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Abstract

The financial liberalisation theorem postulates that liberalising the financial sector
IS a route to increasing savings and investment, and thus the promotion of

growth. Endogenous growth models suggest that financial sector development
Increases savings mobilisation, transfers savings into investments, and

iIncreases the productivity of investment, with the consequence of economic
growth and improved economic performance. However, in practice, experience
has shown that a number of developing countries do not demonstrate this kind of
relationship, and have rather, recorded relatively low growth despite achieving
high savings rates.

It is argued that the reason why few authors have found empirical evidence
supporting the notion that saving causes growth in developing countries, and
have found instead that growth causes savings, is these scholars’ failure to
consider the productivity of investment financed by savings, evidenced by the
tendency to use aggregate measures of savings. This work proposes that the
quality of saving is important, and instead of using gross saving, financial
savings is used as a measure of savings.

Despite the implementation of reforms and liberalisation in the financial sector,
especially the banking industry, as the major elements of the economic reforms
and structural adjustment programmes in Libya in the early 1990s, the resulting
improved economic performance has not been followed by sustained economic
growth and development, and investment rates are still insufficient to achieve
this. Therefore, the purpose of the study is to identify the role of the financial
sector, examining the impact of its development on saving, and on the growth of
the Libyan economy.

The methodology used in this research involved the quantitative approach. The
quantitative aspect was based on an empirical assessment of the importance of

XIII



financial sector development by using time-series econometric techniques
including the unit root test, testing for cointegration and causality for the variables
of the study. The results indicate that the impact of the real interest rate on
financial saving and domestic investment is negative in the long run. The impact
of real output on financial savings and domestic investment is positive in the long
run. Credit as an indicator of financial sector development, has a very small
impact on domestic saving in the long run and is highly insignificant in the long
run. The causality test results indicate that causality runs from growth to financial
savings, from growth or real output to credit. The study suggests that more
attention should be paid to other aspects of financial liberalisation and financial
reforms because liberalising the interest rate is not only the key aspect of
financial sector reform.
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CHAPTER ONE
GENERAL INTRODUCTION

1.1 Introduction

Achieving high and sustainable rates of economic growth has long been the
aim of economic development in all developing countries, and growth-

promoting policies have been adopted by their governments in attempts to
raise standards of living and lift their populations out of conditions of poverty.

However, the promotion of growth needs a sufficient level of capital
accumulation and productive investment that guarantee a sustainable
increase Iin the growth. In recent years, policies to improve savings
mobilisation have increasingly been suggested as appropriate in this regard,
since the savings rate can influence economic development through
financing productive investment. Hence, the mobilisation of saving is a
necessary condition for achieving high and sustainable rates of growth. This
mechanism has been interpreted to suggest that causality runs from saving
to growth, and so, the encouragement of saving is a simple way to increase
growth.

However, the argument concerning the necessity of savings for growth is
linked with another argument regarding the efficiency of savings in financing
capital accumulation, and hence increasing investments (Pagano, 1993 and
Beck et al, 2000). This leads to question the importance and extent of the
role of the financial sector in the complex relationship between savings,
investment, and growth. The interplay between financial development and
macro-economic performance on the one hand, and savings, on the other,
has been addressed in economic development and growth literature.
(Levine, 1997, Westley, 2001 and Beck et al, 2005). Indeed, the debate in
this respect is ongoing and the issue remains controversial. The discussion
occurs in different dimesions, one of these being the relationship between

saving and growth, or more precisely the direction of causality between the



two variables, which leads to a crucial question: Is it growth that causes
saving or is it saving that cause growth? The second dimension of the
debate is the impact of financial development (financial liberalisation) on
saving, which leads to the important question of whether the interest rate has
any impact on saving. And a third dimension is the relationship between the
financial sector and growth, which precipitates another causality issue. That

being: does financial sector development cause growth or does growth
cause or stimulate financial development?

In recognition of saving as a necessary condition for growth and financial
development, this study seeks to address the above issues. It firstly tests the
financial liberalisation hypothesis by assessing the impact of the real interest
rate on saving and investment. Secondly, it examines the saving-growth
relationship and the direction of causality within it; and finally it evaluates the
importance of financial development by examining its impact on economic
growth and investment, which is the main source of growth.

This introductory chapter highlights the motivation for the study by presenting
the basic issues surrounding the research problem. A rationale is provided
for undertaking the study, and this is followed by comments regarding the
anticipated contribution to knowledge of the research, a statement of the
research aim and objectives, associated hypotheses, and the methodology
to be adopted. The chapter ends by outlining the scope of the study, and
indicating how the rest of the thesis Is structured.

1.2 Motivation for the Research

The financial sector is considered a necessary support for economic
development and performance due to its important role in collecting
reserves, transferring them to the investment channels, and ensuring the
provision of sufficient funds to achieve high growth rates. Indeed, by the
beginning of the 1970s, most economic theories confirmed the importance of
the financial sector and its role in the provision of reserves necessary for
different investments (Mackinon and Shaw, 1973). And certainly by this time,



the world’'s governments, including those of developing countries, had

become convinced of the vital part to be played by the financial sector in a
country’'s economic performance.

During the final two decades of the last century, much financial sector reform
and liberalisation occurred in several developed and developing countries.
As a result, a substantial amount of literature has emerged on the subject,
and has produced a wide range of opinions, views and ideas, which have
ranged from those that are totally supportive of reform and liberalisation, to
those that are largely opposed to both objectives and method. The choice
and design of most of the financial sector reforms and liberalisation policies,
partly owes its origin to the earlier works of McKinnon (1973) and Shaw
(1973), who advocated financial liberalisation measures to free banks from
financial repression.

Until the early 1970s, the predominant policy framework was based on the
Keynesian classical theories, which assumed that low interest rates would
promote investment and economic growth (Jacques, 1991). However,
McKinnon (1973) and Shaw (1973) challenged this conventional
understanding by suggesting that higher equilibrium interest rates were
necessary for increasing savings, raising the volume of domestic credit
extended by the financial system, and hence the equilibrium rate of

investment.

The financial sector in Libya (discussed in Chapter Five) was characterised
by a number of problems, which justified the case for reform and
liberalisation. Firstly, it was entirely dominated by the banking sector, and in
particular the commercial banks. Secondly, the control of interest rates to
keep them at a low level, resulted in increasing the demand deposits rather
than time and saving deposits, thereby causing the domination of demand
saving over the saving structure of commercial banks. Thirdly, there was
significant control over the resources of the banking sector by the
Government, not least, through its ownership of the commercial banks.

Government control over financial resources was also exercised through



credit allocation. Finally, the financial sector in Libya lacked the important
contribution made by the insurance system, social security and capital

market, which made the banking sector more crucial to the economy
because it represented the only source of finance.

1.2.1 Justification for the Research

Libya has been chosen as a case study for a number of reasons. Firstly, it is
an important developing country in the North Africa region, and as the
researcher’'s home country, it provides a natural focus of study, particularly in
its financial sector, and hence, overall economic progress. Secondly, there

has been a lack of attention paid thus far to the financial development-
saving-growth relationship in Libya, particularly at the empirical level. Thirdly,
Libya is a good example of a country that has experienced early bank activity
with a high rate of financial saving relative to other developing countries.
That said, the financial sector has not managed to convert this into a
productive investment and consequently to a high growth rate, for a variety of
reasons and circumstances that are discussed below, together with a brief
review of Libya's background.

Libya’'s financial sector is one of the oldest in the region, having commenced
with the establishment of an agriculture bank in Benghazi in 1868. Many
changes in the banking sector’'s structure and activities were witnessed, until
the socialist ideology was adopted and the nationalisation of the economic
sectors was implemented. The government intervention in the economy and
financial sector since the nationalisation in late 1969, after the Revolution,
led to a drastic decrease in the banking industry. All the other financial
institutions became publicly-owned, the State imposed a ceiling on interest
rates, and high reserves ratios were imposed by the Central Bank of Libya,
which was in itself directed and controlled by the State. In addition, credit

was directed and controlled by the Government to finance the public sector
and the budget deficit.



By the beginning of the 1980s, the economic situation in Libya was
negatively affected by the decline in oil prices, since oil is the country’s main
source of income. This impacted upon the general budget of the State
leading to a Gross Domestic Debt of LD 5,343.4 million at the end of the

decade. As indicated in Figure 1.1, the GDP per capita declined from 33% In
1979 to -22% in 1986 and to 9.4% in 1989 after reaching an unprecedented
level in the history of Libya; remarkably, it had increased to 62% in 1974 as a

result of the increase in oil prices.
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Figure 1.1: Domestic credit, domestic investment as a share of GDP anad
GDP per capita -
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The Gross domestic investment as a share of GDP also noticeably declinea
from 35% in 1979 to 15.8% in 1986 and to 13.2% in 1989. But, in contrast,

credit as a share of GDP markedly increased from 13.7% in 1979 to 29.2%
and to 34.2% in 1989.
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Figure 1.2: Domestic credit, financial savings as a share of GDP and GDP
Per capita
Source: CBL, 2002 and 2005

Figure 1.2 shows that despite the decline of GDP per capita, financial
savings sharply increased from 27.9% in 1979 to 53.1% in 1989. Therefore,

a remarkable gap existed between financial savings and investment and this



might explain the volatility of growth because of the excessive dependence
on the oil industry.

In the early 1990s, Libya adopted new macro-economic reforms and began
to implement the structural adjustment that aimed to overcome its economic
situation and expand the role of the private sector through the liberalisation
of the trade and financial sectors. Restrictions on trade were lifted, some of
the public enterprises were privatised, and prices were liberalised.

However, the sustainability of the growth rate and the relationship between
savings, credit and investment remains problematic, and from Figure 1.1 it
can be seen that between 1970-2005, the GDP per capita growth rate was
volatile and unstable, and that this instability in the growth rate was

associated with a similar pattern of domestic credit and investment. It is clear
from Figure 1.1 that the relationship between GDP growth and investment

has been unstable and ambiguous. For example, domestic investment and
growth increased in the period from 1971 to 1974, whereas at other times
growth increased whilst investment decreased. Such fluctuations are not
expected, as growth theory suggests that investment is the main factor for
growth. In Libya, however, it appears that strong economic growth has not

been accompanied by an increase in investment.

In addition, despite the implementation of financial sector reform and
liberalisation policies in Libya between 1990 and 2005, statistical evidence
indicates no substantial growth in bank credit or domestic credit. The ratio of
domestic credit as a share of GDP was 37.1% in 1990 declined to 30.2%in
2000 and to 13.8% in 2005 which means that domestic credit as a share of
GDP remained quite unstable. Domestic investment has been fairly stable at

a low level, especially during the period from 1994 to 2004, possibly as a
result of the slow rate of growth in domestic credit.

Using domestic credit by the banking sector to GDP and financial savings to
GDP as financial indicators, Figure 1.2 shows a gap between financial saving
and domestic credit because of the strict and directed policy of credit



allocation imposed by the Central bank of Libya. From Figure 1.2 it can be

seen that the financial system deposits and domestic credit were low during
the period 1970-1980, and then distinctly increased during the period 1981-
1994 but that investment was lower in this period in comparison to the earlier
period of 1970-1980. Therefore, a question is: If credit was higher during the
period 1981-1994 than in the period 1970-1980, why did investment and
GDP not also increase?

The answer to this question might lie in the inefficiency of Libya's financial

sector. The figures show that despite the increase in domestic credit by the
banking sector that reached 42.1%, the share of domestic credit received by

the private sector was very low, with more than 80% of domestic credit being

allocated to the public sector. This occurred as a result of the excessive
government control over the commercial banks and the entire absence of

private sector banking during the period 1970-2000.

The majority of domestic credit provided by the banking sector was directed
to the public sector, which was non-productive and inefficient in using the
domestic resources. At the same time, private investment was crowded out
by government intervention in the financial sector and the adoption of its
socialist ideology, which together with the inefficiency of public investment,
led to a decrease in both the volume and the productivity of investment, and
thus to unstable growth in Libya.

The justification for this study, therefore, lies in the need to broaden and
strengthen the intelligence concerning the financial sector, the saving
process, and macro-economic performance, by identifying and focusing on
key issues and aspects. In particular, the rationale is found in the intention of
the study to examine Libya's financial sector development, saving and
growth, before and during the reform and liberalisation process, in order to
fully understand the reasons for the adopted policies, the design, objectives
and implementation, and in the aim to eventually produce policy suggestions
that are intended to take the process forward.



Given Libya's recent political history, which includes the relative international
isolation resulting from US and UN sanctions, and the subsequent lifting of
those measures, which has resulted in Libya’s re-entry into world trade and
politics, a detailed exploration of the country’s financial sector development
and its role in growing the economy, is particularly worthwhile.

1.3 Contribution of the Research

This research contributes to the literature in a number of ways. Firstly, it
provides a wide survey of the recent work on finance growth, savings growth,
and finance-saving issues, and it provides an analytical assessment of the
determinants of savings. Secondly, it offers an in-depth analysis of the
Libyan economy and a critical assessment of the development of the
financial sector and the banking sector in particular.

Thirdly, the examination of the co-integration and causality between saving
and income level or growth, financial development and domestic investment,
and financial development and growth, is undertaken using a relatively long
time-series of data from 1970-2005, which to the best of the researcher's
knowledge, is the first study of this type in this academic area in Libya.

In addition, the financial liberalisation theorem for the case of Libya is
carried out by testing the impact of the real interest rate on financial saving,
and by testing the long run impact of the real interest rate on domestic

investment

1.4 The Research Aim

The research aims to examine the role of the financial sector on saving, and
on the growth of the Libyan economy, with a view to finding an explanation
for the country’'s unstable, slow and low growth rate. In order to achieve this
alm, the study considers different arguments and propositions in the
literature, and employs statistical and econometric tools to analyse the trends
that have prevailed in key aspects of the financial sector.



1.4.1 The Specific Research Objectives

The following specific research objectives were established in order to
achieve the aim of the research:

e To review the state and the structure of the Libyan economy,

especially the financial sector, with an emphasis on the banking
system.

e To identify the type and the nature of the adopted reform and
liberalisation policies and the objectives associated with them.

e To assess the impact of financial sector development on savings,
investment and economic output in Libya.

e To make and provide recommendations for the Libyan economy,
especially the financial sector, and for further research in this area.

1.5 Research Hypotheses

This section presents the hypotheses derived to test for various relationships
between financial sector development, savings and growth in Libya. The
following hypotheses were formulated:

1.5.1 Hypothesis 1. Financial Savings, Investment and Growth

Savings are necessary for capital accumulation and economic growth.
However, it is financial savings, which should be available for investment
(savings in financial sector) that matter for capital accumulation and growth,
while non-financial savings do not contribute to capital accumulation and
growth. Therefore, saving-mobilising policies such as the liberalisation of the
interest rate, and the reduction of government intervention in the financial
system, increase the competitiveness of the financial sector. Furthermore,

some other variables such as income or growth and inflation rate have a
strong impact on financial savings.

10



1.5.2 Hypothesis 2: Financial Sector Development

Financial sector development is vital for economic growth in Libya. Because
the mobilisation of savings is necessary but not sufficient to ensure the
channelling of savings into productive investment, this strategy requires an
efficient financial sector that facilitates the transfer of mobilised savings into
productive projects, and presents financial services for all sectors in the
economy. Therefore, the reform and updating of the financial sector is crucial
for development and growth.

1.6 Methodology

The quantitative approach is mainly used to achieve the aim and objectives
of the research. A review of literature on financial development, financial

liberalisation, the relationship between financial development and economic
growth, saving-growth, and financial development and saving, is undertaken

in order to highlight key Issues and experience, and to establish a sufficient
background that helps to understand the mechanism of the saving-growth
and finance-growth relationships and to facilitate the implementation of the
quantitative study. Furthermore, theoretical perspectives on the financial
development sector and on saving determinants are presented in order to
clarify two issues, these being, the importance of the financial system to an
economy, and the factors that influence the savings rate. Both of these
Issues are relevant in terms of achieving the aim of this study, as they can
support the argument that financial sector development is vital for economic
performance through its effect on savings and investment, and they are
useful in underpinning the quantitative aspect of the research.

In addition, a review of Libya’s economic background before the discovery of
the oil up to the post-reform programmes adopted in the early 1990s is
conducted, with a specific focus on the events before and during the period
of financial sector reform and liberalisation, particularly during the 1990s

when the financial reforms were implemented as part of structural adjustment
programmes.

11



The quantitative analysis is based on an empirical assessment of the
iImportance of financial sector development in Libya’'s economy, using time-
series econometric techniques, including the unit root test for the stationarity
of the variables, and testing for co-integration and causality. The empirical
study aims to examine the financial liberalisation hypothesis by testing the
long-run impact of the real interest rate on financial savings and investment
in Libya over the period 1970-2005. Furthermore, the role of financial sector
development in Libya's economy is examined by testing for causality
between financial development indicators and the real output, and by testing
for a long-run relationship and causality between financial development
indicators and investment. In addition, causality tests between financial
savings and income level or growth are undertaken. The aim of the
quantitative analysis is to present empirical evidence that the financial sector
might be the main influence on Libya's economic performance, because of
the relationships between savings and investment, and investment and

growth.

1.7 Scope of the Study

The scope of the study has been defined both in terms of sector coverage
(financial sector) and time scope (1970-20095). In terms of sector coverage,
the emphasis is placed on the banking sector mainly because of its
predominance in the financial sector on the one hand, and because Libya's
financial sector lacks the important contribution made by the contractual
savings institutions and the capital market, on the other. In addition, evidence
in the literature seems to support the view that commercial banks dominate
the financial sector and have a greater role when compared to other financial
institutions in the developing countries (Sarr, 2000). Furthermore, the World
Bank (2002) has noted that more funding is raised from bank loans than from
selling equity, even in industrial countries.

With regard to time, the study focuses on the period 1970-2005, largely,
because this accounts for the most important period within the Libyan
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economy that the financial sector has gone through. This period witnessed a
number of economic changes, which included the impact of the oil industry

on the economy, and the implementation of economic reforms in the early
1990s.

1.8 Structure of the Thesis

The thesis is divided into eight chapters, including this introduction (Chapter
One). The arrangement of chapters is intended to capture the flow from a
wider perspective to the country-specific issues and from the theoretical
towards the empirically-based evidence. In line with this, the next two
chapters cover the theoretical and empirical background of the research.
Chapter Two provides the theoretical and empirical evidence regarding the
financial liberalisation and the relationship between financial development
and economic growth, including financial liberalisation as part of financial
development. Chapter Three discusses the theoretical and empirical saving-
growth relationship and the determinants of savings. Chapters Four and Five
respectively, present a review of the Libyan economy in general and the
financial sector in particular. Chapter Six provides more information on the
econometric methodology and data issues. Chapter Seven presents the
results of the empirical analysis including the results of the unit root test,
cointegration and causality tests, in respect of all variables. Chapter Eight
provides some policy recommendations and an overall conclusion.
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CHAPTER TWO

FINANCIAL DEVELOPMENT: FINANCIAL LIBERALISATION
AND THE IMPACT ON ECONOMIC GROWTH

2.1 Introduction

The financial sector is vital for economic development and activities. It links

savings and investments and, therefore, promotes economic growth, which is
enhanced because a more efficient and well-structured financial sector helps
to mobilise more savings, and increase productive investment. This chapter
presents a review of the theoretical and empirical studies that discuss the
relationship between financial sector development and economic growth. In
section 2.2 the meaning of financial development is discussed, together with
the characteristics of an under-developed financial sector, and an
explanation of how this situation arises.

Section 2.3 focuses on the issue of financial liberalisation as part of financial
reform and the experiences of different countries. Section 2.4 presents a
review of literature on the relationship between the financial development
and economic growth. Section 2.6 explores theoretical macro models, which
explain the mechanism between financial development and growth.

The overall purpose of the chapter is to explain why the financial sector is the
core of economic development and growth. It considers the intermediation
role played by the financial system between saving and investment. Hence,
section 2.5 reviews the functions of the financial system. In addition, the
chapter aims to examine the theoretical and empirical evidence for the
impact of financial sector development on economic development and
growth. Section 2.6 provides the conclusion.

2.2 The Meaning of Financial Development

Financial development refers to the process of moving from a situation of
financial repression, or restriction, characterised by excessive state
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intervention and control of the financial sector, to one where the financial

sector Is in the hands of the private sector, and the state simply acts as
regulator, enforcing prudential regulation and supervision. To understand the
significance of such an event, it is important to appreciate the role of the

financial sector in the economic process, and why excessive state
iInvolvement arises in developing countries.

2.2.1 The Role of the Financial Sector

ldeally, a financial system develops to act as an efficient intermediary
between depositors and investors, generating market-clearing prices and
interest rates. Such a situation has positive implications for saving and
growth. Bencivenga and Smith (1991a) note the beneficial activities of banks

and other intermediaries as follows:

¢ Banks accept deposits from, and lend to, large numbers of agents:
Withdrawal demand under normal circumstances is fairly predictable.

e Banks hold liquid reserves against predictable withdrawal demand.
¢ Banks issue liabilities that are more liquid than their primary assets.

e Banks eliminate the need for self-financing of investment

Bank activities have two important implications for saving and investment. By
providing liquidity, banks permit risk-averse savers to hold bank deposits
rather than liquid, (but unproductive) assets. Of particular importance is that
banks can economise on liquid reserve holdings that do not contribute to
capital accumulation. Also, by eliminating self-financed capital investment,
banks prevent the unnecessary liquidation of such investment by
entrepreneurs who find that they need liquidity.,. To summarise, an
intermediation industry allows permits an economy to reduce that part of its
savings held in the form of unproductive liquid assets, and to prevent
misallocation of invested capital due to liquidity needs.
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2.2.2 Financial Restriction

Clearly, the banking system is an important link between household saving
and business investment, and is vital for any development effort. However,
traditionally there has been a general feeling in many developing countries

that a laissez-faire approach by the state would result in a poor level of
iInvestment. Fry (1988) notes three reasons for this:

e The general mistrust of the free market.

e Keynes’ view that liquidity preference would push the interest rate
above its equilibrium.
e Keynesian writings purporting the existence of an inverse relationship

between the nominal rate of interest and the rate of economic growth
(Tobin, 19695).

In many developing countries, policies of financial restrictions were
introduced in order to circumvent the above issues. Generally, such policies
have involved imposing upper limits on iInterest rates in order to provide
investment for industry at lower prices, and have require banks to lend to
favoured industries. However, when pursued to an extreme, such
intervention has tended to cause financial repression.

2.2.3 Financial Repression

Financial repression is one of the important issues to be addressed financial
sector development, especially in developing countries where such
repression has generally been long-lasting. McKinnon (1989) defined
financial repression, saying,

“when governments tax and otherwise distort their domestic
capital markets, the economy is said to be financially
repressed’. Usury restriction on interest rates, heavy reserve
requirements on bank deposits, and compulsory credit
allocations, interact with ongoing price inflation to reduce the

altractiveness of holding claims on the domestic banking
system”, (P.29)
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From the above definition of financial repression, it is clear that when state
intervention in the financial system distorts the operation of financial markets,
the financial system is unable to perform its role as an intermediary,
mobilising savings and ensuring the efficient allocation of investment. Whilst

it is difficult to generalise about the characteristics of heterogeneous
economies, it would be fair to say that financially repressed economies may
show some or all of the following characteristics:

1. Controlling the interest rate. It is common for the government to
place upper limits on interest rates to provide firms with cheap
capital, to facilitate expansion. The spreads offered by banks tend to
be wider, meaning that deposit rates are respectively lower, and
frequently real rates of interest are negative. Rates of interest should
perform a number of roles, such as the cost of funds, acting as rate
of discount, and as a link between the real and monetary sectors.
However, when interest rates are government administered, they do
not perform any allocated function on the asset side of banks’
balance sheets: Credit is allocated by non-price means.

The justification of government administration of the interest rate is
based on the fact that in the presence of asymmetric information, a
competitive credit market may not clear, and equilibrium will be
characterised by credit rationing, which means banks will choose
borrowers with good creditability and reputation or they might
choose to lend to low-risk and low-return projects, whilst they
exclude the high-risk and high returns projects from their lending.
Thus, the quality of investment will be reduced and that would
restrict the growth rate (Stiglitz and Weiss, 1981), as well as
affecting the excess demand for loans.

For a long time, developing countries imposed low nominal interest
rates in order to encourage investments and provide firms with
cheap capital. These low rates of interest that were associated with
high rates of inflation, have led to a predominantly negative real rate
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of return on deposits in developing countries. Indeed, a World Bank
report (1989) stated that real interest rates in developing countries
have been strongly negative since the 1960s and certainly below
real interest rates in developed countries. Therefore, an individual's
willingness to save in financial assets was remarkably low, and
instead people invested their wealth in inefficient inflation hedges
such as gold, jewellery, real estate, and stayed away from investing
their funds with the banks or any other formal financial
intermediaries, thereby reducing saving and investment and
ultimately hampering growth and economic performance.

Government intervention in allocating credit. The governments of
developing countries have often assumed pre-emptory rights over
the lending activities of banks, requiring a certain proportion of all
lending to be directed to specified industries (those that the state
determines to be high priority), or used to fund the budget deficit, at
favourable rates of interest. The original purpose of policies of
directed credit was to channel credit in social directions. A number of
justifications have been proposed as follows:

On efficiency and equity grounds: The presumed monopoly power of
money lenders would be broken by the state provision of finance,
reducing the price and increasing the volume of credit.

Asymmetric information problems outlined in the previous section.
The high fixed costs of setting up financial infrastructure and the
externalities involved. For example, extending banking to rural areas
would yield social benefits, but may not be undertaken by banks
because they can not capture the benefits.

The provision of cheap credit is an important means of redistributing
income and wealth.

These arguments in favour of government intervention in allocating
and pricing credit have been criticised by a number of authors. Joshi
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and Little (1996) note that the fact that some worthwhile projects that
deserve finance do not receive it, is not a valid reason for state
intervention. Indeed, the state faces an even more severe
Informational constraint than informal sector lenders. The control
over the interest rate means that the remaining investment by the
banks tends to go to safe projects that will not be as beneficial to

growth as innovative projects, which provide higher expected returns
and therefore attract more private investment. Since, in such

circumstances, little power or responsibility is left to the banks, there
IS no incentive to invest in credit assessment or monitoring. This is a
major cause of the problems experienced by developing economies
on the liberalisation of their financial sectors.

. Inflated reserve requirements. Reserve ratios take two forms. The
cash reserve ratio (CRR) requires banks to hold a proportion of their
net demand and time liabilities in the form of cash balances, usually
with the central bank. The statutory liquidity ratio (SLR) stipulates
the proportion of the deposits that banks must hold in the form of
government and other approved securities. Such requirements are
intended as prudential measures to prevent banks from lending
more than a specified multiple of the deposits, forcing them to retain
a proportion of their deposits in a liquid form. In developing
countries, these requirements tend to be large, and can result in
inadequate funding of the non-governmental side of the economy by
the organised financial system. Whilst such a requirement is
appropriate if used as a prudential requirement, the reality is that in
many developing countries it is actually used as an instrument for
financing the public sector. It is an easy way to finance deficits at a
low cost. A high reserve requirement is a heavy tax on the banking
sector, and distorts the cost of funds as well as the development. It
has not been unknown in some developing countries for banks to be
required to hold in excess or half of their liabilities in the form of
reserve or liquid assets (Bandiera et al, 2000).
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2.2.4 Financial Reform

Financial reform refers to the process of moving from a situation of financial
restriction, or repression, characterised by excessive state intervention ana
control of the financial sector as outlined, to a situation where the financial
sector is in the hands of the private sector, and the state simply acts as

regulator, enforcing prudential regulation and supervision. The different
aspects of financial reform are now discussed.

2.3 Financial Liberalisation

The seminal works of McKinnon (1973) and Shaw (1973) provide the
background to financial liberalisation. These particular writers diagnosed the
prevalence of what they termed ‘financial repression’ and therefore, went on

to argue the case of financial liberalisation.

Fry (1995) showed that many developing countries had experienced financial
repression. Therefore, liberalisation was required to allow market forces to
allocate financial resources in a competitive and efficient manner. The
withdrawal, by government, of the absolute responsibility to allocate credit
from financial intermediaries was likely to weaken the process of loan
recovery as the borrowers could always look forward to protection by the

government.

According to the World Bank (1994), financial repression had also imposed
both explicit and implicit taxation, on both individuals and financial
intermediaries. Several countries, developed and developing, have
undergone financial liberalisation. In the case of the developing countries,
the adoption of financial liberalisation policies were introduced to satisfy the

conditional ties for accessing credit from the International Monetary Fund
and World Bank.

The major dimensions of financial liberalisation, according to Williamson and
Maher (1998) include: elimination of credit controls, deregulation of interest
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rates, removal of entry conditions, ownership, autonomy of operation, and
liberalisation of internal capital flows. A repressed financial system could,
therefore, be defined as one in which virtually all the major decisions in the
relevant dimensions are made by the government, while in a liberalised
system the government only plays a minor role. Therefore, a system could
be categorised as repressed, partly-liberalised or fully-liberalised, depending

on the strength of government involvement on several of the above
dimensions of liberalisation.

2.3.1 McKinnon-Shaw Hypothesis

The McKinnon-Shaw (M-S) theory rests heavily on the importance of the
interest rate in mobilising domestic saving and increasing investments and
hence, promoting economic growth. This hypothesis argues that restricting
the interest rate promotes current consumption at the expense of the future,
thereby stifling savings, reducing the quantity of investment below the
optimal level and reducing the quality of investment by encouraging banks
and other financial intermediaries to finance only low return projects (Gibson
and Tskalotos, 1994). It is suggested by the M-S hypothesis that the removal
of restrictions on interest rates is the best way to mobilising savings, and that
such restrictions should be transferred to the productive sectors.

According to McKinnon (1973), the removal of interest rate ceilings and their
substitution by higher and positive real interest rates, are essential measures
to encourage individuals to start accumulating money and transfer it to the
productive sectors and investments, because these steps will ensure a
positive real rate of return on their savings. At the same time, Shaw (1973)
emphasised the significance of financial intermediaries in the financial
liberalisation process as they reduce transaction costs and bring together
savers and investors at higher deposit interest rates and lower loan rates.

McKinnon (1989) stressed the need for financial liberalisation when he

connected this and trade liberalisation with successful economic growth. In
doing so, McKinnon (1991) suggested two macro-economic pre-requisites to
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assist financial liberalisation, these being: firstly, the need for fiscal control by
the government in order to raise revenues and reduce the state deficit; and
secondly, the need for control over domestic banks by monetary policy in
order to control the credit flows in the economy. In this respect, De-Gregorio
(1999) observed that using the reserve requirements across industrial
countries as a way to control credit allocation has declined remarkably in
recent years. He pointed to financial sector development as the main reason
for this. Financial improvement made the reserve requirement less effective

by creating new instruments that are close substitutes to the assets subject
to the reserves.

More support for financial liberalisation came from Fry (1997), who argued
the real interest rate as the key to a higher level of investment and a
rationing device leading to greater investment efficiency. However, Fry
suggested five pre-requisites for the success of financial liberalisation: The
first is adequate prudential regulation and supervision of commercial banks,
both of which imply some minimal levels of accounting and legal
infrastructure. The second is a reasonable degree of price stability. The third
is the fiscal discipline to avoid inflationary expansion of reserve money by the
Central Bank, seen through direct domestic borrowing by the government or
through the indirect effect of government borrowing, which produces surges
of capital inflows and requires a large purchase of foreign exchange by the
Central Bank to prevent exchange rate depreciation. The fourth is a tax
system that does not impose discriminatory or implicit taxes on the financial
sector. The fifth is a profit-maximising policy by the commercial banks.

Because of the disadvantages associated with the extreme of outright
iberalisation, Stiglitz (1994) argued against full liberalisation of the financial
sector, on the grounds that it does not allow perfect work due to the
possibility of market failure. Moreover, he called for government interference
to keep the interest rate below the level of market equilibrium. Stiglitz
stressed that under conditions of imperfect information, some forms of
financial repression, including an interest rate ceiling, might contribute to
reductions in the problems of moral hazard and adverse selection. In
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contrast, liberalising the interest rate may lead to financial crisis by
worsening the problems of adverse selection and moral hazard: when the
interest rate rises, the probability of the default of the high-risk borrowers
becomes higher, with the result that banks that are risk neutral tend to lessen
the supply of credit to the borrowers in order to avoid risking their assets.

These opinions have been criticised by Fry (1997), who argued that Stiglitz
over-trusts the government by describing it as disciplined, long-sighted,

knowledgeable, objective and pursuing economic objectives without
deviating into the many side alleys of patronage and rent creation. Fry totally
agreed with the conclusion drawn by Arestis and Demetriades (1997) that
market failure does not necessarily imply government success.
Consequently, the impacts of financial liberalisation depend on the
institutional context of the economy in question and, particularly, the
existence of good governance. Even though Arestis and Demetriades (1997)
to some degree, accepted the claim by Stiglitz about the government
intervention, they concluded that under conditions of market failure and
effective governmental institutions, government intervention may be able to
improve matters. Therefore, in those circumstances liberalisation by reducing
the scope for the government action may prove detrimental. In addition,
Arestis and Demetriades highlighted macro-economic stability and adequate
bank supervision as pre-requisites for successful financial reform.

Thirwall (1999) argued that the change in the interest rate has two effects,
the income effect and the substitution effect. The latter encourages savings
by making current consumption more expensive, while the former hampers
savings, because at higher interest rates the same income can be obtained
with lower savings, and consequently the two effects offset each other. Even
McKinnon (1991) admitted that the impact of the interest rate on savings is
ambiguous because of the interaction between the income and substitution
effects of the real interest rate.

Some other criticisms of financial liberalisation theory are widely discussed in
Thirwall (1999). For example, the Post-Keynesians argued that a high rate of
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iInterest has an adverse effect on costs and, therefore on the level of demand

in the economy, and that may lead to stagflation (the combination of inflation
and unemployment).

Another criticism was made by Post-Keynesian and Keynesian economists,
who blame the Financial Liberalisation school for treating the supply of credit
as exogenously determined, where the banks act as savings holders and
supply loans mainly on the basis of the deposits they hold, so the more
deposits they have the more loans they can make. These economists argued
that savings are not necessary in order to increase investments, and that the
crucial factor is the increase in the volume of bank loans that finance real
investments, and not the increase in deposits.

The Neo-Structuralist school claims that a higher interest rate negatively
influences the supply of credit to the private sector. According to this
argument, increasing the interest rate attracts money from the informal (curb)
market to the banks. However, under government regulation, banks, unlike
the informal market, are subject to compulsory reserve and requirements
lending to governments and that might cause a reduction in the supply of
loans to the private sector.

2.3.2 Experiences of Implementing Financial Liberalisation

Financial sector liberalisation can spur economic growth and development
but these same reforms also involve risks if they are not appropriately
designed and implemented. Thus, according to Guitani (1998), one of the
central policy and operational concerns for countries has been how to
sequence the reforms so as to maximise their benefits and limit the risks.
The literature on sequencing of financial sector liberalisation provides a wide
range of views, as the practice has been different from one country to
another, partly because of variations in the initial conditions and objectives
(Mirakhor and Villanueva, 1993; Gibson and Tsakalotos, 1994).
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Although in most developing countries, financial sector reforms have been a
component of broader structural adjustment programmes, the heavy
administrative requirements, economic theory and experiences gained from
earlier implementations, suggested the need of some form of sequencing.
For example, Funke (1993) noted that certain distortions could remain in the
system for some time and delay the introduction of other policies, thus
strengthening the need for a sequencing approach. In particular, economic
consequences such as rising inflation due to funding of fiscal deficits could
undermine the credibility of reforms and make the liberalisation process
difficult. The dilemma is that too much emphasis on inflation could undermine
growth and yet growth is vital for the success of the reforms (Blackburn,
1999). This is in line with the observation by Calvo and Kumar (1994) that
credit extension in the early stages of general economic reform liberalisation
could be restricted by macro-economic level demand-management policies.
They argued that the liberalisation of trade and prices together with an
inherited monetary over-hang, could lead to serious problems of inflation,
stabilisation and balance of payments, which would require credit-restriction
by the monetary authorities, and hence raise the possibility of slow growth.

According to a survey by Wiliamson and Maher (1998), whilst by 1973, the
financial systems of a number of developed countries could broadly be
categorised as fairly liberal, they nonetheless retained certain dimensions of
financial repression. The United States, for example, was still imposing a
maximum limit on the deposit rate, limited assets that savings and loan
institutions could obtain, and also prohibited inter-state banking. On the other
hand, financial repression was almost universal in most developing
countries, as they all had directed credit and regulated interest rates, as well

as government control of entry of firms into the financial sector.

Such financial repression had changed dramatically by 1996, however, as a
number of countries had made significant progress in liberalising their
financial sector (Williamson and Maher, 1998). For instance, most Latin
American countries had eliminated the direct credit programme and interest
rate controls, although elements of directed credit were still present in Brazil
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and Venezuela. Both Latin America and East Asian countries still had

barriers to entry for foreign and domestic commercial banks but barriers had
been lowered for other financial institutions. However, Chile and Argentina
had allowed competition in the commercial banking sector as far back as the

late 1970s and early 1980s respectively. Countries such as Morocco, Egypt,
South Africa and others in South Asia, had also reduced elements of directed

credit, liberalised interest rates and allowed more competition in the banking
sector

According to Aluthge (2000), reform and liberalisation policies in Sri Lanka
were implemented in a gradual process consisting of two major phases from
1977 to 1988, and 1989 to 1994. The gradual method is said to have begun
with interest rate liberalisation, followed by the introduction of market-based
instruments of monetary policy and initial measures to strengthen banking
supervision. This type of phasing, according to Dassanayke and Heart
(1997), was largely aimed at avoiding possible macro-economic shocks to
the system. Reforms in the initial phases were centred on the banking
system, with the exchange rate system and monetary policy, being later
extended to provide more autonomy to the Central Bank and to strengthen
its capacity in banking supervision and the establishment of prudential
regulation.

Another important reform is the privatisation of the state enterprises, since
their poor performance and continued borrowing from the financial sector
does not improve the lending portfolios of the financial intermediaries.
However, a different view on sequencing with regard to privatisation of state
enterprises came from Demirguc-Kunt and Levine (1994), and the World
Bank (1995), who argued that the development of a good financial system

before privatisation was necessary to ensure an immediate response to the
financial needs of the newly-privatised enterprises.

Awasu (1996) studied the experience of some countries that applied financial
liberalisation such as China, Taiwan and South Korea. He found the
existence of efficient markets and financial institutions were the essential
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condition for the success of financial liberalisation, since without them the
process may lead to retardation of financial development by creating high
volatile inflation in an unstable macro-economic and shallow financial market.

The World Bank and the IMF broadly adopted the McKinnon and Shaw
hypothesis in their prescriptions for developing countries. These
prescriptions took the form of structural adjustment and stabilisation
programmes, and aimed to support developing countries to overcome their

severe problems such as high inflation, balance of payments deficits, debt
crises, and unemployment. However, the outcomes of implementing financial

liberalisation as prescribed by the World Bank and the IMF were at most
disappointing. In some of the cases, financial liberalisation did not help In

achieving the aim of mobilising savings and increasing investments and
growth. Moreover, in many instances it led to adverse effects; financial
liberalisation resulted in economic crises in many of the emerging markets,
such as in the Russian Federation (1990), Mexico (1994-1995), and the
financial crises that hit the Southern East Asian economies in 1997.

Akyuz (2000) argued that many victims of the crises applied policies of
economic liberalisation, specifically financial liberalisation, which was initially
associated with a rush in capital inflows, only to be followed by an equally
sharp reversal. The huge capital outflows damaged not only the financial
sector but also all macro-economic conditions in the affected countries,
leading to currency appreciation, current account deterioration, rapid
domestic credit expansion, and speculative bursts in the asset market. A
large debate arose following the above crises, especially those in South-East
Asia. The core of the debate focused on the causes and consequences of
these crises, which are not the concern of this study, but it is still appropriate
to mention that in addition to the errors made by the various governments,
the World Bank and the IMF must bear a share of the blame for these crises,
especially as they often used financial liberalisation as a pre-condition for
financial and technical assistance to the developing countries. This pre-
condition was always imposed without taking account of the differences in
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the conditions and the characteristics of the countries that applied financial
liberalisation.

Rodirk (1999) argued that openness may not be suitable for all countries,
and that the anticipated benefits of financial liberalisation depend on the
strength of the domestic institutions and other factors. In a similar, Edwards

(2001) and Quinn and Toyoda (2003) suggested that the benefits of capital
account liberalisation are restricted to more developed countries, finding that
countries that are more mature in terms of financial development, experience
a larger than average boost from equity market liberalisation. In addition,
countries with better legal systems, good institutions, favourable conditions
for foreign investment, and investor protection, generate larger growth
effects.

Patti and Hardy (2005) argue that the de-regulated interest rate, allocation of
credit, liberalised entry into the financial sector, privatisation of state-owned
banks, and supervision of the banking system, all improve the efficiency of
the banks in developing countries, and Pakistan especially.

Bekaert et al (2005) found that financial liberalisation (equity market
iberalisation) increased GDP. They argue that it is reasonable to expect
market liberalisation to be linked with both macro-economic reforms and
financial development and also indicate the important impact of financial
iberalisation after controlling for macro-reforms, financial development,

banking crises, legal reforms, and the ability of a country to enforce its laws.

Chinn and lto (2005) noticed that financial openness does contribute to
equity market development, but only when a threshold level of general
development of the legal system and institutions has been reached. They
conclude that the general level of legal development matters more than the
level of finance-specific legal/institutional development, also found that the
openness of goods markets is a pre-condition for financial opening, and that
the development of the banking sector is a pre-condition for the development
of equity markets.
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Ghosh (2006) argued that financial liberalisation led to a significant easing of
financing constraints and improves financially-constrained firms' access to
external finance. He proposed gradual financial liberalisation and the
elimination of political and economic obstacles.

Using panel data relating to 87 less developed countries over the period
1980-2000, and with a focus on Asian countries, Ito (2006) controlled for the

level of legal or institutional development and investigated whether financial
iberalisation leads to financial development, and whether trade opening Is a
pre-condition of financial opening. For Asian countries, he found that
corruption and law appear to matter in financial development, suggesting that
the general level of legal development matters more than the level of
finance-specific legal development. According to the McKinnon hypothesis,
the opening of a goods market is a pre-condition for financial opening in the
less developed countries as well as in the Asian countries.

Very recently, Ang and McKibbin (2007) used time series data from 1960 to
2001, to examine whether financial development leads to economic growth in
Malaysia. They performed cointegration and causality tests in order to
assess the finance-growth link, finding that financial liberalisation, through
the removal of expressionist policies, has a positive impact in stimulating

financial development.

In summary, the different outcomes of financial liberalisation bring the strong
belief that a group of appropriate macro-economic, financial, and institutional
pre-requisites are crucial for the success of such reform. This includes
sequencing the liberalisation policies (external and internal), a suitable
exchange rate policy, the regulation of capital outflows and inflows, efficient
regulation and supervision systems, and macro-economic stabilisation. All of

these pre-requisites contribute to the success of financial liberalisation.
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2.4 Financial Development and Economic Growth

There is substantial theoretical and empirical literature that establishes a link
between financial development and economic growth. The link exists
because the nature of the financial system is unlimited and wide especially

nowadays, where every day there are new changes in financial institutions,
services and instruments and the effect of these changes spread over the

borders of one small local economy to reach the international and global
economy.

In practice, until now, many developing countries have not developed their
financial systems and these have not been their priority, not placed at the top
of their development and growth agendas. In developed countries, however,
reforming and updating the financial system is a priority, recognised to be of
great importance to their economies. For these countries, the financial
system is the heart of the system because it harmonises the economic
activities and ensures the efficient allocation of resources.

However, in theory, the issue of the relationship between financial
development and economic growth and development is still debatable. This
section briefly reviews the literature about the importance of the financial
sector for economic development and economic growth. In recent years, this
issue has gained increasing attention, both in academic and applied circles.
However, it is important to mention that the reference to the importance of
finance in economic activities goes back to the early study by Bagehot
(1873) who referred to the vital role of financial intermediation for the rapid
industrialisation of England in the early nineteenth century (Becsi and Wang,
1997). Schumpeter (1911) emphasised the importance of financial
intermediaries to economic development through their role in channelling
society's savings to firms. He argued that financial services provided by the
intermediaries were crucial for economic growth (Luintel and Khan, 1999).

Studies by several researchers (Gurley and Shaw, 1955, 1960, Cameron,
1967; Goldsmith, 1955; and Patrick, 1966) argued that the financial system
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plays an important role in economic development and growth and, therefore,
governments should use a financial sector model that promotes policies and
strategies to improve the growth and development process. Patrick (1966)
distinguished between two types of financial development. The first type is
supply-leading financial development that requires the establishment of
financial institutions to effectively enhance growth. This type dominates the

early stages of economic development and investments. The second type is
the demand-following financial development type, in which the increase in
financial institutions and the diversification of the financial services and
assets Is a response to the increasing demand by savers and investors in the

economy: This type of financial development dominates the later stages of
economic development.

In 1973, McKinnon and Shaw argued that repressing the financial sector by
imposing restrictions on the deposit or interest rate, negatively affects
economic growth by reducing savings and investments. They called on
financial liberalisation as the best way to overcome the distortion in the
capital market that arises from financial repression.

Kapure (1976), Gablies (1977), Fry (1978) and Mathieson (1980)
emphasised the role of financial liberalisation on economic growth. They
indicated that liberalising the financial sector would mobilise financial saving
and allocate capital to the productive sectors, and in turn increase
investments and economic growth. In 1989, McKinnon re-emphasised the
positive role of financial liberalisation, indicating this together with trade
liberalisation as vital factors in successful economic development.

Gertle and Rose (1994) undertook a study using 69 developing countries
over the period 1960 to 1988, using two measures of credit as measures of
financial deepening. These measures were private domestic credit, and
quasi money, which are regarded as indicators of the depth of financial
intermediation. Both are expressed as a percentage of GDP. Gertle and
Rose (1994) regressed the log values of these variables onto the log of real
per capita income, finding that a 1% increase in per capita income Is
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associated with an increase in the ratio of private credit to GDP of 0.42%.

The comparable increase in the ratio of quasi money to GDP is around
0.56%.

In 1996, Berthelemy and Varoudakis criticised the distinction between the
supply-leading and the demand-following financial development types as
suggested by Patrick (1996). They emphasised the complementarity of the
demand-following and supply-leading styles of financial development in

Increasing the economic growth process, regardless of the stage of the
development.

Becsi and Wang (1997) found that the under-development of the financial
sector negatively impacts upon society and growth, whereas financial
intermediaries (banks) positively affect economic growth through the efficient
allocation of capital to the most productive users. In addition, they revealed
that restricting the deposit interest rate and increasing reserve requirements,
reduce the growth rates. Similarly, Levine (1997) supports the argument of
the positive association between the financial sector development and
economic performance; he argues that the development of financial
institutions and markets is a vital part of the growth process and not “an

inconsequential side show responding passively to economic growth and
industrialisation” (P.689).

A wide range of empirical evidence supports the view that financial
development can directly influence economic development and growth and
reduce income inequality (Jalilian and Kirkpatrick, 2001; Westley, 2001). This
is_ synonymous with the observation by the World Bank (2001) that there is a
likelihood of a causal relationship between an effectively-functioning financial
system, macro-economic stability, poverty reduction, and economic growth.
Comparative research on the link between the financial system and
economic growth shows that firms located in economies with well-developed
financial intermediary sectors and stock markets, have grown faster than
those in economies with similar systems but which are less developed
(Demirguc-Kunt and Maksimovic, 1996; Levine and Zervos, 1996; Rajan and
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Zingales, 1996). In addition, financial depth, as a measure of financial

development, has been found to be strongly associated with per capita
iIncome.

The debate on the legal system has helped to deepen the understanding of
the role of the legal structure, and institutional development in general, on
both financial and economic growth. According to Cross (2003), there is an
important role for the legal and other institutions in financial and economic
growth. The fundamental theory of institutional economics is closely linked to
the assumption that individuals will invest for growth if they are sure that they
can gain returns from their investment. The ability to capture economic
returns i1s not automatic but requires a well-functioning institutional
arrangement.

Claessens and Laeven (2003) found evidence suggesting that the effect of
insecure property rights on the asset mix of firms and the asset allocation
effect is economically as important as the lack of financing effect, because it
impedes the growth of firms to the same quantitative magnitude. The results
imply that the extent to which firms allocate resources in an optimal way,
depends on the strength of a country’s property rights and that their asset
allocation is an important channel through which property rights affect firm
growth.

Beck et al (2004) assessed two inter-connected questions: (1) Why does
legal origin matter for the operation of the financial system, and (2) Which
specific system traits, such as judicial independence and the adaptability of
the legal system, are crucial for explaining differences in the obstacles that
firms face in contracting for external finances? They provide evidence of the

connection between legal origin and specific legal system traits, and
document the link between these and the obstacles that firms face In

contracting for capital. They emphasise that legal system adaptability Is
important for corporate finance.
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In line with the above argument, the World Bank (2002) noted that the
development of the financial sector critically relies on the protection of private
property. Such an argument provides evidence that the differential protection
of stakeholders has influence on the relative development of debt and equity
markets, which relates to how firms are externally funded, and hence the
overall level of financial and economic development (World Bank, 2001). In

particular, better protection of outside financiers property rights is said to
favour financial sector development and investment.

Institutions provide opportunities for people, empower them to make better
use of their assets and accumulate more by supporting market activity. The
focus, according to the World Bank (2002), should be on creating institutions
that support the market, and on creating an environment that enables people
to demand the use of the financial institutions.

The World Bank (2001) cited empirical research, which strongly suggested
that improvements in financial arrangements precede and contribute to
economic performance. For example, King and Levine (1993a) showed that
the level of financial development in 1960 was an important determinant of
economic growth.

Other recent studies have tried to establish whether financial development
leads to improved economic growth and performance. For example, Beck et
al (2000) evaluated the long-term impact of the exogenous component of
financial intermediary development on the sources of economic growth by
using a cross-country sample with data averaged over the period 1960-1995.
They found that financial intermediaries have a large, positive impact on total
factor productivity growth, and that the long-term links between financial
development and both physical investment growth and private saving rates,
are tenuous.

Nidkumana (2001) investigated the links between financial development and
economic development, finding that empirical research on the relationship
between financial development and economic growth in Africa, remains
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limited. However, the existing evidence suggests that financial development
Is positively related to the growth rate of real income, and further indicates
that financial systems are still relatively under-developed in the majority of
African countries. Research in this area is constrained by the lack of detailed
information that can allow researchers to assess the extent to which financial

systems fulfil their roles in connection with identifying productive investment
projects and mobilising savings.

Neimke (2003) used a theoretical and empirical approach to explain the
dynamic link between financial development and economic growth in the
transition countries. He found that both the theoretical explanations and the
empirical results, point to financial institutions having significant effects for
investment and the development of factor productivity as the foundation for
long-term positive growth. This is particularly true for Central and Eastern
Europe as well as for the former Soviet Union economies that have inherited

widely obsolete capital stock, and are suffering from sharp declines in their
growth rates.

Using data from 1993-2000 on 49 nations, Berger et al (2003) contributed to
both finance-growth literature and the community banking literature by
testing the effects of the relative health of community banks on economic
growth, and investigating potential transmission mechanisms for these
effects. Data from both developing and industrial nations suggest that greater
market shares and efficiency rankings of small, private, domestically-owned
banks are associated with better economic performance. Data from
developing countries are also consistent with favourable economic effects of
foreign-owned banks, but unfavourable effects from state-owned banks.

Fase and Abma (2003) examined the empirical relationship between
financial development and economic growth in nine emerging economies In

South-East Asia finding that financial development matters for economic
growth. The results indicate that improvement of the financial system in
developing countries may benefit economic development, and also that the
financial infrastructure is of great importance for economic welfare.
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Hung (2003) developed a model to determine the impact of inflation on the
relationship between financial development and economic growth. The
results demonstrated that if a government’s spending share is relatively
large, inflation will rise and financial development will decrease and reduce
economic growth for countries with relatively high initial inflation rates.
However, in countries with relatively low initial inflation rates, financial
development will reduce inflation and promote growth.

Analysing the relationship between financial development and growth in the
short and long term, Fisman and Love (2004) found that over the long run,
financial development supports and promotes economic growth through a
deepening of markets and services that channel savings to productive
investment; these positive aspects of the financial development lead to

higher economic growth in the long term.

Alfaro et al (2004) examined the various links between foreign direct
investment (FDI), financial development and economic growth. They
explored whether countries with better financial systems can exploit FDI
more efficiently, producing an empirical analysis that shows that FD! alone
plays an ambiguous role in contributing to economic growth. They argued
that countries with well-developed financial system gain significantly from
FDI, but that the level of the development of local financial markets is crucial

for the positive effects to be realised.

For the case of China, Liang and Teng (2005) investigated the relationship
between financial development and economic growth over the period 1952-
2001. After considering the time series dataset, they found that financial

development, physical capital stock, international trade and real interest rate
are all economically and significantly related to economic growth. They also

suggested that in the developing countries that it is critical to establish well-
developed financial systems, particularly with sound financial intermediation
and liberalised interest rates, all of which are important for the efficient
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allocation of credit, which in turn, can help to maintain sustainable high
economic growth.

Beck et al (2005) found that financial development boosts the growth of
industries that are naturally composed of small firms, more than large-firm
industries. Their work contributes to the literature on the mechanism through
which the financial development boosts aggregate economic growth. Besides
confirming that financial development facilitates economic growth by

boosting the growth of firms that rely on external finance, they show that
financial development fosters economic growth by relieving constraints on
small firm growth.

Liu and Hsu (2006) examined the relationship between financial
development and economic growth in Taiwan, Korea and Japan. They found
that high investment had accelerated economic growth in Japan, while a high
investment to GDP ratio did not necessarily lead to better growth if
investment was not allocated efficiently or if there was over-investment as in
Taiwan and Korea. The finance-aggregate had positive effects on the
economy of Taiwan, but a negative effect on Korea and Japan. Liu and Hsu
attributed this outcome to the relatively sound financial system and prudential
financial regulation and supervision in Taiwan, compared with the

arrangements in Korea and Japan.

Chen Hao (2006) examined how the development of financial intermediation
has influenced the economic growth in China during the post-1978 reform
period. He found that financial development contributed to the country’s rapid
economic growth through two channels: firstly, through the substitution of
loans for state budget appropriation, and secondly, through the mobilisation
of household savings.

In their investigation of the role of financial development in both oil exporting
- countries and non-oil countries, Nili and Rastad (2007) reportd a lower level
of financial development for the oil economies when compared with the rest
of the world. The study also shows that the weakness of financial institutions
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contributes to the poor performance of economic growth in oil economies
and that this weakness might be associated with the dominant role of
government in total investment and the under-developed private sector.

On other hand, Levine et al (2000) also provided evidence to show that
certain aspects of economic growth can cause growth in financial
development. They found that some aspects of the financial sector were
dependent on the factors that precede recent growth. In particular,
development of the financial sector was related to the historical direction of
the legal system, and also showed a high correlation with long-term
economic growth. This finding seems to support the observation by the
World Bank (2001) that access to long-term debt-financing in developing
countries is partly limited by poor collateral laws and weak judicial efficiency,
which make it hard either to write strong contracts or enforce them in courts
of law. Therefore, a legal system, that encourages many informal activities in
the economy, has the potential to slow down the development of the financial

sector.

Calderon and Liu (2003) examined the direction of causality between
financial development and economic growth on data from 109 developing
countries and industrial countries from 1960 to 1994. They found that
financial development generally leads to economic growth and that there is a
positive interaction between financial and economic growth. They also
reported that financial deepening contributes more to the causal relationship
in the developing countries. Financial deepening propels economic growth
through both a more rapid capital accumulation, and productivity growth.

Christopoulos and Tsionas (2004) investigated the long-term relationship
between financial depth and economic growth, trying to use the data in the
most efficient manner through panel unit root tests and panel cointegration
analysis. They provide clear support for the hypothesis that there is a single
equilibrium relationship between financial depth, economic growth and
financial depth, and that the only cointegrating relationship implies uni-
directional causality from financial depth to growth.

38



7).\\, |

Contrary to the above, there are some arguments about the positive role of
the financial sector on growth. Some economists argue that the financial
sector does not play a remarkable role in economic development and
economic growth. For example, the Miller-Modigliani theorem (1961) argued
that “real economic decisions are independent of the methods of financing,

thus, leaving only a passive role for the financial sector’ (cited in Becsi and
Wang, 1997, P.47). Furthermore, Chandavarkar (1992) concluded “none of
the pioneers of development economics even list finance as a factor in
development. Thus finance is viewed as handmaiden to enterprise by
responding to the demand for the particular types of financial services
generated by economic development” (P.134).

In addition, some economists argue that the impact of financial development
on economic growth is theoretically ambiguous. For example, Ram (1999)
argued that the positive impact of financial development on economic growth
is not quite clear. He also indicated the lack of a significant posifive
association between financial development and economic growth.

Al-Yousif (2002) examined the nature and the direction of the relationship
between financial development and economic growth using both time-series
and panel data from 30 developing countries for the period 1970-2000, and
reported a negative correlation between financial development and economic
growth. These results can be attributed to the weakness of these countries’
financial environments, which have encouraged the inefficient allocation of
savings and led in turn to the negative growth of the GDP.

Recently, more attention has been given to the role of the stock market on

economic growth and development. The expansion of a stock market is
considered to be important component in the development of the financial

sector and positively affects economic growth and development. Arestis and
Demetriades (1997), Levine (1997), Demirguc-Kunt and Levine (1996), and
Levine and Zervos (1998), all demonstrated the positive impact of the stock
market on economic growth. However, these studies do not indicate the
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direction of the causality between stock market development and economic
development and growth.

"} Durham (2002) examined the effect of stock market development on growth

and private investment in lower-income countries by a using sample of 64
countries from 1981-1998.The results indicate that stock market

development has long and short-term effects on macro-economic growth and
private investment.

. Beck and Levine (2004) investigated the impact of stock markets and banks
on economic growth using a panel of 40 countries for the period 1976-1988,

and reported that they have a positive impact. Also the data are consistent
and emphasise an important positive role for financial development in the
process of economic growth.

r\\* Nieuwerburgh et al (2006) assessed the Importance of stock market
development and economic growth in Belgium. They found strong evidence
that stock market development caused economic growth in Belgium, and
was a better forecaster of economic growth than bank-based development.

Harris (1997) re-examined the empirical relationship between stock market
and economic growth from a different perspective by dividing his sample into
developed and less developed countries. For the less developed countries,

the stock market effect was found to be very weak, although it does have
some effect.

& Hondroyiannis et al (2005) assessed empirically the relationship between the
development of the banking system and the stock market and economic
performance for the case of Greece over the period 1986-1999. The
empirical results gained from using VAR models, suggest a bi-directional
relationship between finance and growth in the long run. Also, both bank and
stock market financing can promote growth and furthermore the contribution

of stock market finance to economic growth appears to be substantially
smaller compared to bank finance.
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Using a sample of 11 MENA countries, Naceur and Ghazouani (2006)
studied the relationship between stock markets, banks and economic growth.
Their empirical results support the idea of no significant relationship between
banking and stock market development, and growth. The results show that
the overall financial development, including the stock market and banks is
unimportant or even harmful for economic growth in the MENA region. This
lack of relationship must be linked either to an under-developed financial
system in the MENA region that hampers economic growth, or to unstable

growth rates in the region that affect the quality of the association between
finance and growth.

So far, a review of the different issues regarding the importance of the
financial development on economic growth and economic development has
been provided, and from this it can generally be said that most economic
development and economic growth literature does not ignore the impact of
the financial sector development in promoting growth and development.

2.5 Growth Macro Models and Financial Development

The early work on financial liberalisation and growth lacked analytical
foundations. As Pagano (1993) noted, in traditional growth theory, financial
intermediation can be related to the level of the capital stock per worker or to
the level of productivity, but not to the respective growth rates: the latter is
ascribed to technological progress. The lack of theoretical foundation,
combined with the poor experience of many developing countries which
liberalised their economies, and the ambiguities associated with the
outcomes outlined above, meant that there was room for a new development
in the literature. This development has been provided by a second
generation of models, based on the insights and techniques of endogenous
growth models.

This body of work concentrates mainly on the effects on savings and growth

of financial sector development, which results from the market-driven
development of institutions and markets that provide intermediation and help
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solve information and allocation problems between depositors and investors.
Financial liberalisation is a pre-requisite for financial sector development, as
continued government intervention and control over the financial sector
provides no incentive for such development to occur. With financial
liberalisation, the conditions are created for increased competition, resulting
in both the creation of new institutions, and the inflow of existing institutions

from abroad. The increase in volume and variety of institutions provides
improvements in financial intermediation. Hence, the functions of the
financial sector are seen as being important for growth,

Levine (1997) refers to the growth effects of financial sector development as
the functional approach. He stresses that it is the functions performed by the

financial sector that encourage saving.

Pagano (1993) used the simple endogenous growth model "the AK model",
in which aggregate output is a linear function for the aggregate capital stock

as in equation (2.1):

Yi=AK (2.1)
where Y; is aggregate output, K; is aggregate capital stock, and A is
technology.

In this model, Pagano assumes that the population is stationary, and the
economy produces a single good that can be invested or consumed. If
invested, this good depreciates at the rate of d per period. Gross investment
equals:

=Ky — (1-8) K¢ (2.2)

The capital market equilibrium requires that gross saving (Sy) equals gross
investment (I;). However, Pagano assumes that because of the role of the
financial intermediation there is a fraction of saving (1- ¢) that is lost as in
(2.3):

PS; = |t (2.3)
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After the mathematical treatment, Pagano found the steady state growth rate
equation as follows:

g=A(l/Y)-0, (2.4)
where (g) is the growth rate, (A) is the social marginal productivity of capital,

(I) is investment, (Y) represents the income, and (0) is the rate of capital
deprecation.

By substituting equation (2.3) in (2.4), the growth rate equation takes the
following form.

g=Ads-0, (2.5)

where s is the gross saving rate (S/Y). Based on the steady-state growth
equation in (2.5), Pagano argues that financial indicators affect growth
through three channels. The first channel affects the proportion of savings
transformed to investments (®), which reflects the efficiency of the financial
sector in transforming the deposited savings into the more productive
investments. The proportion (1-®) reflects the resources absorbed by the
financial sector during the transfer of savings to investments as a reward for
the services supplied, and in addition it may reflect the inefficiency of the
financial market. The second channel affects the social marginal productivity
of capital (A); financial markets can allocate and channel savings more
efficiently toward the productive investments through their informational role
of diversifying the liquidity risk. Finally, financial development affects growth
by altering the savings rate (s); the well-developed financial sector can
mobilise more domestic savings by attracting the unproductive types of
savings on one hand, and by increasing the willingness to save among
individuals on the other hand.

Murinde (1996) extended Pagano’s model in his attempt to assess the role of

financial development on growth. His steady state growth rate equation was
similar to Pagano’s as in equation (2.6):

Jt+1 = A (lt/Yt) -0 (26)
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By substituting equation (2.3) in equation (2.6), Murinde obtained the steady
state growth equation as follows:

gi1=A(sP)-0 (2.7)

Rewriting equation (2.7) in the logarithmic form leads to equation (2.8):

g=Lnd+A+Lng (2.8)

Murinde used equation (2.8) to argue that financial markets can affect the
growth rate (g) by affecting the proportion of savings transformed to
iInvestments (®), the social marginal productivity of capital (A), and the
savings rate (s).

The main financial factors that Murinde referred to in his model are the bond
market, the stock market, and the credit market, and the main participants in
these markets are households, non-financial firms, banks, the overseas
sector, and the government. He assumes that financial markets perform in
this model by supplying and demanding funds, bonds, and stocks. The firms
and government sectors demand funds and supply stocks or bonds, while
the households and overseas sectors supply loanable funds and demand
bonds and/or stocks.

To capture the impact of the above elements of the financial markets on
growth, Murinde assumes that the proportion of savings that are channelled
to investment (®) depends on two indicators of the financial markets, namely
the returns in the stock markets and the returns in the bond markets.
Therefore, the higher the returns in these two markets the higher the
proportion of savings transformed to investments (®). The following equation
gives the effects of the returns of the stocks and bond markets (®)

Ln® =Bo+ B1BR+PB2SR+p  (2.9)
Where (BR) is the return in bond market, (SR) is the return in stock market,
and (y) is the white noise error.
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Murinde assumes that the behaviour of the social marginal productivity (A) is
determined by the capital-output ratio (K/Y) as in equation (2.10):

Ln A= Ao+ A Ln (K/Y) + ¢ (2.10)
The savings rate Is altered by the rate of return on deposits and time-savings
by banks as in equation (2.11):

Lhns=T1p+ 11 MR + u, (2.11)
Where (MR) is the return in the money market and (u) is the white noise error
term.

By substituting equations (2.9, 2.10, and 2.11) into equation (2.8) and
rearranging it, Murinde(1996) gets the steady state growth rate equation as
follows:

g=ap+ay (KY)+aMR + a3 BR+as SR +v, (2.12)
where (v) is the white noise error term. Equation (2.12) expresses the impact
of financial indicators on economic growth through their effects on savings

and investments.

In addition, Murinde conducted an empirical test for the predictions of his
theoretical framework. He regressed the growth rate of real per capita
income (y) on the investment-output ratio (I/Y) as a proxy of capital-output
ratio, the 3-month money market interest rate (MR) as a proxy of money
market return, and the returns of the stock and bond market (BR, SR) to
capture the effect of these two markets. Therefore, the empirical model takes

the following form:
Gi=ap+aiLn(I/¥Y)+ aMR;+a; BR{+ a4 SR t +e; (2.13)

Murinde used annual time series data for seven Pacific Basin countries over
the period 1960 to 1993 in order to estimate the above regression. He used

the Ordinary Least Square (OLS) method to estimate the model for each
country in a country-specific spirit to capture the effects of the financial
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variables on the growth rate. Like Murinde (1996), Agenor and Montiel
(1996) used Pagano’s mode! to study the role of the financial sector in
growth through the effect on the saving rate (s), the proportion of savings

that transformed into productive investment (p), and the marginal social
productivity of capital (A).

The steady state growth rate equation looks as follows:
g=spA-0 (2.14)

As in Pagano’s model (1993), (1-y) represents the absorption of resources
as the returns of the services of financial intermediaries. However, Agenore
and Montiel believe that (1- y) in developing countries, results from explicit
and implicit taxation such as high rates of reserve requirements, and from
excessive regulations lead to higher costs and, therefore, inefficient
intermediation activities. Consequently, they argue. that reforming the
financial sector reduces the costs and enhances the activities of financial
intermediaries, and then the proportion of savings transformed into

investment (p) rises and leads to a higher rate of growth (g).

2.6 The Functional Mechanism of the Financial System

The financial system is the heart of the performance of any economy, being
the intermediary that allocates funds from the sources of surpluses to the
users of the surpluses, thus facilitating effective capital accumulation, which
is one of the major engines of economic growth (Bain, 1992). Dornbusch
and Reynoso (1989) believed that financial factors might affect economic
development through their impact on the availability and the mobilisation of
savings, and the allocation of these savings to the highest return investment
projects. Following the argument that the financial sector may affect
economic growth through three channels; mobilisation of savings,
transferring saving into investments, and increasing the productivity of
investments (Pagano, 1993 Beck et al., 2000), this section considers how the
financial sector facilitates growth.

46



2.6.1 Mobilisation of Savings

Levine (1997) defined savings mobilisation as the process that involves the
agglomeration of capital from disparate savers for investment and the
creation of small denomination instruments that provide opportunities for
households to hold diversified portfolios, and to invest in efficient scale firms
and to increase asset liquidity. In addition, he noted that savings mobilisation
involves overcoming the transaction costs associated with collecting savings
from different individuals and overcoming the informational asymmetries
associated with making savers feel comfortable in relinquishing control of
their savings.

The efficiency of the financial sector in mobilising savings is largely
determined by its ability to pool the resources from the surplus units and
transfer these resources to the deficit units, which involves overcoming the
transactions and information cost. However, the impact of the financial sector
on saving is ambiguous. On one hand, the development of the financial
system may lead to a positive impact on savings mobilisation by making the
agglomeration of existence resources in the economy easier (Berthelemy

and Varoudakis, 1996).

The existence of well-structured banks encourage the holders of
unproductive assets who are risk averse, to deposit their holdings in banks,
so banks can efficiently allocate these deposits to more productive
investment, and that would increase economic growth (Bencivenga and
Smith, 1991b).

On the other hand, financial development may reduce savings and growth by
increasing risk-sharing opportunities. For example, introducing insurance
markets increases the endowment risk-sharing among individuals and that
reduces the need for precautionary savings, resulting in higher consumption,
and lower growth rates (Pagano, 1993).

47



2.6.2 Allocating Savings to Investments

The process of mobilising savings is crucial, but in itself this is not enough to
guarantee the efficient use of domestic resources and to promote economic
growth and development. Transferring the mobilised savings into productive
investments is more important than the mobilisation process itself because it
enables the investors (the deficit units) to accumulate capital and then use

this capital in productive projects, which would lead to a higher growth rate.
Therefore, channelling the mobilised savings into investments is a vital

function of the financial sector. The less efficient the financial sector, the
fewer resources are made available for investment out of a given amount of
savings (Demetriades, 1998).

There are different causes of inefficiencies in the financial sector, some of
which may be technical, such as the shortage of deposit collection and loan
technologies, which may be the results of outdated technologies,
bureaucratic controls, and unskilled bank staff. Technical inefficiency in the
financial sector produces high transaction costs that are passed on to both
lenders and borrowers in the form of low deposit rates and higher lending
rates, commissions, etc. Government policy might be another cause of the
inefficiency in the financial sector, since the imposition of high reserve
requirements by the government restricts the activity of the financial
intermediaries. In addition, the lack of competition in the financial system
enhances the technical inefficiencies of financial intermediation and
negatively affects the accumulation of capital.

2.6.3 Improving the Productivity of Investment

An efficient financial sector contributes to the increase in capital productivity
and the efficiency of investment through the two mechanisms of risk
reduction, and monitoring services.
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2.6.3.1 Reduction of Aggregate Risk

There are several types of risks associated with financial intermediation,
such as, liquidity risk, default risk, investment risk, and the payment risk etc.
Uncertainty is a problem for economic agents in their economic daily
economic life. It usually arises from the irregularity in business cycles and the
possibility of economic shocks and sudden changes in the circumstances
and conditions. Therefore, the main concern of savers is the speed that they
can liquidate their assets to face the unexpected shocks (the liquidity risk).

A well-structured financial sector can reduce the liquidity risk by having good
iabilities and assets management on the one hand, and by diversifying its
financial portfolio on the other. Assets management means holding cash and
liquidity assets at a level above that required to meet the expected volatility
of cash flows. Liability management occurs by determining the desired
quantities of assets and then adjusting interest rates to attract the desired
levels of deposits to fund the transactions (Buckle and Thomposin, 1998).

The more financial intermediaries facilitate and ensure the liquidity of saving
at any time in the face of uncertain income shocks, the greater the
individual's willingness to save; ‘the more liquid markets are the more
savers will be induced to hold a bundle of assets diversified along the risk
and maturity spectrum” (Caprio and Claessens, 1997, P.3). According to
Pagano (1993), well-structured banks and stock markets enable individuals
to face the liquidity risk and invest most of their funds in more productive and
illiquid projects, and that would result in higher productivity of investments
and higher growth rates. By eliminating self-financed capital investment,
banks enable entrepreneurs to face the liquidity shocks without liquidising
their productive assets to compensate (Bencivenga and Smith, 1991b).

According to Caprio and Honohan (2002), the mobilisation of savings is itself
a way in which individuals protects themselves from economic downturns.
Thus, banks provide insurance to risk-averse depositors against liquidity-risk
or a need for cash in the future. However, there may be certain cases when
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events in the financial sector can cause risks and instabilities in the economy
in general and to firms in particular. For example, at an aggregate level, Beck
et al (2001) found that, although real sector shocks are dampened as a
financial system develops, monetary shocks could be amplified. The
development of the financial sector requires firms to depend more on

external resources and hence become more exposed to monetary and
financial shocks.

To minimise the size of investment risks (the possibility of a decrease in the
value of assets), financial intermediaries need to hold low-risk securities In
their own investment portfolio, and to use their networks and information to
predict the unexpected changes in the price and the other macro-economic
variables such as the inflation rate, interest rate, and exchange rate. The
diversification of financial portfolios by stock markets, mutual funds, and
other financial institutions, is an important instrument in coping with
investment risks (Gersovitz, 1988).

2.6.3.2 Monitoring and Screening Service

The effectiveness of the financial sector in screening and monitoring has an
important implication for the productivity of investments. The ability of
intermediaries to collect accurate and reliable information about investment
projects and evaluate these projects contributes substantially to the efficient
allocation of resources to more efficient investors. hence, it increases the
productivity of capital, and the growth rate (Beck et al, 2000). According to
King and Levine (1993b), financial intermediaries are more efficient and less
costly in collecting information on prospective entrepreneurs and In
evaluating this information, and therefore, they enhance the allocation of
capital and investments and consequently improve productivity and growth.
In addition, King and Levine concluded that financial intermediaries are
better than individuals in mobilising resources and transferring these
resources to entrepreneurs. They determined four functions of financial
intermediaries in their growth model: (i) evaluating the prospective

entrepreneurs in a less costly and efficient manner, (i) mobilising sufficient
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resources for projects, (iii) diversifying the risk of investments and, finally (v)
valuing the expected profits from innovative activities.

2.7 Conclusion

In this chapter, a review has been presented of the meaning of financial
development, and the key issue of financial repression has been discussed.
During this it has been shown that government intervention in financial
markets results in a low rate of savings and investment and in turn, low
growth rates. The call for financial liberalisation that was first made by
McKinnon and Shaw (1973) has been widely discussed. Empirical studies
have illustrated that there is no clear-cut answer to the question of how
financial liberalisation impacts upon savings and economic growth. They
suggested that lifting the interest rate ceiling is a vital condition in order to
effectively mobilise domestic savings and to increase the volume of
investment, and thus promote growth. Furthermore, a group of appropriate
macro-economic, financial, and institutional pre-requisites are crucial for the
success of the financial liberalisation.

The basic tenets of the relationship between the financial development, and
economic growth have been defined in this chapter, which provides a
discussion of the importance of the financial sector for growth and
development. The growth macro models used to show theoretical
mechanisms of financial development have been outlined. Endogenous
growth theory suggests that the financial sector affects growth through
mobilising savings, transferring savings into investments, and increasing
productivity of investments. The theoretical background of the functions of
the financial sector has also been considered, and these functions were
classified into three main categories according to their impact on economic
growth - mobilising savings, transferring savings into investments, and
increasing the productivity of capital investment. The following chapter
considers behaviour and determinants of savings.
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CHAPTER THREE
SAVINGS: BEHAVIOUR AND DETERMINANTS

3.1 Introduction

The importance of savings arises from savings being a major factor in
financing capital formation and thus, promoting economic growth. The strong
correlation between productive investment and growth means that one of the
key ways that developing countries can achieve the objective of higher
growth Is by introducing policies to enhance productive investment. As
reported by the World Bank (1999), successful countries finance a large
portion of investment from domestic savings. This conclusion is supported by
a number of studies that emphasise the significant role of mobilising
domestic savings and replacing foreign savings in financing the economic
development in developing countries. In line with the purpose of this
research, it is necessary to shed light on the models or theory of saving. The
main aim of this chapter is to examine the main factors that influence saving
rates.

The savings rate like any other macro variable is a function of several
complex socio-demographic variab<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>