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Financial Development and Economic Growth

Financial markets affect the goods and services produced. How?

@ the more developmed financial markets, the more sources of funding
for firms

@ bankruptcy procedures affect allocation of tallent
@ various support schemes (state banks)
@ setting financial disclosure standards

Can financial markets cause problems to the production side of the
economy?
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Financial Crises and Aggregate Economic Activity

What is a financial crisis?

Financial Crisis: Major disruptions in financial markets that are
characterized by sharp declines in asset prices and the failures of many
financial and nonfinancial firms

What causes financial crises?
@ adverse selection, moral hazard
@ sharp increases in interest rates
© increases in uncertainty
@ asset market effects on balance sheets
@ problems in the banking sector

@ government fiscal imbalances
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How do these factors work?

@ Adverse selection, moral hazard:
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How does a financial crisis develop?

Detenoration in Increase in Stock Market Increase in
Banks' Balance Sheets Interest Rates Decline Uncertainty

Adverse Selection and Moral
Hazard Problems Worsen

Economic Activity
Declines

Bank
Panic

Adverse Selection and Moral
Hazard Problems Worsen

Economic Activity
Declines
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