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The development of an economy’s financial sector facilitates 
improved access to capital. This study focuses on firm growth in 
terms of how much assets it controls and BRICS is chosen as the 
empirical medium of investigation. The impact financial sector 
development on firm growth amongst 3353 listed firms in BRICS 
countries is investigated using a GMM estimation technique. Firm’s 
investment in assets increases the organizational resources and 
productive capacity needed to achieve growth in the market. 
Financial sector development improves access to capital and firms 
with higher access to external finance pursue growth opportunities 
using debt. Financial sector development helps firms to adjust their 
capital structures quickly thereby minimizing the costs of staying 
off target. The speed of adjustment of firms towards their target 
capital structure facilitates financing of firm growth. The study 
found that listed firms in Brazil, Russia India, China and South 
Africa have a target total liabilities-to-total assets ratio and financial 
sector development helps firms to partially adjust towards target 
levels and pursue growth opportunities. 
 
Keywords: Financial Sector Development, Firm Growth, Total 
Liabilities  

 
1. INTRODUCTION 
 
The growth of firms depends on their ability to learn 
about their environment for instance financial sector 
development and linking their financial strategy to 
the changes and opportunities in the financial 
environment. Firms that experience continuous 
growth will demand more capital from the financial 
sector. Firm growth is also an opportunity to 
introduce financial innovation through securities 
and contracts which can only be facilitated by 
financial sector development in an economy. The 
financial sector consists of financial intermediaries 
and financial markets. Financial sector development, 
is generally defined as growth in the intensity, 
calibre and effectiveness of financial intermediary 
services (Graff, 2003). The growth of firms result in 
demand for capital from financial institutions such 
as bank and equity markets (Bonin & Wachtel, 2003).  

Growing firms can convince investors of the 
certainty of getting their return on investment. 
Credit is an important linkage in money 
transmission; it funds production, consumption and 
capital creation, which should result in firm growth. 
An entrepreneurial venture is successful if it is 
exploiting growth opportunities. Firms require 
capital to finance their expansion and growth 
opportunities. Storey (1994) stated barriers of firm 
growth which include accessibility and cost of 
capital for expansion and availability overdraft 
facilities which are all attributes of financial sector 

development. There are many factors which are 
required for a firm’s success and access to capital is 
one of them. Growth-oriented firms are an important 
contributor in a nation’s  economic growth (Gupta, 
Guha, & Krishnaswami, 2013).  

Growth can be explained in terms of income 
generation, wealth creation, and escalation of 
business activities and operations. The 
understanding of firm growth depends on how 
much it has expanded in terms of assets it controls. 
Firm’s total assets increases organizational 
capabilities and the productive capacity. Investment 
in assets strengthens an organization’s muscle to 
fight competition and achieve growth in the market. 
Firm growth can be distinguished through 
theoretical perspectives. Gupta et al. (2013) 
identified four theoretical perspectives namely 
resource-based, motivation perspective, strategic 
adaptation and configuration. Resource-based 
perspective give emphasis to the firm’s assets for 
instance volume and growth of business activities, 
financial resources, educated staff, etc. This paper 
adapts the resource based perspective and argues 
that financial sector development improves firm’s 
access to capital and should result in increased 
investment in total assets. 

Financial sector development is considered by 
many economists to be of paramount importance for 
production growth (Christopoulos & Tsionas, 2004).  
Recent studies have revealed that improved financial 
sector development result in increased economic 
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growth of a country (Greenwood, Sanchez, & Wang, 
2013; Hassan, Sanchez, & Yu, 2011; Khan, 2001; 
Sehrawat, Sehrawat, Giri, & Giri, 2016; Zhang, Wang, 
& Wang, 2012). One of the reasons for this behaviour 
is that financial institutions serve to allocate funds 
from those with surplus, to those with a deficit of 
funds (Fisman & Love, 2003). Therefore, an economy 
with a well-developed financial sector will be able to 
allocate funds to businesses and projects that yield 
the highest returns. Financial sector development 
affects a firm's investment decisions through its 
access to capital. Growth is an important identifier 
of a thriving business entity and there are many 
features, such as access to capital, and skilled labor-
force which influence firm  growth and distinguishes 
it from a non-growing business (Gupta et al., 2013).  

Firm growth is result of interaction of internal 
and external factors this paper selects the 
relationship between firm’s investment 
opportunities and financial sector development 
which increases firm’s access to capital. A firm 
pursuing growth opportunities may require 
investment in new technology and machinery all 
which requires capital. Manufacturing and 
technologically sophisticated firms are more likely 
to be hindered their growth by capital access 
constraints (Westhead & Storey, 1997). Diaz Hermelo 
(2007) analyzed determinants of firm’s growth and 
found that investing in new technology is very 
important. Capital is critical for expansion therefore 
a firm with better access to capital must grow at a 
higher rate than those facing capital constraints.  

There are many ways for companies to raise 
required funds to pursue growth opportunities and 
the most basic are equity and debt. Financial sector 
development makes it easy to raise both debt and 
equity at lower cost. When a firm expands, it 
requires capital, and that capital can be either debt 
or equity. If the actual debt ratio is below the target 
level, expansion capital should generally be raised by 
issuing debt, whereas if the debt ratio is above the 
target, equity should generally be issued. Firms 
adjust their capital structures towards a target level 
(Byoun, 2008; Drobetz & Wanzenried, 2006; Flannery 
& Rangan, 2006; Haas & Peeters, 2006; Jalilvand & 
Harris, 1984; Ozkan, 2001). Drobetz and Wanzenried 
(2006) find that fast growing firms and those that 
are further away from their optimal capital structure 
adjust more regularly.  Firms can deviate from their 
targets in the short run in response to capital 
market conditions which is function of financial 
sector development (Ozkan, 2001). Studies such as 
Drobetz and Wanzenried (2006)  and Cook and Tang 
(2010) have investigated the factors likely to 
influence speed of adjustment. Saugat, Heshmati, 
and Wihlborg (2000) estimated the speed of 
adjustment of firms towards the target capital 
structure and they hypothesized that the speed of 
adjustment is dependent on the absolute difference 
from the target debt ratio. Jalilvand and Harris 
(1984) used firm characteristics as factors affecting 
speed of adjustment whilst Drobetz and Wanzenried 
(2006) used firm-specific characteristics as well as 
macroeconomic factors (Drobetz & Wanzenried, 
2006).  

In the presence of adjustment costs, it might be 
cheaper for firms not to fully adjust to their targets 
even if they recognize that their existing leverage 
ratios are not optimal (Drobetz & Wanzenried, 2006; 

Heshmati, 2001). Previous studies investigated 
macroeconomic factors that influence speed of 
adjustment however no prior studies investigated 
the influence of financial sector development on 
speed of adjustment. Only Haas and Peeters (2006) 
found that banking development enables  firms to 
adjust closer to their capital structure targets. 
However Haas and Peeters (2006) did not investigate 
the combined effect of banking sector development, 
stock market development and money market effect 
on speed of adjustment in pursuing firm growth. 
Economic intuition suggests that financial sector 
development in an economy should be an important 
determinant of access to capital and, hence, of 
financing decisions. It is therefore an interesting 
research question to analyze the impact of financial 
sector development on the speed of adjustment to 
the optimal capital structure and whether firms use 
this adjustment process to pursue growth 
opportunities.  

There is a dearth of literature on the 
relationship between financial sector development 
and firm growth. This paper argues that financial 
development is particularly beneficial to large firms 
because they have better access to financial 
institutions and capital markets than small firms. 
Listed firms are used in this investigation to test 
whether development in the financial sector enables 
firm growth. This paper hypothesizes that access to 
capital affects firm growth and financial sector 
development improves access to capital. The 
objective of this paper is to examine whether 
financial sector development improves capital 
access and consequently result in firm growth as 
measured by firm’s total assets. Firms with greater 
access to external capital grow much more than 
firms with limited access to capital and developed 
equity markets and a large banking sector are linked 
with externally funded company growth (Becchetti & 
Trovato, 2002; Demirgüç‐Kunt & Maksimovic, 1998). 
The paper proceeds as follows: Section 2 reviews 
literature on financial sector development and firm 
growth. Then, section 3 outlines the methodology 
and the following section presents the results. 
Section 5 discusses the results whilst Section 6 
concludes the paper. 

 

2. LITERATURE REVIEW 

Financial sector development is essential to attract 
both domestic and international investors which 
consequently increases capital within an economy. A 
well-developed financial sector is less vulnerable to 
financial crisis. Financial sector development  is the 
ability of an economy  to mobilise savings into 
investment efficiently and effectively within its own 
boundaries (Kar, Nazlıoğlu, & Ağır, 2011). The 
financial sector serves the purpose of providing 
capital to businesses. Hartmann, Heider, 
Papaioannou, and Lo Duca (2007) describe financial 
sector development as the progression of financial 
innovation, as well as institutional and structural 
improvements in a financial system. The 
development of the financial sector facilitates 
capital mobility within an economy. Financial sector 
development helps to lessen irregular information, 
as well as increase the depth of markets (Hartmann 
et al., 2007). Further, Hartmann et al. (2007) states 
that financial sector development provides 
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opportunities for agents to participate in financial 
dealings through (explicit or implicit) contracts, 
diminish transaction costs and intensify 
competition. Therefore, a well-developed financial 
sector will improve firm’s access to capital and 
enable it to attract funds from various sources. 

Rahaman (2011) found that financial sector 
development influences firm growth and that when 
firms are faced with external financing constraints, 
they rely more on internal funds to finance growth. 
If firm’s access to external capital improves, firms 
switch to external capital as the major source of 
financing for growth (Rahaman, 2011). Companies 
with more growth opportunities usually have less 
long-term debt in their capital structure (Barclay & 
Smith, 1995). Leverage is negatively related to 
investment and this negative effect is considerably 
stronger for companies with low growth 
opportunities than those with high growth 
opportunities (Aivazian, Ge, & Qiu, 2005b). A  higher 
percentage of long-term debt considerably decreases 
investment for companies with high growth 
opportunities (Aivazian, Ge, & Qiu, 2005a). 
Therefore, firms have a target debt-equity ratio and 
financial sector development should enable firms to 
raise both debt and equity with ease and adjust 
towards their target capital structure. Financial 
sector development is associated with externally 
financed firm growth (Demirgüç-Kunt & Maksimovic, 
1998). A well-developed financial system is essential 
to ensure that financial markets and financial 
intermediaries serve as sources of capital. Investors 
need mechanisms for ensuring that they have access 
to information about firms' activities for them to 
make informed investment decisions. The existence 
of well-developed financial markets sector facilitates 
the raising of long-term capital (Demirgüç-Kunt & 
Maksimovic, 1998).  

Öztekin and Flannery (2012) found that 
financial institutions significantly affect both the 
costs and the benefits of moving toward target 
leverage. Hall (1986) found that there are significant 
positive effects on firm growth from both 
investment in physical capital and research and 
development. Pagano and Schivardi (2003) found 
that large firm size promotes productivity growth 
because it allows firms to take advantage of the 
increasing returns associated with research and 
development. Gibrat's Law 'which states' that firm 
growth is dependent of firm size is rejected is 
rejected by the findings of the study  (Evans, 1987). 
Firm growth is found to decrease with firm size 
inconsistent with the Gibrat's law (Evans, 1987). 
However, Hymer and Pashigian (1962) found that 
firm growth increases with firm size due to the 
possibility of continual economies of scale with 
increasing size and temporary or permanent 
monopoly returns which can enjoyed by large firms. 
Beck, Demirguc‐Kunt, Laeven, and Levine (2008) 
support the view that underdeveloped financial 
systems are particularly detrimental to the growth 
of firms. 

The level of a country’s financial sector 
advancement  is usually determined by the services 
delivered by financial intermediaries, such as, the 
size of banks to GDP, the size of stock market  to 
GDP and credit provided to private firms (Ge & Qiu, 
2007). Debt and equity are the two main capital 
sources used by firms to finance expansion. Rajan 

and Zingales (1998) found that firms in industrial 
sectors with a more requisite for external capital 
grow rapidly in economies with well-developed 
financial systems. It should be noted that financial 
intermediation mobilizes savings, distributes funds, 
spreads risks, and facilitates economic growth. 
Financial intermediation stimulates growth because 
it allows a higher rate of return to be realised on 
investment, and growth in turn affords resources to 
support financial sector development (Greenwood & 
Jovanovic, 1989). The level of banking and the 
development of the equity market have a causal 
relationship  on economic development (Beck, 
Demirgüç-Kunt, & Levine, 2000).  

The stock market and an efficient financial 
system which includes banks is essential to foster 
economic development (Laopodis, papastamou, 
Alon, & Zakamulin, 2016). Stock markets give firms 
further options to raise capital which is not as risky 
as bank credit. Well-developed stock markets can 
reduce the cost of mobilizing savings and thereby 
facilitate investment. Financial sector development 
is desirable because firms can raise substantial 
amounts of capital through the stock exchanges and 
investors can easily trade their shares. The bond 
market also promotes business growth by 
facilitating financing for both the private sector and 
the government. 

Firms in regions with poorly developed 
financial sectors are likely to have difficulties in 
raising capital for expansion. Demirgüç-Kunt and 
Maksimovic (1999) and Rajan and Zingales (1998) 
discovered that financial institutions are essential 
for firm and industrial growth. The size of banks 
and the amount of deposits channelled towards 
lending activities presents opportunities for firms to 
increase debt and expand business operations. 
Financial markets have also been recognized to 
perform a pivotal role in the financing decision of 
firms, especially for listed firms (Abor & Biekpe, 
2006; Agarwal & Mohtadi, 2004). Stock markets and 
money markets help firms to link with investors 
without the need of an intermediary institution such 
as a bank. As the financial sector develops, it turns 
out to be less costly for firms to raise capital. It 
should be noted that low cost of capital increases 
projects that can be accepted when a firm makes 
investment appraisal.  

Companies ought to depend on financial 
markets for information about which venture 
projects to choose and how such ventures should be 
financed. Financial sector development is related 
with the capability of the financial sector to obtain 
information, administer contracts, enable dealings 
and generate encouragements for the development 
of specific types of financial contracts, markets and 
intermediaries, and all this cheaply (Levine, 1999; 
Rajan & Zingales, 2003). This occurs when financial 
instruments, markets and intermediaries reduce 
information costs, advance enforcement of contracts 
and diminish transaction costs. Without well-
organized financial markets, these roles are likely to 
be performed less well and living standards will be 
lower than they might otherwise would have been 
(Herring & Chatusripitak, 2007). The availability of 
cheap capital will therefore enable firms to minimize 
financing costs and pursue growth opportunities. 

Financial sector development also increases 
investment through the distribution of funds to the 
private sector (Akinboade & Kinfack, 2015). The 
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financial system should have allocative efficiency to 
promote investment within an economy. Firms 
compete for capital and businesses with growth 
opportunities appeal more to providers of capital. 
Availability and improved access to capital is crucial 
for firms pursuing growth opportunities. The second 
leading limitation on entrepreneurship after taxes 
and regulation is capital (Batra, Kaufmann, & Stone, 
2003). Lack of capital is an inevitable constraint for 
firm growth. Batra et al. (2003) ranks the 
unavailability of capital as the major restriction in 
Africa and China. Finance is the most important 
constraint on firm growth hence the need for 
financial sector development. Rajan and Zingales 
(1998) also find that the number of firms in an 
industry grows faster in economies that have greater 
financial sector development and the quantity of 
firms in sectors that rely on external capital grows 
faster in countries with better financial sector 
development. Thus, with greater access to capital, 
firms can grow rapidly (Akinboade & Kinfack, 2015). 

Economies like China, and other emerging 
economies in the BRICS group require well-
developed financial sectors, specifically  with 
complete financial intermediation and liberalized 
interest rates, all of which are crucial  for the 
efficient distribution  of capital, which, in turn, can 
assist in maintaining viable  high economic growth 
(Liang & Jian-Zhou, 2006). Firm growth is a vital 
factor necessary to promote a country’s economic 
growth. Good economic conditions usually lead to 
more capital projects which lead to improved 

corporate borrowing. Corporate finance theory 
advocates that market deficiencies such as 
underdeveloped financial system may inhibit firms’ 
capability to fund operations and growth 
opportunities (Bokpin, 2010). Finance managers 
must understand the level of development of the 
financial sector to make the best choice of financing 
source. 

 

3. RESEARCH METHODOLOGY 
 

Data sources 
 
The study probes the association of financial sector 
development and firm growth amongst listed firms 
in BRICS countries that is listed firms on the BM&F 
Bovespa for Brazil, the Saint Petersburg Stock 
Exchange for Russia, the National Stock Exchange of 
India (NSE) for India, the Shenzhen Stock Exchange  
for China,  the Johannesburg Stock Exchange (JSE) 
for South Africa. Published financial statements of 
listed firms sourced from Bloomberg provided data 
for total liabilities-to-total assets for the period 
2001-2013. Listed firms are chosen because they are 
relatively large and therefore face less capital 
constraints compared to small businesses and are in 
better position to take advantage financial sector 
development. Table 1 below is an outline of the 
population and sample drawn from listed firms in 
BRICS. 

 
Table 1. Population and Sample 

 
Country Stock Exchange Population Sample 

Brazil BM&F Bovespa 366 347 

Russia St Petersburg Exchange 275 122 

India National Stock Exchange 1319 983 

China Shenzhen 1799 1652 

South Africa Johannesburg Stock Exchange 394 249 

Source: Own construct based on financial statements data 2001-2013 

 
The World Bank maintains the Global Financial 

Development Database a broad data sheet of 
financial sector attributes for 203 countries. The 
database consists of indicators of size of financial 
institutions and markets. The measures include the 
ability of the financial sector to channel funds from 
savers to investors in an economy. Financial 
intermediation role of the financial sector helps 
firms to access capital which is necessary for firm 
growth.   

The empirical study is based on non-financial 
services listed firms in BRICS countries. The data 
used is taken from published financial statements 
sourced from Bloomberg. The Bloomberg online 
database provides financial statements for firms 
listed on the world’s stock exchanges. All non-
financial firms were drawn through purposive 
sampling from each stock exchange and the firms 
were followed for a period of 13 years from 2001-
2013. Firms with data for less than 5 years were 
dropped from the sample. Financial firms are 
excluded because they are part of the financial 
sector which act as intermediaries and provide 
finance to non-financial firms. 

 

General Method of Moments 
 
The General Method of Moment (GMM) which was 
formalized by Hansen (1982) is an important and 

extensively used method of estimation in finance. 
GMM applied herein follows the footsteps of  
Kwenda and Holden (2014) who used the GMM 
methodology developed by Arellano and Bond (1991) 
to develop a trade credit targeting model.  The GMM 
technique is applied because it is an econometric 
method that pools observed economic data with an 
aim to produce estimates of the unknown 
parameters. BRICS economies are at similar stage of 
economic advancement therefore population 
moment conditions are assumed.  The GMM 
estimator is used because it is the best way of 
exploiting information from population moment 
conditions. Therefore, the GMM technique in first 
differences should yield more dependable 
estimations. 

The BRICS total liabilities to total assets 
equation is a dynamic panel data model. The model 
includes lagged total liabilities to total assets which 
is the dependent variable as a regressor. The first-
difference of the model removes the fixed effects 
and lags of the dependent variable total liabilities to 
total assets is used as instruments for the 
differenced lags. GMM technique uses all the 
undeviating moment restrictions that satisfy the 
hypothesis of no serial correlation in the errors 
(Arellano & Bond, 1991). The equation model used 
contains individual firm effects, lagged dependent 
variable of total liabilities to total assets and no 

http://en.wikipedia.org/wiki/National_Stock_Exchange_of_India
http://en.wikipedia.org/wiki/National_Stock_Exchange_of_India
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strictly exogenous variables. The estimation of the 
dynamic error constituents is incorporated to make 
the results more robust. 

There is no sole measure for financial sector 
development hence the use of principal component 
analysis to decrease the variables used in this study 
to a single measure. Ten variables were chosen 
namely bank concentration, bank credit to bank 
deposits, bank deposits to GDP, liquid liabilities to 
GDP, stock market capitalization to GDP, stock 
market value traded to GDP, stock market turnover 
ratio, domestic credit to private sector to GDP, 
domestic public debt securities to GDP and private 
debt securities to GDP. Principal component analysis 
is applied altogether on three classifications of 
financial development that is banks, stock market 
indicators and money market.  

Firm’s total assets has been chosen as an 
indicator of growth because it increases the firm’s 
productive capacity through the acquisition of 
machinery, labor and other resources. An increase in 
output will in turn increase sales and revenue which 
are also indicators of growth. Firms with more 
growth prospects will demand more capital from the 
financial sector to fund their expansion 
opportunities. Firm growth can be either favorable 
or adverse depending on whether a firm is growing 
or declining. Total asset growth can either be 
progressive or adverse, therefore a variable   

𝑔𝑟𝑜𝑤𝑡ℎ =
(𝑡𝑜𝑡𝑎𝑙 𝑎𝑠𝑠𝑒𝑡−𝑙.𝑡𝑜𝑡𝑎𝑙 𝑎𝑠𝑠𝑒𝑡)

𝑡𝑜𝑡𝑎𝑙 𝑎𝑠𝑠𝑒𝑡
 is applied to denote 

growth. Firm size is used to measure access to 
capital market as large firms can easily raise capital 
from the financial sector compared to small firms 
which face a lot of constraints. Firm size is 
measured by ln 𝑠𝑖𝑧𝑒 = ln(𝑡𝑜𝑡𝑎𝑙 𝑎𝑠𝑠𝑡𝑒𝑡𝑠). Huge firms 
have more solvency and hence they can access more 
credit than small and medium enterprises. Huge 
firms can appeal to capital from extensive sources; 
hence, they can fully benefit from financial sector 
development. 

Firms strive to maintain a target capital 
structure and they change from actual to their target 
debt-equity ratio (Ozkan, 2001). Total liabilities 
encompass short-term and long-term debt and by 
consequence, firms ought to have a target level of 
liabilities to total assets. If firms make a deliberate 
policy on the level debt-equity levels, this has 
implications for financing choices. The investigation 
here is to test if firms in BRICS countries pursue a 
target level of total liabilities and whether they use 
debt to pursue growth opportunities. The real debt 

levels might not permanently equal the preferred 
levels, and firms with limited access to capital are 
delayed by constraints to change from present to 
their target debt-equity ratios. Therefore, financial 
sector development or lack of it may have the effect 
on firm’s speed and cost adjustment. The existence 
of market imperfections due to limited financial 
sector development might impact on financing 
decision.  

When investment in debt is no longer 
advantageous, financiers will pressure firms to 
reduce leverage to mitigate opportunity cost and 
financial risk. That is firm value rises with debt up 
to a point and then starts declining with increased 
debt. Therefore, equity capital becomes necessary 
and the development of the financial sector should 
help firms to access capital markets such as stock 
markets. There is an optimal debt level and by 
implication, firms must always adjust towards their 
target level in order minimise the costs of debt and 
maximizes the benefits. 

The estimation model does not have strictly 
exogenous variables and is an autoregressive 
specification of total liabilities to total assets 𝑇𝐿𝑇𝐴𝑖𝑡. 
The model is applied because there is a sample of 
firms and N individual time series (𝑇𝐿𝑇𝐴𝑖𝑡 ...., 𝑇𝐿𝑇𝐴𝑖𝑇) 
is available. T is small (13 years) and N is large 
(3353). 

 
𝑇𝐿𝑇𝐴𝑖𝑡 = 𝛼 + 𝛽0𝑇𝐿𝑇𝐴𝑖𝑡−1 + 𝛽1 𝑓𝑑 + 𝛽2 𝑙𝑛𝑠𝑖𝑧𝑒 +

 𝛽3𝑔𝑟𝑜𝑤𝑡ℎ + 𝑛𝑖 + 𝜂𝑡 + 𝜀𝑖𝑡  (1) 
 
Where 𝑇𝐿𝑇𝐴𝑖𝑡 is total liabilities to total 

assets; 𝑓𝑑 is financial sector development estimated 
using pc1 from principal component analysis; 𝑙𝑛𝑠𝑖𝑧𝑒 
is the size of the firm approximated  by the natural 
logarithm of total assets; 𝑔𝑟𝑜𝑤𝑡ℎ represent positive 
and negative asset growth; 𝑛𝑖 denotes unobservable 
heterogeneity; 𝜂𝑡 are the time dummy variables and 
𝜀𝑖𝑡 is the error term. 

 

4. RESULTS 
 

Descriptive statistics 
 
The mean total liabilities to total assets for BRICS 
countries is 0,60, the mean firm size 6,24 whilst the 
mean growth rate of all firms is 0.16 (See Table 2 
below). 

 
Table 2. Descriptive statistics for BRICS 

 
Variable Obs Mean Std, Dev, Min Max 

fd 36882 3,80E-09 1,971135 -3,284799 3,295056 

TLTA 29989 0,6040528 3,766913 -4,294117 459,25 

lnsize 29988 6,242967 2,001749 0 12,92016 

gr 29006 0,1645389 2,730425 -328 2,882353 

Source: Own construct based on BRICS panel data 2001-2013 

 

Panel unit root tests 
 
As the use of non-stationary data yields spurious 
regression results Granger and Newbold (1974), it is 
essential to test for stationarity. The data was 
verified for stationarity using the Augmented 

Dickey-Fuller Fisher-type technique for panel unit 
roots and the results of the tests are presented in 
Table 3 below. The Augmented Dickey-Fuller Fisher 
type checks for stationarity under the null 
hypothesis that all panels comprise unit roots; that 
is, the series is not stationary. 
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Table 3. Fisher-type unit root test results 
 

Variable P Z L* Pm Order of integration 

lnsize 9812*** -50.9613 -52.0467 62.7126 0 

gr 9305*** -50.4490 -50.0221 57.4483 0 

*, ** and *** indicate significance at 10%, 5% and 1%, respectively. 
Source: Own computations using BRICS listed firms panel data from 2001 to 2013. Data sourced from 

Bloomberg. 

 
The use of non-stationary data yields unreliable 

regression outcomes, hence investigations for 
stationarity of size and growth were done using the 
Fisher-type panel unit root test. The results 
presented above P=0.0000 based on this the null 
hypothesis is rejected. Therefore, the panels are 
stationary. 

This paper uses both generated and real data 
and Arellano and Bond (1991) recommend the 
Sargan test to be appropriate in such specifications. 
Correctness of the instruments is verified by means 
of the Sargan test, which is an investigation for 
overidentifying restrictions. The m2 test for 
verifying second order serial correlation was also 
computed. The model is considered appropriate only 
if both tests are satisfied. 

 
Table 4. Specification test results 

 
  BRICS 

  𝑚2       Sargan test 

Lags 1 1 

TLTA 0.2562 0.0787 

Source: Own construct published financial 
statements data 2001-2013 

 
Table 4 above report the results of the m2 test 

and the Sargan test which were used to test for 
instruments validity. The tests are valid for total 
liabilities over total assets (TLTA) for all BRICS 
countries. The instrumental variables are 
uncorrelated to the residuals and are acceptable. 

 
Table 3. Regression results 

 
 (1) 

 TL/TA 

L.TL/TA 0.356*** 

 (353.23) 

  

pc1 0.0417** 

 (2.95) 

  

lnsize 0.127** 

 (2.92) 

  

gr -0.521*** 

 (-111.58) 

  

  

_cons -0.278 

 (-1.20) 

N 20280 

t statistics in parentheses 
* p < 0.05, ** p < 0.01, *** p < 0.001 
Source: Own construct published financial 

statements data 2001-2013. Data sourced from 
Bloomberg. 

 
The coefficient of 𝑇𝐿𝑇𝐴𝑖𝑡−1  is accurately 

defined in model 1, which backs the primary 

proposition of this paper. 𝑇𝐿𝑇𝐴𝑖𝑡−1  is valid at 99% 
level of significance in equation 1; for all BRICS 
countries. Hence, the dynamic methodology used in 
this paper is not discarded. BRICS firms have a 
target ratio of total liabilities to total assets and this 
ratio is consistent over the period of study. BRICS 
firms partly re-balance the debt component to 
achieve the desired target ratio of total liabilities to 
total assets. The capital rebalancing coefficient, is 
computed by the following formula: (1 – L.TL/TA).   
The coefficient of capital rebalancing for BRICS is (1 
– 0.356) is 0.644. The coefficient of capital 
rebalancing is close to one giving some indication 
that the promptness of rebalancing capital by firms 
towards their target total liabilities to total assets 
level is relatively fast. 

Size which is used to measure the firms access 
to financial markets was significant at 1% level, 
therefore firm size helps firms to access credit 
markets. Growth was statistically significant which 
therefore imply that firms re-balance total liabilities 
to total assets in pursuit of growth opportunities. 
Financial sector development helps firms increase 
investment in total assets and increase their 
borrowing to maintain their target ratio of total 
liabilities to total assets. 

 

5. DISCUSSION 
 

BRICS countries have high speed of adjustment for 
total liabilities because of increased financial sector 
development. The growth of the financial sector 
gives firms greater access to sources of finance 
therefore they can increase debt to pursue growth 
opportunities. When firms are above their target of 
total liabilities they can increase their equity capital 
or retire debt. Therefore, financial sector 
development has implications on speed of 
adjustment. There are costs involved for staying off 
target and financial sector development gives firms 
improved access to finance and lower cost of capital. 
Firms with superior access to sources of capital can 
substitute expensive debt with lower cost debt. The 
cost of capital can be reduced and more capital 
investment in profitable projects results in firm 
growth.  

Financial sector development helps firms 
adjust towards their target debt-equity ratios which 
is an important capital structure decision. The 
traditional capital structure postulates that there is 
optimum capital point above which the advantages 
of financing a firm with debt will be offset by the 
costs. Financial sector development helps firms to 
gain better access to financial markets such as stock 
markets. Therefore, banking sector development 
helps firms to increase leverage and stock market 
development will help firms to reduce leverage if 
they are above the target.  

Financial sector development helps firms to 
reduce cost of capital which is critical to the long-



Risk Governance and Control: Financial Markets & Institutions/ Volume 7, Issue 4, Fall 2017, Continued - 1 

 
132 

term success of the firm. The cost capital is the 
percentage of return a given project must produce 
to be a worthwhile investment. Therefore, financial 
sector development can result in firm growth due to 
increase in acceptable projects. Growing firms have 
shortage of internally generated funds to finance 
new profitable ventures therefore they either need to 
access credit from financial institutions or raise 
capital from financial markets. Firms that grow 
increase their total assets whilst increasing their 
leverage if they are below their optimal level of debt-
equity whilst those above the target can raise capital 
from stock markets. Financial sector development 
helps firms to maintain a target capital structure, 
which is the preferred optimal combination of debt 
and equity financing. If firms are above their target 
they incur costs therefore, financial sector 
development has implications on speed of 
adjustment. Firms operating in countries with poorly 
developed financial sectors incur more costs by 
staying off-target and they also have lower speed of 
adjustment due to limited alternatives of capital. 

 

6. CONCLUSION 
 

A GMM approximation method was used in this 
study, the findings exposed that listed firms in 
Brazil, Russia India, China and South Africa have 
target total liabilities to total assets and they 
partially adjust towards target levels. The speed of 
adjustment towards the target level is aided by 
financial sector development and is reasonably fast 
for all BRICS countries. The financial sector plays a 
crucial role in enabling firm growth by mobilizing 
savings, facilitating payments, trading of goods and 
services, and promoting the effective allocation of 
resources. Firms with enhanced access to external 
capital grow faster in economies with superior 
financial sector development. Debt that is both 
short-term and long-term is very imperative for 
firms to pursue growth opportunities. Financial 
sector development advances firm’s access to 
finance and supports growth through increased 
investment in total assets. 

The present study, is limited by its reliance on 
data from published financial statements whose 
quality may vary.  In some countries, for instance, 
accounting standards have been molded 
predominantly by the needs of private creditors, 
while in other nations the requirements of tax 

authorities or central planners have been the 
predominant influence. Audit requirements may not 
be appropriately developed in some nations to 
deliver the level of improved reliability that is like 
other countries. The study’s findings are also limited 
by the time frame for investigation. It is conceivable 
that the findings reported here are an artifact of the 
period from which financial results were examined. 
One dimension of growth based on total assets was 
used in this investigation which is more applicable 
to manufacturing and high technology firms and 
less applicable to service industries and firms with 
greater investment intangible assets such as 
intellectual property. It should be further noted that 
firm growth is dynamic and broader than the 
definition applied in this study.  

There is no common indicator of financial 
sector development therefore the findings are 
limited by the chosen variables for this investigation. 
The association of financial sector development and 
firm growth merits further investigation focusing on 
banking sector development and stock markets. 
Such investigation should distinguish the role of 
debt and equity in firm growth. This study focused 
on speed of adjustment for target total liabilities to 
total assets however the model can be further 
extended to investigate the effect on debt-equity 
ratio. Financial sector development and speed of 
adjustment of capital structure which include the 
cost of staying off target and the costs of 
adjustment can expose the phenomenon in a more 
comprehensive way.  

Further studies should focus on differences in 
financial sector development between countries to 
make a comparison which provides more 
perspectives on the influence on firm growth. Future 
research should study and analyze financial sector 
development and cost of capital stressing on its role 
in investment appraisal and firm growth. Despite 
same level of financial sector development access of 
individual firms to capital differs from one firm to 
another future investigation should include other 
firm specific factors that influence access to capital 
apart from firm size. Firm growth is dynamic, 
therefore, inclusion of control variables which 
influence growth apart from the resource based 
perspective which focuses on investment in total 
assets will help streamline the net influence of 
financial sector development on firm growth.  
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