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Lesson #6: “Does financial development promote growth?”
The financial system fulfils a key allocation function and influences long-term growth through three main channels:  1) the cost of capital – competition in the financial sector increases the effectiveness of the intermediation process and lowers the cost of capital, 2) the level of savings – by giving confidence to savers, a robust financial system makes it possible to increase the saving rate, thus GDP per person in an undercapitalized economy, and 3) the allocation of capital – a well organized financial system makes it possible to channel saving towards the most productive projects. The global expansion of the 2000s, which was backed by an unprecedented development of financial markets, was taken as an illustration of these mechanisms, but the subsequent crisis has revealed the magnitude of the risks associated with unbridled financial development.

In this presentation, you may wish to:
· detail the theoretical channels through which financial development is thought to favor long-term growth, and present available empirical evidence evidencing such a link;
· present empirical evidence of a positive impact of financial development on growth;
· draw the lessons of the financial crisis to qualify these theoretical channels and to design growth-oriented financial systems (not to confuse with financial stability issues which will be addressed in Lesson 8)

You will carefully distinguish the case of developed economies, emerging-market economies and low-income countries.
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*Greenwood, J. and B. Jovanovic (1990), “Financial development, growth, and the distribution of income,” Journal of Political Economy, 98-5, pp. 1076-1106.
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