

Bunlara ek olarak, kurumsal kalite, finansal aciklik ve biytme iliskisinde 6nemli
bir kanal olarak disindldiglinden, literatiirde hatiri sayilir ilgi géormistir. Yasa giicd,
soz hakki ve denetime aciklik, yozlasma derecesi ve benzeri kalitatif indikatorler
sermayenin takibi ve tahsisini yani finansal olarak acgik (lkelerin kirilganhdini
etkileyebilir. Bir dizi ampirik calisma yiksek kurumsal kaliteye dahip dlkelerin finansal
acikliktan net biylime faydalari sagladigini sdylerken, bazilari kurumsal kalitenin
derecesini belirleyerek politikalar Uretecek kadar yeterli delil olmadigini savunur. Ote
yandan, bazi calismalar, lkelerin finansal acikliktan bliyiime faydasi saglayabilmesi icin
kurumsal kalitenin erismesi gereken dogrusal olmayan esik degerleri incelemistir. Daha
iyi kurumlarin daha fazla finansal gelismeye ve daha cok biylimeye gétiirdiigii gorisi
Adam Smith’in “Uluslarin Zenginligi” calismasinda oldukca genis yer almisti (Osili ve

Paulson tarafindan alintilandi, 2004). Kurumsal kaliteyi yasal orijin, ortak yasa, kurumsal
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ybnetim, yatinmci haklari ve dahasi gibi pek gok farkli agidan ele alan pek gok ampirik
calisma bu goériisti savunmaktadir (La Porta ve digerferi., 2000; Levine, 1998; Levine,
Loayza ve Beck, 2000; Rajan ve Zingales, 2003; Beck, Demirguc-Kunt ve Levine, 2003a
and 2003b; Acemoglu,Johnson ve Robinson, 2001).

Finansal acikhigin biylime Uzerindeki fayda ve zararlarini belirleyebilmek (izere
teorik ve ampirik alanda bir cok calisma ve arastirma gerceklesmis, ve cogu finansal ve
kurumsal gelismisligin bliyimede etkin olup olmadigini sorgulamistir. Yine de, halen, bu
galismalarin hig biri, dzellikle tim bu etmenlerin dlgiimiinde ciddi problemler olmasindan

sebep, somut fikir birligine varamamistir.

Bu calismanin temel amaci finans ve biyilime iliskisi (zerine devam eden
miinazaraya farkli agilardan yaklasan ampirik bir katki saglamaktir. Calisma, finansal
aciklik ve finansal gelismenin bliylime Uzerindeki direk ve dolayl etkilerini inceleme ve
bu etkileri belilemek adina cesitli ekonometrik teknikleri uygulama amacindadir.
Oncelikle, bu calismada, literatiirde sikikla kullanilan geleneksel biiyiime
regresyonlarindan farkl olarak, ekonometrik uygunluk agisindan bagimli degisken olarak
reel gelirin birincil farki degil diizeyi kullanilmistir. Ikinci olarak, finansal aciklik ve
finansal gelismisligin rolii sadece tiim 6rneklem igin degil ekonomik kalkinma sevielerine
gore ayrnistirilan alt érneklemler icin de analiz edilmistir. Her bir etmenin etkisi hem
gelismis, hem kalkinma hem de gelismekte olan ekonomiler icin belirlenmeye ve
karsilastirlmaya calisiimistir. Bu galisma, kurumsal kalite ve bliyime konulu calismalara
da PolityIV veri tabani (Marshall ve digerferi 2010) kullanilarak olusturulan ve
nispeten daha kapsamli olan bir degiskeni kucaklayarak katkida bulunmustur. Finansal
aciklik ve finansal gelismenin blylime (izerindeki etkisinin yoni ve blyikligindn

kurumsal kalitenin diizeyine gore degisip dedismedidi belirlenmeye calisilmistir.

Calisma temelini uluslararasi makroekonomide finansal aciklik ve finansal
gelisimin  ekonomik blylmedeki etkisi baslklari olusturmustur. Ayni zamanda
kurumsallasma kalitesi de ele alinmistir ve rejimin finans ve biytme iliskisine etkisi de
incelenmistir. Calisma, standart makroekonomik degiskenlerden ekonomik blyime
literatirinde kullanimi yaygin olanlarin yani sira incelikle secilmis degiskenler ve

genellikle kullanilanin haricinde birkac piyasa serbestlesme olgltlerinden segilmistir. Bu
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tez sliregelen literattirden farkl olarak finans piyasasindaki kurumsal yapilanmay! politik

rejim karakteristiginin de aligilan belirleyici faktdrlerin yanina ekleyerek analiz etmistir.

Calismada finans-bliyiime iliskisi gelismis, ylkselmekte olan ve gelismekte olan
ekonomilere sahip 105 Ulkeden olusan bir panel veri seti lzerinden gergeklesmistir.
Calisma 1960-2007 vyillarini kapsamakla birlikte ekonometrik modele dahil edilen
degiskenlerin vyeterlilijine gore dedismesine olanak veren dengesiz panel sistemi
uygulanmustir. Panel veri kullanimi analizlerimizde hem zaman serisi hem yatay kesit
degiskenligini bir arada kullanmamiza olanak saglamistir. Finansal agiklik ve gelismisligin
bllylimeye etkisini incelemk (izere kullandigimiz modellerde biiymenin geleneksel
belirleyicileri olan ticari aciklik (reel ihracat ve ithalat toplaminin GDYH'ya orani olarak
dlclimlenmistir), niifusta orta 6grenim diizeyi yiizdesi, enflasyon orani (TUFEdeki yillik
ortalama degisimle 6lglimlenmistir), kamu harcamalarinin GSYH’ye orani, birincil reel
gelir gibi kontrol dediskenlerinin yani sira  finansal agiklik ve finansal gelisme
indikatorleri dikkate alinmistir. Literatiirde bugiline kadar gelistirilen cok cesitli finansal
aciklik (FO) olgitlerinden en genis ve var olanlarin iginde en iyisi olan de fakto
Olgtitlerden biri olan net ylkimlilikler ve net varliklar toplaminin GSYH’ya orani (Lane
ve Milesi-Ferretti, 2007) finansal aciklik degiskenimiz olarak segilmistir. Finansal
gelismenin (FD) 6lglist olarak ise finansal sistemin derinliginin de belirleyicisi olan ve
literatlirde siklikla kullanilan likit ylkimliliklerin GSYH'ya orani kullaniimistir (Beck,

Demirgiic-Kunt ve Levine, 2000).

Orneklemimizdeki iilkelerin ortalama biiylime hizlar %4 iken, en biiyiik biiyiime
hizi %5 ile ylkselen piyasa ekonomilerinde (EMG) ve en disik blylime hizi %?2 ile
Dodu Avrupa (EE) llkelerinde gorilmistir. Bu panel veri ortaminda biylimedeki tlke igi
degiskenlik Ulkeler arasi degiskenlik ve orneklem ici dediskenlikten cok daha fazladir.
Beklendigi lizere ortalamada en yiiksek ortalama finansal aciklik finansal globalizasyon
ve uluslararasi piyasa entegrasyonunun zaten onciilerinden olan gelismis Ulkelerde
gorilmektedir. Bunu takip eden Dodu Avrupa (lkeleri ve vyiikselen piyasa
ekonomilerinde ortalama finansal agiklik sirasiyla %47ve %42 degerlerine ulagmistir.
Diger gelismekte olan (lkeler (ODC) ise en duislk finansal acikhdi kaydederek %29

ortalamasinda kalmistir. Finansal acikidin alt &rneklemler arasinda ve igerisindeki
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varyasyonu yakindir. Ayni davranis finansal gelismislik igin de gorilmektedir. En yiksek
finansal derinlik %70 ile endistriyel llkelerde ve %40 ile Dogu Avrupa ekonomilerinde
hesaplanmistir. Ulkedeki rejimin gelismisligine de isaret eden polity2 degiskeni ayni
zamanda (lkenin kurumsal kalitesinin de bir olciitiidir. Beklendigi lzere endustriyel
llkelerde bu degisken maksimum skor olan 10’a oldukga yakin olan 9.2 ile en yiiksek
dederi alir. Ayrica sikintili politik rejimleri ve zayif Ulke idaresine sahip ODC (lkeleri
orneklemlerdeki en disiik polity2 ortalamasi olan -1.0 skorunu almaktadir ki bu
onceden belirlenmis esik deder olan polity2=0'in bile altindadir. Yiikselen piyasa Ulkeleri

ise ortalamada 3.0 skorunu yakalayarak timit vermektedir.

Bu calisma ayrica 1970 ve 2007 vyillari arasinda finans ve blylme iliskisini
grafiklerle anlatmaktadir. Finansal entegrasyonda 1980 ortalarinda uluslararasi
piyasalarda ciddi bir artis olsa da, ODC yani gelismekte olan (lkeler bu zaman zarfinda
cikis ve inigler yasamistir, biitiin diger Ulkeler ise istikrarl bir yiikselis kaydetmistir. Basit
korelasyonlari 6zetleyen tablolar ekonomik biiylime ve de fakto finansal aciklik arasinda
hicbir gériiniir iliski olmadigini sdylemektedir. Ulke alt érneklemlerinde, sadece Dogu
Avrupa Ulkeleri az ama pozitif bir iligki sergilemis, diger taraftan diger Ulkeler belirgin bir
iliski kaydetmemistir. Finansal gelisim-blylime korelasyonu agisindan da durum aynidir.
Finansal gelisme ve biylime grafigi belirgin bir kalip izlemeiyor goriinmektedir. Bu
gercekler 1sidinda, her ne kadar keskin sonuclara varmak icin yetersiz olsa da, bu
galisma finans-biylme iliskisinin bir Glkenin kurumsal gelismisligi gibi dolayl faktorler
degistikce degisebilecegini dikkate almistir.  Gergekten de, basit serpme grafikler,
ylkselen piyasa ekonomileri ve gelismekte olan (lkeler icin finansal aciklik ve kurumsal
gelismislik arasinda dogrusal bir iliski olabilecedine isaret etmektedir. Ayni yorum,
finansal gelismiglik ve kurumsal gelismiglik iliskisi icinde gegerlidir. Genel olarak,
illustratif analizler finansal agikhdin biylmeyi direk kanallardan tetikledigine dair
belirgin bir ampirik kanit sunmamaktadir. Bu, altinda yatan teori ¢ok guigli olmasina
ragmen, finansal entegrasyon, finansal gelisme ve bilyliime arasinda giicli ve direngli
bir iligkiye dair somut makro bir kanit bulunmasinin neden bu kadar zor oldugunun

isareti olabilir.
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Bu calismada, finans-bliylime iligkisini incelemek amaciyla g farkli ekonometrik
teknik dengesiz panel veri kapsaminda uygulanmistir. Finanstan bilylime faydalari
saglayabilmek icin kurumsal gelismislikte belli bir diizeyin sadlanmasi gibi baz
onkosullarin bliyiime tizerinde dolayl etkileri olabilecedinden bahsetmistik. Bu sebeple,
tahmin metotlarimizi hem kurumsal gelismemis hem kurumsl gelismis Ulkeler olalarak iki
farkll kategoride uyguladik. Bir Gilkedeki politik rejimin karakteri, yasa glicli, yozlasma,
hiikimet etkinligi ve seffaflik gibi kurumsal kalitenin geleneksel élgitlerini halihazirda
kapsadigindan, bu calismada kurumsal kalitenin diizeyini temsilen bu geleneksel
indikatorler yerine kurumsal kaliteyi demokrasinin diizeyini de yanina katarak ifade eden
polity2 degiskenini kullanmayi tercih ettik (Cavallo ve Cavallo, 2010). Persson ve
Tabellini (2008) polityZnin 0 dederini aldigi durumlari demokrasinin cémert bir tanimi
olarak ifade etmistir. Kendilerinin bu calismasini takiben, biz de calismamizda
polity2=0" esik deder olarak belirledik, ve polity2fiin pozitif dederlerini kurumsal
gelismisligin, negatif degerlerini ise kurumsal gelismemisligin gostergesi olarak

yorumladik.

Calismada ilk olarak bir panel veri sabit etkiler tahmini uygulandi. Gegici
dalgalamalari ve is cevrimi dalgalanmalarini diizlemek ve degiskenler arasindaki uzun
dénem denge durumu iligkisini yakalayabilmek amaciyla yillik veri odrtiismeyen 5-yillik
ortalamalara donistirlldi variables (Beck ve digerleri, 2000; Levine ve digerieri, 2000;
Beck, 2008; Bekaert ve digerferi 2009). Tim o6rneklem ele alindidinda, sonuglar
kurumsal gelismislik diizeyinin, finansal agikliktan blylime faydasi saglamak icin 6nem
teskil ettigini gosterdi. Bunun yaninda finansal gelismisligin kurumsal gelismisligin
diizeyi ne olursa olsun biylimeyi arttirdigi goriildi. Yine de, sonuclarin her bir alt
orneklem icin ekonomik kalkinma seviyeleri dikkate alinarak yorumlanmasi daha dogru

olacaktir.

Analizler sadece bir kag tane kurumsal olarak gelismemis endistriyel (lke
oldugunu gosterdiginden, panel veri sabit etkiler modellemesi bu alt grup igin tim
gelismis Ulkeler ornekleme katilarak gergeklestirildi. Sonuglar Schumpeteryan gorisi
destekler nitelikte yani finansal gelismisligin blylmeyi yikselltii yoniinde bulundu.

Finansal agikligin da %6 diizeyiyle bliyime {izerinde pozitif ve istatiksel olarak anlamli
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etkisi oldugunu gosterdi. Bu tahmin gelismis Ulkeler zaten neredeyse tamamen
uluslararas piyasalara genis sekilde entegre oldugundan, beklendigdi tizere cok kiigik bir

say! olarak bulundu.

Yiikselmekte olan piyasa ekonomileri icinse sabit etkiler tahmin sonuglari oldukca
dikkate deder cgikti. Bu llkelerde kurumsal gelismenin diizeyi ne olursa olsun, hem
finansal acikligin ve hem de finansal gelismigligin bliyimeyi hizlandirdidi, fakat,
kurumsal gelismislik esik degeri gecince bu faydanin neredeyse iki kat daha arttigi
gorildd. Kurumsal gelismisligi zayif ylkselmekte olan piyasa ekonomisine sahip
llkelerin  finansala cikligindaki bir birim artisin bliyimeyi %40 arttirdigi, kurumsal
gelismislik esik dederi gectigind eise bu katkinin yaklasik %70lere cikti§i gorulda.
Sonuclarimiz daha gelismis finansal piyasalarin ve daha fazla finansal aciklidin
yukselmekte olan piyasa ekonomilerinde bliyiimeyi herhangi bir 6n kosul aramaksizin
arttitdigini gosterdi. Bunun yaninda gelismekte olan (lkeler icin sonuglar oldukca
farkliydi. Gelismekte olan llke kurumsal olarak gelismemis ise ne finansal aciklik ne de
finansal gelismisligin biliylime Uzerinde anlamli bir etkisi yokken, kurumsal geligsmislik
esik dizeyi gectiginde her iki etmen de biylimeyi %70 oranlarinda pozitif etkiliyor
gorlldi. Acikca, gelismekte olan (lkeler finansal entegrasyon ve finansal derinlikten
bliyiime faydasi sadlayabilmek icin ilk olarak kurumsal gelismislik diizeylerini arttirmak

durumundadirlar.

Calisma ornekleminde yer alan Dogu Avrupa (lkeleri, gogunlukla eski dogu bloku
kalintilar olan, kiclik ekonomilerdir. Bu (lkeler arasinda da kurumsal gelismisligi esik
dederin altinda olan yalnizca 3 (lke bulundugundan ekonometrik analizlerimiz tim
Ulkeleri drneklem alt grubuna katarak gergeklestirilmistir. Bu alt dérneklem grubu igin
sonuglar yine hem finansal aciklik hem finansal gelismisligin biylimeyi olumlu etkiledigi
yéniinde cikmistir. Ustelik, diger (lke alt érneklem gruplari ile kiyaslandiginda finansal
gelismigligin buylime Uzerindeki etkisi en genis bu dlkeler icin bulunmustur. Sonug
olarak, panel veri sabit etkiler tahmin sonuglari hem finansal agiklik hem finansal
derinligin biylmeyi besledigini fakat kurumsal gelismisligin bu iki aragtan biylime
faydasi sadglamak ya da bu faydayl daha da arttirmak adina 6nemli oldugunu

gostermistir.
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Calismada ikinci metot olarak, gecikmesi daditilmis otoregresif model (ARDL)
kullaniimistir. Zaman ortalamali geleneksel metotlar system dediskenleri arasindaki
dinamik iliskiyi maskelediginden, farkli zaman periyotlarindaki faydali zit etkiyi
elediginden ve bilgi kaybi yarattigindan, yillik verinin fiks araliklarla ortalamasini almak
yerine finansal agiklik ve finansal gelismisligin blyiime Uzerindeki kisa ve uzun dénem
etkileri yillik veri panel veri hata dizeltme modellemesi ile calisiimistir. Bu metot
sistemdeki kisa donem dinamikleri ve uzun dénem etkileri bir arada ortak bir gecikmesi
dagitilmis otoregresif model (ARDL) aracilidiyla incelememize olanak sagladi. Bunun
yanisira, ARDL modellerin en 6ne cikan &zelligi olan degiskenlerin 1(0), I(1) vya da
esbitlinlesik olup olmadiginin kontrole dilerek belirlenmesi zorunlulugunu ortadan
kaldirmistir. Dahasi, ARDL modellerin bir diger avantaji sistemdeki aciklayici dediskenler

endojen olsa da istatistiksel tahmin yapmayi saglamasidir.

Tdm 6rnekleme uygulanan panel ARDL tahmini 6nemli bir sonuca isaret etmistir.
Kurumsal gelismemis llkelerde finansal aciklik bliylime (zerinde kisa dénemde pozitif
ve anlamli bir etkiye sahipken, uzun déneme bu etki negatife donmektedir. Yani, bir
Ulke kurumsal olarak gelismemigse finansal agiklik kisa dénemde blylmeyi tegvik edici
goriinse de uzun donemde buyik risk tagimaktadir. Kurumsal gelismislik esik degerin
Uzerinde ise, finansal aciklik ve blylime arasindaki iliski hem kisa dénem hem uzun
donemde pozitif ve anlamli goriilmektedir. Kisacasi, kisa donem faydalari uzun dénem
riskerini ekarte etse dahi, llkeler dikkatli olmali ve finansal agikhdl bdtindyle
kucaklamadan once kurumsal gelismislik saglamaldirlar. Diger yandan, finansal
gelismisligin biylme Uzerindeki etkisi, kurumsal gelismislik diizeyi ne olursa olsun, kisa
donemde anlamsiz uzun dénemde ise pozitif ve anlamli olarak goriildi. Bu noktada,
finansal gelismiglik 6lglisiine ait uzun dénem tahminin kurumsal kalite ylkseldiginde
mihim Olclide arttu§ da gorildd. Kurumsal gelismisligi zayif olan Ulkeler igin Hata
Diizeltme Terimi (RCT) katsayisi oldukca kiglik tahmin edilmistir ki bu da bir soktan
sonra sistemin yendien dengeye donmesinin ¢ok zor oldugunu isaret etmektedir. Oysa
kurumsal gelismis Ulkelerde ECT katsayisi sistemin yaklasik Ug¢ buguk yilda yeniden
dengeye gelecedini sdylemektedir.
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Panel ARDL tahminine gore, gelismis Ulkelerdeki finans-blytme iligkisi hem uzun
hem kisa donemde pozitif ve anlamhdir. Kisa dénem etkisi 0.06 gibi gok disik bir
dlizeyde olsa dahi bu etki uzun dénemde 0.5lere ¢ikmaktadir. Bunun yaninda finansal
acikhidgin hem uzun hem kisa donemde anlamli ama cok kiiclk bir etkisi oldugu
gorllmektedir. Yikselmekte olan piyasa ekonomilerine gelirsek, kurumsal gelismislik
dizeyi ne olursa olsun bu metot da finansal aciklik ve finansal derinligin biylime
lizerinde hem kisa hem uzun dénemde kalkindirici etkisi oldugunu sdylemektedir. Bu
sebeple, finansal acikligin yiikselen piyasa ekonomileride biiyiime Uizerinde direk etkisi
oldugunu iddia edebiliriz. Kurumsal gelismisligi glicli ylikselen piyaa ekonomilerinde bir
sonug dikkat cekicidir: Finansal derinligin blylime Uzerindeki pozitif uzun dénem ve
fakat negatif kisa donem etkileri Kaminsky ve Schmukler (2003)in “kisa dénem aci uzun
dénem kazang” mottosuyla aciklanabilir. Finansal gelismislik genellikle finansal agikligi
takip eder ve finansal agikligin ozellikle daha yiiksek bir biiylime patikasina girmek

isteyen gelismekte olan llkelere kisa donem maliyeti vardir.

Panel veri sabit etkiler tahmininde oldugu gibi, panel ARDL spesifikasyonunda da
gelismekte olan lkelerde kurumsal kalkinmanin finans-bliyime iliskisi icin ne kadar
onemli oldugu gorilmektedir. Kisa dénemde, kurumsal gelismislik diizeyinden bagimsiz
olarak, finansal agikligin biiyiime lizerinde pozitif ve anlamli etkisi bulunmustur. Fakat,
uzun dénem sonuglar finansal agikhdin kurumsal olarak zayif gelismekte olan Ulkelerin
blylimesini ciddi sekilde azalttigini gostermektedir. Sonuglar, kurumsal olarak
gelismemis gelismekte olan Ulkelerde finansal agikliktaki artisin reel geliri %40 oraninda
dislrdigintg gostermektedir. Oysa, gelismekte olan Ulkelerin kurumsal gelismisligi
arttiginda finansal agikliktan elde ettikleri fayda neredeyse %60 oraninda reel gelir
artisidir. Finansal gelismiglikte ise, kurumsal olarak zayif gelismekte olan Ulkelerde
finansal derinligin bllylime {zernde ne kisa ne uzun donem etkisi goriilmemektedir.
Fakat, bu Ulkeler kurumsal gelismislik diizeyini arttirdiklarinda, finansal derinligin kisa
donemde olmasa dahi uzun donemde biyiimeye anlamli pozitif katkisi olmaktadir.
Ozetle bu sonuglar, gelismekte olan iilkelerin finansal aciklik ve gelismeden bilyiime
faydasi saglayabilmek icin ilk ve oncelikle kurumsal gelismisliklerini artiracak uzun

donem politikalara odaklanmasi gerektigini soylemektedir.

167



Galismanin dikkat c¢eken sonuglarindan biri olarak, panel ARDL metodu
gostermektedir ki, gelismekte olan llkeler haricinde dider ilke alt gruplan icin kurumsal
gelismiglik diizeyi ne olursa olsun finansal aciklik ve finansal gelismislik blylime
Uzerinde pozitif ve anlamli uzun dénem etkiye sahiptir. Yine de, bir Ulke kurumsal
gelismiglik diizeyini esik dederin Uzerine cgikardidinda finansin biiyiimeye faydasi da
katlanarak artmaktadir. Bundan dolayi, bu calisma endustriyel, yiksek kalkinma
piyasalari ve Dogu Avrupa ekonomileri igin finansal gelismenin arz ©oncli oldugu
goristen yana sonuclar bulmustur. Gelismekte olan (lkeler icinse kurumsal gelismede
minimumda esik deder sadlanmadan bu lkelerin uzun dénemde finansal

degiskenlerden biiylime saglayamacaklari gosterilmistir.

Bu sonuclara ek olarak, panel ARDL yaklasimi farkli gelir gruplarindaki Glkeler
dikkate alinarak da uygulanmis ve yiksek, orta ve distk gelir gruplarina gore finansal
etmenlerin blyidme Uzerindeki kisa ve uzun dénem etkileri incelenmistir. Sonuclar
yiiksek ve orta gelir grubundaki Ulkeler icin finansal acgiklik ve bliyime arasinda pozitif
kisa ve uzun donem iliski oldugunu, bunun yaninda diisiik gelir {ilke grubu icin bu
iliskinin negative ya da en iyi halde anlamsiz oldugunu gdéstermistir. Bunn yaninda
finansal agiklik gostergesi icin %42 oraninda bir tahmin edici ile finansal agikliktan en
fazla blylime faydasini orta gelir llke grubunun sagladigi goérilmistir. Finansal
derinligin uzun dénem tahmini de yine yiiksek ve orta gelir lilke gruplari icin pozitif ve
anlamliyken, disiik gelir tilke gruplar icin istatistiksel olarak anlamsiz ¢ikmigtir. Iigingtir,
yuksek ve orta gelir grubu Ulkelerin finansal gelismislik tahmin katsayilari arasinda
onemli bir fark bulunmamistir. Ote vyandan, kisa ddénem dinamikleri farkli
davranmaktadir.  Finansal gelismislik ylksek gelir grubu (lkelerde kisa dénemde
blylimeyi pozitif olarak etkilemektedir, oysa orta ve disik gelir grubu ulkelerin

blyimesinde tamamen anlamsiz bulunmustur.

Panel ARDL tahminlerinin yaninda, dinamik panel veri sistemleri icin Arellano ve
Bond (1991) ve Arellano ve Bover (1995) tarafindan gelistirilen dinamik genellestirilmis
momentler metodu (GMM) da potansiyel eszamanliik ve dolayisiyla bagimli
degiskenlerdeki icsellik problemlerinin {stesinden gelmek icin uygulanmistir. Dinamik

GMM sonuglari hem genel 6rneklem hem de alt orneklemler igin daha onceki
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bulgularimizla tutarlik gdstermistir. Gelismis Ulkeler finansal aciklik ve finansal
gelismeden kiclik miktarlarda bliyime faydalarn saglamaktadir. Yikselen piyasa
ekonomilerinde ise finansal aciklik blyimeyi kurumsal gelismislik diizeyi ne olursa olsun
pozitif yonde etkilemekte ve arttirmaktadir. Yine de bu Ulkeler kurumsal gelismislikte
esik dederin Uzerine ciktiklarinda bu fayda neredeyse iki kat artarak %50lerden %90
gibi cok bliylik oranlara ¢ikmaktadir. Finansal gelismenin blylimeye olumlu etkisi olmasi
igin ise yukselen piyasa ekonomilerinin kurumsal gelismis olmalidirlar. Gelismekte olan
llkeler icin GMM sonuglari daha 6ncekileri yineler, gelismekte olan tlkeler hem finansal
acikhk hem finasal gelismeden biyiime faydasi saglayabilmek igin once kurumsal
gelismislik dizeylerini artirmalidirlar. Kurumsal gelismisligi zayif gelismekte olan
llkelerde ne finansal aciklik ne de finansal derinlik biyiimeye etki etmemektedir. Oysa,
gelismekte olan Ulkeler kurumsal gelismislik diizeylerini esik dederin Ustline gikardiklari

anda bu iki etmenden biiylime faydasi saglayabilmektedirler.

Bu calismanin ampirik cercevesi 0zellikle yiikselen piyasa ve gelismekte olan
piyasa ekonomilerinde kurumsal gelismiglik diizeyinin dolayl bir kanal olarak biylimeyi
etkileyip etkilemedigi ile de ilgilendiginden, finansal aciklik, finansal gelismislik ve
bunlarin kurumsal gelismiglik ile etkilesiminin istatsitiksel olarak anlamli olup olmadigi da
incelenmistir. Bu amagla iki yeni etkilesim dediskeni tanimlanmig ve dinamik GMM bu
degiskenler de kullanilarak yeniden uygulanmistir. Sonuclara gore, yiikselen piyasa
ekonomilerinde kurumsal gelismislik diizeyinin ne finansal agikigin ne de finansal
derinligin biylime (zerindeki olumlu etkisinde anlaml bir degisiklik yaratmadigi
gorilmustir. Yikselen piyasa ekonomilerinde, her iki finansal degisken de kurumsal
kaliteden badimsiz olarak biiylimeyi pozitif yonde etkilemektedir. Yine de, Onceki
sonuglarin da gosterdigi gibi, kurumsal gelismislik icin belirlenen esik degeri asildiginda
bu degiskenlerin biiyiime (izerindeki olumlu etkisi neredeyse iki kat artmaktadir. Ote
yandan, kurmsal kalitesi zayif gelismekte olan (lkeler igin, finansal agikhidin biylime
adina anlamh bir degisken olmadidi, finansal entagrasyonun ancak ve ancak kurumsal
gelismiglik diizeyi belirlenen esik deder olan sifir gegtidi takdirde biylimeyi pozitif ve
anlaml etkiledigi gorilmistir. Buna ragmen, finansal gelismislik gelismekte olan
llkelerde kurumsal gelismislik diizeyi ne olursa olsun bliylimeyi pozitif etkilemektedir.

Kisacasl, gelismekte olan lkeler icin kurumsal gelismislik diizeyinin esik degerin altinda
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ya da ustlinde omasi finansal agiklik ve buytme iligkisini etkilerken, finansal geligmislik

ve blylime iliskisini etkilememektedir.

Sonug olarak, bu calismanin bulgulari pozitif bir finans-biiylime iliskisi oldugunu
ortaya koymus ve kurumsal gelismisligin énemine dikkat gekmistir. Calismanin temel
sonucu literatlirdeki neticesiz bulgularin varligina ve farkll kosullara direngli somut bir
sonucun yokluguna sebep olarak farkl kalkinma dizeylerindeki farkli tlke gruplarinin
secimi, ve daha Onemlisi dolayli etkilerden olusan dogrusal olmayan etkileri
varsaymaktadir. Bugline kadar elde edilemeyen somut ve direngli bir ekonometrik
kanitin olmayisi finansal agikligin sadece risk tasiyip hig fayda saglamadigi diisiincesine
gotirmemelidir. Oyle ki, bu calisma finansal aciklikla gelen ve fakat standart dogrusal
modeller kullanilarak bulunmasi ¢ok zor olan dolayh etkilerin 6nemini vurgulamaktadir,
zira finansal agiklik, finansal gelisme ve blylme arasindaki iliski kurumsal gelismislik

diizeyi degistikce 6nemli sekilde degismektedir.

Ampirik cephede, galismanin sonuglari kurumsal gelismiglikte belirledigimiz esik
degerin finans-blylime iliskisinde énemli bir etmen oldugunu agikga gdstermektedir.
Nispeten geng ve hizla bliyliyen yiikselen piyasa ekonomilerinin uluslararasi finansal
entegrasyondan hig bir 6nkosul ya da on sart olmaksizin en blylk 6lglide fayda
sagladigi calismanin énemli sonuglarindan biridir. Ote yandan, gelismekte olan tilkeler
dikkatle davranmak durumundadirlar zira finansal aglma politikalarina hiz vermeden
evvel kurumsal gelismislik dizeylerini iyilestirmezlerse, finansal agiklik blylmelerini
yavaglatabilir ve dahi ¢cok daha ciddi problemlere yol acabilir. Kisacasi, kaliteli kurumlar
ve istikrarli bir idare ile birlestiginde finasal aciklik gelismekte olan (lkelerin ekonomik
blylmesine fayda getirebilir. Finansal gelismislik agisindansa, bu galismanin ampirik
sonuglari, blyik olglide, finansal gelismisligin buylimeyi tetikledigini gdstermistir.
Finansal gelismiglikten bliyimeye giden dolayl kanal olarak ise 6zellikle gelismekte olan

lilkelerde yine kurumsal gelismisligin diizeyi 6ne gikmaktadir.
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