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	ABSTRACT

	 

	Strong financial systems that increase productivity, promote innovation, and allow resources to be reallocated efficiently across different sectors underpin sustained economic growth in countries at various stages of development. In fact, a vibrant financial sector supports innovation, economic stability, and resilience to financial shocks. However, this is not the case for all countries. While financial institutions in developed countries tend to adjust quickly to new circumstances, those in developing countries often lack the strength to overcome hurdles to sound financial systems. Therefore, it is acknowledged that financial institutions play a major role in economic growth. This paper investigates the role of financial institutions in economic growth by analyzing the data of 27 Asian countries from 2002 to 2021. In order to do so, the paper employs a two-step System GMM estimation methodology. The paper finds that the impact of these variables differs across countries. For instance, variables like asset profitability, liquidity depth, and market trading activity are found to be positively and significantly related to growth in GDP per capita. Besides, lending to the private sector is found to be negatively related to growth, which may indicate inefficiencies in how credit is allocated in some countries. Hence, the paper concludes that since enhancements in the performance of financial systems and liquidity of equity markets support economic growth, it would be prudent for policymakers to make the strengthening of financial frameworks their top priority if they want to attain sustainable development over the long term.
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	RESUMEN

	 

	Los sistemas financieros sólidos que aumentan la productividad, promueven la innovación y permiten la reasignación eficiente de los recursos entre los diferentes sectores sustentan el crecimiento económico sostenido en países que se encuentran en diversas etapas de desarrollo. De hecho, un sector financiero dinámico respalda la innovación, la estabilidad económica y la resiliencia ante las crisis financieras. Sin embargo, este no es el caso de todos los países. Mientras que las instituciones financieras de los países desarrollados tienden a adaptarse rápidamente a las nuevas circunstancias, las de los países en desarrollo a menudo carecen de la fortaleza necesaria para superar los obstáculos que impiden el establecimiento de sistemas financieros sólidos. Por lo tanto, se reconoce que las instituciones financieras desempeñan un papel importante en el crecimiento económico. En este documento se investiga el papel de las instituciones financieras en el crecimiento económico mediante el análisis de los datos de 27 países asiáticos entre 2002 y 2021. Para ello, se emplea una metodología de estimación del sistema GMM en dos etapas. El documento concluye que el impacto de estas variables difiere entre los distintos países. Por ejemplo, se ha observado que variables como la rentabilidad de los activos, la profundidad de la liquidez y la actividad comercial del mercado están relacionadas de forma positiva y significativa con el crecimiento del PIB per cápita. Además, se ha observado que los préstamos al sector privado están relacionados de forma negativa con el crecimiento, lo que puede indicar ineficiencias en la forma en que se asigna el crédito en algunos países. Por lo tanto, el documento concluye que, dado que las mejoras en el rendimiento de los sistemas financieros y la liquidez de los mercados de valores favorecen el crecimiento económico, sería prudente que los responsables políticos dieran prioridad al fortalecimiento de los marcos financieros si desean alcanzar un desarrollo sostenible a largo plazo.

	 

	Palabras clave: Desarrollo financiero; Sector bancario; Mercado bursátil; Crecimiento económico; Sistema GMM de dos pasos.

	 

	1. INTRODUCTION

	Guru and Yadav (2019) emphasize that a perspective regarding development systems entails not only making the systems more efficient and stable, but also more inclusive and ultimately capable of supporting economic activities on a larger scale. Changes in the financial sectors world-wide have, during the last few decades, led to prosperity increase by making the process of forming capital easier and by being one of the main factors that help technological development. The countries whose financial systems are more advanced are likely to have a higher level as well as a more sustained rate at which an economy expands over time. Besides, giving more people the possibility to get a financial service contributes to those who are economically weaker to have a better way of dealing with economic risks and, at the same time, it helps them to invest and be more productive, which results in a decrease in poverty and in the inequality of income. Simply, a good financial system both facilitates the proper allocation of resources and provides better information regarding the investment opportunities with the highest returns.

	 

	How enhancements in banking and capital systems contribute to overall production growth has been a key topic of research for quite some time. Joseph Schumpeter's (1934) pioneering work highlighted the pivotal function of banking and capital institutions in fostering development over a long period. Later on, studies like Gurley and Shaw (1955) not only discussed that banking and capital systems should be closely linked to production performance, but they also presented production activity as a concrete output. This perspective has been backed by other scholars, such as Goldsmith (1969), McKinnon (1973), and Shaw (1973).

	 

	In fact, together, they present extensive empirical findings demonstrating the role of improved banking and capital systems in raising overall production levels. Later, in the 1990s, different growth models, including those by Greenwood and Jovanovic (1990), theorize that efficient capital systems contribute to higher overall output by reducing transaction costs and boosting productivity. Saint Paul's (1992) work goes a long way in pointing out importance of intermediaries in economic growth during innovation, specialization, and risk-sharing. At the same time, Pagano (1993) sees enhancement of banking and capital systems as one way of driving production expansion by raising the availability of available funds and their effective allocation. So, financial progress means developing well-functioning, easily accessible markets and institutions that operate under the rule of law (King & Levine, 1993). Therefore, a vibrant financial industry is the source of innovation, economic stability, and the capacity to withstand financial shocks (Guru & Yadav, 2019; Pradhan et al., 2014).

	 

	Varying institutional frameworks, policy settings, and levels of market development in Asian countries provide a complex setting for exploring dynamic relationships within their economies. Some papers focus on the part that increased credit supply and good financial intermediation play in raising output levels overall, while other papers indicate that the effect depends on other factors such as good governance, skill and education development, as well as the strength of institutions. Some Asian countries, such as Japan and Singapore, have advanced financial systems that foster growth, whereas countries in South and Southeast Asia still experience difficulties in obtaining financial inclusivity and efficiency. Because financial systems, especially banking development and stock market expansion have different effects on economic outcomes in these economies, a detailed and context- sensitive examination is essential. Hence, this paper examines how improvements in the system and market indicators relate to overall development in Asian countries by applying dynamic panel methods.

	 

	2. LITERATURE REVIEW

	Many studies have explored the intricate link connecting the progress of monetary and capital systems with overall output levels. They have produced mixed outcomes, positive, negative, and no impact—depending on the country, region, and used methodology. The review focuses on financial development indicators, econometric models, and country-specific analyses. Studies, such as those by King and Levine (1993) and Beck et al. (2000), find a robust positive relationship, emphasizing banking systems' role in improving resource allocation and productivity growth. Notable some studies highlight both positive and negative impacts of financial development. Mlambo et al. (2016) found positive effects in the SADC region and OECD countries, respectively, while Adusei (2013) and Alimi (2015) observed negative relationships in Ghana and Sub-Saharan Africa and Caporale et al. (2015) found no significant impact. Some studies examine the variations in causality (unidirectional, bidirectional) and significance reflect regional.  

	 

	Some research, however, conducted on banking sector (Goldsmith, 1969; King & Levine, 1993) consistently link financial intermediary efficiency to economic growth, though some exposes exceptions (Ayadi et al., 2015). Likewise, the expansion of stock trading activities has been connected to overall economic progress (Ngare et al., 2014; Bayar, 2014). The interaction of banking institutions with the equity sector, however, shows complementary roles in studies by Odhiambo (2010). However, a few study conducted on Asian context by using GMM approach. Consequently, due to inconsistent findings in previous studies, this research focuses on exploring the existing relationship of the banking sector with overall national growth.

	 

	 

	Theoretical Perspectives on Finance and Economic Expansion

	The foundation of the connection between economic growth and finance was established by Schumpeter (1911) and some followers. These scholars argue that rapid national growth requires the development of financial systems. After Schumpeter (1911) established the conceptual framework for understanding the link connecting the progress of financial structures and overall growth, economists such as McKinnon (1973), Shaw (1973), Galbis (1977), Hamilton (1790) and Pagano (1993) made significant contributions in developing the relationship. Schumpeter (1911) and his followers emphasize the role of intermediaries in supplying credit to businesses, noting that this support can trigger additional investment activities and innovations that ultimately expand the flow of goods, services, and capital. Goldsmith (1969), however, highlights the role of system growth in capital accumulation for advancing progress. 

	Moreover, opening up markets is regarded as a key factor in improving the efficiency of resource distribution and promoting overall expansion. The McKinnon-Shaw hypothesis (1973) argues that financial liberalization channels savings into investments, thereby fostering economic growth. In this framework, countries with limited savings can access global capital, allowing investors to diversify risks (Mollaahmetoğlu and Toprak, 2017). Despite the positive outlook of financial liberalization, there are critiques, particularly from the new structuralist school, critics argue that financial liberalization may lead to high interest rates, which do not always result in increased savings and may even cause stagflation. Notable examples include financial crises in Latin America, Mexico, and Southeast Asia, which revealed the limitations of liberalization. These crises demonstrate that, although financial markets expanded, they do not necessarily support the real sector, thereby exacerbating long-term economic issues (Has, 2007; Akyüz, 1993).

	 

	Theoretical Approaches to the Interaction between Finance and Economic Expansion

	The relationship linking the progress of monetary and capital systems with overall output expansion is widely debated over a long period. Several theoretical frameworks explore the link connecting monetary and capital system progress with output expansion, highlighting different directions of causality.

	Supply-Leading Hypothesis: Aligning with neo-classical economic theory, the supply-leading hypothesis proposes that a liberalized monetary and capital system markets encourage savings and direct them to high-productivity areas and hence leading to economic growth. Scholars like Bagehot (1873), Schumpeter (1912) and McKinnon (1973) support this view, which has been reinforced by empirical studies (Goldsmith, 1969; King & Levine, 1993; Levine, 1997). However, in recent research, conducted by Yağlı and Topçu (2019) and Ergur and Özek (2020), indicates supply-side influences over time, demonstrating that the expansion of capital and monetary markets fosters output expansion by enhancing labor productivity and overall system efficiency.

	 

	Demand-Following Hypothesis: The other side of the argument says that most of the improvement in the monetary and capital systems is a response to aggregate economic growth. As the average income of a person increases, the demand for money and capital services also rises, and this is what drives the growth of the financial system. This line of thought which is derived from the work of Robinson (1952) and Patrick (1966), maintains that alongside the growth of production activities, the requirement for more advanced monetary and capital services and tools also increases, a connection that has been proven by various studies conducted by Jung (1986), Gurley and Shaw (1973), and Zengin (2023).

	 

	The demand-following argument is in accordance with the objections against financial liberalization, especially from new structuralist and Keynesian viewpoints. Critics argue that liberalization does not necessarily produce higher levels of resource accumulation and may instead create distortions and instability in developing countries (Cicioğlu, 2009). 

	 

	They further highlight the stagflationary risks of financial liberalization that we have observed in various financial crises and they question the assumption of the unqualified benefits of financial market liberalization for economic growth.

	 

	Bidirectional Hypothesis: The bidirectional hypothesis suggests a mutual association between finance and expansion, in which advancements in monetary and capital systems and overall output mutually support their progress. Growth theories of this approach support the idea by indicating that progress in monetary and capital systems improves the efficiency of resource allocation, fostering capital accumulation and fosters overall output expansion (Greenwood and Jovanovic, 1990). Thus, this reciprocal relationship indicates that output expansion and progress in monetary and capital systems are closely linked, fostering a process that reinforces one another.

	 

	Bidirectional Hypothesis: The bidirectional hypothesis proposes that finance and expansion are mutually related, so that each development in the monetary and capital systems and overall output serves as a support to the progress of the other. Growth models of this approach are in support of the notion by pointing out that development in monetary and capital systems not only enhances the ease of resource use but also capital accumulation and production growth are typical consequences of it (Greenwood and Jovanovic, 1990). Hence, this two-way relationship suggests that production growth and the development of monetary and capital systems are extremely interdependent, nurturing a process that keeps one another going.

	 

	 

	3. METHODOLOGY

	Description of the Data and Variable’s Sources

	This investigation relies on an unbalanced panel dataset that contains 540 observations for 27 Asian economies spanning the years 2002 to 2021. The database compiles information on the expansion of the financial system, per capita GDP growth, and several additional control factors. Most of the statistics were obtained from the World Bank’s World DataBank, except for the variables related to the performance of the financial sector. These particular indicators were sourced from the World Bank’s Global Financial Development database. A concise overview of the variables is provided below:

	 

	Table1

	Overview of the Variables and Their Data Origins
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	Estimation Technique 

	Given its methodological benefits compared with purely cross-sectional or time-series approaches particularly its ability to account for unobserved factors that remain constant over time the analysis adopts a panel data framework. This structure enhances the precision and reliability of the estimated coefficients results by increasing degrees of freedom, variability, and information content while decreasing co-linearity and the likelihood of omitted variable bias. Nevertheless, the panel data has additional issues with heteroscedasticity, autocorrelation, and endogeneity. However, presence of endogeneity and heteroscedasticity it can be mitigated by applying the GMM approach. Hence, the study employed two-steps system GMM in its analysis. The procedure introduced by Arellano and Bond (1991) is employed to detect the presence of serial correlation in the error terms. In addition, the validity of the selected instruments is assessed through the test proposed by Lars Peter Hansen, which examines the consistency of the model’s overidentifying restrictions.

	 

	Model Specification

	A general dynamic panel regression model is given below:

	[image: Image]

	In this specification, Y denotes the outcome variable, while X represents a set of explanatory factors. The term μ captures unobserved, country-specific effects that remain constant over time, and  𝜀 corresponds to the random error component, assumed to follow a normal distribution.  (0, σ2); "i" and "t" indicate country and time, respectively.

	 

	Specification of used dynamic version can be expressed as follows: 
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	where dependent variable  the dependent variable reflects per capita GDP growth, widely regarded as a robust proxy for overall economic performance (Andersen et al., 2003; Arellano & Bond, 1991).

	 

	The level of financial sector advancement is captured through four key measures: LIQ.LIAB (ratio of liquid liabilities to GDP), DCPS (credit allocated to the private sector relative to GDP), ROA (return on assets), and TOR (stock market turnover ratio).

	 

	The vector Xit comprises additional explanatory factors, including TRD (trade openness), INFL (inflation rate), GOVC (general government final consumption expenditure), GFCF (gross fixed capital formation as a share of GDP), and POP (population growth), which are incorporated as control variables. The disturbance component is denoted by , while β represents the set of coefficients to be estimated.

	 

	To examine the influence of financial sector advancement on per capita GDP growth, the baseline empirical specification is formulated as follows:
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	However, two tests is conducted for the model using the GMM estimator. The validity of the selected instruments is evaluated through the Sargan test of overidentifying restrictions, following established practices in prior studies employing the GMM (Kumar and Bird 2020; Arellano and Bond, 1991; Klein and Weill 2022; Beck and Levine, 2004; Roodman, 2009). 

	 

	4. RESULT ANALYSIS AND DISCUSSION

	Descriptive Statistics and Correlation Analysis 

	Table 5.1 presents a detailed overview of the descriptive measures for each variable, reporting the total number of observations, the average value, the measure of dispersion, as well as the corresponding minimum and maximum figures.

	 

	Variability in each distribution is reflected by standard deviation. The following standard deviations are recorded: liquid liabilities (73.99%), credit allocated to private sector within domestic economy (47.57%), trade (84.92%), government expenditure (4.93%), and physical capital (6.64%). These figures indicate that the data are relatively dispersed around their central values, with the standard deviations being lower than the mean in most cases. In contrast, dispersion measure for income growth per person, return on assets, turnover ratio, inflation rate, and population growth are 4.51%, 2.81%, 65.47%, 8.60% and 2.52% respectively. These are larger than their corresponding mean values, suggesting greater variability in these economic indicators over time. 

	 

	 

	 

	Table 2

	Descriptive Statistics
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	Source: The author's calculations using the STATA 2014 software.

	 

	Unconditional Cross-Correlations Analysis

	The unconditional cross-correlation results reported in Table 3 indicate that real income growth per person is positively associated with investment in fixed assets relative to GDP. In contrast, it is negatively correlated with inflation, trade (% of GDP), demographic expansion and public sector final consumption spending (% of GDP). In relation to the central research objective, the findings indicate that real income growth per person is inversely associated with credit extended to the private sector and overall liquidity in the economy, whereas it exhibits a positive relationship with profitability measured by return on assets and with the stock market trading activity reflected in the turnover ratio.

	Table 3

	Correlation Matrix
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	Two Step System GMM Results Analysis

	The outcomes derived from the dynamic panel estimation approach are displayed in Table 4.

	Table 4

	Results of the dynamic panel modeling procedure
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	Findings obtained from the system GMM estimation approach reveal that most variables—namely L.GROWTH, LIQ.LIAB, TOR, TRD, GFCF, and ROA—exert a positive influence on overall economic performance. In contrast, DCPS and POP display an adverse relationship with overall economic performance. The estimated coefficient for L.GROWTH (0.3439) indicates that previous income growth per person exerts a statistically significant and positive influence on its current level. Specifically, a 1% rise in the lagged growth rate is linked to an approximate 0.344% increase in present income growth per person, holding other determinants constant. The estimated parameter for LIQ.LIAB (0.0074212) indicates a positive association with the outcome variable. By contrast, the coefficient on DCPS suggests that a higher volume of financing extended to private economic agents may be related to a slower rate of income growth per person. Findings indicate that a 1% rise in financing directed to private economic agents is associated with an approximate 0.024% decline in income per person. Comparable evidence is reported by Cournède et al. (2015). In addition, return on assets demonstrates a direct relationship with overall macroeconomic performance. Other influential factors holding same 1% increase of returns on assets in the Asian countries may increases GDP growth by 0.52 %. The economic impact of banks becoming more profitable is positive, as evidenced by the fact that for every 1% increase in return on assets (ROA), GDP per capita rises by 0.52%. This relationship suggests that more profitable banks, with greater capital on hand, have stronger incentives to effectively screen and monitor loans. Consequently, firms become more capable of mobilizing funds efficiently within the productive system. Moreover, the turnover ratio (TOR), which reflects the intensity of trading activity in the stock market, proves to be significant in the estimated models. The direction and relevance of the turnover coefficient are consistent with the evidence reported (Beck et al., 2004). Evidence indicates that a higher level of trading activity in equity markets is associated with an expansion in output per person. Specifically, a 1% rise in this trading intensity measure corresponds to an approximate 0.006% increase in output. These results are consistent with the conclusions reached by Beck et al. (2004), as well as by Valickova et al. (2015).

	 

	This analysis indicates that trade openness is directly associated with improvements in overall macroeconomic performance. An 1% increase in trade may increase GDP growth by 0.005 % if other factors remain unchanged. Similar result was found in Breusch& Pagan (1980) albeit Baltagi et al. (2009) detect an adverse effect. This analysis shows that trade openness is directly associated with overall macroeconomic performance, and this relationship is supported by statistical evidence. An increase of 1% trade may increase GDP growth by 0.005 % in the Asian countries. Government expenditure (GOVC) has been found to be statistically insignificant in the regression; however, its effect contradicts the expected sign. A 1% rise in public sector spending ratio may resulted in 0.728 % decline in GDP. The inverse link suggests that increased government spending will likely result in lower Income expansion per person. This divergence can be interpreted through a Keynesian perspective, which posits that government spending supports sustained expansion in overall output. When evaluating the immediate effects of public expenditure, it can be inferred that it does not stimulate output in the short term, since the variables capture direct and contemporaneous impacts. Capital accumulation is a key driver of immediate productive activity as well as future expansion capacity, thereby exerting a direct influence on overall output. For the group of nations examined, the estimated parameter associated with investment is 0.091, and it reaches conventional levels of statistical relevance, with a p-value of 0.098. This direct coefficient implies that a one-unit rise in investment results in a 0.091 increase in income expansion per person, suggesting that greater levels of capital allocation are linked to higher output per individual. Within this specification, the inflation rate does not exhibit a meaningful association with overall macroeconomic performance across the Asian economies examined. The negative coefficient of -0.5666 for population growth (POP) suggests an inverse relationship as the number of people increases and earnings per person decline. This result shows a strong and statistically meaningful effect (p = 0.000) shows that rapid population expansion slows the expansion of GDP per individual, most likely due to increased resource consumption and consequent capital dispersion. 

	 

	 

	5. CONCLUSIONS

	Advancement in the banking and capital system serves as a key driver of the economic process, helping to maintain a stable link between improvements in the monetary system and overall output expansion. Findings from the panel analysis indicate that variables representing banking and capital system progress, measured through liquid liabilities, Return on Assets (ROA), and trading activity intensity also show a notable direct effect on output expansion in Asian countries, whereas the measure of domestic financing extended to private economic agents exhibits a negative influence on overall performance. Therefore, the results of this study provide credibility to the beliefs (Schumpeter et al., 1934; McKinnon, 1973; Shaw, 1973) that financial development is a major force behind economic expansion. Thus this research suggests the policymakers to enhance financial infrastructure for promoting sustainable economic growth. To do these-

	
		Efforts should be directed toward enhancing the operational effectiveness of banking and capital institutions such as adopting advanced risk management practices, promoting transparency, and enhancing efficiencies in credit allocation.

		Authorities should ensure financing provided to private economic agents is allocated toward productive activities. Incentives should be implemented to motivate banks to invest in important sectors that present significant growth prospects.

		Asian countries should focus on improving capital markets for easier loans for SMEs to access stock exchanges, helping to boost the economy’s growth and productivity.
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