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Abstract 

This research paper investigates the critical role of banking systems as the fundamental infrastructure for economic 

development in developing economies. While physical infrastructure (roads, ports) is often prioritized, the financial 

architecture—specifically the banking sector—serves as the central nervous system that facilitates capital allocation, risk 

management, and liquidity provision. This study synthesizes theoretical frameworks, including the Schumpeterian theory of 

creative destruction and the McKinnon-Shaw hypothesis, to argue that financial deepening is a prerequisite for sustainable 

growth. Through quantitative analysis of macroeconomic indicators and qualitative case studies of India, Kenya, and Nigeria, 

the paper examines how commercial banking, microfinance, and digital banking innovations drive industrialization, poverty 

reduction, and GDP growth. The findings suggest that while banking penetration correlates strongly with economic 

development, the efficacy of this backbone is contingent upon regulatory stability, institutional depth, and the transition from 

state-dominated credit allocation to market-driven mechanisms. The paper concludes with policy recommendations for 

strengthening banking resilience in emerging markets. 
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Introduction 

Economic development in developing nations is a 

multifaceted process involving structural transformation, 

poverty alleviation, and the enhancement of human capital. 

Historically, the discourse on development has oscillated 

between state-led industrialization and market-oriented 

liberalization. However, a consensus has emerged that 

sustainable development is impossible without a robust 

financial system. The banking sector, in particular, acts as 

the backbone of this system, channeling savings into 

productive investments and facilitating the complex 

transactions required for a modern economy. 

In developing economies, where capital markets are often 

underdeveloped or non-existent, the banking sector bears 

the disproportionate burden of financial intermediation. It is 

not merely a repository for funds but a catalyst for economic 

activity. By mobilizing savings from households and 

allocating credit to businesses, banks bridge the gap 

between capital surplus and capital deficit units. This 

function is particularly vital in developing contexts where 

information asymmetries are high and transaction costs are 

steep. 

Despite its importance, the banking sector in many 

developing nations faces systemic challenges, including 

non-performing loans (NPLs), regulatory inefficiencies, and 

a lack of financial inclusion. This paper aims to dissect the 

mechanisms through which banking influences economic 

development and evaluates the efficacy of different banking 

models in the Global South. 

Problem Statement While the correlation between financial 

development and economic growth is well-documented in 

advanced economies, the causal mechanisms in developing 

economies are more complex. High inflation, political 

instability, and shallow institutional frameworks often 

distort the transmission mechanisms of monetary policy. 

This research addresses the gap in understanding how 

specific banking functions—such as credit allocation to 

Small and Medium Enterprises (SMEs) and the adoption of 

digital finance—directly impact development indicators like 

the Human Development Index (HDI) and GDP per capita 

in resource-constrained environments. 

 

Research Objectives 

1. To analyze the theoretical underpinnings of banking-led 

economic growth. 

2. To evaluate the impact of financial deepening on GDP 

growth in developing economies. 

3. To examine the role of banking in fostering SMEs and 

agricultural sectors. 

4. To assess the transformative potential of digital banking 

and financial inclusion. 

5. To provide policy recommendations for optimizing the 

banking sector’s developmental role. 

 

Literature Review and Theoretical Framework 

The relationship between the banking sector and economic 

development has been a subject of intense academic 

scrutiny. The literature can be broadly categorized into two 

schools of thought: the "supply-leading" hypothesis, which 

posits that financial development drives growth, and the 

"demand-following" hypothesis, which suggests that growth 

creates the demand for financial services. 

Schumpeterian Theory of Innovation Joseph Schumpeter 

(1911) [85] provided the earliest formal linkage between 

finance and growth. In The Theory of Economic 

Development, Schumpeter argued that the primary role of 

the banker is to screen entrepreneurial projects and allocate 

capital to innovators. He posited that credit creation by 



International Journal of Finance and Commerce www.commercejournals.com 

29 

banks is the lever that enables the "circular flow" of the 

economy to be broken and reconfigured into new production 

methods. In developing economies, where technological 

adoption is low, the banking sector’s ability to identify and 

fund viable entrepreneurs is the engine of "creative 

destruction." 
The McKinnon-Shaw Hypothesis In the 1970s, Ronald 
McKinnon and Edward Shaw challenged the prevailing 
view that financial repression (artificially low interest rates 
and high reserve requirements) aided development. They 
argued that such policies discouraged savings and led to 
inefficient credit rationing. The McKinnon-Shaw hypothesis 
advocates for financial liberalization—allowing market 
forces to determine interest rates. According to this theory, 
higher real interest rates attract more deposits, increasing the 
funds available for investment. This "financial deepening" is 
a prerequisite for capital accumulation and technological 
progress (McKinnon, 1973) [67]. 
The Role of Financial Intermediation in Reducing 
Transaction Costs Modern theories, such as those proposed 
by Levine (2005) [62], focus on the reduction of transaction 
and information costs. Banks perform five critical functions 
that foster growth: 
1. Resource Allocation: Monitoring investment 

opportunities and allocating capital to high-yield 
projects. 

2. Risk Management: Offering liquidity insurance and 
diversification instruments. 

3. Mobilization of Savings: Pooling savings from 
disparate households. 

4. Facilitation of Transactions: Reducing the cost of 
exchange. 

5. Corporate Governance: exerting pressure on 
management to perform efficiently. 

 
In developing economies, where legal systems may be 
weak, banks often act as surrogate enforcers of contracts, a 
role that is less critical in advanced economies with robust 
judicial systems. 
Financial Inclusion and Development Recent literature 
emphasizes financial inclusion—access to formal financial 
services—as a pillar of development. Demirgüç-Kunt and 
Klapper (2012) [34] highlight that in developing economies, 
the unbanked population is disproportionately poor and 
rural. The exclusion from banking services perpetuates 
poverty traps. Therefore, the expansion of banking 
infrastructure into rural areas is not just an economic 
activity but a developmental imperative. 
 

The Mechanics of Banking as a Developmental 

Backbone 
To understand how banking drives development, we must 
dissect the specific transmission channels through which 
banking activities translate into macroeconomic growth. 
Capital Accumulation and Savings Mobilization In 
developing economies, savings rates are often low due to 
low per capita income. However, even small savings, when 
aggregated through a formal banking network, constitute 
significant capital. Banks transform fragmented, short-term 
deposits into long-term capital suitable for infrastructure and 
industrial investment. Without a banking system, savings 
remain idle (hoarded as cash or gold) or are invested in low-
productivity assets. 
 

The Microeconomics of Savings Mobilization 

The transformation of savings into investment is the 

alchemy of economic development. In developing 

economies, the household savings rate is often constrained 

by low income levels and high volatility. The banking 

sector’s role is to overcome the "fixed costs" of financial 

intermediation. 

Consider the rural household in a developing context. 

Without access to formal banking, savings are often held in 

physical forms—livestock, jewelry, or cash hidden at home. 

These forms of savings are subject to high risks: theft, 

depreciation, and inflation. Furthermore, they are illiquid; 

converting a cow into cash for an emergency requires a 

transaction that may take days or weeks and incurs 

significant loss of value. 

Formal banking introduces the concept of "safe storage" 

with liquidity. A deposit in a savings account is insured (in 

regulated environments) and instantly accessible. When 

banks aggregate these deposits, they create a pool of capital 

that is large enough to finance infrastructure projects—such 

as a hydroelectric dam or a telecommunications network—

that no single household could afford. 

In the context of developing economies, the "marginal 

productivity of capital" is typically high. This means that 

even small injections of capital can yield disproportionately 

high returns. For instance, a small loan to a farmer to buy a 

mechanized thresher can increase yield by 30%. The 

banking sector acts as the conduit that ensures this capital 

reaches the point of highest marginal productivity, rather 

than remaining idle. 

Credit Allocation to Productive Sectors The most direct link 

between banking and development is credit allocation. In 

developing economies, the agricultural and SME sectors are 

the largest employers but suffer from chronic underfunding. 

Commercial banks, by extending credit to these sectors, 

enable: 

▪ Agricultural Modernization: Purchase of improved 

seeds, fertilizers, and machinery, leading to higher 

yields and food security. 

▪ SME Growth: SMEs contribute significantly to GDP 

and employment but face high collateral requirements. 

Banking sector support allows SMEs to scale 

operations, formalize employment, and contribute to tax 

revenues. 
 

The Critical Role in SME Financing 

Small and Medium Enterprises (SMEs) are often termed the 

"engine of growth" in developing economies, contributing 

up to 60% of employment and 40% of GDP in many 

nations. However, they face a "credit gap." Traditional 

banks in developing nations often prefer lending to large 

corporations or the government (sovereign debt) due to 

lower perceived risk and lower transaction costs per dollar 

lent. 

The banking backbone must evolve to bridge this gap 

through specialized lending units and collateral 

management. 

1. Relationship Banking: In the absence of credit 

bureaus, banks in developing economies often rely on 

relationship banking. Loan officers spend time in the 

community, gathering "soft information" about the 

character and reliability of the business owner. This 

allows banks to lend to SMEs that lack formal financial 

statements. 
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2. Collateral Transformation: SMEs often lack the fixed 

assets (land, buildings) required by traditional collateral 

rules. Innovative banking sectors in developing 

economies are increasingly accepting movable 

collateral (machinery, inventory, receivables) and 

utilizing legal frameworks to register security interests. 

This "collateral registry" system, supported by the 

World Bank’s Doing Business reports, has been 

implemented in countries like Peru and Ghana, 

significantly boosting SME lending. 

 

3. Supply Chain Finance: Banks are increasingly 

integrating into supply chains. By financing the supplier 

of a large multinational, the bank reduces risk because 

the repayment is guaranteed by the large buyer’s 

invoice. This model has been particularly successful in 

the agricultural sectors of Brazil and India, where 

processing companies guarantee loans for farmers 

supplying their crops. 

 

Payment Systems and Economic Efficiency The banking 

sector provides the infrastructure for payments (clearing 

houses, digital transfers). Efficient payment systems reduce 

the "friction" of the economy. In developing economies, the 

shift from cash-based to bank-based transactions reduce 

transaction costs, increases the velocity of money, and 

enhances transparency, which in turn attracts foreign direct 

investment (FDI). 

Risk Management and Stability Developing economies are 

often volatile, subject to shocks from commodity prices, 

weather, and political instability. Banks offer risk mitigation 

tools. For instance, trade finance (letters of credit) facilitates 

international trade, while hedging instruments protect 

businesses from currency fluctuations. Furthermore, a well-

capitalized banking sector acts as a shock absorber during 

economic downturns, smoothing consumption and 

investment cycles. 

 

Empirical Analysis: Banking Indicators and Economic 

Growth 

To validate the theoretical frameworks, we analyze 

empirical data from a cross-section of developing 

economies (defined here as low and middle-income 

countries according to World Bank classifications). 

Financial Depth and GDP Growth Financial depth is 

commonly measured by the ratio of Domestic Credit to the 

Private Sector (as a percentage of GDP). Empirical studies 

consistently show a positive correlation between this metric 

and GDP per capita growth. 

▪ Data Observation: In Sub-Saharan Africa, countries 

with a domestic credit to private sector ratio above 20% 

(e.g., South Africa, Botswana) have historically shown 

higher GDP growth rates compared to those with ratios 

below 10% (e.g., Ethiopia, Niger). 

 

▪ Granger Causality: Time-series analyses in emerging 

Asian economies (Vietnam, Indonesia) suggest that 

financial development Granger-causes economic 

growth, supporting the supply-leading hypothesis. 
 

The Impact of Interest Rate Liberalization Following the 

McKinnon-Shaw hypothesis, many developing nations 

liberalized interest rates in the 1990s and 2000s. 
 

▪ Positive Outcomes: Liberalization generally led to an 

increase in the savings-GDP ratio and improved the 

allocation of credit. Banks moved away from directed 

lending to state-owned enterprises and began financing 

the private sector based on risk-return profiles. 

 

▪ Negative Outcomes: However, rapid liberalization 

without adequate supervision led to banking crises in 

countries like Nigeria (1990s) and Kenya (1990s), 

where "wrong-way" risk and insider lending caused 

massive NPLs. This highlights that the banking sector 

is a backbone that requires a strong regulatory skeleton. 

 

Financial Inclusion Metrics The World Bank’s Global 

Findex Database reveals that between 2011 and 2021, the 

number of unbanked adults in developing economies 

dropped by 20%. This reduction correlates with increased 

mobile money penetration and government policies 

promoting financial inclusion. 

▪ Correlation with Development: Countries with higher 

financial inclusion rates (measured by account 

ownership) show lower income inequality (Gini 

coefficient) and higher resilience to economic shocks. 

 

Case Studies 

To provide depth and context, this paper examines three 

distinct developing economies: India (a large, mixed 

economy), Kenya (a pioneer in digital finance), and Nigeria 

(an oil-dependent economy with a transitioning banking 

sector). 

1. Case Study 1: India – The Dual Banking System and 

Financial Inclusion 

Context: India represents a unique blend of a sophisticated 

modern banking sector and a vast rural economy. Following 

independence, the banking sector was nationalized to direct 

credit toward agriculture and small industries. However, 

post-1991 liberalization introduced private and foreign 

banks, creating a dual structure. 

 

The Role of Public Sector Banks (PSBs): PSBs remain the 

backbone of the Indian economy, holding over 60% of 

banking assets. They have been instrumental in 

implementing government developmental schemes. 

▪ Pradhan Mantri Jan Dhan Yojana (PMJDY): 

Launched in 2014, this scheme aimed to provide 

universal access to banking facilities. By 2023 [78], over 

500 million bank accounts were opened, bringing the 

unbanked population into the formal financial system. 

This injection of liquidity into rural India has increased 

consumption and enabled direct benefit transfers (DBT) 

for welfare schemes, reducing leakage and corruption. 

 

Private Sector and SMEs: Private Banks (e.g., HDFC, 

ICICI) have driven innovation in retail banking and SME 

financing. They utilize advanced credit scoring models to 

lend to small businesses that lack traditional collateral, 

fostering a vibrant startup ecosystem. 

 

Challenges: Despite its size, the Indian banking sector 

struggles with high Non-Performing Assets (NPAs), 

particularly in the public sector. Legacy bad loans from 

infrastructure projects have occasionally constrained credit 

growth. However, the establishment of the Insolvency and 
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Bankruptcy Code (IBC) has improved the resolution 

mechanism, strengthening the banking backbone. 

Developmental Impact: The Indian case demonstrates that 

a state-backed banking system, when combined with private 

sector efficiency, can drive massive financial inclusion. The 

banking sector’s credit to GDP ratio has steadily risen, 

supporting India’s status as one of the fastest-growing major 

economies. 

 

2. Case Study 2: Kenya – The M-Pesa Revolution and 

Digital Banking 
Context: Kenya is a global exemplar of how mobile 
technology can leapfrog traditional banking infrastructure to 
serve as a backbone for economic development. In the mid-
2000s [92], a vast portion of the Kenyan population was 
unbanked, yet mobile phone penetration was high. 
 

The Rise of M-Pesa: Launched by Safaricom in 2007, M-
Pesa is a mobile money transfer service that functions as a 
de facto banking platform. It allows users to deposit, 
withdraw, transfer money, and pay for goods and services 
using a mobile device. 
▪ Mechanism: M-Pesa utilizes a network of agents (local 

shopkeepers) rather than traditional bank branches. This 
drastically reduced the cost of financial access for rural 
and low-income users. 

 

Economic Development Impact 
1. Poverty Reduction: A study by Suri and Jack 

(2016)[95] found that M-Pesa lifted 2% of Kenyan 
households (approx. 194,000) out of extreme poverty, 
primarily by enabling financial resilience against 
shocks. 

 
2. Micro-Enterprise Growth: The platform facilitated 

the growth of micro-enterprises by allowing easy access 
to credit. M-Shwari (a partnership between Safaricom 
and the Commercial Bank of Africa) offers savings and 
loans products directly via mobile phones, assessing 
creditworthiness based on transaction history rather 
than collateral. 

 
3. Women’s Empowerment: M-Pesa disproportionately 

benefited women, who used the platform to secure 
income-generating activities and manage household 
finances independently. 

 

Integration with Traditional Banking: Kenya’s Central 
Bank adopted a regulatory sandbox approach, allowing 
innovation to flourish while managing risks. Traditional 
banks integrated with mobile money, using it as a channel 
for deposits. This synergy created a robust financial 
ecosystem where digital banking serves as the backbone for 
daily economic transactions. 
 

3. Case Study 3: Nigeria – Banking Consolidation and 

the Real Sector 
Context: Nigeria, Africa’s largest economy, has a banking 
sector heavily influenced by oil revenues and monetary 
policy. Historically, the sector was fragmented and plagued 
by weak corporate governance. 
 

The 2004 [2] Banking Consolidation: In 2004, the Central 
Bank of Nigeria (CBN) raised the minimum capital base 
from 2 billion Naira to 25 billion Naira. This forced mergers 

and acquisitions, reducing the number of banks from 89 to 
25. 

▪ Result: The sector became more capitalized and 

capable of financing large-scale projects. The new 

banks were better equipped to handle the liquidity 

shocks associated with oil price volatility. 

 

Anchor Borrowers’ Program (ABP): To stimulate 

agricultural development, the CBN launched the ABP in 

2015 [6]. Through this initiative, the CBN provides banks 

with funds at a single-digit interest rate to lend to 

smallholder farmers. 

▪ Impact: The program has significantly increased the 

production of key commodities like rice and palm oil, 

reducing Nigeria’s import dependency. The banking 

sector, acting as the conduit for this policy, directly 

facilitated agricultural transformation. 

 

Challenges: Nigeria faces challenges with "financial 

exclusion" in the northern regions due to security issues and 

low literacy. However, the rise of digital banks (like Kuda 

and Opay) is bridging this gap. These digital-only banks 

offer zero-fee accounts and have seen rapid adoption in 

urban centers, indicating a shift toward a technology-driven 

banking backbone. 

 

Developmental Impact: The Nigerian case illustrates that 

banking consolidation is necessary to build the capacity for 

developmental lending. However, the backbone is only as 

strong as the regulatory oversight; the recent revocation of 

licenses for several banks due to insolvency underscores the 

need for continuous vigilance. 

 

Challenges to the Banking Backbone 

While banking is essential, several structural weaknesses in 

developing economies can fracture this backbone. 

1. High Non-Performing Loans (NPLs) In many 

developing economies, NPL ratios exceed 10% (the 

threshold recommended by the IMF). High NPLs erode 

bank profitability, restrict lending capacity, and can 

lead to systemic banking crises. Causes include weak 

bankruptcy laws, political interference in lending, and 

economic volatility. 

2. Financial Exclusion and the Informal Economy Despite 

progress, over 1.7 billion adults globally remain 

unbanked, the majority in developing regions. The 

persistence of the informal economy (cash-based, 

unrecorded transactions) limits the effectiveness of 

monetary policy. If the banking backbone only serves 

the formal sector, it cannot drive broad-based 

development. 

3. Technological Disruption and Cybersecurity As 

banking digitizes, developing economies face new 

risks. Cybersecurity threats can undermine trust in the 

banking system. Furthermore, while Fintech offers 

solutions, it can also disintermediate traditional banks, 

potentially reducing the deposit base available for long-

term lending. 

4. External Shocks and Dependency Developing 

economies are often subject to "sudden stops" in capital 

flows. A reliance on foreign currency borrowing by 

domestic banks can lead to currency mismatches. When 

the local currency depreciates (as seen in Sri Lanka and 
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Pakistan recently), the banking sector’s balance sheets 

deteriorate rapidly, halting credit expansion. 

Policy Recommendations 

To strengthen the banking sector as a backbone for 

economic development, policymakers in developing 

economies should consider the following: 

1. Strengthening Regulatory Frameworks 

▪ Adopt Basel III Standards: Implementing stricter 

capital adequacy and liquidity requirements to ensure 

banks can withstand economic shocks. 

 

▪ Effective NPL Resolution: Establishing asset 

management companies (AMCs) to take over bad loans 

from banks, cleaning up balance sheets and allowing 

them to resume lending. 

 

2. Promoting Financial Inclusion 

▪ Tiered KYC (Know Your Customer): Simplifying 

documentation requirements for low-income accounts 

to encourage formal banking without compromising 

anti-money laundering (AML) standards. 

 

▪ Agent Banking Models: Replicating Kenya’s success 

by licensing non-bank entities (post offices, retail 

shops) as banking agents to reach remote areas. 

 

3. Fostering Public-Private Partnerships (PPPs) 

▪ Governments should de-risk lending to priority sectors 

(agriculture, renewable energy) through credit 

guarantee schemes. This encourages private banks to 

lend to high-risk sectors that are vital for development. 

 

4. Digital Infrastructure and Literacy 

▪ Investment in digital infrastructure (broadband) is as 

critical as physical roads. 

▪ Financial literacy programs must accompany digital 

banking rollouts to ensure consumers understand 

products and avoid predatory lending practices. 

 

5. Deepening Capital Markets 

▪ While banks are the current backbone, developing 

economies must eventually deepen bond markets to 

reduce the pressure on banks for long-term financing. 

Banks should be encouraged to underwrite corporate 

bonds, diversifying the financial ecosystem. 

 

Conclusion 

The banking sector is undeniably the backbone of economic 

development in developing economies. Through the 

mobilization of savings, allocation of credit, and facilitation 

of transactions, banks provide the essential infrastructure 

upon which modern economies are built. The evidence from 

India, Kenya, and Nigeria demonstrates that banking 

systems—whether state-led, digitally driven, or 

consolidated—can catalyze growth in agriculture, SMEs, 

and industry. 

However, the backbone is under strain. High NPLs, 

financial exclusion, and external shocks threaten to fracture 

the system. The transition from a traditional, state-

dominated banking model to a dynamic, market-oriented, 

and digitally inclusive model is imperative. Policymakers 

must recognize that banking reform is not merely a technical 

economic exercise but a developmental necessity. By 

strengthening regulatory frameworks and embracing 

technological innovation, developing economies can ensure 

that their banking sectors are not just backbones, but agile, 

resilient engines of sustainable prosperity. 
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