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growth, and yet the channels through which FD affects growth are not well understood. Using a
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1. Introduction

Following the seminal contributions of King and Levine (1993a, b) and Levine (1997), a
number of studies have investigated the role of financial development (henceforth FD) in enhancing
economic growth (see, e.g., Arestis and Demetriades, 1996; Demetriades and Hussein, 1996; Rajan
and Zingales, 1998; Levine et al., 2000; Claessens and Laeven, 2003; Beck and Levine, 2004;
Guiso et al., 2004; Aghion et al., 2005; Arcand et al., 2012; Henderson et al., 2012). Common to
almost all cross-sectional or panel studies that examine the effects of FD on growth is that growth is
regressed directly on indicators of FD without paying attention to the channels through which FD
influences growth, as stressed by Levine (2005). Very few studies such as King and Levine (1993a),
Beck et al. (2000) and Benhabib and Spiegel (2000), have examined capital accumulation, savings
and total factor productivity as potential channels through which FD influences growth.

This paper constructs a unique macroeconomic dataset for 21 OECD countries over the
period 1870-2009 and tests ideas production, savings, investment, and secondary and tertiary
education as channels through which FD transmits to growth. Considering the transmission
channels beyond the investment and saving ones may shed some light on two paradoxes in the FD
literature. First, the nexus between FD or financial liberalization and investment/saving has been
disputed both theoretically and empirically (see, e.g., Bayoumi, 1993; Jappelli and Pagano, 1994;
Bandiera et al., 2000; Beck et al., 2000). Second, FD must influence growth through channels other
than just the traditional savings-investment ones since investment does not have permanent growth
effects unless there are constant or increasing returns to fixed capital stock and several studies have
found that the FD has permanent productivity growth effects (see, e.g., Ang, 2011; Ang and
Madsen, 2012). Since constant returns to capital stock are highly unlikely, there must be constant
returns to knowledge in the ideas production function for FD to have permanent productivity
growth effects. Thus, an essential channel of transmission of FD to economic growth must be
through ideas production, as echoed in the theoretical literature on FD and growth, which
increasingly focuses on innovations as a crucial channel of transmission of FD to growth (see, e.g.,
Morales, 2003; Aghion et al., 2005; Buera et al., 2011).

This study extends previous research in a number of ways. First, it examines whether FD
influences growth through ideas production, savings, investment, and secondary and tertiary
education and gives special attention to the role of increasing returns as the precondition for FD to
have permanent growth effects. While the channels through which finance is linked to growth have
been examined in the literature, previous studies (e.g., King and Levine, 1993a, Beck et al., 2000
and Benhabib and Spiegel, 2000) have only examined the impact of FD on capital accumulation and
productivity without paying attention to channels that can create a permanent growth effect such as

ideas production.



Second, data on Tobin’s @, bank assets, private credit, monetary stock, stock market
capitalization, stock market volatility, R&D expenditure, innovations, hours worked, age
dependency rates, capital stock, and gross enrollment rates, among other variables, are constructed
over the period from 1870 to 2009. This unique dataset enables us to undertake a detailed
macroeconomic analysis of the transmission of FD to growth. Collecting data on FD prior to 1950
is a challenging task because these data were not routinely reported by statistical agencies, and
credit, deposits and bank assets are often disaggregated into credit provision of numerous types of
credit institutions. Moreover, the deflators implicit in credit, money, and bank asset aggregates are
often inconsistent with the GDP deflator during periods of high inflation, thus creating a structural
break in the indicator of FD, unless such inconsistency is corrected.

This study is one of the very few that uses long historical data for multiple countries to
investigate the economic implications of FD. Most multi-country studies typically cover a short
time span of 30 to 40 years.! The use of long data enables us to exploit the large historical variations
in the data for countries that have transformed from being financially underdeveloped in the 19"
century into being quite developed at the beginning of the 20" century, and for financial systems
that experienced increasing repression from the start of WW!1 to the end of WWII but enjoyed more
liberalized and open regimes in the post WWII period. In his seminal analysis, Gerschenkron (1962)
argues that a key condition for industrialization is the presence of a sufficiently developed financial
system and that countries that were the first to industrialize relied on banking capital. Furthermore,
in the absence of private capital, successful growth spurts could only occur if the government
became the principal source of finance (Sandberg, 1982). Our data include the years 1870-1913,
which is the crucial period of industrialization in the Western world (Gerschenkron, 1962).

Third, external instruments are used for FD to overcome the possibility that growth and FD
are both driven by other variables and guard against the possibility that, ”where enterprise leads,
finance follows” (Robinson, 1952). Following the influential papers of La Porta et al. (1997, 1998)
and Beck et al. (2003), legal origin has predominantly been used as the instrument for FD; however,
the time-invariance of this instrument renders it unsuitable for panel regressions and limits the
cross-country variations in the instrumented estimates. Furthermore, Rajan and Zingales (2003) find
that countries with English common law systems were not financially more developed than others
in 1913. They argue that a theory with a more variable factor is needed to explain both the time-
series variations as well as the cross-sectional differences in FD. Against this backdrop, we use

unionization and the share of agriculture in economy-wide GDP as instruments for FD. These

! An exception is Rousseau and Sylla (2003) who examine the nexus between growth in per capita income and financial
development employing data for 17 countries on a decadal basis over the period from 1850 to 1997 using the ratio of
broad money stock to GDP as a measure of FD. They find a robust correlation between FD and economic growth.



variables meet the criteria for being good instruments by satisfying the exclusion restrictions and
being significant determinants of FD, as elaborated in Section 4.

The rest of the paper is organized as follows. The macroeconomic framework is established
in the next section. The four channels of transmission and model specifications are presented in
Section 3. Section 4 discusses data, identification and estimation method. The estimation results are
presented in Section 5 and some robustness checks are undertaken in Section 6. Section 7 examines
the relative importance of these channels by providing a simulation exercise. The last section

concludes the paper.

2. Transmission Channels
This section briefly shows how FD influences innovations, savings, investment, and
schooling and under which conditions FD has temporary or permanent productivity growth effects.
Consider the following homogenous Cobb-Douglas production function:

Y = AK*H'™® = AK*(hL)*"¢, (1)
where Y is output, A is total factor productivity (TFP), K is capital stock, H is the total quantity of
human capital used to produce output, L is employment, h is human capital per worker, and « is
capital’s share of income.

Human capital is computed following the Mincerian approach:

h = exp(6 - sc) (2)

where 8 is the returns to education and sc is years of schooling (educational attainment).

The production function can be written as:
/(1-a)
Y _ gv/a-o) (K
~ =4 (5) h. 3)

Taking logs and differentiating Eq. (3) and using Eq. (2) yield the following income per worker
growth rate, gy ..

1
gv/L=1,947F ﬁgK/Y + A(6 - sc), (4)

where g, is the technology growth rate and gy v is the growth rate in the capital-output ratio.



Since the K-Y ratio is constant along the balanced growth path and educational attainment
cannot grow to infinity, Eq. (4) confirms the standard result in economic growth models that labor
productivity is driven entirely by technological progress in the steady state. From this it follows that
FD can only have potential permanent growth effects if it influences the rate of technological
progress. If FD is assumed to influence the savings-investment decision, as often stressed in the
literature, FD can only have temporary growth effects under the assumption of diminishing returns
to fixed capital.

Growth in technology is determined by the following ideas production function (Peretto,
1998; Dinopoulos and Thompson, 1998; Peretto and Smulders, 2002; Dinopoulos and Waldo, 2005;
Ha and Howitt, 2007; Ang and Madsen, 2011, Venturini, 20123, b):

gA=(§)=l(%)aA¢_1, 0<o<1 p<1 (5)

Q o LPin steady state,

where X is R&D researchers, Q is product variety, L is employment or population, 4 is a research
productivity parameter, o is a duplication parameter (O if all innovations are duplications and 1 if
there are no duplicating innovations), ¢ is returns to scale of knowledge, and £ is the coefficient of
product proliferation. The ratio X /Q is referred to as research intensity.

This ideas production function extends the first-generation models of knowledge production
function to allow for product proliferation and decreasing returns to knowledge stock, as
highlighted in the second-generation models of economic growth (see Aghion and Howitt, 1998,
2006; Peretto, 1998; Peretto and Smulders, 2002; Ha and Howitt, 2007). R&D expenditure is
divided by product variety following the Schumpeterian paradigm in which R&D spreads more
thinly across the variety of products as the economy grows. Since, in steady state, product variety is
growing at the same rate as population or the labor force, it follows that the growth rate, g,, cannot
increase in response to an increase in the number of researchers that keeps the number of
researchers in fixed proportion to the population.

Extending the knowledge production function to allow for the influence of FD yields:

94=A(3) FpmA*, ©

where FD is financial development and m is a positive constant. From Eg. (6) it follows that
research intensity and FD have only permanent growth effects if there are scale effects in ideas

production, i.e., ¢ = 1.



The simple framework presented here shows that FD can influence productivity growth
through the four principal channels considered in this paper. Temporary growth effects can be
expected from the investment and schooling channels, given that they transmit to output through the
production function under the assumption of diminishing returns to physical and human capital. FD
will have permanent growth effects, provided that it feeds through ideas production with scale

effects.

3. Model specifications
This section develops the empirical framework that is used to test for the influence of FD on
ideas production, savings, investment, and schooling, and the theories underlying each specific

transmission channel are discussed.

3.1 Knowledge production function

FD affects knowledge production due to the presence of asymmetric information in financial
markets, which hinders efficient allocation of financial resources and effective monitoring of
investment projects. Morales (2003) argues that FD increases research productivity by mitigating
the problems of moral hazard and demonstrates that FD improves the monitoring technology of
financial intermediaries and, thereby, forces researchers to exert a higher level of effort.
Furthermore, Gorodnichenko and Schnitzer (2013) argue that a firm’s decision to invest in R&D is
sensitive to financial frictions that can prevent the firm from adopting better technologies. They
show that the larger the cost of external finance, the more sensitive are innovations to negative
liquidity shocks.

Aghion et al. (2005) demonstrate that a developed financial system facilitates the adoption
of new products or processes, leading to improvements in productive efficiency and increasing the
speed at which laggards catch up to the frontier. In their model, an innovator can avoid repaying
his/her creditors by hiding the outcomes of successful innovations. Assuming that the hiding costs
are positively related to the level of FD, innovative activity will be constrained for a financially
underdeveloped country. In a similar vein, Buera et al. (2011) show that financial
underdevelopment distorts the allocation of capital among incumbents and potential innovative
entrants by delaying the entry of productive but financially poor individuals, whereas incompetent,
but rich, entrepreneurs remain in business. As a result, talented but poor individuals are prevented
from doing business until they can self-finance the capital needed for a profitable operation.

Taking logs of Eg. (6) and extending it to allow for international knowledge spillover effects

yields the following stochastic specification of knowledge production:



AP = ay + a;In(R/Y)E. + a,InDTF;, + az(R/Y)Y. - InDTF;, + a,InAb,
+as[(M/Y™); - In(Pat/L)5] + agInFD; + CD + TD + ey, (7)

where the superscripts D and F refer to domestic and foreign, respectively; AP is measured by the
number of patents filed by domestic residents; (R/Y)? is domestic research intensity, measured as
the ratio of nominal R&D expenditure to nominal GDP; DTF is distance to the frontier, measured
as the ratio of TFP in the US to country i; M is nominal imports of goods; Y™ is nominal income;
(Pat/L)F is research intensity spillovers through imports; FD is an indicator of financial
development; CD is country dummies; TD is time dummies; and e is a stochastic error term. The
model, as well as all the other empirical specifications presented below, is estimated in five-year
differences to filter cyclical influences out.

International knowledge spillovers influence knowledge production through the channel of
imports following Coe and Helpman (1995) and through the interaction between distance to the
frontier and research intensity. According to them, productivity is an increasing function of the
knowledge embodied in imported products. This line of reasoning suggests that the productivity of
domestic innovators is a positive function of R&D intensity in the countries from which they
import. The interaction between distance to the frontier and research intensity is included in the
model to allow for the possibility that researchers can tap into the world stock of knowledge,
following the model of Howitt (2000). Accordingly, the higher is the research intensity, the more

capable is a country of adapting and improving on the technology that is developed at the frontier.

3.2 Savings

As has been stressed for a long time in the literature on FD, savings may be curbed by
financial underdevelopment, in that poor enforcement of financial contracts increases the spread
between borrowing and lending rates and, consequently, depresses the domestic rate of return to
savers. In the classical contributions of McKinnon (1973) and Shaw (1973), it is argued that FD is
associated with greater mobilization of savings and more efficient allocation of resources. As
elaborated in the literature survey of Levine (1997) and Ang (2008), savings from households may
be insufficient to fully fund potential borrowers. Financial systems perform a key task of mobilizing
savings by pooling the savings of diverse households and making this aggregate fund available for
lending. Hence, as financial systems expand, more deposits will be attracted from savers, and more
funds will be available for investment.

Additionally, savers in economies that have underdeveloped financial markets do not have
access to good investment opportunities, such as pension schemes and investment in domestic and

foreign stocks, but rather they have to rely on bank deposits with ordinary banks or small-holding
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money lenders in which interest, often per government regulation, is low or even zero. Finally,
complicated, time consuming and expensive legal procedures are required for lenders to recoup
their investment in financially backward markets when debtors default, thus dampening savings
(\Valderrama, 2008). A sophisticated financial system can also potentially enhance savings because
it provides opportunities for investing in assets with the highest returns and, more importantly, it
provides a safeguard against the confiscation of assets, noting that underdeveloped financial
markets often operate under legal systems in which financial contracts are poorly enforced
(\Valderrama, 2008).

Another way that FD enhances savings and innovations simultaneously is by boosting
collaboration between domestic and foreign entrepreneurs. In the growth model developed by
Aghion et al. (2009), catching up to the technology frontier by the laggards depends on the
technical collaboration between foreign investors, who are familiar with frontier technology, and
domestic entrepreneurs, who are familiar with the local conditions to which the technology must be
adapted. Domestic saving is influential for the adoption of frontier technology because it allows the
domestic entrepreneur to take a stake in the joint project and, therefore, mitigates the agency
problems that would otherwise discourage the foreign investor. Thus, FD also has the potential to
stimulate innovative production or knowledge creation through domestic savings, as the provision
of domestic funds encourages this cooperative joint venture through reduced agency problems.

The relationship between savings and FD, however, is not unambiguously positive. If
financial liberalization is assumed to enhance savings through increasing the rate of interest on
them, the long-term effects of FD depend on the interest rate elasticity of savings — a channel that
has received only limited empirical support (for discussion, see Bandiera et al., 2000). Furthermore,
if FD is associated with the emergence of speculative bubbles in asset markets it may have some
adverse effects on savings (Bandiera et al., 2000). The reduced private savings in the decade
leading up to the Global Financial Crisis and the associated increase in credit provision is certainly
a reminder of the potential negative saving effects of FD, although it is difficult to disentangle these
effects from the influence of the housing price run-up on savings and the provision of credit.

Finally, savings should not be considered as a channel that is separate from the other three
channels of transmission, but rather as one that promotes investment in fixed capital stock,
schooling and R&D. An increasing savings rate simultaneously lowers the required returns, which,
in turn, increases the discounted returns to investment in fixed capital and R&D. Furthermore,
savings may also positively influence the decision to attend school since they enable parents to
finance their children’s education.

The following standard savings function augmented with FD is estimated (e.g., Liu and
Woo, 1994):

10



Sit = Yo t Y149€ir + VaTie + v3Alny,, + y4nFD; + CD +TD + ey, (8)

V1<0,V2§0,V3§0,V4>0,

where A is the five-year first-difference operator, s is the savings rate (private savings to income
ratio), r is the real interest rate, y is real per capita income, and Age is the age dependency ratio
computed as the fraction of the population outside working age (the working age population at time
t is the population in the age cohort j + 15 to 64, where j is number of years the average person at
time t is in the educational system beyond the age of 15). The savings rate is not in logs because it is
occasionally negative. Details on the computation of age dependency rates are given in the Data
Appendix.

Savings may either be a positive or a negative function of productivity growth. The
permanent income hypothesis assumes a negative effect of growth on savings, given that higher
expected growth enhances permanent income and, therefore, leads to increases in the propensity to
consume out of current income. However, the model of Carroll et al. (2000) predicts that the
propensity to consume is a declining function of income growth due to habit persistence in
consumption. The age dependency rate is expected to impact negatively on consumption, following
the life-cycle hypothesis. Finally, the coefficient of the real interest rate can be positive or negative,

depending on the trade-off between intertemporal substitution and wealth effects in consumption.

3.3 Investment

One of the key functions of a financial system, as identified in the survey article of Levine
(1997), is its role in enabling resource allocation efficiency. With the ability to evaluate investment
projects, financial intermediaries allow entrepreneurs to expand their businesses by borrowing at
lower rates and on easier terms. Financial intermediaries evaluate different investment opportunities
by assessing the associated risks so that funds are channeled to the most promising projects. This
leads to an improved quality of investments, which can have positive productivity effects.

Investment may also be positively related to FD when a large fraction of the fixed
investment of existing firms is financed externally and when the entrance of new and innovative
firms depends on external finance. There is a substantial theoretical literature proposing that market
imperfections, such as moral hazard and asymmetric information, lower investment because
investors are constrained by the availability of credit (e.g., Stiglitz and Weiss, 1981). Consequently,
FD will reduce the extent of credit rationing because it mitigates moral hazard and asymmetric
information problems, as shown in the model of Aghion et al. (2005). Asymmetric information

may, to some extent, explain why new and innovative firms with a small capital base find it
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particularly difficult, if not impossible, to obtain loans in underdeveloped financial markets
(Lingelbach et al., 2005). Conversely, FD may harm investment if it renders it easier to obtain
consumer loans leading to a disproportionately high fraction of the credit flow being allocated to
this area (Jappelli and Pagano, 1994). Since our credit data do not distinguish between different
types of credit we cannot test this hypothesis.

To test for the influence of FD on non-residential investment the following Tobin's g model,
in which the firm optimizes the discounted profit under credit constraints, is estimated (see Madsen
and Carrington, 2012):

(5) =€ @-1-2, )

where A is the shadow value of loosening up the credit constraint by one unit under a credit
constrained regime, C is convex and symmetric adjustment costs (C'(0) = 0,C" > 0), q is the
shadow price of fixed capital stock, | is gross investment and K is capital stock.

From this model it is clear that loosening up the credit constraint lowers the benchmark level
of g at which investment is undertaken. Another channel through which FD influences fixed
investment is the ability of firms to raise capital in the stock market. Thus, investment at the
macroeconomic level may not be closely related to g in a standard Tobin’s q model because most
firms are not able to raise capital in the stock market, which is either reserved for large and
established corporations or does not exist at all in an underdeveloped financial market. Furthermore,
banks may not be able to provide lending for fixed investment because they are constrained by their
liabilities. As liabilities in an underdeveloped banking system are dominated by deposits, banks
cannot easily expand their lending base without experiencing an increase in deposits, which is often
dependent on the types of monetary policy implemented.

Log-linearizing Eq. (9) and allowing for the possibility that firms are demand constrained

due to nominal rigidities yield the following stochastic investment function:
In(I/K)i = Bo + B1lng;s + B2Alny; + B3InFDy + CD +TD + e3 4, (10)

where y is labor productivity (Y /L) growth. It is allowed for in the equation following Chirinko 's
(1993) conclusion, in his survey of the literature, that income growth is a very robust determinant of

investment.

3.4 Schooling
It is widely accepted in the literature that borrowing constraints lead to underinvestment in
human capital (Becker, 1960; Schultz, 1961; Keane and Wolpin, 2001). Financially constrained
12



students are deterred from investing in education because they lack sufficient financial resources to
pay for their living and school fees (Cartiglia, 1997; Lochner and Monge-Naranjo, 2012).
Furthermore, De Gregorio (1996) shows that the incentive to work when one is young is an
increasing function of the extent of credit constraints.

The following schooling model is estimated:

In GERLJ% = /10 + /11Lifeit + /121'” + /13Alnyit + /14lnFDit +CD+TD + €a4it (11)
x=S,T,

where GER is the gross enrollment rate and Life is the life expectancy at age 10. Specifically,
GERS is the fraction of the population in the 13-17 year age cohort enrolled in secondary education,
GERT is the fraction of the population in the 18-22 year age cohort enrolled in tertiary education.
Primary education is not considered here because it has been compulsory and its provision is almost
free for most of the period and for most of the countries considered in this study.

This specification follows the model of Bils and Klenow (2000) in which the optimal level
of schooling depends positively on the present value of the skill wage premium, which in turn
depends positively on expected productivity growth and life expectancy, but negatively on the real
interest rate. Importantly, schooling depends on life expectancy at the age at which the student
enters secondary and tertiary education and not life expectancy at birth because the discounted
returns from schooling are positively related to life expectancy at the age at which the decision for
secondary schooling is made.

Importantly, the dependent variable is not measured as educational attainment, which is
commonly used as a proxy for human capital in conventional growth regressions. Educational
attainment is constructed from gross enrollment rates at the time at which the working population
did their education and, as such, is determined at the time when the students enrolled in schools and
universities. Gross enrollment rates are used here instead of educational attainment since they

reflect schooling at the time when the schooling decision is made.

4. Estimation Method, Data and Identification Strategy
4.1 Estimation method

As noted above, the models are all estimated in five-year non-overlapping intervals and the
level data are annual averages within the five-year intervals. The data are pooled across countries to
gain efficiency and to allow for fixed time-effects. Fixed time and country effects are included in all

regressions including the first-stage regressions. Fixed country effect dummies are included in the
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regressions to cater for time-invariant unobserved heterogeneity, implying that the parameter
estimates are driven entirely by the within country variation of the data.

We estimate a panel generalized instrumental variables specification that accounts for the
contemporaneous patterns of correlation between the residuals (see Wooldridge, 2002 for an
exposition). That is, the covariance structure allows for conditional correlation between the
contemporaneous residuals for cross-section i and j, but restricts residuals in different periods to be

uncorrelated. Specifically, we assume that:

E(eigicl X)) = 0y
E(iseielX;) = 0

where s # t, o;; is the covariance of the disturbance terms across countries i and j, and ¢ is the

disturbance term. The White’s procedure is also employed to obtain standard errors which are

robust to cross-equation (contemporaneous) correlation and heteroskedasticity.

4.2 Data sources and construction of variables

The data span the period 1870-2009 for the following 21 OECD countries: Canada, the US,
Japan, Australia, New Zealand, Austria, Belgium, Denmark, Finland, France, Germany, Greece,
Ireland, Italy, the Netherlands, Norway, Portugal, Spain, Sweden, Switzerland, and the UK (the
sources are detailed in the Data Appendix).

Domestic stock of knowledge (4°) is computed using the perpetual inventory method for
patent applications with a depreciation rate of 15%. The economy-wide TFP data, which are used to
compute distance to the frontier, are based on the two-factor homogenous Cobb-Douglas production
technology with labor augmenting technological progress, ¥ = K*(AL)~%, where A is TFP. Thus,
TFP is computed as A = (Y/L)(Y/K)*/(1=®  where (1 — a) is estimated as the unweighted
average of labor’s income share in country i and the US. Labor’s income share for each country is
in turn estimated as an average during the period for which data are available.

International knowledge spillovers through the channel of imports (IKS) are measured
following the formula suggested by Lichtenberg and van Pottelsberghe de la Potterie (1998) as

follows:

Al =Y3L, [%Pljd], i=1,2,..21; t=1870,1871,..2009 (12)
J
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where m;; is country i’s nominal imports from the exporting country j; y;" is exporter j’s nominal
GDP; PI]-‘f: is exporter j’s patent intensity (number of patent applications divided by employment),

that is, it is the patent intensity of the 21 OECD countries considered in this study.

The log of Tobin’s q is measured as the deviation of the log of real share prices from a linear
time trend, where stock prices are deflated by the GDP deflator. The trend is removed from stock
prices to filter out the influence on them of accumulated retained earnings per share. It can be
shown that real stock prices increase over time only because of retained earnings that are reinvested
in the company. If companies do not retain earnings, real stock prices would collapse to Tobin’s g
(see, for exposition, Madsen and Davis, 2006). Under the assumption that the retention ratio and the
stock returns are both relatively constant, the log of real stock prices will fluctuate around a linear
trend and the deviation of the log of stock prices around this trend will reflect the log of Tobin’s g.
Empirically, Barro (1990) finds that the deviation of real stock prices from their trend is a good
approximation of Tobin’s q.

Following the literature, FD is measured as the ratios of credit to GDP, bank assets to GDP,
and monetary stock to GDP (see, e.g., Levine, 1997; Ang and McKibbin, 2007). The collection of
the data has been complicated by the fact that there have been a myriad of different types of
financial institutions in existence since 1870 and the credit, assets and deposits of these institutions
have to be added together. Therefore, total assets and credit data have to be put together carefully,
keeping in mind that the financial structure is often very different across countries and has been
constantly changing over time. Particular knowledge of the financial structure for each individual
country is often required. Only rarely are aggregated figures for bank assets and credit available.
Furthermore, even though data on private credit are available from the IMF’s International
Financial Statistics, from around 1950, the data are often not compatible with national sources and
often show very implausible time profiles. Thus, national sources have been used for data updating
whenever possible, to get consistent series.

The credit-GDP ratio is used in the benchmark estimates because it ultimately measures the
most important function of the financial system, namely lending. Credit is measured as outstanding
domestic bank loans to households and the non-financial corporate sector at the end of the year.
Bank loans encompass lending by commercial banks, savings banks, postal banks, credit unions,
mortgage banks, insurance companies and building societies. The shortcoming of this measure is
that it is constructed as the sum of various categories of lending of a myriad of financial institutions
that have existed over the course of the past 140 years and is, therefore, prone to aggregation errors.

Bank assets are defined as the ultimo-year sum of assets of the domestic banking sector. The
ratio of bank assets to GDP has the virtue of representing large fractions of banks’ lending

activities, thus reflecting the depth and sophistication of a financial system. The downside of this
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measure is that the interrelation with foreign banks has become an increasing fraction of banks’
assets, particularly after 1995 and, as such, renders it a less useful proxy for banks’ lending to the
domestic private sector. Furthermore, since banks are often forced to invest in government assets
under financial repression, increasing government financing needs will, automatically, lead to an
expansion of bank assets and, at the same time, potentially curb private lending.

Monetary stock is measured as broad money whenever possible to ensure that deposits,
which are assumed to be lent out eventually, are a significant fraction of broad money. The benefits
of using the monetary stock as a measure of FD is that great effort has been expended by central
banks, macro economists and economic historians to measure it and, as such, it is probably
measured with a higher degree of precision than the other measures of FD. One shortcoming of this
measure is that it captures only the liability side of the banks’ balance sheets, and, therefore
overestimates their willingness to lend in periods in which they hoard cash reserves. During the
Great Depression, for example, banks increased their cash holdings in response to increased
uncertainty to such an extent that the wedge between lending and money supply increased, as
shown in the figure below. Another shortcoming associated with the money-GDP ratio is that it is
influenced by the opportunity cost of holding cash or having money in low yielding term deposits.
A final limitation of money as a proxy for FD is that definitions change over time and across
countries, often reflecting financial innovations and data availability issues. These shortcomings
and the heavy influence of uncertainty and the opportunity costs of holding money on the growth
path of the M2-GDP ratio in the period 1929-1980, as shown below, suggest that the M2-GDP ratio
is probably the least preferred measure of FD among all measures considered here.

Finally, the largest challenge in constructing the FD indicators has been to adjust for
implausible and sudden jumps in the data, caused by inconsistencies in the implicit price index for a
financial aggregate (credit, money and bank assets) and the implicit GDP deflator. This
inconsistency is widespread across many nominal variables during and immediately after high
inflation periods such as those during and immediately following the world wars in the periods
1914-1921 and 1943-1947 and the hyperinflation in Austria in 1922, in Germany in 1922 and 1923
and in Greece over the period from 1941-1944. Discretionary adjustments are made when these

implausible jJumps occur, as detailed in the Data Appendix.

4.3 Financial development in historical perspective

The time-profiles of the FD indicators are displayed in Figure 1. Although starting from a
very low base, financial deepening was already well underway at the turn of the 20™ century.
Rousseau and Sylla (2003) provide a fascinating account of the evolution of FD. It started in the

Netherlands in the early 17" century and gradually spread to the UK in the late 17" and early 18"
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centuries and then to the US a century later, and was an important contributor to productivity
growth and the industrial revolutions in these countries. Furthermore, Rousseau and Sylla (2003)
also attribute the post-Meiji Japanese modernization to the financial revolution that followed the
Meiji restoration. Although Japan was geographically and culturally isolated from the Western
World, it went through a phase of financial modernization that coincided with the Second Industrial

Revolution during the second half of the 19" century.

Figure 1: Indicators of Financial Development
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Notes: the series are unweighted averages for all 21 OECD countries. The left-hand-side scale pertains to Credit / GDP
and M2 / GDP while the right-hand-side scale pertains to Bank Assets / GDP.

The credit-GDP ratio has increased approximately 14-fold over the period 1870-2010,
indicating a significant financial deepening during this period. The periods 1870-1930 and 1960-
2010 represent two long waves of financial modernization that are, to a large degree, driven by
financial liberalization (Wray, 2009). However, financial liberalization could not have been the
whole story since the growth in the credit-GDP ratio gained strong momentum during the 1960s and
1970s, despite the fact that the financial markets were quite heavily regulated and not loosened up
during that period. The post-WWII financial liberalization, which started in the early 1980s and
gained momentum in the 1990s, did not increase the growth rates in the credit-GDP ratio up to
2004. The marked increase in the credit-GDP ratio since 2004 has partly been fuelled by the asset
market run-up that started in the mid-1990s and lasted until 2007, or later, depending on the country
in question.

The period 1930-1960 represents a period of increasing regulation of the financial sector,
following the stock market crash in October 1929. However, increasing regulation was not the only

factor keeping the credit-ratio from increasing during that period (Wray, 2009). Relatively flat real
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asset prices during that period kept the collateral values from increasing and the deterioration of the
banks’ asset side during the Great Depression rendered banks cautious in their lending policies.

Although the long-term trend is clearly upwards for all three FD indicators there are
discrepancies between them at the medium-term frequencies. The most important discrepancy is
between the credit-based and the money-based measures of FD in roughly the period 1929-1980.
The discrepancy is particularly pronounced during the period 1930-48 in which the M2-GDP and
the credit-GDP ratios moved in opposite directions, probably reflecting banks’, firms’ and
consumers’ increased hoarding of cash balances associated with increasing uncertainty during the
Great Depression and WWII. Furthermore, banks were increasingly forced to hold government
bonds during WWII, which meant that broad money could increase while credit to the private sector
was curbed because the government sector was claiming an increasing share of deposits.

The decline in the M2-GDP ratio during the period 1948-1982 is associated with the
inflation-induced increasing opportunity costs of holding money and reduced cash holdings of
banks as the uncertainty about the macroeconomic environment was normalized after the Great
Depression. Furthermore, the more frequent use of non-monetary bank instruments in the post-
WWII period also contributed to the emerging wedge between the M2-GDP ratio and the other FD
indicators (Schularick and Taylor, 2012). In other words, banks have increasingly relied upon non-

deposit funding of lending in the post-WWII period.

4.4 Instruments

Although indicators of FD are often not instrumented in growth regressions there are
reasons to believe that demand factors may also be influential for FD and, therefore, that FD is an
endogenous variable. As an example of how demand can drive FD, Rajan and Zingales (2003)
illustrate how the massive financing requirements of railroads in the US in the second half of the
19™ century resulted in significant improvements in the financial infrastructure in the US. This
highlights the importance of instrumenting FD to ensure that their coefficients are unbiased.

Accordingly, the share of agriculture in total income (Agr.Share) and unionization
(Un.Mem) are used as instruments to cater for potential endogeneity and the possibility that some
unobserved omitted factors influence growth and FD simultaneously. These variables satisfy the
criteria for being good instruments since they are sufficiently independent of demand shocks and, as
shown in the regression results below, are robust determinants of FD. It is important to note that the
choice of instruments was constrained by the difficulties associated with finding instruments that
vary over time and are available from 1870 for all the 21 countries considered in this study.

Agr.Share, which is measured as the ratio of agricultural output to economy-wide GDP,

proxies the strength of the landed class relative to the urban merchant class. The agricultural share
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is hypothesized to deter FD because the landed class, or land owners in general, has an interest in
maintaining the status quo, whereas the merchant class has an interest in promoting FD in order to
lower the entry costs of firms. This hypothesis is consistent with the political economy model of
Rajan and Zingales (2003) in which agriculturalists have a large amount of collateral (land) and,
therefore are in less need of an efficient financial system. The merchants and venture capitalists, by
contrast, are heavily dependent on external sources of funding for new projects. Furthermore, as
urban sectors grow, the migration of workers from rural to urban areas will put upward pressure on
the wages of agricultural workers and, consequently, lower land rent and land prices. This follows
that land owners suffer as a result of FD and hence have a great interest in opposing FD.

More importantly, the landed class has a strong incentive to resist economic development
because it undermines its power. Using a political economy model, Robinson and Acemoglu (2000)
show that the effects of economic change on political power is a key factor in determining whether
economic progress will be blocked. Since the landed aristocracy and large landholders before WWII
in the countries considered in this study were often influential in politics they had strong incentives
to block economic advances that would undermine their power. This argument is consistent with a
proposition of David Ricardo, who argues that “the interest of the landlord is always opposed to the
interest of every other class in the community” (Ricardo, 1951, p. 21). Finally, the more important
is the agricultural sector in total economic activity the larger is the incentive to invest in land as
opposed to money and stocks that necessitate financial intermediation.

In summary, we would expect the agricultural share to be influential for FD because of the
changing power relationship between the landed class and capitalists. To check the exclusion
restriction, that it is actually reduced agricultural share that drives FD and not the other way around,
we carry out a Granger causality test between FD (measured as credit/GDP) and Agr.Share on a
time series panel with two lags for all countries considered in this study over the period 1870-2009
(both variables are measured in five-year intervals). The null hypothesis that Agr. Share does not
Granger cause FD is rejected at the 1% level of significance (p = 0.003). On the other hand, the
null hypothesis that FD does not Granger cause Agr.Share cannot be rejected at any conventional
levels of significance (p = 0.628). This provides strong evidence in favor of the hypothesis that FD
is an outcome of changes in agricultural share and not vice versa and, therefore, gives credence to
the use of the agricultural share as an instrument for FD.

Un.Mem , which is measured as the ratio of union membership to economy-wide
employment, is hypothesized to be positively associated with FD since unions are allowed in freer
societies with little government interference. Although high union membership rates are often
associated with union militancy and anti-capitalist undercurrents in popular writings, the

relationship is often in reverse. France, which is well-known for its militant unions, has had union
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membership rates well below 10% for most of the period considered here, while the Nordic
countries, which are not at all renowned for having militant unions, have had membership rates
around 60% in the post-WWII period. Furthermore, union membership rates were increasing under
the autocratic regimes of Hitler, Franco and Mussolini, reflecting pro-business attitudes.

Following from the political economy model of Rajan and Zingales (2003), unions have an
economic interest in FD because it lowers the rents of incumbent firms and, therefore, increases
labor’s share. This result can also be generated from the general equilibrium model of Blanchard
and Giavazzi (2003). They consider an economy with both product and labor market regulations
and demonstrate that product market deregulation that lowers entry costs leads to higher real wages
and lower unemployment in the long run. Consequently, in the interest of workers, unions will
support policies that lower entry costs of firms, such as lowering the cost of funding and easing
access to credit, which improve financial efficiency. Overall, union membership rates are inversely
related to the degree to which governments interfere with the private sector and, therefore, are
positively associated with the pace of FD. Performing Granger causality tests using the same data
sample we find that unionization Granger causes FD but not the other way around.?

D) Figure 2. FD and Agricultural Output Share Ln(FD) Figure 3. FD and Unionization
Ln(FD
6
6

-5 -4 -3 -2 -1.n(Agr.Share) -7 -6 -5 -4 -3 -2 Ln(Un.Mem)

Notes: FD = Credit-GDP ratio; Agr.Share = agricultural share of GDP; Un.Mem = unionization ratio. Each
observation is a 10-year average. All 21 OECD countries are included in the sample over the period 1870-2009.

The relationships between our instruments and FD are displayed in Figures 2 and 3. The
variables are measured in natural logs, following the regression models. Figure 2 shows a
significant negative relationship between FD and Agr. Share, with a correlation coefficient of 0.6.
We maintain the log-log plot for consistency reasons, despite the fact that the association is stronger
if the variables are not expressed in logs. Several outliers in the diagram suggest that the impact of
Agr.Share on FD becomes muted for very small values of agricultural output shares. Figure 3

shows a close positive relationship between Un.Mem and FD, with a correlation coefficient of

2 The null hypothesis that Un. Mem does not Granger cause FD is rejected at the 2% level of significance (p = 0.013).
The null hypothesis that FD does not Granger cause Un.Mem cannot be rejected at any conventional levels of
significance (p = 0.419). An optimal lag length of six is chosen for the estimations.
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0.40. The evidence presented above suggests not only that the relationships between the instruments
and FD are consistent with our hypothesis but also that they are sufficiently correlated with FD to
potentially serve as good instruments for identification.

4.5 Summary statistics

Summary statistics of the log of the variables measured in five-year intervals are provided in
Table 1. The savings rate is not logged because it contains negative values and some of the
variables in Table 1 are first introduced in the robustness section. Note that the number of
observations is below the full sample for GER® and GER' due to a few zero entries because
secondary schooling in the UK was not widespread before the early 20" century and the first
established university in New Zealand, the University of Otago, was founded in 1869 and initially

only had very few students.

Table 1: Summary statistics of key variables (1870-2009)

. . Std. Dev.  Std. Dev.  Std. Dev.
Variable Obs Mean  Min Max (Overall) (Between)  (Within)
Private credit / GDP (InFD;;) 588 -1.062 -5.667 0.778 1.009 0.590 0.828
Bank assets / GDP (InFD;;) 588 -0.573 -7.006 2.318 1.191 0.803 0.897
Monetary aggregate / GDP (InFD;;) 588 -0.548 -3.898 1.530 0.774 0.538 0.568
Stock market capitalization/ GDP 588 3090 0075 5474 1073 0.785 0.751
(lnSMCit)

Financial volatility (InFV;,) 588 -1.580 -6.186 2.850 2.091 0.866 1.913
Number of patents filed by domestic 588 7237 2635 12817  2.464 1.997 1.506
residents (Ind;;

Private savings / GDP (s;;) 588 0.115 -0.077 0.363 0.100 0.086 0.055
Gross investment / capital stock 588  -2249 -3157 -1677  0.220 0.056 0214
(In(/K)w)

Secondasry education gross enrollment rate 582 9858 2257 5001 1357 0.434 1.290
(InGER;,

TertlaryTeducatlon gross enrollment rate 587 1331  -1.776 4482 1.475 0.408 1.420
(InGERY,

Agricultural output / GDP 588 2173 5044 -0.161  1.052 0.471 0.947
(InAgr.Share;;)

Union membership (InUn. Mem,,) 588 -2.368 -8.167 -0.295 1571 0.627 1.446

Notes: Data are in five-year averages. Financial volatility, FV, is measured as the standard deviation of the log of
monthly stock prices within the year.

In our study, the use of country fixed effects requires sufficient variability of within-country
information. Therefore, it is necessary to examine the degree of between-country and within-
country variation in the data. Our main variables of interest do indeed demonstrate a high level of
within-country variation. In particular, the ratio of private credit to GDP (logs) shows a between-
country standard deviation of 0.590 and a much larger within-country standard deviation of 0.828.

The overall standard deviation is 1.009. The within-country standard deviations of the two
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instruments are also substantially higher than their between-country counterparts, thus providing
further support for the use of the fixed-effects (within) estimator.

What’s more, by having standard deviations around one, most of the variables have a
sufficient degree of identifying variations to yield efficient parameter estimates. The exceptions are
relatively low variations in the investment and the savings rates and comparatively high variations
in financial volatility and patent counts. It should also be noted that the instruments exhibit large
secular changes. For example, unionization in the UK dropped from around 45% in 1977 to 22% in
2009, while it increased by 258%, 68% and 47% in Finland, Denmark and Sweden, respectively,
over the period 1960-1993. 3

Although the agricultural share has been trending downwards for all countries over the
period 1870-2009, the decline was arrested in many countries in the interwar period and the share
was relatively stable up to 1970, before it started to shrink. Furthermore, the decline in the period
1870-2009 has been marked for Portugal (85%) and Spain (70%), but moderate for Belgium (13%),
Italy (I15%) and the Netherlands (15%).

5. Estimation results
5.1 Knowledge production function

The results of estimating the knowledge production function are presented in Table 2.
Consider the first-stage regression in Panel B in which the share of agriculture in total income
(Agr.Share) and the union membership rate (Un. Mem) are used as instruments. As noted above,
country and time fixed effects dummies are included in all regressions, including the first-stage
regressions, throughout the paper. The instruments are all consistently highly significant and carry
the expected signs, suggesting that these instruments are sufficiently correlated with FD to act as
potentially good instruments. Furthermore, the null hypothesis of the over-identification tests
reported in Panel D cannot be rejected, even at the 10% level, indicating that the exclusion
restrictions assumption is satisfied. The F-test statistics for excluded instruments and the R-squared
values in the first-stage regressions provide evidence to suggest that the instruments have strong

explanatory power.

® However, increasing unionization does not always go hand in hand with financial development. As an example, the
post-1977 decline in unionization in the UK, particularly during the years 1977-1995, was associated with increasing
financial development during the same period. Although in principle unions have a vested interest in financial
development because it lowers rents of incumbent firms and reduces entry costs that would lead to an increase in labor’s
share, the UK’s experience under Thatcher (1979-1990) was influenced by an ideological desire of her government to
deregulate the financial sector and, at the same time, reduce the power of the unions. Therefore, the negative
relationship between financial development and the extent of unionization observed in the UK during this period has to
be seen in the light of the strong union militancy in Britain during the 1970s and Thatcher’s commitment to reduce the
power of trade unions (Thatcher, 1993).
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The structural regressions are presented in Panel A of Table 2. In the restricted regression in
the first column in which patents are regressed on FD only, the coefficient of FD is highly
significant and has the sign consistent with our prior, implying that FD promotes ideas production.
The coefficient of FD remains significant and positive when the unrestricted model is estimated,
regardless of whether the numerator of FD is credit to the private sector (column 2), bank assets
(column 3), or money stock (column 4). The coefficient of FD is, on average, 0.06, implying that a
20% increase in FD is associated with a 1.2% increase in innovative activity. Thus, the
approximately 14-fold increase in the ratio of credit to GDP over the period 1870-2009 has resulted
in an 84% increase in innovative activity. The average partial R-squared value for columns (2) to
(4) in the structural model is 0.28 (not reported), suggesting that the variation in ideas production
can be significantly explained by the variation in FD.*

The coefficients of the non-FD regressors in the ideas production function are statistically
significant and have the expected sign in almost all cases. The coefficients of research intensity are
positive and significant in two of the three cases, suggesting that R&D increases the number of
product lines and only enhances growth to the extent that it increases the fraction of GDP that is
allocated to R&D, as predicted by Schumpeterian growth theory. The coefficients of knowledge
stock are highly significant and are very close to one, indicating the presence of scale effects in
ideas production.

This significance of research intensity and knowledge stock in ideas production has two
important implications. First, it implies that R&D intensity has permanent, or at least highly
persistent, growth effects. Thus, productivity is growing at a constant rate in steady state due to
R&D as long as R&D is kept to a constant fraction of GDP. Second, FD has either permanent or
close to permanent productivity growth effects — a result that is crucial because it shows that the
findings of permanent growth effects of FD in the literature are initiated from ideas production.
That is, FD has permanent growth effects because it influences ideas production directly and
because of the presence of scale effects in ideas production. This result is important as it solves the
paradox that FD is often assumed to transmit to growth through the savings-investment channel in
the literature despite investment being highly unlikely to have permanent growth effects due to

diminishing returns to capital.

* The partial R-squared in the structural model measures the correlation between financial development and the outcome
variable after partialling out the effects of all control variables.
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Table 2: Financial development and the knowledge production function (Eq. (7))

. 2) Add control 4 FD =
Dep. Var. = [nAb, (1) ?n%sdt:allc ted )variables (ggszg /-é)gr;)k moﬁle)y supply /
[Benchmark] GDP
A. 2nd-stage regressions
9.849™ -1.686" -1.168™" -2.7957"
Intercept (1.558) (0.179) (0.122) (0.215)
InA. 0.9817" 0.9737 0.996"
i (0.008) (0.004) (0.006)
D 0.013" 0.060"" -0.013
In(R/Y)i (0.008) (0.009) (0.009)
0.057" 0.056" 0.198
nDTFy (0.027) (0.022) (0.035)
D 2.457 0.883 0.497
(R/Y)g - InDTFi (0.878) (0.869) (1.150)
A %
InED: 0.177" 0.0717" 0.041™" 0.063™
i (0.010) (0.020) (0.013) (0.026)
B. 1st-stage regressions
InAgr. Share, -0.167" -0.240" -0.3197 -0.260
it (0.013) (0.012) (0.013) (0.011)
Inln. Mem: 0.147"" 0.064"" 0.068"" 0.029”"
it (0.004) (0.007) (0.008) (0.006)
C. 2SLS treating InAgr. Share;; as exogenous
InAgr. Share, 0.077 -0.017 0.001 -0.034
i (0.152) (0.030) (0.012) (0.043)
InFD: 0.936 0.192 0.055 0.130
i (0.000) (0.047) (0.018) (0.062)
D. Diagnostic statistics
1*-stage F-test for excluded 1Vs 812.79 240.16 329.45 521.88
1%-stage R-squared 0.661 0.757 0.774 0.661
1*-stage partial R-squared - 0.536 0.337 0.209
Over-identification test statistic 4.560 3.582 1.970 4.324
[p-value] [p=0.102] [p=0.167] [p=0.373] [p=0.115]
No. of observations 588 588 588 588

Notes: the dependent variable is the log of the number of domestic patents applications (In4%). Financial development
(FD) is measured as the ratio of private credit to GDP in columns (1) and (2). The instruments for FD are the share of
agricultural output in GDP (Agr. Share) and the rate of union membership (Un. Mem). The estimates are derived from
a panel two-stage least squares estimator with cross-sectional SUR weights that account for both cross-section
heteroskedasticity and contemporaneous correlation. The panel is estimated in five-year intervals over the period 1870-
2009, covering 21 countries with a total of 588 observations. All regressions include time dummies and country fixed
effects. Panel (A): structural estimates; Panel (B): first-stage regressions for structural estimations in Panel (A), Panel
(C): structural estimates of regressions in which InAgr.Share;, is treated as an exogenous variable whereas
unionization is used as the instrument (the constant term and other control variables included in the first-stage
regressions and the 2SLS estimates are not reported); Panel (D): Over-identification tests corresponding to the first and
second stage regressions in Panels (A) and (B). The test statistic is distributed as x*(2) under the null hypothesis that the
over-identification restrictions are satisfied. The partial R-squared in the first-stage regressions measures the correlation
between financial development and the instruments (Agr.Share and Un. Mem) after partialling out the effects of all
control variables. Figures in parentheses are robust standard errors. *, ** and *** indicate significance at the 10%, 5%
and 1% levels, respectively.
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Turning to the spillover variables, R&D-intensity spillover through imports is significant in
all cases. Thus, the higher is the research intensity among country i’s trading partners, the higher is
country i’s ideas production, highlighting the importance of importing from countries with high
research intensity. The coefficients of distance to the frontier are also positive and significant
determinants of innovative output in all cases. Thus, the further away that a country is from the
frontier the more advantage it can take in absorbing and developing the ideas created at the frontier.
The coefficients of the interaction between research intensity and DTF are significant at the 1%
level in one out of the three cases, giving some credence to Howitt ’s (2000) model that suggests
that highly research active countries are more capable of exploiting and developing frontier
technology to their own advantage.

As an alternative test of the exclusion restriction, panel C in Table 2 reports the regression
results where agricultural share is treated as an exogenous variable instead of as an instrument (note
that we cannot treat unionization as an exogenous variable in the structural regressions at the same
time because it is used as an instrument). The underlying principle of this test is simple. If
Agr.Share has a direct effect on ideas production and, therefore, violates exclusion restrictions, we
would expect its coefficient to be significant. On the other hand, if it is found to be statistically
insignificant, then it is established that it affects ideas production via FD, thus giving credence to
our approach that Agr. Share is a valid instrument for FD. Only the coefficients of Agr.Share and
FD are reported in Panel C to conserve space.

The coefficients of FD are all significant and the coefficients of Agr.Share are all
insignificant. We repeated this exercise by treating unionization as an exogenous variable in the
structural regressions (the results are not shown). The coefficients of unionization were all
insignificant at any conventional levels and the coefficients of FD were all significant at the 1%
level in the structural regressions. These results indicate that all our instruments influence ideas

production through FD and, therefore, that the exclusion restrictions are satisfied.

5.2 Savings function

The results of estimating the savings function are presented in Table 3. The coefficients of
the share of agriculture in total income (Agr.Share) and the union membership rate (Un. Mem) in
the first-stage regressions are all highly significant and have signs consistent with our predictions.
The over-identification tests reported in Panel D suggest that the over-identifying restriction
assumption is satisfied. Regarding the structural estimates, savings are significantly positive
functions of the growth in per capita income and, therefore, consistent with the predictions of the
model of Carroll et al. (2000) that high growth rates are associated with high savings because of
habit persistence. The coefficients of the age dependency rate are negative and significant in all
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cases, which is consistent with the predictions of the life-cycle hypothesis that individuals save
during their working age and dis-save beyond their working age. The coefficients of the real interest
rate are all positive and significant, suggesting that the substitution effect dominates the income
effect.

Table 3: Financial development and savings (Eq. (8))

Dep. Var. = savings rate (1) Restricted  (2) Benchmark (3) FD = bank mo(flgyFslipply
' ' model model assets / GDP | GDP
A. 2nd-stage regressions
01297 -0.109™" -0.053"" -0.548"
Intercept (0.004) (0.006) (0.006) (0.064)
Alny, 0.268"" 0.2337" 0.307""
i (0.016) (0.014) (0.095)
In Age dep, -0.249"" -0.248"" -0.746"
u (0.013) (0.015) (0.051)
Int rate. 0.024™" 0.018™" 0.057""
it (0.001) (0.001) (0.007)
—— 0.036" 0.020"" 0.027"" 0.032""
it (0.001) (0.002) (0.003) (0.010)
B. 1st-stage regressions
InAgr. Share, -0.1817" -0.225 -0.249™ -0.138™"
' it (0.013) (0.012) (0.010) (0.008)
Inln. Mem: 0.167"" 0.186"" 0.1337" 0.104™"
) i (0.006) (0.008) (0.007) (0.006)
C. 2SLS treating InAgr. Share;; as exogenous
InAgr. Share; -0.001 -0.012 -0.003 -0.023
' it (0.001) (0.014) (0.011) (0.022)
InFD. 0.056 0.023™" 0.100"" 0.059""
it (0.001) (0.004) (0.005) (0.000)
D. Diagnostic statistics
1*-stage F-test for excluded IVs 591.33 668.35 408.56 4457.38
1%-stage R-squared 0.717 0.731 0.752 0.668
1*-stage partial R-squared - 0.579 0.348 0.198
. e - 1.166 0.050 0.236 2.288
Over-identification test statistic [0=0.558] [p=0.975] [0=0.889] [p=0.319]
No. of observations 588 588 588 588

Notes: see notes to Table 2. The dependent variable is the ratio of private savings to GDP. Figures in parentheses are
robust standard errors. *, ** and *** indicate significance at the 10%, 5% and 1% levels, respectively.

Turning to FD, the coefficients of FD are consistently highly significant, regardless of
whether control variables are excluded from the regressions (first column) or whether FD is
measured by credit, money or bank assets relative to nominal GDP (columns (2) to (4)). The
guantitative effects of FD on savings are substantial. Dividing the coefficient of FD of 0.02 (base-
line regression) by the mean savings rate of 0.115, yields the elasticity value of 0.17. Thus a 10%
increase in FD would increase savings by 1.7%. Since FD quadrupled over the period 1870-1913,

for example, this development has resulted in a 68% or an eight percentage point increase in the
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savings rate and, therefore, can account for a large fraction of the increase in savings during the
same period. FD also explains a high fraction of the variation in savings. The average partial R-
squared value for FD in the regressions in columns (2) to (4) in the structural model is 0.63 (not
reported), suggesting that 60% of the variation in savings can be explained by the variation in FD.

How do our results compare with the findings in the literature? For a cross-country sample
of 29 countries Levine and Zervos (1998) find that a one percentage point increase in the initial
credit-GDP ratio is associated with a 3.8 percentage point increase in savings, which is a stronger
economic effect than what has been found here. Beck et al. (2000) estimate a coefficient of the
credit-GDP ratio of 0.21 in their savings function, which is quite close to our estimates. It should be
noted, however, that while Beck et al. (2000) document a positive correlation between savings rates
and financial development, their estimates are sensitive to the measurement of financial
development and the estimators used.

Finally, the coefficients of FD remain highly significant when the agricultural share is
treated as exogenous and the coefficient of agricultural share is insignificant in the structural
regressions, indicating that the exclusion restriction is satisfied (Panel C in Table 3). Repeating this
exercise by treating unionization as an exogenous variable in the structural regressions yields the
same results (the results are not reported). This again suggests that our instruments impact on saving

through FD; thus fulfilling the exclusion restrictions.

5.3 Investment function

The estimated results for the Tobin’s g model of investment are presented in Table 4. The
coefficients of Agr.Share and Un. Mem in the first-stage regressions are all highly significant and
of the expected sign and the over-identification tests in Panel D are all insignificant, indicating that
the exclusion restrictions are satisfied. Turning to the structural regressions in Panel B, the
coefficients of Tobin’s q are significant in only one case, while the coefficients of income growth
are highly significant — a result that is consistent with the findings in the literature (see Chirinko,
1993; Greasley and Madsen, 2006). The coefficients of FD are consistently statistically significant
regardless of how FD is measured and whether or not the control variables are included in the
regressions. This result is consistent with the finding of Madsen and Carrington (2012) that bank
lending is, by far, the most important driver of investment in the US.

The importance of FD as a determinant of investment is signified by the magnitude of the
coefficients of FD, indicating that a 10% increase in FD results in a 0.2% increase in the investment
rate. Therefore, the twenty-fold increase in the credit ratio for the average country in the sample
over the period 1870-2009 has resulted in a 40% increase in the I-K ratio over the same period.
Thus, FD has been a powerful force behind the increase in the 1-K ratio over the considered period.
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This result is also supported by a high partial R-squared value of 45%, which indicates that FD
contributes significantly to explaining variations in the 1-K ratio (results are not shown).

Finally, the coefficients of FD remain significant when the agricultural share is treated as
exogenous and the coefficient of agricultural share is insignificant in the structural regressions,
indicating that agricultural share has no direct impact on the I-K ratio (Panel C in Table 4). The
results are consistent when we treat unionization as an exogenous variable in the structural

regressions (the results are not shown).

Table 4: Financial development and investment (Eg. (10))

. _ (4 FD =
oup vt =i, (O @ v @207 money sty
A. 2nd-stage regressions
Intercept -2.0817" -2.3227 -2.267 -2.2397
(0.050) (0.033) (0.018) (0.013)
Ing. 0.001" 0.071 0.059
dit (0.001) (0.045) (0.048)
Alny, 0.1397" 0.144™ 01457
i (0.019) (0.020) (0.020)
InFD. 0.0217" 0.018™" 0.017"" 0.016™"
i (0.003) (0.003) (0.003) (0.005)
B. 1st-stage regressions
InAgr. Share; -0.229™ -0.219™ -0.2177 -0.126"
(0.007) (0.009) (0.010) (0.008)
Inln. Mem: 0.355"" 0.354"" 0.3457" 0.172""
) i (0.009) (0.008) (0.006) (0.006)
C. 2SLS treating InAgr. Share;; as exogenous
InAgr.Share; 0.001 0.001 -0.006 -0.016
: it (0.009) (0.017) (0.008) (0.018)
InFD, 0.072"" 0.032" 0.017" 0.085""
i (0.014) (0.016) (0.009) (0.027)
D. Diagnostic statistics
1*-stage F-test for excluded 1Vs 2913.12 2725.64 1772.82 1534.93
1*-stage R-square 0.668 0.669 0.716 0.629
1*-stage partial R-squared - 0.495 0.236 0.129
. e . - 2.039 1.534 3.316 0.307
Over-identification test statistic [0=0.361] [0=0.465] [0=0.191] [0=0.858]
No. of observations 588 588 588 588

Notes: see notes to Table 2. The dependent variable is the logs of total domestic investment over total domestic capital
stock ( In(1/K);.). Figures in parentheses are robust standard errors. *, ** and *** indicate significance at the 10%, 5%
and 1% levels, respectively.

Our results are comparable with the post-WWII results in the literature. Levine and Zervos
(1998) find, for a cross-country sample of 41 countries, that a one percentage point increase in the
initial credit-GDP ratio is associated with an increase in the capital stock growth rate of 0.014%.
Beck et al. (2000) find the coefficient of the credit ratio in their capital growth model to be between

2.8 and 3.4, implying that the approximately 25 percentage point increase in the credit ratio in the
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period 1870-1913 is associated with capital stock growth of between 70% and 85%. The findings of
Beck et al. (2000), however, are sensitive to the use of different financial development indicators
and econometric techniques. Finally, based on GMM estimates for a panel of countries, Benhabib
and Spiegel (2000) estimate the coefficient of the financial sector’s liquid liabilities relative to GDP
to be approximately 0.1, when fixed effects dummies are excluded from the regressions. This
implies that a 10 percentage point increase in the investment-GDP ratio is associated with a one
percentage point increase in the investment ratio, suggesting that the approximately 25 percentage
point increase in the credit ratio in the period 1870-1913 in our sample has resulted in a 2.5

percentage point increase in the investment ratio over the same period.

5.4 Schooling function

Schooling regressions are presented in Tables 5 and 6. Consider first the regressions for
secondary gross enrollment rates in Table 5. The coefficients of all the instruments in the first-stage
regressions are, again, highly significant and have signs consistent with our predictions. In the
structural regressions the coefficients of per capita income growth are significant in only one of the
three cases, indicating that increasing income may have only made a minimal contribution to the
increase in secondary education over the past 140 years.

The coefficients of life expectancy at age ten are positive and significant and the coefficients
of real interest rates are all statistically significant and have the expected negative sign. Increasing
real interest rates lowers schooling because the wage premium associated with secondary schooling
is discounted at a higher rate and, consequently, lowers the present value of the excess earnings
from schooling. However, it is possible that the negative coefficients of the real interest rate may
have been driven by inflation fluctuations and that gross enrollment rates are positive functions of
the inflation rate as precautionary savings increase in periods of uncertainty.

The coefficients of FD are highly significant in all cases and the magnitude is 0.3 in the
baseline regression, implying that the 24-fold increase in credit-based FD over the period from 1870
to 2009 has resulted in a seven-fold increase in the secondary schooling enrollment rate. While this
increase may seem implausibly high, it has to be recognized that secondary gross enrollment rates
were 2.4% in 1870 and, therefore, the sevenfold increase is only a fraction of the actual almost 36-
fold increase over the period 1870-2009. Quantitatively, life expectancy at the age of ten has been
even more influential than FD for secondary schooling. It has increased by 53% on average over the
period from 1870 to 2009, implying that increasing life expectancy has been responsible for an
approximately 36% increase in secondary gross enrollment rates in the base-line regression. The
significance of FD in this model is supported by the partial R-squared, which shows that FD alone
accounts for 30% of the variation in the secondary school enrollment rate (results are not shown).
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Regressions for tertiary gross enrollment rates are presented in Table 6. The coefficients of
Agr.Share and Un.Mem in the first-stage regressions are all highly significant and have the
expected signs. The coefficients of FD are, again, highly significant in all cases reinforcing the
results in Table 5 that FD is influential for schooling. The coefficient of FD is 1.7 in the baseline
regression, implying that the 24-fold increase in credit-based FD over the period from 1870 to 2009
has resulted in a 41-fold increase in the tertiary schooling enrollment rate. This impact, again, has to
be seen in the light of the minuscule GERT back in 1870, typically close to 0.5. Thus, the 41-fold

increase would mean that GERT would increase from, say, 0.5 to 20.5.

Table 5: Financial development and secondary gross enrollment rates (Eq. (11))

(4) FD =

(1) Restricted  (2) Benchmark  (3) FD = bank money supply

Dep. Var. = In GER;,

model model assets / GDP / GDP
A. 2nd-stage regressions
1.7527" -1.155" -8.3717 1.040
Intercept (0.061) (0.408) (0.349) (0.913)
Aty 0.0547" 0.008 -0.004
Vit (0.017) (0.019) (0.023)
InLife, 0.6817" 2.3437 0.349"
i (0.103) (0.088) (0.210)
: -0.054™" -0.065" -0.046"
real int rate;; /1000 (0.015) (0.007) (0.026)
InFD. 0.364"" 0.308"" 0.0417" 0.616""
i (0.018) (0.011) (0.008) (0.053)
B. 1st-stage regressions
InAdr. Share. -0.120"" -0.064" -0.159"" -0.087""
gr i (0.013) (0.015) (0.010) (0.008)
Inln. Mem: 0.449™ 01257 0.192" 0.097"
' i (0.008) (0.008) (0.006) (0.009)
C. 2SLS treating InAgr. Share;; as exogenous
InAar. Share: 0.012 -0.047 -0.090 -0.015
gr i (0.019) (0.042) (0.059) (0.023)
InFD. 11497 0.162° 0.3037" 0.1217"
Vit (0.034) (0.094) (0.065) (0.033)
D. Diagnostic statistics
1*-stage F-test for excluded 1Vs 1275.33 130.37 709.74 121.21
1*-stage R-squared 0.585 0.749 0.540 0.613
1*-stage partial R-squared - 0.561 0.451 0.256
e - 2.838 3.737 1.529 0.609
Over-identification test statistic [0=0.242] [0=0.154] [0=0.466] [0=0.767]
No. of observations 582 582 582 582

Notes: see notes to Table 2. The dependent variable is the gross enrollment rate for secondary education. Figures in
parentheses are robust standard errors. *, ** and *** indicate significance at the 10%, 5% and 1% levels, respectively.

The control variables are, again, mostly significant. The coefficients of the real interest rate
and life expectancy at age 10 are all highly significant and of the expected sign and the coefficients

of income growth are significant in two of the three cases. Compared to GERS, the marginal
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contribution of FD in explaining the variation in GERT after taking into account the effects of
income growth, life expectancy and interest rates is much higher in this case, at 54% (results are not

shown).

Table 6: Financial development and tertiary gross enrollment rates (Eq. (11))

. _ (4 FD=
oup var=imoer (RS @emac OFOSRIC e sy
A. 2nd-stage regressions
4.307° -4.045" -26.652" -8.173"
Intercept (2.436 (0.632) (0.625) (1.232)
Alny, 0.174™" 0.355"" 0.040
i (0.029) (0.074) (0.034)
InLife, 1.448™ 7.066" 2.7287
i (0.146) (0.209) (0.279)
real int rate;; / 1000 (()038037) ?01(:)1-176) ?0383230)
InFD: 07297 16747 0.9497" 17097
i (0.069) (0.034) (0.048) (0.084)
B. 1st-stage regressions
InAgr. Share, -0.1517" -0.063" -0.293"" -0.3947"
' i (0.013) (0.015) (0.012) (0.010)
Inln. Mem: 0.1817" 0.1317" 03627 0.0617"
' i (0.005) (0.008) (0.008) (0.007)
C. 2SLS treating InAgr. Share;; as exogenous
InAgr.Share; 0.006 -0.277 0.573 0.038
: i (0.014) (0.229) (0.455) (0.030)
InFD. 0677 1195 08757 18707
i (0.017) (0.565) (0.334) (0.100)
D. Diagnostic statistics
1*-stage F-test for excluded 1Vs 960.53 145.23 1100.02 867.77
1*-stage R-squared 0.732 0.749 0.561 0.437
1*-stage partial R-squared - 0.573 0.468 0.308
Over-identification test statistic [pi(z)géiS] [pgéggB] [piéjgﬁ] [ng?.ggZ]
No. of observations 587 587 587 587

Notes: see notes to Table 2. The dependent variable is the gross enrollment rate for tertiary education. Figures in
parentheses are robust standard errors. *, ** and *** indicate significance at the 10%, 5% and 1% levels, respectively.
The result that FD is influential for schooling is consistent with the finding in the
microeconomic literature that credit constraints hamper schooling (see, for survey, Lochner and
Monge-Naranjo, 2012). The macroeconomic evidence, however, is sparse and tends to focus on
credit constraints, which are to some extent, related to FD. Calibrating the Ben-Porath model of
human capital investment, Cordoba and Ripoll (2013) show that introducing credit constraints
significantly improves the ability of a Ben-Porath model to explain the cross-country variation in
the average years of schooling. Estimating the effects of FD on school enrollment for developing
countries, De Gregorio (1996) finds a coefficient of the credit/GDP ratio of 0.18 in the GERT
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regression and a coefficient of 1.19 for the GERSregression. Benhabib and Spiegel (2000) find the
coefficient of the credit ratio to be an insignificant determinant of the change in educational
attainment in their panel estimates. However, since educational attainment is determined by past
gross enrolment rates, it is not surprising that they fail to find any significant relationship.

Common to the secondary and tertiary schooling regressions is that the coefficients of FD
remain highly significant when the agricultural share is treated as exogenous and the coefficient of
agricultural share is insignificant in the structural regressions, indicating that the assumption of the
exclusion restriction is not violated (Panel C in Tables 5 and 6). The results, again, do not vary

when we consider unionization as an exogenous variable in the structural regressions.

6. Robustness checks

This section tests the robustness of the baseline results to the use of alternative estimators,
the consideration of stock market-based indicators of FD, the allowance of disequilibria in asset
markets and the split of estimation periods. FD is measured by credit to the private sector in all
regressions in this section to save space. Most importantly, the qualitative aspects of the results are

invariant when FD is based on bank assets and broad money.

6.1. Using different estimators

Thus far the results have been based on the 2SLS fixed-effect SUR estimator. The
regressions in Table 7 consider several alternative estimators, including OLS, GMM, and 3SLS, to
check the sensitivity of the results to the choice of estimator. The baseline regressions in the second
columns in Tables 2-6 are repeated in column (1) in Table 7 for comparison. OLS estimates
(column (2)) are reported since IV regressions can be severely biased if the instruments are poor
and, unlike many system estimators, the OLS estimator is considered to be quite robust to model
specification. The system GMM estimator has long been a popular estimator because it
automatically creates instruments from the orthogonal conditions in the data; however, it has come
under increasing criticism because it tends to create too many instruments relative to the number of
observations, over-fitting, and biasing the estimates, yields results that are highly sensitive to the
number of lags, and impairs the quality of the over-identification tests (see, for discussion,
Roodman, 2009). Note that internal as well as external instruments (unionization rates and
agricultural share) are used in system GMM regressions in Table 7. The results do not vary

significantly if only internal instruments are considered.
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Table 7: Robustness checks using alternative estimators

(1) Baseline (3) System
(IV-25L9) (2) OLS Ay (4) 3SLS
Dep. Var. = In4?. Panel I: Knowledge production function (Eq. (7))
InA, 0.9817" 0.9997" 11647 0.996"
it (0.008) (0.000) (0.274) (0.010)
b 0.013 0.013 -0.165 -0.023
In(R/Y)i (0.008) (0.112) (0.097) (0.054)
InDTF. 0.057" 0.0897" 0.012 0.0477"
it (0.027) (0.000) (0.179). (0.092)
D 2.457 2.053 11.930 19.995
(R/Y)j - InDTF (0.878) (0.018) (5.494) (10.821)
n F 0.102 0.146 0.275 0.215
M/Y™)ie - In(R/Y)je (0.011) (0.000) (0.207) (0.067)
InFD, 0.0717" 0.013" 0.2017" 0.089"
it (0.020) (0.010) (0.060) (0.034)
No. of observations 588 588 588 588
Dep. Var. = savings rate Panel I1: Savings function (Eqg. (8))
Alnv, 0.268" 0.024™" -0.004 0.9347
Vit (0.016) (0.000) (0.086) (0.537)
In Age dep, -0.249"" -0.003™ -0.097" 0.186
it (0.013) (0.028) (0.047) (0.401)
Int rate. 0.024™" 0.001™" -0.001 0.124°
it (0.001) (0.000) (0.004) (0.069)
InFD, 0.020"" 0.0097" 0.027" 0.118™"
it (0.002) (0.000) (0.012) (0.042)
No. of observations 588 588 588 588
Dep. Var. = In(I/K);; Panel I1I: Investment function (Eq. (10))
Ina. 0.001 0.001™" -0.001 0.001
it (0.001) (0.003) (0.000) (0.001)
Alny. 0.1397" 0.1337" 0.346 0.403"
Vit (0.019) (0.000) (0.178) (0.174)
— 0.018™" 0.0497" 0.076™ 0.020°
it (0.003) (0.000) (0.028) (0.010)
No. of observations 588 588 588 588

Dep. Var. = In GERS*<°"4%™Y

Panel 1V: Secondary gross enrollment rates function (Eq. (11))

FEF

£S5

Alny, 0.054 0.041 -0.075 -0.821
it (0.017) (0.006) (0.109) (0.432)
InLife, 06817 10977 4.223" 9.1497"

it (0.103) (0.000) (1.610) (1.407)

real int rate;, | -0.054"" -0.018" -0.136™ -1.689
1000 (0.015) (0.076) (0.054) (1.156)
InFD. 0.308"" 0.2457" 0.309™ 0.200""

it (0.011) (0.000) (0.138) (0.055)

No. of observations 582 582 582 582

Dep. Var. = In GERY™"*"”

Panel V: Tertiary gross enrollment rates function (Eq. (11))

Eiid

EiEd

Al 0.175 0.073 -0.053 0.346
Vit (0.029) (0.003) (0.084) (0.441)
InLife, 1.448™" 7.0837" 9.686 8.4797"

it (0.146) (0.000) (1.073) (1.221)

real int rate;, | -0.303"" -0.120™" -0.320" -0.297
1000 (0.007) (0.000) (0.152) (1.314)
InFD. 1.6747 0.1917" 0.280" 0.844™

it (0.034) (0.000) (0.113) (0.169)

No. of observations 587 587 587 587

Notes: see notes to Table 2. In the system GMM estimations, the share of agricultural output in GDP (Agr. Share) and
unionization (Un. Mem) are included as external instruments. Figures in parentheses are robust standard errors. *, **
and *** indicate significance at the 10%, 5% and 1% levels, respectively.
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The three-stage least square (3SLS) estimator produces consistent estimates through
instrumentation and achieving efficiency through accounting for the correlation structure of the
residuals across equations. The procedure involves the following steps: (1) generate the predicted
values from regressions for each endogenous variable on all exogenous variables, which are taken
to be instruments in the system; (2) retrieve the covariance matrix based on the above 2SLS
estimation; and (3) perform a type of GLS estimation using the covariance matrix obtained in the
previous step. The 3SLS estimator is normally considered to be more asymptotically efficient than
the 2SLS estimator in large samples because it exploits the cross-equation co-variation.

Consider first the ideas production function in Panel I in Table 7. The coefficients of FD are
all significant at least at the 5% level and the coefficients of knowledge stock are all highly
significant and are very close to one except for the system GMM estimates. This gives further
support to the hypothesis that FD has permanent growth effects. For the system GMM estimates the
coefficient of knowledge stock is 1.16, suggesting increasing returns to knowledge stock. This
implies that the production of new knowledge rises more than proportionally with the existing
knowledge stock; thus advances in FD create ever-increasing growth rather than converging to a
balanced growth path. This result is empirically implausible and points towards the aforementioned
problems associated with the system GMM estimator.

The coefficient of FD remains highly significant in the saving function estimates (Panel 1)
and the coefficients of age dependency and growth remain significant in most cases. The coefficient
of FD also remains significant in all the investment regressions (Panel I11) and growth also remains
significant in all cases, while Tobin’s g is only significant in two cases. Finally, the coefficient of
FD is consistently significant in the schooling regressions regardless of whether secondary or
tertiary GER is the dependent variable, and life expectancy at age 10 is also a consistently highly
significant determinant of schooling (Panels 1V and V). In summary, FD remains a robust and
highly significant determinant of the outcome variables when alternative estimators are used.

It should be highlighted that while the qualitative aspects of the estimates provided by these
alternative estimators do not differ significantly from the baseline results, some of the coefficients
do vary across different estimation techniques. In particular, the magnitudes of the coefficients on
FD are generally lower in the OLS estimates. This is consistent with the fact that indicators of FD
are often measured with errors, which would create an attenuation bias in the OLS estimates. Sizes
of the system GMM and 3SLS estimates on FD do not show any systematic difference from the
baseline IV-2SLS estimates. However, in common with the previous case, these estimates are
systematically larger than their OLS counterparts, suggesting the presence of attenuated bias in the

OLS estimates due to measurement errors of FD.

34



6.2 Using the Schularick-Taylor credit ratio

The first column in Table 8 reports regression results in which FD is based on the ratio of
private credit to GDP compiled by Schularick and Taylor (2012) over the period 1870-2008 for 14
countries (the US, Canada, Australia, Denmark, France, Germany, lItaly, Japan, the Netherlands,
Norway, Spain, Sweden, Switzerland, and the UK). These data serve as a robustness check on data
that are compiled from alternative and overlapping sources to our data. We only report the results
based on the credit ratio since we use these data in our baseline regressions and because we arrive at
almost similar results when we use the other two series collected by Schularick and Taylor (2012),
namely the ratio of broad money to GDP and the ratio of bank assets to GDP.

The coefficients of FD are all highly significant in the regressions for all outcome variables
and are close to the coefficients in the baseline regressions. The significance of the other regressors
is quite similar to those in the baseline regressions. This finding is not surprising since the
Schularick-Taylor measure and our private-credit ratio show a strong correlation of 0.68. The
significance of these results is not only that our baseline results are robust to alternative data sources
but also to a smaller subset of countries in our sample. Finally, coefficients of the instruments in the
first-stage regressions, which are not reported, are all significant and carry the signs in line with our
priors. The over-identification test results also do not suggest any evidence that the exclusion

restrictions are violated.

6.3 Using stock market-based indicators of FD

The FD indicators used in the previous section have been bank-based and, therefore, relate
predominantly to the banking sector as the intermediating sector through its provision of credit,
directly or indirectly, through banks’ asset or liability positions on their balance sheets. Thus, the
FD indicators used thus far exclude intermediation through stock markets and may, therefore, not
give a complete picture of the effects of FD on outcome variables. To overcome this omission the
ratio of stock market capitalization to GDP and stock market volatility are used as indicators for
market-based FD.

Stock market capitalization is probably the most widely used market-based measure of FD
(Levine, 1997) while stock price volatility is proposed and used by Levine and Zervos (1998) as a
measure of the influence of gyrations in the stock market on growth and, therefore, whether
volatility hinders investment and resource allocation. We have also used the ratios of stock market
total value traded to both GDP and stock market capitalization. However, to conserve space, the

estimates are not reported here since they provide similar findings.
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Table 8: Robustness checks using other financial development indicators

(1) Schularick- (2) Stock (3) Bank-based (4) Stock
Taylor's private market vs. market- market
credit data capitalization based system volatility
Dep. Var. = InA>. Panel I: Knowledge production function (Eq. (7))
A, 0990 0.943™ 0.985 0.99
it (0.008) (0.016) (0.040) (0.006)
b 0.018 -0.013 -0.016 0.020
In(R/Y)i (0.011) (0.009) (0.028) (0.007)
InDTF. -0.029 0.047" 0.138 0.069""
it (0.049) (0.029) (0.153) (0.019)
D 5.211 8.192 -1.837 0.802
(R/Y)j; - InDTFy, (1.392) (2.297) (8.343) (0.825)
. - 0.034 0.224 0.109 0.093
M/Y™)ie - In(R/Y)j (0.028) (0.017) (0.035) (0.006)
InFD, 0.207"" 0.1237"
it (0.021) (0.020)
0.213 -0.029
InSMCy (0.035) (0.139) .
-0.017
InFVye (0.007)
No. of observations 342 588 588 588
Dep. Var. = savings rate Panel I1: Savings function (Eq. (8))
Alnv, 0.007 0.050"" 04517 0016
Vit (0.014) (0.007) (0.078) (0.005)
In Age deb: -0.135" -0.107"" -0.084" -0.208""
ge aepie (0.020) (0.005) (0.044) (0.015)
Int rate. 0.004™" 0.001™" 0.0357" 0.001”
it (0.001) (0.000) (0.005) (0.000)
— 0.0407" 0.0457"
it (0.008) (0.016)
0.008 0.008
InSMCy (0.001) (0.013)
-0.085
InFVi (0.012)
No. of observations 342 588 588 588
Dep. Var. = In(I/K);; Panel 111: Investment function (Eq. (10))
Ina. 0.0017" 0.001 0.001 0.0017"
it (0.000) (0.001) (0.001) (0.001)
Alny. 0.045 0.150"" 0.1297" 0.1897"
Yit (0.035) (0.018) (0.019) (0.014)
— 0.124™" 0.023™
it (0.023) (0.010)
0.028 -0.023
InSMCy (0.005) (0.015)
-0.053
InFV;, (0.007)
No. of observations 342 588 588 588
Dep. Var. = In GERS " Panel IV: Secondary gross enrollment rates function (Eg. (11))
Alny, 0150 0217 0.070"" 0.043"
it (0.045) (0.011) (0.017) (0.019)
InLife, 05827 21197 0.024 1.808""
it (0.218) (0.157) (0.120) (0.226)
real int rate;, | -0.114™ -0.029° -0.065™" -0.158™"
1000 (0.022) (0.015) (0.019) (0.015)
InFD. 0.104™" 0292
it (0.023) (0.013)
0.966 0.174
InSMCy (0.022) (0.009)
-0.296
InFVy (0.034)
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No. of observations 337 582 582 582

Dep. Var. = In GERf;"”"‘"y Panel V: Tertiary gross enrollment rates function (Eq. (11))
Aty 0.683 -0.449 -0.049 3.6117
Vit (0.470) (0.397) (0.038) (1.940
InLife, 11.325 4,654 6.469 7.540
N €ie (3.242) (0.733) (0.119) (2.030)
real int rate;, | -0.290"" -0.351"" -0.093™" -0.617"
1000 (0.050) (0.010) (0.012) (0.258)
InFD. 0.568 0.562
it (0.125) (0.015)
1.570™" 0.378""
InSMCy (0.108) (0.010)
-0.289™
InFVy (0.096)
No. of observations 342 587 587 587

Notes: see notes to Table 2. Schularick-Taylor's indicator of FD is measured as credit to the private sector / GDP for 14
OECD countries over the period 1870-2008. FD = credit / GDP; SMC = stock market capitalization / GDP; FV = stock
market volatility. Figures in parentheses are robust standard errors. *, ** and *** indicate significance at the 10%, 5%
and 1% levels, respectively.

The stock market capitalization to GDP ratio, SMC, is included as the sole FD indicator in
the regression in column (2) in Table 8. Stock market capitalization is measured as the value of
listed companies on domestic stock exchanges and the data are compiled from various national and
international sources. The value of non-residential capital stock is, predominantly, used to backdate
and interpolate the missing data. The coefficients of SMC are all highly significant and the
magnitudes of the coefficients are comparable with the results in the baseline regressions.
Furthermore, coefficients of the instruments in the first-round regressions were highly significant
and the over-identification tests were all insignificant (results not shown); a result that applies to all
regressions in Table 8.

The significance of SMC begs the question whether it is a complement or a substitute to the
credit-based measure of FD. To investigate this issue the credit-based measure of FD and SMC are
included jointly in the regressions in column (3) in Table 8. The coefficient of the credit-based FD
is consistently highly significant and, perhaps surprisingly, it has, on average, not lost its economic
significance when SMC is included in the regressions. The coefficients of SMC are significant in the
schooling regressions; however, they are insignificant in the ideas production and the savings and
investment models, suggesting that bank credit is a more important source of finance compared to
the stock market in these cases.

Finally, stock market volatility (FV) is included as the FD variable in the regression in the
last column in Table 8, where stock market volatility is measured as the standard deviation of
monthly stock prices within the year. The coefficients of FV are consistently negative and
statistically significant showing potential downsides of FD. In other words, a highly developed
financial system may be more prone to financial crises, as signified by high stock market volatility.

The question is the extent to which stock market volatility reflects malfunctioning of the stock
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market. From an option-pricing modeling point of view it follows that stock market volatility is
increasing in a declining stock market (Black, 1976). The results suggest that capital markets may
impinge negatively on drivers of growth in periods of uncertainty such as during the Great
Depression, the oil price shocks in 1974-1975 and 1980-1982 and other downturns that have been
associated with a deterioration of banks’ balance sheets. Quantitatively, stock market volatility has
an especially negative impact on GERs, perhaps suggesting that schooling decisions are sensitive to
uncertain prospects or that high volatility is associated with deteriorating bank balance sheets that

lower the provision of credit.

6.4 Ten-year interval estimates

The models are also estimated using 10-year non-overlapping observations in the first
column of Table 9 to check whether the previous results, based on five-year interval data, have been
overly influenced by outliers and movements at business cycle frequencies. Note, however, that the
SUR regressions require the number of time periods to exceed the number of cross-section units — a
requirement that is satisfied in the 5-year interval but not in the 10-year interval regressions. In the
5-year interval regressions we have used a covariance structure that allows for conditional
correlation between the contemporaneous residuals for any two cross-sections, but residuals in
different periods are restricted to be uncorrelated. This type of covariance structure is commonly
referred to as “clustering by period”, given that observations for a given period are correlated to
form a cluster. In the ten-year interval regressions we cluster by cross section to satisfy the
requirement that the number of cross section units must exceed the number of time periods.
Specifically, a covariance structure that allows for heteroskedasticity and serial correlation between
the residuals for a given cross section is used; however, the residuals in different cross sections are
restricted to be uncorrelated.

Common to the instruments in the first-stage regressions in column (1) of Table 9 is that
their coefficients are significant and carry consistent signs and the over-identification tests do not
indicate that the over-identification restrictions are violated at conventional significance levels (the
results are not shown). The coefficient of FD remains consistently highly significant in all models
(knowledge production, savings, investment, and secondary as well as tertiary education). Most of
the control variables also remain significant. From this it can be concluded that the baseline
regression results have not been significantly influenced by the business cycles or outliers that go
beyond five-year intervals and that the results are robust to clustering by cross-section as opposed to

clustering by period.
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6.5 Allowing for disequilibrium in the housing market

The deviation of house prices from their fundamental value, HPD, is included as a control
variable in the regressions in column (2) in Table 9. This variable is included essentially to counter
the effects of potential disequilibria in financial markets on the outcome variables. The almost
uninterrupted economic upturn from 1995 to 2008, for example, is often attributed to the asset
market run-up, particularly the house price appreciation (Madsen, 2012; The Economist, 2013).
Since housing collateral is increasing in house prices it follows that mortgage lending, which is a
large proportion of credit to the private sector, may go hand-in-hand with house prices and,

consequently, influences the outcome variables through house prices.

Table 9: Other robustness checks

(2) Include

(1) 10-year 7 (3) Period | (4) Period 1l
averages  Lopin’sqhouse g agn’iga0) (1947-2009)
price deviation
Panel I: Knowledge production function (Eq. (7))
Ind, 0.965" 0.9837" 0.965 09897
it (0.006) (0.006) (0.003) (0.006)
D 0.031 0.008 -0.015 0.037
In(R/Y)i (0.015) (0.009) (0.011) (0.007)
InDTF, 0.017 0.098™" 0.040° 0.147"
it (0.051) (0.028) (0.023) (0.067)
b 2.128 1.134 2.467 -2.634
(R/Y)i - InDTFy (1.276) (0.986) (3.213) (1.750)
- -0.051 0.074 0.105 0.291
(M/Y™)ie - In(R/Y) (0.049) (0.015) (0.029) (0.063)
e
InFD. 0.0777" 01157 0.0457" 0.186""
it (0.019) (0.021) (0.012) (0.013)
No. of observations 294 588 294 273
Panel 11: Savings function (Eq. (8))
Alny. 00177 -0.003 0.026" 0.030"
Yie (0.003) (0.005) (0.009) (0.012)
In Age dep, -0.089"" -0.196" 0.025 -0.201""
it (0.022) (0.011) (0.028) (0.061)
Int rate. 0.001 0.002" 0.002"" 0.003"
it (0.000) (0.001) (0.001) (0.002)
-0.029
InHPD;, (0.010)
InFD. 0.013™ 0.068™" 0.014™ 021077
it (0.006) (0.010) (0.005) (0.005)
No. of observations 294 588 294 273
Panel I11: Investment function (Eq. (10))
Ing. 0.001 0.001 0.001" 0.001
Tie (0.001) (0.001) (0.001) (0.001)
Al 0.1897" 0.137"" 0.1977" 0.339"
Yie (0.023) (0.021) (0.035) (0.160)
-0.025
InHPD;, (0.039)
InFD, 0.0797" 0.022" 0.0447" 0.073""
it (0.005) (0.011) (0.003) (0.015)
No. of observations 294 588 279 252
Panel IV: Secondary gross enrollment rates function (Eq. (11))
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0.0527" 0.033"7 0.052 0.164"

Alny i (0.017) (0.015) (0.057) (0.043)

InLife, 0.9207" 1.0657" 134177 5.358"

it (0.242) (0.131) (0.317) (1.648)

real int rate;, | -0.126™ -0.063"" -0.237°" 0.864

1000 (0.060) (0.012) (0.011) (1.482)
i

InFD. 0178 032377 0.4427" 02807

it (0.036) (0.011) (0.016) (0.100)

No. of observations 291 582 288 273
Panel V: Tertiary gross enrollment rates function (Eg. (11))

Alny, 0.1997" -0.029 0.279" 0.2097

it (0.043) (0.037) (0.115) (0.065)

InLife, 3.1047" 2685 -1.129 6.814"

it (0.572) (0.078) (1.075) (1.212)

real int rate;, | -0.434™" -0.374™ -0.263"" -0.463”

1000 (0.077) (0.010) (0.062) (0.210)
0.2917"
InHPD;, (0.037)

InFD, 15947 1085 0.306" 0797

it (0.171) (0.023) (0.088) (0.090)

No. of observations 294 587 293 273

Notes: See notes to Table 2. “Culture” is measured as the marriage rate whereas “Openness” is measured as the ratio of
imports to GDP, and HPD is the deviation of house prices from their fundamental value. Figures in parentheses are
robust standard errors. *, ** and *** indicate significance at the 10%, 5% and 1% levels, respectively.

To cater for that we include the deviation of house prices from their fundamental value in
the regressions, noting that the deviations of stock prices from their fundamental value are not
considered because they are already included as Tobin’s q in the investment regressions (see, for
discussion of fundamental value of stocks, Madsen and Davis, 2006). The fundamental value of
house prices is measured by the building deflator under the hypothesis that the fundamental value of
replaceable assets is determined by acquisition costs (see, for exposition, Madsen, 2012).

The coefficients of FD remain statistically highly significant in all the regressions and their
magnitude remains close to those in the baseline regressions when the deviation of house prices
from their fundamental values, HPD, is included as a control variable. HPD is significant in the
regressions except for the investment function. ldeas production may be negatively related to HPD
because talents are driven into the financial sector during asset price booms. Savings are probably
negatively affected by HPD because home owners feel wealthier when house prices exceed their
equilibrium and realign their consumption to their permanent income, and because myopic
consumers increase their consumption when lending standards are lenient during house price
booms. Secondary schooling is negatively related to HPD, whereas tertiary education is positively
related to HPD. A possible explanation for the latter finding is that financially constrained parents
of would-be students use home equity collateral to finance their children’s tertiary education, and

that tertiary education, at least to some extent, is a luxury good. Why the coefficient of HPD is
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negative in the secondary education regression is more difficult to explain and this may reflect some

spurious correlations.

6.6 Pre- and post-WWII regressions

Covering a period of 140 years renders it likely that there have been structural changes in
the relationship between FD and the outcome variables. Patrick (1966), for example, argues that the
supply side is the dominant force behind FD in early stages of industrialization while demand
becomes a more important factor as the economy develops. To investigate this issue the baseline
models are regressed in the pre- and post-WWII periods. WWII marks a period in which growth
rates start increasing as a consequence of structural changes in OECD economies and a surge in
educational attainment and innovative activity. The regression results are reported in the last two
columns in Table 9. The coefficients of FD are all highly significant and have the expected signs in
both periods; however, the magnitude of the coefficient of FD is higher in the post-WWII
regressions than in the pre-WWII regressions, except for secondary gross enrollment. This
difference may partly reflect an attenuation bias in the pre-WW]I estimates because the data quality
deteriorates as we go back in time and partly be a manifestation of stronger economic effects of FD
in the post-WWII period as credit has become a more vital part of economic development. For
example, increasing relative costs of innovation and schooling because of slow productivity
advances in these sectors and the fact that innovations have become increasingly complicated have

rendered schooling and innovation more dependent on credit.

7. Simulations

Thus far we have been concerned only about the quantitative effects of FD on the outcome
variables and have not considered the contribution of FD to productivity growth through different
channels to gain insight into their relative importance for growth. This section simulates the
productivity growth effects of FD through ideas production, savings, and secondary and tertiary
education. For this purpose Eq. (4) is used; however, Eq. (4) cannot be used as it stands because a

direct mapping between labor productivity growth (gy,,) and the right-hand-side variables (g4,
gx /v and sc) is lacking. Specifically, 1) patent counts do not directly measure ga and, therefore, a
mapping needs to be estimated; 2) gy can be derived from the Solow model; 3) the social returns

to schooling (6) needs to be estimated; and 4) sc needs to be derived from GERs. The growth
effects of investment are not considered because they will be accounted for through the saving
function and the principal results are insensitive to whether the investment or saving functions are

used in the simulations. The output effects through each channel are computed as follows.
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Ideas production. The coefficients of FD in the regression output reported in Table 2 are
used to simulate the effects of FD on ideas production. The coefficient of patent stock in the
productivity regressions of Madsen (2007) is used to find a mapping between ideas production and
productivity growth. Based on Madsen’s (2007) preferred estimates in columns (1) and (5) of Table

1, the average estimate for patent stock of 0.11 is used. Thus, the growth effect of FD is given by:

din(y /L) __din(y/L) _ dinAP
dinFD |;p ~  dinAP ~ dinFD

= 0.11@,, (13)

where @ is the coefficient of InFD in the ideas production function (Eq. (7)). Simulations are first
carried out for the credit-GDP, bank asset-GDP or money-GDP ratios and their associated estimates
of &g (columns (2) to (4) in Table 2) individually and the unweighted average is then estimated.

Savings. The Solow model is used to gauge the saving effects on productivity growth. Based
on the Cobb-Douglas production function given by Eqg. (1) without educational attainment the
Solow model yields the steady-state per capita income of:

Y s a/(1-a) s 1/2
=G =Gom) (14)

n+g+é n+g+é

where n is the population growth rate; g is the growth in labor augmenting technological progress;
and ¢ is the depreciation rate for fixed capital. Capital’s income share, «a, is set to 1/3, following the
standard practice in the literature. Differentiating the logs of (Y /L) with respect to FD using the
chain rule and inserting these numbers yield the effects of FD on labor productivity through savings

as follows:

~

din(v/L)| _din(v/L) _ds _1( s \7t/ 1 ds 1 ds 1

dinFp |~ ds dlnFD 2 (n+g+6) (n+g+5) dInFD — 25dInFD _ 023 /% (15)
where 7, is the coefficient of InFD in the estimates of the savings models and s is the sample mean
and is estimated to be 11.5% in our sample (private saving rate over the period 1870-2009 for the
OECD countries). Simulations are first carried out for the credit-GDP, bank asset-GDP or money-
GDP ratios and their associated estimates of y, (columns (2) to (4) in Table 3) individually and an
unweighted average is then estimated.

Schooling. The effect of financial development on productivity growth through the channel
of education is given below:

din(y /L) _ din(v/L) _dinsc  dInGERX dinsc

= = 0.308 ——1,, (16)

dinFD lgggrX dinsc  dInGERX  dInFD dInGERX
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where sc, as defined above, is educational attainment of the working age population. The point
estimate of Madsen (2014) is used to find din(Y/L)/dlnsc, where the coefficient of the level of
educational attainment is estimated to be 0.041. This yields an average elasticity of human capital
of 7.51-0.041 = 0.308, where 7.51 is the average educational attainment in the OECD countries
considered in this paper over the period 1870-2009. Simulations are first carried out for the credit-
GDP, bank asset-GDP or money-GDP ratios and their associated estimates of A, (columns (2) to (4)
in Tables 5 and 6) individually, and then the unweighted average is used in the simulations.

The dinsc/dInGER*term can either be computed as the steady-state effect of GERs on
education or estimated by allowing for the dynamic adjustment of sc to changes in GERs. The
steady-state effect can be computed as follows. For the regressions in Tables 5 and 6, for example,
the coefficient of InFD for the regressions in columns (2) to (4) is, on average, 0.321 for secondary
schooling and 1.444 for tertiary education. Since the number of years of schooling at the secondary
and tertiary levels is five years in most OECD countries it follows that educational attainment
increases by 5 - (0.321 + 1.444) for each percentage increase in FD in the steady state. While this
method is a good approximation over long periods it is not adequate for short time intervals because
of the time lag between entering into education and being in the labor market. Furthermore, some of
the graduates die before they reach the pension age of 65. Therefore, we use the following method
that allows for dynamic adjustment.

The dynamic effect of changes in GERs on educational attainment, which is derived by

Madsen (2014), is computed for secondary education as follows:

49 17 s
_ Zi=o{P0p15+iZj=13 GERt—i+j}

61 a
Ya=15Popg

scpe¢

, (17)

where sc**¢ is secondary educational attainment, Pop? is the size of the population at the age cohort
a, Popss.i is the size of the age cohort i starting at the age of 15, j is the school grade, and 17 is the
maximum schooling age for secondary schooling. From this model it follows that the secondary
educational attainment for the 64 year age cohort in 1870 is the sum of GERs in secondary school
during the period 1818-1822. Eg. (17) can be readily implemented for tertiary educational
attainment, sc'®', with j = 18-22.

The simulations of Eq. (16) are carried out as follows. First, the influence of FD on GERSs is
computed and the effects of the changes in GERs on educational attainment are calibrated using Eq.
(17). Data on FD are constructed back to 1818 because it is the year when the oldest working age
cohort in 1870 started secondary schooling. Finally, the growth effects are estimated by multiplying

the FD-induced increase in educational attainment by 0.308.
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Table 10: Simulations of averages of all models

1 2 3 4 5 6 7
Period Ideas_ Savings GERS GER" Total Actual Actual
production gvi 9viPop
1870-1914 0.260 0.260 0.008 0.028 0.556 1.442 1.224
1914-1950 0.400 -0.004 0.008 0.041 0.446 1.852 1.279
1950-2009 0.579 0.223 0.002 0.010 0.814 2.617 2.422
1870-2009 0.432 0.176 0.005 0.024 0.638 2.047 1.747

Notes. The numbers are annual geometric growth rates in percentages and unweighted averages for all countries. The
first four columns are the productivity growth attributed FD through ideas production, savings, and gross enrollment at
secondary (GER®) and tertiary (GER") levels. The sum of the first four columns is reported in column 5 (Total). Actual
productivity growth rates are reported in columns (6) and (7), where gy, is the growth in labor productivity (GDP
divided by hours worked per year and employment) and gy, is the growth in per capita GDP. The simulations are
based on the regressions in the columns (2) to (4) in Tables 2 (ideas production), 4 (investment), 5 (secondary GERS)
and 6 (tertiary GERS).

The simulation results are reported in Table 10 for the sub-periods 1870-1914, 1914-1950,
and 1950-2009 and the entire period 1870-2009. The figures are average annual growth rates in
percentages. The first four columns show the contribution of FD to average productivity growth
through ideas production, savings, and secondary and tertiary education. The quantitatively most
significant channel through which FD affects growth is ideas production, followed by savings and
education. In this connection, our results are consistent with Beck et al. (2000), who find a strong
link between finance and productivity but a weak correlation between finance and capital
accumulation, but less consistent with King and Levine (1993) and Benhabib and Spiegel (2000)
who find that financial development is strongly associated with capital accumulation.

The growth effect of FD through ideas production is positive even in the period 1914-1950
during which FD was decreasing because it is the level of FD and not the growth in FD that is
relevant for ideas production. Nor is the contribution through the educational channel negative in
this period because of the time-lag between GERs and educational attainment. The overall
contribution to growth through the educational channel is lower than the steady-state effects
because the marked FD-induced increase in GERs since 1950 has not yet been fully borne out.

The overall growth effects of FD, which are presented in column (5), have been significant,
particularly in the period 1950-2009 when FD contributed 0.81% to growth whereas the
contribution was lower at 0.64% in the overall period 1870-2009. Of the actual growth rates
displayed in column (6) (labor productivity) and column (7) (per capita income), FD explains
between 31% and 37% of the actual growth rates, respectively, suggesting that FD has been
influential for growth over the past 140 years. Even if FD remains at its average 1950-2009 level in
the future, it will perpetually contribute 0.58% growth through ideas production in addition to the

lagged effects from the increasing FD-induced GERs that will last over the next 51 years.
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8. Conclusions

Based on a newly constructed dataset for OECD countries over the past 140 years this paper
has tested the channels through which FD influences growth. Data for OECD countries were used
because they are available far back in time, thus ensuring that the parameter estimates are not driven
by unobserved cross-country heterogeneity — a paramount problem when the African countries are
included in cross-section data samples. Ideas production, savings, investment, and schooling were
examined as the principal transmission channels, following the predictions of endogenous growth
models. Previous research on FD has almost entirely focused on savings and investment and has not
paid much attention to human capital and R&D although these are the fundamental drivers of
growth in endogenous growth models.

Unionization and agricultural share were used as instruments for FD since they are highly
correlated with FD, have the signs in line with our predictions, and satisfy the exclusion restrictions.
Credit to the private sector, broad money, bank assets, stock market total value traded, stock market
capitalization and stock price volatility were used to construct measures of FD to ensure that the
results were not sensitive to the choice of our FD indicator.

The results showed that FD is a highly significant determinant of growth through ideas
production, savings, investment, and secondary and tertiary gross enrollment rates. Sensitivity
analysis showed that the results were extraordinarily robust to exclusion of any of the two
instruments from the first-stage regression, change in estimation period, various alternative
estimators (OLS, system GMM, and 3SLS), estimates in 10-year intervals as opposed to regressions
in five-year intervals, allowance for the influence of secular deviations in house prices from their
long-run equilibrium, and using the data on FD by Schularick and Taylor (2012). From this it can
be concluded that FD has been influential for economic development through its different phases in
OECD countries since the onset of the Second Industrial Revolution.

One of the most important contributions of the paper is that it shows that FD has been a
driving force behind ideas production as well as secondary and tertiary education. The finding of
positive effects of FD on gross enrollment rates implies that productivity growth is affected by FD,
with a considerable time lag through this channel, since schooling first influences productivity when
a student cohort joins the workforce — an effect that is difficult to capture in standard growth
regressions. Second, the findings of significant effects of FD on ideas production and constant
returns to ideas production reinforce the evidence of permanent growth effects of FD found in
almost all of the literature on finance and growth. Furthermore, simulations showed that ideas
production has been the most important channel through which FD has been transmitted to growth

over the past 140 years and that it has contributed 0.43% to the average annual growth rate in the
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OECD countries over the same period; well above the 0.18% contribution from savings. These
findings suggest that ideas production should take a central place in the discussion of the nexus
between FD and growth, as opposed to investment and savings since neither of these have any

permanent growth effects.
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Data Appendix (Not for Publication)

R&D. The data do not exist for every year for most countries. The data are interpolated as follows: The ratio
of R&D to nominal GDP is interpolated geometrically and R&D is recovered by multiplying by the
interpolated ratio of R&D to nominal GDP by nominal GDP. The data are backdated using the ratio of R&D
to nominal GDP as follows: The data are spliced with the average R&D/Y -ratio for the countries for which
the data are available. All countries 1963-1980: OECD Archive (OECD -DSTI/EAS) Contact: Elena
Bernaldo de Quir6s- elena.bernaldo@OECD.org. 1981-2009: OECD, Main Science and Technology
Indicators, various years. Before 1962 for individual countries. USA. 1921-1952. Terleckyj, Nestor E. 1963
Research and Development: Its Growth and Composition. National Industries Conference Board Studies in
Business Economics, No. 82. New York: The Board. 1953-2009. National Science Foundation. Japan.
Historical Statistics of Japan, Statistics Bureau and Statistical Research and Training, Institute, Ministry of
Internal Affairs and Communication (http://www.stat.go.jp/english/data/chouki/index.htm). Australia. 1940-
1964. Table ES 249-257. In Vamplew, W. (1987). Australians, Historical Statistics. Fairfax, Syme and
Weldon Associates: New South Wales; 1921-2007, HMD. Netherlands. 1959-1972: Statistics Netherlands,
Contact: Ferry Lapré at infoservice@cbs.nl. Germany. 1870-1970. Frank R Pfetsch, 1985, Datenhandbuch
zur Wissenschaftsentwicklung, Kéln: Zentrum fur historische Socialforschung. Spain. 1870-1970. Aracil, J
and J L Peinado, 1976, "Classification funcional de los gastos del estado (1850-1965)," in Valentin
Fernandez Acha (ed.) Datos Basicos para la Historia Financiera de Espana (1850-1975). Madrid: Instituto de
Estudios Fiscales.

TFP. See Madsen, J. B. (2008), "Semi-endogenous versus Schumpeterian Growth Models: testing the
knowledge production function using international data." Journal of Economic Growth, 13(1), 1-26.

Imports. See Madsen, J. B. (2009), "Trade Barriers, Openness, and Economic Growth." Southern Economic
Journal, 76(2), 397-418.

Construction costs. See Madsen, J. B. (2012), “A Behavioral Model of House Prices.” Journal of Economic
Behavior and Organization, 82, 21-38.

House prices. See Madsen, J. B. (2012), “A Behavioral Model of House Prices.” Journal of Economic
Behavior and Organization, 82, 21-38.

Nominal and real GDP. See Madsen, J. B. (2009), "Trade Barriers, Openness, and Economic Growth."
Southern Economic Journal, 76(2), 397-418, and Madsen, J. B. (2008), "Semi-endogenous versus
Schumpeterian Growth Models: testing the knowledge production function using international data." Journal
of Economic Growth, 13(1), 1-26.

Imports of research intensity. See Madsen, J. B. (2008), "Semi-endogenous versus Schumpeterian Growth
Models: testing the knowledge production function using international data." Journal of Economic Growth,
13(1), 1-26.

Patents. See Madsen, J. B. (2008), "Semi-endogenous versus Schumpeterian Growth Models: testing the
knowledge production function using international data.” Journal of Economic Growth, 13(1), 1-26.

Educational attainment and gross enrollment rates. See Madsen, J. B. (2014), “Growth, Human Capital,
and the World Technology Frontier.” Review of Economics and Statistics (forthcoming).

Age dependency rates. Population of ages below 15 or below the age at which they leave the educational
system and above the age of 64 divided by population between 15 and 64 years of age as follows:

Age, = 1—Popj?™"°(1 — GERj; — 0.5 * GER];) — Pop{,°~**(1 — 0.5 * GER},) — ¥.9238%, Pop},
it — ’

where Pop' is the proportion of the population that is in the age cohort j, GERS is gross enrollment rates in
secondary schooling, and GER' is gross enrollment rates in tertiary schooling. For data sources see Madsen,
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J. B. (2014), “Growth, Human Capital, and the World Technology Frontier.” Review of Economics and
Statistics (forthcoming).

Total savings rate. Madsen, J B and | Mamun, 2014, “Does Savings Cause Growth? International
Evidence,” Mimeo, Monash University.

Tobin’s q. The residual from regressing the log of consumer-price-deflated stock prices on a time-trend. For
data sources see Madsen, J. B. (2003), "Equity Prices, Share Price Valuation, Crashes and Depressions."
Nationalgkonomisk Tidsskrift (Journal of the Danish Economic Society), 141, 3-34.

Real interest rate. Nominal interest rate on a long-term government bond minus contemporaneous
consumer inflation rate. See Madsen, J. B. (2003), "Equity Prices, Share Price Valuation, Crashes and
Depressions.” Nationalgkonomisk Tidsskrift (Journal of the Danish Economic Society), 141, 3-34.

Life expectancy at 10 years of age. See Madsen, J. B. (2012) “Health, Human Capital Formation and
Knowledge Production: Two Centuries of International Evidence,” NBER Working Paper no. 18461.

Private sector credit. 1960-2009. World Development Indicators (WDI) 2012 Online Database (Domestic
Credit to Private Sector (% of GDP)), Accessed on 03/10/2012
(http://databank.worldbank.org/ddp/home.do?Step=12&id=4&CNO=2) and International Financial Statistics
(IFS) 2012 (Credit to Private Sector), Accessed on 03/10/2012 via Datastream. Earlier data are constructed
as follows. Australia, 1841-1850 Broad Money (M3), Vamplew, W. (ed.), 1987. Australians, Historical
Statistics, Fairfax, Syme & Weldon Associates; 1851-1945 Butlin, S. J., Hall, A. R. and White, R. C., 1971.
Australian Banking and Monetary Statistics 1817-1945, Reserve Bank of Australia, Occasional Paper No.
4A, Sydney (1851-1945 Advances and all other Assets of Australian Trading Banks, p. 141-159; 1851-1945
Mortgage Loans of Savings Banks, p. 502-504); 1946-1947 White, R. C., 1973. Australian Banking and
Monetary Statistics 1946-1970, Reserve Bank of Australia, Occasional Paper No. 4B, Sydney (Loans
Advances and Bills Discounted of Major Trading Banks (p. 145) and all Savings Banks (p.496));1948-2011
IFS, 2012, op.cit.; Austria, 1842-1869 Broad Money, Mitchell, B. R., 2007. International Historical
Statistics: Europe 1750-2005, Palgrave Macmillan, New York (M2= Banknote Circulation (H1)+Deposit in
Commercial Banks (H2)+ Deposits in Saving banks (H3)); 1870-1912 Oesterreichische Statistik -
Herausgegeben von der K. K. Statistische Central-Commission (Hypothekendarlehen; Debitoren &
Hypotheken (gesamt & davon oesterreichisch-ungarische Bank (Notenbank)); 1913-1959 Broad Money,
Mitchell, B. R., Europe, 2007, op.cit.; 1960-2011 WDI, 2012, op.cit.; Belgium, 1851-1879 Broad Money,
Mitchell, B. R., 2007, Europe, op.cit.; 1880-1949 Bank Assets, Goldsmith, W. R., 1969 Financial Structure
and Development, New Haven and London: Yale University Press; 1950-1959 Bank Assets, IFS, 2012,
op.cit.; 1960-1980 WDI, 2012, op.cit.; 1981-2009 Loan, OECD Banking Statistics, Accessed on 03/10/2012
(http://stats.oecd.org/); 2010-2011 WDI, 2012, op.cit.; Canada, 1856-1959 Urquhart, M. C. (Ed.), 1965.
Historical Statistics of Canada, The University Press, Cambridge (1856-1879 Other Loans, Discounts and
Advances of Banks of Ontario and Quebec, p. 244; 1880-1959 Chartered Bank’s Loans in Canada, p. 235-
239; 1875-1959 Quebec Savings Bank’s Total Mortgage and Loans, p. 248; 1888-1959 Canadian Life
Insurance Companies’ Mortgage Loans on Real Estate, p. 255); 1960-1987 WDI, 2012, op.cit., 1988-2009
Loan, OECD Banking Statistics, Accessed on 03/10/2012 (http://stats.oecd.org/); 2010-2011 Broad Money,
M3, OECD Finance Statistics, 2012, Accessed on 03/10/2012 (http://stats.oecd.org/); Denmark, 1820-1850
Bank Assets, Statistics Denmark, 1969. Kreditmarkedsstatistik, Statistiske Undersggelser Nr. 24, Statistics
Denmark (Danmarks Statistik), Copenhagen (Assets of Commercial Banks, Savings Banks and Mortgage
Banks); 1851-1964 Statistics Denmark, 1969. Kreditmarkedsstatistik, Statistiske Undersggelser Nr. 24,
Statistics Denmark (Danmarks Statistik), Copenhagen (Mortgage Banks Credit and Other Loans of
Commercial Banks); 1965-1981 WDI, 2012, op.cit., 1982-2010 Credit, Statistisk Aarbog, 2010-2011 Loan,
OECD Banking Statistics, Accessed on 03/10/2012 (http://stats.oecd.org/); Finland, 1813-1861 Broad
Money, Mitchell, B. R., 2007, Europe, op.cit.; 1862-1956 Loans and Mortgage Loans, Statistical Yearbook
of Finland (various issues), Statistics Finland; 1957-1959 Bank Assets, IFS, 2012, op.cit.; 1960-2011 WDI,
2012, op.cit.; France, 1807-1837 Broad Money, Mitchell, B. R., 2007, Europe, op.cit.; 1838-1959 Credit of
Commercial Banks, Saint Marc, Michele, 1983. Histoire Monetaire de la France, 1800-1980, Presses
Universitaire de France, Paris; 1960-2011 WDI, 2012, op.cit.; Germany, 1838-1849 Broad Money,
Mitchell, B. R., 2007, Europe, op.cit.; 1850 -1875 Nettofinanzierung (Insgesamt), Hoffman, Walther G.,
1965. Das Wachstum Der Deutschen Wirtschhaft Seit Der Mitte des 19. Jahrhunderts; 1876-1969 Deutsche
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Bundesbank (Hrsg.), 1976. Deutsches Geld- und Bankwesen in Zahlen 1876-1975, Frankfurt (Aktien-
Kreditbanken, Hypothekenbanken, Oeffentlich-rechtliche Bodenkreditinstitute, Sparkassen in Preussen,
Gewerbliche Kreditgenossenschaften); 1970-2011 WDI, 2012, op.cit.; Greece, 1858-1918 Broad Money,
Kostelenos, George C., 1995. Money and Output in Modern Greece: 1858-1938, Centre of Planning and
Economic Research, Greece; 1919-1937 (Agricultural Loans, Advances on Goods, Advances on Buildings,
Other Advances and Investments) & 1954-1959 (Total Credit of Commercial Banks), Statistical Yearbooks
of Greece; 1938-1953 Bank Assets, Goldsmith, W. R., 1969, op.cit.; 1954-1959 Bank Assets, IFS, 2012,
op.cit.; 1960-2011 WDI, 2012, op.cit.; Ireland, 1833-1879 Broad Money, Mitchell, B. R., 2007, Europe,
op.cit.; 1880-1959 Sheppard, David K., 1971. The Growth and Role of UK Financial Institutions 1880-1962,
Methuen & Co. Ltd., London (Loans, Advances, Other Accounts, Total, p. 120-121); 1960-2011 WDI, 2012,
op.cit.; Italy, 1861-1962 Loans by Credit Institutions and Special Credit Institutions of Italy, Banking
Statistics, Time Series| Italian Historical Statistical Repository, Accessed on 12/09/2012
(http://timeseries.istat.it/index.php?id=60&user_100ind_pil[id_pagina]=143&cHash=92f7c3add725albbflc
56a01861f22e9); 1963-2011 WDI, 2012, op.cit.; Japan, 1870-1872 Broad Money, Mitchell, B. R., 2007.
International Historical Statistics: Africa, Asia and Oceania, 1750-2005, 5th Ed. Palgrave Macmillan, New
York (M2= Banknote Circulation (H1)+Deposit in Commercial Banks (H2)+ Deposits in Saving banks
(H3)); 1873-1959 Bank of Japan, 1966. Hundred-Year Statistics of the Japanese Economy, Statistics
Department, Bank of Japan, Tokyo (1873-1959 Lending of All Banks, p. 194-195; 1918-1959 Lending and
Bills Discounted of Credit Associations, p. 223; 1903-1959 Loans of Agricultural Cooperatives, p. 226-227,;
1921-1959 Loans and Discounts of Credit Federations of Agricultural Cooperatives, p. 228; 1909-1929
Loans of Non-Life Insurance Companies, p. 237); 1960-2011 WDI, 2012, op.cit.; Netherlands, 1815-1899
Broad Money, Mitchell, B. R., 2007, Europe, op.cit.; 1900-1959 Schularick, Moritz and Taylor, Alan M.,
2012. Credit Booms Gone Bust: Monetary Policy, Leverage Cycles, and Financial Crises, 18702008,
American Economic Review, 102(2), pp. 1029-1061; 1960-2011 WDI, 2012, op.cit.; New Zealand, 1862-
1869 Broad Money, Mitchell, B. R., 2007, Africa, Asia and Oceania, op.cit.; 1870-1959 Bloomfield, G. T.,
1984. New Zealand: A Handbook of Historical Statistics, G. K. Hall & Co., Boston, Mass. (1870-1934
Advances of Trading Banks, p. 386-387; 1935-1959 Advances and Discounts of Trading Banks, p. 388-389);
1960-2010 WDI, 2012, op.cit.; 2010-2011 Broad Money, M3, OECD Finance Statistics, 2012, Accessed on
03/10/2012 (http://stats.oecd.org/); Norway, 1820-1959 Skanland, Hermod, 1967. DET Norske
Kredittmarked Siden 1900 (The Norwegian Credit Market since 1900), Statistisk Sentralbyra, Central
Bureau of Statistics of Norway, Oslo (Loans of State Banks, Commercial Banks, Loan Associations and
Insurance Companies), 1960-2006 WDI, 2012, op.cit.; 2007-2011 Broad Money, M3, OECD Finance
Statistics, 2012, Accessed on 03/10/2012 (http://stats.oecd.org/); Portugal, 1858-1892 (Loans and Bills
Discounted) & 1919-1959 (Current Accounts and secured Loans), Banks, Bankers and Banking Houses,
Instituto Nacional de Estatististica, 2001. Portugese Historical Statistics; 1893-1918 Assets, Instituto
Nacional de Estatististica, 2001, op.cit.; 1960-2011 WDI, 2012, op.cit.; Spain, 1856-1959 Carreras de
Odriozola, Albert and Sambola, Xavier Tafunell, 2006. Estadisticas historicas de Espafia, siglos XIX-XX,
Volumen Il, Fundacién BBVA (Creditos a Corto Plazo & Creditos y Prestamos); 1960-2011 WDI, 2012,
op.cit.; Sweden, 1750-1870 Broad Money, Mitchell, B. R., 2007, Europe, op.cit.; 1871-1959 Schularick,
Moritz and Taylor, Alan M., 2012, op.cit.; 1960-2011 WDI, 2012, op.cit.; Switzerland, 1826-1905 (Bilanz-
summe, Effet Sur l'interieur, Credits, Compte courant debiteur, Avances a terme, Hypotheques, p. 816-817)
& 1906-1959 (Wechselund Geldmarkt-papiere, Debitoren Mit Deckung, Avances et En blanc, Mit Deckung
preis a terme Gages, Darlehen Gegen, Konto-korrentkredite, Hypothekaranlagen, p. 820-821) Ritzmann-
Blickenstorfer, Heiner (Ed.), 1996. Historische Statistik der Schweiz / Statistique historique de la Suisse /
Historical Statistics of Switzerland, Zirich, Chronos-Verlag; 1960-2011 WDI, 2012, op.cit.; United
Kingdom, 1750-1879 Broad Money, Mitchell, B. R., 2007, Europe, op.cit.; 1880-1959 Sheppard, David K.,
1971. The Growth and Role of UK Financial Institutions 1880-1962, Methuen & Co. Ltd., London (Loans
and Advances and other Accounts of United Kingdom Banks (Excluding Bank of England), p. 116-117;
Loans and other Accounts of Joint-Stock Banks of England and Wales (Excluding Bank of England), p. 118-
119); 1960-2011 WDI, 2012, op.cit.; United States of America, 1790-1818 Assets, Carter, S. B. et al.,
(Eds.), 2006. Historical Statistics of the United States: Earliest Times to the Present, Millennial Edition,
Vol.3 Economic Structure and Performance, Cambridge University Press; 1819-1959 Credit, Carter, S. B. et
al., (Eds.), 2006, op.cit. (1819-1833 Loans and Discounts of State Banks, p. 3-632; 1834-1959 Total Loans
of Commercial Banks, p. 3-650-3-652; 1935-1959 Outstanding Loans of Federal and State Chartered Credit
Unions, p. 3-687; 1935-1959 Total Outstanding Borrowing of Federal Home Loan Banks, p. 3-689); 1960-
2011 WDI, 2012, op.cit.
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Bank assets. 1960-2009. International Financial Statistics (IFS) 2012 (Bank Assets), Accessed on
03/10/2012 via Datastream. Earlier data are constructed as follows. Australia, 1841-1850 Broad Money
(M3), Vamplew, W. (ed.), 1987. Australians, Historical Statistics, Fairfax, Syme & Weldon Associates;
1851-1945 Butlin, S. J., Hall, A. R. and White, R. C., 1971. Australian Banking and Monetary Statistics
1817-1945, Reserve Bank of Australia, Occasional Paper No. 4A, Sydney; 1946-1947 White, R. C., 1973.
Australian Banking and Monetary Statistics 1946-1970, Reserve Bank of Australia, Occasional Paper No.
4B, Sydney; 1948-2011 IFS, 2012, op.cit.; Austria, 1842-1869 Broad Money, Mitchell, B. R., 2007.
International Historical Statistics: Europe 1750-2005, Palgrave Macmillan, New York (M2= Banknote
Circulation (H1)+Deposit in Commercial Banks (H2)+ Deposits in Saving banks (H3)); 1870-1912
Oesterreichische Statistik - Herausgegeben von der K. K. Statistische Central-Commission; 1913-1952
Broad Money, Mitchell, B. R., 2007, Europe, op.cit.; 1953-2011 IFS, 2012, op.cit.; Belgium, 1851-1879
Broad Money, Mitchell, B. R., 2007, Europe, op.cit.; 1880-1949 Goldsmith, W. R., 1969 Financial
Structure and Development, New Haven and London: Yale University Press; 1950-2011 IFS, 2012, op.cit.;
Canada, 1856-1879 Bank Credit (Other Loans, Discounts and Advances of Banks of Ontario and Quebec, p.
244), Urquhart, M. C. (Ed.), 1965. Historical Statistics of Canada, The University Press, Cambridge; 1880-
1947 Goldsmith, W. R., 1969, op.cit.; 1948-1987 IFS, 2012, op.cit.; 1988-2009 Assets, OECD Banking
Statistics, Accessed on 03/10/2012 (http://stats.oecd.org/); 2010-2011 Broad Money, M3, OECD Finance
Statistics, 2012, Accessed on 03/10/2012 (http://stats.oecd.org/); Denmark,1820-1964 Statistics Denmark,
1969. Kreditmarkedsstatistik, Statistiske Undersggelser Nr. 24, Statistics Denmark (Danmarks Statistik),
Copenhagen (Assets of Commercial Banks, Savings Banks and Mortgage Banks); 1965-2005 Abildgren,
Kim, 2006. Monetary Trends and Business Cycles in Denmark 1875-2005, Danmarks Nationalbank
Working Papers 43; 2006-2011 IFS, 2012, op.cit.; Finland, 1813-1861 Broad Money, Mitchell, B. R., 2007,
Europe, op.cit.; 1862-1947 Total Assets, Statistical Yearbook of Finland (various issues), Statistics Finland,;
1948-2011 IFS, 2012, op.cit.; France, 1807-1859 Broad Money, Mitchell, B. R., 2007, Europe, op.cit.;
1860-1947 Goldsmith, W. R., 1969, op.cit.; 1948-2011 IFS, 2012, op.cit.; Germany, 1838-1859 Broad
Money, Mitchell, B. R., 2007, Europe, op.cit.; 1860-1949 Goldsmith, W. R., 1969, op.cit.; 1950-2011 IFS,
2012, op.cit.; Greece, 1858-1912 Broad Money, Kostelenos, George C., 1995. Money and Output in Modern
Greece: 1858-1938, Centre of Planning and Economic Research, Greece; 1913-1953 Goldsmith, W. R.,
1969, op.cit.; 1954-2011 IFS, 2012, op.cit.; Ireland, 1833-1879 Broad Money, Mitchell, B. R., 2007,
Europe, op.cit.; 1880-1930 Sheppard, David K., 1971. The Growth and Role of UK Financial Institutions
1880-1962, Methuen & Co. Ltd., London; 1931-1947 Mitchell, B. R., 1988. British Historical Statistics,
Cambridge University Press; 1948-2011 IFS, 2012, op.cit.; Italy, 1861-1879 Loans by Credit Institutions
and Special Credit Institutions of Italy, Banking Statistics, Time Series| Italian Historical Statistical
Repository, Accessed on 12/09/2012
(http://timeseries.istat.it/index.php?id=60&user_100ind_pil[id_pagina]=143&cHash=92f7c3add725albbflc
56a01861f22e9); 1880-1961 Goldsmith, W. R., 1969, op.cit.; 1962-2011 IFS, 2012, op.cit.; Japan, 1870-
1879 Broad Money, Mitchell, B. R., 2007. International Historical Statistics: Africa, Asia and Oceania,
1750-2005, 5th Ed. Palgrave Macmillan, New York (M2= Banknote Circulation (H1)+Deposit in
Commercial Banks (H2)+ Deposits in Saving banks (H3)); 1880-1952 Goldsmith, W. R., 1969, op.cit.;
1953-2011 IFS, 2012, op.cit.; Netherlands, 1815-1879 Broad Money, Mitchell, B. R., 2007, Europe,
op.cit.; 1880-1947 Goldsmith, W. R., 1969, op.cit.; 1948-2011 IFS, 2012, op.cit.; New Zealand, 1862-1879
Broad Money, Mitchell, B. R., 2007, Africa, Asia and Oceania, op.cit.; 1880-1947 Goldsmith, W. R., 1969,
op.cit.; 1948-2010 IFS, 2012, op.cit.,, 2010-2011 Broad Money, M3, OECD Finance Statistics, 2012,
Accessed on 03/10/2012 (http://stats.oecd.org/); Norway, 1820-1879 Broad Money, Mitchell, B. R., 2007,
Europe, op.cit.; 1880-1947 Goldsmith, W. R., 1969, op.cit.; 1948-2008 IFS, 2012, op.cit., 2009-2011 Broad
Money, M3, OECD Finance Statistics, 2012, Accessed on 03/10/2012 (http://stats.oecd.org/); Portugal,
1858-1869 Broad Money, Mitchell, B. R., 2007, Europe, op.cit,; 1870-1952 Instituto Nacional de
Estatististica, 2001. Portugese Historical Statistics; 1953-2011 IFS, 2012, op.cit.; Spain, 1856-1899 Credit,
Carreras de Odriozola, Albert and Sambola, Xavier Tafunell, 2006. Estadisticas historicas de Espafia, siglos
XIX-XX, Volumen Il, Fundacién BBVA (Creditos a Corto Plazo & Creditos y Prestamos); 1900-1914
Goldsmith, W. R., 1969, op.cit.; 1915-2000 Carreras de Odriozola, Albert and Sambola, Xavier Tafunell,
2006. Estadisticas historicas de Espafia, siglos XIX-XX, Volumen II, Fundacion BBVA; 2001-2011 IFS,
2012, op.cit.; Sweden, 1750-1879 Broad Money, Mitchell, B. R., 2007, Europe, op.cit.; 1880-1947
Goldsmith, W. R., 1969, op.cit.; 1948-2011 IFS, 2012, op.cit.; Switzerland, 1826-1906 Ritzmann-
Blickenstorfer, Heiner (Ed.), 1996. Historische Statistik der Schweiz / Statistique historique de la Suisse /
Historical Statistics of Switzerland, Zirich, Chronos-Verlag; 1907-1947 Goldsmith, W. R., 1969, op.cit.;
1948-2011 IFS, 2012, op.cit.; United Kingdom, 1750-1859 Broad Money, Mitchell, B. R., 2007, Europe,
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op.cit.; 1860-1879 Goldsmith, W. R., 1969, op.cit.; 1880-1951 Sheppard, David K., 1971. The Growth and
Role of UK Financial Institutions 1880-1962, Methuen & Co. Ltd., London; 1952-2011 IFS, 2012, op.cit.;
United States of America, 1790-1947 Carter, S. B. et al., (Eds.), 2006. Historical Statistics of the United
States: Earliest Times to the Present, Millennial Edition, VVol.3 Economic Structure and Performance,
Cambridge University Press; 1948-2011 IFS, 2012, op.cit.

Broad money. 1960-2009. World Development Indicators (WDI) 2012 Online Database (Broad Money (%
of GDP)), Accessed on 03/10/2012 (http://databank.worldbank.org/ddp/home.do?Step=12&id=4&CNO=2)
and International Financial Statistics (IFS) 2012 accessed on 03/10/2012 via Datastream. Earlier data are
constructed as follows. Australia, 1841-1958 M3, Vamplew, W. (ed.), 1987. Australians, Historical
Statistics, Fairfax, Syme & Weldon Associates; 1959-2011 M3, IFS, 2012, op.cit.; Austria, 1842-1999
Mitchell, B. R., 2007. International Historical Statistics: Europe 1750-2005, Palgrave Macmillan, New York
(M2= Banknote Circulation (H1)+Deposit in Commercial Banks (H2)+ Deposits in Saving banks (H3));
2000-2011 M2, WDI, 2012, op.cit.; Belgium, 1851-1999 Mitchell, B. R., 2007, Europe, op.cit.; 2000-2011
M2, WDI, 2012, op.cit.; Canada, 1856-1870 Bank Credit (Other Loans, Discounts and Advances of Banks
of Ontario and Quebec, p. 244), Urquhart, M. C. (Ed.), 1965. Historical Statistics of Canada, The University
Press, Cambridge; 1871-1960 Metcalf, C., Redish, A. and Shearer, R., 1996. New Estimates of the Canadian
Money Stock: 1871 — 1967, Volume 96 of Discussion paper // University of British Columbia, Department of
Economics; 1961-2008 M2, WDI, 2012, op.cit.; 2009-2011 M3, OECD Finance Statistics, 2012, Accessed
on 03/10/2012 (http://stats.oecd.org/); Denmark, 1820-1846 Bank Assets, Statistics Denmark, 1969.
Kreditmarkedsstatistik, Statistiske Undersggelser Nr. 24, Statistics Denmark (Danmarks Statistik),
Copenhagen (Assets of Commercial Banks, Savings Banks and Mortgage Banks); 1847-1960 Johansen,
Hans Chr., 1984. Dansk Historisk Statistik 1814-1980 /Danish Historical Statistics 1814-1980, Copenhagen:
Gyldendal; 1961-2011 M2, WDI, 2012, op.cit.; Finland, 1813-1960 Mitchell, B. R., 2007, Europe, op.cit.;
1961-2011 M2, WDI, 2012, op.cit.; France, 1807-1999 Mitchell, B. R., 2007, Europe, op.cit.; 2000-2011
M2, WDI, 2012, op.cit.; Germany, 1838-1999 Mitchell, B. R., 2007, Europe, op.cit.; 2000-2011 M2, WDI,
2012, op.cit.; Greece, 1858-1939 Kostelenos, George C., 1995. Money and Output in Modern Greece: 1858-
1938, Centre of Planning and Economic Research, Greece; 1940-2001 Mitchell, B. R., 2007, Europe,
op.cit.; 2002-2011 M2, WDI, 2012, op.cit.; Ireland, 1833-1960 Mitchell, B. R., 2007, Europe, op.cit,;
1961-2011 M2, WDI, 2012, op.cit.; Italy, 1861-1869 Loans by Credit Institutions and Special Credit
Institutions of Italy, Banking Statistics, Time Series| Italian Historical Statistical Repository, Accessed on
12/09/2012

(http://timeseries.istat.it/index.php?id=60&user_100ind_pil[id_pagina]=143&cHash=92f7c3add725albbflc
56a01861f22e9); 1870-1949 M2, Fratianni, M, Spinelli, F, 1997, A Monetary History of Italy, Cambridge:
Cambridge University Press; 1950-1962 Mitchell, B. R., 2007, Europe, op.cit.; 1963-2011 M2, WDI, 2012,
op.cit.; Japan, 1870-1960 Broad Money, Mitchell, B. R., 2007. International Historical Statistics: Africa,
Asia and Oceania, 1750-2005, 5th Ed. Palgrave Macmillan, New York (M2= Banknote Circulation
(H1)+Deposit in Commercial Banks (H2)+ Deposits in Saving banks (H3)); 1961-2011 M2, WDI, 2012,
op.cit.; Netherlands, 1815-1960 Mitchell, B. R., 2007, Europe, op.cit.; 1961-2011 M2, WDI, 2012, op.cit,;
New Zealand, 1862-1960 Mitchell, B. R., 2007, Africa, Asia and Oceania, op.cit.; 1961-2010 M2, WDI,
2012, op.cit; 2010-2011 M3, OECD Finance Statistics, 2012, Accessed on 03/10/2012
(http://stats.oecd.org/); Norway, 1820-1960 Mitchell, B. R., 2007, Europe, op.cit.; 1961-2006 M2, WDI,
2012, op.cit; 2007-2011 M3, OECD Finance Statistics, 2012, Accessed on 03/10/2012
(http://stats.oecd.org/); Portugal, 1858-1869 Mitchell, B. R., 2007, Europe, op.cit.,; 1870-1949 Instituto
Nacional de Estatististica, 2001. Portugese Historical Statistics; 1950-1999 Mitchell, B. R., 2007, Europe,
op.cit.; 2000-2011 M2, WDI, 2012, op.cit.; Spain, 1856-1970 Bustelo, Francisco and Tortella-Casares,
Gabriel, 1976. Monetary Inflation in Spain, 1800-1970, Journal of European Economic History, 5(1):141-
150; 1971-1999 IFS, 2012, op.cit.; 2000-2011 M2, WDI, 2012, op.cit.; Sweden, 1750-1870 Mitchell, B. R.,
2007, Europe, op.cit.; 1871-1960 Sveriges Riksbank; 1961-2011 M2, WDI, 2012, op.cit.; Switzerland,
1826-1869 Credit, Ritzmann-Blickenstorfer, Heiner (Ed.), 1996. Historische Statistik der Schweiz /
Statistique historique de la Suisse / Historical Statistics of Switzerland, Zirich, Chronos-Verlag; 1870-1960
Historische Statistik der Schweiz / Statistique historique de la Suisse / Historical Statistics of Switzerland,
Zurich, Chronos-Verlag; 1961-2011 M2, WDI, 2012, op.cit.; United Kingdom, 1750-1870 Mitchell, B. R.,
2007, Europe, op.cit.; 1871-1960 Forrest Capie and Alan webber, 1985. A monetary History of the United
Kingdom, 1870-1982, George Allen & Unwin, Boston; 1961-2011 M2, WDI, 2012, op.cit.; United States of
America, 1790-1960 Carter, S. B. et al., (Eds.), 2006. Historical Statistics of the United States: Earliest
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Times to the Present, Millennial Edition, VVol.3 Economic Structure and Performance, Cambridge University
Press; 1961-2011 M2, WDI, 2012, op.cit.

Value added by agriculture. Australia: B. Haig (2001): New estimates of Australian GDP 1861-
1948/49, Australian Economic History Review, Vol. 41, No 1. Austria: 1870-1910 from Schulze
M. S., (2000), Patterns of growth and stagnation in the late nineteenth century Habsburg economy,
European Review of Economic History 4/3, 311-340. Real figures are deflated using GDP deflator
and spliced with post-1910 data. Belgium: 1835-1945 Historical National Accounts Database
www.ggdc.net/databases/hna.htm. Denmark: Hansen, S., A. (1974): "@konomisk vekst i
Danmark", Akademisk forlag Kgbenhavn. Finland: 1860-2001 Historical National Accounts
Database www.ggdc.net/databases/hna.htm. France: Mitchell (1998): "International Historical
Statistics”, Macmillan. Germany: W. G. Hoffmann (1965): "Das Wachstum der deutschen
wirtschaft seit der mitte des 19. jahrhunderts”, Springer-Verlag Berlin. Greece: 1848-1950 from
Maddison(1991); Palairet (1997): “The Balkan Economies c. 1800-1914”, Cambridge: Cambridge
University Press. Italy: Fua G. (1965). "Notes on Italian economic growth 1861-1964", E.N.I.
Pubblicazione n. 26 della Scuola Enrico Mattei di Studi Superiori Idrocarburi. Ireland: Mitchell
(1998): "International Historical Statistics”, Macmillan. Japan: 1885-1940 Historical National
Accounts Database www.ggdc.net/databases/hna.htm, Miyohei & Meissner (1979): "Patterns of
Japanese economic development: a quantitative appraisal”, London; Yale University Press. NOR:
Nasjonalregnskap 1865-1960, Statistisk Sentralbyra Oslo 1968. Agriculture Peter Flora, Franz
Kraus & Winfried Plenning (1987): "State, Economy and Society in Western Europe 1815-1975",
Vol 2, Macmillan-Preus, London. Netherlands: 1807-1940, Historical National Accounts
Database, www.ggdc.net/databases/hna.htm"Tweehondred jaar statistiek in tifdreeksen, 1941-
1999", Central Bureau voor de Statistiek, VVoorburg/Heerlen 2001. New Zealand: Statistics New
Zealand (national statistics office), national accounts, industry benchmarks, year ended March
2010. http://www.stats.govt.nz/. Norway: Nasjonalregnskap 1865-1960, Statistisk Sentralbyra Oslo
1968. Peter Flora, Franz Kraus & Winfried Plenning (1987): "State, Economy and Society in
Western Europe 1815-1975", Vol 2, Macmillan-Preus, London. Portugal: 1870-1953: Os
Progressos do Atraso, Apendice estatistico, A evolucao do produto em Portugal, 1848-1992. Spain:
1870-1849, Prados de la Escosura; 1850-1958 Historical National Accounts Database
www.ggdc.net/databases/hna.htm. Sweden: 1800-1997 Historical National Accounts Database
www.ggdc.net/databases/hna.htm. UK: Mitchell (1988). "British Historical Statistics”, Cambridge
University Press; C.H. Feinstein: "Statistical Tables of National Income, Expenditure and Output of
the U.K. 1855-1965", Cambridge University Press, Mitchell (1998): "International Historical
Statistics"”, Macmillan, National Accounts of OECD countries; 1994-2005 from National Accounts
of OECD Countries Volume Ila. USA: Historical  Statistics of  USA,
http://hsus.cambridge.org/HSUSWeb/HSUSEntryServlet accessed on 10 November 2012; Fedstat
(US  National  Statistics  Office), Gross  Domestic ~ Product by  Industry,
http://www.bea.gov/industry/gdpbyind_data.htm. All post-2009 data for agricultural nominal GDP
and nominal GDP are from OECD.stat, except for US, Canada and NZ.

Union membership. Data is from Bain, G. S., and Price R., (1980), Profiles in Union Growth,
Basil Blackwell, Oxford; Visser, J., (1990), "In Search of Inclusive Unionism. Deventer & Boston
Kluwer Law & Taxation; Visser J., (2006), Union Membership Statistics in 24 Countries, Monthly
Labour Review, 129(1), 38-49; http://www.ilr.cornell.edu/library/pdfs/UnionStats2002.pdf. Other
country  specific sources are as follows: Canada: BLS, http:/labour.hrdc-
drhc.gc.ca/pdf/pdf _e/18 unions_eng.pdf+A41. Denmark: 1875-1899, Abildgreen K. P., (2010),
Kvantitative Studier af Danmarks Monetare og Financielle historie, University of Copenhagen.
Japan: Historical Statistics of Japan., (1987), (1st Edition), Supervised by the Statistics Bureau,
Management and Coordination Agency and edited/issued by the Japan Statistical Association,
http://www.stat.go.jp/english/data/chouki/index.htm. New Zealand: Thorns D. C., and Sedgwick C.
P., (1997), Understanding Aotearoa/New Zealand: Historical Statistics, Dunmore Press, Palmerston
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North. UK: Department of Trade and Industry, http://www.consumer.gov.uk/er/emar/artic_01.pdf;
Bernhard Ebbinghous, B., and Visser, J., (2000), The Societies of Europe, Macmillan. USA, BLS
op cit. From 1960 data is from OECD.stat .OECD countries union Membership is updated using
OECD Statistical database and Visser J., (2013), ICTWSS Database V4, Database on Institutional
Characteristics of Trade Unions, Wage Setting, State Intervention and Social Pacts in 34 countries
between 1960 and 2012, Amsterdam Institute for Advanced Labour Studies, AIAS, University of
Amsterdam, http://www.uva-aias.net/207. Union membership is divided by employment figures
sourced from Madsen, J. B., (2008), "Semi-endogenous versus Schumpeterian Growth Models:
Testing the Knowledge Production Function using International Data." Journal of Economic
Growth, 13(1), 1-26.

Stock prices, stock price volatility and stock market capitalization. Annual Share Price
Indices. The main source for the share price data is OECD, Main Economic Indicators, Share
Prices, Index (2005=100) (online data retrieved on 01 November, 2011) and the MSCI website
online data also retrieved on 01 November 2011. The data was updated from 2009-2010 by forward
splicing using OECD main Economic Indicator share price data. Backdating was done by splicing
with a country that has a closely correlated data trend. Where available, individual country data
sources were used as follows: Australia: 1870-1874, spliced using the UK. Austria: 1870-1921,
spliced using Belgium. Belgium: 1831-1914 data is from Annaert, Bulens and Ceuster (2012);
1914-18, spliced using France Canada: 1870-1914, spliced using USA; 1915-56 from Urquhart and
Buckely  (1965).  1956-2002 is from the Canadian = Economic  Observer,
http://wwwhb.statcan.gc.ca/bsolc/olc-cel/olc-cel?catno=11-010-X&chropg=1&lang=eng,  accessed
on 10 October 2012. Denmark: 1870-1874 is from Abildgren (2006); 1875-2005, Danmarks
Nationalbank. Finland: 1870-1921, spliced using Denmark; Germany: 1870-1992 is from Gielen
(1994), data for December each year. The series is multiplied by 10 before 1948 to take into
account the money reform that replaced the old Reismark with a new DEM at 1:10. Data for 1919-
1923 was subsequently growth interpolated due to the hyperinflation. Greece: 1870-1927, spliced
using Italy. Ireland: 1870-1913 is from Hickson and Turner (2005); 1914-1933 was backdated by
splicing using UK. Italy: 1870-1898 spliced using France; 1899-1978 is from Panetta and Violi
(1999); 1979-1999 from Global Finance Database; Japan: 1870-1912 spliced using UK.
Netherlands: 1870-1918, spliced using UK. New Zealand: 1870-1925, spliced using Australia.
Norway: 1870-1916, spliced using Sweden. Portugal: 1870-1928, spliced using Spain. Spain:
1870-1873, spliced using UK. Sweden: 1870-1900 spliced using Denmark; 1919-1989 Frennberg
and Hansson (1992). Switzerland: 1870-1909 spliced using Belgium; 1910-1971 is from
Blickenstorfer, (1996). United Kingdom: 1870-1913, Grossman (2002); 1914-2000 is from
Barclays Capital (2012). The stock price volatility was computed as the 12-monthly standard
deviation of the share price index. The Share Prices Index data up to 2012 is sourced from OECD,
Main Economic Indicators, online data, http://stats.oecd.org/BrandedView.aspx?oecd_bv_id=mei-
data-en&doi=mei-data-en, retrieved on 30 October, 2012. Norway is backdated from 1914:1 to
1917:12 using http://www.norges-bank.no/en/price-stability/historical-monetary-statistics/stock-
price-indices/, assessed on 26 November 2013. Ireland is also backdated to 1870 using Grossman,
et al (2013). All gaps in the data are growth interpolated.
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