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CHAPTER 6

Impact of Foreign-Owned Banks
on Economic Development

Maigorzata Iwanicz-Drozdowska, Paola Bongini,

Pawet Smaga, and Bartosz Witkowski

6.1 EcoNnomic GROWTH AND FINANCIAL DEVELOPMENT:
THEORY AND EVIDENCE

Two main paradigms characterize growth economics: the neoclassical or
exogenous growth theory (better known as the Solow model) and the
endogenous growth theory.

In the neoclassical paradigm, the growth process is described by only
two equations: (i) a production equation that expresses the current flow of
output goods as a function of the current stocks of capital and labour, and
(ii) a law of motion that shows how capital accumulation depends on
investments and capital depreciation. The main idea of the Solow model is
that per capita GDP (the measure of economic growth) cannot grow in the
long run, unless we assume that productivity—an important component of
the production equation—also grows over time, thanks, for instance, to
some sort of “technical progress” which can drive economic growth. Such
technical progress is totally exogenous and cannot be explained.

Endogenous growth theories are, instead, theoretical frameworks in
which productivity growth is endogenous and dependent upon certain
characteristics of the economic environment. As Rodrik (2011) highlights,
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economic convergence “depends on policies, institutions and other coun-
try specific circumstances” such as the saving rate or the demographic rate.
Institutions, in particular, may include a wide variety of formal and
informal rules, such as property rights, contract enforcement, judicial
system’s effectiveness, the quality of regulation and governance, political
stability, and financial stability (Rodrik 2000).

Among these models, the one that considers and incorporates the role
of the financial system is known as the Schumpeterian growth theory as it
involves the force that in the early 1900s economist Joseph Schumpeter
called “creative destruction”. In particular, Schumpeter argued that the
services provided by financial intermediaries are essential for technological
innovation and economic development. The studies of Aghion and Howitt
(1992, 1998) and King and Levine (1993a, b) are the most prominent
attempts to incorporate Schumpeter’s qualitative ideas into a quantitative
model, which could also be used for empirical tests of the influence of
finance on economic growth.

In order to see the role that finance plays in the growth process, one
needs to take market frictions into account: for instance, the difficulties
that a firm/entrepreneur might have financing investments that drive
growth. When market frictions are taken into account, then financial mar-
kets and intermediaries might have a causal impact on economic develop-
ment. Indeed, theory provides that effective financial institutions (markets
and intermediaries) help overcome market frictions introduced by asym-
metric information and transaction costs; in this way, they foster economic
growth through five main channels (Levine 2005).

Specifically, financial systems (1) produce ex ante information about
possible investments and allocate capital; (2) monitor investments and
exert corporate governance after providing finance; (3) facilitate trading,
diversification, and management of risk; (4) mobilize and pool savings;
and (5) ease the exchange of goods and services.

Table 6.1 reports and describes the above functions, highlighting which
financial institutions provide them; it explains the effects on economic
growth and the conditions under which financial institutions can foster
growth; finally, it quotes relevant literature that theorizes the link between
finance and growth.

In sum, theoretical literature on financial intermediation predicts that
an efficient and well-developed financial system can help increase eco-
nomic growth rates through improved capital accumulation and higher
productivity growth.
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However, theory also host contrarian voices which warn against potential
negative effects on economic growth from an “excess” of financial deepen-
ing; better resource allocation and lower risks may depress saving rates to
such an extent that the overall growth rates actually drop with enhanced
financial development (King and Levine 1993a, b; Bencivenga and Smith
1993). Besides, a well-functioning and large financial sector will compete
with the real sector in attracting resources—for instance, the best human
resources—with potential negative repercussion for growth (Philippon
2010; Bolton et al. 2011). More recently, financial instability stands in the
dock as the main cause of the economic depression that advanced countries
are experiencing since the burst of the financial crisis in 2007.

Another point under discussion is whether finance is an important driver
of economic growth at any stage of economic development or it instead
plays a role up to a certain level of income per capita, with the positive rela-
tionship being the strongest among low- and middle-income countries
which are catching up with high-income countries. Besides, considering
that after reaching the status of a middle-income economy, many develop-
ing economies have failed to converge to their high-income peers and a
“middle-income trap” has been theorized (Eichengreen et al. 2011, 2013;
Agénor et al. 2012); the initial advantages of a catching-up economy may
disappear once a certain level of development has been reached, that is,
when the fuel for economic growth is innovative and technologically
advanced production for which the economy does not have the level of capi-
tal and the quality of human capital necessary to sustain such a process.

Finally, financial innovation seems to be a relevant ingredient of eco-
nomic growth as long as financiers themselves innovate. Laeven et al.
(2015) theorize and empirically test the conjectures that: (i) technological
and financial innovations are positively correlated; and (ii) economic
growth will eventually stagnate unless financiers innovate. Obviously, not
all financial innovations promote economic growth. Financial innovation
has played an important role in triggering the recent global financial crisis
(GEC). However, the model stresses the idea that financial innovation is
necessary for sustaining economic growth.

The empirical research on the finance and growth nexus has produced
a substantial body of studies growing constantly since the seminal work of
Goldsmith (1969), who was the first to empirically show the positive cor-
relation between financial development and GDP per capita, on a sample
of 35 countries over the 1860-1963 period. Yet the strand of research
linking finance to growth in a methodologically robust manner can be
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traced back to the pioneering works by King and Levine (1993a, b). The
authors, using panel data for 80 countries over 1960-1989, were the first
to prove that various measures of financial development levels were posi-
tively related to GDP per capita growth via productivity improvements.
Using a different methodology—vector error correction models
(VECM)—Rousseau and Wachtel (1998) proved, for the main industrial-
ized economies, the long-run causality between the measures of financial
intensity and real per capita levels of output. The positive relationship
between the exogenous components of financial development and eco-
nomic growth was later confirmed by Levine et al. (2000) for a panel of
74 countries over the extended period of 1960-1995. In addition to
banks, Levine and Zervos (1998) showed that stock markets also contrib-
ute to long-run growth, capital accumulation and productivity improve-
ments. Therefore, they should be analysed simultaneously. The long-run
equilibrium relationship between development of banking and stock mar-
kets and economic growth was confirmed for a sample of 13 EU countries
during 1976-2005 (Wu et al. 2010), though the study also uncovered a
negative short-run effect between liquidity and economic development.

Advances in computational capacity and availability of large cross-
country data sets with relatively large time dimensions helped in making
progress in the methodological aspects of the empirical research, whose
efforts were mainly devoted to say a final word, in sound and sophisticated
econometric models, about the causal links between finance and growth,
so as to address biases introduced by measurement errors, reverse causa-
tion and omitted variables’ problems (Beck 2008). Although complete
unanimity does not exist, the bulk of empirical research on the mecha-
nisms through which finance affects growth suggests that (Levine 2005):
(a) countries with better functioning banks and markets grow faster; (b)
simultaneity bias does not seem to drive these conclusions; and (¢) better
functioning financial systems ease the external financing constraints that
impede firm and industrial expansion.

Prominent qualitative surveys of this empirical literature are that of
Levine (2005), Beck (2008, 2011, 2013) and Popov (2017), acknowl-
edging that countries with better functioning banks and markets grow
faster since the financial system, when working efficiently, can ease the
external financing constraints that impede firm and industrial expansion.
More recent quantitative surveys based on meta-analysis (Valickova et al.
2015; Arestis ct al. 2015) attempted to address and uncover the reasons
why the empirical literature has yet reached a unanimous consensus after
almost five decades of extensive research.
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The ambiguity in the direction and strength of the finance and growth
nexus might indeed have several causes: (i) the choice of proxies for finan-
cial variables; (ii) the scope of data used; or (iii) the estimation approach
applied (e.g. addressing or ignoring the issue of endogeneity).

As far as the first motivation, notwithstanding the methodological
achievement in investigating the link between finance and growth, mea-
sures of financial development used in the literature (i.e. private credit to
GDP, stock market capitalization to GDP) are mainly those traditionally
proposed since the seminal works by King and Levine (1993a, b) and Atje
and Jovanovic (1993). This choice has a main drawback as pointed out by
Levine (2005), which is that the empirical literature on finance and growth
suffers from an insufficiently precise link between theory and measure-
ment. In fact, if theory focuses on particular functions provided by the
financial sector—producing information, exerting corporate governance,
facilitating risk management, pooling savings and easing exchange (see
Table 6.1)—and how these functions influence resource allocation deci-
sions and economic growth, empirical works too frequently fail to directly
measure these financial functions and employ the simple “size” of the
financial system as a proxy for financial development. To overcome these
shortcomings, a new comprehensive index, capturing both financial insti-
tutions and markets, has been constructed based on a new database made
publicly available by the IMF and the World Bank (Cihdk et al. 2012;
Sahay et al. 2015) and a number of other important sources of data.!
Financial institutions include banks, insurance companies, mutual funds,
pension funds, and other types of non-bank financial institutions. Financial
markets include mainly stock and bond markets. Different dimensions of
the financial system are measured: depth, access, efficiency and stability
(see Table 6.2). As Sahay et al. (2015) show, banking system credit to the
private sector, while still being a relevant component of financial develop-
ment, reflecting the role of banks in many financial systems, is far from
being the only driver of the economic growth. In the following years, this
new index will prove relevant in advancing our knowledge on the finance
and growth nexus, when long series of data will be available for emerging
countries on various aspects of their financial architecture.

As regards the second issue, that is the number of countries or time
periods under investigation, Arestis ct al. (2015) highlight how these
aspects of data characteristics can impact the results and explain the
observed heterogeneity in the literature. The growth-finance literature
reveals large differences in the number of countries examined by each
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study, with some studies focusing only on one country and others using
extended set of economies pertaining to different regions (also diverse as
far as their level of development, in terms of per capita GDP); differences
also exist between studies that rely on cross-sectional data or time series
data or finally make use of panel data. According to the authors’ meta-
regressions based on 118 empirical papers published between 1993 and
2013, using either panel data or time series tends to produce lower partial
correlation than using cross-sectional data. This is robust evidence that the
kind of input used plays an important role in explaining heterogeneity in
the studies. Furthermore, the coefficient of the “number of countries”
variable and of the “homogenous” variable (i.e. whether the examined set
of countries are homogeneous in terms of per capita GDP) comes with a
different sign according to the specific statistical methodology used (OLS,
fixed effects, or random effects estimations). However, their magnitude is
quite low, suggesting that their influence is not economically meaningful.

Similar findings are uncovered by Valickova et al. (2015), who also
apply meta-analysis on 67 empirical studies. In particular, studies that
combine different regions should be carefully interpreted as the growth
effects appear to depend on the level of economic development, as stressed
by Rioja and Valev (2014) and Rousseau and Wachtel (2011) or Beck
(2013), who showed that the positive finance and growth relationship is
most evident in low- and middle-income countries. The meta-analysis
results suggest that the number of countries as well as the sample size
included in the analysis matters for the reported results; cross-sectional
studies and time series studies report, on average, larger effects than stud-
ies using panel data, partially confirming the results by Arestis et al. (2015).
Besides, the variable capturing the number of years in the data set is found
to be positive and significant, that is, studies examining longer time hori-
zons generally report larger effects of finance on economic growth.

What a non-negligible body of recent empirical studies put under ques-
tion is the presence of a linear relationship between finance and growth.
A growing number of studies started to point to the existence of a threshold
of growth-enhancing impact of financial development. Rousseau and Wachtel
(2011) show that, when the post-1990 data are used, the positive relation-
ship between finance and growth is not as strong as it was in the past. In a
similar vein, Demetriades and Rousseau (2016) show on a sample of 91
countries over 1973-2004 that financial depth is no longer a significant
determinant of long-run growth. Valickova et al. (2015) support this evi-
dence, adding that the effect of finance on growth weakens in the 1990s and
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is generally stronger in wealthier countries. Further, Arcand et al. (2015),
using different data sets and empirical approaches, provide evidence that
there can be a limit to the positive effects of the expansion of finance, after
which there is indeed “too much” finance. In particular, their results show
that the marginal effect of financial depth on output growth becomes nega-
tive when credit to the private sector reaches 80-100% of GDP.

As for the differences in the research design due to the estimation
approach adopted, the interested reader can refer to Beck (2008) as the
main reference to review different econometric methodologies used in the
literature to assess the relationship between financial development and
growth. The study illustrates the identification problem, which is at the
centre of the finance and growth literature. The meta-analysis studies sug-
gest that it is important to control for endogeneity when estimating the
effect of finance on growth. Studies using OLS find on average larger
effects than studies that account for endogeneity—for example, using
instrumental variables or panel data methods, with generalised method of
moments (GMM) being nowadays the most popular econometric method
employed in the most recent studies on finance and growth. Indeed, just
some older studies from the 1990s of the previous century and the initial
years of 2000s are cross-sectional analysis, based on OLS estimations only;
virtually, all contemporary research is on the country level and is based on
panel data. Basically, three main subtypes of analyses can be pointed out: VAR
approach, cointegration analyses and “Barro-type” approach, while other
types of approach are quite rare. The VAR or Error Correction Model (ECM)
approach (Shan 2005; Tennant and Abdulkadri 2010) is the least theoreti-
cally motivated one. The cointegration-type analyses (de Mello 1999; Buch
et al. 2003; Handa and Khan 2008), make use of cointegrating equation to
find whether a long-run equilibrium exists between the independent and the
dependent variables. This is supposed to answer the question of whether the
relation between them is not spurious, especially if the variables of interest are
integrated of order higher than one—recent developments in the panel data
analysis that include second-generation tests of cointegration facilitate this
aim. Nevertheless, the short time series which constitute most panels have a
very negative influence on the power of the tests used. Given that typical
research in this field is based on the country-level panel data with a group
of at least a few countries included in the analysis, the natural approach to
the GDP growth equation is based on the so-called Barro regression,
which stems from Solow’s model. It is assumed that the growth of GDP is
a (log linear) function of the earlier GDP level and a group of potential
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growth factors. The latter include a wide variety of variables (with hun-
dreds of possibilities considered in the literature); some of which are
related with the banking sector. Such a type of regression is easily esti-
mated if cross-sectional data are used, as it is the case in the 1990s of the
previous century (and still can be found, mostly in the form of robustness
check, but sometimes also as the main tool—for example, Alfaro et al.
2004 or Buch and Toubal 2003). The use of panel data complicates the
estimation process significantly. Some authors still apply the more tradi-
tional estimation approaches, such as the fixed effects (Eller et al. 2005;
Chee and Nair 2010) or random effects (Bevan and Estrin 2004; de Haas
and van Lelyveld 2006), although these are not statistically correct in view
of the dynamics of the model of interest. A step forward includes instru-
mental variables (Borensztein et al. 1998). Nowadays, however, the most
popular approach is based on the general method of moments. The
Arellano and Bond’s “difference estimator” can be found as a tool
(Carkovic and Levine 2002; Akimov et al. 2009); however, the theoretical
papers published at the end of the previous century suggest that such an
estimator lacks efficiency and—most importantly—sufters from the small
sample bias, especially if strong autoregression is incurred. While the latter
is almost surely present due to the existence of strong GDP beta conver-
gence, Blundell and Bond’s GMM estimator is currently the most popular
one. Its use can be found in papers by Carstensen and Toubal (2004),
Carkovic and Levine (2002), or Compton and Giedeman (2011). Still,
some criticize GMM on the basis of too little sample size. Indeed, this
method was invented typically for microeconomic data. Although it is
widely applied in macroeconomic research, some authors prefer to use
methods which do not require the large number of units for asymptotics,
such as the pooled mean group estimator (Cheng et al. 2014) and group
mean dynamic OLS (Herzer 2012). Although the above-discussed (log)
linear models dominate, some partly non-linear approaches can be found
in the literature. Those include threshold models estimated with condi-
tional OLS (Lensink and Hermes 2004; Lensink and Murinde 2006);
however, this group of models has not gained much popularity.

Having briefly depicted the current status of the theoretical literature
on the finance and growth nexus, we now turn our attention to the main
findings of studies, specifically focused on investigating such a link in our
sample of transition economies.



IMPACT OF FOREIGN-OWNED BANKS ON ECONOMIC DEVELOPMENT 181

6.2  FiNaANCE AND GROWTH IN CESEE COUNTRIES

Focusing on studies specifically investigating the issue of growth and
finance in transition economies or subregions such as the CESEE coun-
tries, we can highlight that this link is significantly weaker with respect to
developed and high-income economies; in fact, in catching-up countries
with younger and relatively less developed financial systems, the finance
and growth nexus is less evident.

Table 6.3 presents a summary of the main results of these studies that
in the last 15 years focused on the CESEE countries.

Berglof and Bolton (2002) investigated the experience of the transition
economies in the first decade of their transformation from a centrally
planned to a market economy to derive evidence on the link between
finance and economic growth, that is, to give answers to the questions of
whether it is possible “to engineer a development take-off by creating n mod-
ern financial avchitecture from scratch” or whether “financial institutions
and markets ave just a veflection of underlying conditions in the real sector”
(p- 78). The authors analysed the great divide between transition coun-
tries where economic development had already taken oft (Czech Republic,
Estonia, Hungary, Latvia, Lithuania, Poland, Slovenia and Slovakia) and
those caught in a vicious circle of institutional backwardness and macro
instability (Bulgaria, Romania, Russia, and Ukraine). This great divide was
present in every measure of economic performance: GDP growth, invest-
ment, government finances, growth in inequality, and general institutional
infrastructure. These measures were weakly linked to measures of financial
development, like domestic credit to the private sector to GDP, index of
financial reforms, concentration ratio in the banking sector, the loan-
deposit rate spread or the number of companies listed on the stock market.
As a matter of fact, the authors illustrate that the reason why some coun-
tries were able to cross the “great divide” while others did not was to be
found to a large extent outside their financial systems. Differences in fiscal
and monetary discipline and low enforcement capacity of governments,
excessively committed to bailout policies, were indeed considered by the
authors as the leading explanations for the observed variation in economic
development across transition economies.

However, more advanced transition economies shared the following
three key features. First, they all have converged to mainly bank-based
financial systems with a significant fraction of foreign bank ownership.
These banks were playing a limited role in financing investments and firms
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could finance their investments almost exclusively from retained earnings
or through foreign direct investments, which corroborates the evidence
that finance was not strongly correlated to economic growth. Second, the
ownership structure of banks and firms was concentrated and turnover of
shares in the stock market was low, while the number of listed companies
was diminishing as a result of foreign acquisitions, mergers and subse-
quent delisting. Besides, most of the best firms showed a preference in
listing abroad, in more liquid and attractive US or EU markets. Finally,
bank spreads showed a declining path, in the level and volatility, though
they remained high by the standards of developed market economies,
which explained, as we showed in Chap. 3, the great interest of foreign
banks to enter these banking markets.

In the same year, Koivu (2002) reached a similar conclusion, using
panel data from 25 transition countries over the 1993-2000 period. He
measured the level of financial development by means of two variables: the
margin between lending and deposit interest rates and the amount of bank
credit allocated to the private sector as a share of GDP. According to his
results, the interest rate margin was significantly and negatively related to
economic growth, supporting the view that the presence of an efficient
banking sector boosts economic growth and so it did in transition econo-
mies. Indeed, as banking sector reforms and the interest rate margin were
negatively correlated in the sample countries, the policy implications of
the study were quite relevant and in line with Berglof and Bolton (2002)
conclusions; countries with evolved banking sectors (in terms of banking
reforms) had smaller interest margins and higher economic growth than
countries struggling with banking sector reforms. However, in contradic-
tion to the general literature, a rise in the amount of credit did not seem
to accelerate economic growth in transition economies. The main reasons
behind this result were traced back to the numerous banking crises the
transition countries experienced in the years under investigation and the
soft budget constraints that were still prevalent in many of these countries,
encouraging private sector agents to make counterproductive investments.
Due to these specific characteristics of transition economies, the growth in
credit had not always been sustainable and, in some cases, it may have led
to a decline in growth rates. The author warned against the use of the
“size” of the financial sector as a good variable to measure the effective-
ness of the financial system in inducing real growth.

In such an environment, Mehl and Winkler (2003) confirmed a rela-
tively weak contribution of the financial sector (domestic credit and broad
money as a share of GDP) to economic growth in SEE in the first decade
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of transition (1993-2001), interpreting their results in the light of the
socialist legacy, as well as the failure to establish robustly and prudently
functioning regulatory and legal frameworks. In the early years of transi-
tion, the financial sectors in Southeast Europe were characterized by rela-
tive depth and yet a poor environment which was not able to prevent
inflationary finance and crises in many countries of the region, ultimately
contributing to large output losses. Indeed, the main deficiencies of the
financial sector were: (i) insufficient restructuring of state-owned banks
and poor governance, which led the state-owned banks to be subject to
political pressures to continue extending loans to non-profitable state-
owned enterprises, triggering a rise in bad loans and resource misalloca-
tion; (ii) lax regulation on licensing new private banks and corresponding
lending which implied the foundation of banks as “agent” or “pocket”
banks of their parent (non-financial) companies; (iii) lack of human capital
and credit technology, such as risk assessment and risk management; (iv)
inadequate banking supervision. In most cases, banking regulation and
supervision had to be created from scratch, and as banks lacked the skills
necessary to guarantee sound credit policies and procedures, the same
happened in most supervisory departments, not able to set out and rein-
force international supervisory standards; and (v) a poor institutional and
legal environment, unable to put into practice the regulations pertaining
to financial contracts, is mainly in the areas of insolvency, bankruptcy and
collateral collection. As a result, rather than promoting growth, bank
credit led to misallocation of resources and lack of confidence in the whole
banking sector in Southeast transition economies.

As before, the study concluded that the subsequent phase of tightened
regulations and supervisions as well as of opening of domestic banking
sectors to foreign investors could positively change the environment of
Southeast Europe’s financial sectors with potential positive effects on eco-
nomic growth. It also reckoned that domestic policymakers and interna-
tional institutions should take the evidence from transition economies as a
recommendation to promote lending activities, especially to micro-,
small-, and medium-sized businesses, that up to that period did not obtain
much support from the banking sector, as the financial deepening materi-
alized mainly through monetization than intermediation.

Testing a different measure of financial development (liquid liabilities,
M3, as a share of GDP) did not help Dawson (2003) to find a positive and
significant relationship between financial development and economic growth
in 13 CESEE countries over the 1994-1999 period. The conclusion was that
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economic growth in the CEECs was not constrained by underdeveloped
financial sectors (as they were at the time of investigation).

Also Fink et al. (2009) developed further measures of financial develop-
ment by expanding the scope of their investigation to include various
financial market segments, including stock and bond markets in addition
to the banking sector. In particular, the authors used an aggregate mea-
sure of financial development covering credit, bond, and stock markets, so
that the measure could be less influenced by differences in the financial
market structures between countries, and changes of the financial market
structures within countries. Further, they analysed the causal links between
single financial market segments and economic development in order to
determine interdependencies between the structure of financial markets
and economic growth. They found that one measure of overall financial
sector development (i.e. domestic credit expansion) and one single seg-
ment of the financial sector (i.e. bond markets) stimulate economic growth
and thus enhance economic stability over early years of transition
(1996-2000). Without a proper legal, institutional, and corporate gover-
nance framework, the stock market scemed to have introduced rather
instability to the financial sector than have contributed to economic
growth in the early phase of transition. As before, no significant influence
of private credit on growth was found.

Interestingly, their results indicated a clear distinction between the
growth effects of the financial funds channelled to/through the public
sector and those directed to the private sector. The authors explained
these different findings for the two measures of bank credit as a direct
effect of the bad loans that were lingering private banks and were only
gradually removed from the banks’ balance sheets. This made the contri-
bution of private credit to stability and growth relatively weak compared
with domestic credit, which also included bank credits to central and local
governments, for which there was very low default probability. In addi-
tion, they supported the conclusion by Berglof and Bolton (2002), for
whom banks in transition economies were mostly providing working capi-
tal finance to enterprises, while investment finance came predominantly
from retained earnings and foreign direct investment. Similar arguments
about a different impact of financing the private and the public sectors
were applied in interpreting the results of the impact of bond markets on
growth, since these markets were heavily dominated by government issues
in all accession countries.
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The issue of separating credit extended to the private sector from credit
allocated to state-owned companies is also investigated by Akimov et al.
(2009), where four measures of bank sector development are included:
liquid liabilities as a share of GDP; the ratio of claims on the non-financial
private sector by total domestic credit and as a share of GDP; and the ratio
of commercial bank assets divided by commercial plus central bank assets.
In contrast to existing studies on transition economies, and yet in accor-
dance with empirical evidence in advanced and developing economies, the
authors deliver robust evidence on the positive relationship between all
selected financial development measures and economic growth. Their
findings support the previous suspicion of Mehl and Winkler (2003) that
proper financial development in a conductive environment may have just
started in the CESEE economies.

More recent regional studies which also include a number of CESEE
countries are those by Hassan et al. (2011), Yu et al. (2012), and Barajas
et al. (2013). In the two companion papers, Hassan et al. (2011) and Yu
et al. (2012) analysed a large set of countries over the 1980-2007 and
1980-2009 periods respectively, including EE and Central Asia. They did
not find, for that region, any specific relationship between bank develop-
ment, stock market development and economic growth. They concluded
that in order to achieve a long-run positive finance and growth relation-
ship, as established by Levine and Zervos (1998), those countries needed
to increase domestic credit to the private sector and domestic savings to
attract a higher level of investments for the long-run economic growth.
Barajas et al. (2013) proved, on a sample of 146 countries with data for
1975-2005 period, that the finance-growth nexus has a heterogeneous
impact across regions, that is, it is weaker for low-income countries. In the
Middle East and North Africa countries, the banking sector provides a
lower contribution to economic growth than in the rest of the world,
while in Europe and Central Asia, the impact is greater and generally posi-
tive. Those differences are partly due to the varied access to financial ser-
vices and the degree of banking competition. However, as shown by
Rousseau and Wachtel (2011), the authors warn that the empirical link
between finance and growth weakens considerably once post-1990 data
are introduced, primarily as a result of the proliferation of financial crises
and their adverse effects on economic activity.

Finally, Caporale et al. (2015), concentrating on the ten new EU mem-
bers in the 1994-2007 period, supported the evidence that the stock and
credit markets were still underdeveloped in these economies, so that their
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contribution to economic growth was limited. Indicators of efficiency of
the financial sector (the net interest margin and the EBRD index of insti-
tutional development, measuring the progress in reforming the financial
sector) yielded better results, supporting the theoretical expectation that
an efficient banking sector plays an important role in economic growth. As
seen in Chap. 3, achieving higher efficiency was a challenge for all the
groups of countries under investigation which policymakers faced and
tried to solve by “importing” the needed skills from abroad.

As the process of financial deepening was delegated to foreign banks, it
is now time to investigate their role in influencing economic growth in
host countries.

6.3 Is ForrigN Bank CrREDIT GROWTH- ENHANCING?

The majority of the studies analysed in the previous section tended to hint
at a positive role played by foreign-owned banks which in the years under
investigation were entering these markets, taking control of relevant mar-
ket shares. Even those studies pointing to the lack of significance of the
finance and growth nexus regarded the entry of foreign bank as a potential
(future) trigger of economic growth by means of increased efficiency in
the banking sector, which in turn could deliver reduced transaction costs
and increased credit availability.

Few are the papers specifically focused on investigating the “real effects”
of significant foreign ownership in banking. Eller et al. (2005) represent
one of the first attempts to deliver empirical evidence on the effect of sec-
toral FDI (e.g. in the financial sector) on economic performance of the
CESEE economies. The authors, through an extensive literature review,
identify four different channels through which foreign ownership in bank-
ing may affect economic development, namely (i) efficiency, (ii) credit
volume, (iii) corporate governance and institution building, and (iv) signal
effects (see Fig. 6.1). They also try to incorporate one of these channels
(e.g. the efficiency channel) in a formal theoretical model that could be
econometrically tested as well.

Financial sector FDI (FSEDI) strategically reorientate the host target
bank with respect to the parent bank’s typical market and activities. This
implies the supply of products and services new to the host banking mar-
ket, the availability of fresh capital and liquid resources which in turn
increase foreign banks’ lending supply, and the implementation of internal
group standards for risk assessment and management, which also play an
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EFFICIENCY:
spread | cost of capital Iin\reslment

CREDIT VOLUME
Financial Sector FDI { credit availability ] investment

CORPORATE GOVERNANCE
} bad loans

SIGNAL EFFECTS
{ Total FDI & Portfolio investments

Fig. 6.1 Financial Sector Foreign Direct Investments and transmission channels
that affect GDP growth. (Source: Adapted from Eller et al. 2005)

important role in clearing the credit portfolio and reducing the share of
bad loans, again with positive effects on their lending ability. These changes
point to a higher management and operational efficiency of foreign banks
as opposed to domestic-owned banks (Claessens et al. 2001) that produce
positive spillovers on the whole financial sector. Better risk management
and lower operating costs allow for more efficient capital allocation, which
translates into narrower interest margins and an offer of products and
services at lower prices. The increased competition in the banking industry
should induce the overall financial system to reach higher efficiency, result-
ing in an overall reduction of transaction costs. The lower cost of borrow-
ing for non-financial firms should facilitate investment and ultimately
deliver growth-enhancing effects. In addition, well-capitalized foreign
banks may provide a higher volume of loans to the host country’s private
sector, in particular businesses. Deeper financial intermediation might
contribute to investment and thus to growth. As acquired banks are sub-
ject to strategic reorientation and receive capital injection from their par-
ent banks, their technologies, know-how and operational practices are also
upgraded, with positive effects on the reduction of bad loans. Foreign-
owned banks are also less involved in connected lending, and their better
loan portfolios and risk management should contribute to financial stabil-
ity (especially when foreign-owned stake in the banking market is high)
which is important for economic development. The higher know-how and
technology can be transferred to other industries: non-financial companies
in search for external finance will need to comply with the higher and
stricter credit requirements by foreign banks, so that businesses them-
selves stick to international standards in terms of accounting, auditing,
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and corporate governance practices. In the long run, these spillover effects
could permeate all industries as well as the whole infrastructure (including
regulation, legislation, and supervision) with positive returns on stable
economic development. Indeed, foreign-owned banks act as a catalyst for
regulatory changes and implementation of international standards also in
legislation and supervision (Soussa 2004 ). Finally, financial services FDI
might have signal effects for total FDI and portfolio investments. Product
innovation, such as in the field of asset management, can foster capital
market development, which in turn enlarges the range of funding possi-
bilities for corporate investors, spurring investment and economic growth.
At the same time, FSFDI can act as a catalyst for FDI from other industries
with again further positive influences on economic growth.

Among the briefly described diverse microstructure changes that for-
cign banks induce in host countries, Eller et al. (2005) analyse the poten-
tial efficiency improvements for the whole financial sectors and their effects
on economic growth. They test this hypothesis (economic growth is led
by ESFDI-induced efficiency gains) in 11 CEECs from 1994 to 2003, by
means of a cross-country growth accounting model and employ fixed
effects’ panel data estimations. Their empirical results indicate that there
can be a positive relationship between FSFDI and economic development,
although with certain limits; as a matter of fact, modelling the impact of
inward FSEDI to represent a hump-shaped impact on economic growth
helps the authors to detect potential non-linearities between FSFDI and
growth. In particular, FSEDI seems to spur economic growth depending
on higher human capital stock, while the interaction of the FSFDI stock
with the stock of domestic physical capital is negatively associated to
growth. In other terms, the contribution of FDI to growth holds when
the host country has a minimum stock of human capital to activate knowl-
edge spillovers as argued by Borensztein et al. (1998).

A similar conclusion is also supported by the study of Lensik and
Murinde (2006), who investigate the relationship between the entry of
foreign-owned private banks and changes in gross domestic investment in
54 countries, both advanced and developing economies, for the 1990-1997
period. The sample included Hungary and Poland as representative of EE
transition economies. A standard model of aggregate investment behav-
iour was estimated in which an indicator of foreign banks’ presence (e.g.
the share of foreign bank assets in total banking sector assets and the num-
ber of foreign banks in total banks in the host country) was included as
one of the determinants of the ratio of investment to GDP. As the authors
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argued, foreign banks’ entry can induce positive and negative effects on
the host country’s economic performance. On the positive side, as argued
by Eller et al. (2005, sec Fig. 6.1), forecign banks are expected to improve
the quality, pricing and availability of financial products and services, in
particular credit; they induce higher competition and efficiency in the
whole banking sector and reduce the (negative) influence of the govern-
ment on the domestic financial sector, limiting the importance of directed
credit policies; they accelerate the process of building up supportive sys-
tems, such as accounting, auditing, transparency and financial regulations;
they facilitate knowledge spillover in key areas such as regulation and
supervision and risk management. On the negative side, it is argued that
foreign-owned banks tend to adversely affect the stability of the host
country for various reasons.

Therefore, Lensik and Murinde (20006) specifically considered the
potential non-linear relationship between investment and foreign banks’
presence. Indeed, econometric results supported the hypothesized non-
linear relationship and a threshold level of foreign bank entry is deter-
mined to distinguish between the effects of a high versus low degree of
foreign bank ownership on aggregate investment. The authors support
the evidence of a U-shaped curve which highlights that a foreign bank
entry stimulates domestic investment not until foreign ownership has
gained a substantial size (over and above the critical value).

This has important policy implications as it suggests that the policy fol-
lowed by CESEE countries in letting foreign banks hold increasingly high
shares in banking assets was the right choice.

A recent study by Bruno and Hauswald (2014), on a wide sample of
developing and advanced economies for the 1995-2003 period examined
overall consequences of a foreign bank entry (and the mode of entry, as
well) for real economic activity, including the competitive reaction of local
lenders. It identified three distinct channels through which foreign-owned
lenders improve access to credit and industry growth, namely the lessen-
ing of external financing constraints, the overcoming of informational
constraints and the overcoming of contracting legal constraints. Domestic
lending by foreign banks stimulates the growth of financially constrained
industries even after controlling for credit to the industrial sector by local
banks. As the mode of entry (acquisitions vs greenfield) implies different
informational dynamics, Bruno and Hauswald (2014) show that foreign
banks can overcome informational obstacles to lending through acquisi-
tions; acquiring domestic banks allows new entrants to combine their own
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superior credit assessment policy and procedures with access to local data
and borrower-specific information. Indeed, entry by M&A has a highly
statistical and economic effect on local economic activity, especially in
developing countries where borrower information is less easily and readily
available. Finally, as foreign banks appear to mitigate the consequences of
local banking crises, the authors interpret this finding as a better ability by
foreign banks to commit to more stable lending relationship, which in
turn incentives borrowers to keep honouring their contractual obliga-
tions, despite the lack of local legal recourse and adequate contract
enforcement that in many developing countries is still a pervasive prob-
lem. In other words, the promise of a stable lending relationship, even in
time of local crises, gives foreign banks more authority and power with
borrowers which translate into a natural advantage in enforcing debt con-
tracts. To sum up, thanks to foreign-owned banks, external financing con-
straints are relaxed and informational barriers and legal obstacles are
diminished.

All these studies share two main features that may limit their analysis
and evidence: their time horizon—which mainly covers the initial transi-
tion period up to the GFC*>—and the fact that they did not fully measure
the impact of foreign-owned banks in the credit allocation process.

As for the first point, the GFC and the subsequent sovereign debt crisis,
which exerted significance influence on the home country parent bank,
are important factors which need to be carefully taken into consideration
when studying the role of foreign banks in CESEE. The majority of these
foreign-owned banks are in fact parts of large Western European financial
groups, which faced idiosyncratic and/or systemic risk at home country.
These recent crises challenged the idea that multinational banks play a
positive role as shock absorbers in local markets and a new stream of
research emerged, specifically investigating the “exit” of foreign-owned
banks from the local market.

Considering the second feature, as foreign banks hold high shares in
banking assets in the CESEE economies, it is crucial to look at the role they
play in credit allocation. The quality of lending and the efficient credit allo-
cation seem to be significantly more important for economic performance
than mere lending volumes (Giannetti and Ongena 2005). The lack of
readily available data has hindered such an analysis so far; however, although
still limited, a number of studies are appearing which take into consider-
ation the issue of credit allocation and the credit supply to different target
groups within the private sector, that is, distinguishing between household
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credit and business credit. Beck et al. (2012) highlighted that the banking
sector can play a growth-supporting role to the extent that it lends to
enterprises and not to households. Household credit has a negative impact
on growth prospects since it is usually deemed to finance consumption and
demand for goods and services, whereas business credit is usually directed
at productive purposes, that is, to increase investments and labour
demand—the true engine of growth, according to Solow (1956). Further
evidence has recently appeared, specifically concerning a number of transi-
tion economies, for example, Gaffeo and Garalova (2014), Sassi and Gasmi
(2014), Sahay ct al. (2015), and Léon (2018). As highlighted by Sahay
etal. (2015), in a sample of 34 countries with data available on credit com-
position, credit to households is likely to result in lower savings and, there-
fore, in lower growth. With specific reference to 27 European countries,
Sassi and Gasmi (2014) provided evidence that household credit under-
mines economic growth. Léon (2018), with a hand-collected database cov-
ering 143 countries for the period of 1995-2014, also documented the
absence of any positive effect of total credit on growth, while his findings
also showed that household credit has a negative effect on growth (yet the
study failed to provide robust support for a positive effect of business
credit). Using a panel of 13 CESEE countries, Gatfeo and Garalova (2014)
found that the financial system is more likely to improve economic growth
when the process of financial intermediation channels funds not to publicly
owned enterprises or households but rather to private businesses.

In the next section, we tackle these issues to further explore the role of
credit as a growth-enhancing or diminishing factor and the related effect
of the credit extended by foreign banks.

6.4  ForrigN OwNERsHIP IN CESEE COUNTRIES:
EVIDENCE FROM A LLARGE SAMPLE AND EXTENDED
SAMPLE PERIOD

We studied the role of financial development in economic growth in
CESEE countries starting after the transformational recession (1995)
until 2015.

We collected data from World Bank database, Barro and Lee database,
Bankscope, Factset, and HelgiLibrary. We also used hand-collected data
on banks” ownership structure. Initially, we cover all 20 post-communist
countries. However, due to the lack of data on the development of human
capital, our sample had to be reduced to 14 countries from CESEE,
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namely Bulgaria, Croatia, Czech Republic, Estonia, Hungary, Latvia,
Lithuania, Moldova, Poland, Romania, Serbia, Slovenia, Slovakia, and
Ukraine.

As shown in the previous chapters, the transformation period was
marked, after a deep decline, by dynamic development. One of the key
challenges was the privatization of state-owned banks and enterprises, as
well as the liberalization of market entry for private investors, both domes-
tic and foreign. Foreign bank entry was particularly high in these econo-
mies in the late 1990s and early 2000s, which contributed to the growth
of nascent banking systems. According to Claessens and Van Horen
(2014), this partly reflected waves of reforms, including the opening-up of
transition economies, as well as rapid financial globalization before the
GFC. This trend peaked in 2007 and slowed markedly after the outbreak
of the crisis. The share of foreign-owned banks in banking sector assets in
the CESEE countries in 2017 (see Table 6.4.) ranges from 29% in Ukraine
to 99% in Slovakia. As of 2017, the stake of foreign-owned banks is below
50% only in 5 out of 20 countries (Belarus, Hungary, Poland, Slovenia,
and Ukraine). Since 2015 (the end of our sample), further reduction of
foreign-owned banks’ engagement in the region is especially visible in
Albania, Estonia, Poland, Romania, and Ukraine, mainly due to parent
banks selling (stakes in) their subsidiaries in those countries.

Our variables of interest are listed and explained in Table 6.5. They
belong to three main groups depicting the macroeconomic, institutional,
and financial system characteristics of the investigated economies.

Table 6.4 Share of foreign ownership in CESEE countries as of 2015 (2017)

Albania 86% (78%) Latvia 47% (52%)
Belarus 32% (32%) Lithuania 92% (92%)
Bosnia and Herzegovina 84% (86%) Moldova 81% (81%)
Bulgaria 76% (77%) Montenegro® 79%

Croatia 89% (88%) Poland 61% (45%)
Czech Republic 84% (87%) Romania 90% (77%)
Estonia 94% (88%) Serbia 76% (76%)
FYR Macedonia® 75% (75%) Slovakia 99% (99%)
Hungary 44% (45%) Slovenia® 33% (46%)
Kosovo 90% (88%) Ukraine 35% (29%)

Note: the share of assets held by foreign-owned banks in banking sector assets; data for 2017 in brackets:
“in brackets data for 2016; "no data for 2017

Source: Helgi Library, Raiffeisen Research, European Central Bank, and National Central Bank Data
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Table 6.5 Definition of variables

Variables Definition Expected sign for  Source of data
economic
development
GDP Gross domestic product, current  Dependent WB database
prices (m EUR) variable
Inflation Inflation annual data: average - WB database
rate of change
Government General government final - WB database
size consumption to GDP
Country’s (Exports + imports) to GDP + WB database
openness to
trade
Country’s EDI inflows to GDP + WB database
openness to
investments
Human capital (1) % of population (>15 years)  + (1) Barro and
with tertiary education Lee database
(2) Average years of schooling (2) Penn World
and rate of return to education; Table 9.0
the average years of schooling are
taken from the Barro and Lee
database, while the assumed rate
of return to education is based
on Mincer equation estimates
around the world
Credit-to-GDP  Domestic credit to private sector — + WB database
(outstanding amount) to GDP
Stock market Stock market capitalization to + WB database
capitalization GDP
Governance (1) Rule of law index + WGI database
indicator (2) Regulatory quality index
Foreign banks ~ Share of the outstanding credit ~ +/— Own calculation
relevance by foreign-owned banks in based on

domestic credit to private sector

Bankscope® and
hand-collected
data

Source: Own work

*All banks in a given year in a given country; consolidated financial statements; if not available—stand-
alone financial statements
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6.4.1  Measures of Macroeconomic Environment

The first group includes variables typically used in growth models to
analyse the impact of the macroeconomic context on economic growth—
see among the many Mankiw et al. (1992) and Barro and Sala-i-Martin
(2003). The empirical literature supports negative effects of inflation—a
measure of monetary discipline—and government expenditure—a mea-
sure of government burden—on economic growth; trade and investment
openness, instead, are expected to be positively correlated to growth: on
the one hand, by facilitating the exchange of goods and services, trade
openness can foster economic growth; on the other hand, FDI inflows are
expected to produce positive externalities in the form of technology trans-
fer and spillovers.

6.4.2  Measures of Institutional Envivonment

The second group includes variables that highlight the institutional char-
acteristics of a country. Mankiw et al. (1992) showed that the accumula-
tion of human capital improves the empirics of economic growth
modelling; for this reason, higher educational attainment among the pop-
ulation is included in our finance and growth models, with the expectation
of positive effects on economic growth. The proxies used to measure
human capital are the percentage of population with tertiary education
(from the Barro and Lee database 2013) and, alternatively, an index of the
“rate of return” to education extracted from the Penn World Table (PWT
version 9.0) on human capital.?

Following Acemoglu etal. (2001, 2002), Claessens and Laeven (2003),
and Eicher and Leukert (2009), who provided evidence that differences in
institutions can extensively affect economic growth and financial deepen-
ing, we also controlled for the institutional quality of our sample econo-
mies. For this reason, we included the Rule of Law Index and the
Regulatory Quality Index, extracted from the World Bank’s Worldwide
Governance Indicators database, as proxies for the quality of the institu-
tions in our sample countries.*

6.4.3  Measures of Financial Development
and Foveign Ownership

We include traditional measures, such as credit to the private sector, as a
share of GDP (King and Levine 1993b) or stock market capitalization to
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GDP (Atje and Jovanovic 1993; Levine and Zervos 1998), into our
model. To control the role of foreign-owned banks within the local finan-
cial systems, we introduced the ratio of foreign-owned banks’ lending to
total domestic credit. This second variable captures the actual capability of
foreign banks to impact the local financial system. Foreign banks can play
a leading role—which does not necessarily translate into a positive judge-
ment of their behaviour—to the extent that they hold an important share
in the local credit market, as already underlined by the review of the
empirical literature.

6.4.4  The Model

The theme of modelling GDP growth has been profoundly discussed in
economic literature. Most empirical research is based on an augmented
form of Solow’s model, operationalized via the so-called Barro regression.
Given that the data used in this research are a set of countries observed
over time, those can be viewed as a panel. The general form of the Barro
regression for panel data can be written as:

AInGDP, = §,InyGDE,,_, +x, f +a, +e, 6.1)

where AGDP;, is the GDP growth of country 7 in period ¢z, x; is the vec-
tor of independent variables, «; is the country-specific individual effect,
and g;, is the error term (assumed to be the white noise), while f and /3, are
the parameters of the model.

The variables included in the X}, vector represent two types of potential
growth determinants: well-recognized potential growth factors that can
be attributed to physical or human capital and, additionally, characteristics
of the financial market, which are considered as potential growth factors.
These are presented in Table 6.5.

Given the autoregressive character of Eq. (6.1) and the related endoge-
neity issues, the specification needs to be transformed into the equivalent
form before estimation:

lnyn :(ﬁl +1)1nyt,;71 +x;;ﬁ+ai +é, (6.2)
In order to avoid inconsistency of the estimator, we use Blundell and

Bond’s (1998) system GMM approach to assess the impact of the regres-
sors on the GDP growth, treating most of the regressors as potentially
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endogenous. In most of the literature, this approach has replaced the ear-
lier Arellano and Bond’s (1991) estimator, which was found to possess a
notable small sample bias. It should be noticed that allowing for endoge-
neity does not necessarily mean that these variables need to be endoge-
nous; this can be viewed as a precaution, adopted by most authors, which
secures the consistency of the estimator, in view of the endogeneity threat,
at the relatively low price of a minor efficiency decrease.

We use the Arellano-Bond test for autocorrelation and Sargan’s test for
overidentifying restrictions, given that no autocorrelation in the error
term ¢, and exogeneity of the instruments are essential for the estimator
to maintain its consistency. We used annual data in this study and, as a
result, specific observations might be located in different phases of the
economic cycles and be influenced by temporary shocks. To limit this
issue, we introduced fixed time effects into one of the models to eliminate
the global shocks.

Empirical results are presented in Table 6.6. Five models were esti-
mated. The differences between models consist in the methodology
applied (no fixed time affect vs fixed time effects, limited number of instru-
ments vs full instruments) and the set of regressors, among which we used
different measures of human capital and regulatory quality. In the discus-
sion, wherever we use the concept of significance of a variable, we assume
10% level of significance for brevity.

Having focused our analysis on the role of foreign-owned banks and
their effect on growth, we find that the market share of these financial
institutions in local credit markets is never significantly associated with
economic growth in all the models estimated. The findings lead us to con-
clude that the strategy of a considerable entry of foreign banks in local
credit markets has not guaranteed the supposed positive effects on finan-
cial innovation and development and, ultimately, economic growth that
were expected. Economic growth was supported by openness to invest-
ment and the development of the stock market, while it was reduced by
the increasing role of bank credit to GDP. While the estimates of the fixed
time effects model (Model 1.5) undoubtedly confirm the relevance of the
credit-to-GDP, other revealed discrepancies (for variables such as the reg-
ulatory quality index and country openness to investment) might be due
to the fact that other factors are related with the phases of the economic
cycles and as such are at least to some extent covered by the time dummies
included in Model 1.5.
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Banks can positively affect economic performance as long as they effi-
ciently perform their primary function of allocating resources to their most
productive opportunities. Indeed, while lacking information on the compo-
sition of credit in banks’ portfolios, Koivu (2002) provided a different expla-
nation for the lack of a positive impact of bank credit on growth and that
refers to the soft budget constraints prevalent among the CESEE companies
after the economic transformation; lending to enterprises which apply soft
budget constraints is likely to end up financing inefficient investment projects
and generating financial losses. As a result, credit is neither profitable nor
enhances productivity in the economy, even though it is channelled to enter-
prises and not to households. The capital markets in the CESEE countries
started to develop in the early 1990s. The removal of capital controls (finan-
cial liberalization), perspective of EU accession and receding political risks
have boosted their development with increased interest from investors. The
empirical literature on the effects of stock market development on growth
suggests the existence of a positive link; yet there is paucity of such studies on
the CESEE countries.® Our study has confirmed its positive impact.

6.5 CONCLUSIONS

This chapter investigated the link between foreign bank penetration in
CESEE and the economic growth of the region. The enormous changes
and transformations occurring in the last 25 years in the real economy and
in the institutional setting do not seem to be driven nor facilitated by a
development of the banking sector. The finance and growth nexus in the
region is at best weak, if not negative, and foreign-owned banks do not
seem to have delivered the supposed positive effects on financial innova-
tion and development and, ultimately, economic growth as expected.

A future step of the analysis, worth investigating for our sample of
countries, should consider the link between (1) foreign bank penetration
and the bilateral trade of the host country with home countries of the par-
ent banks and (2) credit portfolio composition (households vs businesses).
In this respect, the CESEE countries could represent an interesting case
study as, on the one hand, foreign banks dominate their banking sectors
while, on the other hand, being small and open economies trade liberal-
ization during transition, increasing the scale of their foreign trade
exchange, helped their development significantly. Moreover, observing
the credit policies of foreign-owned banks, their focus—for a long time—
has been on the credit to households, so maybe this kind of approach will
explain why bank credit does not support economic growth.
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NOTES

1. The dataset contains annual data starting from 1980 for 176 advanced,
emerging and low-income economies from the World Bank Global Financial
Development database and World Bank FinStat, IMF’s Financial Access
Survey, Dealogic corporate debt database, and Bank for International
Settlements debt securities database.

2. Only two studies investigate longer sample periods, though they are limited
in the number of transition countries analysed.

3. The Barro and Lee dataset provides educational attainment data for 146
countries in five-year intervals from 1950 to 2010. The educational attain-
ment of the adult population over age 15 and over age 25 is provided at
seven levels of schooling, from no formal education up to complete tertiary.
The Penn World Tables provide an index of human capital per person, which
is related to the average years of schooling and the rate of return to educa-
tion; the average years of schooling are taken from the Barro and Lee data-
set, while the assumed rate of return to education is based on Mincer
equation estimates around the world.

4. The rule of law index captures perceptions of the extent to which agents
have confidence in and abide by the rules of society, in particular, the quality
of contract enforcement, property rights and the courts, as well as the likeli-
hood of crime and violence. The regulatory quality captures perceptions of
the ability of the government to formulate and implement sound policies
and regulations which permit and promote private sector development.

5. Still, most studies on the stock market-growth nexus rarely include data
from after the GFC and usually use data for only several CEE countries.

BIBLIOGRAPHY

Acemoglu D, Aghion P, Zilibotti F (2003) Distance to frontier, selection and
economic growth. NBER Working Paper, No. 9066

Acemoglu D, Zilibotti F (1997) Was Prometheus unbound by chance? Risk, diver-
sification and growth. J Polit Econ 105:709-775

Acemoglu D, Johnson S, Robinson JA (2001) The Colonial Origins of Comparative
Development: An Empirical Investigation. Am Econ Rev 91(5):1369-1401

Acemoglu D, Johnson S, Robinson JA (2002). Reversal of Fortune: Geography
and Institutions in the Making of the Modem World Income Distribution. Q J
Econ 118:1231-1294

Agénor PR, Canuto O, Jelenic M (2012) Avoiding Middle-Income Growth Traps.
Economic Premise, No. 98, World Bank. https: //openknowledge.worldbank.
org/handle /10986,/16954

Aghion P, Dewatripont M, Rey P (1999) Competition, financial discipline and
growth. Rev Econ Stud 66:825-852


https://openknowledge.worldbank.org/handle/10986/16954
https://openknowledge.worldbank.org/handle/10986/16954

206 M. IWANICZ-DROZDOWSKA ET AL.

Aghion P, Howitt P (1992) A Model of Growth Through Creative Destruction”.
Econometrica 60 (2):323-351

Aghion P, Howitt P (1998) Endogenous Growth Theory. MIT Press, Cambridge,
MA

Akimov A, Wijeweera A, Dollery B (2009) Financial development and economic
growth: evidence from transition economies. App Financ Econ 19(12):
999-1008. https://doi.org,/10.1080,/09603100701857880

Alfaro L, Chandab A, Kalemli-Ozcanc S, Sayekd S (2004) FDI and economic
growth: the role of local financial markets. J Int Econ 64:89-112. https://doi.
org,/10.1016,/50022-1996(03)00081-3

Allen F, Gale D (1997) Financial markets, intermediaries and intertemporal
smoothing. J Polit Econ 105: 523-546

Arcand JL, Panizza U, Berkes E (2015) Too much finance?. J Econ Growth
20(2):105-148. https://doi.org,/10.1007 /s10887-015-9115-2

Arellano M, Bond S (1991) Some Tests of Specification for Panel Data: Monte
Carlo Evidence and an Application to Employment Equations. Rev Econ Stud
58 (2):277

Arestis P, Chortareas G, Magkonis G (2015) The financial development and
growth nexus: a meta-analysis. J Econ Surv 29(3):549-565. https://doi.
org/10.1111 /joes. 12086

Atje R, Jovanovic, B (1993) Stock Markets and Development. Eur Econ Rev
37(2-3):632—40

Barajas A, Chami R, Yousefi SR (2013) The Finance and Growth Nexus
Re-Examined: Do All Countries Benefit Equally? IMF Working Paper, No.
13/130

Barro RJ, Sala-i-Martin XI (2003) Economic growth. MIT press, Boston

Beck T (2008) The Econometrics of Finance and Growth. World Bank Policy Res
Working Paper Series 2(April):1-51

Beck T (2013) Finance for Development: A Research Agenda. DEGRP research
report

Beck T, Berrak B, Rioja F, Valev NT (2012) Who gets the credit? And does it mat-
ter? Households vs firms across countries. B.E. J Macroecon 12(1):1-46.
https://doi.org,/10.1515,/1935-1690.2262

Beck T (2011) The Role of Finance in Economic Development: Benefits, Risks,
and Politics. Center Discussion Papers, No. 141

Bencivenga VR, Smith BD (1993) Some Consequences of Credit Rationing in an
Endogenous Growth Model. ] Econ Dyn Control 17:97-22

Berglof E, Bolton P (2002) The Great Divide and Beyond: Financial
Architecture in Transition. J Econ Persp 16(1):77-100. https://doi.org/
10.1057,/9780230374270_4

Bevan AA, Estrin S (2004) The determinants of foreign direct investment into
European transition economies. ] Comp Econ 32:775-787. https://doi.
org,/10.1016/j.jce.2004.08.006


https://doi.org/10.1080/09603100701857880
https://doi.org/10.1016/S0022-1996(03)00081-3
https://doi.org/10.1016/S0022-1996(03)00081-3
https://doi.org/10.1007/s10887-015-9115-2
https://doi.org/10.1111/joes.12086
https://doi.org/10.1111/joes.12086
https://doi.org/10.1515/1935-1690.2262
https://doi.org/10.1057/9780230374270_4
https://doi.org/10.1057/9780230374270_4
https://doi.org/10.1016/j.jce.2004.08.006
https://doi.org/10.1016/j.jce.2004.08.006

IMPACT OF FOREIGN-OWNED BANKS ON ECONOMIC DEVELOPMENT 207

Blackburn K, Hung VTY (1998) A theory of growth, financial development and
trade. Economica 65:107-124

Blundell, RW, Bond, SR (1998) Initial Conditions and Moment Restrictions in
Dynamic Panel Data Models. J Economet 87:115-143. https://doi.
org,/10.1016,/50304-4076(98)00009-8

Bolton P, Santos T, Scheinkman J (2011). “Cream Skimming in Financial
Markets.” National Bureau of Economic Research Working Paper 16804

Borensztein E, De Gregorio ], Lee JW (1998) How does foreign direct invest-
ment affect economic growth?. J Int Econ 45:115-135. https://doi.
org,/10.1016,/50022-1996(97)00033-0

Boyd JH, Smith BD (1992) Intermediation and the equilibrium allocation of
investment capital: implications for economic development. ] Monetary Econ
30:409-432

Boyd JH, Smith BD (1994) How good are standard debt contracts? Stochastic
versus nonstochastic monitoring in a costly state verification environment.
J Bus 67:539-562

Bruno V, Hauswald R (2014) The real effects of foreign banks. Rev Financ
18:1683-1716. https://doi.org,/10.1093 /rot/rft041

Buch CM, Kokta RM, Piazolo DM (2003) Foreign direct investment in Europe:
Is there redirection from the South to the East? Comp Econ 31:94-109.
https://doi.org,/10.1016,/50147-5967(02)00013-6

Buch CM, Toubal, F (2003) Economic Integration and FDI in Transition
Economies: What Can We Learn from German Data? Vierteljahrshefte zur
Wirtschaftsforschung 72(4):594-610. https: //doi.org,/10.3790 /vjh.72.4.594

Caporale GM, Rault C, Sova AD, Sova R (2015) Financial Development and
Economic Growth: Evidence from 10 New European Union Members. Int
J Financ Econ 20(1):48-60. https://doi.org,/10.1002 /ijte.1498

Carkovic M, Levine R (2002) Does Foreign Direct Investment Accelerate
Economic Growth? Mimeo University of Minnesota

Carp L (2012) Can Stock Market Development Boost Economic Growth?
Empirical Evidence from Emerging Markets in Central and Eastern Europe.
Procedia Econ Financ 3:438—-444

Carstensen K, Toubal F (2004) Foreign direct investment in Central and Eastern
European countries: a dynamic panel analysis. ] Comp Econ 32: 3-22. https://
doi.org,/10.1016/j.jce.2003.11.001

Chee YL, Nair M (2010) The Impact of FDI and Financial Sector Development
on Economic Growth: Empirical Evidence from Asia and Oceania. Int ] Econ
Financ 2 (2):107-119

Cheng S, Ho CC, Hou H (2014) The Finance-growth Relationship and the Level
of Country Development. ] Financ Serv Res 45:117-140. DOI https://doi.
org/10.1007/5s10693-012-0153-z

Cihdk M, Demirgiig-Kunt A, Feyen E, Levine, R (2012) Benchmarking Financial
Systems around the World. World Bank Res Policy Working Paper, No. 6175


https://doi.org/10.1016/S0304-4076(98)00009-8
https://doi.org/10.1016/S0304-4076(98)00009-8
https://doi.org/10.1016/S0022-1996(97)00033-0
https://doi.org/10.1016/S0022-1996(97)00033-0
https://doi.org/10.1093/rof/rft041
https://doi.org/10.1016/S0147-5967(02)00013-6
https://doi.org/10.3790/vjh.72.4.594
https://doi.org/10.1002/ijfe.1498
https://doi.org/10.1016/j.jce.2003.11.001
https://doi.org/10.1016/j.jce.2003.11.001
https://doi.org/10.1007/s10693-012-0153-z
https://doi.org/10.1007/s10693-012-0153-z

208 M. IWANICZ-DROZDOWSKA ET AL.

Claessens S, Laeven L (2003) Financial Development, Property Rights, and
Growth. ] Financ 58(6):2401-2436

Claessens S, Demirgii¢-Kunt A, Huizinga H (2001) How does Foreign Entry
Affect Domestic Banking Markets?. J Bank Financ 25 (5):891-911. https://
doi.org,/10.1016,/50378-4266(00)00102-3

Claessens S, Van Horen N (2014) Foreign banks: trends and impact. ] Money
Credit Bank 41(1): 295-326. https://doi.org,/10.1111 /jmcb.12092

Compton RA, Giedeman DC (2011) Panel evidence on finance, institutions and
economic growth. Appl Econ 43(25):3523-3547. DOI: https://doi.
org,/10.1080,00036841003670713

Dawson PJ (2003) Financial development and growth in economies in transi-
tion. App Econ Lett 10(13):925-929. https://doi.org,/10.1080,/135048503
2000154243

de Haas RTA, van Lelyveld IPP (2006) Foreign banks and credit stability in
Central and Eastern Europe. A panel data analysis. ] Bank Financ 30:1927-1952.
https://doi.org,/10.1016/j.jbankfin.2005.07.007

De La Fuente A, Marin JM (1996) Innovation, bank monitoring and endogenous
financial development. J Monetary Econ 38:269-301. https://doi.org/
10.1016,/50304-3932(96)01277-9

de Mello LR (1999) Foreign Direct Investment-Led Growth: Evidence from
Time Series and Panel Data. Oxford Econ Papers, No. 51(1), Symposium on
Trade, Technology, and Growth

Demetriades, P, Rousseau P (2016) The changing face of financial development.
Econ Lett 141(C): 87-90. https://doi.org,/10.1016/j.cconlet.2016.02.009

Diamond DW (1984) Financial intermediation and delegated monitoring. Rev
Econ Stud 51: 393414

Diamond DW (1991) Monitoring and reputation: the choice between bank loans
and directly placed debt. J Polit Econ 99:689-721

Diamond DW, Verrecchia RE (1982) Optimal managerial contracts and equilib-
rium security prices. J Financ 37:275-287

Eichengreen B, Park, D, Shin, K (2011) When Fast Growing Economies Slow
Down: International Evidence and Implications for China, NBER Working
Paper, No. 16919

Eichengreen B, Park, D, Shin, K (2013) Growth Slow Downs Redux: New
Evidence on the Middle-Income Trap. NBER Working Paper, No. 18863

Eicher TS, Leukert A (2009) Institutions and Economic Performance: Endogeneity
and Parameter Heterogeneity. ] Money Credit Bank 41(1):197-219

Eller M, Haiss PR, Steiner K (2005) Foreign Direct Investment in the Financial
Sector: The Engine of Growth for Central and Eastern Europe? Vienna
University of Economics and B.A., Europainstitut Working Papers, No. 69.
https://doi.org,/10.2139 /ssrn.875614


https://doi.org/10.1016/S0378-4266(00)00102-3
https://doi.org/10.1016/S0378-4266(00)00102-3
https://doi.org/10.1111/jmcb.12092
https://doi.org/10.1080/00036841003670713
https://doi.org/10.1080/00036841003670713
https://doi.org/10.1080/1350485032000154243
https://doi.org/10.1080/1350485032000154243
https://doi.org/10.1016/j.jbankfin.2005.07.007
https://doi.org/10.1016/S0304-3932(96)01277-9
https://doi.org/10.1016/S0304-3932(96)01277-9
https://doi.org/10.1016/j.econlet.2016.02.009
https://doi.org/10.2139/ssrn.875614

IMPACT OF FOREIGN-OWNED BANKS ON ECONOMIC DEVELOPMENT 209

Fink G, Haiss P, Vuksic G (2009) Contribution of Financial Market Segments at
Different Stages of Development: Transition, Cohesion and Mature Economies
Compared. ] Financ Stabil 5(4):431-455. https://doi.org/10.1016/j.jfs.
2008.05.002

Gaffeo E, Garalova P (2014) On the finance-growth nexus: additional evidence
from Central and Eastern Europe countries. Econ Change Restruct
47(2):89-115. https://doi.org,/10.1007 /s10644-013-9143-x

Gale D, Hellwig M (1985) Incentive-compatible debt contracts: the one-period
problem. Rev Econ Stud 52:647-663

Galetovic A (1996) Specialization, intermediation and growth. ] Monetary Econ
38:549-559. https://doi.org,/10.1016,/50304-3932(97)84693-4

Giannetti M, Ongena S (2005) Financial Integration and Entreprencurial Activity:
Evidence from Foreign Bank Entry in Emerging Markets. ECB Working Paper,
No. 498.

Goldsmith RW (1969) Financial structure and development. Yale University Press,
New Haven CT

Greenwood J, Jovanovic B (1990) Financial development, growth and the distri-
bution of income. J Polit Econ 98:1076-1107

Greenwood J, Smith BD (1997) Financial Markets in Development, and the
Development of Financial Markets. ] Econ Dyn Control 21(1):145-181

Grossman SJ, Stiglitz J (1980) On the impossibility of informationally efficient
markets. Am Econ Rev 70:393-408

Handa J, Khan SR (2008) Financial development and economic growth: a symbi-
otic relationship. Appl Financ Econ 18(13):1033-1049. DOI: https://doi.
org,/10.1080,/09603100701477275

Harrison P, Sussman O, Zeira ] (1999) Finance and growth: theory and evidence.
Mimeo. Federal Reserve Board, Washington DC

Hassan MK, Sanchez B, Yu JS (2011) Financial development and economic
growth: new evidence from panel data. Q Rev Econ Financ 51(1):88-104.
https://doi.org,/10.1016/j.qret.2010.09.001

Herzer D (2012) How Does Foreign Direct Investment Really Affect Developing
Countries’ Growth?. Rev Int Econ 20(2):396-414. DOLhttps://doi.
org/10.1111/§.1467-9396.2012.01029 x

Holmstrom B, Tirole J (1993) Market liquidity and performance monitoring.
J Polit Econ 101:678-709

Jensen M, Meckling WR (1976) Theory of the firm, managerial behavior, agency
costs and ownership structure. J Financ Econ 3:305-360

Jensen M, Murphy K (1990) Performance pay and top management incentives.
J Polit Econ 98:225-263

King RG, Levine R (1993a) Finance, Entreprencurship and Growth. ] Monetary
Econ 32(3):513-42.


https://doi.org/10.1016/j.jfs.2008.05.002
https://doi.org/10.1016/j.jfs.2008.05.002
https://doi.org/10.1007/s10644-013-9143-x
https://doi.org/10.1016/S0304-3932(97)84693-4
https://doi.org/10.1080/09603100701477275
https://doi.org/10.1080/09603100701477275
https://doi.org/10.1016/j.qref.2010.09.001
https://doi.org/10.1111/j.1467-9396.2012.01029.x
https://doi.org/10.1111/j.1467-9396.2012.01029.x

210 M. IWANICZ-DROZDOWSKA ET AL.

King RG, Levine R (1993b) Finance and Growth. Schumpeter Might Be Right. Q
J Econ 108:717-738

Koivu T (2002) Do Efficient Banking Sectors Accelerate Economic Growth in
Transition Countries. BOFIT Discussion Paper, No. 14 /2002, Bank of Finland

Kyle AS (1984) Market structure, information, future markets, and price forma-
tion. In: Storey GG, Schmitz A, Sarris AS (ed) International Agricultural Trade:
Advanced readings in price formation, market structure and price instability.
Westview, Boulder CO

Laeven L, Levine R, Michalopoulos, S (2015) Financial innovation and endoge-
nous growth. J Financ Intermed 24:1-24. https://doi.org/10.1016/j.
jfi.2014.04.001

Lensink R, Murinde V (2006) Does foreign bank really stimulate gross domestic
investment?. Appl Financ Econ 16(8):569-582. https://doi.org,/10.1080/
09603100600649701

Lensink R, Hermes N (2004) The short-term effects of foreign bank entry on
domestic bank behaviour: Does economic development matter?. ] Bank Financ
28(3):553-568. https://doi.org,/10.1016,/S0378-4266(02)00393-X

Léon F (2018) Convergence of credit structure around the world. Econ Model
68:306-317. https://doi.org,/10.1016/j.ecconmod.2017.07.021

Levine R (1991) Stock markets, growth, and tax policy. J Financ 46:1445-1465

Levine R (2005) Finance and Growth: Theory and Evidence. In: Aghion D,
Durlauf SN (ed) Handbook of Economic Growth. Volume 1A, chapter 12,
Elsevier, North Holland

Levine R, Loayza N Beck, T (2000) Financial Intermediation and Growth:
Causality and Causes without Outliers. ] Monetary Econ 46(1):31-77.
https://doi.org,/10.1016,/50304-3932(00)00017-9

Levine R, Zervos, S (1998) Stock Markets, Banks, and Economic Growth. Am
Econ Rev 88:537-558

Mankiw G, Romer D, Weil DN (1992) A Contribution to The Empirics Of
Economic Growth. Quat J Econ 408—437

Mehl A, Winkler, A (2003) The finance-growth nexus and financial sector envi-
ronment: new evidence from southeast Europe. Paper Presented at The Ninth
Dubrovnik Economic Conference on Banking and the Financial Sector in
Transition and Emerging Market Economies. Croatian National Bank

Morales MF (2003) Financial intermediation in a model of growth through cre-
ative destruction. Macroecon Dyn 7:363-393. https://doi.org/10.1017/
$1365100502020138

Petkovski M, Kjosevski J (2014) Does Banking Sector Development Promote
Economic Growth? An Empirical Analysis for Selected Countries in Central
and South Eastern Europe. Econ Res-Ekonomska Istrazivanja 27(1):55-66

Philippon T (2010) Financiers versus Engineers: should the financial sector be
taxed or subsidized?. Am Econ J- Macroecon 2(3):158-82


https://doi.org/10.1016/j.jfi.2014.04.001
https://doi.org/10.1016/j.jfi.2014.04.001
https://doi.org/10.1080/09603100600649701
https://doi.org/10.1080/09603100600649701
https://doi.org/10.1016/S0378-4266(02)00393-X
https://doi.org/10.1016/j.econmod.2017.07.021
https://doi.org/10.1016/S0304-3932(00)00017-9
https://doi.org/10.1017/S1365100502020138
https://doi.org/10.1017/S1365100502020138

IMPACT OF FOREIGN-OWNED BANKS ON ECONOMIC DEVELOPMENT 211

Popov A, Udell G (2010) Cross-Border Banking and the International Transmission
of Financial Distress during the Crisis of 2007-2008, ECB Working Paper, No.
1203

Popov A (2017) Evidence on Finance and Economic Growth. ECB Working
Paper Series No.2115

Rioja F, Valev N (2014) Stock markets, banks and the sources of economic growth
in low and high income countries. ] Econ Financ 38(2):302-320. https://doi.
org,/10.1007/s12197-011-9218-3

Rodrik D (2000) How far will international economic integration go:. J Econ
Perspect 14(1):177-186. DOL: https://doi.org,/10.1257 /jep.14.1.177

Rodrik D (2011) The Future Of Economic Convergence. NBER Working Paper,
No. 17400

Rousseau P, Wachtel P (2011) What is Happening to the Impact of Financial
Deepening on Economic Growth?. Econ Inq 49(1):276-88. https://doi.
org/10.1111/§.1465-7295.2009.00197 .x

Rousseau PL, Wachtel P (1998) Financial Intermediation and Economic
Performance: Historical Evidence from Five Industrialized Countries. Journal
Money Credit Bank 30(4):657-78.

Sahay R, Cihak M, N’Diaye P, Barajas A, Bi R, Ayala D, Gao Y, Kyobe A, Nguyen
L, Saborowski C, Svirydzenka K Yousefi SR (2015) Rethinking financial deep-
ening: stability and growth in emerging markets, SDN 15 /08, International
Monetary Fund, Washington

Sassi S, Gasmi A (2014) The effect of enterprise and household credit on eco-
nomic growth: new evidence from European Union countries. ] Macroecon
30:226-231. https://doi.org,/10.1016/j.jmacro.2013.12.001

Scharfstein D (1998) The disciplinary role of takeovers. Rev Econ Stud 55:185-199

Shan J (2005) Does financial development ‘lead’ economic growth? A vector auto-
regression Appraisal. Appl Econ 37(12):1353-1367. DOI: https://doi.
org,/10.1080,/,00036840500118762

Sirri ER, Tufano P (1995) The economics of pooling. In: Crane DB et al (ed) The
global financial system: a functional approach. Harvard Business School Press,
Boston MA

Solow RM (1956) A Contribution to the Theory of Economic Growth. Q J Econ
LXX, p 65-94

Soussa F (2004) A Note on Banking FDI in Emerging Markets: Literature Review
and Evidence from M&A Data, Working Paper, https://www.bis.org/publ/
cgfs22gb.pdf

Stein JC (1988) Takeover threats and managerial myopia. J Polit Econ 96:61-80

Sussman O (1993) A theory of financial development. In: Giovannini A (ed)
Finance and Development: issues and experience. Cambridge University Press,
Cambridge


https://doi.org/10.1007/s12197-011-9218-3
https://doi.org/10.1007/s12197-011-9218-3
https://doi.org/10.1257/jep.14.1.177
https://doi.org/10.1111/j.1465-7295.2009.00197.x
https://doi.org/10.1111/j.1465-7295.2009.00197.x
https://doi.org/10.1016/j.jmacro.2013.12.001
https://doi.org/10.1080/00036840500118762
https://doi.org/10.1080/00036840500118762
https://www.bis.org/publ/cgfs22gb.pdf
https://www.bis.org/publ/cgfs22gb.pdf

212 M. IWANICZ-DROZDOWSKA ET AL.

Tennant D, Abdulkadri A (2010) Empirical exercises in estimating the
effects of different types of financial institutions’ functioning on economic
growth. Appl Econ 42(30):3913-3924. DOI:https://doi.org,/10.1080/
00036840802360252

Valickova P, Havranek T, Horvath R (2015) Financial Development and economic
growth: ameta-analysis. Econ Surv29(3):506-526. https: / /doi.org,/10.1111/
joes. 12068

Wu JL, Hou H, Cheng SY (2010) The dynamic impacts of financial institutions on
economic growth: Evidence from the European Union. ] Macroecon
32(3):879-891. https://doi.org,/10.1016/j.jmacro.2009.09.003

Yu JS, Hassan MK, Sanchez B (2012) A re-examination of financial development,
stock markets development and economic growth. Appl Econ 44(27):
3479-3489. https://doi.org,/10.1080,/00036846.2011.577019


https://doi.org/10.1080/00036840802360252
https://doi.org/10.1080/00036840802360252
https://doi.org/10.1111/joes.12068
https://doi.org/10.1111/joes.12068
https://doi.org/10.1016/j.jmacro.2009.09.003
https://doi.org/10.1080/00036846.2011.577019

	Chapter 6: Impact of Foreign-Owned Banks on Economic Development
	6.1 Economic Growth and Financial Development: Theory and Evidence
	6.2 Finance and Growth in CESEE Countries
	6.3 Is Foreign Bank Credit Growth-Enhancing?
	6.4 Foreign Ownership in CESEE Countries: Evidence from a Large Sample and Extended Sample Period
	6.4.1 Measures of Macroeconomic Environment
	6.4.2 Measures of Institutional Environment
	6.4.3 Measures of Financial Development and Foreign Ownership
	6.4.4 The Model

	6.5 Conclusions
	Bibliography




