
A Study on Causal Relationship between Financial system 
and Economic Development in Indian Context 

 
By: Dr. Shaveta Sachdeva1, Ms. Shagun Chahal2 

1. (Faculty of Behavioural and Social Sciences, Manav Rachna International University, India) 
2. (Faculty of Commerce and Management, SGT University, India) 

  
ABSTRACT 
To imagine the world without finance is impossible. It is the soul of the economic activities. And financial 
system is the system that regulates the flow of funds from lenders to borrowers to encourage investments and 
savings. This leads to economic development of the nation, and economic development is the way to sustain in 
the competitive environment to maintain a proper standard of living in the nation. The paper  explores the 
direction of causality between economic development and financial system growth in the Indian context. As the 
financial system of a country usually helps in developing its economic system by bridging the gap and proving a 
connection in between the surplus and deficit units of the economy. The paper is secondary based and analytical 
in nature. 
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INTRODUCTION 
Indian financial system, comprises of banks that plays the main role as financial intermediaries and called the 
bank-based financial system, while the financial system with more developed financial market and called the 
market-based financial system. It is instituted that lenders of funds households and firms can supply funds to the 
ultimate borrowers like firms, governments and households in two ways: the first is through financial markets 
and the second is financial intermediaries i.e. banks and institutions.   
 
It is stated that economic development and the structure of factor endowments in a country is the most 
fundamental force determining its optimal financial structure and there is a specific financial structure that is 
optimal for a country at a specific stage of economic development. The question here arises that, what 
structure of financial system is optimal for country’s economic development, however, the answer is not 
straightforward. 
 
Arestis et al. (2004) argue that the relationship between financial structure and economic development can be 
examined on the basis of competing theories of financial structure. According to Arestis et al. (2004) research 
results, market-based financial system reduce inefficiencies associated with banks and enhance economic 
development better than bank-based financial system. 
 
Arestis et al. (2004), Beck (2011) also note that the structure of financial system changes in different stages of 
economic development and countries become more market-based alongside with higher economic development. 
The aim of the paper is to investigate the empirical link between the structure of financial system and economic 
development, based on Savings accumulated (S) and Investments (I ). Financial Markets channel household 
savings to the corporate sector and allocate investment funds among firms and also they allow inter temporal 
suave of consumption by households and expenditures by firms; and they enable households and firms to share 
risks. These functions are common to the financial systems of most developed economies. Taking about the 
financial system related to developing countries they are those organs by which economy progress rapidly and 
also provides for better development of the nationals as well as the nation. While there is a disagreement on 
which type of financial system can better promote economic development in the scientific literature, the further 
research on this topic is required. The investigation of relation between the structure of financial system and 
economic development is also important from public policy makers’ perspective. 
 
 
LITERATURE REVIEW 
Luintel et al. (2008) found that financial structure matters for output levels and economic growth. According to 
Cull et al. (2013), this phenomenon can be explained by the fact that economic development increases the 
demand for the services provided by securities markets relative to services provided by banks. Sahoo (2013) 
cointegration analysis results show that both the bank-based and market-based indicators have positive impact 

on economic development. However, Maksimovic et al. (2000) state that neither market-based nor bank-based 
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financial systems matter for economic development. The development of financial markets occurs in its true 
sense only if they are well-integrated, for it is only then that the  monetary policy impulses are effectively 

transmitted to the entire economy (Mohan, 2007). In an integrated financial market system ,the central bank‘s 
short-term policy rate changes would be transmitted to the market rates (short-term as well as long-term), money 

market, bond market ,and credit market. 

 
FINANCIAL MARKETS AND ECONOMY  
 
The empirically noticeable correspondence between the development of the financial markets and that of the 
real economy comes as no surprise. Financial markets are important because they are closely linked to every 
other market and every individual in the economy. The importance of financial markets therefore lies in their 
association with all our spending decisions, both in our individual lives and in the business world. 
 
In the financial system funds flow from those who have surplus funds to those who have a shortage of funds, 
either by direct, market-based financing or by indirect, bank-based finance. The former British Prime Minister 
William Gladstone expressed the importance of finance for the economy in 1858 as follows: "Finance is, as it 
were, the stomach of the country, from which all the other organs take their tone." 

According to cross-country comparisons, various country studies as well as industry and firm level investigates, 
a positive link exists between the erudition of the financial system and economic growth. While some gaps 
remain, thus it could be said that, the financial system is vitally linked to economic performance. Nevertheless, 
economists still hold conflicting views regarding the underlying mechanisms that explain the positive relation 
between the degree of development of the financial system and economic development. 

 

It is seen that economic development generate demands for certain financial arrangements , and these demands 

are being responded by the financial system, this is based on the Jaon Robertson declaration in 1952 “ Where 

enterprise leads, finance follows”. They took in consideration the question of what is the optimal financial 

system. A well bloomed financial system must increase the efficiency of financing decisions, so that optimum 

utilization of resources can take place which will lead to economic growth. It is believed that an optimal 

financial system needs to integrate the elements of direct market and indirect bank based finance. If a nation 

wants to grow, the economy needs to be restructured time and again, for which financial system is important 

redistricting the capital. The trends show that swiftly growing sectors grab the major share of investment in the 

countries with well bloomed financial system. For emergence and growth, equity is imperative. The country’s 

long- term growth with structural change in future can be achieved by today’s innovative technological firms. In 

current scenario the international competition is thriving, technology is advancing so to stand strong in this 

situation contribution of financial markets in necessary. 

The economic development of the country is dependent on its financial system -- its banks, stock markets, 
insurance sector, pension funds and a government-run central bank with authority, or at least influence, over 
currency and interest rates. The Indian economy consists of two kind of economic structures encompasses the 
financial markets; those are Savings and Borrowing Structure. The savings and borrowing structure converge to 
build up capital in the country, which in turn leads to economic growth and development.  
 
Existence of optimal combination of risk and return may lead to more savings and higher economic growth. 
Wicksell (1935) identified this important role of financial intermediaries and stated that financial intermediaries 
and markets are means of coordinating savings of households and investments of firms. In this way, financial 
development enhances economic growth and development. Eventually, savings may actually be lower when 
investors prefer present consumption over future consumption. Also, reduction in investors‟ risk exposure due 
to holdings of diversified portfolio may on one hand induce them to invest in high risk, high return security and 
might instigate them on the other hand to lower pre-cautionary savings level (Theil, 2001).  
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FINANCIAL MARKETS AND ECONOMIC DEVELOPMENT: AN INITIAL APPROACH 
TO THE TOPIC BASED ON SAVING AND INVESTMENT APPROACH 

Carrying out a flow-of-funds analysis is perhaps the easiest way of highlighting this close interlinkage of 
financial and real activity. Such an analysis theorizes that for each economic agent, i.e. at the level of individual 
economic units (micro level= at the disaggregated level), the savings accumulated in a given period, in other 
words the increase in net worth, are equal to the sum of investment, i.e. the increase in real capital, plus the 
increase in financial assets.  
 
The term FS Micro or, as the case may be, ∆FA Micro may be either positive or negative depending on whether 
the economic agent in question shows a financial surplus or deficit during the relevant period. 
 

(1) S = I + FS 
 
Where,  
S= Savings = ∆ net worth 
I = investment = ∆ real capital   
FS = financial surplus, if SMicro>IMicro, and financial deficit, if IMicro>SMicro, 

 
OR 

     (1a) S = I +∆FA  
 
Where,  
S= Savings = ∆ net worth 
I = investment = ∆ real capital   
FS = ∆ FA, where FA = financial asset  
 
Using equation (1), the central function and central characteristic of financial markets can be 
illuminated: Financial markets perform one primary function, namely, that of intertemporal and 
interpersonal resource transfer, 
 
- have the attribute of being monetary markets, i.e. the transactions on financial markets involve claims 
to the future payment of money, financial as opposed to real assets. 
 
 Due to the fact that financial markets have the attribute of organising an interpersonal resource 
transfer, precisely this attribute recedes from view if the focus shifts to the level of the economy as a 
whole. Given that an economic agent or a group of economic agents - e.g. all private households or 
firms - can only show a financial surplus (or incur a financial deficit) if at least one other economic 
agent or group of economic agents has incurred an equal financial deficit (or accumulated an equal 
financial surplus), at the aggregate level the following applies:  
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(2) ∑FS = ∑∆FA  = ∑ FA = 0  

 
Equation (2) contains the well-known condition that the sum of all financial balances, and thus the total 
net monetary assets of all economic agents in an economy, must work out to zero.  

 
Accordingly, aggregate savings are equal to aggregate investment, as is specified in equation (3): 
 

(3) S = I 
 
Thus, the preceding discussion may be summed up as follows: - Financial balances, stocks of monetary assets 
and changes in these quantities are the indicator of an interpersonal resource transfer on a micro level.  
 
For the individual economic agent, they represent an additional means of increasing net worth (S) or of 
financing real capital (I). Because the formation of real capital is the most important variable affecting economic 
development, and, as a result, equations (1) - (3) underscore the close relationship between financial markets 
and economic development.  

 

MCKINNON AND SHAW: NEW DEVELOPMENT FINANCE  

Today, it is widely recognized that the development of the financial market is considered crucial to national 
economic growth as it: (a) provides an additional channel for encouraging and mobilising domestic savings; (b) 
ensures improvements in the productivity of investment through allocation of capital/resources; and (c) 
increases managerial discipline through the market for corporate control. The financial market positively 
influences national savings, allocation of capital/resources, financing funds and incentives for corporates, and 
finally paves the way to economic development. The financial market plays very important role in the process of 
economic development and has the causal influence on economic growth. That is,careful creation of financial 
institutions and markets increases the supply of financial services.The capital market increases savings, and 
allocates them to more productive investments. Thereby financial market development can stimulate economic 
growth. This is known as ‘supply leading’hypothesis. For example, findings in McKinnon (1973), Shaw (1973), 
and King and Levine (1993a, 1993b) support this hypothesis. 
 
Accordingly, the modern theoretical explanation of the relationship between financial-market development and 
economic development begins with McKinnon and Shaw. This breakthrough was possible because, particularly 
in developing countries, macroeconomic management was associated to an increasing degree with higher 
inflation rates and declining economic growth. This led to a re-evaluation of the regulatory regimes which had 
governed the activities of the financial markets in both the industrial and the developing countries since the 
beginning of the post-war period. They were no longer seen as a protective shield for a macro policy geared to 
promoting economic growth, full employment and price stability, but rather as an instrument for the repression 
of financial markets which impeded the formation of real capital.  

In addition, McKinnon and Shaw provide a theoretical framework within which growth effects of financial-
system development can be derived. Their point of departure is a critique of monetary growth theory which 
postulates that a rise in real balances (M/P), i.e. an increasing level of monetisation in an economy, is 
accompanied by a declining rate of economic growth. The reason for arriving at this conclusion is that real 
balances represent an asset, the acquisition of which serves, at both the micro and the macro level, as a 
substitute for the acquisition of real capital.  

Every economic agent will, when making its investment or saving decision, compare the return on real capital, 
which is determined by marginal productivity, with the return on real balances, which consists of the nominal 
interest rate, which for cash is set equal to zero, a non-pecuniary marginal return due to the ”convenience” 
associated with holding money, and the rate of inflation or, as the case may be, deflation.  

If the return on real balances rises, economic agents will increase their demand for money. This implies that:  

(a) Real income increases by the amount of the increase in real balances; this in turn means that for a given 

savings rate (s = S/Y) the rate of accumulation of real capital increases (income effect). 
(b) Some savings are not used to accumulate real capital, because they are utilised to build up real balances 

(substitution effect).  
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Because with a savings rate of s < 1 the substitution effect must always be greater than the income effect, the net 
effect of an increase in demand for real balances is to decrease the level of investment and thus of the 
equilibrium growth rate. Accordingly, the theory provides a rationale for an inflationary macro policy and a 
repressive policy for the financial markets because any decreament in the return on real balances will have 
positive impact on investment and growth. 

According to Mckinnon, the validity of the policy recommendation depends on the idea that in the economy 

there is a uniform market for real capital. The economic agents can invest surplus or borrow the funds at a 
uniform interest rate in this market. It supports them to accumulate savings and undertake investments. 
Mckinnon calls them ’fragmented economies’ because they cannot exist in underdeveloped economies. It is seen 

that in a fragmented economy,  the substitution relationship between real capital and real balances which is 
assumed  in monetary neo-classical growth theory, is for all practical purposes replaced by a relationship of 

complementarity between the two types of assets. Accordingly, an increasing degree of monetisation is tagged 
along with not by the lower, but by the higher growth rates. That is how , two apart stages in the development of 
an economy can be distinguished: first, that of monetisation, which is followed by the development of financial 

markets. 

 

CONCLUSION 

One of the most continuing debates in economics is whether financial market growth causes economic 
development or whether it is a consequence of increased economic activity. The present study explores the 

direction of causality between economic development and financial system growth in the Indian context. The 
financial system of a country usually helps in developing its economic system by viaduct the gap and proving a 
connection in between the surplus and deficit units of the economy. Financial institutions can be able to 

channelize the funds in a more organized and productive ways, in same reference the savings and investment 
promotes for economic development. Further it  is recommended that the government should lay emphasis 

on  the development of the financial market through relaxing laws and of listing requirements for investors so as 
to encourage more market participants on the stock exchange and thus increases competition and quality of 

securities investments resulting in a significant influence on economic growth of the country. 
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