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Abstract

In this study, we investigate whether financial development enhances economic
growth in Turkic countries, namely, Azerbaijan, Kazakhstan, Kyrgyzstan, and
Tiirkiye from 1995 to 2017. The financial development index is obtained from
the International Monetary Fund to proxy for the level of financial develop-
ment. The index shows the level of development of financial institutions and
financial markets in terms of depth, access, and efficiency. The annual percent-
age growth rate of GDP per capita based on constant local currency is taken as
an indicator of economic growth. The main result of the analysis shows that
there is a positive relationship between financial development and economic
growth. The result is robust using random effect regression, adding inflation,
and including Banking Z Score. However, the main impact can be seen in the
financial institution instead of the financial market proxy. The results support
the supply-leading hypothesis for the economies of four Turkic countries.
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Introduction

The financial development and economic growth nexus are well-
addressed in the economics literature. A strand of literature claims
that financial development is essential for economic growth (Levine,
Financial Development 688). A strong financial system is considered one
of the fundamental pillars that can support long-term economic growth
(Demirgii¢-Kunt 19). Another strand of literature asserts that financial
development is not the main driver of economic growth (Lucas 40). Thus,
the finance-growth nexus remains one of the main areas that generates many
discussions in the economic development literature.

Despite the intensity of academic studies regarding the impact of financial
development on economic growth in developed economies, the impact of
financial development on Turkic countries remains unanswered. The paper
aims to fulfill this gap by investigating whether financial development
affects economic growth in four Turkic countries, specifically Azerbaijan,
Kazakhstan, Kyrgyzstan, and Tiirkiye from 1995 to 2017. The contribution
of the study is twofold: (i) to discover the impact of financial development
on economic growth in Turkic countries which are considered emerging
markets and transition economies with high growth potential, and (ii) to
investigate which components of the financial development index has an
impact on economic growth.

Two main theories explain the link between financial development and
economic growth. In traditional growth theory, the growth rate is a beneficial
effect of exogenous technological advancement. Traditional growth theory
suggests that financial development is only related to the ratio of physical
capital per worker, so it does not support economic growth (Pagano 613). On
the other hand, pioneered by Solow, the endogenous growth theory claims
that the performance of economic growth is correlated with technology,
human capital, public goods, international trade, income distribution, and
financial development.

Patrick (174) proposed two mainstream views regarding the link between
financial development and economic growth. The first mainstream
hypothesis called the supply-led view reveals that financial development s the
main driver of economic growth. Agayev (156) determines that enhancing
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the financial system helps to transfer the resources from traditional sectors
to the innovative sector which leads to higher economic growth for a
country. On the other hand, the demand-led view, the second mainstream
hypothesis, suggests that economic growth increases the demand for the
financial system to be developed. Prior empirical studies determine that the
relationship between financial development and economic growth depends
on the structural characteristics of the countries as well as the sample period
examined in studies (Oztiirk et al. 54). Studies suggest that the supply-
leading hypothesis is generally valid in developing or underdeveloped
countries, and the demand-following hypothesis is valid in developed or
industrialized countries (Jung 333-346; Calderon and Liu 321-334).
Therefore, it is essential to determine the effect of financial development on
economic growth in Turkic countries.

Although the effect of financial development on economic growth is well-
recognized in development economics studies, it is important to determine
which aspect of financial development, institution, or market side, leads
to economic growth. On the one hand, banks are essential players in
mobilizing savings, allocating money, monitoring corporate managers
investment choices, and offering risk management tools in countries with
a bank-based financial system that infers the institution aspect of the
financial development. On the other hand, stock markets and banks share
the spotlight for channeling individual savings to businesses, exercising
corporate governance, and facilitating risk management in market-based
financial systems. The current study concentrates on this aspect and uses
the financial development index proposed by the International Monetary
Fund (IMF). The index is formed based on two main components, financial
institutions, and financial markets which allow us to understand which
aspect of financial development contributes to economic growth. This is
particularly important since financial development is relatively new in these
countries and regulations for international financial integration are observed
intensively in these countries in the sample period of the study.

The paper proceeds as follows: Section 2 discusses the prior studies, Section
3 explains the data and econometric methodology, Section 4 presents the
empirical results, and Section 5 concludes the paper.
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Literature Review

Schumpeter (1911) carried out the first study to question the relationship
between financial development and economic growth. According to
Schumpeter, financial intermediaries play an important role in increasing
efficiency in the financial system by reducing transaction costs, enabling
risk-sharing, and reducing adverse selection and moral risk problems
caused by asymmetric information to accelerate economic growth. Most
of the empirical studies support Schumpeter’s view and show that a raise
in financial development increases economic growth (King and Levine
717-737; Levine and Zervos 537-558; Beck et al. 423-442; Levine et al.
Financial intermediation 31-77; Christopoulos and Tsionas 55-74; Hsueh
et al. 294-301). However, several studies argue that the effect of financial
development on economic growth depends on certain conditions such as
income level (Arestis and Demetriades 790; Shan and Morris 153; Shan et
al. 443).

In this study, we compile the existing literature into four groups. The first
group of studies supports the supply-led view of Patrick (174-189) which
suggests that financial development enhances economic growth. The second
group of studies argues that economic growth is essential for financial
development which is called the demand-led view of Patrick (174-189).
The third group of studies empirically shows that there is a bi-directional
relationship between financial development and economic growth. The last
group of studies claims that there is an insignificant relationship between
financial development and economic growth (Lucas 41).

Notwithstanding the mixed results of the link between financial
development and economic growth, the topic is still the center of economic
and finance literature. An immense literature has supported the supply-
led hypothesis proposed by Patrick (174-189). Using the panel analysis
method, Miisliimov and Aras (90) find that financial development amplifies
the economic growth of OECD countries over the 1982-2000 period.
Examining 74 countries, Levine at all. (Financial intermediation 31) show
that financial development increases economic growth by adopting the
Generalized Method of Moments (GMM) panel estimation technique for
1960-1995. Beck and Levine (423) also implement GMM panel estimation
for the period between 1976 and 1998 for 40 countries and conclude
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that financial development has a positive effect on economic growth.
Shahbaz (24) examines the relationship between financial development,
economic growth, and income inequality in Pakistan and finds that there
is a positive relationship between financial development and economic
growth. Moreover, Nkoro and Uko (87) determine that development in the
financial sector has a positive effect on economic growth in Nigeria using
Error Correction Model (ECM) with an annual series covering the period
1980-2009.

Given that the supply-led hypothesis is mostly supported by empirical
studies, the demand-led hypothesis is also found in prior studies. Adopting
the Panel Vector Error Correction Model (VECM) over the period 2002-
2016 for the fragile five countries, Helhel (761) supports that economic
growth increases financial development. Ozturk et al. (66) determine that
causality runs from economic growth to financial development using the
Holtz-Eakin, Newey, and Rosen panel causality test for nine developing
economies for the period of 1992-2009.

Numerous studies suggest that there is a bi-directional relationship between
financial development and economic growth. The results of Andres et al.
(941) indicate the bi-directional relationship employing panel data analysis
for OECD countries over the period 1961-1993. Pehlivan Jenkins and
Katrcioglu (1699) investigate the direction of causality between financial
development, international trade, and real income growth in Cyprus
using the Granger causality test and determine the bi-directional causality
relationship between real income and financial development. Kyophilavong
et al. (303) use the boundary test approach in the cointegration analysis
(ARDL) for Laos and conclude that while financial development leads to
economic growth, economic growth also feeds financial development.

According to many studies in literature, the relationship between financial
development and economic growth may differ between countries or periods.
According to Lucas (6), financial issues do not have to come to the fore in many
popular debates. Using 95 countries around the world, Ram (164) points out
that a weak relationship between financial development and economic growth
exists. In addition, Ram (164) claims that country basis results do not support
the results of country groups. Analyzing 19 OECD countries and China over
the period 1985-1998, Shan and Morris (153) find an insignificant relationship

59
°



b l [ g * Cetenak, Haykr, Oztiirk Cetenak, Does Financial Development Enhance Fconomic Growth?
SUMMER 2023/ISSUE 106 The Case of Turkic Countries ®

between financial development and economic growth using Toda and
Yamamoto (1995) causality test procedure. Oztiirk (85) investigate the causality
relationship between financial development and economic growth in Tiirkiye
using data from the 1975-2005 period. The results of the cointegration analysis
show that there is no long-term relationship between financial development and
economic growth, while the causality relationship runs from economic growth
to financial development in a short period. Gries et al. (1849) test the causality
relationship between financial deepening, trade openness, and economic
development for 16 sub-Saharan African countries using the Hsiao-Granger
method and find no relationship between financial deepening and economic
growth. Using the data between 1998-2009 for Tiirkiye, Giines (73) finds that
there is no causal relationship between financial development and economic
growth. Using the data for 52 middle-income countries over the period 1980-
2008, Samargandi et al. (66) find an insignificant relationship between financial
development and economic growth.

Even though vast literature on the nexus between financial development
and economic growth, only a few studies focus on Turkic countries.
Tiirkoglu (84), using the Granger causality test for the period 1960-2013,
reveals that there is a bi-directional causality between financial development
and economic growth in the Turkish economy. Kumar et al. (95) examine
the financial development economic growth nexus for Kyrgyzstan and
Macedonia using Granger causality analysis and find that the effect of
financial development on economic growth in Kyrgyzstan is negative. In
a panel of six Turkic countries, Tufaner (126) uses the panel causality test
and reveals that there is no relationship between financial development and
economic growth over the period 1998-2017.

Data and Methodology

This paper aims to highlight the effect of financial development on economic
growth in four Turkic countries. The purpose of the study is twofold: (i) to
investigate whether financial development enhances economic growth, and
(ii) to determine whether the financial institution or financial market aspect
of financial development affects economic growth. To reach the aim of the
study, first, we examine cross-sectional dependency and the stationary of the
variables. Based on the results of the dependency and stationary tests, we
implement panel estimation models.
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The sample includes available data in four Turkic countries; namely,
Azerbaijan, Kazakhstan, Kyrgyzstan, and Tirkiye from 1995 to 2017. We
use three sources of a database. Gross domestic product per capita growth,
gross fixed capital formation (% of GDP), trade openness (% of GDP),
employment, and inflation are retrieved from the “World Development

Indicator” database published by World Bank. Employment variable is

constructed based on total labor force of a country divided by the population

of the country in each year. Bank Z Score is obtained from the “Global
Financial Development” database published by the World Bank. The

financial development indicator and its components are from the “Financial

Development Index Database” constructed by the International Monetary

Fund. Detailed descriptions and the list of the variables are shown in Table 1.

Table 1
List of Variables

Variables Description
GGDP The annual percentage growth rate of GDP per capita is based on
per-capita constant local currency.
Capital Gross fixed capital formation (% of GDP) is a proxy for the
Formation quantity of capital in a country.
Openness Trade openness (% of GDP) is the sum of exports plus imports.
Employment The total labor force of a country is divided by the population of

the country.
Inflation Inflation rate for macroeconomic stability.

Bank Z Score captures the probability of default of a country’s
Z Score .

banking system.

. . The financial development index shows the level of development

Financial e . .

of financial institutions and financial markets in terms of depth,
Development .

access, and efficiency.

As a component of the financial development index, it captures
FD . e
o the depth, access, and efficiency of the financial institution of a
institution . .

country mainly the banking sector.

As a component of the financial development index, it captures
FD market the depth, access is captured and efficiency of the financial

markets of a country mainly stock markets.
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The basic aggregated production function is as follows;

Yt:f(Lp Kt) (1)

where Y stands for output (which is GDP in our case), L, refers to the
quantity of labor force and K is the quantity of capital formation in each
country. Therefore, the output is a function of the labor force and capital
formation in a country. The larger the labor force and capital formation the
greater the output.

To analyze the effect of financial development on financial growth, we
employ an augmented production function in a panel data framework and
estimate the following regression model:

GGDPit - ﬂ0+ ﬁl Lit+ﬁ2 [(i[+ﬁ3FDit+y)(i[+8it (2)

where the dependent variable GGDP, is the annual percentage growth rate
of GDP per capita, L, is the total labor force of a country divided by the
population of the country, K, defines as gross fixed capital formation (%
of GDP) is a proxy for the quantity of capital in a country, and FD is the
financial development index and X consists of the control variables (, trade
openness, and crisis dummy). Since the countries that we have used in our
analysis are emerging countries they are affected by the 2008 financial crisis.
As we know the financial crisis begins mid-2007, we construct a dummy
variable that is equal to one if the year is 2008 or above and zero otherwise.

Table 2 presents the summary statistics of the variables in the sample. The
mean and the median of the variable are very close which suggests that the
normality assumption of the Ordinary Least Square Estimation (OLS) is
met. The average growth rate of the four countries between 1995 and 2017
is 4.39% and in the same period, the average financial development index
is 25%. Trade openness is around 80%, which suggests that there is a large
dependency between these four countries in terms of trade. The average
inflation is 20.98% which is very high compared to the world average
inflation rate during the same period which is 3.68%.
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Variable Obs

Mean Median Std. Dev. Min Max
GGDP 92 43956 43300 63559 -12.8099  32.9970
Employment 92 0.4423  0.4452 0.0654  0.3234 0.5346
Capical 92 24.8615 239286 7.2510 12.3901  57.7102
Formation
Financial 92 02535 02164 0.1316  0.0740  0.5190
Development
Trade 92 80.3812 78.6818 26.6315 37.4016  146.1061
Openness
Inflation 92 209875 8.0734 485563 -8.5251  411.7596
7 Score 86  9.6071 7.9764 6.1888  0.4227  27.0351
Empirical Results

Prior to our main regression methodology, we first examine the cross-
sectional dependence of the countries. We adopt the Pesaran cross-sectional
dependency analysis and get a coefficient of 0.611 with a p-value of 0.5413.
The result indicates that there is no cross-sectional dependency in our
regression. As a second analysis, we have investigated the stationary of our
variables and have implemented the Levin, Lin, and Chu (LLC) panel unit
root test. According to the test result, we reject the null hypothesis for our
variables. In other words, all of our variables are stationary at their levels, I
(0). Therefore, we decide to use a Pooled OLS regression model throughout

the paper.
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Table 3
Main Result-Pooled OLS Regression

Dependent Variable: GGDP

Coeflicient p-value

Employment 0.1815** 0.032
Capital Formation 0.0026** 0.013
Financial Development 0.1015** 0.039
Trade Openness 0.0004** 0.039
Crisis -0.0462*** 0.000
Constant -0.1449** 0.017
R-squared 0.2152
F-statistic 3647

(0.004)
Number of Observation 92

Notes: The standard errors were estimated with Whites correction approach for
heteroscedasticity. %, **, and *** show significance levels at 10, 5, and 1 percent, respectively.

Table 3 presents the results of our main regression. The coefficient of
financial development is positive as suggested by earlier papers. It suggests
that a one-unit increase in the financial development index leads to a 0.10
percent increase in GDP growth. This supports the supply-led hypothesis
that financial development improves economic growth. If we turn our
attention to our control variables, the coefficients of capital formation,
trade openness and employment are positive and statistically significant
either a five or one percent level of significance suggesting that more capital
formation brings higher economic growth and similarly more employment
helps the economic growth of a country. The striking results can be seen in
the crisis dummy variable, it is significant at a one percent level and has a
negative coeflicient. It is shown that the global economic crisis is detrimental
to the economic growth of the countries.

We also adopt the random and fixed effect regression estimations to show
that the results are very similar to pooled OLS regression. The Hausman
test result has a 9.24 Chi-squared with a 0.0997 p-value which suggests that
we should use the random effect. Thus, we decide to report only random
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effect regression. Table 4 presents the random effect regression results. The
coefficients do not change, and the p-values are very close to our main
analysis in Table 3.

Table 4
Main Result-Random Effect

Dependent Variable: GGDP

Coefficient p-value

Employment 0.1815** 0.045
Capital Formation 0.0026*** 0.000
Financial Development 0.1015%** 0.008
Trade Openness 0.0004* 0.097
Crisis -0.0462*** 0.000
Constant -0.1449*** 0.000
R-squared 0.2152

Number of Observation 92

Notes: The standard errors were estimated with Whites correction approach for
heteroscedasticity. %, **, and *** show significance levels at 10, 5, and 1 percent, respectively.

Robustness Analysis

In the main analysis section, we include the main control variables that
economic theory and prior literature suggest; however, some other covariates
may also have an impact. Even though prior studies suggest that inflation
is harmful to economic growth, the relationship is still ambiguous (Barro
85). Thus, it is important to control inflation while examining the nexus
between financial development and economic growth. As a robustness
analysis, we include inflation as an additional control variable for our main
analysis. Table 5 presents the results of the regression with controlling
inflation. Even though the level of significance of the financial development
index is lower than before the magnitude is close to the main result. The
financial development index is still positive and significant at the 10 percent
level. The coefhicient of capital formation and employment is positive and
significant. The 2008 financial crisis dummy still harms economic growth.
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The inflation is also negative, and significant at a one percent level. It also
increases the power of our model specification.

Table 5

Controlling Inflation

Dependent Variable: GGDP

Coefficient p-value
Employment 0.1225% 0.097
Capital Formation 0.0020** 0.035
Financial Development 0.0717* 0.077
Trade Openness 0.0003 0.101
Crisis -0.0530*** 0.000
Inflation -0.0004*** 0.000
Constant -0.0774 0.128
R-squared 0.3316
F-statistic 10487

(0.000)

Number of Observation 92

Notes: The standard errors were estimated with Whites correction approach for
heteroscedasticity. %, ** and *** show significance levels at 10, 5, and 1 percent, respectively.

The second robustness analysis is to control the operation of the banking
system. To do that we use the Bank Z Score which captures the probability
of default of a country’s banking system. Thus, we expect a negative
relationship between Bank Z Score and economic growth. Table 6 shows
the results of the regression with Bank Z Score and earlier control variables.
As we can see that the number of observations in this analysis is less than
the prior ones. Six missing variables mainly come from the beginning of our
sample period. The effect of financial development on economic growth
is positive and significant. Also, the 2008 financial crisis is negative and
significant. Bank Z Score is also negative and significant at the 10 percent
significance level.
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Table 6
Banking Sector Default
Dependent Variable: GGDP
Coefficient p-value
Employment -0.0833 0.574
Capital Formation 0.0006 0.586
Financial Development 0.0704* 0.091
Trade Openness 0.0010** 0.021
Crisis -0.0529*** 0.000
Inflation -0.0006** 0.012
Z Score -0.0029* 0.079
Constant 0.0335 0.686
R-squared 0.3065
F-statistic 3.97**
(0.009)

Number of Observation 86

Notes: The standard errors were estimated with Whites correction approach for
heteroscedasticity. %, ** and *** show significance levels at 10, 5, and 1 percent, respectively.

To achieve the second aim of the paper, we separate the two components
of the financial development index. The financial development index is
constructed using financial institutions and financial markets data together.
However, as we know, only one country has developed a financial market of
four countries in our sample. Therefore, it is worth analyzing to understand
which component of the financial development index has more influence
on economic growth. The financial institution index captures the depth,
access, and efliciency in the financial institution of a country, mainly the
banking sector. On the other hand, the financial market index captures the
depth, access is captured and efficiency of the financial markets of a country,
mainly stock markets.

Table 7 reports the results of two components of the financial development
index separately. Panel A of Table 7 shows only the financial institution index
and Panel B of Table 7 shows the financial market index. As we anticipate the
financial institution index is positive and significant at a one percent level.
On the contrary, the financial market index is positive but insignificant.
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This is because the financial markets of Azerbaijan, Kazakhstan, and
Kyrgyzstan are not well-developed. The financial crisis dummy is negative
and significant as inflation. Trade openness is also positive and significant.

Table 7

Comparison between Components of the Financial Development Index

Dependent Variable: GGDP

Panel A: Panel B:

Financial Institution Index Financial Market Index

Coefhicient p-value Coefhicient p-value
Employment 0.0113 0.874 0.0919 0.203
Capital Formation 0.0005 0.553 0.0021** 0.030
FD Institution 0.3572%** 0.002
FD Markets 0.0065 0.831
Trade Openness 0.0010** 0.012 0.0002 0.327
Crisis -0.0908*** 0.000 -0.0487*** 0.000
Inflation -0.0004** 0.000 -0.0004*** 0.000
Constant -0.0995* 0.057 -0.0364 0.457
R-squared 0.4099 0.3216
Fostatistic 12.17*%** 11.49%**

(0.000) (0.000)

Obs. 92 92

Notes: The standard errors were estimated with Whites correction approach for
heteroscedasticity. %, **, and *** show significance levels at 10, 5, and 1 percent, respectively.

Opverall, the main analysis and the robustness analyses show that financial
development enhances economic growth in four Turkic countries. One unit
increase in the financial development index helps economic growth increase
toaround 0.07 to 0.10 percent. The result is robust when we control inflation
and the probability of default of countries’ banking systems. In addition, the
positive effect mainly comes from the financial institution components of
the financial development index rather than financial market components.
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Conclusion

Financial development and economic growth nexus have been the center
of macroeconomics and finance literature for a long time. The financial
system, with its instruments, intermediaries, regulations, and markets, has
an important place in the economic system and creates various effects on
economic growth by transferring resources from those with surplus funds to
those with a fund deficit. As a dominant view in the economics literature,
the existence of the financial sector leads to the reduction of the asymmetric
information problem and the transfer of funds in the economy to more
efficient and effective areas. According to this view, the existence of the
financial sector reduces market friction caused by asymmetric information
and allows the markets to operate more effectively. Well-functioning,
efficient financial markets based on a well-developed legal basis can have the
power to influence economic growth (Levine, “The Corporate Governance”
35; La Porta et al. 1115).

This paper contributes to the topic by examining the Turkic countries,
namely, Azerbaijan, Kazakhstan, Kyrgyzstan, and Tiirkiye from 1995 to
2017. The main result of the analysis shows that financial development
enhances economic growth in Turkic countries. The result is robust using
random effect regression, adding inflation, and Banking Z Score. More
importantly, the findings of the paper show that the main channel of
transmission from financial development to economic growth comes from
the financial institution side rather than the financial market side.

Countries other than Tirkiye included in the sample gained their
independence in 1991 with the disintegration of the USSR. For this reason,
both the real and financial sectors remain rather weak in these economies,
which were governed by the rules of the Socialist system and depended on
the Russian economy for many years. These countries, which could not
get out of the Ruble area even after declaring their independence, were
affected by the economic problems in Russia while experiencing the pain
of transition to the market system. In the intervening 30 years, market
economy conditions have not been fully achieved in these countries. In
addition, a banking system-based financial system has emerged in these
countries. Capital markets are still underdeveloped. Existing banking
systems are open to development in terms of institution and instrument
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diversity. Overall, the findings suggest further development of the financial
system is vital for increasing the economic growth of Turkic countries.
Therefore, governments should continue to enhance the financial system,
especially financial institutions to have higher economic growth.

One of the main limitations of the study is the sample period. Since the
countries gain their independence in 1991, the data starts afterward. Thus,
this limits the sample period for the study. Secondly, the data availability
is limited for Turkmenistan and Uzbekistan; hence, the sample does not
cover all the Turkic countries. As a future study, one may adopt different
econometrics techniques and try to include other countries by obtaining
data from different sources.
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Bu ¢alismada, 1995-2017 yillari arasinda Tiirk Cumhuriyetleri olarak anilan
Azerbaycan, Kazakistan, Kirgizistan ve Tiirkiye 6rnekleminde finansal gelisme ve
ekonomik biiyiime arasindaki iliski analiz edilmistir. Analizde finansal gelismislik
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