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A& Raising Well-being in Poor Countries: Will Economic Growth do the
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Richard A. Easterlin, University of Southern California
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@] Session: Economics and Financial Development

1. “What causes the Slowdown of Korea’s Economic Growth Trend after the
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2. "Toward a Search-Theoretic Approach of Modern Economic Development,
Financial Deepening, and Urbanization: A Cross-Country Perspective",

Tetsuya Saito(Lehigh University)
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3. "Financial Development and Investment in Korea", Young-Jin Ro, In-chul

Kim, Jin Woong Kim(Korea Institute for Industrial Economics & Trade)

Financial Development and

Investment in Korea

WEAI Conference, 2012
Young-Jlin Ro, In-Chul Kim, Jin Woong Kim

Koarez Institute for Industral fconomics & TFade
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Motivation

= The impact of financial sector in real economy
has been amplified.
- In academic research, there has a number of
evidence that support the positive effect of
financial development on real economy.
- King and Levine(1993), Levine and Zervos(1996),
Lewvine, Loyza, Beck(Z2000), Levine(2005), and etc.
- Also, 2008 Financial Crisis in U.S could be most
recent example.

- Itimplies that the role financial development
should be carefully examined.

Research Question

1. Could Financial Development affect the
real economy by easing firm’'s financial
restriction in Korea?

- Specific Country WS Cross Country Analysis
- Inwvestment Channel

2. Would financial crises affect the link
between financial development and
investment?

- Two Financial Crisis experience in Korea



Financial Development &
Investment (1)

+ Firm's Financing Source
- Internal Financing

- External Financing
- Direct Financing & Indirsct Financing

« Gilchrist & Himmelberg({1998)

- In existence of perfect capital market, external financing
would be perfect substitute for internal financing

= the effect of internal financing on firm's investment
decision would not be significant.

« In real, we face "Imperfect Capital Market:
- Firms are financially constrained.
- Internal financing affects firm's investment decision.

Financial Development &
Investment (2)

- The Role of Financial development an
Investment

- increase firm’'s access to the external financing
- reduce the degree of firm’s financial constraint.

= In sum, financial development would
2 broaden external funding market
= reduce firm’'s financial restriction

—= provide a positive effect on investment &t real
eConomy.

Data

» Korean Firm level data
- Unbalanced panel data, from KIS VWalue III
- Annual data between 1994-2011
- Include all listed firms except financial sector

- 1522 firms
Manufacturing(1042), non-manufacturing (&20),
Large size compamy796), SMEs(7Z6)
- Outlier has been excluded based on previous studies.

« Measure for Financial Development
- Fimancial Development Index

(bank lending + stock market capitalization + corporate bond}
S GDP



Data: Descriptive Statistics

O S 77 S S N =T
All Mean 0.041 1.040 0.609
s.D 0.045 0.619 0.400

Manufacturing Mean 0.044 1.006 0.653
sS.D 0.046 0.503 0.404

Mon- Miean 0.033 1116 0512
Manufacturing S.D 0.044 0.816 0.375
Large Size Miean 0.043 1.056 0.611
S.D 0.095 0,646 0.398

SMEs Mean 0.038 1.020 0.607
A 0.046 0.584 0.403

Data: Financial Development Index
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Methodology

= Dynamic Panel GNMIM
- Arellano and Bond(1991)

= InstrumentVariable
- lags of explanatory wvariables for t-1 and t-
2

- the null hypothesis of valid GMM
specification is rejected in Sargan test, yet
cannot reject it with Hansen test.



Empirical Results: All Sample

Period
Basic By Industry By Firm Size
Model
All Firmns Manufactur Mon- Large Size SMEs
ing manufactur
ing
(IAR(E1) 024+ o.25*% .20+ 0.25* 0.22%
(0.00) (0.0} [0.00) [0.00) [0.00)
[S/SK) 0.0g 5> Q.07+ 0.01 0.03** 0.03
(0.01) (000 (0.51) [0.03) [0.24)
[CFAK) 0.09* 0.05* o.20* oo 0.10*
{0000 (0.00) (0.0 {000 (0.0
[CESFD -0.05%* -0L03* -3 2* -0.05* -0.04*
{000y (0.00) {0000 (0000 (0.0
Obs 15061 10407 4254 S607 G454
Hansen .14 o.14 014 .14 014

Test

Empirical Results: All Sample
Period

1. Korean Investment has a dynamic pattern.

Korea firms are subject to imperfect
financial market.

3. Financial development does reduce firms’
financial constraints.

4. However, it has an asymmetric effect
depends on industry and firm size.

- more favorable to non-manufacturing &
Large size firms.

N

Extension of Model: Using
Financial Crisis Dummy

« Korea: two financial crisis(1997, 2008)

- extend model with financial crisis
dummy.

- Dum(pericod)=1 if 97, 28, 92, 00, 08, 09,
10, 11

() ot o), ) (Bl



Extension of Model:
Financial Crisis Dummy

All Firmns

Using

Basic By Industry By Firm Size
Model

(LAEJ(E=1) 023+
(000

(SSKD 0.06*
(0.0

(CFD 009
(000

[(CF/OFD -0.04
(0.00)

[CESD*FD* 0.00F =

D-crisis {0.02)
Cbs 15061

Hansen Test 0.14

Extension of Model:
Financial Crisis Dummy

Manufactur Mon- Large Size
ing manufactur
ing
A n* 020* B AP 0.22%
[0.00) (000 (0.00) (0.0
0.08* 0.0z 003+ 0.03
(000 (0.36) (0.03) (0.19)
0.06* 0.20* 0.09* 0.11*
{000 (0007 (0.0 {000
-0L02* -0.13* -0.05* -0L03*
(0.00) (0.00) (0.00) (0.01)
0,004 0.006 0001 D.009*x*
[(0.19) [0.47) [0.68) {0.021)
10407 4654 BE06 8455
0.14 0.14 0.14 0.14
Using

1. Even in financial crisis, financial
develocpment does reduce firm’s financial

restriction.

2. Howevwver, the effect of financial
development is weakened when we used
all sample and only SMEs.

3. It implies that financial crisis deteriorates

the effect of financial development in
general, and also especially for SMEs.

Conclusion & Policy Implication

1. We focused on a "specific country model” &

investment channel of FD in Korea.

2. Usin
that

firm level data from 1994 to 2011, we found
D affects firm’'s investment by reducmg the
firm's financial constraints.

In Korea, it is also found that financial crisis could
deteriorate the effect of FD.

4. The effect of FD is asymmetric depends on industry

or firm size.

Policy Implication:

- should decrease information asymmetric of SMEs
in funding market.

- should focus on 5MEs’ financing status especially

during the financial crisis.
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O WAL Jens Christensen(Federal Reserve Bank in San Francisco)
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