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Determinants of the link between financial and economic

development: Evidence from a functional coefficient model
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5. Conclusions

We investigate economic factors underlying the FD nexus by means
of semiparametric functional coefficient models on a data set compris-
ing 73 economies over the period 1975-2011. We find that the FD
link is dependent on an economy's level of economic and financial de-
velopment, government size, trade openness and financial openness.
However, the dependence of the FD link on the level of inflation is
weak. Moreover, the effects of the economic factors on the FD link are
diagnosed to be variant across distinct stages of economic development.

We find the average FD link to be positive and to increase across
income groups. In particular, low-income economies obtain the least
benefit from financial development while high-income economies
enjoy almost three times as much benefit. Similarly, financial develop-
ment has a generally positive effect on the FD nexus, with the strongest
FD link observed in low-income economies with a high level financial
development. There are also cases where financial development could
have an adverse effect on economic development. This is observed in
low- and lower-middle-income economies when they have very large
governments or are extremely open to international trade. The impact
of openness to trade on the FD relationship varies between lower-
middle- and upper-middle-income economies. Upper-middle-income
economies show a pronounced FD nexus when they are highly open
to international trade. Yet, only a moderate level of trade openness is
beneficial to lower-middle-income economies and being extremely
open is found to induce a negative FD relationship. Finally, increasing fi-
nancial openness strengthens the FD nexus to some extent, but very
high levels of financial openness significantly weaken the FD nexus.
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