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Abstract

This paper empirically evaluates the relationship between flow of
bank credit and economic growth of India. We have analyzed the
relationship between the bank credit flow and real economic growth.
For more in depth analysis this study tries to capture the sectorial
relationship, the relationship between the nonfood credit supply and
manufacturing production and again the relationship between total
output production of different industries and bank credit flow in these
industries. The study finds that cyclical movement in the GDP growth
of the Indian economy is not followed by the cyclical movement of the
bank credit flow but the ups and downs in the manufacturing production
being influenced by the ups and downs in the non-food credit supply
mostly for the current years. The study also finds that there exist no
strong relationship between the bank credit flow and GDP growth, but
there exists a relationship between the non-food credit flow and
manufacturing production in some extent.

I. Introduction

A SIGNIFICANT POSITIVE relation exists between the financial sector
development and economic growth (Samantaraya, 2007). Financial
development can foster economic growth by raising savings through
improving allocative efficiency of loanable funds and promoting capital
accumulation in productive activity. Credit is mostly related to the pro-cyclical
movement of economic growth, the boom and bust phases of the business
cycle (Banerjee, 2011). The supply of credit changes in different phases of the
business cycle, more credit flows for investment during the boom phase for
higher profit, and during recession less investment takes place because of
lower profit earning. Thus we may hypothesize that bank credit flow and
economic growth are causally related. More credit flow to the real productive
sector enhances productivity growth leading to higher economic growth.
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shows that an increase in bank credit flow is associated with increase in
output production in different industries. 1% increase in gross bank credit
flow increases total output production 0.91 %, which is large in magnitude.
Therefore bank credit flow is strongly influencing production in different
industrial units. Thus it can be said that productions of different manufacturing
industries depend on the availability of credit in Indian economy. Chakraborty
(2008) also found using granger causality test on Indian quarterly data from
the period March-1996 to January-2005 that a bidirectional causal relationship
exists between industrial growth and total bank credit in India. This may be
due to more technology based industries, which incline to more credit.

V. Conclusion

There exists no strong relationship between the bank credit flow and
GDP, but there exists to some extent positive relationship between the non-
food credit flow and manufacturing production. The ups and downs in GDP
is not solely influencing by the ups and downs in the bank credit supply.
There may exist some other factors not only the credit supply which is
influencing the productivity in the real economy. Therefore in a developing
country like India total GDP is not solely influenced by credit investment.

The ups and downs in the manufacturing production is influencing by
the ups and downs in the non-food credit supply. The relationship between
the non-food credit flow and manufacturing production is valid one.
Manufacturing is more technology augmented and more capital intensive
sector. Thus production in manufacturing sector in the developing country
like India is based on credit flow condition along with the other factors.

In more in-depth study, it is also found that different manufacturing
industrial productions strongly depend on bank credit flow in different
industries. Manufacturing industries” productions are highly influenced by
the deployment of gross bank credit. In industries there remains some time
gap between the production and sale of the product. Thus more credit is
needed for continuation of production (Banerjee (2011)). Again India is a
developing country so Indian industrial sector is continuously incorporating
more technology based capital intensive production process. New method
of production and product innovation also need credit. Therefore bank credit
flow hugely influences the production of manufacturing industries.
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Source: Handbook of statistics on Indian Economy 2014, RBI.

Figure Al
log series of bank credit and GDP
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Source: Handbook of statistics on Indian Economy 2014, RBI.

Figure A2
log series of non-food credit and manufacturing production

Table VI
Result of Hausman test
x? (1)
0.04

Notes: 1. x> (1) denotes chi-square distribution with 1 degrees of freedom.

2. In our model, calculated value of x? is less than the tabulated value of x2.
Therefore we reject the alternative hypothesis and we select the random effect
model.

Source: Author’s estimation based on data from Handbook of statistics on Indian

Economy 2016, RBI and Annual Survey of Industries (2013 2014 to 2007-2008),

Central Statistics Office.
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