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priority sectors, at below market interest rates thus not adequately reflecting the risks 

involved in these industries. With government backing, many of the state enterprises 

defaulted on their loans. Interest rate controls meant that domestic savers were 

discouraged from holding financial assets locally and the controls prevented riskier or 

tv .. �\�J�~� longer-term investments from being made. In some countries, government and public 

')( {" borrowing from commercial banks crowded out private investment from taking place, 

�~�I� i), 'l while in �o�t�h�e�~�p�a�n�~�w�a�s� a result of money being created for government 

�>�~�r�r�.�}� , '" cf investment. For example, in India about half of the bank assets had to be held on reserve 
�~�V�(� 

to meet the reserve requirements or else held as government bonds, and 40 percent of the 

remainder had to be lent to priority sectors at controlled interest rates. In Brazil in 1987, 

government credit programs accounted for more than 70 percent of the credit outstanding 

to the public and private sectors4• 

Figure 1 shows the breakdown of central government borrowing in developing 

countries. The majority of borrowing is from the Central Bank where almost 47% of the 

borrowing is done to finance the deficit. A near second is the borrowing from foreign 

sources at almost 38%. When compared to developed nations, where most of the 

4World Development Report 1989. Financial Systems and Development. The World Bank, Oxford 
University Press. p. 55. 
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borrowing is from private domestic sources, this shows how dependent developing 

countries are on foreign private and government borrowing. 

Only recently have developing countries begun to acknowledge the problems that .. ( 

their interventionists approach ~aused. Their directed credit programs have become ~~ Y1 
non-performing loans. The ability to borrow at cheap rates has encouraged less 

productive investment. Those who borrowed for projects with low returns were unable to 

repay while others willingly defaulted knowing that no action would be taken against those _ 1 1 

in priority sectors. In a sample of eighteen development financial institutions (DFIs) ~~~ f I~" 
worldwide, on average nearly 50 percent of their loans (by value) were in arrears, and 7 
accumulated arrears were equivalent to 17 percent of the portfolio valu~nterest rate 

controls and high inflation have also had adverse affects on financial development. In fact 

in countries that have maintained low and stable inflation through prudent monetary and 

fiscal policies, financial growth has been rapid. Malaysia's financial depth (measured as a 

ratio of M2 to GNP) rose from 31 percent of GNP in 1970 to 75 percent in 1987. On the 

other hand, Argentina which has suffered from high inflation has seen its financial depth 

drop from 30 percent of GNP in 1970 to around 18 percent by 1987. Increasingly. 

developing countries are changing their policies and are moving towards more liberalized 

economies, as they realize that development of the financial sector requires them to 

minimize their control over the increasingly complex financial sector and allow the market 

forces to have greater ~tial control over interest rates and credit allocation . 

. r{ ,,:,\\10,) (\ tJ­
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III. Literature Review 

The relationship between financial intermediation and economic growth has been 

studied extensively over the last five years. This section reviews the theoretical models 

and empirical work from a number of different papers that try to explain the potential 

effects of financial markets on growth. The theoretical review involves work by Pagano 

5Ibid. p. 60. 
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[1993], Saint-Paul [1991], Fry[1994], Bencivenga and Smith [1991], Levine [1991] and 

King and Levine [1993]. Review of empirical work is from King and Levine [1993]. 

Pagano [1993] gives an overview of the various effects of financial development 

on growth by examining some ways in which financial markets influence the growth rate 

of output. First, Pagano looks at the funneling of savings to finns, and explains how in 

transforming savings to investment, financial markets absorb some of the resources. The 

fraction that is absorbed goes to the banks and is the spread between the lending and 
., eo1W~~h th-.1 

borrowing rates. By reducing this spread through financial development an economy can 

increase its growth rate. Also, financial markets determine the allocation of funds, and 

they want to invest in projects where the marginal product of capital is highest. This they 

do by collecting infonnation to evaluate alternative investment projects and allowing risk 

sharing so that agents may invest in riskier technologies. Thus there is a more efficient 

allocation of resources and higher productivity. 

Saint-Paul [1991] looks at the relationship between financial development and the 

growth rate through the impact that financial markets have on technological choice. The 

reasoning is that a country can achieve higher productivity growth through a greater 

division of labor, and this specialization will lead to more efficiency and therefore higher 

productivity growth. The role of the financial markets is to permit this greater division of 

labor by allowing agents to hold a diversified portfolio, allowing them to spread the risk 

involved in being more specialized. Without the financial markets there would be less 

specialization and agents would choose technologies that were easily adaptable to different 

uses and were therefore less risky. However, the flexible technologies would also mean 

lower Producti~~roWth and may even lead to a more backward state of development in 

the economy. 

The paper uses the linkages between financial markets and technological choice to 

explain the differing stages of development across countries. It basically says that in 

countries where financial markets are underdeveloped people choose the more flexible 
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