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Abstract

This study aims to provide new insights on examining whether regulatory quality influences the
relation between financial development and economic growth by applying a nonlinear panel smooth
transition regression (PSTR) model. Using the data from Worldwide Governance Indicators (WGI)
to assess the soundness of regulatory quality, this paper finds that the relationship between financial
development, including life insurance and stock markets, and economic growth is significantly
positive in the countries with relatively better regulatory quality. Our findings not only indicate that
sound regulatory quality could encourage the growth effect of life insurance and stock market sectors
but also have far-reaching practical implications for other economies to realize regulatory quality

should matter for the development of economic growth.
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1. Introduction

The role of an effective regulatory quality in promoting a country’s economic and financial
development has generated considerable interest among researchers and practitioners in recent years.
However, only a few amounts of the existing literature have been devoted to understanding the effect
of regulatory quality on financial development and economic growth. This study aims to investigate
whether regulatory quality plays an important part in the nexus between financial development and
economic growth by applying an innovative Panel Smooth Transition Regression (PSTR) model.

Prior literature shows that the impact of regulatory quality on financial development and
economic growth is divergent. Some studies indicate that regulatory quality-related variables have a
positive impact (Clague et al., 1997; Minier, 2003), while a negative influence is documented as well
(Blanchard and Shleifer, 2000; Persson and Tabellini, 1992; Tavares and Wacziarg, 2001).
Additionally, the existing empirical findings on the effect of regulatory quality on financial
development and economic growth are mainly investigated in developed countries. It is interesting to
explore whether regulatory quality shapes the relationship between financial development and
economic growth in Asian countries.

In this study, we employ life insurance density and stock market activity as proxies for financial
development, while we use the natural logarithm of annual real GDP per capita as a proxy for
economic growth. Moreover, we utilize the data from Worldwide Governance Indicators (WGI) to
assess the soundness of regulatory quality. The WGI is a long-standing research project to develop
cross-country indicators of governance. Most importantly, these indicators are based on several
hundred variables obtained from 31 different data sources, capturing governance perceptions as
reported by survey respondents, non-governmental organizations, commercial business information
providers, and public sector organizations worldwide. Regulatory quality in WGI is defined as
capturing perceptions of the ability of the government to formulate and implement sound policies and
regulations that permit and promote private sector development. The full sample dataset comprises a
balanced panel of 11 Asian countries with a sample period from 2002 through 2017.

Additionally, this study proceeds with two steps to examine the effects of regulatory quality on

the relationship between financial development and economic growth. First, we apply a threshold
technique with the instrumental variables to endogenously divide countries into groups with different
levels of regulatory quality. Second, we investigate whether the impact of regulatory quality on
financial development varies under different levels of economic development. If exceptions do exist,
then it may not be possible to form a consensus applicable to all countries. This would mean that

certain conditions must be modified and that other pre-conditions be met before a country conforms



to anyone’s universal consensus.

Our main results demonstrate that the relationship between financial development and economic
growth is significantly positive in countries with relatively better regulatory quality. More
specifically, the result indicates that economic growth responds positively to financial development
when the level of regulatory quality surpasses the threshold value of 47.67%.

The empirical findings in this study make several contributions to the literature. First, comparing
to prior studies that separately investigate the effect of regulatory quality on financial development
(Ward and Zurbruegg, 2002; Beck and Webb, 2003; Lee et al., 2013) and the effect of financial
development on economic growth (Han et al., 2010; Chen et al., 2012; Lee et al., 2013; Chang et al.,
2014), we examine how regulatory quality shape the impact of financial development on economic
growth by a novel dynamic panel threshold model.

Second, our findings further prove that a better regulatory quality indeed plays an important role
in the relationship between financial development and economic growth. Specifically, a study that
provides a clearer understanding of the relationship between financial development and economic
growth in Asian countries will have important policy implications. Overall, the outcome sends strong
signals to governments and administrations of countries in Asia regarding the importance of
regulatory quality in the economy as well as improving financial development. Therefore, Asian
countries should do everything possible to improve the regulatory quality framework and structures
because better regulatory quality reduces the level of political turmoil, which is a great determinant
of growth and investment.

The rest of this paper is as follows. Section 2 explains both the Moon and Perron unit root test
and the primary structure of the PSTR model we apply in this research. Section 3 describes the data
and variable selection. Section 4 presents our main empirical results of the PSTR model. Section 5

presents conclusions and further discussions.

2. Literature Review

The original debate on the relationship between financial development and economic growth can
be traced to Schumpeter (1912), who argues that financial development contributes to economic
growth through capital accumulation and technological innovations. More specifically, the well-
developed financial system enhances capital formation and efficient resource allocation, which in
turn triggers economic growth. Financial intermediaries are necessary for technological
transformation and economic growth and development as their services monitor managers mobilize
savings, manage risks, and facilitate transactions. Additionally, the sound financial market also helps

in reducing the cost of borrowing money and that helps firms to propel their business (Rajan and
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Zingales, 1998).

Over the past decades, the connection between financial development and economic growth has
attracted many concerns around the globe. The empirical evidence shows that financial development
is positively associated with economic growth. For example, Ayadi et al. (2015) find a positive
relationship between financial sector development and economic growth, utilizing a sample of
northern and southern Mediterranean countries for the period 1985-2009. Dawson (2003) also shows
that financial development, as measured by liquid liabilities as a proportion of gross domestic product,
has a significant effect on economic growth, employing panel data on 13 Central and East European
Countries (CEECs).

Additionally, previous studies also use private sector credit (PSC) provided by the banking sector
as a prominent proxy variable for financial development and document the positive relationship
between financial development and economic growth (Al-Jarrah et al., 2012; Hussain and
Chakraborty, 2012; Hassan, Sanchez and Yu, 2011; Inoubli, 2011; King and Levine, 1993). Another
group of studies has used liquidity liabilities as one of the key indicators of financial development,
and they show the positive and significant relationship between financial development and economic
growth (Hassan et al., 2011; Jalil and Feridun, 2011; King and Levine,1993). The stock market has
been playing a tremendous role in financial sector development and has contributed to economic
growth. Therefore, some researchers also have employed proxies along with the stock market as an
indicator of financial development and have found that financial development and economic growth
are positively related to each other (Chakraborty, 2010; Masoud and Hardaker, 2012 and Sahoo, 2013).

Despite all the above, there is not much literature that considers the role of regulatory quality
between financial development and economic growth. In the past 20 years, however, the role of good
regulatory quality for a country’s development has been emphasized by policymakers and researchers.
Prior studies show that regulatory quality indeed plays an important part in the finance-growth nexus
(Lee et al. 2016). Authors such as Demetriades and Law (2006), and Acaravci, Ozturk, and Acaravci
(2011) suggest that variations in directions of causal relations often due to arise in finance-growth
empirical studies are attributable to differences in the quality of regulations. Moreover, Kutan,
Samargandi, and Sohag (2017) document the role of regulatory quality in the nexus of financial
development and economic growth in 21 Middle East and North African countries. Their findings
show that financial development promotes economic growth only in countries with well-developed
regulatory quality. Meanwhile, Assane and Grammy (2003) argue that competent and honest
regulatory quality not only can productively mobilize human and physical resources in an economy
but also leads to economic development because such quality mediates and signifies the momentum

of economic growth. Additionally, Studies by Effiong (2015), Omoteso and Mobolaji (2014) consider
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regulatory quality as control variables when dealing with the finance-growth nexus. Their studies
employed the GMM method and the fixed and random effects method respectively and realized that
institutional quality, when coupled with financial development, increases growth. Most of the
previous studies are concentrated on the developed nations, leaving the Asian economies unattended.
This study, therefore, attempts to investigate the effect of financial development and economic growth
in Asian countries considering the roles played by regulatory quality by applying a nonlinear panel

smooth transition regression (PSTR) model to make policy recommendations.

3. Data and Methodology
3.1 Data

This study adopts quantitative methods to investigate how regulatory quality affects the
relationship between financial development and economic growth by applying an innovative panel
smooth transition regression (PSTR) model. We examine the data set of 11 Asian countries from 2002
to 2017. The natural logarithm of real GDP (LRGDP) per capita indicates the country’s level of
economic growth and the natural logarithm of life insurance density (LLID) and stock market activity
(LSPRICE) as proxies for financial development, the natural logarithm of the prices of common
shares of companies traded on national or foreign stock exchanges, computed from the prices of
selected stocks. The indicator is set as 100 in 2015 Prior researchers, such as Webb et al. (2002),
Phutkaradze (2014), and Dhiab et al. (2015) use annual real GDP per capita as a proxy for economic
growth. Previous literature uses life insurance density as finance development indicators (Kjosevski,
2011, Cristea, 2014, Zouhaier 2014 and Dhiab et al., 2015), while some researchers also have
employed proxies along with the stock market activity as an indicator of financial development. The
empirical studies have found that financial development and economic growth are positively related
to each other (Chakraborty, 2010; Masoud and Hardaker, 2012 and Sahoo, 2013).

The data relating to life insurance density are collected from the base of Sigma SwissR data. It
is the ratio of life insurance premium to the total population. Also, the data regarding the stock market
activity are stocks traded total value in natural logarithm form. It is the total number of shares traded,
both domestic and foreign, multiplied by their respective matching prices. The data are end-of-year
values, includes companies admitted to listing and admitted to trading. The amount is single counted
and only one side of the transaction is considered. The data of real GDP per capita is taken from the
Organization for Economic Co-operation and Development and the World Bank Group. All variables
are used in their natural logarithms.

To strengthen the reliability of evidence in this study, we add useful macroeconomic variables

as control variables. Final consumption (FINCON) is defined as the sum of a household's final
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consumption expenditure and general government final consumption expenditure. Unemployment
(UNEMP) is defined as the percentage of unemployed workers in the total labor force, and the
unemployment rate is the number of unemployed divided by the number of the labor force in
percentage. Long-term interest rates (LTINT) refer to government bonds maturing in ten years and to
bonds whose capital repayment is guaranteed by governments. Inflation (INFL) is measured by the
annual growth rate of the GDP implicit deflator displays the ratio of price varies within the economy
as a whole. Gross fixed capital formations (FCAPITAL) comprise the inhabitant investments of
producers and deducting disposals in fixed assets during a given period. These macroeconomic
variables are also taken from the Organization for Economic Co-operation and Development and the
World Bank Group. In this study, we utilize regulatory quality (RQ) as a transition variable in our
PSTR model. Regulatory quality in WGI is defined as capturing perceptions of the ability of the
government to formulate and implement sound policies and regulations that permit and promote
private sector development.

Table 1 outlines the cross-sectional descriptive statistics for each variable in our study. It shows
that the mean value of the natural logarithm of real GDP (LRGDP) of the overall sample countries is
9.02. Singapore has the highest value (10.62), while India has the lowest value (7.00). Also, the
natural logarithm of average life insurance densities (LLID) of the overall sample countries in this
study is 5.70. Both Japan and Hong Kong have better value than other Asian countries. They are 7.99
and 7.98, respectively. Moreover, Table 1 also indicates that the mean value of stock market activity
(LSPRICE) of the overall sample countries is 4.22. Singapore has the highest value (4.50), while
Indonesia has the lowest value (3.82).

We also observe that the highest average of regulatory quality (RQ) in our sample is Hong Kong
(99.27). It implies that Hong Kong's sound legal environment provides a strong foundation for its free
market, competitive economy. The lowest average of RQ in our sample is Indonesia (39.36). The
mean value of regulatory quality (RQ) of the overall sample countries is 67.96.

Table 2 indicates the time-series variables descriptive statistics of 11 Asian countries from 2002
to 2017, where mean value only. According to this table, we find that the highest RGDP in 2017.
Additionally, the value of average life insurance densities (LLID) is also increasing during the sample
period. These figures imply that the relationship between life insurance development and economic
growth is positive. Except for 2008 and 2009, the mean value of stock market activity (LSPRICE)

also increasingly goes up.



Table 1 Variable Cross-sectional Descriptive Statistics for 11 Asian Countries from Years 2002 to 2017

Variable LRGDP, $ LLID, $ LSPRICE  FINCON, % UNEMP,% LTINT, % INFL, % FCAPITAL,% RQ, %
Country Mean SD Mean SD Mean SD Mean SD Mean SD Mean SD Mean SD Mean SD Mean SD
China 821 071 424 078 414 037 5247 338 435 025 361 059 371 297 4213 292 4536 4.02
Hong Kong | 10.38 0.25 798 054 430 0.39 7142 370 453 157 407 132 0.69 293 2223 136 99.27 131
India 700 044 350 052 389 069 2852 236 38 039 722 111 550 221 3141 313 4033 3.25
Indonesia 7.77 048 322 080 3.82 0.84 167.72 2089 577 141 923 242 835 481 2812 496 39.36 9.56
Japan 1056 0.11 799 014 447 031 7595 213 423 0.77 100 055 -057 113 2360 1.06 83.67 4.78
Korea 999 024 730 031 431 0.26 6561 122 349 022 267 119 207 112 3041 0.79 77.76 4.02
Malaysia 899 030 553 033 432 034 6106 457 331 023 405 041 352 390 2348 200 69.69 4.47
Philippines 754 041 290 060 393 0.65 8389 099 347 043 722 322 349 193 2075 1.77 5053 3.35
Singapore 1062 033 7.68 030 450 0.29 4891 381 374 145 251 059 118 220 26.18 190 9891 1.09
Taiwan 981 017 7.75 043 441 020 5437 125 437 065 179 065 103 096 2459 182 8292 4.62
Thailand 836 038 466 066 433 044 6823 121 105 042 382 107 274 154 2493 159 59.74 292
All 9.02 131 570 205 422 052 7074 3457 383 138 429 282 288 348 27.08 6.17 67.96 21.76




Table 2 Variable Time-series Descriptive Statistics for 11 Asian Countries from Years 2002 to 2017

Variable | LRGDP, $ LLID, $ LSPRICE  FINCON, % UNEMP,% LTINT, % INFL, % FCAPITAL, % RQ, %
Year Mean SD Mean SD Mean SD Mean SD Mean SD Mean SD Mean SD Mean SD Mean SD
2002 842 155 487 236 341 0.65 7458 4254 462 155 538 383 145 284 2519 471 64.15 23.79
2003 850 151 500 231 359 0.64 7331 4027 462 168 530 335 132 334 2537 561 66.37 2452
2004 8.60 150 514 231 3.77 053 7239 4159 447 153 525 355 368 358 2632 6.01 6538 25.00
2005 8.69 147 525 230 3.87 047 7226 4328 438 158 547 366 420 440 26.66 6.05 67.16 23.05
2006 880 142 541 221 411 041 69.74 3641 410 148 475 259 360 429 26.77 587 67.34 20.97
2007 891 133 563 211 441 0.36 7037 4093 387 161 491 252 434 327 26.71 6.00 68.18 21.24
2008 899 131 557 216 4.03 035 69.10 3289 397 145 405 318 568 570 2716 6.36 67.34 21.10
2009 9.00 129 568 205 418 030 7089 3573 430 127 470 285 153 386 2747 7.66 66.51 21.64
2010 916 126 586 199 437 0.23 67.72 29.96 387 138 417 224 449 492 2745 7.24 66.68 23.42
2011 926 125 596 198 436 020 68.02 2751 354 117 363 231 398 323 2748 7.37 66.61 22.34
2012 930 124 6.05 198 443 0.27 6859 2640 342 111 322 221 227 228 2821 7.05 6825 23.05
2013 932 122 6.08 193 449 020 69.22 2748 335 110 404 256 186 206 28.06 6.80 6859 22.83
2014 934 121 6.12 196 458 0.19 7054 3272 328 103 361 237 209 158 2788 6.70 70.41 22.97
2015 931 120 6.14 193 461 0.00 7149 3630 320 1.16 348 265 156 1.77 2764 6.31 70.72 22.43
2016 935 120 6.21 194 458 0.09 7152 3670 320 105 331 237 164 100 2754 598 7146 22.20
2017 941 118 6.31 191 474 0.13 7212 4024 315 103 335 230 243 140 2731 592 7216 21.28
All 9.02 131 570 205 422 052 70.74 3457 383 138 429 282 288 348 27.08 6.17 67.96 21.76
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3.2 Moon and Perron unit root test

To make sure all variables in the panel of this study are stationary before exercising the PSTR
model, we initially execute Moon and Perron unit root test that was developed by Moon and Perron
(2004). Among the panel unit root tests, Bai and Ng (2004) supplied an intact program to examine
the degree of integration of series, and permit tests for unit roots in the common factors and
characteristic factors. Moon and Perron (2004) used a factor structure to simulate cross-sectional
dependence, and used a normal autoregressive procedure with fixed effects, that residuals follow a
factor model. They stated that their intention for these de-factored data is similar but still account for
multiple common factors, in which the model is slightly different from Bai and Ng's (2004). Moon
and Perron (2004) considered that the error terms are produced with r common factors and

idiosyncratic shocks, with the same symbol as before, since the model can be written:

Vie = & + Y (1)
Vit = PiYir-1 + Wit )
Uit = AgFt t e 3)

Where the null hypothesis corresponds to the unit root hypothesis Ho: pi=1, Yi=1,...,N, Aiis a
vector of factor loadings, Fiis ar % 1 vector of common factors and the idiosyncratic component ej
is assumed to be 1.1.d., across 1 and over t. Whereas under the alternative the variable yi is stationary
for at least one cross-sectional unit. These examination processes include two steps, the first step, the
data are decomposed, and in the next step, the panel unit root test statistics depend on decomposed
data and common factors are then raised. We want to know whether the factor structure permits clear-
cut conclusions about the stability of macroeconomic variables.

Moon and Perron (2004) want to remove the common factors, thus, the panel data must be
projected onto the space orthogonal to the factor loadings, the de-factored residual, and the de-
factored data no more possess cross-sectional dependencies. They process the factors as nuisance

parameters and suggest pooling de-factored data to construct a unit root test. It is probable to define

standard pooled t-statistics, like in IPS, and to display their asymptotic normality. Since let p;w ; be

the modified pooled OLS estimator applying the de-factored panel data. Two modified t-statistics

have a standard normal distribution under the null hypothesis following:

o
ta:T\/N(ppool D EN(O;]-) (4)

2ye /we N, T - o




d
ty = T\/_ ppool \/NTZ trace(Z_,1Q4Z" 1) we —N(0,1) (5)

E
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Wherew?is the cross-sectional average of the long-run variancesw?;of residual e;;, ¥ is the cross-
sectional average of wg;. And they raise feasible statistics t; and t; based on the estimator of the

projection matrix and estimators of long-run variancesw?;.

3.3 Panel smooth transaction regression model

The PSTR model proposed by Gonzalez et al. (2005) is to be considered as the most recent
extension STR model on panel data with heterogeneity among the panel members and throughout
time. The underlying PSTR model consists of a single transition function and two extreme regimes

that can be described as follow:

Vie = Wi + BoXir + B1Xit8(qit; v, C) + & (6)

where i =1,-N, t= 1,--, T. Specifically, N and T present the cross-section and time dimensions of the
panel, respectively. The dependent variable y;; is a scalar; y; means the fixed individual effect; X;; is
a k-dimensional vector of time-varying exogenous variables; and &;; is the residual term. The
transition function g(q;;; v, C), a continuous function of the observable variable q;;, is normalized to
be bounded between 0 and 1; these extreme values are associated with regression coefficients ) and
Bo + B1. The vale of q;; determine the values of g(q;;y,C), and thus the effective regression
coefficient is By + B1(qis; v, C) for individual i at time z. Following the method proposed by Granger
and Terdsvirta (1993), Terdsvirta (1994), and Jansen and Terdsvirta (1996), we expressed the

transition function as follows:

-1 .
8(qit;v,€) = (1 +exp (=y [TTL1(qic — ¢;)) ~ withy > 0and C; < C, << Cp, (7)

where C = (Cy,~+, C,,)'is an m-dimension vector of location parameters and the slope parameter y
determines the smoothness of the transaction. In general, considering m=1 or m=2 is sufficient,
because these values allow for typically encountered variations in the parameters. In the case of m=1,
the model identifies that the two extreme regimes are associated with low and high values of g;; and
that a single monotonic transition of the coefficients exists from S to By + B as q;; increases, such
that the change is centered near C;. In the case of m=2, the minimum of the transition function is at

(C; + C,)/2 and achieves the value one at the low and high values of g;;. When y approaches infinity,
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the PSTR model reduces to a three-regime panel threshold regression PTR model the outer regimes
of which are identical to each other but different from the middle regime.
The multi-level PSTR model is a generalized PSTR model that allows for more than two different

regimes; it can be expressed as follows:

Vie = ti + BoXie + X1 BiXue8 (alii v ) + €1 (8)

where the transition function g; (q{t, Y cj), J=1,---,r depends on the slope parameters y; and on the

location parameters ¢;. If r = 1, q{t = q;t, and y; — oo for all j=1,---,r, the transition function
becomes an indicator function, in which I[A] = 1 when event A occurs, and I[A] = 0 otherwise; the
model in Eq. (4) becomes a PTR model with r + 1 regimes. Consequently, the multilevel PSTR model
is a generalization of the multiple regimes PTR denoted by Hansen (1999).

3.4 Building the panel smooth transition regression model

Building the panel smooth transition regression model requires three stages, such as specification,
estimation, and evaluation. The specification stage includes testing for homogeneity and choosing the
transition variable q;¢. If the testing fails to exhibit homogeneity, specification covers determining
the appropriate form of the transition function; this form is described by the value of m in Eq. (3). A
nonlinear least square method is used to estimate parameters. On the estimation stage, the estimated
model is restricted to misspecification tests to determine whether adequate data description is
provided. The null hypotheses tested in this stage contain parameter constancy, the absence of
remaining heterogeneity, and the absence of autocorrelation among the errors. In the last stage, the

number of regimes in the panel must be specified, implying that value has to be assigned to r in Eq.

4.

4. Estimation Results and Interpretations

The number of common factors r is estimated for each variable in table 3. Unlink Bai and Ng
(2004), Moon and Perron (2004) used ¥ as residuals and the information criteria are calculated from
demeaned first differences. Similarly, we calculate two statistics t; and t; with Bartlett and Quadratic
Spectral kernel after assessing the sensitivity of our results to the choice of the kernel function used
to estimate wZ;,. In this case, bandwidth parameters are optimally chosen according to the procedure
of Newey and West (1994). And the results for a model with time trends are replied. We employ the
same criteria to appraise the number of common factors as if this model only has individual effects.

During a model within individual effects, the null is extremely rejected for all variables.
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When international cross-correlations are taken into account, the results rely on the specification
of these cross-sectional dependencies. The series tests are built on a dynamic factor model by Moon
and Perron and opposition to these specifications is dependent on a common factor or time effects. It
appears that the consequents are globally and intelligibly better in favor of the unit root assumption

for most leading macroeconomic and financial indicators.

Table 3 Moon and Perron Panel Unit Root Test for All Sample

Variables 4 ta t; Phooi ta” t;® PiZe
LRGDP 5 -6.471 -4.179 0.749 -8.250 -4.861 0.717
0.000 0.000 0.000 0.000
LLID 3 -0.341 -4.233 0.613 -9.233 -4.176 0.611
0.000 0.000 0.000 0.000
LSPRICE 5 -8.863 -5.446 0.665 -9.755 -5.650 0.643
0.000 0.000 0.000 0.000
FINCON 5 -0.243 -6.736 0.641 -12.643 -6.055 0.476
0.000 0.000 0.000 0.000
UNEMP 5 -6.654 -4.328 0.708 -7.805 -4.780 0.688
0.000 0.000 0.000 0.000
LTINT 5 -9.544 -5.499 0.625 -12.557 -5.911 0.525
0.000 0.000 0.000 0.000
INFL 5 -14.005 -8.943 0.444 -15.806 -6.114 0.162
0.000 0.000 0.000 0.000
FCAPITAL 4 -7.315 -4.240 0.696 -8.225 -4.713 0.691
0.000 0.000 0.000 0.000
5 -13.943 -8.780 0.496 -15.125 -9.474 0.494
0.000 0.000 0.000 0.000

Table 4 presents the threshold as well as parameter estimates using regulatory quality (RQ) as
the transition variable. In this study, we employ life insurance density and stock market activity as
proxies for financial development. The effect of financial development on economic growth differs
across different regimes of regulatory quality level. Finance development has a significantly negative
impact on economic growth if the soundness of regulatory quality is weak. In contrast, this negative
effect of financial development on economic growth becomes significantly positive after a country’s
regulatory quality exceeds a certain level of threshold. Regarding the effects of other control variables
on economic growth, the results are generally consistent with the findings in the growth literature. In
sum, the evidence in table 4 reveals that regulatory quality plays an important role in the growth effect

of finance development.
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Table 4 Linearity Test and Parameter Estimation for All Sample

Specification PSTR
Transition variable RQ
Fisher Test with the null of linearity 27.724*** (0.000)
Fisher Test with the null of r=1 1.632 (0.122)
VARIABLES Parameter B, Parameter Bo+B;
LLID 12.7734 5.8375
LSPRICE -3.5844 0.9221
FINCON -3.1163 -0.9024
UNEMP 2.4345 -0.2145
LTINT 3.2978 -0.1692
INFL -3.1065 -1.0813
FCAPITAL -5.6645 0.9388
Location parameter C1=47.6733
Smooth parameter v1=0.2364
Residual sum of squares RSS=2.1433
Note: All the parameters have a significant level of at least 5%.
47 .6733
1 — - .
o.s | f i
0.6 ‘... -1
ol 7 |
&
oz 4 |
o - 1
1 IO 2I0 4IO 5IO 6l0 7IO 8IO 9‘0 1 CI)O 1 ’; o

Figure 1: The Transition Function Value for All Sample

Also, Figure 1 depicts the scattered charts showing the changes in the transition function value
for all samples in our study. We can tell that the coefficients changed smoothly from weak regulatory
quality to strong regimes. From Figure 2, we can see the threshold of regulatory quality is 47.6733
for these Asian countries. Specifically, most of these countries in our sample had reached this level,
except India and Indonesia. Again, our results imply that economic growth could be harmful because
of the problem of adverse selection and moral hazard when lacking a sound regulatory quality

environment. On the contrary, when it has achieved a certain level or threshold of regulatory quality,

this significantly negative effect becomes positive and significant.
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Figure 2: Regulatory Quality for 11 Asian Countries from Years 2002 to 2017

5. Conclusion

The main purpose of this study is to examine whether regulatory quality affects the relationship
between financial development and economic growth by applying an innovative panel smooth
transition regression (PSTR) model. We investigate the data-set of 11 Asian countries from 2002 to
2017. Our main results demonstrate that the relationship between financial development and
economic growth is significantly positive in countries with relatively better regulatory quality.

Overall, our empirical findings send strong signals to governments and administrations of
countries in Asia regarding the importance of institutional quality in the economy as well as
improving financial development. It not only demonstrates that unhealthy circumstances of
regulatory quality could deter economic growth and financial development but also implies that
policymakers and authorities should pay particular attention to consider taking some specific
measures to improve regulatory quality. For example, control of corruption is crucial for improving
regulatory quality. As we know, corruption leads to an inefficient allocation of resources, leading to
the high investment cost and low profits of government as well foreign investors. These interesting

results and suggestions may provide rich implications for non-Asian economies.
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