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© FINANCIAL DEEPENING, DOMESTIC. RESOURCE MOBILIZATION, AND ECONOMIC -
GRONTH JAMAICA 1955 1982%

Recent‘wrjtings on the relationshjp betﬁeen finance and growth
have keVersed the Gb]dsmith~Gur1ey focus on how growth. affects financial
-devéTOpment by analysing how finance assists or retards,ecohomic‘growthvin'
less developed countﬁies.]' There appears to.be a theoretical consensus
that'f%nancia1,deepeniﬁg; influences the economic growth rate primarily
" through its effects oﬁ the level and efficiéncy_of savings and investment.
However, empiricé] support for the essential. propositions although con-r
siderable can still benefit from reinforcement for two basic reasons.
Much of the earlier. evidence has;béen quasi-historical e.gq, McKinnon (1973,1974)
Shaw (1973). A1so,é¢onométric reéu1ts have come'mainiy from. time series studies
of a few Latin American and Asian countries and from international cross- T

sections.2

' This paper employs an econometric model to analyse the case of
Jamaica. In addition to providing furfher*empirita1 evidence on the finan-
cial deepening thesis drawn from a different geographical region, the results
are of interest because the relatively long period studied encompasses con-
siderab]é chaﬁges in financial indicators-as well as a1ternét1ng periods of

economic growth and slump.

The paper is organised in several sections. The next section estab-

Tishes the empirical context by outlining some basic trends in Jamaican



economic growth and finance during;the'1955-1982 period. Next is the
specification-of a formal model of financial deepening to be.followed
by the.. presentation of fhe econometric results., The main conclusions

are summarised in-the final section,

GROWTH AND FINANCE: BASIC TRENDS.

The economic growth performance of Jamaica altered significantly
after 1973. Betweén,1955 and 1973, the growth.rate of real gross domestic

product averaged 5.8 per cent per annum. Between 1974 and 1982, it had become

minus 2.4 per-cent. Growth rates were also steadier durino the first sub-

period than during the second, the coefficients of variation being 0.93
and 1;41 respectively.'.Tho growth experience ref]eotsrsaV1hgs and invest-

ment trends. Jamaican gross investment ratios, i.e. investment divided by-. - -

-rea1 GDP, were on average 23 per cent lower during the economic recession

than during the earlier period of rap1d growth, and also became somewhat '

more variable. (Table 1) Furthermore while the economy cont1nued to supnlement

domestic savings with foreign savings,jthe domestic savings ratio decreased by
27 per cent while the foreign savings ratio’.decreased by_11 per cent. Thus

both domestic and-foreign resource mobilisation are weaker after 1973.

In Iess_deve]oped countries, financial asset accumulation 1is a
maJor channel for domestic savings. Broad'monetafy assets (defined as

currency with the public plus deposits in f1nanc1a1 institutions) are

" the predominant financial assets.



INVESTMENT, GROWTH, SAVINGS AND FINAMCE

estimated as gross capital formation minus foreign savings;

Y is real gross domesticproduct; M3 1s currency plus demand
deposits (=M1} plus time and savings deposits in depository
institutions; DC is real monetary sector credit;. rp is nominal
rate of interest on commercial bank deposits computed by
dividing actual interest paid during the year by average

. annual deposit balances, excapt for 1955 to 1964 when quoted

deposit rates were utilised; ip is real deposit rate of in-
terest defined as,rp - pe, where pe is the expected rate of
inflation generated by the autoregressive model p8&=a+gPi_7.
National income variables are deflated by the implicit GDP

deflator {1970=100) and financial variables by the Consumer
Price Index (1970=100). _ '

TABLE 1:
) r 1
VEAR  § SO {% %‘3 2 X
1955 .15 .07 - .23. 51 .05 1.9 5.0 482
1957 .25 18 .24 50 .07 2.5° 0.3 607
1959 2] A5 26 .48 .09 2.0  -2.9 627
1961 .19 19 23 42 18 3.0 -0.9 681
1963 .16 .14 29 .40 19 2.9 -0.1 714
1965  .217 . .15 .31 .36 .24 3.1 0.6 771
1967 .23 16 .35 .33 .34 3.2 -1.8 831
1969 © .33 .26 .38 32 .27 3.6  -1.1 1069
1977 29 .22 . .40 .32 .29 4.5 3.1 . 123
1973 .26 16 .40 .30 .35 6.4 -9.4 1335
1975 .23 a5 41 31 .38 9.3  -11.9 1268
1977 .12 0. .43 . .39 .48 8.8  -8.1... 1160..
1979 .17- 6 .33 .39 52 8.3 -14,8 1159
1981 .18 .07 37 .31 58 10.0 - -11.1 1094
Notes: T 1is real gross capital formation, Sp is real domestic savings



There was a sighificant‘fncrease in the number of depository
financial institutions in Jamaica between 1969 and 1974. Nine new EOmmercia? banks
and four trust companies were established between 1967 and 1973, compared with
four banks previously established early in the 20th century, and four banks

- established between 1959 and 1965. A stock exchange was established in
1969f Also, the f10wrdf-gdverﬁment securities. and corporate equity sub-
stantially expanded. Despite'thése institutional deve10pmenfs, currency and
deposit; inétruments.st111 predominate in the fiﬁanc1a1 asset portfolios
of the private non-financial sector, For instance, flow of funds data reveal that
Cin j976,brpad moﬁey comprised 60 pér-cent of total financial assets held by the

household secotr, Actuarial and tfusfifunds accounted for 27 per cent.

~ There seems to be some'correspondencé befween trends in some
finahtiai deepéning indicators éndietonomic growth, Financial deepening is
mu]ti-dimensiona1¢' The most widely used.indicators are the ratio-of real values
of financiai assets to reaTrincdme or wealth, the maturity structure of
| financial instruments, real interest rates, and fhe ratio of real credit to
real income. Table 1;showsrthatrthe Jamaican ratio of real money balances to
real GDP increased unsteadily from 23 per cent in 1955 to 40 per cent in 1971,
femained.fair1y stabie .at 40 to 43 péf cent fur the next six years, and then de-
clined to 31 per cent_ﬁn 1981 as the feéession‘déebened. On the basis of
~this mbnetary,velpcity 1ndiéator, it cén be coné]uded that Jamaica experienced
considerable financial deepening between 1953 and 1974, but the process was
afreéted.subsequent1y. Financial deepening in the first sub—peridd is also
indicated by a pronounced. downward trend in Tiquidity preference. Currency
plus demand deposfts.declined as a proportion of real money balances frdm

51 per cent in 1955 to 27 per cent in 1974°. (Table 1)



-
The trend in liquidity preference reversed itself after 1974, narrow money

rising to 39 per.cent of totoal real money balances by 1979,

s

'Accordihg 1o Shaw (1973), real intEfest.rates are the Teast
ambigdous 1nd1cétor,of-f1nancia] deépening, ,ReaT.deposTt rates of'interest were
negative in Jamaicamihlevery yéar,'except-two,:bétween 1955 and 1973, and be-
came increasingly negative thereafter. Interest rate policy was ih;onsistent
with monetary:equ11ibrium in the post-1973 period, The nominal'money'stock ex-'
panded. at an average annual rate of 18 per cent'asrthe Jamaican government -
primed the pump in an,aftemptgtblmaintaih the growth df'pubTic_sector reaT'--
expenditures in the face of declining fiscal revenues. This rate 6f monetary
éxpahsiqn was not warranted by the behaviour of real income which.was synch-
ronously decreasing. Granted the contracfidh of real incomes, hbnefary
-'tzgguiiibtimnjxmuired;sy@s;aﬁ;ialjﬁctggggjﬂ;rgal;deposit'rates'ofL%nterest_;ff;*f"

rather than the decreases which actually occurred;

The Tast financial deepehingjindfgatbr_to which attentjoniis drawﬁ
is the ratiO'pf-réaI credit to real GDP (Tab}e 1).. This ratio rose steeply
from 5 per cent in 1955 to 66 per.cent in 1982, uﬁti1 1974 the praﬁate
sector commanded most. of this credit. By']982,,however, the government was

“the predominant borrower,

This reviewrof'a'few ceﬁtra1 tfeﬁds in growth and financia].deepening
suggests a not‘intdnsiderabTerrelationship between macro~finance and the
econemic growth peffbrmance of Jamaica during the course of almost three
-decades, Thé existence and strength of a causal relationship running from

finance to growth is formally pursued in the next two sections of the paper.



_A FORMAL MODEL OF FINAMCIAL DEEPENING AND GROWTH -

A convenient starting point is the open economy‘ba1anced growth

equation: _
- . _ BRI - E_D- SF‘
(1) Vvt y

where s and sF.are‘the ratios of domestic savings and foreign savings to

national income, and ¥ is the incremental capital-output ratio,

Following McKinnon (1974), the domestic savings ratio; Sp» can be
represented as the sum of the ratio of incremental real money balances, AM,
to real incomé and the ratio of other savings (1nclud{ng self-financed accumu-
Tation of physical assets) to reaiuincdme, g,

Thu _
(2) sp =AM+ 3
Y

Tt islgenera]1y posited‘that~%ﬁ is qua1itétiye1y superior to é,
50 that.arrise'iﬁ réé1'mdney balances re1ative to'noh-monetary sav{ngs,
bonétitutesAan improvement in the quality of domestic savings. ?he deménd
for real money balancés*is therefore a central rbehévioraT equation in the
model. Assume that the demand'forfréal money balances is a positive function

of ‘both the lTevel of real income and real deposit rates of interest, i.e.

(3) WD = (Y, ip) -
o

Then abstracting from all other influences, the domestic savings ratio
can be specified as a positive function of the gerth'rate of income {Y),

and the real depositwrate of interest.



In some situations, particu1ar1y those of credit rationing and disequilibrium
1nterestrrates,'it,may be preferable to posit an independent ihvéstmént- |
ratio function which incorporates financial deepening variables,
Spebify for nstance:. ,
(5) I = f(¥, ip, CR)
Y ' Y
L A

where ER is the stock of real credit to the private productive sector as a

proxy for the flow of credit tO‘thaf sector, CR is expected to be positively
signed.(4) The theoretical relationship between the investment ratio and the

deposit rate of interest is ambiguous: a rise in the real deposit rate

~ (positively correlated with the real loan rate) discourages investment

demand.but'encourageé the'supp1y of credit,

EqUations (3), (4), and (5) constitute the basic structural model.
A number of modifications are possible. The specifications of the domestic
savings function and the investment function can be amended to incokporate

the negative influence of foreign savings on domestic savings and the

- positive influence of foreign capital on domestic 1nvestment.(3)' Both
functions may also be amended to incorpbrété the influence of expected
- or actual real rates of return on physical capital., Finally, one may add

a variant. of Fry's (1982) reduced form growth equation:

(6) . ¥ = f(¥e, 1p)
R

where Y& is the expected growth rate of real income,



ECONOMETRIC RESULTS

Annual data for the period 1955 5 1982 were ut{1ised to estimate
versions of equations (3) to (6), Estimation was by ordinary least squares
- with corrections forrfirsf and second order autoregression whenever this

‘seemed warranted. The results are presenteq'be1ow:

(3a) Tn M0 = -5.456 + 1.631 In Y + 3.642 r, - 1,483 p®

(-7.18) (13.78)  (2.09) © (-2.14)
R% = 9413 F = 145,33 DM, = 1.76 RH0(1) = 0,381
(4a) sy =0.153 + 0,224 Y - 0.753 rp * 0.601 p® - 0,528 s_
D@3 (2.90)  (-176) 7 (3.49)  (-3.69)
R = 0.5249 F =8.46 D.M. = 2.22 RHO(1) = 1.325 RHO(2)=--430 -
(5a) %- = 0.160+ 0.228Y - 0.784 ry + 0.605P% -~ 0.037 %g- 0.509- s
- C @) (2ie8) (-1.76) D (3i26) (-0.a2) T (3.16)
R? = 0;5296_'F-; 7?6é'infw;7a.2’ 22 . RHO( ) = 1 276 “RHO(2)-=.-0.458
(6a) V¥ = -0.069 + 1.722 Y& + 2,083 v - 1,124 p°

(-1.98) (3.91 (2. 45) D (-3.19)

R 0‘7540 F'= 28.58 D.W.= 2. 03 RHO(1) = -0.365 DHO(2)= -0.29
Some comments on these resu]ts are desirable. Eir;t of all, it should bé noted
that a semi-log form was assdmedffpr the money demahd equation. ‘Furthermore,
the nominal deposit rate of interest and the expécted rate of 1hf1at{on were-?
specified separately in order to distinﬁuish bgiweensthe positive influence
of nominal 1n£erest ratesrand the negative influence of the expected rate
of inflation. ‘Greater insight ‘into the comﬁiementary policies of Tiberal-
ization of nominal ﬁnterest rateé and commodity price stability or restraint

is possible when the two variables are separately identified.



-The regression coefficients in-the money demand equation are all
statistica11yfsignificaet at the 5 per cent Tevel or better, and the equatﬁon
1s-free of serial correlation, The signs of the coefficiénts-éorrespond with
theoretical predictions:,in particu]ag,the-demand for real money balances
respondS'positjve1y to the nominal rate of interest and nedatively to the
expected rate of{inf]ationq However, the computed interest rate and

inflation rate elasticities are decidedly. weak (0.193 andﬂéOJ41 respectively).

Although the domestic saving ratio equation is not free of serial
correlation, the regression coefficients of the income growth rate, 'and the expectec
Vinf]ation rate are statistiecally significant at-fhe one per cent level, The eo-
efficient of the interest rate vartable is significant at the  10. per_cent Tevel,
and.fs signed ee;;;ery to theoreficaT.expectatidne, suéaeeting'%Hegmfﬂe"regiﬁe”*ﬁaf
-of Tow nominal interest rates depressed the savings'ratio; It is also
intereéting to note that,theeinclusion of the ?oreign'savings variable

yields results that confirm a negative association with the domestic

savings ratio in the Jamaican economy.

- The resuite-for'the investment ratio equation-are also interesting.
The coefficients for fncome growth, inflation, and foreigh savings are
statistica11y-signfficant and correctly signed, The-eoefficﬁent‘ferrthe.
nominal interest rate varfab?e is once more significant at the 10 per cent_
tevel, and is negatively signed. Thus 1t appears that the investment rate.
responds positively to the rate of growth of GDP, the expected rate of in-

flation, and the ratio of foreign savings to'GDP; but respohds negatiﬁe]y
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to the nominal interest rate on,bénk deposits. - A further. feature of the
statistfca] results is the statistical insignif{cance of the re1a£ionsh1p
between the investment ratio and the credit ratio, This result implies that
monetary"sector credit has no retationship to-investment expenditures; a
finding that is hot~a]t6gether surprising, given the predeTiptionudf cor-

pofate enterprises to utilise bank credft primarily for working capital.

Finally, one notes the Statistﬁca11y significant and strong

relationship betwéen.the financia1 deepening . indicatorS'(rD and P®) and the

actual growth rate of GDP,. In each case, the coefficient. is statistically .

significant at the 5 per cent level, is correctly signed, and generates a
sizeable response g]éSticity. The interest rate elasticity is 3.154; while
the inflation elasticity is -3.051. These two estimatesfimply-that domestic

nominal interest rates on bank deposits,
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CONCLUSTONS

This paper‘has examined the financial deepening thesis in an
economy which has experienced alternating periods of economic gfowth and
economic. recession. - It has been shown that conSidéfdb1e financTaJ.deebening
roccukred during the.period'ofrrapid rea1-ecqﬁomiC‘growth and moderate price :
inflation, but the process of financial deepening was arrested or keversed

in some significant respects-during_the economic recession,

Econometric tests for the existence of a strong positive relationship
running from financfaT_deepening to domestic savings, investment, and.growth
leads to the following conclusions. First,.interést,rate and inflation effects

con’ financial agset aqcUmu1atioh-have.been weak, Income growth is the major
-inf1uence-o;”E;ziHémand for broad hdﬁéfaryrassets;,‘Thé income éié;%?&fty |

is positive and strong.. Second, nominal intergst rates haQe not encouraged
either real dqmestic saviﬁgs or real capita15f0rmat16n; VOn the other hand,
inf]ationary_ekpectations appear to. have induced higher ratios of savings

and 1nvestment-fq ngSs domestic product, _Third,~moﬁetary sector credit

bore no relationship-to the investment ratibl This ]attér résﬁ1f reflects
thelpontinued traditioh_of commékéia1 bank financing.of workinglcap1£a1“.,
primarily. tlost important,*ft also 1s a reflection of the governmenf‘s

large ana growing absorption of'monefary sector credit for the maintenance |

of public consumption expenditures, Finally, despite tﬁe wéék_or;theoretica11y'
unexpected influences estabiisﬁed for nominal interest rates and the expected’

rate of inflation in the structural equations for money demand, domestic

savings, and investment, those financial deepening variables do turn out
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to have strong and theoretically consistent effects on the economic
growth rate. This latter result implies that a more fully elaborated
model should be-employed for investigating the role of financial

deepening in.economic growth in this kind of econamy ..
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NOTES

* It is a pleasure to acknowledge the valuable assistance of
James Croal at Simon.Fraser University with- the econometric section
of this paper. . :

1. . The.seminal writings are by McKinnon (1973,1974) and Shaw (1973),
~ but important contributions have been made by Galbis (1977,1979),
Fry (1978,1982)., Kapur (1967), Mathieson (1980), and Vogel and -
Buser (1976). : : '

2. For a survey of the literature, see Fry (1982) .

3. Dacey (1975) and Leff and Sato (1980) provide recent evidence
- on these: retationships, :

4, In LDCs, it is reasonable to.assume that credit for working
' capital is complementary to credit for fixed investment.
so that the coefficient of the total credit variable will
be positively signed, ‘
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