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Abstract

The share of ﬁnanciaj: sector in the GDP has increased significantly during past two

o

decades; however, there is controversy on how the growth of financial sector (FS) affects

sectors is positively associated, however, there are some contrasting opinions as well,
which indicate that the growth of the two sectors are either independent or negatively
correlated. Co-movement of RS and FS is important for a number of reasons. First, if the

growth of FS is signiﬁcantly faster than the growth of RS, this will lead to increased

L

fyyea_l_t_h;__and;_ineome_jnequali_ty:’Second, ‘many economists have observed that there have -~

ey

been extraordinary booms in FS before all major financial crisis over the last 30 years.

Therefore, it becomes very important to find relationship between these two sectors. The

studies on the issue however, try to find relationship between FS and GDP growth. This

+

study argues that it is not ’a})propriate to analyze the relationship of FS and GDP growth

r"'

because FS is.a component of GDP and the positive assoc1at|on between the two 1s sure.

One needs to investigate the relationship between FS and RS (GDP - FS). Therefore, this

study analyzes the relationship between FS and RS growth by applying various
econometric techniques for OECD and SAARC. In this study we have used the size of FS

for measuring financial de\felopment instead of proxy variables used in previous studies.

The study ﬁnds that the relatlonshlp between the two sectors is 1nsngmﬁcant The ﬁndmgs

PRy

1mply that growth rates of RS and FS are not moving together Wthh leads to 1ncreased

income' inequality and financial bubbles which hit the economy badly.

Keywords: Financial development, economic growth, real sector growth, financial sector

growth. r

“ihe growthof ‘feal Sector (RS). Majority of ecoriomists think that the growth”of two ™
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Chapter 1

Introduction

_ The relationship betiveen financial development and economic growth has been

I'

widely dlscussed However there is controversy among the economists, regardmg the

BN e A e vl _‘_,,n.f. (SRR [ PR,

relatlonshlp between the two variables. Most of the economists are of the view that
financial development has positive impact on economic growth and it is favorable for the
economy (e.g. King & Levine (1993), Beck et al. (2000), Almalkawi & Abdullah
(20!~,l ))..On contrary, howéver, many economists also argue that financial development

has either no impact or r'i‘eg'étive impact on economic growth (Ductor & Grechyna (2013)

S, - IRES
T v.lq,.'! - i r-w\u-‘l.‘ Ve mEn ._—-....V Y"“‘ Cail —-’.' -~

& Samargandi’ et al (2013)) The supporters of the two Views, have thelr own loglcalr
justification regarding the relationship they assume. Some people also believe that
financial deepening is the main reason behind the financial crisis (Kaminskey & Reinhart
(2003), Rajan (2005)) which create threat for the overall economy and sovereignty of the

country. Hence, there is no consensus among the economists regarding the relationship

¥

TR L T To-D s r- o T ULV SO . i et DT MR AN LT e 46T [, . e - gy

- between financial development and economic growth.

On the other hand, the empirical literature evaluating the relationship between
financial development and economic growth has a serious flaw in the methodology. Most
o’rjthe studies use econom:ic growth as dependent variable and any proxy measure of
finahcial development ':"'as': independent variable. However, as we know, financial

v, v - _.h_.\.,w—.. PENTVELE TP s PR ‘s

.’wdevelopment ltself is a part of the GDP Therefore the posntlve relation between the two

is sure. The question that needs to be explored is that, whether or not financial

development affects real sector growth, however, the existing studies generally do not

(1]




> focus on this issue. So there is need to disaggregate GDP into real and financial sector

and to explore how the growths of these two components of GDP are related to each

3

. . . : % .
financial deepening on growth will be useless.
W

T A 1 Lt Y I L I Y weEtNA L e o 2o mem i AR AT SRR R T B

GDP#lsac‘omposmon of agricult-urgsec"t‘or, mamifacturiné sector and ser&ices. Thé
service sector includes transport and communication, insurance and financial services etc.

Therefore, the financial sector which consists of insurance and financial services, is itself

a part of GDP. This implie% that GDP must increase with the increase in financial sector.

Whether or not financial sector development leads to real sector growth (GDP minus

e mhﬁnanmalscctor), lS 1mportanttomvest|gate, b'ecal“js*é"yif ﬁnanciajli)se‘ctor ha;'ﬁo s‘igniﬁ‘c’eint'
impact on the real sector, then it will lead to concentration of wealth in few hands and

increase in income inequality and will not contribute to employment opportunities. As

Tobin, (1984) pointed out that more financial development squeeze, potentials from |

LIS

N\

productive sectors of the economy. For smooth economic development in an economy

JEO o SOP
BN

o R AIARGEd rOwHH Of both the Teal and financial sécior s extremely important (Ductor &

Grechyna, (2013)).

It is also now well known that due to rapid financial development and speculation
activities, financial bubble@s:can occur and cause highly inflated values of stocks and other

financial assets. These bubbles can burst and cause losses of billions and trillions of

e EERE T STt S

Ve e o3 -

global financial crisis of (2007). Looking at the reason, behind the financial crisis,

Reinhart & Roguff (2008) pointed out that financial sector development was more rapid

Ny

than real sector developmcht prior to the five biggest financial crisis in Norway (1991),

other. Without disaggreéatling the GDP into these two parts, analyzing the impact of

R

S dollafs, as it happened during the blackvMoriday,""ASian' finaricial crisis of (1999) and




PR o,
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& Finland (1991), Sweden (1?91): Japan (1992) & USA (2007). Thus, in order to predict

and'warn before any financial crisis occurs, it is important to analyze how the financial

£

sector grows in relation with the real variables.

2o e e e M ek AT WML i et e Ra o

Therefore, this study aims to investigate the relationship between financial sector
development and real sector development for two group of countries i.e. OECD and
SAARC, so that a reliable answer to the question, “Does financial sector development

lead to real sector growth” z:ould be found. Analysis of relation between the two variables

1 .

T AT T TN A e

i

developed and developing countries, because the developing countries tend to follow the

' financial policies of the developed nations.

1

1.1 Relationship between Real Sector and Financial Sector Growth:

Historical Overview .,

Ly

in real sector is relatively stable whereas financial sector growth is unstable in the long

run. Figure 1.1 plots the growth rate of real sector and financial sector for Finland (1994-

2013) and Pakistan (20001_2013), an OECD country and a SAARC country.

4

Here Finland and Pamstan are randomly chosen to overview the 1elatlonsh|p of real

R R I o IR LR A

and fmancnal sector growth rates in dlfferent time period. One can see that the average
growth in real sector and financial sector is approximately same, but the volatility in the

growth is large for financial sector.

fox the OI:CD countrles and SAARC countrles would have important lesson for

~wThe~graph|calrevpr’eSEntatlon“ofreal and financial sector‘g'r‘owth shovv“s*that“growth -

L P o] Y - s e v g g

e

72

i - xm o Ty T e P r T R




RS and FS Growth (Fland) RS and FS Growth (Palastan)
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Figure 1.1: Relationships between RS and FS Growth (Finland and Pakistan)

Figure 1.2 summarizes the growth in real sector and financial sector in year 2013

of all sample countries of OECD and SAARC.

8

RS and FS Growth 2013 (OECD) RS and FS Growth 2013 (SAARC)
— — - - e - 14
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Figure 1.2: Relationships between RS and FS Growth (2013)

(4]



=T ewdgn e
§§ If we compare the real and financial sector growth rates, as figure clearly depict
financial sector growth i‘s highly volatile‘taking large negatiYe and posit_ive values in
different country case of~OECD. In case of Belgium, Germany, Hungary,-Japan and
Korea, real sector growth :§howing positive pattern however financial sector growth is
.. ,il;;egqti_yg,“}yh‘e\r_yeg’s,:jgi,gq"sg_;_gf Australia, France, Luxembourg, New Zealand, Poland, _
,Si,‘;vcderz., Switzerland anc.im iinited kingdom pattern show financial as well as reall sector
both are positive. In case of Denmark, Finland, Netherland and Spain financial sector and
real sectbr both are nega?ive. anland, Hungary, Korea, z;nd Spain show highly negative
ﬁq‘anc‘ial sector’growth raqéing between -5% to -11%. F igure clearly shows that financial
o ;f:cto_rwgfp_w‘th is hlghlyunstable ’.in al}l the aboﬂve sample case of OECD.cogntries as |
T compared t6 real sector grz)wth. |
On the other hand, all the SAARC countries show positive financial as well as real
é sector growth in the year 2913. However, there is considerable variation between growth
i rates of real sector and ﬁnai;cial sector for SAARC countries.
T TR i'Thé'"ékaphiéal.;féﬁ%éfsﬂéﬁﬁfﬁbh&s\'(F ig 1.1 and 1:2) however, show that the growth of ;™ 7« %.: ~
financial sector and rcal sector does not have a straight forward positive relationship as
many economists anticipate. A careful analysis is there_fore needed to see the relationship
between the two variables.r:;‘ ‘ ‘
1.2 Objectives of the fStudy
o i {:-z‘j’_l‘he main (;bjec‘fives of, the étudy are ’ ) ‘
i. To investigate the relationship between financial sector development and real
:}‘2 sector growth, by di;éaggregating GDP into real sector and financial sector.
| (5]
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To analyze whether or not financial sector development leads to growth in real

o i

sector.

&

iii. . To compare the:rgiationship between the two sectors for OECD and SAARC

S N

countries.

1.3 Significance of the Study

Economic growth is usually measured by GDP growth which is composed of
financial sector and real septoi. The growth of financial sector is usually in the form of

multiple credits and investing it in unproductive activities like stock markets, without

T 0T nhaving any. impact 'on'real ‘é¢onomic activity, therefore has very little impact on the lives-

of individuals. So GDP growth (which includes both financial and real sector) is not a
precise measure of economic development which indicates improvement in the living
conditions of the individuals. Therefore it is important to explore whether the economic

devéﬂlopment that is reported in routine, is the real sector development or just

v i . BT e

the inclusive growth which brings change in living standard of the individuals.
While exploring the relationship between financial sector and real sector, there are
" lots of proxy variables being used for measuring financial development. In this study we

use the exact volume (dollar value) of the financial sector, for measuring financial

Ame s ety ST TN “

R T T I T T :—:‘i"“ [ T ey o st .. . - . e e e e e e
TN development- which™hashot been”used 'in” previoiis studiés.-This study explores the new .

way for researchers to measure financial development in better way instead of using any

proxy variable for financial sector.

=

.develggmsqg Qf;ﬂnancialzz-'§éqtpr-,;fT‘herefore this stugiy. will help-in getting.better-idea of - ... .. -.-

e .
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"Lfor financial services. When real sector of the economy developed then demand for

Thus the financial sector plays fundamental role in more capital accumulation and

N

Supporters of supply leading hypothesis, by empirically analyzing, have concluded
with a positive impact of financial development on economic growth e.g. King & Levine
(1993), Levine et al. (20005, Rachdi & Mbarek (2011), Almalkawi & Abdullah (2011),

among others. On contrary, some economists have arrived at a negative impact of

Samargandi et al. (2013), Ductor and Grechyna (2013) among others.

2.2 Demand Following Relationship

According to this';hypothesis real sector growth leads to financial sector

development. If an economy is deficient of ﬁnancral sector, then it causes less demand

v’ny;-,n.; 4, Cmnr 4._m,r. e e R Rarda el

R

financial services arise, and these are fulfilled relatively from the financial side of the
economy. Thus, the progress of the real economy encourages demand for more financial
services, and as a result, new financial institutions and markets are introduced to fulfill

the increased demand for financial services. In this way real sector of the economy

B R A

~~gtimulates financial sector growth and development Supporter of this hypothesrs are

Robinson (1952), Kuznets (1955), Jung (1986), Demetriades & Hussein (1996), Harrison

et al. (1999), Liang and Richert (2006), among others.
In the Figure 2.2 dernand following channel is presented.

-‘lo<'1s.a‘ innowatm 0 and thus r,..prd growth in the.economy. .. nriyine o e s o s

-~ “financial --development “on “economic " growth -e.g. Rousseau' and wachtel (2005);.~~

pres yoe e e




Real sector Demand for
h financial services
Growt arise !

3
%
34
r

New financial
institutions &
market
emerged

Financial
Development

T

&

Figure 2.2: Demand Following Channel

5 FBidirectional Relationship - s T
Financial sector development and real sector growth are mutually dependent, in

other words, there is bidirectional causation. This idea is given by Patrick (1966) that

relationship between ﬁnangial development and economic growth consist ;)f two stages. |

<

Better financial facilities léad to economic growth and in return higher growth leads to

s

s -

”ﬁﬂﬁef“ﬁﬁanmal dgvelggn;entlﬁltlally, better financial ”s;fs.t‘em helprsw to facilitate’
exchange and transactions. Financial arrangements make possible to reduce transaction
costs, facilitate exchange and encourage productivity. There are innovations and
-technological progress in %the financial sector and resources transferred to generate

érodhcti_vity. Then, the diréction of causality is reversed and these productivity gains or

services and instruments increases in the economy, then financial sector responds back to

! ;:’J

f12]

e - L TR

“réal sector “growth Teauses fifiancial “rarket dévélopment. The demand for. financial v







< Chapter 3

b4
s

o : f Empirical Literature d

R nv':.‘:"""» W s e R T D Y e e A e e PR g

Empmeal Feview of llterature is also d1v1ded into four parts Flrstly, ‘the’ studles"‘""'""’"
which are supported supply leading hypothesis. Secondly, the studies in support of
demand following hypothesis, thirdly the studies supports of bi-directional relationship |

and in the end studies showing insignificant impact of financial sector on real sector.
oy ‘i‘"

K

g s e

3 1 »Supply Leadmg Relatlonshlp between F1nanc1al Development

it e e g g e o
S : .

and Economic Growth

Empirical reviewof literature in support of supply leading hypothesis shows

positive and negative impact of financial development on economic growth. Therefore, it

is divided into two parts’i. e" the studies predicting positive relation between two variable o

and studles predlctmg negatlve relatlon between two vanables . e g

e e ot

3.1.1 Positive Impact of Financial Development on Economic

Growih

s Literature on ﬁnancial development and economic growth has been explained

empmcally in dlfferent ways: Some researchers focus on bank based financial indicators,

other on market based financial mdlcators and some focused on Jomtly bank based as

~ well as market based financial indicator as proxy of financial development.

The empirical investigation started from King and Levine 2(1993) and he found

positive relationship between financial development and economic growth. King and

s LN B F RSP EL NP ok, [ N M R
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Levine (1993), by collectmg data of 80 developed and developing countries during a
¥ : :
perlod of 1960 89 _and lng four proxy varlables of financial development as hquld e

B e e e e e - e .,,_1.,'—4 L.

“4

llabllltles private credlt bankmg credit and commercial plus central bank assets, found
that more financial development is significantly related with higher economic growth and

also emphasize that ﬁnance is very important for long term economic growth. Further it

é

is investigated in most of research e.g. Levine & Zervous (1998), Rajan & Zingales

(1998) Demlrguc Kunt & Lev1ne (2001) Beck et al (2000) and the results are same as

R e a R e A EENV RS
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1n|t1ally predlcted by Levine. Even in the recent work done by Apergls et al (2007),

Rachdi & Mbarek (2011), Almalkawi & Abdullah (2011), among others, and they found

ke e e e

positive relationship between financial development and economic growth in long run.

ps Similarly, Khan and Senhadji (2000), also found positive relationship between

4 '.’,
R e

1al development and economlc growth They also analyze that the effect of o e e

f nancral development vary wrth different proxy indicators of financial development, by

ARt

i

using private sector credlt stock market capltallzatlon and bond market capitalization as
proxy variables of financial development. Levine and Zervous (1998) and Demlrguc-kunt
and Levine (2001), also found similar findings that effect of financial development vary

by using different proxy indictors of banked based and market based.

Levine and Zervous (1998), for a sample of 47 countries, during the period 1976- 1
1993, found positive relationship between financial development and economic growth

by using both market basefd (turnover ratio) and bank based (banking credit) financial

’indicator as proxy of fi nancial development. Similarly, Beck and Levine (2002), for a
- sample of 40 countrres,*durmg the DCI‘lOd 1976 1998 by applylng GMM technlque capend - g

Ty

analyze that both bank based financial indicator as well as market based financial

(15]

.
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(1993) examined that stock market development has positive effect on economic growth
while banking sector has insignificant effect on growth. Levine and Zervous (1996) also

found similar results that stock market development ha$ significant effect on economic

£

3,

By d )

concluded the same, that stock market indicator are positively associated with economic
growth whereas, credit to private sector and bank deposits are negatively associated with

economic growth.

~

Effect of financial development is also found different according to income of

countries, found that financial development has lower positive impact on high income

countries as well as low income countries whereas, greater positive impact on middle

income countries. Dufrenot et al. (2007) for a sample of 89 countries, during the period

%

1980-2006, by using fo;jr}» proxy variables of financial sector, found that financial

oo v~ development positiv

4ot

negative for developing countries.

3.1.2 Negative Impact of Financial Developmeént on Economic

Growth and Economic Crisis

Empirical literature faﬂso support that financial development has negative impact on
- P ST D - - .

(S e i O Bt N -

economic growth and sometimes it may cause financial crisis. Favara (2003), for a

sample of 85 countries, by applying OLS cross regression and GMM panel estimators

[16]

gro»:rth whereas bankinéffséc‘tor variables have insignificant effect. In the more recent -

== indicator are positively fe‘la"ted"with'ecqnomic growth. On a contrary, Atje and Jovanovic =

‘;:v‘_v__c_){k_,1 Ayadi et al. (20u1i jS.),‘-iqnpf:_ri‘od‘_;_l_984-2010,. on Southern Mediterranean region also .- « .

...~ different ‘countries. Ridja"éﬁd' Valev (2004), from the period 1960-95 for'the data of 74

_é}p}g{_;ﬂt;__gggﬂggmic grqx_\_{_th;‘- fp_r_ . rdevglnoped OECD: 'countries; and;:»-a.m,m-:-;
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during 1960-1998, by using liquid liabilities and credit to the private sector as proxy

variables of financial development and found that the relationship between financial

development and economic growth is weak and also found negative relationship between

financial development and economic growth. Similarly, Loayza and Ranciere (2002) for

development and economic growth is negative especially during the period of financial

]

crisis. Positive relationship becomes lesser in the countries which are facing financial

crisis. They also found that credit boom is a major cause of negative relationship between

financial development and economic growth. Similarly, Rousseau and Wachtel (2005) by

2004, analyze excessive financial deepening and credit growth cause financial crisis and
inhibit growth. He further mvestlgate that for the period of 1960-89 the relationship

between financial development and economic growth is positive as initially analyzed by

F

"King and Levine (1993)Ab:u’t during a'period of financial crisis 1990-2004 the impact of

ﬁnanclal development on, econom1c growth become vamshmg In a recent study, Halss et

l

al. (2011) for a sample of 30 European countries investigate finance growth relationship

by merging with financial crisis and taking aggregate variable of credit, stock and bond

i

market as proxy of financial sector, and introducing financial crisis as dummy variable
. and analyze weakening«-lhlpact of finance on growth. Their results show that intense

e e E AR LA -,«a. e
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also dCStabllIZC the economy. He also reconfirms the negative 1mpact of ﬁnanclal
development on economic growth as Rousseau and Wachtel (2005) investigate during the

recent time period.

aome.

- a sample of 74"’"c'ourifriék’lr"dfﬁ"l960-1995, analyze that relationship between financial ™~

de enmg of ﬁnanual n arket not only cause to vamshed ﬁnance growth relatlonshlp but

S

i
i3

“~-app»lyingj_GMM-pa_n_elfestimat_i011;'technique, for -a-sample of 84-countries  during 1960-- < -
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» Kaminskey & Reinhart (2003), Demirguc-kunt & Detragiache (2002), Borio &

"Ry

Lowe (2002), Gennaioli e'tf.al. (2010) propose that rapid credit expansion increases the

v i

pros :cw m " banking crisis; financial . ms[ablhty and tmanual fraglllty Rajan (2005) also_. s .
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supporting this by saying that existence of a large and complex financial system had

augmented‘ the chances of “cetastrophie meltdown”. Similarly Arcand et al. (2012)

analyze that too much finance or when credit to private sector increases, it causes
: 1

negative impact on economic growth. Countries which have large and complex financial

sector, does not have posmve relatlonshlp between financial development and economic
:‘r--r"\ S LI TR - e D

growth

-

In a recent work, Dufrenot et al. (2007) analyze that financial development has

negative impact on developing countries whereas Samargandi et al. (2013) found that’

financial development negatively related with economic growth in middle income

‘ N

: B
-l," G B

impact of financial development on economic growth is negative. These studies show

that financial development hds negative impact on lower income, middle income as well

as high income countries.
z

3.2 Demand Following Relationship between Financial

£
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Developnient and Economic Growth

On contrary to supply leading, some studies empirically support demand following
hypothesis that instead of financial development to increase real sector growth, economic

growth has significant and positive impact to increase financial development.

ey

countries and.Duetor-.andfétechypa,(2013);found that in-highly developed countries the ..

Lo
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Jung (1986) by using VAR approach conducted causality analysis for 56 developed

é‘\

B At PO LS

¢ and- developmg countries.- He found uni-directional causallty, ‘demand followmg for

developed countries whereas supply leading for developing countries. Similarly, Harrison
et al. (1999) also support the demand following hypothesis. According to him, more

economic growth promotes prof' tability and banking activity of ﬁnancral sector and also

~ promotes the chances of entry of new banks in the economy. In a recent work by Zang

O R

-~aﬁdiKirTil"(2OO7);T'b"jf-'ﬁ'sin:g“'fﬁa“.rfél:”data"'”o'f East Asian’countries,. also found the strong ="

evidence that economic growth leads to financial development and no evidence of

supply-leading hypothesis. Similarly, Liang and Richert (2006) by applying Granger-

causality approach also found strong evidence that economic growth leads to financial

sector development. Oztufrk (2008) through time series analysis in Turkey also found

S . B . .
~+—one-way-causality from-economic growth to financial development.

3.3 Bi-Directional Relationship between Financial Development

and Economic Growth

Some empirical research regarding the relationship between financial development

and economlc growth are m support of bl-dlrectlonal causallty that 1mtrally ﬁnancral

develr\pment leads to growth and in return economic growth leads to fi nancral

development.

Luintel and Khan (1999) by using VAR framework, found long run relationship

and "bi-directional causalit§i between financial development and economic growth in
)

models for causahty testing between ﬁnancral development and economic growth and

[19]

",,‘,:_VASIan countrnes In another_.study, Chuah and Thal (2004) by using ECM and VAR L
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3 also found bi-directional causality between financial development and growth for six
countries of Gulf Cooperation Council (GCC). Their results also indicate that financial

reforms are needed for development of real sector. Similarly, Apergis et al. (2007) by

&
*

using panel co-integration ;Ttechnique estimated long run relationship between financial
.
development and economic growth for 15 OECD countries and 50 non OECD countries.

AL e J O LA e aree e s oA o . “anm [N . e N T R

and found long run relatlbriship exist between financial development and economic

growth and also found bi-directional causality between them.

-- 3.4 Insignificant Impact of Financial Development on Economic

Growth ok ;

¢
3

v R

n.a'contrb;’ry';"t'd"éi‘j‘pi)lyf leading hypothesis some studies show insighificant impact =" "7

of financial development on economic growth. Some studies also do not found any

evidence of long run relationship between real and financial sector. Acaravci et al. (2009)

d

L

during the period of 1975-2005, invéstigate the causality analysis between financial

-
1

devezlc"“)pment and econoﬁlié_:growth in 24 Sub Saharan African countries by using panel

o omErecosintegration and panel GMM estimation technique and found that long run relationship ~n- -

between financial development and economic growth never exist. In this study, banking
credit, private credit and liquid liabilities are used as proxy of financial development.
Similarly, Dawson (2003) by using data of 13 Central and East European courtiers,

taking liquid liabilities as’ proxy of financial development also found that financial
i
_...development has insignificant impact on economic g

rowth. In another similar study, Al- .

e e e f e e SERPER NN S  UT A: 1

v

Zubi et al. (2006) also found insignificant effect of financial development on economic

growtis. ;

(20]




> . 3.5 Gaps in Literature
All the studies mentioned above used proxy variables for measuring financial
development. Different proxy indicators used worldwide for banking sector and stock
SRR market sector in different -research- work. No research work found in which whole
| financial sector (total financial sector) or exact volume of financial sector (dollar value)
considered as financial development. This is a gap in the existing literature. Hence, in the
present study we used exact volume (dollar value) of financial sector for measuring
financial development. . r
I LTl e L o AN
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& Chapter 4 ' o

T Methodologyand Data Descrlptlon

Most of the previous studies have used proxies of financial sector! instead of the
. accurate measure of financial development. Now, with the availability of data on size of
financial sector, it is possibje to replace the proxies with the accurate figure of financial

development ThlS thesns is intended to use the exact volume of financial sector (dollar

T AR e wra g S

value) mstead of its proxies, from the available data sources. The econometric

techniques consist of testing the long run relationship between real sector growth and

1

financial sector growth Emd é,lso testing the Granger causality between two variables.

¥,

‘s

i
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fi-f«Economlc (xrowth““

P By following King & Levine (1993) model, showing relationship between financial

development and economic growth, the simple model in our case will be;

'RSit = a; + B1iFSit + B3:iXie + &t

RS= Real sector growth (GDP minus insurance and financial services)

Un literature different financial mdleators are used as a proxy of financial sector. Most renowned financial sector

indicator which are initially used by King and Levine 1993 and then following in other research work are hqund
liabilities to GDP, private sector credlt to GDP, non- ﬁnancna] private sector credit to total domestic credit and ratio of
domestic assets to total money bank domestic assets plus central bank domestic assets. These proxy variables of
financial sector are related with fi nancxal institutions.

s
R R ey e R L e e e

TP Sy O

? GDP (Beck and Levine, 2002) and tumover ratio (Levine and Zervous, 1998) are used in literature for proxy of
financial development.

(22)
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4.1. Modeling Rela El onship between Financial Development and

1

TP SRR

- Snmllarly for financial market 1ndlcators like stock market capltallzauon to GDP “stock market total value traded to o
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X= Control variables

There are many variables used in literature as control variables which affect the

e-:t-o:iomic growth. These control variables (X) are selected following the previous model

trade openness (TO), government spending (GS) and inflation rate (INF) which are
previously used by Beck and Levine (2002), Andersen (2003), Rousseau and Wachtel

(2009), Oguzoglu and Stengos (2011) among others.

Fmancnal sector2 growth is the main focus of our study In this study we used the

based financial activities, market based financial activities as well as insurance services
are considered. It broadly covers whole financial sector which was not used in previous

research work,

4 2 Redundancv Test

In order to determine the significance of the variables, Redundancy test is applied.
By applying redundancy test unimportant and insignificant variables are excluded from
the model and only significant variables are left behind in the model. We estimate least

square panel data model and apply Wald test on all the regressors in the equation.

=5,
',
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SRR

Wthh |nvest1gated relatlonshlp between financial development and economic growth

&

“1 '-».....'..‘;..: R T
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% This indicator basically includes all financial service activities as monetary intermediation, insurance services and
asset holding activities like holding companies, activities of trusts, funds management and similar financial entities.
This broadly covers all the financial activities of financial sector (see ISIC, Revision 4, section K).

(23]

accurate measure of financial sector in which all the ﬁnanmal activities, 1ncludmg bank

M‘Through Wald test Jomt 51gn1ﬁcance of the var1ables are tested. The null hypothesis is
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fj; that the coefficients are not jointly significant. In this way significance of all the variables
is determined in the modgl.
4.3 Panel Unit Root fe;t
) A Jtmest of stationgrjﬁt)f 1s the' pnit root test. Th¢ unit root test is used to determine )
- ~~ wflether a variable follovilg é ;andl)m walk. For panél data the statioﬁarity of the variables‘
are tested by applying Im, Pesaran and Shin (IPS) test. IPS begins by indicating a -
separate ADF regression for each cross-section with individual effects and no time trend.
:l“he equation of IPS test is ;';_s unde{:
LT o AV a“y‘t'1+zj’;1[i g AYie-j + XieS + &ir.
Where null hypothesis is
Ho a; = 0 for all i series and
> Hiia;=0fori=1,2,...,Ni.
a; < 0,‘fqr i=N+1, N+2,.....,N.
o We checkthe umt robt.‘(;fv the va;riébl;:s 1:or all the sample countries
4.4 Static Long Run Model Estimation
ARDL model is used to determine the static long run relationship between real and
« financial sector. An aut9€égressive distributed lag model is a model with lags of
. sifg,egs!spt:gi_}_y_s‘f!_lnlasmj.n.czeéénd,ent.y;gr.iabl.e.- ARDL model is used to estimate the long run ... ..
ct>efﬂcients of the model in paricu:l ;jatenl if all the variables are stationary at I(Oi level. The |
procedure of ARDL long run model estimation is given below.
% .,
| (24]
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b Run the regression on lags of dependent variable, independent variable and control

variables used in the model.

i,
v S
' Yie-a; + l?iiyu--;_‘*' ﬁZlet + ﬁu i1 T Eit

In long run, we assume that;
Yie=Yie-1=Y Xit=Xit—1=X Eit=¢
Arrange equation, so all Y and X terms on same side;
ey AR - =BuYzat X+ fuX ke - o I L
Y(1—Br)-a+ (Bu+Ps)X +e
a i + B3 £
Y. - + (ﬁZI ﬁ3L)X +
T(A=6) (- (1-B1)
_ (B2itB3i) v _
We also assume here that = By and ==X = 0, and the expected value
:J a- Bu) (1-B11)
- e G error terms 1S equalvto':l—-—' R et e
1

Y_0,+60,X+p

This is a static long run solution model and we get the results of long run

¢

coefficients of the model.

4 5 Granger Causailty Test

The main objective of the research work is to check whether financial sector
dévelopment impact real sector growth. Therefore we will apply Granger causality for

existence of relationship between financial sector and real sector.
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) The idea behind the Granger causality is that whether the past value of X helps in

,;

W,predlctmg Y If the past values of X predlctmg Y than it means X Granger causes Y In

‘s,r

this case we will check whether FS (financial sector growth) causes RS (real sector

growth). The procedure we are using for Granger causality is as follows.

I. Regress RS (real xse:c'tor) on its own lags, lags of FS (financial sector) and lags of

X (control variables}'.’
i o

e g T i o

i ) s "7"‘)851:Xit—1 + )861:Xit—2 + e F Eit

et

2. Test exclusion restrictions on all lags of FS via standard F test.

¥

3. If exclusion restrictions valid than lags value of FS does not have any role in

S aeAnsy
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R

sector growth)

L$ 1

4.6 Impulse Response Function

Impulse response’® function is used in macroeconomic modeling to describe the

reaction of economic variables overtime or to check the shocks of economic variables.

- Pow tR . . . . .
e = Impulse response demonstrates: thereaction _of~one_ variable:to_the improvement in -

another variable, holding other shocks in the system equal to zero. Response of real
sector, will be acquired overtime, when financial sector innovate on real sector. The

, procedure of impulse response is following.

B %
¥

1. Estimate the unrestri'cted VAR model after unit root test.

S

3 See Hamilton 1994 for derivation of impulse response.

(26]

determmmg RS and FS (ﬁnancral sector growth) does not Granger cause RS (real
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countries and from 2000 2013 for developrng SAARC countrles ()ECD mcludes 32

o GDP and F S are collected from natlonal accounts data of OECD StatlSthS and national _
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2.0 Test the imipulse response of indépendent Variable (FS) on dependent variable ... ..2" ¥ ..&

(RS).

4.7 Data Déscription

. Annual data are collected from 1994-2013 of financially developed OECD

¥

s o

'Mdeveloped nations of the world whereas SAARC countries include eight developmg

nations of South Asia. We selected 20 OECD countries and 7 SAARC countries on the

basis of data availability'f '

The data of all the control variables are collected from WDI whereas the data of
accounts data of SAARC countrres4 In OECD statistics sector wise disaggregation of
GDP is'given whereas in central bank statistics of respective SAARC countries sector
wise disaggregation of GDl" is available. The data of real sector are calculated by taking
difference of GDP and lnsfrrance and financial services as given in OECD and SAARC

vstat1st1cs Data of msurance and fmancral services (F S) are taken as financial sector and

T e e - ‘h;‘}“r S e

remammg sector wise aggregate of GDP as real sector (RS) In the end we have
calculated the real growth rate of real sector and financial sector by taking lag difference

of respective series.

In Table 4.1 brief des“criptions of variables and their sources are given. In Table 4.2

complete statrstrcal formulas are provrded whrch are used for derrvatlon of varrables

+ Sector wise data of SAARC countries is also available in statistical year book of SAARC 2014,

Sos (27]
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; Table 4.1: Variables Description and Source
Variables Description Source
GDP Gross Domestic product WDI
i (Current LCU) o
GDP Deflator GDP Deflator (base year WDI
varies by country) ,
OECD stats,
Financial Sector (FS) | _ Insurance and Financial National Accounts
Services (Current LCU) Stats of SAARC 1
. ® ‘
GDP per capita "3 GDP per capita . WDI
..+ (Constant LCU)
¢ Gross Fixed Capital
I T R ;'».‘?’_‘:Ca[r'jitélﬁ.l?ol‘-mmioﬁ ﬁ ‘.‘f.:ﬁ.ﬂ';‘.’.ﬁil’fiﬁFdfhiafﬁon LT T WDI
(CF) (% of GDP)
o Human Capital (HC) | * Gross Secondary School WDI
Enrollment Ratio (%)
Exports (X) Total Exports (% of GDP) WDI ‘
Imports (M) . Total Imports (% of GDP) WDI
e A e ime T I:".:::‘: .'.,:.‘t.‘u - S — .,...‘..»—Gb'v“érhm»ent Final. EEREE ' “_’.\:
Government spending | Consumption Expenditure WDI
(GS) (% of GDP)
i
Conswner price index ‘Consumer Price Index WDI
(CPD) (2005=100) t
' ¥
: (28]
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Tahle 4.2: Variables Derivation by Statistical Formula

Variables

Statistics

Nominal Size of Real Sector

rs; = GDP, — fs,

(RS Nominal)
et Si(zﬁg fR%i?)l e RO = Gap drej‘tlator)t x 100
Real Size((;:fSFgl:;;:ial Sector FS, = an d]; jftlator)t 100
Real Sz:lc{tggg}rowth RSG, = %‘fﬂ x 100
Financial(ls:gc(t}c;r Growth FSG, = F_‘S}ﬁ;{'ft_"l x 100

Initial Income (Y)

Y, = In(GDP per capita),

Trade Openness (TO) TO, =X, + M,
i CPI, — CPI,_
Inflation Rate (INF) INF, = t t=1 . 100

[29]




> Chapter 5
Results and Analysis
The resuits and analysis are divided into five sections. In section 5.1, descriptive
statistical analysis of RS and FS growth are reported. In section 5.2, fhe relationship
between RS and FS for OECD is summarized and in section 5.3, the same relationship
. .....for SAARC is discussed. In section 5.4 comparisons of OECD and SAARC are given.In,
fl1e end, in section 5.5 comparisoné with previous studies are given.
5.1 Descriptive Statistics Analysis of RS and FS Growth
Descriptive statistical analysis consists of numerical analysis of dependent and
" independent variables. It c{imprises large data set in few indices such as mean, median,
S ﬁ%ﬁﬁﬁdéﬁd"dé’\')iéﬁdﬁ,-ﬁi‘éiifﬁ‘f'rﬁiﬁir‘ﬁﬁ, Jarque-bera and correlation between two variables.” ™
- |
& Table 5.1: Descriptive Statistics of Real and Financial Sector Growth
Descriptive OECD Statistics SAARC Statistics
Statistics Analysis RS Growth FS Growth RS Growth FS Growth
Mean o5 2231 2.644 5.556 8.988
Median 7 2450 2.563, 5.459 - 1.876
(7| Standaid Deviation™ .j%?'f{"2f590 w944 5990 L [UInTT |
Maxima 10.492 41.304 31.957 46.861
Minima ~-8.600 -31.744 -8.455 -18.130
Jarque-Bera 151.88 (0.00) | 58.41(0.00) | 183.68 (0.00) | 11.36(0.00)
Correlation , 0.020 0.446 |
(), shows probability
The data for OECD covers from 1994-2013 and for SAARC covers from 2000-2013.
[30]
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government spending (GS) are 0.00 which is highly significant at 1 percent , inflation rate

N
400
y 3

%4

(INI;) has p-value 0.05 Wthh is also significant at 5 percent whereas p-value of human
W.__“”:w_:‘ c:apiial «(HO) ;is*:O.'l'3?’1Wh’i£%‘:'shows;‘ that*the human capital does not have significant =

influence on RS growth in the given model. Therefore, all the other control variables are

found significant in the‘model except‘ human capital which is excluded for further

analysis from the model.

5.2.2 Panel Unit Root Test

N "V.\rC dppli“d tHe Danel unit root test to check the statlonarltv of the varlables The
procedure adopted is discussed in section 4.3. The results of panel unit root test are
reported in Table 5.2.
Table 5.3: Unit Root Refsillts
I Null Hypothesis: Umt Root(Ind1v1dual umt root process) )
g R ‘Method:-Im, Pesaran and Shin ‘W-Stat " T N )
2 . Variables W-Statistics P-Value
RS - -5.522 0.000*
- FS -7.740 0.000*
Y . -3.471 0.000*
CF ©. -3.007 0.001*
TO ©. o -2.991 0.001*
O i;;.;:.:\:.i;:::,f;‘,’&S__:;;:“;:.:_: *_25*5 6 T 0005% s IR SR S SRR
INF T 6.925 0.000*
* shows rejection of null (having unit .root)
Results in Table 5.3 ‘shows that all the variables are stationary as their p-value is
less than 5%, at I(O) level and null hypothe51s of havmg unit root is rejected Real sector
[33]
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(RS), financial sector (FS)' initial income (Y), capital formation (CF), trade openness

T e 1 e —.4.“'.',\‘”>w‘ ST -

(TO) government spendlng (GS) and 1nﬂatlon rate (INF ) are statlonary at levels

Panel co-integration test needs to be applied when the variables having unit root
i.e. I(1). Since, all the' variables are stationary at 1(0) level therefore, there is no need of

co-integration testing.

e,

5 2.3 StaticLong Run Relation between RS and FS Growth: - sropeen
For calculating the direction of relation between dependent and independent

variable, the unrestricted ARDL model was estimated and static long run solution is

calculated by procedure given in section 4.4.

Table 5.4: Static Long Run Coefficients Results

‘A--.» i

B Method ARDL Long Run Coefficients Model Est1mat1on e
Dependent Variable: RS
Variables Cocfficient Probability

FS 0,029 0.168
Y .+ 0.138 0.043*
CF 0.112 0.009*
TO “ - 0.001 0.617

eS| e =0379 S
INF -0.117 0.037*

*, shows significance of variable

In Table 5.4 long rdn coefficients of model are reported. As, the coefficient of

*

financial sector (FS) is insigniﬁcant (P-value 0.168), which shows that there is

SR el ¥ F AT e e

““insignifical cant relatlon between real and tlnanmal sector growth in long run and

""‘T\.. TR

wena

-

aiternatively, the coefficient of FS is very small, which shows that the coefficient is

.
s
%
K
3

3
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2 insignificant not only statistically, but also economically, so that 1% increase in FS is
associated with only 0.03% change in RS. The results of the study are in line with
Dawson (2003), Al-Zubi et al. (2006), Greis et al. (2009) and Acaravci et al. (2009) that

financial sector has insigni_'(ﬁcant impact on economic growth in long time period. The

¥

E

and 51gmﬁcant 1mpact on economic growth

The coefficient of-initiai income (Y) level is statistically and economically
significant as it shows _l% rise in initial income cause 0.14% increase in real sector”

growth Results contradlct the convergence theory and support the theory of Romer
L

‘ results are opposmg the ng and Lev1ne (1993) that financial development has posmve - ‘

s e (1986) and Lucas (1988) that mmal income stlmulatmg growth by mcreasmg physlcal.\.u,.

and human capital in an economy.

Impact of capital formation (CF) is positive and significant as the value (0.112)

shows, 1% increase in capital formation causes 0.11% increase in real sector growth. It

TR

supports the previous studies of Beddies (1999) and Ghura (1997) among others.

o e _Accordmg ‘to’.Lucas™ (1988) and “Romer (1986); increase _in " capital . formation’.cause. "7 .. =

perpétual impact on economic growth. More capital formation increase productivity and

industrial development in the economy and thus leads to long term economic growth.,

Trade openness (T(‘)‘)fhave insignificant impact on economic growth as the value of

trade openness is highly‘*insigniﬁcant i.e. 0.00, 1% increase in trade openness causes no

P R T ekt

e 1mpact o real sector growth In51gn1ﬁcant coeffi cient of trade openness s unexpected as“"
most of previous research shows positive and significant impact of trade openness on

economic growth. Whereas, results support the Ulasan (2012) in which he found positive

(35]
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. Zervous (1993) and Boyd et al (1996) among others

and insignificant impact of trade openness on economic growth for OECD country case.
} i ’
He concluded that the results of openness in cross-country regression are very sensitive

due to different determinants of growth. Government expenditures also cause to make

S e o ...~r

institutions and to follow sound and stable fiscal policy, openness does not necessarily

increase growth rates.

Coefficient of government spending (GS) is also found insignificant (-0.03) in the

analysns 1% Increase in government spendmg of the country causes only 0. 03% decline

R [P ,a:“,.,- R

" "in real sector growth The result supports the study of (Kneller et al. (1999) Bleaney et’

al. (2001) and Agell et al. (2006)). It is also believed that, on aggregate impact of

government expenditures are uncertain. Different components of government

expenditures have dlfferent lmpact on economic growth.
ki

[ N .
e F T I-%

relatlonshlp between mﬂatlon and real sector growth This is contrast w1th the Phllllps

curve theory, which assumes that there should be positive association between inflation
and GDP growth. However, this is possible if the inflation is cost side rather than demand

side inflation. It also supports the previous study of De Gregorio (1993), Levine and

524 Granger-Causality Test

Now we applied Granger-causality test to check whether FS Granger causes RS.

We check the null hypothesis of no Granger-causality against the alternative. The results

of Granger-causality are reported in Table 5.5.

m”'flmpact of “openness- msrgmf cant. Le also- conciude that without edifice of better .

Coefﬁcnent of mﬂatlon ls\negatlve (O 117) and srgmf cant shows negatlve -

i

. e




5" Table 5.5: Granger-Causality Test Results
Method: Granger-Causality/Block Exogeneity Wald Test
e . |.Dependent Variable: RS« ... .. e -
Variables | Null Hypothesis P-Value
“ FS FS does not Granger Cause RS 0.274
Y | ., 'Y does not Granger Cause RS 0.098
CF CE’does not Granger Cause RS 0.707 }
TO ~ TO does not Granger Cause RS 0.635
GS i GS does not Granger Cause RS 0.034*
e ',_‘_.'.‘.;._' = INF e MINF d 065 1 ot Gran ger C au se RS—|— ; A,-O.Ooo*;??'.ﬁ,o.f.-.fs S W A P
*, shows rejection of null at 5 percent.
By applying the Gr;nger causality test, results in Table 5.5 shows that financial
sector (FS) growth does not Granger causes real sector (RS) growth, having P-value I
X (0 274) Wthh is hrgh Null hypothesns of no Granger causallty is accepted The results
N », A ’ ; om iy aiem P tas, <o
Y oppose the supp]y leadmg hypothesrs that ﬁnancral development leads to economic

growth. We see that all other variables do not appear to Granger cause growth of real

sector except governmeht spending (GS) and inflation (INF).

A}

5.2.5 Impulse Respofise Function

Impurse response’ fun ction~isapplied on financial sector-(FS) and real sector (RS). v =~

. Impulse response shows behavior of real sector when financial sector innovate on real

sector. Here, 10 years of time span selected to see the impact of FS innovation on RS. In

the following Figure 5.1 the behavior of FS impulse on RS is represented.
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T

S S

(37]

S

S ke e et

G —— i

]

-

iniio i




wed T
R, B

.6
4
2 2]
=
8
133 .0
[P}
s U
N g YA
Sl ’:-&"» s ¥
-.4 . ,/ 3
-6 RO
_ o
-8 T T T T T T T T |
1 2 " 3 4 5 6 7 8 9 10
! |
s
. : Time Period
o 1
LI T A . Figureé 5 1 Responses of RS to FS Innovation OECD 7~ & - oowmms o

" The graph shows éffect of one SD innovation in FS on RS. One can see that the

v,

effect of FS innovations on RS is insignificant for all the time periods as_the forecast

%

' confidence interval for the impulse approaches zero. This implies no significant

i 1
improvement in RS is expgoted if there is improvement in FS.
e S g Ewomparr‘s“oh‘ o? ;Grah‘g—'er Causalrty, lmpulse Respohse and P
; Z\RDL
If we compare the results of Granger causality, impulse response and ARDL ) ]
model, in case of relationship between financial sector and real sector, one can see that |
the results m the glven mooel are same. As Granger causahty results in Table 5.5 shows !

ke

as (u.:‘.. A T L L T T eI N T
: DS A

that»- ancral sector growth does not Granger cause real sector growth in long run.

Similarly, result of impulse response also shows that in long time period there is no

(38]
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2.:- o _1mprc“)veme;1tmureal se~<;tor g‘rowthby i;lnrlovatirlh’g ﬁr;ancial sector on real sector growth.
Whereas, the results of ARDL also confirm likewise that FS has insignificant impact on
real sector growth.
, Granger causality Eest does not include current values, it takes lags of dependent,
- _l jt.:.‘A?.'3@9!?.99,9‘?!‘}'_3’39.:9.9!]!@;3(%?i_??,l,e..s zand-left the- current:values whereas-ARDL ‘model.--- ;- - ..
having current values as well as lags of dependent, independent and control variables.
‘ Granger causality results sh;>ws that past values of financial sector growth does not relate
with present values of real séctor. Hence, ﬁn;mcial sector growth does not have:
: significant impact on real ééctor growth even after a time interval. Whereas ARDL results
o | _..show that current valygsz_.éf,_ﬁgangiajngctor alsg_has insignificant impact on current
K \;élues of real sector growth. Above results clearly depict that influence of financial sector
growth on real sector growth is insignificant in long run.
3 5.3 Relationship bef:vhveén RS and FS Growth: SAARC Countries
The estimation pfécetjure which is adopted for OECD countries, similar procedure
- ""':""-?-f’ffi-'»25~35f51'féa"~"f6?"é'st‘i’r’ﬁ‘a“tia'ﬁi%fi’lsx}&ﬁé”'ééni}'ifﬁes. Redundancy test results for SAARC are™ ™
reported in Table 5.6, unit root results in Table 5.7, ARDL static long run solution results
|
in Table 5.8 and Grangér causality results in Table 5.9.
‘ Do v
5.3.1 Redundancy Te;_st
4 Redundancy test iéaﬁplied to c.hecl‘< the significance of the control variables in the
T | '—‘ﬁirf;dgr;n‘;l;nimportant and insigﬁiacar{t vari.ables eXZ:Iudéci from ti]e model. |
.
: - [39]
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Table 5.6: Wald Test Results

Meth‘od: Wald test for rejs}rictions on coefficients
Dependent Variable: RS °
_ Variables * F-Statistics P-Value
FS ﬁ 8.091 0.000*
CF ~0.888 0.415
HC 0.839 0.436
TO 4.985 0.009*
GS o 2017 0.140
INF oy 0230 0.794
-z ki showssignificance of variable; -2, e wwep e L e e e e

The results of Wald test of joint significance are reported in Table 5.6, the p-value
- for the variables, trade opénness (TO) and initial income (Y) are 0.00 which is highly

significant whereas, all the other control variables are found insignificant in the given

-+~ model.:Therefore: we - excluded,-capital - formation -(CF) (P-value 0.415),-human capital -

(HC) (p-value 0.436) government spending (GS) (p-value 0.140) and inflation rate (INF)

(p-value 0.794), for further analysis of SAARC countries.

5.3.2 Panel Unit Root Test

We applied the panél unit root test to check the stationarity of the variables, left for

<o
P O N S

estimation, after applying Wald tést. The Tsults of panel unit foot test are given in Table ~ =~

5.7,
-— = - - R .

- = Y nrki e atpne 3,
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Table 5.7: Unit Root Resuﬂlts

Null Hypothesis: Unit Root(Individual unit root process)
Method: Im, Pesaran and Shm W-Stat

e L T N g rablés o ~W-Statistics P-Value
RS -4.334 0.000*
FS 1831 0.033*
Y -3.437 0.000*
TO . -4.965 0.000*

*, shows rejection of null*(having unit root).

H

D I R A TR VN

ERSU N S 3

Results in Table 5.7 shows that all the variables are stationary as their p-value is

less than 5%, at 1(0) level and null hypothésis of having unit root is rejected against the
alternative. Real sector (RS), financial sector (FS), initial income (Y) and trade openness
(TO) are stationary at intercept.

-z 5.3.3 Static Long Run Relation between RS and FS Growth

Ty

The wnrestricted ARDL model is estimated and static long run solution is

calculated. The results are reported in Table 5.8.

Tablé 5.8: Long Run C(;éi'ﬂcients Results

e

Method: ARDL Long Run Coefficients Model Estimation

= Varlables | § Coefﬁclent ‘ Probablllty
FS 0.061 0.358
Y 0.636 0.030*
TO 0.115 0.000*

*, shows significance of variable
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A ln Table 5.8 long run “coefficients of model are g1ven The coefﬁc1ent of financial

. insignificant relation between real and financial sector growth in long run and
alternatively, the coefficient of FS is very small which shows it is also insignificant

economically so that, 1% increase in financial sector only cause 0.06% increase in real
sector growth. The coefficient is comparable with the coefficient we had for OECD

B R e e A T L I TN E R

“counfries. T T T T T

and economically. It shows 1% Increase in initial income of the country causes 0.63%

lncrease in real sector grov\7th. It supports the theory of Romer (1986) and Lucas (1988)

3

that |n1t1al income posrtlvely lmpactlng growth

...... T T S I .;,.._-‘ evian e e e R e e

Trade openness (TO) is also positively impacting economic growth as the value of
) * trade openness is 0.11 and it is statistically and economically significant whereas, 1%
increase in trade openness causes 0.11% increase in real sector growth. It supports the

study of Harrison (1996).and Frankel and Romer (1999) that trade openness has

o o st ean s sens et s e ey R - R S T g FIR [ A ST 3
H e T s : 1

technological innovation and d1ffusron of knowledge across countries which lead to long

term economic growth and development.

5.3.4 Granger- Causallty Test

r ﬂ

Now we applied Granger causality test to check whether FS Granger causes RS in

TGS of developing SAARC couritries. ThE results are given in Table 5.9. 7 77 T

(42]
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" sector | (FS) is 1ns1gn1ﬁcant as p _value is (0 36) It shows that there is statlstlcally'
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The coefficient of initial income (Y) is positive (0.63) and significant statisticallyﬁ
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srgnlﬁcant and pos1t1ve mﬂuence on economlc growth Increase in trade openness cause




é:,‘ Table 5.9: Granger-Causa";i‘ty T;st Results
Method: Granger-Causality/Block Exogeneity Wald Test
Dependent Variable: RS |
~ Variables o Null Hypothesis | P-Value
l 3 FS F\S} éoes not Granger Cause RS 0.081
LI LTI AR S ,:::;:;:Xt-d:oesnot‘ Granger Cause RS -+ -0.044* -~ |- oo 2o
TO TO does not Granger Cause RS 0.050*
*, shows rejection of null at 5 percent.
- By applying the G(anger causality test, results in Table 5.9 shows that financial
o wsgci.t‘c_)r_ "(l‘:’S) growth dpgs m;tf}ra\mger causes real\ sector (RS) growth, FS has NP-value
T w(OE)S)Mwhlchls;nmg;uﬁcantThe ’(plresent.results oppése the supply leading hypothesis
that financial development leads to economic growth. Initial income (Y) level of the
individual having p-value’ 0.04 and trade openness (TO) have ;?-value 0.05 'which is
significant in the given (r[;oéel;‘wh’ich shbw§ initial income and openness to trade Granger
: v e s '
cause real sector growthi‘" i
TR e e e e T U e L T e
5.3.5 Impulse Response Function
Impulse response function is applied to see the behavior of FS innovation on RS. In
the following Figure 5.2 the behavior of FS impulse on RS is shown.
g
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| Bk T Figure 5.2: Responses of RS to FS Innovation SAARC™ *

. The above graph represents effect of one SD innovation in FS on RS. It shows that
the effect of FS innovations on RS is insignificant for a short and long interval of time, as
the f:{.irecast cenfidence liaixterval approaches zero. This shows that no significant

e
improvement in RS is predictable if there is growth in FS for long time period.

r Causality, Impulsé Resp;)nse and

ARDL

§

For the given case of SAARC, if we compare the results of Granger causality -

impulse response and ARDL, the results are likewise. As in case of Granger causality,

B A
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......... results show that ﬂngngi’gl__;:'sgctqg_. growth does not Granger causes real sectoh growth in _
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T If we compare ‘the fesults of OECD and SAARC countrles one can see that the *

L
l'ong time peried. Similarlyy" the results of ARDL model also shows insignificant impact
of financial sector growth on real sector growth become diminishes for long interval of
time as it approaches zero ‘confidence interval. All the results evidently show that the

relationship between financial sector growth and real sector growth is insignificant.

5.4 Comparison of OECD and SAARC Countries

S R S Y

impact of financial sector on real sector is found insignificant for both OECD and

SAARC countries. , .

*Table 5.10: Comparison of Long Run Coefficients Results: OECD and SAARC

The coefficient of FS for OECD is insignificant having p-value (0.16). Similarly,

SAA‘RC countries also have insignificant coefficient, with p-value (0.35). The results of

ﬁ

..m,.-t,:k., . o e -
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of FS on RS. However, the results «of impulse response also depict the same-that the effect e

B N P
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Statlc Long Run . : OECD Results SAARC Results
- londk L Golution T D ey e o :
Varlables Coefﬁcrent Probablllty Coefticient Probability
FS 0.029 0.168 0.061 0.358
Y N 0.138 0.040* 0.636 0.030*
CF ‘4'. 0.112 0.009* - -
TO %0.001 0.617 0.115 0.000*
GS ‘-0.037 0.379 - -
ol frrem e INF ":'.()_'117 0.037* - . L s - N
*, shows significance of variable.

OECD and SAARC countrres equally showmg that 1mpact of financial sector growth on
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2 real “sector growth is”insignificant. The two coeffic¢ients also have approkimately same "~

magnitude. ‘

The coefficient of initial income level (Y) is significant for both OECD countries

¥ x g i

and SAARC countries. Economically initial income level more impacting growth rate of

devéloping countries as: value shows 1% inicrease in initial income causes 0.63% increase .,

A;r

e v T, A e B LN L P T e T

1) growth 5f SAARC Whereas, 1t is only 1mpact1ng 0. 14% increase in growth of OECD

Openness to trade coefficient is positive and insignificant (p-value 0.61) for OECD
countries whereas it is positive and significant (p-value 0.00) for SAARC countries. It

" shows that openness to trade is more beneficial for developing SAARC countries. Trade

openness cause 0.11% increase in growth rates of SAARC whereas no 1mpact on growth

a

B T ot A et

rates of OECD. Accordlng to Yanikkaya (2003) trade openness facilitates developmg
countries to get more benefits from advanced countries, which are technologically
innovative, and it has significant influence on long run economic growth of developing
nations. Results alsov sqéporting the Ulasan (2012) that impact of openness is

insignificant for OECD whlle srgnlf icant for non-OECD countries.

Coefficients of capital formation, government spending and inflation rate are found
insignificant for SAARC countries when redundancy test is applied. Therefore, these

b_variables are not included in estimation of SAARC countries.

The results of Granger causality test for comparative analysis of OECD and

H

=~ SAARC countries are reported-in-Table 5.11. oo o o

[46]
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Table 5.11: Comparison of Granger-Causality Results: OECD and SAARC

e

Granger-Causality\Tes't OECD Countries | SAARC Countries

Variables Null Hypothesis P-Value P-Value

FS “ " * FS does not 0.274 0.081
,;-GrangerACause RS i . - o -

T

4
i
bt

The result of OECD and SAARC countries in Table 5.11 shows that impact of
financial sector growth on real sector growth is insignificant. OECD has p-value 0.274
and SAARC has p-value 0.081, which shows that OECD and SAARC countries equally

accepting the null that fifancial sector growth does not Granger cause real sector growth.

Y
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TheARDL and C;r;ngc?} causaiii;' résults tor (ieveloped OECi) countrlesas wellas
for d@veloping SAARC countries are found insignificant. It shows that financial sector
growth is not benef;'lcialf for real sector growth in long run for developed as well as

\ | developing countries. Thé;efore, more emphasis should be given in developing real

sector fuither instead of financial sector, which is overwhelming real sector rapidly now a
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5.5 Comparison with Previous Studies

The results summarized above differ from previous stidy, that financial”
R . . . . . .
development has positive and significant impact on economic growth. It is obvious that

. w5~ finanial sector has insighificant impact on real sector growth. OECD as well as SAARC. ...

e

‘countries have same results that impact of FS on RS is insignificant. It means that present

research negate the hypothesis that FS growth leads to RS growth.
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Study finds an insignificant impact of financial sector growth on real sector

growth. This study opposes the supply leading hypothesis by Christopoulos and Tsionas

2in

o 2 (-'2;()'()Aii‘)';''*::élﬁb'ng“c)'‘th'e:"r'"s‘"'t}ﬁi‘f':f:{ﬁ?ffféi‘'eiﬁlwdéz;Z%”l‘opmenf'l‘é‘a‘ds‘~ t6 economic growth. The'results ™,

are also opposing the King and Levine (1993) hypothesis and his supporters’ (Levine &
Zervous (1998), Raj‘an & Zingales (1998), Beck et al. (2000), Al-Malkawi & Abdullah
. (2011), among others) Lih’at;f;'mancial development has significant and positive impact on

i

economic growth in lon’g::tlime period. The results of the study, supporting the Dawson
o eeAre i (2003) - ins which . he: found rthat- financial development has -insignificant impact-on -
economic growth. The results of the study are also in line with Harrison et al. (1999), Al-

Zubi et al. (2006), Liang & Richert (2006), Greis et al. (2009) and Acaravci et al. (2009)

that financial sector has insignificant impact on economic growth in long time period.

#

Contrary to above studies, in this study instead of using proxy variables we used

i oot eem 2w S v g 141 o o e R
--exact indicatot of financial-sector:- We did not include financial sector in real entity (RS

growth) as in previous research work whole GDP is used as real sector growth and
determined the relationship between two. But GDP is aggregate of real and financial °

sector. Hence, this research work differs from previous research done by King and

Levine (1993) and others.

I
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"As coefficient of control variables are  considered, according to Mirestean &

B L TR

Tsangarides (2009), in a cross-country growth regression analysis, variation in set of
control variables in growth equation changes the significance and also the sign of
coefficients. Therefore significance of variables changed in different studies when

selected different set of control variables. Even at times the same author found dissimilar
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Therefore contradrctory results of control varlables are possrble in panel data

R Initial income level is-found positive and significant for impacting. real sector
growth in case of developed OECD countries and developing SAARC countries, which is
contrary to convergence theory. While, positive coefficient supports the theory of Romer

(1986) and Lucas (1988), that initial income positively impacting to stimulate growth.
3

T Aaman s

LS - D hen - income fevel raises s'it cause increase in investment and stock of capltal ofa country e

. ++, . and technological innovation which leads to more economic growth. On contrary,
according to Neo-Classical growth model, (Solow (1956), Swan (1956), and Koopmans

(1965)), high income ~~iherease the. stock of capital in the country “which causes

diminishing return in reoroducible factors and economy grow at slow rate. So, high
.,.';‘.,r,‘,.,...;'.’_'.if‘.‘;??:;;i;;;“ii‘f;irieorn?'ﬁ(iﬁitial ificome) negatively associated with économic growth. -

¥

Coefficient of government spending is found insignificant in the current model.
4 3

E According to Neo-Classical model of growth by Solow (1956) and Swan (1956), the
government expenditures does not directly influence long run’ growth rate, generally it

has only transitional growth effects. The government expenditures only determine the

Mo s e e teias e T e

-+ s level of-output rather-thari growth-rate.- Different economists have their -opinion that -----

fiscal policy has many components. On aggregate the impact of government expenditures

are inconclusive. Government expenditures are consisting of productive expenditures and

unproductive expenditures.: Productive expenditures have direct influence on growth -

whefeas unproductive expendltures have no effect on economic growth (see Barro and

e PP

e o i e rm e i} S e e e i e

growth rates (Kneller et al. (1999), Bleaney et al. (2001) and Agell et al. (2006) among

[49]

.. Sala-i -Martm (1992)) Many studres show that govemment expendltures do not mﬂuence







> productivity and industrial development in the economy and thus leads to economic

growth. ”

Coefficient of trade openness is positive and significant in the present study for the

e e b T e

“cageoféAARC“ countries and “insignificant ‘for OECD countries. By followiné K
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endogenous growth theory, most of economists have their consensus regarding positive
relationship between trade openness and economic growth. One most accepted channel of

irade and growth relationship is innovation based growth literature or research and

s

development (R & D) :’spi‘l‘lover effects. Economic growth is increased by (R & D)

*
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LT T activities. “These réséarch and “development (R & D) activities, ‘in-developed countries™

spillover their effects in developing countries. Trade provides international access of
technological knowledge across countries which cause’ innovation and introduction of .

new products varieties. Thus trade has important affect on growth through knowledge

transformation across bor(ic;rs. (Grossman and Helpman (1991), Batiz and Romer (1991),

-~ among others).-Harrison;'(1996)-and Frankel and Romer (1999) also_assert that trade:, -~
openness increases technology and diffusion of knowledge across countries and
stimulating growth. According to Yanikkaya (2003), in the light of endogenous growth

theory, developing countries get more benefits from advanced countries, which are
technologically innovative,:and it has significant impact on long run economic growth.

¢

... Thus_trade_. openness.,is «more,

B

}

investigated by Ulasan (2012) and found empirically strong support to this view by
getting small and insignificant coefficient for OECD relative to significant coefficient for

non-OECD countries.

_beneficial for developing nations. However, this is _.....
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Concleuirsion and Policy Implications

6.1 Conclusion

" In this research work the relationship between real and financial sector growth is
r

OECD and 2000-2013 for SAARC countries. By applying the Granger causality test we
determine the causal relationship between real sector growth and financial sector growth.

The results of the study show that financial sector growth does not Granger cause real

se'ct_or growth. The oresenjt study does not support the supply leading hypothesis by

- H 3%;

Chrrstopoulos and Ts1onas (2004), among others that ﬁnancral development promoting
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ecofiomic growth in long run. The long run ARDL model estimation of the study also
shows insignificant relationship between financial sector growth and real sector growth.

Hence, this study opposing the study of King and Levine (1993) and his followers’
ok ‘

Levine & Zervous (1998),-, Beck et al. (2000), Almalkawi & Abdullah (2011),; among

others that 1mpact of ﬁnancral sector on real sector is pOSlthC and srgnlﬁcant Present
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study is in support of Hamson et al. (1999) Dawson (2003) Liang and Richert (2006),
and Greis et al. (2009), among others that impact of financial sector on real sector is

insignificant.

5
H

The present study, differs from previous study in two respects. First, in this study

Yused an accurate |

development lnstead of ‘using proxy variables which usually used in previous study.
Second, the previous study tries to find relationship between FS and GDP which is not

(52]
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e e e estimatedn;for. OECDMand,V\SAARC. countries. Data are. collected from 1994-2013 for. . ..

re of financial sector (dollar value) for measuring financial

R OR o)







3 '99% of the labor. Thus a “h'uge growth in financial sector only implies increase in the

income of 1% of the population. This is likely to increase inequality in the country.

x

Srmllarly, OECD statrstlcs of labor force survey 2012-2013, shows employment of
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financial sector of OECD countrres range lres in between 2% to 4% Wthh is very Tess as

compare to real sector employment, whose range lies in between 96% to 98% (see detail
in appendix). It is not being justified through our research work that policy makers should

focus further on financial development to stimulate growth in real sector. Following are

i
+. the policy implications of the study.

> Being the signatory of millennium development goals declaration, Pakistan has to
reduce income inequality. However, the two sectors of economy if, do not grow
parallels this will increase income inequality instead of reducing it.

o f

» There is need to focus on the sector having impact on lives of masses instead of

few people for the country like Pakistan, where the market of job seeker is gomg

to expand very rapldly, there is need to focus on the sector creating large number
of employment opportunity.

» Policy makers should focus on balanced growth of financial as well as real sector

. of the economy. If the two sectors do not have similar growth, this will lead to

greater income inequality.

“l)eveloped as well as developrn0 countries, should focus on the polrcy whrch has

’ encouraging impact on real sector growth instead of financial sector growth.
> There is need to measure financial development in its accurate term (dollar value)

instead of using proxy worldwide to determine the relationship between real
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sector and financial sector. LB
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LlStOfOECD Countries

" “1. Australia ‘.; ‘ 11. Japan

k]

8 ) ﬁ Y. Austriaf “ . ; 12. Korea
‘3.. Belgium o 13. Luxembourg

4. Czech Republic - 14. Netherland

5. Denmark . 15. New-Zealand G

6. Finland 16. Poland
7. France 'E 17. Spain

] ! 8. Germany v 18. Sweden

9. Hungary s 19. Switzerland
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List of SAARC Countries

5. Nepal

1. Bangladesh X :

e i e O S e

' o ', Bhutan - | 6. Pakistan
»3, India 7. Srilanka

4. Maldives
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20. United Kingdom o




