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Abstract

This paper reformulates the finance-growth nexus in the case of developing countries. Using the Neoclassical growth
framework, our contribution is threefold. First, we show that entrepreneurship is a growth-enhancing factor in both
financial intermediary equilibrium and financial market equilibrium. Second, we show that agent's saving is one of the
determinants of the optimal proportion of long-term investment and hence, we characterize the role of bank as
financial intermediary. Third, our model is characterized by the existence of multiple steady states equilibrium with
threshold effect that impedes the economy to reach a long-run higher steady state equilibrium. Furthermore, we show
that financial intermediary is better than financial market, in order to reduce threshold effect and to ensure the long-run
steady state equilibrium of capital stock.
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1. Introduction

During the last two decades, studies on the fieagrowth nexus have
emerged, but the findings are still currently subje relevant debateln the context
of developing countries, financial developmentfige associated with banking sector
development, since financial market is relativelyderdeveloped. However, at the
end of 1990s, the growing importance of stock migrke both developing and
developed countries has again opened a new avdmesearch into the relationship
between financial and growth, which focuses on #fects of stock market
development. Using time-series data collected friime developed economies,
Arestis et al (2001) examine the relationship betwstock market development and
economic growth.In particular, their results support the view thainks are more
powerful than stock market to promote economic ¢gihouwn a similar vein, Rioja and
Valev (2004) have found that in the countries wittry low levels of financial
development, additional improvements in financiarkets have an uncertain effect
on growth.

In spite of the importance of banking sector tonpote economic growth, the
literature also suggests that the role of finanaiakket can not be neglected. Levine
and Servos (1998) show that stock market liquitkyds to faster rate of growth,
productivity improvement, and capital accumulatiom both developed and
developing countries. Levine (1991) and Bencivergal (1995) argue that stock
market liquidity facilitates long-term investmesince investors can easily sell their
stake in the project if they need liquidity befdtesir project matures. Enhanced
liquidity and long-term investment, therefore, ease higher-return projects that
boost productivity growth.

In the meantime, it is also well accepted thaadicial market tends to suffer
from asymmetric information and thus, financiaklilization fostering stock market
liquidity is often blamed for macroeconomic dowmturas well as banking
vulnerability and crisis (Bhide, 1993; Demirgui¢c-Kuand Detagriache, 1999). This
argument supports the presence of banks as delegeeitor to reduce information
asymmetry between lenders and borrowers (Diamd®&i)1

Recently, both empirical and theoretical studiegehturther questioned the
positive link between financial development andregoic growth. In the empirical
literature, Deidda and Fattouh (2002) report tlhré is no significant impact of
financial development on economic growth in lowdne countries, although in
high-income countries, there is a positive linkvien financial development and
economic growth. Mihci (2006) also highlights thia¢ relationship between finance
and growth is not necessarily positive when sulbstiamariations across different
periods and country groups are taken into accaodeslier-Crouzille et al (2011)
further indicate the presence of threshold effecttioe link between rural bank
development and regional growth in the Philippines.

In the theoretical literature, Deidda and FattoRB0Q) theoretically show a
non-linear relationship between financial internag¢idin and endogenous growth. The
effect of financial intermediation on economic gtbwemains ambiguous at low
initial levels of banking sector development. Tisibecause risk-averse agents always
prefer to incur financial transaction costs eveoutih the expected return on their

' In empirical study, see King and Levine (1993a93), Levine (1998), and Rajan and Zingales
(1998) for the country-level study; Fisman and L¢2€02) for the industry-level study; or Demirgug-

Kunt and Maksimovic (2002) for the firm-level studwp theoretical study, see Bencivenga and Smith
(1991), or recently Hung and Cothren (2002). Lev{2805) provides a comprehensive literature
review.



savings is lower than under financial autarky. Seehdition holds because financial
intermediation can fully perform in risk diversiditon process. As a result, the
economic growth rate under banking sector is lotvan under financial autarky. At
high levels of the banking sector development, ndlationship between banking
sector development and economic growth is alwaystige, where the level of

banking sector development depends on the inéiadllof real per capita income.

Moreover, Aghion et al (2004) and Caballé et alo@Oalso develop models
where instability occurs at intermediate levelsfioincial development and, thus,
these models provide support to the evidence thatrging markets are quite
vulnerable. Similarly, Townsend and Ueda (2006)ppe® a coherent unified
approach to the study of the linkages among econgnowth, financial structure, and
inequality. In particular, their model displays risitional growth with financial
deepening and increasing inequality.

With regards to the particular role of bankingfiasncial intermediary, most
of theoretical models depart from the contributidrDiamond and Dybvig (1983) on
the liquidity provision function of banks. Throughis channel, banks exist to
mobilize agents’ savings into more profitable ldegn investments. Under this
framework, Bencivenga and Smith (1991) are thet fics show that financial
intermediary is better than financial autarky (fioel market) in order to spur
productive long-term (illiquid) investments rathiéran short-term (liquid) venture.
Consequently, higher long-term investments enhaosoaomic growth. However, the
optimal portion of long-term investment in Bencigan and Smith (1991) is
decreasing in the income of long-term investmelthoagh it is increasing in the
fraction of entrepreneurs. Hence, although the nmewf long-term investment is
higher than that of short-term ventures, it does always provide incentives for
agents to be entrepreneur. When incentives malieir, model needs to consider the
presence of asymmetric information and agency wsfl Moreover, it is also
irrelevant that the optimal portion of long-termvéstment under the financial
intermediary equilibrium is increasing in the ina®wf short-term ventures.

As Bencivenga and Smith (1991) is one of the mbjeratures on financial
intermediation, the aim of this paper is thus teveduate their finance-growth nexus.
We modify several hypotheses used by Bencivengasamth (1991). First, since our
motivation is to set up an appropriate model fovedigping countries, we consider
that externalities changes due to technologicabwation may be less likely to play a
significant role in boosting economic growth. Thus use the Neo-classical growth
hypothesis without externalities in an overlappgemeration (OLG) model with three
periods instead of drawing endogenous growth maaelused by Bencivenga and
Smith (1991), or Deidda and Fattouh (2002). Secovel distinguish the behaviour
vis-a-vis of risk between non-entrepreneur and entreprendore precisely,
entrepreneurs are supposed to be risk néuffhls hypothesis allows us to consider
that entrepreneurs’ behaviour may be the sourceostly overinvestment which
reduces long-term economic growth. Likewise, Baurft®90) emphasizes that
entrepreneurship activity may be unproductive ognedestructive. In this regard,
entrepreneurial activities can be riskier thanrtbe-entrepreneurial activities.

Using these stylized facts, our contribution ise#fold. First, we show that
entrepreneurship is always growth enhancing in bbtiancial intermediary
equilibrium and financial market equilibrifmSecond, we acknowledge that agents’

2 Azariadis and Smith (1998) also use such hypaHesia different framework of model.
% The optimal portion of long-term investment isriemsing in the fraction of entrepreneurs, the ineom
of long-term investment, and the agent’s savinggs ra



saving is a determinant of the optimal proportiériomg-term investment, where in
Bencivenga and Smith (1991), financial intermed@wogs not consider agents’ saving
as input and thus, it is somehow irrelevant. In ouwvdel, we characterize the
traditional role of bank as financial intermedigdeposits and investments). Third,
our model is characterized by the existence of iplalsteady states equilibrium with
threshold effect. In this regard, financial intetizay is better than financial market,
as the threshold level of financial intermediaryuigfgrium is lower than that of
financial market equilibrium. As well, financialtermediary yields a higher transition
of capital stock than financial autarky.

The rest of this paper is organized as followstiBe 2 describes the model
set-up. Section 3 constructs the financial markgtildrium. Section 4 lays out the
financial intermediary equilibrium. Section 5 comgmthe dynamic path of capital
stock and threshold effect under both financial keand financial intermediary.
Section 6 concludes.

2. The Set-Up

The framework we use is one of overlapping geimra (OLG) model with
three periods and a unique good. As in Bencivengh amith (1991), we also
consider a bank without liquidity risk that investsre efficiently by pooling all
economic resources. On the contrary, we modify aspects in the Bencivenga-
Smith’s economy. First, we assume that the entneuns are risk neutral following
Azariadis and Smith (1998). Second, we considerettistence of a technology in
developing countries but without the types of exadity considered by Romer (1986).

We assume that there is no population growthhim ¢conomy and each
generation consists of a continuum of agents wié Bl, = N. Each agent may live

for two or three periods. Ldtbe the time index, where the young and middle-age
generations are endowed with an initial per firmita stock ofk, units att = 0 and

k, units att = 1, respectively. Moreover, each young agent kepmelastically one
unit of labour in the first period.

In the first period, all agents of a generatiom identical. At the beginning of
the second period, the agents learn whether thdybeieither non-entrepreneurs
(two-period-lived agents) or entrepreneurs (threeegl-lived agents) with
probability(L-77) and 7, respectively. Thus, there afe—77)N agents who will be

non-entrepreneur in the second period @Nd agents who will be entrepreneur in the
third period. All young agents save entirely tHabvour income in the first period.
Non-entrepreneurs consume their second-periodomas, c,, while

entrepreneurs only consume the profit of productealized in the third periods,, .

Thus, agents have different liquidity needs in whion-entrepreneurs have higher
liquidity need than entrepreneurs, since non-engregurs only live for two periods.
Meanwhile, the young agents have incentive to lieepreneur if the profit of long-
term investment is relatively higher than the netof non-entrepreneurs’ saving.

As entrepreneurs are risk-neutral, we can detfivee agent’s preferences at
timet by the following expected utility function.

(1‘77)(

U (Clt ! CZt) = Clt )—y + 77¢C2t ’ WhereCOt =0. (1)



We definec, as the period consumption of an agent who is born at titndhe
constant relative risk aversion is denotedyby-1. The variable¢ stands for the

individual specific random variable realized at theginning of period 2. Thus, the
value of¢ is equal to O with probabilify- 7z, or 1 with probabilityz.

To build a link between saving and economic growtle characterize the
production function in the third period. Specifigalthe entrepreneur’s productign
is realized by physical capit&, and units of labour,. In this regard, we follow the
Cobb-Douglas production function as following

y, = AKLY. (2)
where QD[O,l] is the part of production that usksandA is an arbitrary coefficient.

For simplification, we assume that capital deprtesiazompletely at the end of period.
Furthermore, there is no endowment of capital atodet > 0 except for the initial
young generation and middle-age generation. Faepréneurs (the old generation),
they do not need endowment, as they already haeeirees to realize production that
generates profit.

The entrepreneur’s profiil, is the difference between the production and the

cost of quantity units of labour defined M, (k,L,)=Ak’L'°-wlL,. On the
equilibrium of labour market, labour demand is equal to labour supplyN, =N,
which is obtained by maximizing the entreprenegrsfit subject toL,. Thus, we

have w =wk) = A1-68)k’7’ and the maximized profit function at each peria
much as
M, = AGyk?, with ¢ = 5% = °. (3)

3. TheFinancial Market Equilibrium

This system refers to an economy without the @res of bank as financial
intermediary. In the first period, the agents devitieir savingss, between liquid and
illiquid assets. Liquid assets are considered asirtiientory of consumption goods.
One unit invested in liquid assettatirectly yieldsn > Ounits of consumption goods
at botht+ landt+ 2 On the other hand, one unit invested in illigagset yield&R
units of capital goods only &t2. If illiquid asset is liquidated &t 1, then the agents
receive the “scrap value” afunits of consumption goods, whebes x < n.

In order to establish the agents’ budget consiraie definez" and q," as

the proportion of liquid asset and illiquid assavedsted att, respectively. The
superscriptm stands for financial market. Hence, we have

z"+q;" =1, wherez" =20, q" = Q 4)

In the first period, the agents’ saving is equalldbour income,s, =w,, and is
divided into z"s, units of liquid asset and,"s, units of illiquid asset. Let i, isbe

the interest rate of liquid asset, illiquid assatd “scrap” value of illiquid asset,
respectively. In the second period, g} be the income of non-entrepreneurs after
one period, where

@, = (g +xqM)W, ;s n=1+i, andx = @+, (5)



On the contrary, by hypothesis, entrepreneurs’ wopsion at the second period is
zero.

At the beginning of the third period, entreprensesell their illiquid assets and
reinvest them in physical capital, so thdt+i, )q' s =k,.,. This situation
corresponds to the financial autarky case, as mneurs sell their illiquid assets by
themselves. Lew, be the income received by entrepreneurs afteingetiut their
illiquid assets, but before the production is raadi. Specifically, we have

m

w, =nz'w, + Rg"w,, whereR=1+i,,0<x<n<R, (6.a)
and,

kiz = Rq"W. (6.b)

Note that in the third period+2), entrepreneurs will use their income of illiqui
investment to finance physical capital and useoit groduction. Hence, we have

Rq"w, = k,,, as defined in (6.b).
Using the profit function in (3) and the budget straints in (4), (5) and (6.b),
the agents’ expected utility function, whateveliitttypes, is as follows

U(q") = (@(xq{“wt +n(l- q{")wtj + IT(Aew(quwt)g +(1- q{“)nw).

Meanwhile, the agents’ optimization program is dedi asargma>{U(qt’“)}.
0=q"<0

From the first order condition, we obtain the oglimroportion of illiquid assetd,™)
as follows.

qm=ﬁm(w)=(nﬁx)—(i{(z\{n)_);y (7)
where B(w) = 7:1( ny ;q’?nRi\A)SHZw] .

The optimal proportion of illiquid investmend,” depends on the labour
incomew, . In Bencivenga and Smith (1994)," is constant. Moreover, the existence
of g," in which 0<q™ <1 can be examined by the limit value @f' whenw, - 0°
andw, — ",

From (7), it is straightforward to obtaiviirr& g," =—c and W!irroljtm =1, since
AR’W’6°y >nw, . Hence, there is a value of which implies thatg" =0. We use

(6.a), (6-b), (7) and the first order condition foraximal profit to construct the
dynamics of capital stock. The dynamics of cagtatk is defined as follows

ki =RA"(K) WK =@,(K (8)

In other words, we have an equation that desctibe®volution of the capital stock

over time.



4. TheFinancial Intermediary Equilibrium
In this section, we consider the presence of $ak financial intermediary
that decides agent’s financial decisions. We assinaiebank is a coalition of young

agents who can be either non-entrepreneurs orpeetreurs. Letz’ and g be the

proportion of liquid and illiquid investment readid by banks, respectively. Thus, we
have

z’ +q =1. 9)

Bank ensures non-entrepreneurs to recd®je units of consumption goods &1
from each unit invested gtwhere
(1_77)R12 :altztbn+azqtbx (10)

a, anda, are the part of liquid and illiquid asset liquigatat the second period,
respectively. Bank then chooses the valuesrpfand a,, . On the other hand, bank
also ensures entrepreneurs to recéljeunits of capital goods &t2 from each unit
of timet illiquid investment andﬁiz”t units of timet+1 consumption goods from each
unit liquid asset invested dt For the withdrawal after two periods, there are
nentrepreneurs who must receiR units of capital goods from each unit of illiquid
investment. Thus/R, factor must be equal to the rest of illiquid as¢eta,,)
multiplied by the income of investmeRt. Thus, bank must provide capital goods

for entrepreneurs as much as
Ry = (L-ay)Ra! (11)

In addition, entrepreneurs must receﬁ@ units of consumption goods for each unit
of liquid investment at. The constraintn‘i’z'f’t must be equal to the rest of consumption
goods (-a,) multiplied by z’n. Thus, bank must provide consumption goods for
entrepreneurs as much as

Ry = (-ay)z'n (12)
In the next step, we define the program of finanaiermediary for both non-
entrepreneurs and entrepreneurs. First, if thexglaf 71) non-entrepreneurs who will
liquidate their investment &t1, bank must holdR}w, units of consumption goods to
be distributed at+1. Second, as there are algoentrepreneurs who will liquidate
their investment at the beginningte®, bank must holdR}w, units of capital goods
and Iﬁizbtvvt units of consumption goods to be distributetiat

Using budget constraints (10), (11), and (12) windehe expected utility of
financial intermediary in the following relation

“O7) (Row, ) + mAG(RG W) + Row) )

U(cy,Cy) =

To simplify (13), we assume that bank should omtwpe liquidity att+1, since none
of the capital assets is liquidated “prematurelis well, bank should meet the
following liquidity constraint



AGYR >n (14)

By this assumption, we can reduce some variable®lisvs. In the third period
(t+2), bank will only consider the existence mentrepreneur. As a matter of fact,
entrepreneurs realize the production in order tdlge profit. Thus, their profit should
be superior to all income of liquid investment. Bwondition provides incentive for
agents to become entrepreneur. In other wofd&/R > n, and

Aoy(a-a,) (R m)aew, ) > (n/ mabw,) (15.9)
Equation (15.b) is fulfilled if and only if banktse
a, =0. (15.b)

Meanwhile, bank also maximizes the expected utditynon-entrepreneurs. Hence,
bank will reallocate non-entrepreneur’s illiquidsats into liquid assets dahe
beginning oft+1. For realizing this strategy, bank will set

a, =1 (15.c)
Using (15.b) and (15.c), we simplify (10), (11) gi@) respectively to become

b

RO=_%4 p, (16)
1-7
R
R3: =;q§’, (17)
R =0. (18)

Using (16), (17), and (18), and the budget constr@) we establish the program of
financial intermediary as follows

U(qtb)z_(l_r[)(l_qtb nvvt] +/7[A9[,U{Rq—bwt] J
y 1-m Vg

Hence, bank will choose;’ to maximizéJ (g, ) From the first-order condition, we

obtain the optimal proportion of illiquid asset?) as follows
1

_, -m(B(w))

4’ =3"(w) " , (19)
where B, (w) = Aﬂﬂ_lRan\f_lezw .

Combining (11) and (19), we obtain
., =R TELE) g (20)

This equation describes the relationship betweenctirrent and the future capital
stock.
From (19), we also notice that the optimal portafnlong-term investment

(g) is decreasing in the income of short-term versufhis situation is relevant,
since higher income from short-term ventures shqdditively affect short-term



investments. As short-term investments increaseg-term investments decrease
following (9). This condition does not hold in Bévenga and Smith (1991).

5. Capital Stock Accumulation and Threshold Effect
In comparing the level of steady state equilibriof capital stock under the
financial market and financial intermediary mode¢ specify Proposition 1 and 2 as
follows.

Proposition 1

For x=0 we show that the optimal value of illiquid invesent under financial
intermediary is higher than the optimal value digilid investment under financial

market. In other words, we hagg >G,".

Pr oof:

1 1
From (7) and (19), we show tha(I:L—ﬂ)(Bl)T—y/nwt < (B)T—y/nw . Thus, we
examine whethe B, < B. From B, and B, we only examine if
L 1

o oy p
- n)[An(]—RTj wfezwj < (1 j’ﬂ(ARgvvfezw - nvvt)j g (21.a)
Equation (21.a) can be rewritten as
= nW, 77 v
(1_ ﬂ.)—l—y < [nﬂ _ARH—VtVWJ (Zlb)
t

For y >-1 the inequality is verified if the left hand side less than one, while the

right hand side is greater than one. By definitiom value of the left hand side is less
than one. For the right hand side, we proceed |ks\®

1y

(ﬁ-%j <1 = ARWE T < AR 8%+ nyrr. Since”® < 1 we

verify thatAR'W 61° < ARPW’&”. As discussed above, Proposition 1 is laid down

for x=0. This condition can be interpreted as the best oasgvhich financial market
is efficient, since there is no premature liquidatio fulfill the liquidity needs of two-

period-lived agents (non-entrepreneurs). Propasitiexplicitly shows that although
the financial market is at the best condition, ilhquid investment of the financial

market equilibrium is always lower than that of tHmancial intermediary

equilibrium. To illustrate Proposition 1, we perfola numerical simulation by taking
R=10, n=04, 6 = 075, y =100, n=05,x=0, andA =1 in which the condition

AGyYR>n is fulfilled. Figure 1 shows that the optimal gjlid investment of the
financial intermediary equilibrium is higher thamat of the financial market
equilibrium.
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Figure 1. The llliquid Investment in the Financial Marketdan
Financial Intermediary Equilibrium

From Proposition 1, we further lay out Propositibas a consequence of Proposition
1.

Proposition 2
The existence of banks enhances economic growtle mignificantly than the
absence of banks.

Proof:
In the financial intermediary equilibrium, econongiowth is determined by the value

of k.., =@, (k,) . Meanwhile, in the financial market equilibriuncomomic growth is
determined by the value of &f,, = ¢,,(k, . From Proposition 1, it is straightforward

to flnd/jb > U Where/jb = ¢bi£kt) and U, = ¢mk(kt)
t t

in the financial intermediary and financial markeguilibrium, respectively.
Proposition 2 is thus proved.
From (8) and (14), we illustrate the dynamics apital accumulation in each

are the change of capital stock

case as follows.
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Figure 2. The Dynamic Patlof Capital Stock

In Figure 2, we observe the existence of threskffiects at the stationary statk,

and k', for the financial intermediary and financial markefuilibriums, respectively.
Threshold effect is defined as follows

Definition 1. Threshold effect is a low level equilibrium trap docal
underdevelopment trap when initial capital stock/ésy low, so that both financial
intermediary and financial market can not enharaegtterm economic growth.

From Figure (1), we observe that there are thratostary states in both the financial
intermediary and financial market equilibrium: tfie trivial steady state k =0, (ii)

the low level equilibrium trapk’), and (iii) the high level steady state equililoniu

(k). Moreover, we observe that the financial interragdsystem is more accurate

than the financial market model to reduce the tiwkkeffect. We verify this property
in Proposition 3.

Proposition 3

In the financial intermediary and financial marketquilibrium, the economy
converges to higher long-term steady state equilibr if initial capital stock exceeds
a threshold level. Moreover, the threshold levedemfinancial intermediary is lower
than the one under financial market.

Proof:
To prove Proposition 3, we verify the existencetiofeshold effect in both the
financial intermediary and financial market equilims.

(i) Thefinancial intermediary equilibrium

At the stationary states, we have= ¢, (k). However, it is difficult to solve
algebraically the stationary capital stodk . From Figure (1) we observe that

10



k=¢,(k) has two rootsk, and k, . Alternatively, we deriveg, (k, in order to
obtain the first-order condition as follows

Q iy
R(-1+ 9)«9() i
de, (k) _ _ n _1+n+AMMnﬂa+n(%)“y (22.a)

dk, k n7fl+y)

1
1+y

whereQ = (é(Bj m(-AK’’ (-1+6)™° 9241’)]
n\m

To show the existence of threshold effik,, we examine if there ik, in which

dilblikt) >1. In other WOde,%—l> 0 and ¢, (k, ) intersectsk,,, =k, at k,
t
as shown at Figure 2. In order to simplify (22§ assume thatz - 1 and hence,

¢ — 1. Under this condition, we simply obtain

jim 92s(k) _; __k + A'R(O-1)8 (22.b)
™1 dk, K,

Despite assuming thatt - , .we do not change the properties of the financial
intermediary equilibrium. Since our purpose is tonfalize the role of financial
intermediary in enhancing entrepreneurship throdghg-term investment, the
absence of non-entrepreneurs does affect the change in capital stock. This is
because economic growth should not be relied on-embrepreneurs but

entrepreneurs. From (22.b), we examine if theik, ign which the right hand side of
equation becomes positive. In other words,
Ck + Akt’;R(é’—l)é? -0

(23)

1 e
o S=1kk <oo Ok, > ————
AR(-6)6

1
9-1
SinceALR> 0 and 0<&8< 1 then ; >0 and we obtain
AR@1-6)8

1

K, = (;J (24)
AR(L-6)6

Equation (24) is simply defined as the thresholtlleof the financial intermediary

dg, (k)

system, because for eakh where k, <k, <+, we haved—k >1.
t

11



(if) Thefinancial market equilibrium

Following the case of the financial intermediargteyn, we assume that - 1 and
consequentlyy — 1. By solving the first-order condition fog,,(k,) and its limit
forn - 1, we obtain

dgn(k) _, _ Ak nRA-6)8 _

lim 1 (25)
-1 dk, n—x
The threshold effeck;, exists, if and only if there ik, >0 in which%k(tkt) >1 or
M—l> 0 . From (25), we have
dk,
1
2\o-1
K :(AnRH _AnRf j (26)
n-x n-x

Since 0< @< 1 then it is straightforward to denote tHat > . Hence, the existence

of threshold effect in the financial market systeracknowledged.

(iii). Financial intermediary vs. financial market

From (24) and (26), we now verify if the thresh&dgiel under financial intermediary
is lower than the one under financial market. o purpose, we need to show if

ARG gy L 27)
n-x AR@1-6)8

As 6 - 1, the left-hand side converges to 0, but the rigdmd side converges to
infinity. Meanwhile, asd — 0Qthe left hand side converges to 0, and the tgimd
side converges to 1. By these results, ProposRisproved.

Threshold effects in the finance-growth nexusng of our contributions in
this paper. This finding is particularly importamt developing countries, where
banking sector is relatively more important thamaficial market to enhance
economic growth. For instance, 'k, be an initial capital stock that lies below the

threshold level of financial markek{) as shown in Figure 1. In order to reach the
long-run steady state equilibrium of capital stok, should be iterated by the
¢, (k,)curve. In turn, this mechanism can drive the ecgnaeonconverge tck; .

Conversely, ilk, is iterated by thep, (k, qurve, the economy may disappear because

the steady state equilibrium of capital stock coges to zero. In this case, we denote
that financial intermediary is better than finahamarket in order to ensure the

existence and uniqueness of long-run steady stap#tat stock, and to reduce

threshold effect. Hence, long-term economic growtm be well achieved as

productive investments emerge and short-term vestdecline. By extension, the

potential sources of speculation from short-termtyrees can be reduced.
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However, if the initial capital stock is too loas it lies below the threshold
level of financial intermediaryk, <k; ), the steady state equilibrium of capital stock

can approach to zero, even if financial intermegdexists. In such a case, there is no
positive link between financial development and recoic growth in developing
countries. On the other hand, if developing coestinave sufficient initial capital
stock, then the introduction of banking system essuhe economy to converge to
higher long-run steady state equilibrium.

6. Conclusion

In this paper, we reevaluate the finance-growthusex la Bencivenga and
Smith (1991). Our stylized feature is twofold. Eir® modelling the finance-growth
nexus, we use the Neo-classical growth framewoskead of drawing endogenous
growth as developed by Bencivenga and Smith (199&gond, we distinguish the
behaviour vis-a-vis of risk between non-entreprera@u entrepreneur, as both agents
have different liquidity needs.

By these features, we provide three original cbatrons in this paper. First,
we show that entrepreneurship is always a growttaecing factor in both financial
market and financial intermediary equilibriums. @&, we characterize the role of
bank as financial intermediary in the process oirgs and investments. Third, we
show that financial intermediary is better tharafinial market in order to ensure the
existence and uniqueness of the long-run steadg stuilibrium of capital stock.
Thus, financial intermediary is better than finahanarket in enhancing long-run
economic growth. In this regard as well, we highiighat although threshold effect
exists in the finance-growth nexus, the presencbaoks as financial intermediary
reduces such threshold effect. Threshold effeatigortant in the finance-growth
nexus, since it shows the difficulty of developioguntries to raise initial capital
stocks. This situation may in turn impede produttiphysical capital accumulation
and hence, long-run economic growth. Accordinglyreshold effect should be
acknowledged in the future research in the finagroevth nexus, notably in
developing countries, where externalities due tondu capital and technological
innovations are not yet well-developed.
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