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Abstract

The shadow banking system, which has experienced significant growth globally over the
past two decades, includes financial institutions and credit intermediaries whose activities
are not under the central bank’s supervision. Given that the expansion of assets in this
sector can lead to systemic risk and economic instability in countries, affecting economic
variables such as inflation, the present study examines the impact of shadow banking on
inflation rates in four groups of selected countries (including developed countries with high
levels of shadow banking, developed countries with low levels of shadow banking,
developing countries with high levels of shadow banking, and developing countries with low
levels of shadow banking) from 2002 to 2020. The research modeling is based on dynamic
panel patterns, and the relationships between variables are estimated using the Generalized
Method of Moments (GMM) technique. The model estimation results in two groups of
countries under study, namely developed countries with high levels of shadow banking and
developing countries with low levels of shadow banking, indicate that the expansion of
shadow banking leads to increased inflation, which is exacerbated through the production
channel. Conversely, the findings suggest a negative impact of shadow banking on inflation
in developed countries with low levels of shadow banking and developing countries with
high levels of shadow banking. It is worth noting that the results of the model estimations
show that in none of the four groups of countries examined, shadow banking has led to
inflation through the money creation channel.
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1. Introduction

Shadow banking refers to non-bank
financial intermediaries operating without
the central bank’s supervision. Like
traditional = banks, these financial
intermediaries provide loans to their
consumers, but their capital-raising
methods differ. While traditional banks
rely on deposits from depositors to secure
funding, shadow banking systems employ
various securitization techniques for
capital formation. Given the significance
of shadow banking and its impact on
various economic sectors, this research
investigates the effect of shadow banking
on inflation in selected countries
(developed countries with high levels of
shadow banking, developed countries with
low levels of shadow banking, developing
countries with high levels of shadow
banking, and developing countries with
low levels of shadow banking) from 2002
to 2020. To examine this relationship, a
Generalized Method of Moments with
panel data (GMM) was employed. In
summary, this research aims to find the
answer to the following question:

The research explores whether there is
a meaningful and positive relationship
between shadow banking and inflation in
selected countries.

2. Method

This research investigates the effect of
shadow banking on inflation in selected
countries from 2002 to 2020. For this
purpose, the Generalized Method of
Moments with panel data (GMM) specified
in Equation 1 is utilized.

CPlit = BO + BI1CPlit—1 + B2SHit
+ P3GDPit » SHit + P4 M2it
« SHit + B5Git + P6EXit
+ B7IMIit + eit (1)

Where:

i represents countries and t represents
time.

SH stands for the shadow banking
index.

CPIit shows inflation.
GDP is real gross domestic product.

G represents government size. For the
government size variable, the indicator
used is general government expenditure.

EX shows exchang rate. The indicator
used for the exchange rate variable is the
real exchange rate.

M2 shows liquidity.
IMI demonstrates import index.

GDPit * SHit is the interactive variable of
gross domestic product (GDP) with
shadow banking.

M?2it * SHit is the interactive variable of
liquidity with shadow banking.

git represents unobserved random
errors.

The data used in this research was
collected from the World Bank,
International Monetary Fund (IMF), and
Financial Stability Board databases.

3. Results / Findings

This research aims to examine the effect of
shadow banking on inflation in selected
countries (including developed countries
with high levels of shadow banking,
developed countries with low levels of
shadow banking, developing countries
with high levels of shadow banking, and
developing countries with low levels of
shadow banking). To investigate these
relationships, the Generalized Method of
Moments with panel data (GMM) was
employed, and the results obtained from
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estimating the model are outlined as
follows:

The estimated results for the model
estimation in two groups of countries
under study, namely developed countries
with high levels of shadow banking and
developing countries with low levels of
shadow banking, indicate that the
expansion of shadow banking leads to
increased inflation, with this effect being
exacerbated through the production
channel. Conversely, the findings suggest
a negative impact of shadow banking on
inflation in developed countries with low
levels of shadow banking and developing
countries with high levels of shadow
banking. It is worth noting that the results
of the model estimations show that in
none of the four groups of countries
examined, shadow banking has led to
inflation through the money creation
channel.

4. Conclusion

In this research, the effect of shadow
banking on inflation in selected countries
(including developed countries with high
levels of shadow banking, developed
countries with low levels of shadow
banking, developing countries with high
levels of shadow banking, and developing
countries with low levels of shadow
banking) was investigated from 2002 to

, 2024, 19(42): 139-165.

2020, using a Generalized Method of
Moments with panel data (GMM). Overall,
the results show that expanding shadow
banking asset volumes in developed
countries with large shadow banking
sectors and developing countries with
small shadow banking sectors hasled to an
increase in inflation, both directly and
through production. Conversely, this
effect has been negative in developed
countries with small shadow banking
sectors and developing countries with
large shadow banking sectors. It is worth
noting that the model estimation results
indicate that in none of the four groups of
countries studied, shadow banking has led
to inflation through the liquidity channel.
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