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Yuliia Shapoval (Ukraine), Oleksii Shpanel-Yukhta (Ukraine)

EFFECT OF FINANCIAL
DEEPENING ON ECONOMIC
GROWTH: DOES IT ENCOURAGE
INCOME GROUP TRANSITION?

Abstract

The rapid growth of financial deepening raises the problem of its effect, beneficial for
economic development. This paper aims to demonstrate the relationship between
economic growth (GDP per capita growth, GNI per capita) and financial depth (do-
mestic credit to private sector and credit availability) in 142 countries, split into four
income groups, over 2000-2020, using correlation analysis and data from the World
Bank and the IME Besides, a comparative analysis of domestic credit to the private
sector, economic freedom, Gini index, total government expenditure and national sav-
ings of countries that increased their income group status over 2011-2020 is presented.
Financial deepening (increased credit availability and expansion of domestic credit
to the private sector) encourages economic growth (via GNI per capita and GDP per
capita growth). Although the presence of a nonlinear relationship between economic
growth (GDP per capita growth) and financial depth (domestic credit to private sec-
tor and credit availability) over 1991-2020 is insufficient, there is a linear relation-
ship between GNI per capita and credit availability, between credit availability and
domestic credit to the private sector for the same sample of countries over 2000-2020.
Meanwhile, there is a tendency towards a decrease in the correlation between GNI
per capita and GDP per capita growth. Given the revealed linear correlation between
domestic credit to the private sector and GNI per capita, financial deepening positively
impacts income growth, and this dependence strengthens with increasing income lev-
els. Target values of domestic credit to the private sector are proposed for the income
group transition.

Keywords financialization, monetization, credit, GDP, income,
transition, correlation
JEL Classification D63, E51, 016

INTRODUCTION

Although financial depth is traditionally associated with the develop-
ment of the banking system and increasing the stock market’s capitali-
zation, financial deepening is subject to a number of significant down-
side risks. Recent economic slowdowns in large emerging countries,
along with the problem of the “middle-income trap” bring up the issue
of reaching a certain level of financial depth, which can be one of the
tools for moving to the next income group. The experience of advanced
economies demonstrates that on the shift to higher income groups, prof-
its from accrued capital, technology transfer, and structural transfor-
mation decrease, as productivity and economic growth also do. Total
factor productivity growth was stagnant or slowing in many advanced
countries even before the financial crisis of 2008. It is not enough for
medium-term economic growth just to increase factor accumulation
even in advanced countries (Dabla-Norris et al., 2015, p. 5).

In the face of new normality, financial deepening is turning from fac-

tors of economic growth to aspects of economic destabilization. The
advent of the COVID-19 pandemic has sharply affected key economic
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variables, raising questions about the ways of revitalizing long-term growth. The economic growth rates
of advanced and developing countries continue to diverge. According to the International Monetary Fund
economic projections, the growth prospects for a group of low-income developing countries have been
significantly worsened (in particular, since the pandemic, 65 to 75 million additional people worldwide are
estimated to be in extreme poverty) (Gopinath, 2021). The post-COVID-19 economy is also characterized
by accelerated financialization. While financial development provides faster economic growth in some
countries, in others, it is unproductive. There is a growing concern about the over-indebtedness of emerg-
ing economies. Globally, government debt stood at a five-decade record of 97% of GDP and in emerging
markets and developing economies at a three-decade record of 63% of GDP in 2020 (Kose et al., 2021). At
the end of January 2021, global broad money stood at USD 106.7 trn: growing at an annual rate of +13.2%,
the highest rate posted since 1986 (during the great financial crisis, global money growth peaked at “only”
+10.5%) (Barthalon, 2021). Under these circumstances, emerging economies can be oversaturated with
money supply, which may be subject to inflationary processes. These realities call for a fundamental re-

thinking of how economies can benefit from the active development of the financial sector.

1. LITERATURE REVIEW

Given the financial deepening of the economy,
the processes of financialization and monetization
are often implicated. While financial deepening is
the process of saturating the economy with finan-
cial resources, financialization of the economy is
the process of outpacing the development of the
financial sector compared to other sectors. At its
broadest, the concept of financialization is the “in-
creasing role of financial motives, financial mar-
kets, financial actors and financial institutions in
the operation of economies” (Epstein, 2005, p. 3).
Financialization is also considered “as a pattern
of profits accumulation through financial chan-
nels rather than trade and commodity production”
(Krippner, 2005, p. 174). Financialization is said to
“elevate the significance of the financial sector rel-
ative to the real sector; transfer income from the
real sector to the financial sector; and contribute
to increased income inequality and wage stagna-
tion” (Palley, 2013, p. 17). In line with Bortz and
Kaltenbrunner (2017), financialization is more
than just an increase in finance, as it is character-
ized by qualitative changes in the way economic
agents integrate into international financial mar-
kets. Mader et al. (2020) stress that today research-
ers, despite different approaches to financiali-
zation, agree on an implicit search for pushback
against the expansion of finance due to its unsta-
ble and harmful distributional consequences.

Financial deepening and financial development

are also not identical concepts, as the latter is
broader and covers both financial depth and
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financial inclusion. It should be noted that fi-
nancial deepening means not just an increase of
quantitative indicators or qualitative change of
elements of the financial sector, but also the re-
sulting feature of financial development, which
demonstrates the saturation of the economy
with financial resources. At the same time, fi-
nancial depth is broader than the concept of
monetization of the economy. However, the lat-
ter term is often used to reflect, at first glance,
the same phenomenon, the increase of broad
money to GDP ratio. Monetization as a process
characterizes the degree of saturation of the
economy with money, and is considered mainly
in terms of money circulation.

The relationship between financial structure
and economic development was pioneered by
Goldsmith. Following him, Shaw focused on “fi-
nancial repression due to unattractive yields on
domestic financial assets, causing reduced sav-
ing rates and misallocation of investment, that
adversely affect the growth rate” (Cole, 1974, p.
1346). In parallel, McKinnon noted that “a dis-
ciplined fiscal policy ends high inflationary ex-
pectations; high nominal rates of interest yield
an increased willingness to hold assets in bank
deposits, and the rise in the money stock exceed
the rise in GNP” (Rostow, 1974, p. 1823). In con-
trast, Thornton (1994) argues that in many cas-
es financial deepening does not make much dif-
ference to the economic growth in the short run.

Unlike McKinnon-Shaw’s approach on assuming
a more effective official banking system at allocat-
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ing funds, Beck’s (2003) analysis of 40 developed
and developing countries over the 1975-1998 peri-
od provides substantial justification for the impor-
tance of banks and stock markets.

Analyzing the effect of domestic debt accumu-
lation in 93 low-income countries and emerging
markets (over 1975-2004), Abbas and Christensen
(2009) stress the overall positive impact of its mod-
erate noninflationary level. Specifically, “above a
ratio of 35% of bank deposits, domestic debt be-
gins to undermine growth, lending credence to
traditional crowding out and bank efficiency con-
cerns” (Abbas & Christensen, 2009, p. 209).

In view of “too much finance” theory, Panizza
(2017) singles out financial crises, misallocation
of talents, different types of finance, the structure
of the financial system, political capture as the
channels through which a very large financial sec-
tor can slow down economic growth. Before that,
Panizza and colleagues (Arcand et al., 2015) have
suggested that financial depth’s marginal effect on
economic growth becomes negative when credit
to the private sector reaches 100% of GDP.

Concerning financial fragility and private cred-
it, Demetriades et al. (2017) summarize that “a
large volume of impaired loans has strengthened
the negative effects of private credit on economic
growth for 124 countries during 1998-2012, over
and above the negative effects of systemic banking
crises” (p. 16). But after quantitative easing, as stat-
ed by Perillo and Battiston (2020), the increase in
loans and deposits, debt securities, shares and oth-
er capital is not associated with more enforcement
of real economy financing.

More recently, the existence of bi-directional causal-
ity between financial development indices and the
real GDP growth is stressed in Ferreira’s (2021) ex-
ploration of 46 countries over 1990-2017. Ganguly
(2021) identifies that as periods of the greater extent
of financialization are typically associated with lower
profitability across non-financial firms in India, the
conduit of financialization of the real economy in
developing countries is the slowdown in their indus-
trial sector. At the same time, Bui and Doan (2021)
highlight the positive impact of the stock market de-
velopment on economic growth among developing
economies in Asia over 2008-2019.

http://dx.doi.org/10.21511/bbs.16(4).2021.09
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Financial deepening may also, directly and in-
directly, affect income inequality. While the
debate on the link between economic develop-
ment and inequality started since Kuznets (1955),
Greenwood and Jovanovic (1990) were among the
first researchers to examine the finance-inequality
nexus. They outline that the economy with a de-
veloped financial structure achieves a stable dis-
tribution of the population’s income and higher
economic growth rate. As soon as the level of in-
come rises, the financial structure becomes more
extensive, economic growth accelerates. By the
way, according to the Kuznets curve (1955), dur-
ing the first phase of economic growth, income
inequality increases, reaches a peak and then de-
creases to an acceptable level in a later phase after
reaching a certain level of income. In a subsequent
study, Greenwood et al. (2013) provide evidence
of the importance of technological improve-
ment in financial intermediation for economic
development.

Similar arguments are used in Clarke et al. (2003).
They summarized that the growth-promoting ef-
fects of financial intermediaries cause a positive
impact on total income distribution and a damp-
ening impact on income inequality depending up-
on the economic structure of the economy. In line
with previous conclusions, Honohan (2004), inves-
tigating the effect of finance on sustainable eco-
nomic development, claims that financially inten-
sive growth (namely banking depth) leads to lower
poverty rates. In turn, Claessens and Perotti (2007)
identify that the links between financial develop-
ment and inequality are the result of the “influence
of the political and economic elites exercise over a
country’s institutional environment” (p. 766).

Brei et al. (2018) suggest the non-linear, not
monotonic, link between financial develop-
ment and income inequality accounting for fi-
nancial structure in 97 advanced and emerg-
ing countries. In contrast to the predictions
of Greenwood and Jovanovic (1990), Brei et al.
(2018) ground “beneficial a U-shaped relation-
ship between financial development and ine-
quality, and stress that more financial develop-
ment is associated with reductions in income
inequality below a certain threshold, beyond
which further financial development correlates
with higher income inequality” (p. 18).
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Regarding the relationship of financial deepen-
ing and income inequality in the Chinese econo-
my, Kotarski (2015) reveals the significant corre-
lation between monetary aggregate M2/GDP and
domestic banking credit/GDP ratios with rising
income inequality. De Vita and Luo (2020) sub-
stantiate that household indebtedness (among fi-
nancial, nonfinancial and household sectors of
financialization) affects income inequality across
33 countries over 1996-2015. Recent work by Chu
and Jiang (2021), using China’s data, reveals that
“financial depth explains 11-28% of the overall var-
iations of urban income inequality during 1981-
2016” (p. 229). In contrast, De Haan et al. (2021)
declare that, during 1975-2014 in 84 countries,
financial development does not directly reduce
the poverty gap and indirectly increases poverty,
causing more income inequality.

Ukrainian researchers have also debated much about
the relationship between economic growth and fi-
nancialization in the context of the domestic econo-
my (Anufriieva et al., 2021). In particular, Kozmenko
and Korneyev (2017) define the negative effect of
imbalances in the movement of financial resources
caused by financialization (M3, the volume of loans
to the private sector, assets of the financial sector to
gross domestic product) on the economic growth of
Ukraine. Characterizing the positive impact of em-
ployment, exports of goods and services, added val-
ue created in the industrial sector, the ratio of bank
capital and reserves to total assets, M1 to GDP ratio,
deposit rate, and Gini index on the economic growth
of Ukraine, Moldova and Georgia, Shkolnyk et al.
(2019) single out the ratio of the bank’s capital and re-
serves to total assets, M1 to GDP ratio and Gini index
as the most statistically significant indicators of fi-
nancialization throughout 2007-2017. Rushchyshyn
et al. (2021) discover a strong favorable relationship
between the level of the banking sector develop-
ment and GDP per capita and a reverse relationship
with the level of national poverty in Ukraine during
2000-2019.

As financialization can lead to excessive consump-
tion and debt growth, Buryk et al. (2019) conclude
that a positive impact of public debt on econom-
ic development is possible only under “advanced
pace of economic growth, in a high level of demand
for loan capital and by an annual GDP growth rate
of more than 3%, in which case the government
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debt does not exceed the 60% of GDP” (p. 178).
Similarly, Bogdan and Lomakovych (2021) high-
light the issue of a low level of financial deepen-
ing with a simultaneous high volume of external
debt, which indicates a distortion of credit funds
towards external financing.

Financial deepening can also cause inflationary
processes in case of oversaturation of the economy.
Although higher monetization is generally associ-
ated with a positive effect of the banking system on
economic growth, an increase in the money supply
can provoke an inflation leap. Particularly, Shvets
(2021) reveals economies fragile to the aggressive
money expansion that opposes the achievement of
a short-run ready balance between the real value
of money supply and output under the terms of
unflexible prices in a short time. The author as-
serts that aggressive monetary expansion, which
contributes to the recovery of the national econo-
my, is the result of the large money market of the
national currency circulation.

Overall, the academic affiliation between the
growth of banking sector and stock market, and
economic development is quite widely verified em-
pirically. The financial development across different
economies over various time horizons has a causal
and positive effect on long-term growth due to in-
creased overall factor productivity. Financial mar-
kets are becoming the cause of financial destabiliza-
tion through debt accumulation and a high rate of
monetization. In recent years, policy and academ-
ic communities have expressed growing concern
about the negative correlation between financial
depth and economic growth when domestic credit
to the private sector is close to 100% of GDP.

Therefore, research on the finance-growth nexus
leaves a number of questions open concerning its
threshold, after which the beneficial effect of finan-
cial deepening is diminishing. The significance of
the current study is that it investigates the effect
of financial deepening on economic growth in the
context of changing income groups status, as the
level of financial depth can explain cross-country
variation, particularly in economic development.

The foregoing suggests a hypothesis: Financial

deepening (an increase in the credit availability
indicator leads to expansion of domestic credit
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to private sector) as a cumulative financial source
positively changes the economic growth pattern
(via GNI per capita and GDP per capita growth),
contributing to the economy’s capacity to finance
the transition from low-income to middle- or
high-income status.

2. AIMS

To examine the effect of financial deepening on
economic growth, on the one hand, the relation-
ship between GDP per capita growth, GNI per
capita and, on the other hand, domestic credit to
private sector and credit availability, with respect
to income group transition, is under consideration.

3. METHODS

Method of comparison of correlations in diago-
nals is employed in this study to characterize the
relationship between economic growth (GDP per
capita growth, GNI per capita) and financial depth
(domestic credit to the private sector as % GDP and
credit availability), using World Bank’s and IMF’s
databases. Internal links between individual groups
of indicators are assessed by the pairwise correla-
tion coefficient and checking the reliability of the
respective coefficients according to the Student’s
t-test. The set of 142 countries for correlation ma-
trix analysis is determined by the maximum num-
ber of countries for which data for comparison is
available. Given that financial deepening is a factor
in income groups transition, economies are consid-
ered via four income groupings. The chosen coun-
try income grouping method allows contrasting
the dependence between analyzed variables with
the economic development phase.

The effect of financial depth on economic growth
is verified using the following indicators:

e« GDP_PC_gr - GDP per capita growth (annu-
al, %);

o GNI_PC_atl - GNI per capita (Atlas, current,
US dollar);

o DC_GDPpct — domestic credit to private sec-
tor (% of GDP);

http://dx.doi.org/10.21511/bbs.16(4).2021.09
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o DC_GDPpct_diff - difference of DC_GDPpct
between previous and current year;

e GNI_PC_atl_diff - difference of GNI_PC_atl
between previous and current year.

The values from the sample for which the corre-
sponding data is absent or not measured during
the study period is excluded for the clarity of data
obtained. The adjusted credit availability indica-
tor of the banking sector, which is based on broad
money and monetary base indicators measured in
the domestic currency according to IMF method-
ology (IMF, 2021), is assessed as follows:

MB

Credit availability =1— ——, 1
ty FIY; 1)

where MB is the monetary base, and BM is the
broad money.

Hence, credit availability is the adjusted broad
money ratio by excluding the cash in circulation
and required reserves (i.e. money that could not
be converted into credit resources).

Further, correlation matrix analysis is comple-
mented by comparative analysis of domestic
credit to the private sector (% of GDP; annual
change, percentage points), economic freedom
(index of economic freedom, %), Gini index,
total government expenditure (% of GDP) and
gross national savings (% of GDP) of countries
that have increased their income group status
over 2011-2020. Herewith, only those econo-
mies that have not reversed to the previous in-
come group are used to obtain a more accurate
result.

Comparative and correlation analyses are carried
out using values in the periods ¢, -1 and ¢ -2
according to the transition year.

4. RESULTS

The correlation analysis covers 44 high-income, 42
upper-middle-income, 38 lower-middle-income,
18 low-income countries over 2000-2020. The de-
scriptive data on the variables employed in analyz-
ing the whole sample is presented in Table 1.
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Table 1. Descriptive statistics, 20002020

Source: Compiled by the authors based on the World Bank and IMF data (2021).

Variable Income level . Minimum | Maximum @ Average : Median = Std. deviation
GDP_PC_or High-income 7leds o 2a00 1135 o 1s) 340
GDP_PC_gr Upper-middle-income 2.23 2.46 3.75
GDP_PC_gr Lower-middle-income 287 299 328
GDP_PC_gr Low-incon 192 . 2.01 427
GDP_PC_gr AIIcountﬁgﬁs‘ """ 208 211 364
GNI_PC_atl High-income 33,584.16 : 30,105.00 19,621.42
GNI_PC_atl Upper-middle-i me 6,602.62 6,185.00 2,653.57
GNI_PC_qF/H Lower-middle'-” 2,11976 1,80000 "1,159.8“7
GNI_PC_q't‘IH Low—incomg """" 60474 57000 "254.47
GNI_PC_atl All countries 13,373.14 5,480.00 18,052.28
GNI_PC_atl_diff High-income 433 336 824
GNI_PC_atl_diff Upper-middle-income 658 515 ~12.30
GNI_PC_atl_diff Lower-middle-income 6.55 5.70 867
GNI_PC_atl_diff Low-income 546 . 5.20 922
GNI_PC_qF/ﬂ_d/ﬁ‘ AIIcountries 5.70 AT7 984
CreditAvailability High-income . 0.82 083 011
CreditAvailability Upper-middle-income 071 073 017
CreditAva'lj{‘q‘bi/ity Lower-middle-income 0.67 0.69 015
CreditAvailability Low-income 058 0.62 016
CreditAvailability All countries 0.72 075 016
DC_GDPpE‘tH High—incqm{e‘ """ 8931 8012 . 48.48"
DC_GDPpct Upper-middle-income 49.07 41.38 3155
DC_GDPpct Lower-middle-income 35.45 130.64 2122
DC_GDPp'r‘:Ht" Low—incom 1311 . 7.55 .
DC_GDPpct All countries 53.94 42.81 43.37

A correlation analysis between economic growth
(GDP per capita growth) and changes in the finan-
cial depth (domestic credit to private sector as %
GDP and credit availability) across 142 countries
over 1991-2020 demonstrates the lack of a linear
link. However, there is an indirect link across GNI
per capita and credit availability based on correla-
tion analysis for the same sample of countries over
2000-2020 (Table 2). In terms of revealed credit
availability impact on the level of GNI per capita,
the effect of financial depth is significantly lower
(0.44-0.46) over 2000-2020 (Table 2). In compari-
son, the found effect of domestic credit to the pri-
vate sector (as % GDP) on GDP per capita growth
is higher (0.65-0.66).

There is a positive linear link between financial
depth (domestic credit to private sector, % GDP)
and GNI per capita across all income groups over
2000-2020. This relationship is significant for
high- and lower-middle-income countries, minor
for upper-middle-income countries, and absent
for low-income countries. Specifically, the level
of correlation is 0.65 and, depending on income
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groups, ranges from 0.08 for low-income coun-
tries to 0.45 in high-income countries (Tables 3-6).
The financial deepening (domestic credit to pri-
vate sector as % GDP) by 1% can increase GNI per
capita by 269 US dollars.

There is a positive linear link between the level
of private-sector lending (domestic credit to pri-
vate sector, as % of GDP) and credit availability of
the banking sector across all income groups over
2000-2020. The correlation level between domes-
tic credit to private sector (% of GDP) and credit
availability on t period is 0.52 - for low-income,
0.38 - for lower-middle income, 0.57 - for up-
per-middle income, and 0.37 - for high-income
(Tables 3-6). Notably, the correlation coefficient
between credit availability and difference of do-
mestic credit to the private sector (as % of GDP)
between previous and current year (DC_GDPpct)
is low (0.32-0.39) across high-income countries for
periods t, t - 1, t - 2. This is due to the fact that
these countries are characterized by a higher level
of financial markets and access to financial servic-
es and products.

http://dx.doi.org/10.21511/bbs.16(4).2021.09
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Table 2. Correlation matrix between economic growth and financial depth, all countries, 20002020

Source: Compiled by the authors based on the World Bank and IMF data (2021).

- o~
w ol
L) ~ ~ ~
- ~ - ~ N 222
1 1 | | = = = =
. - - ™ ™ -~ - - T S S S
All countries o 2 - © = = = = 5 5 3
S8 & & 8% S, 8% 85 % 0§ %
) Q Q Iy
< §&§ § § & & & & T 3§ 32
Q! \ \ | - - - | ES] S s
Q Q (€} (€} 2 2 2 2 o o L
T Q ) <) S G G G S &§: &
GDP_PC grt .. R CLO T TS N Nt S S S A N S T
DCiGDf"'pCt, t -0.15 1.00 - - - - - - - - -

DC_GDPpct, t—1
DC_GDEpct, t—2
GNI_PC_atl, t
GNLPCatl -1
GNI_PC_atl, t—-2

GNL PC atl diff ¢
CreditAvailability, t
CreditAvailability, t — 1
CreditAvailability, t — 2

: 0.57

02500
060

056 . 046 045 L7011 1097100 T
057 | 047 . 046 . —0.10 | 093 : 0.96  1.00

There is a steady decreasing tendency of the corre-
lation between GNI per capita and GDP per cap-
ita growth across all countries during 2000-2020.
For low-income countries, the corresponding cor-
relation coefficient is 0.58, while for high-income
countries — 0.49 (Tables 3-6). As GNI per capita
is by its nature a “purified” indicator of GDP per
capita growth, its increase illustrates the growth of
possibilities of income usage by households. The

study detects only a short-term relationship be-
tween GNI per capita and GDP per capita growth.
The growth of one of the mentioned indicators in
the previous period does not lead to their growth
in the next period. There is no similar dependence
for the period t - 2. Thus, accumulation of a cer-
tain level of income usage is vital for economic
growth in the relevant accumulation period and
by link with financial depth.

Table 3. Correlation matrix between economic growth and financial depth, high-income countries,

2000-2020
Source: Compiled by the authors based on the World Bank and IMF data (2021).
- ~
| |
L) o~ >
-~ s s s
- ~ - ~ N > > >
1 1 1 1 R = = =
iohoi - ~ ~ —~ ' - ~ h~i _E 5 _5
High-income - s s > = = = - 2 2 2
() Q Q Q v v ®» ®» = = =
' & Iy & X % EEAE -
1)
< S q g & g g & § § 3
[ o [C) [C) | \ | | = = =
Q | | | - - - - o hs] ]
Q Q Q Q 2 2 2 2 Y v o
) Q Q Q [C) (] (C] (] Q (S (8]
GDP_PC_gr, t i 1.00 - - - -

DC_GDPpct, t
DC_GDPpct, t—-1
DC_GDPpct, t =2
GNI_PC_atl, t
GNI_PC_atl, t—1
GNI_PC_atl, t=2
GNI_PC_atl_diff, t
CreditAvailability, t
CreditAvailability, t — 1
CreditAvailability, t — 2

100 i -
0.91 { 1.00
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Table 4. Correlation matrix between economic growth and financial depth, upper-middle-income

countries, 2000-2020

Source: Compiled by the authors based on the World Bank and IMF data (2021).

L] (o]
w 4L
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GDP_PC gt TN T T T o
DC_GDPpct, t -0.01
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The effect of financial deepening on economic
growth is also analyzed by income group com-
parison. Relevance to a higher income group for a
country reflects increasing investment attractive-
ness, solid resilience of the economy to external
vulnerabilities and an increase in the country’s
positions in international rankings. Over 2011-
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2020, 39 income group transition statuses were
observed (9 of them shifting to the high-income
group, 17 to the upper-middle-income group,
13 to the lower-middle-income group, Table 7).
During the last three years before transition to
the next income group, countries significantly
reached the financial depth degree of the poten-
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Table 6. Correlation matrix between economic growth and financial depth, low-income countries,

2000-2020

Source: Compiled by the authors based on the World Bank and IMF data (2021).
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tial income group and exceeded the average lev-
el of financial depth across their current income
group. Hence, there is a need for an accumulated
financial depth (which makes it possible to en-
sure the economic circulation of credit resources)
under the terms of a relationship between finan-
cial depth (domestic credit to private sector, % of
GDP; annual change in domestic credit to GDP,

percentage points) and GDP growth (GDP annu-
al growth, %). As a higher level of financial depth
is a prerequisite to transit to a higher group, the
target values of domestic credit to private sector
are proposed: for transition to lower-middle-in-
come - 35.5%, for transition to upper-middle-in-
come - 49.07, for transition to the high-income
group - 89.31.

Table 7. Change in economic indicators before the transition to the next income group status,

average by group level, 2011-2020, %

Source: Compiled by the authors based on the World Bank and Index of Economic Freedom data (2021).
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Another issue is access to sufficient financial re-
sources and services in terms of instantly assess-
ing financial inclusion and under index of eco-
nomic freedom. Notably, a consonant gradation
is observed: countries shifting to a high-income
group on average have a level of economic freedom
at 72%, to the upper-middle-income group - 58%
and upper-middle-income group - 54% (Table 7).

As generally accepted, the average income level
rise at a sustainable level of the economic develop-
ment leads to decreased income inequality (partly
due to increasing degree of “guaranteed income”
- pensions, social benefits, social insurance, etc.).
World practice shows no significant decline in the
Gini index across income groups (Table 7). The
level of total government expenditure (% of GDP)
during GDP growth can, by default, increases
due to the growth of taxes (that is, a GDP’s func-
tion). At the same time, the comparative stability
of government expenditure results in balancing
government spending for countries moving to the
following income group status. As a source of na-
tional investment, the level of gross national sav-
ings (% of GDP) acts as a stimulator of economic
growth at the macroeconomic level. Meanwhile,
this study confirms that the transition to the next
income group is not just guided by increasing the
share of national savings in GDP.

5. DISCUSSION

The revealed positive linear link between credit avail-
ability of the banking sector and domestic credit to
the private sector and simultaneous their positive ef-
fects on GNI per capita over 2000-2020 confirms
the importance of financial deepening in improving
credit capacity, which will boost economic growth.
These results validate the existing literature that fi-
nancial deepening has a statistically significant pos-
itive effect on economic growth (Beck, 2003).

Before the transition, countries reach the level of
financial depth of the next income group, exceed-
ing the average level of financial depth in their cur-
rent income group. The income group transition
positively influences the feasibility of engaging
further external financing, decreasing the cost of
external debt maintenance, promoting economic
development and potential growth rates. Hence,
financial depth can be regarded as a cumulative
financial source for changing economic growth
patterns via strengthening and improving the
quality of financial sector structure, consequent-
ly, the economy’s capacity to finance the transition
from lower to higher-income status group. This
conclusion about a positive relationship between
financial development and income inequality is
also confirmed by Clarke et al. (2003), Honohan
(2004), and Brei et al. (2018).

At the same time, the correlation matrices indicate
that the relationship between financial depth and
economic growth is less significant for high-in-
come countries. It implies that as the level of the
economy grows and it moves to the next income
group, the role of financial depth in economic
growth decreases. It supports the findings of pre-
vious studies that after reaching a certain thresh-
old, there is a negative relationship between finan-
cial depth and economic growth (Panizza, 2017,
Arcand et al.,, 2015). This result is consistent with
Demetriades et al. (2017), who find that credit
growth is a predictor of financial crises.

The fact that financial deepening provides faster
economic growth in some income groups while
in others is unproductive, indicates the need to
find ways to achieve a reasonable rate of economic
deepening. The perspective of such research will
address the challenges of the extent to which fi-
nancial deepening can generate additional net re-
source flows into the real economy to sustain fu-
ture economic growth.

CONCLUSION

This paper assesses the effect of financial deepening on economic growth by exploring whether finan-
cial deepening encourages income group transition. The results show that financial deepening (increase
of credit availability that leads to a rise in domestic credit to the private sector) encourages economic
growth (via GNI per capita and GDP per capita growth) both at the country level and at the level of
income groups. Over 2000-2020, across four income groups, positive linear links are found between
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domestic credit to the private sector and credit availability of the banking sector, domestic credit to the
private sector and GNI per capita, and between credit availability and GNI per capita. The nature of the
correlation suggests that the accumulation of financial resources in the banking sector (domestic credit
to private sector) and their transformation into credit to the private sector (credit availability) are more
significant for low-income and upper-middle-income countries and, consequently, act as a catalyst for
the transition to the next income group.

From the point of view of the state economic policy, regulators can directly influence the credit avail-
ability (by control of cash settlements, establishment of reserve requirements for commercial banks).
In contrast, regulators have an indirect influence on the level of domestic credit to the private sector.
Hence, the growth of factors such as the confidence level in the banking system, its reliability, and a
decrease in NPL can positively impact a country’s lending. Improving the efficiency of the credit mech-
anism in the economy and increasing the stability of the banking system will stimulate the spread use
of credit opportunities, contributing to economic growth and welfare.

Comparison of financial deepening with income group transition status shows that financial depth, on
average, is growing in countries with a change in transition. The latter result supports the hypothesis
that financial depth reflects a country’s economic transformation development trajectory. Countries
wishing to jump from a low to a higher group should promote financial deepening. At the same time, an
increase in financialization does not mean qualitative financial development. The fast pace of financial
deepening will contribute to economic development only to a certain level.
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