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Introduction

The relationship between financial development andnomic growth has received a great
deal of attention throughout the modern historga@dnomics. Its roots can be traced in Lydia
of Asia Minor where the first money was in evidenc&he first signs of public debate,
however, on the relationship between finance anavtr, and indeed on experiments with free
banking, can be located in Rome in the year 33 ADthat year there was probably the first
classic case of public panic and run on the bahks. Romans debated intensely and fiercely
at that time the possibility of placing a hitheftee banking system under the control of the
government. Since then, of course, a great numbeconomists have dealt with the issue.
An early and intellectual development came from é&wg (1873), in his classicombard
Street where he emphasised the critical importance @btnking system in economic growth
and highlighted circumstances when banks couldreggtspur innovation and future growth
by identifying and funding productive investmentfie work of Schumpeter (1911) should
also be mentioned. He argued that financial sesvaze paramount in promoting economic
growth. In this view production requires creditrt@terialise, and one "can only become an
entrepreneur by previously becoming a debtor...aMihe entrepreneur] first wants is credit.
Before he requires any goods whatever, he reqgoureshasing power. He is the typical debtor
in capitalist society” (p. 102). In this proceds banker is the key agent. Schumpeter (1911)
is very explicit on this score: "The banker, theref is not so much primarily the middleman
in the commodity "purchasing power' apraducerof this commodity ..... He is the ephor of
the exchange economy" (p. 74).

Keynes (1930), in hig\ Treatise on Moneyalso argued for the importance of the banking
sector in economic growth. He suggested that me#it "is the pavement along which
production travels, and the bankers if they knewirtlduty, would provide the transport
facilities to just the extent that is required inder that the productive powers of the
community can be employed at their full capacity; . 220). In the same spirit Robinson
(1952) argued that financial development followwgh, and articulated this causality
argument by suggesting that "where enterprise laaisce follows" (p. 86). Both, however,
recognized this as a function of current institadibstructure, which is not necessarily given.
In fact, Keynes (1936) later supported an alteveatiructure that included direct government
control of investment.

Although growth may be constrained by credit coeain less developed financial systems, in
more sophisticated systems finance is viewed asogambus responding to demand
requirements. This line of argument suggests tlaintore developed a financial system is the
higher the likelihood of growth causing finance. Robinson's (1952) view then, financial
development follows growth or, perhaps, the caosatnay be bidirectional. However,
McKinnon (1973) and Shaw (1973), building on therkvef Schumpeter (chiefly 1911),
propounded the ‘financial liberalisation' thesigguing that government restrictions on the
banking system restrain the quantity and qualitjneéstment (see, for example, Arestis and

1| am grateful to Warren Mosler and Malcolm Sawjf@r extensive and helpful comments. All remaining
errors, omissions and ambiguities are, of counstxety my responsibility.
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Demetriades, 1998, for further details). More ntlygethe endogenous growth literature has
suggested that financial intermediation has a pesikffect on steady-state growth (see
Pagano, 1993, for a survey), and that governmeatviention in the financial system has a
negative effect on the equilibrium growth rate @end Levine, 1993b). These developments
can be considered as an antidote to the thesifopuaird by Modigliani and Miller (1958)
that the way firms finance themselves is irrelev@heir “irrelevance propositions'’), which is
consistent with the perception of financial markessndependent entities from the rest of the
economy, so that finance and growth are unrelddedpite severe doubts on the relevance of
the Modigliani and Miller (op. cit.) theorem, soraeonomists still would argue that finance
and growth are unrelated. A good example of tiesvvs Lucas (1988) who argues that
economists “badly over-stress' the role of thenfii@ system, thereby reinforcing the
difficulties of agreeing on the link and its direct between finance and growth.

This paper aims to explore the issues of the oglahip between financial development and
growth from the perspective of evaluation of thie@f of financial liberalization. Since the
focus is on financial liberalization, a short revief certain related issues is in order. It used to
be that banking, with banks as the first major é&sdalong with rights of private ownership of
investment, led to control of real investment bylb&enders. In many parts of today’s world
only government and banks direct much of the maistment. Projects live or die by bank
decision as to willingness to finance. In the G7iams, however, in addition to government
and banking, investment is directed by managerstoément funds (both public and private),
insurance companies investing their reserves, alotilgmany other financial institutions with
accumulated reserves. Individuals via their sefaded pension and retirement funds, do not
have much impact in this; individuals place monehvimancial institutions who in turn place
the money as they think fit. This institutionalrfrawork has been facilitated by various pieces
of accumulated legislation, such as those cred#rgleferred retirement accounts, and tax-
deferred insurance reserves, along with many atférs result is a variety of professional
managers responsible for facilitating real investimehose performance is measured by
institutionally determined financial standards. 8ow there is a combination of public,
commercial and managerial institutions, directieglrinvestment, each with its own set of
financial objectives, and which can be competind/@noperating at cross purposes. Failing to
recognize that positive financial outcomes are netessarily positive real outcomes has
serious consequences. Many of these considerafmhsunder financial liberalization.
However, lacking in the financial liberalizatioteliature is a cost benefit analysis of the real
costs of the financial sectors, which results fribva incentives induced by the institutional
structure that surrounds finance and inherentdayts real investment activity.

The financial liberalisation thesis is introducadhe section that follows. Its theory and policy

 The sentence beginning with ‘it used to be that ba nking ...’
refers to the early periods of banking as we know t oday.
Furthermore, the argument that banks, by decisions on whether
or not to grant a loan, simply means that they can effectively
determine which proposed investment takes place and which does
not. There is no more to the 'control of real inves tment', and
certainly it does not refer to a more direct involv ement than

just whether banks accept or refuse a loan rquest.
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implications are explored in a subsequent sectibme problematic nature of financial
liberalisation is then explored under a number @ddings. A final section summarises and
concludes.

The Financial Liberalisation Thesis

This paper attempts to demonstrate the problemaiare of “market liberalisation' by
concentrating in an area where renewed interestdwsfaced, this being financial markets.
More precisely, the focus of this contribution wié on the setting of financial prices by
central banks, especially in developing countr@égairly common practice in the 1950s and
1960s, which was challenged by Goldsmith (196@pénlate 1960s, and by McKinnon (1973)
and Shaw (1973) in the early 1970s. They ascribedpbor performance of investment and
growth in developing countries to interest ratelings, high reserve requirements and
quantitative restrictions in the credit allocatimechanism. These restrictions were sources of
“financial repression’, the main symptoms of whigre low savings, credit rationing and low
investment. They propounded instead the thesishaés come to be known as “financial
liberalisation’, which can be succinctly summariaecamounting to ‘freeing’ financial markets
from any intervention and letting the market deieenthe allocation of credit.

However, left out of consideration were other polaptions selected by government that
preceded these policies; for example, the genexsg evas that of various combinations of
foreign fixed exchange rates and governments imgudebt in external currencies. Many of
the financial restrictions subsequently imposedevwgssigned to help sustain the exchange rate
regime and support the external debt. This combinabbviated otherwise available
government policy responses (such as governmemtitdgpending of local currency) to
support investment and consumption at full employnhevels. Instead, financial liberalization
was proposed in the context of fixed exchange ratelsexternal debt. It should, thus, have
been no surprise that a variety of currency andkibgncrises followed the attempts at
financial liberalization (see, for example, Arestisd Glickman, 2002).One might qualify
straightaway by suggesting that this analysis iaoted under given institutional structure as
mandated by government, and that policy optionsbeaselected that inhibit investment. With
direct government investment always an option, arcbunting that recognizes government
investment as such, government can always allelaateof investment, although typically it
would be a different form of investment. It is, shirue that government can ‘allow’ markets
to direct real investment. The history of bankitgwever, as the policy makers in both
developing and developed countries adopted thensseof the financial liberalisation thesis
and pursued corresponding policies, tells a rashdrstory. It actually points to two striking
findings.

The first is that over the past thirty years or #oancial and banking crises have been
unusually frequent and severe. Especially so ineldging countries with foreign fixed
exchange rate policies and external debt, bothivelgdo the experience of developed

3 It ought to be noted that the statement ‘letting market determine’ the outcome, as though théehavas
some natural phenomenon, is not unproblematic. Wpatally happens actually is that it is the bartkat
determine the allocation of credit, and they aterofelatively few in number, an argument thateisforced
in what follows in this chapter.
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countries and to the experience of the precedirgptiecades. The magnitude of the crises is
clearly indicated by the fact that at least oweo thirds of the IMF member countries
experienced significant banking-sector problemsingutthe period 1980-today (see, for
example, Arestis and Glickman, 2002). In AfricaAsia, and in the transition economies of
central and Eastern Europe, over 90 percent dMRecountry members suffered at leasie
serious bout of banking difficulties over the pdrioThe severity of the crises can be
highlighted by the fact that at least a dozen dgmeb-country episodes where bank balance-
sheet losses and/or public-sector financial remolutosts of these banking crises amounted to
10% or more of GDP. While industrial countries hdna some sizeable banking crises of
their own over the period (Spain, 1977-85; threeditocountries in the late 1980s/early
1990s; the US saving and loan debacle, 1984-91ttendecent Japanese bad loan pro‘bl,em
the frequency and scale of crises have, on theaybekn lower than in the developing world.

The second important finding is that beyond tharfaial costs of banking crises for the local
economies involved, they exacerbate downturns mbn@wic activity, thereby imposing
substantial real economic costs. Banks in develppauntries hold the lion's share of financial
assets, meaning that they are the main holderbavés, etc., operate the payments system,
provide liquidity to financial markets, and are arapurchasers of government bonds. In
addition, bank liabilities have been growing muahktér in developing countries over the past
two decades than economic activity. Moreover, th&easing weight and integration of
developing and emerging economies in internatidm@ncial markets have resulted in
spillover effects to industrialised countries. T, thus, an increased risk that banking crises
in developing economies will have unfavourable repssions on industrial countries. A very
disturbing aspect of the crises discussed in tbaitien is that they spill over to the real
economy where real output and investment are st is exacerbated by the fact that the
latter are not accompanied by appropriate poligpoeses to sustain aggregate demand,
output and employment, when the exposure to whiehhave just referred materialises.
Governments could have allowed real output to bstaswed in spite of bank ‘financial
difficulties, and in spite of losses by sharehadddenders, etc. In fact, governments have
allowed banking crises to alter the ‘quantity’ @w investment and real output, when those
governments have had the option all along to alrewth to continue. More seriously,
though, is the cost in terms of real output resuftem these crises. Table 1 makes the point
very well. Such loss in many countries was staggerieaching over 60 per cent in some
cases, followed by substantially reduced outputeangloyment.

We wish to argue that this experience is not utedldo the financial liberalisation policies
pursued by countries, which adopted the principfebe thesis in the context of their existing
institutional structure. This we do by looking ahamber of problems entailed in the thesis
and at the evidence that can be adduced. We beigfn avbrief summary of the main
propositions of the financial liberalisation thelsefore we turn our attention to its problematic
nature.

“ It ought to be noted that in Japan the bankingt'atid not hurt real output all that much, sinemks were
actually ‘open for business’ all along. Real outpagged for other reasons, mainly due to a shortdge
aggregate demand.



Financial Liberalisation: Theory and Policy Implications

A number of writers question the wisdom of finahaiapression, arguing that it has
detrimental effects on the real economy. Goldsr(ii®69) argued that the main impact of
financial repression was the effect on the efficienf capital. McKinnon (1973) and Shaw
(1973) stressed two other channels: first, findnepression affects how efficiently savings
are allocated to investment; and second, througleffect on the return to savings, it also
affects the equilibrium level of savings and inwesnt. In this framework, therefore,
investment suffers not only in quantity but alsarality terms since bankers do not ration the
available funds according to the marginal produtgtiof investment projects but according to
their own discretion. Under these conditions tharfcial sector is likely to stagnate. The low
return on bank deposits encourages savers to heid davings in the form of unproductive
assets such as land, rather than the potentiatigustive bank deposits. Similarly, high
reserve requirements restrict the supply of banklitey even further whilst directed credit
programmes distort the allocation of credit sincditipal priorities are, in general, not
determined by the marginal productivity of differéypes of capital.

The policy implications of this analysis are qusteaightforward: remove interest rate ceilings,
reduce reserve requirements and abolish directeditcprogrammes. In short, liberalise
financial markets and let the free market deterrthieeallocation of credit, where it is assumed
that there will be a ‘free market’ with just a fésanks, thereby ignoring issues of oligopoly
and, of course, of credit rationing type of proldeas in Stiglitz and Weiss (1981). With the
real rate of interest adjusting to its equilibridevel, at which savings and investment are
assumed to be in balance, low yielding investmeojepts would be eliminated, so that the
overall efficiency of investment would be enhancgldo, as the real rate of interest increases,
saving and the total real supply of credit increag@ch induce a higher volume of investment.
Economic growth would, therefore, be stimulated ooly through the increased investment
but also due to an increase in the average proatyotif capital. Moreover, the effects of
lower reserve requirements reinforce the effectshigher saving on the supply of bank
lending, whilst the abolition of directed creditogrammes would lead to an even more
efficient allocation of credit thereby stimulatingther the average productivity of capital.

Even though the financial liberalisation thesis emtered increasing scepticism over the
years, it nevertheless had a relatively early ihpacdevelopment policy through the work of
the IMF and the World Bank who, perhaps in theaditional role as promoters of what were
claimed to be free market conditions, were keesntmurage financial liberalisation policies in
developing countries as part of more general redoan stabilisation programmes. When
events following the implementation of financidddralisation prescriptions did not confirm
their theoretical premises, there occurred a mavisif the main tenets of the theslsitially,

the response of the proponents of the financiatdilisation thesis was to argue that where
liberalisation failed it was because of the existenf implicit or explicit deposit insurance
coupled with inadequate banking supervision androgmonomic instability (for example,
McKinnon, 1988a, 1988b; 1991; Villanueva and Mirakh1990; World Bank, 1989). Those
conditions were conducive to excessive risk-takigghe banks, which can lead to ‘too high'
real interest rates, bankruptcies of firms and Hailres. That led to the introduction of new
elements into the analysis of the financial libeedion thesis in the form of preconditions,
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which should have to be satisfied before reformsild/doe contemplated and implemented.
The financial liberalization analysis lead to recoemdations, which included ‘adequate
banking supervision', aiming to ensure that ban&d kB well diversified loan portfolio,
‘macroeconomic stability’, which refers to low astéble inflation and a sustainable fiscal
deficit, and the sequencing of financial reformgadiial financial liberalisation is to be
preferred. In this gradual process a ‘sequencindinahcial liberalisation' (for example,
Edwards, 1989; McKinnon, 1991) is recommended. Bympd credibility arguments, Calvo
(1988) and Rodrik (1987) suggest a narrow focueeftfrms with financial liberalisation left
as last. Successful reform of the real sector camiee seen as a prerequisite to financial
reform. Thus, financial repression would have to rbaintained during the first stage of
economic liberalisation.

A further development took place where another dsim was recognised. This was based
on the possibility of different aspects of reformogrammes might work at cross-purposes,
disrupting the real sector in the process. Thigriscisely what Sachs (1988) labelled as
‘competition of instruments'. Such conflict wasutdot to occur when abrupt increases in interest
rates cause the exchange rate to appreciate rapidlydamaging the real sector. Sequencing
becomes important again. It is thus suggesteditbatlization of the “foreign' markets should take
place after liberalization of domestic financialrk&s. In this context, proponents suggest caution
in “sequencing' in the sense of gradual finandi@@rdlization, emphasizing the required
preconditions for successful financial reform. Tgreconditions include the achievement of
stability in the broader macroeconomic environmand adequate bank supervision within
which financial reforms were to be undertaken (@hd Khatkhate, 1989; McKinnon, 1988b;
Sachs, 1988; Villanueva and Mirakhor, 1990). lalso argued by the proponents that the
authorities should move more aggressively on fihmeform in good times and more slowly
when borrowers net worth is reduced by negativelshosuch as recessions and losses due to
terms of trade (see, also, World Bank, 1989). @apti al. (1994) reviewed the financial
reforms in a number of primarily developing couedgriand concluded that managing the
reform process rather than adopting a laissez-fapproach was important, and that
sequencing along with the initial conditions inafite and macroeconomic stability were
critical elements in implementing successfully fioal reforms. All these modifications,
however, indicate that there is no doubt that theppnents of the financial liberalisation
thesis do not even contemplate abandoning it. Nouamof revision has changed the
objective of the thesis, which is to pursue dpéimal path to financial liberalisation, free from
any political, i.e. state, intervention.

Still another financial liberalization developmeist related to the emergence of the ‘new
growth’ theory (i.e. the endogenous growth modEfjs development incorporates the role of
financial factors within the framework of new grdwtheory, with financial intermediation
considered as an endogenous process. A two-wayalcagiationship between financial
intermediation and growth is thought to exist. Tgewth process encourages higher
participation in the financial markets, therebyilk@ting the establishment and promotion of
financial intermediaries. The latter enable a meffieient allocation of funds for investment
projects, which promote investment itself and eckagrowth (Greenwood and Jovanovic,
1990). Furthermore, in such models financial dgwelent can affect growth not only by
raising the saving rate but also by raising the amhof saving funneled to investment and/or
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raising the social marginal productivity of capitélith few exceptions (for example, Easterly,
1993) the endogenous growth literature views gavent intervention in the financial system
as distortionary and predicts that it has a negagiifect on the equilibrium growth rate.
Increasing taxes on financial intermediaries isnsae equivalent to taxes on innovative
activity, which lowers the equilibrium growth rateaposing credit ceilings reduces individual
incentives to invest in innovative activity, whioktards the growth of the economy (King and
Levine, 1993b).

New growth theory suggests that there can be sstaming growth without exogenous
technical progress. Generally, constant returnsdale at the firm level, with increasing
returns overall, are assumed. The efficiency o¥iddal firms, however, is made a function of
aggregate capital stock. Capital accumulation étiga learning process which, being a public
good, raises efficiency in the economy. It is passio show that within this framework
financial intermediation can have not only leveleefs, but also growth effects (Pagano,
1993). In general terms, financial markets enapnts to share both endowment risks (such
as health hazards) and rate-of-return risk (sucthatsdue to the volatility of stock returns)
through diversification. They channel funds fronople who save to those who dissave in the
form of consumer credit and mortgage loans. Ifltdan supply falls short of demand, some
households are liquidity-constrained, so that curmesources limit their consumption and
savings increase. There is, however, an importafierehce between the financial
liberalisation and the endogenous growth theorysdbe As Singh (1997) argues, the
endogenous growth theory proponents argue for efalib and fast development of stock
markets, especially in developing countries. Bytst, the financial liberalisation advocates
view stock market development as either unimportantat best as a slow evolutionary
process (Fry, 1997).

The most recent development includedrictural characteristics of finance, such as the
relative importance of banks and securities marleetd infrastructural and institutional
prerequisites, such as the legal and informatiengironment as well as the regulatory style”
(Honohan, 2004, pp. 1-2). This discussion has stmnfrom the discussion on whether
‘financial structure matters’. The well-known debatn bank-based and capital market-based
financial systems has recently been followed by isoab investigation that concludes in the
negative (Arestis et al., 2004, review these deraknts). This has led to two further
developments that might be termed the ‘financialises’ view (Levine, 1997; see, also,
Arestis et al., 2004), and the finance and law viea Porta et al, 1998; see, also, Levine,
1999). The financial services view attempts to mise the importance of the distinction
between bank-based and market-based financiahsysteis financial services themselves that
are by far more important, than the form of thativéry. In the financial services view, the
issue is not the source of finance. It is rather ¢reation of an environment where financial
services are soundly and efficiently provided. Témaphasis is on the creation of better
functioning banks and markets rather than on tlpe tyf financial structure. The evidence
produced to support this view is based on panelcaoss-section studies, and demonstrates
that financial structure is irrelevant to econogrowth. However, these multi-country studies
are also subject to a number of concerns, summanzérestis et al. (2004). Using time
series and accounting for heterogeneity of coefits across countries, it is demonstrated in
Arestis et al. (op. cit.) that ‘financial structudmes matter’. The finance and law view
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maintains that the role of the legal system in tingaa growth-promoting financial sector,
with legal rights and enforcement mechanisms,itams both markets and intermediaries. It
is, thereby, argued that this is by far a bettey whstudying financial systems rather than
concentrating on bank-based or market-based systenis view, however, does not quite
accord with the facts. For it is the case that evhile degree of financial development has
changed over the last 100 years or so, legal srigineach country have not changed by
muchand by the frequency that the degree of fiahdevelopment has changed.

We wish to argue in the rest of this paper thatetls@e a number of issues in these arguments,
which are critical in the development of the fin@héberalisation thesis. We argue that these
propositions are not problem-free. They are, it,fao problematic that they leave the thesis
without serious theoretical and empirical foundagio

Problemswith Financial Liberalisation

This section summarises briefly a number of ciiigsues of the financial liberalisation thesis
(for more details see Arestis and Demetriades, J188sstis, 2004). They are:

e sequencing;

« causality;

» free banking leads to stability of the financisdtgm,

« financial liberalisation enhances economic growth;

« savings cause of investment;

« absence of serious distributional effects as istel@es change;
« financial liberalization is pro-poor;

« no role for speculation;

« favourable financial policies.

We proceed now to discuss these critical issuegiybri

Sequencing

Sequencing does not salvage the financial libetadis thesis for the simple reason that it
depends on the assumption that financial markets clvhile the goods markets do not. But
in the presence of asymmetric information, finaingiarkets too are marred by the so-called
imperfections. But even where the “correct' seqgugnmok place (e.g. Chile), where trade
liberalisation had taken place before financiarddisation, not much success can be reported
(Lal, 1987). The opposite is also true, namely thathose cases, like Uraguay, where the
‘reverse' sequencing took place, financial libsasibn before trade liberalisation, the
experience was very much the same as in Chile 5ra895).

Stiglitz (2000) highlights difficulties with the gaencing literature in explaining the South East
Asian crisis. South East Asian countries had veamgyng macroeconomic fundamentals, along
with sound systems of banking regulation and sugierv So that reasonable economic
policies and sound financial institutions were liacg; high growth rates for long periods with
low inflation rates were also evident. Still theulio East Asian financial crisis of 1997-1998
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was not prevented. Stiglitz (op. cit.) emphasi$es destabilizing implications of short-term
capital flows to conclude that “there is not onty case for capital market liberalization .....
there is a fairly compelling casgainstfull liberalization” (p. 1076). More recent reselaron
sequencing produced similar results. For examp&mniksky and Schmuckler (2003) when
discussing relevant findings conclude that “theeoirdy of liberalization does not matter in
general. Opening the capital account or the stoaiket first does not have a different effect
than opening the domestic financial sector firgt”31).

Causality

The difficulty of establishing the link betweendimcial development and economic growth was
first identified by Patrick (1966) and further demed by McKinnon (1988a) who argued
that: "Although a higher rate of financial growthpositively correlated with successful real
growth, Patrick's (1966) problem remains unresolafthat is the cause and what is the
effect? Is finance a leading sector in economicetigament, or does it simply follow growth in
real output which is generated elsewhere?" (p..390)

The relationship between financial development @wbnomic growth is, therefore, a
controversial issue, which could be resolved paatytoy resorting to theoretical arguments
backed up by convincing empirical evidence. A récatempt to explore this aspect of the
debate has been attempted by King and Levine ()98Ba have argued that Schumpeter
(1911) may very well have been ‘right' with the gesgion that financial intermediaries
promote economic development. Using data for abewrof countries, covering the period
1960 to 1989, they find that "higher levels of fio&@al development are significantly and
robustly correlated with faster current and futtaiges of economic growth, physical capital
accumulation and economic efficiency improvemertsp.cit., pp. 717-718). From these
results the authors conclude that the link betwgewth and financial development is not just
a contemporaneous correlation and that "financens@@portantly to lead economic growth"
(op. cit., p. 730). They, thus, show that the llesefinancial intermediation is a good

predictor of long-run rates of economic growth, it@paccumulation and productivity

improvements.

It has been shown elsewhere (Arestis and Demegid®897) that although King and Levine
(1993a) attempted to tackle in an ingenious waysane, which has plagued the empirical
literature on the relationship between finance dedelopment for a long time, their causal
interpretation could be improved further. Once ¢hatemporaneous correlation between the
main financial indicator and economic growth hasrbaccounted for, there is no longer any
evidence to suggest that financial developmentshplgdict future growth. Furthermore, the
cross section nature of the King and Levine (19%Rdn set cannot address the question of
the link between finance and growth in a satisfaciteay. To perform such a task, time series
data and a time series approach are required, rasxomple in Granger (1988) amongst
others.

Free Banking Leadsto Stability of the Financial System

The underlying assumption of the thesis is thatketaforces do produce stability in the



11

banking and financial systems, as they do in otketions of the economy. At the limit, since
there would be no possibility of government ba#oirt free banking, any hint of imprudence
would cause customers to shift to competitors. €guently, the market discipline would be
stronger the larger the number of independent rggeers. We have argued elsewhere
(Arestis and Demetriades, 1998) that even in thetnfr@quently discussed cases of free
banking, the system may either have worked becatisapport emanating from outside the
system itself, or it was simply marred by seriousbems. The upshot is that banking systems
should be regulated (Dow, 1996). Further seriog®rttical drawbacks, which spring from
two sourcesasymmetric informatiorand uncertainty which are particularly acute in a free
banking system.

Asymmetric Information

This drawback originates from the new-Keynesianomstof asymmetric information (see, for
example, Stiglitz and Weiss, 1981), which lead$wo types of problemsadverse selection
and moral hazard Adverse selection refers to cases when moretar@dhy borrowers are
drawn to other means of finance, usually at lowests, leaving only the lesser creditworthy
borrowers for the banking system. The problem fgetlee unsupported assumption that banks
don’t have ‘absolute’ credit standards, but instaslwilling to take the best credits from the
available customer base to fill out their loan fuii desires, even if they are very high risk.
Moral hazard refers to banks being put in a pasitihere the managers have no risk of loss
yet a possibility of gain. For example, an unrated bank may have a management team that
receives a bonus based on profits. It might bthér personal advantage to put some very
high risk high yield 5 year securities in the bankortfolio if they could accrue the interest
earned for say 12 months, and be paid bonuses lmaséde accrued interest, even if the
securities had a high risk of subsequent default.

Uncertainty

It can be argued that in the presence of unceytainthe loan market, changes in the rate of
interest alone do not guarantee clearance of treraarket (Basu, 2002). The fact that banks
do not maintain a uniform credit standard for altrowers, more than market imperfections,
allows discriminatory lending policy by the bank¥onsequently, the variation in access to the
loan market for different borrowers is predicatedtbe credit standard borrowers can offer.
Under these circumstances, free banking and libatimin of the loan markets does not
guarantee that flexibility in interest rate vawati would establish the ‘equilibriating’
characteristic assumed by the financial liberatirathesis.

Financial Liberalisation Enhances Economic Development

In demonstrating that a positive relationship exisetween financial liberalisation and
economic development, the thesis under scrutingr@&s a number of aspects, which are of
significant importance. We discuss two such aspdwdge effects and curb markdist,
followed by thelack of perfect competitioaspect.

Hedge Effects and Curb Markets
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This critique emanates from the structuralist thgdiaylor, 1983; Van Wijnbergen, 1983). It
suggests that higher interest rates from finandaralisation might leave unchanged or,
indeed, decrease the total supply of funds. Thidue to hedge effects, which may not
materialise in which case the total supply of fumtisy not be affected, or to curb effects,
which may reduce it. Hedge effects are due to gubsen of hedge assets; gold and land are
the most obvious examples, for bank deposits browddout by higher interest rates.
However, it should be readily conceded that bothtiadge and curb effects have not been
unambiguously empirically validated (Ghate, 1992).

Lack of Perfect Competition

The McKinnon and Shaw type of models are basedherutirealistic assumption of perfect
competition, which is particularly arbitrary in tloase of Less Developed Countries (LDCs).
For it is true to argue that perfect competitioriakvays and everywhere’ unrealistic and
impossible in all countries and markets, but egigcso perhaps in credit markets. Given,
then, that banking sectors are undoubtedly ratHigopolistic, the result of financial
liberalisation could very well be the monopoly résmhereby the decrease in loans and the
increase in the real interest rate are higher rmadgs than that under perfect competition.
This result may occur for reasons, which have towdih the possibility of inadequate
regulation over banking practices, which leadsridue risk-taking, especially in the presence
of deposit insurance. Under such circumstancesdémks are beneficiaries of an unfair bet
against the government: if the projects they hananted do well they make a lot of profit, if
they do badly they rely on the government to resbae. Such a situation has been termed as
‘upward financial repression'.

Relationship Between Savings and | nvestment

In the McKinnon/Shaw model savings precedes investmBut savings can only fund
investment, i.e. it can only facilitate the finarmieinvestment. Savings canniiance capital
accumulation; this is done by the banking sectdiiclvprovides loans for investment without
necessitating increases in the volume of depdalith a credit-creating financial system, it is
banks, and not savers, which finance investmenhs€gquently, it is finance, and not saving,
along with entrepreneurial long-term expectatiowhich are the prerequisites to capital
accumulation. Savings, nonetheless, has a diffeesmt important, role to play, which is to
achieve and maintain the financial stability of grewing economy (Studart, 1995). A second
problem with the McKinnon/Shaw model is the relaésdumption that deposits create loans.
In modern banking systems, including most devefppmuntries, loans create deposits not the
other way round.

Interest-Rate Changes and Distribution of Income

The financial liberalisation thesis does not paycmattention to distributional effects of

® It is worth noting in the context of the arguménthe text that the liquidity preference of thenka is very
important (Chick and Dow, 2002), as well as theligbof the banking sector to innovate, with liatjl
management being a good example (Arestis and HawkIb6).
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changes in interest rates. As a result, the cauioibs initiated on this issue have been rather
small, both theoretical and quantitative. Fry (1986rveys the limited work that has been
conducted on this issue, to conclude that "findmejaression and the ensuing credit rationing
worsen income distribution and increase indust@hcentration” (p. 205). Consequently,
financial liberalisation and the ensuing freeingcoddit markets improves income distribution
and decreases industrial concentration, due tong@l@ccess to finance and decreased degree
of credit market segmentation. This benefits sifiratis because it avoids subsidising priority
sectors, which leads to market segmentation, anoo®vcharacteristic of the financial
repression case, which hits them harshly.

There are, however, more important and signifiedfeicts, which are ignored by the financial
liberalisation thesis. We turn to these effects.nex

Pricing: Demand-determined and Cost-determined@sct

We begin with pricing in the modern economy (KaledQ71). There is the competitive
sector, essentially agriculture and raw materialshis sector prices are determined by supply
and demand as in the neoclassical tradition. Bh& idemand-determined' price sector. The
other sector, which is dominant, is the “cost-deieed' price sector, manufacturing and
services, where prices are set at some stable upadwer average variable costs. Prices are,
thus, administered on the basis of some expectadahoate of capacity utilisation through a
mark-up process over normal average variable cestigient to cover fixed costs, dividends
and the internal finance of planned investment edperes. So that the mark-up is chosen to
produce a level of retained profits, after depr#mm interest, and dividend payments,
sufficient to provide for the required internal dimce as dictated by planned investment
expenditure. The price leaders effectively setrtfaeket price as just described, so as to yield
their target-profits. The rest follow the price dess and they may have higher or lower
average costs and so lower or higher mark-ups eahgnofits. Interest is a cost and must be
passed on if firms are to achieve their profit éasgto finance their investment plans. The
bigger the size of the firm, the easier it is fotd pass on the increase in interest rates. It
follows that increases in interest rates hit thelksszed firms particularly hard. The latter
suffer in the same way the “demand-determinedepiiicns do. They absorb interest rate
changes in the case of demand-determined prics iirthe short-run. In the long-run interest
rate changes may be expected to be passed oncms pfithe profit rate is to remain
unchanged.

Savings: "Small' and "Big' Firms

There is a further important redistributional effaghich we may discuss by also referring to
the distinction between “cost-determined’ and “deltetermined’ price sectors. An
important difference in this respect is that themdnd-determined' price firms, the small firms
such as farming and small retailing, save veriejityenerally, they are net borrowers. Small
firms, therefore, are very sensitive to interest Ichanges. "Cost-determined' price firms, that
is big firms, by contrast, possess a prepondenaotuat of savings. They prefer to have too
much rather than too little savings, which givesnthndependence from lenders and it enables
them to substitute capital for labour, if needlbés internally created funds, which are utilised
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for investment purposes, so that these firms anddted from capital markets. It follows that
high interest rates hit the “small' firms rathershdy, but leave the "big' firms fairly unscathed.
The weak, therefore, are victimised. An undesirdéributional effect is thus created which
promotes sectoral inequalities. It also retardsadipclesirable sectors, as for example the case
with the housing sector, which has a high propgnsiborrow.

Household, Government and Financial Sectors

The extent to which the household sector is aftebteinterest rate changes depends crucially
on the size of their debt/asset ratio. The higher tatio, the more adversely the household
sector will be affected from an increase in thes rat interest. The wealthy receive a large
proportion of their income from interest payment# Ithey can also maintain a higher
debt/asset ratio too. Similar redistributional effeof increases in interest rates apply in the
case of governments. But there is another problémthe government sector. To the extent
that their debt/asset ratio incorporates a subatgmbportion in foreign debt, global increases
in interest rates can have serious redistributieffatts across countries. This analysis clearly
corroborates Keynes's (1973) argument that incseiasiaterest rates enhance the degree of
income inequality substantially. This inequalityggests that monetary policy that aims to
sustain high levels of interest rates entails sagedegree of moral responsibility about it. We
have argued this for the case of developing ecag®mhere in addition to the redistributional
issues there is also, in many cases, the awkwatalgm of external debt. For higher interest
rates at a global level are accompanied by anaseren third world debt, which, implies
redistributional effects across countries. It isoathe case that with financial liberalisation
higher income groups are in a better position tharer income groups. The importance of
the ethical issues, which arise from this analysishnot be exaggerated (Arestis and
Demetriades, 1995). It is also for this reason thatwould support interest rate policies,
which aim ata stable and permanently low level of interestsate

Financial Liberalization is Pro-Poor

The proponents have argued that financial libextiim mobilizes savings and allocates capital
to more productive uses, both of which help inceeti'e amount of physical capital and its
productivity. Financial liberalization, therefor@creases economic growth, which reduces
poverty. Fry (1995), when surveying the limited wamn this issue, concludes that "financial
repression and the ensuing credit rationing wonseome distribution and increase industrial
concentration” (p. 205). By implication, then, fiaéal liberalisation and the ensuing freeing of
credit markets improve income distribution and poxeNonetheless, one would expect the
economic and institutional changes brought abow fiyancial liberalization package to have
a more complex effect on the living conditions od poor than merely through the presumed
growth channel and the simplistic view summarizgd-ty (1995). Arestis and Caner (2004)
investigate two further channels of interest, idiaoin to the growth channel to which we
have just alluded: the crises channel and the sa¢oexedit and financial services channel.

In some countries, financial markets were libeealiprematurely due to a failure to recognize
their imperfect characteristics, and in many otteses all those attempts led to financial crises
(Arestis and Glickman, 2002). It is possible tha¢ poor might be more severely affected



15

from such crises. The channel, which we label tigscchannel, works via the changes in the
macroeconomic dynamics, increasing volatility andherability to financial crises following
liberalization. The second channel proposed in #hsesd Caner (2004) concentrates on the
possible changes in poverty caused by better adcessedit and financial services that
financial liberalization is expected to yield. Thet extent that a liberalization program
increases the financial resources available toptleeiously disadvantaged and to the extent
that the poverty problem is related to lack of eongtion smoothing mechanisms, there is
room for financial liberalization to help alleviaoverty. The main conclusion reached in
Arestis and Caner (op. cit.) is that there is sl clear understanding of the mechanisms
underlying the way moving from financial repressitm a liberalized regime influences
different segments of the population and, in paldic the poor. A straightforward application
of the standard liberalization policies without itek any measures to protect the initially
disadvantaged groups of the population from padélitsses can worsen the living conditions
of these groups.

The Role of Speculation

Financial liberalisation induces two types of spative pressures: expectations-induced and
competition-coerced, both of which contribute te thcreased presence of short-term, high-
risk speculative transactions in the economy andhéoincreased vulnerability to financial
crises. The first emanate from expectations-indugedssures to pursue speculative
transactions in view of the euphoria created bgrfoial liberalisation. Given the proliferation
of speculative opportunities, this euphoria rewattisse speculators who have short-time
horizons and punish the investors with a long-telew. Keynes (1936) in the famous chapter
12 is very sharp-tongued: “As the organisatiomeéstment markets improves, the risk of the
predominance of speculation ..... increase ..... Spewslahay do no harm as bubbles on a
steady stream of enterprise ..... a serious situagondevelop ..... when enterprise becomes
the bubble on a whirlpool of speculation. Whendhgpital development of a country becomes
the by-product of the activities of a casino, tbb s likely to be ill-done ..... It is usually
agreed that casinos, in the public interest, becessible and expensive” (p. 158-159; see
Arestis et al., 2001, for evidence supportive eSetharguments).

The competition-coerced type of pressures emanat® the pressures on non-financial
corporations who may feel compelled to enter tharitial markets in view of higher returns,
induced by financial liberalisation, by borrowing finance short-term financial speculation. A
critical manifestation of this possibility is in@®ing borrowing to finance short-term financial
speculation. Lenders in their turn may feel conegklto provide this type of finance,
essentially because of fear of loss of market s{idiesky, 1986). An undesirable implication
of these types of pressures is that economiesoaced to bear a greater degree of “ambient'
risk and thus uncertainty with financial liberalisa than without it (Grabel, 1995). This may
very well lead to a reduced volume of real-sectwestment (Federer, 1993), while exerting
upward pressures on interest rates in view of idfigeh risk.

The types of speculation just referred to are palerly acute in the case of stock markets.
The related developments that have taken placenthecand discussed earlier, enhance the
importance of speculation in the stock markets.s€hgock market developments represent a
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source of macroeconomic instability in that stockrket financial assets are highly liquid and
volatile, thus making the financial system moregifearather than less fragile (Arestis et al.,
2001). Consequently, encouraging short-termismhatcost of long-term growth. Financial
liberalisation, therefore, is less likely to enhaurtloe long-term growth prospects, especially of
developing countries. Additionally, dependence lma éxternal inflows, which have produced
the stock market expansion particularly in develigmountries, erodes policy autonomy, and,
in the case of a fixed exchange rate policy, icésrmonetary authorities to maintain high
interest rates to sustain investor confidence aeddy There is also the argument that external
financial liberalisation may lead to a reductiontlre rate of return as a result of increased
capital flows which reduces the domestic saving.rBiomestic institutions may face so much
competition from foreign institutions, which mayusa excessive pressure on domestic
institutions and eventually to their bankrupfcy.

Financial Policies

A broad literature has established that the firrsgctor in an economy can be important in
determining the average productivity of capitaseit being one of the main channels of
economic growth. The screening and monitoring géstment projects, which the financial
system routinely engages in, are likely to help dbabe efficiency of investment (Pagano,
1993). A growing body of literature demonstratest tine development of the financial system
has positive effects on (i) the long-run rate ajremmic growth or (ii) the volume or efficiency
of investment (Fry, 1995). However, the causal matf this relationship is now known to
exhibit considerable variation across countriesjclvhindicates that institutional factors or
policies may play a critical role in determiningwhdhe process of financial development
affects economic growth (Arestis and Demetriad€97). The importance of institutional
factors is confirmed by Demirglig-Kunt and Detrab@ac(1998), who demonstrate that
institutional quality is inversely related to thecidence of financial fragility that usually
follows episodes of financial liberalisation. Tredewvance of financial liberalization policies is
highlighted by Arestis et al (2002), who demongtr#hhat the direct effects of financial
repression in some developing countries are muglerighan, and in some instances opposite
to, those emanating from changes in the real isteete.

Arestis et al. (2003) provide a novel assessmerih@feffects of several types of financial
policies on the average productivity of capitalanrteen countries, including both developed
and developing countries. Specifically, they utilez new data set on financial restraints, capital
adequacy requirements and restrictions on capaaisfin these countries, for a period of
forty years. Modern panel-time series methods ampl@yed to examine the effects of these
policies on the productivity of capital, controdfirior financial development, employment and
capital. Their findings suggest that the effectstlugse policies vary considerably across
countries, probably reflecting institutional di#gices. They also demonstrate that the main
predictions of the financial liberalization litesseé do not receive adequate empirical support, a
result that may reflect the prevalence of finanor@rket imperfections. In contrast, their
findings provide significant support to the thesisfrently gaining increasing support among

® A relevant study is that of Weller (2001), who chrles that in a number of countries there wasdeming
gap between credit expansion and industrial expargiter financial liberalization; a result thatngerpreted
as an indication of more speculative financing.
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international policy makers, that some form of ffical restraints may indeed have positive
effects on economic efficiency. These results ag/ ynuch within the spirit of Stiglitz’s
(1998) proposition that “there are a host of retjutes, including restrictions on interest rates
or lending to certain sectors (such as speculatigkestate), that may enhance the stability of
the financial system and thereby increase theesifiy of the economy. Although there may be
a trade off between short-run efficiency and thabiity, the costs of instability are so great
that long run gains to the economy more than ofisgtshort term losses” (p. 33).

An interesting aspect that relates closely to dissussion is the distinction between flexible
and fixed foreign exchange rates, which has noaysweatured in the discussion of financial
liberalization, and that of policy in particulars @ntensely as it deserves. Omitted is the
recognition that the core policy of fixed exchamgtes and external government debt requires
what was deemed as ‘financial repressive’ polieesgpurposes of macro economic stability.
Financial liberalizing in these circumstances prtemoinstability. Clearly, ‘foreign markets’
liberalization implies a freely foreign exchangderaystem. But then the discussion often
confuses the two systems. It is ignored that utlerfixed exchange rate system availability
of the reserve currency, however important it may ib limited, and that interest rates are
market determined, while with floating exchangessabanking is not reserve constrained and
the interest rate is set by the central bank. Taishave clear and significant implications for
financial liberalization in general, and finandibaéralization policy in particular.

Summary and Conclusions

We have identified in this contribution a numbekey theoretical propositions of the financial
liberalization thesis, and have suggested that #éiheymarred by serious difficulties. We have
also selectively indicated where operative asswmptiare flawed and others are omitted.
Furthermore, and as we have shown elsewhere (seexdmple, Arestis, 2004), the available
empirical evidence does not offer much supporh&thesis either. Space limitations preclude
detailed discussion of the empirical evidence. iGaifto say, though, that in Arestis and
Demetriades (1997) and Arestis (2004) we review tymes of evidence: experience of
individual countries, which went through financideralization, and evidence based on
econometric investigation. It is clear from thiviesv that no convincing empirical evidence
has been provided in support of the propositiontheffinancial liberalization hypothesis. A
recent IMF study (Favara, 2003) fails to estaldisimificant coefficients on financial variables
in instrumented growth regressions. Interestingipugh, Rousseau and Wachtel (2001)
report that in high inflation countries the possildffects of finance on growth weaken
substantially. These contributions add to the umtweing empirical support of the financial
liberalization thesis.

Ultimately, then, Stiglitz (1998) is surely righd suggest that the financial liberalisation thesis
is "based on an ideological commitment to an idedliconception of markets that is grounded
neither in fact nor in economic theory" (p. 20)déed, we would strongly suggest that when
financial liberalization is viewed in this way, falls under the rubric of ‘innocent fraud’, as
used in Galbraith (2004). Namely, the current streeis somehow a ‘natural’ phenomenon,
rather than the direct result of specific lawstiingons, and policies of government. In fact,
the mainstream debate begins with assumptions diegainstitutional structure that are but
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policy options subject to review. Or, as Galbrditip. cit.) argues, there is “a continuing

divergence between approved belief — what | halledcalsewhere conventional wisdom —

and the reality”. Ultimately, and unsurprisingpouigh, what really emerges is that “it is the

reality that counts” (p. ix). It is precisely thesspects that this paper has attempted to
explore.
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Tabl e 1: Estimated Length of Crisis,

Gross Qutput Loss and Recovery

Ti me

In Percent of GDP
Argentina 1980-82 16.6
Argentina 1995-96 11.9
Australia 1989 0
Brazil 1994 1
Bulgaria 1996-97 20.4
Chile 1981-88 45.5
Colombia 1982-85 65.1
Czech Republic 1989 0
Ecuador 1996 0.9
Egypt 1991-94 6.5
Finland 1991-96 23.1
France 1994 0
Ghana 1982 6.6
Hungary 1991-92 13.8
Indonesia 1992-present 42.3
Indonesia 1997-present 33.0
Japan 1992-present 27.7
Malaysia 1985-87 13.7
Malaysia 1997-present 22.8
Mexico 1994 9.6
New Zealand 1987-92 18.5
Norway 1987-93 19.6
Paraguay 1995 0
Philippines 1983-86 25.7
Philippines 1998-present 7.5
Poland 1992 0
Senegal 1988 0
Slovenia 1992 2.1
South Korea 1997-98 16.5
Spain 1977 0
Sri Lanka 1989-90 0.5
Sweden 1991-92 6.5
Thailand 1983 8.7
Thailand 1997-present 315
Turkey 1982 0
Turkey 1994 9.1
United States  1981-82 5.4
Urugay 1981-85 41.7
Venezuela 1994-96 14.1

Source: Honohan and Klingebiel (2000).
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