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Abstract: 
The finance-growth relationship is firmly entrenched in the empirical literature. 
I start with an explanation of how this came to be.  I will then present some 
challenges to the consensus as presented in my forthcoming paper with Peter 
L. Rousseau (“What is happening to the impact of financial deepening on 
economic growth?”).  I will then look at some of the problems with the 
standard tests and suggest that a more case based approach should be 
investigated.  Finally, I will describe my current work on identifying episodes of 
financial deepening and the evidence on what happens as a consequence of 
such episodes.  
Rousseau and Wachtel show that the relationship is not as strong in more 
recent data as it was in the original studies with data for the period from 1960 
to 1989.  We consider several explanations.  We find that the incidence of 
financial crises is related to the dampening of the effect of financial deepening 
on growth.   Excessive financial deepening or too rapid growth of credit may 
have led to both inflation and weakened banking systems which in turn gave 
rise to growth-inhibiting financial crises.  Excessive financial deepening may 
also be a result of widespread financial liberalizations in the late 1980s and 
early 1990s in countries that lacked the legal or regulatory infrastructure to 
exploit financial development successfully. However, we find little indication 
that liberalizations played an important direct in reducing the effect of finance.  
Similarly, there is little evidence that the growth of equity markets in recent 
years has substituted for debt financing and led to a reduced role of financial 
deepening on growth. 
 


