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  Abstract: 
The article aims to explore the impact of trade openness, public debt 

and institutional performance on financial development in Asian 

countries. Results of the dynamic panel GMM estimation method reveal 

that institutional performance and trade openness are significantly and 

positively associated with financial development while the public debt 

stands as negatively correlated with the same in Asian countries. The 

interaction terms (interaction between trade openness and institutional 

performance & interaction between public debt and institutional 

performance) tend to have a positive and significant association with 

financial development. Moreover, having included the interaction term 

of public debt and institutional performance, the public debt turns out 

to be positively linked with financial development. The study 

recommends that policies on trade openness, taking the form of tariff 

reductions and trade barriers, efficient controls on public debt and 

improving institutional performance remain vital towards financial 

development in Asian countries. 
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 I. Introduction 
The double welfare improvement effect of financial development on a country's 

most important economic problems, particularly for developing countries, therefore 

makes it necessary to understand what causes financial development (Becker, Chen, & 

Greenberg, 2013; Zhang, Zhu, & Lu, 2015). Although the debate on trade's impact on 

growth and inequality remains unresolved, a promoting influence of financial 

development on international trade provides a mechanism by which trade openness is 

influential in economic growth and income inequality (Wajda-Lichy, Kawa, Fijorek, & 

Denkowska, 2020). Restructuring and modernization will likely increase the demand of 

external financing if developed countries liberalize their trade on a wide scale. If trade 

openness is accompanied by investment, the relationship between openness and financial 



98      Pakistan Journal of Social Sciences Vol. 41, No. 1 

development can be highly positive. In comparison, greater openness to international 

markets for products can increase domestic economic shocks and lead to decrease 

imperfections in the capital market and hence impede financial development (Wajda-

Lichy et al., 2020). 

 

Supply-leading and demand-following hypotheses have originally been 

developed to analyze the association between finance and growth can also be used to 

analyze the openness-financial development nexus (Becker et al., 2013; Le, Kim, & Lee, 

2016). According to the demand-following hypothesis, trade openness generates financial 

services demand. Exports and importer external funding need to apply not only to 

international payments, but also to dealing with business risks. Moreover, trade openness 

provides a likelihood of leveraging economies of scale, which requires additional funds 

for large-scale production for international markets (Atiq-ur-Rehman, Liaqat, Shaikh, & 

Ghaffar, 2020). The production of commercial goods on competitive international 

markets generate a permanent investment cycle, is another explanation for the request of 

exporters for external financing. The second strand of trade-finance relationship literature 

represents the supply-leading hypothesis which recommends that financial markets 

improve foreign trade through the mobilization of savings, reduced capital costs, better 

distribution of resources, reducing business failures and develop the economies of scale 

and competitiveness in a region (Le, Kim, & Lee, 2016). A creative development cycle 

leading to technical change and economic growth needs widespread access to external 

finance (Le et al., 2016; Atiq-ur-Rehman, 2020; Wajda-Lichy et al., 2020) 

 

The association between public debt and financial sector development is a topic 

of discussion in policy circles, despite receiving relatively little attention in the empirical 

literature (Hauner, 2009). Public debt could be a so-called ‘safe asset’. This ‘safe asset 

view’ is not a new concept, and stresses the positive role of public debt in the 

development of financial sector (Ilgün, 2016; Janda & Kravtsov, 2017). Lower borrowing 

costs, longer maturities and better allocation of savings will be the result if there is a ‘safe 

asset’. On the other hand, a crowding-out effect is possible, where private sector credit is 

crowded out by a rise in public debt (Janda & Kravtsov, 2017).
1
 Furthermore, some 

academics highlight a potential non-linearity and a threshold effect in public debt-

financial development nexus. That is, up to a certain threshold point public debt can 

stimulate financial development, where after the effect becomes negative (Hauner, 2009; 

Chung-Yee, smail, & Lian, 2020). 

 

The economic development mechanism has been generally considered as the 

foundation of capital markets and institutional performance. In particular, a well-

established financial system is crucial for any economy by fostering a favorable 

atmosphere for the economy to flourish (Law & Azman-Saini, 2012; Saha & Ali, 2017; 

Law et al., 2018; Feng & Yu, 2020). This is because of the critical resources that 

institutional performance offers. For example, they allocate resources, provide markets 

for economic factors (i.e., government, businesses and households) and develop 

successful risk management. Thus, the efficient provision of these services will ensure 

sufficient capital flows to individuals, enterprises and the promotion of economic 

development (Jain, Kuvvet, & Pagano, 2017). Organizational and institutional 

                                                           
1
 Credit to the private sector is the famous measure for financial development. So, in other words, a 

rise in public debt could decrease financial development. 
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improvements to the financial system, improving the completeness of markets, reducing 

the amount of asymmetric information, assisting agents who are taking part in financial 

transactions, promoting competition, and reducing transaction costs (Khan et al., 2019; 

Khan, Khan, & Zuojun, 2020).  

 

The main purpose of this research is to analyze the key indicators of financial 

sector development in the Asian countries in contemplation of openness, public debt and 

institutional performance.  Over the last two decades, Asia has outperformed in terms of 

economic growth and underwent many significant financial system changes since the 

world financial crises of 2008 and Asian financial crises of 1997 (Le et al., 2016). Bond 

and stock markets, for instance, have become more relevant due to the important role 

played by institutional investors. However, capital market role is still restricted relative to 

banks. The public sector accounts for a large share of the bond markets and various 

secondary markets remain shallow and illiquid (Bhattacharyya & Hodler, 2014). Overall, 

the financial system in Asian countries remains less advanced than European countries, 

but more advanced than Latin America and Africa. In recent decades, the Asia-Pacific 

region has been the global economy's biggest growth engine. In addition, the share of 

Asian countries in world production is steadily increasing and it will continue to grow 

faster in terms of production than the rest of the world in the near future (Le et al., 2016). 

Asia is still home to over 60 percent of the poor of the world. The growth of the financial 

sector, especially financial deepening, can make a significant contribution to poverty 

alleviation. As such, the identification of the impact of the main indicators of financial 

development (openness, public debt and institutional performance) in Asian countries is 

of great importance to policymakers. The remaining part of the article is composed as 

follows: Section 2 gives the empirical review about the relationship between variables. 

Section 3 and 4 are reserved for methodology and discussion of results, respectively. At 

the end, Section 5 concludes the study. 

 

II. Literature Review  
In this section, the review of previous literature is given which define the impact 

of trade openness, public debt and institutional performance on financial development. 

Trade openness is closely connected with financial sector development according to 

various empirical studies. The empirical studies suggested that there were uncertain 

outcomes for the trade-finance nexus. Various empirical studies showed that financially 

developing countries trade more than other countries (Becker et al. 2013; Manova 2013). 

Braun & Raddatz (2005) further explored the political way to show that the improvement 

of the financial system was observed in those countries where trade openness decreased 

the influence of groups which were most involved in impeding financial development. 

Becker et al. (2013) who supported the supply-leading hypothesis claimed a positive 

relationship between financial development and exports. Moreover, Becker et al. (2013) 

argued that financial growth is related to both high import costs and fixed costs of 

industries. Zhang et al. (2015) has investigated the impact of the openness of finance and 

trade on financial development for the economy of China. The findings indicated that 

both indicators of openness had positive effect on financial efficiency, but negative effect 

on financial development. The negative coefficient of openness was clarified by the lack 

of consensus between trading ownership and financial firms. The findings had shown that 

private companies in total exports had promoted financial development, but the demand-

following hypothesis had not been verified when large lending initiatives to the private as 

well as public sectors were checked.  
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Le et al. (2016) evaluated the affect of trade openness on financial sector 

development in Asia region. After applying GMM estimation, it was observed that trade 

openness and growth were key indicators of the financial-deepening in developed Asian 

economies while institutional performance and better governance increased financial 

sector development in underdeveloped Asian countries. In a recent study, Atiq-ur-

Rehman et al. (2020) observed the impact of trade and financial openness on financial 

sector development in selected emerging countries of Asia. It was realized that both types 

of openness were positively correlated with financial development. Wajda-Lichy et al. 

(2020) investigated the trade-finance nexus in 11 European Union countries. After 

applying granger bootstrap panel data methodology, a significant causality was observed 

from trade openness to financial development. Ho & Lyke (2021) examined the 

openness-finance  nexus in African countries for the period 1996-2015. After applying 

PMG estimation technique, it was observed that trade openness positively correlated with 

financial development. Moreover, it was realized that openness enhanced financial 

development in lower-income countries while decreased financial development in 

middle-income economies. 

 

 Different studies have empirically analyzed the association between public debt 

and financial stability for various economies. For example, Kutivadze (2011) estimated 

that public debt was positively correlated with financial development. Altaylıgil & Akkay 

(2013) observed a negative impact of domestic indebtedness on financial development in 

Turkey. In another study, Janda & Kravtsov (2017) analyzed the impact of public debt on 

private credit, performance of banks and financial development in Europe and the Baltic 

region. It was observed that the growth of public debt had negatively correlated with 

private credit in Baltic and Balkan countries. Similarly, Hauner (2008, 2009) focused on 

the relationship between public debt and performance of banking sector in 

underdeveloped and emerging economies. It was shown that public debt increased the 

profits of banks and reduced their effectiveness. Moreover, Ilgün (2016) analyzed the 

impact of public debt on financial development for the year 1987-2013 in 18 emerging 

countries. It was found that government borrowing from the banking sector was 

negatively correlated with private credit in the long-run. Chung-Yee et al. (2020) 

estimated the asymmetric association between public debt and financial development in 

Malaysia. By applying nonlinear ARDL model, it was observed that asymmetric impacts 

of public debt and higher debt discouraged financial development in Malaysia. 

 

The empirical literature focused on the importance of institutional performance 

to drive economic performance (Law & Azman-Saini, 2012; Saha & Ali, 2017). 

Bhattacharyya & Hodler (2014) have reported the impact of institutional performance on 

financial development and concluded that if the institutions were poor in a region, then 

they may worsen the financial development. Similarly, Jain et al. (2017) claimed that 

corruption negatively and significantly influenced the financial markets and observed that 

more transparent countries experienced low transaction costs due to less asymmetric 

information than corrupt economies. Similarly, Law et al. (2018) also found positive 

association between institutions and financial development by taking 87 countries. In 

addition, Khan et al. (2019) analyzed the institutions-financial development nexus in the 

U.S.A and observed that quality of institutions was positively correlated with financial 

development. Moreover, institutions moderated the rent of natural resources. Similarly, 

Khan et al. (2020) revisited institutional performance-financial development nexus in 

emerging and underdeveloped economies. Dynamic OLS, fixed and random effect 
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models and GMM estimation was applied. It was indicated that better institutions in the 

form of government effectiveness, control of corruption and political stability enhanced 

financial development. In recent study, Feng & Yu (2020) analyzed the correlation 

between institutions and regional financial development in East-Asian economies. It was 

realized that legal-political indicators have larger effect on financial development with 

compare to economic indicators. It is discovered from the brief review of previous 

literature about the impact of openness, public debt and institutions on trade openness 

that these studies are unclear and mostly cover developed countries (Bordo & Rousseau, 

2012), European economies (Janda & Kravtsov, 2017) and African countries (Menyah et 

al., 2014). Very few studies in the context of Asian economies have been found (Le et al., 

2016; Atiq-ur-Rehman et al., 2020). So this study will fill the gap in the existing literature 

by analyzing the relationship between trade openness, public debt, institutional 

performance and financial development in Asia region. 

 

III. Data and Model Specification 
Our study applies the Generalized Method of Moments (GMM) methodology 

for the estimation of the models. The GMM was presented by Arellano & Bover (1995), 

and Blundell & Bond (1991). There are two famous GMM methods. The first method is 

difference-GMM approach, which is made to solve the possible endogeneity issue related 

to independent variables and capture the country-specific effects. However, the 

difference-GMM which can account for the country-specific effects, suffer from some 

possible weaknesses. The main issue is that the lagged instruments in difference-GMM 

become weak in asymptotic samples and creates biasness in the estimation of parameters, 

especially where the corresponding variance is small or the sample size is limited 

(Alonso & Arrelano, 1999; Blundell & Bond, 1998). The second method is called 

system-GMM which is presented by Blundell & Bond (1998) and Arellano & Bover 

(1995) is considered the possible solution to the biasness and inconclusiveness created by 

the differenced-GMM. Moreover, the system-GMM estimation is capable of tackling the 

unobserved country-specific effects, controls the endogeneity of independent variables, 

and permits to include the lagged dependent variable as a regressor, which are the typical 

problems in the estimation of panel models. In this approach, in addition to the usual 

differenced process, the lagged first-difference of the variables is used as the instrumental 

variables. 

 

One-step or two-step estimation of the GMM method can be implemented. The 

one-step GMM estimation uses independent weighting matrices that are not dependent on 

the parameters while two-step system GMM utilizes optimum weighting matrices to give 

appropriate weights to various moment conditions through a consistent approximation of 

the covariance matrices. However, for small sample data, the implementation of two-step 

GMM estimation creates some problems due to the estimated standard error and 

proliferation of instruments. The consistency of the GMM estimation can be verified by 

two diagnostic tests. The one is Hansen (1982) test for validating the over-identifying 

restrictions for the validity of our instruments. The other one is called Arellano-Bond test, 

which validates the null hypothesis that the differenced-equation’s error term is not 

autocorrelated at the first order autocorrelation (AR1) and second order autocorrelation 

(AR2). Following the studies of Zhang et al. (2015), Janda & Kravtsov (2017), and Law 

& Azman-Saini (2012), our baseline model can be developed as follows: 
 

0 1 1 2 2 3 3 4it it it it it itFD TOP PD INP Z            
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Where, FD is the dependent variable (financial development, proxied my broad 

money (M2), TOP, PD and INP are explanatory variables (trade openness, public debt 

and institutional performance, respectively). Z denotes the matrix of the control variables 

(i.e., GDP per capita, foreign direct investment, and inflation). t represents the index 

years, and i shows the index countries. Due to the issue of potential endogeneity, the 

estimation using the above equation with the help of traditional techniques like OLS will 

become inaccurate and impractical. To tackle this problem, we use a system-GMM 

approach, which takes the regressors as an independent variable. We are using log-log 

model, so all variables are taken in log form. Variables in log form reduce variance and 

skewness, and also remove serial correlation from the model (Meo et al., 2018; Ali et al., 

2020). Although, trade openness and inflation are in ratio and percentage, respectively; 

we have taken log of these variables along with other variables following by the studies 

of Ergun & Gosku (2013), Hye (2015), and Meo et al. (2018). The GMM specification of 

the above equation can be written as follows: 

 

0 1 1 2 3 4 5ln ln ln ln ln lnit it it it it it itFD FD TOP PD INP Z            

               Model 1 
 

Here, FDit-1 is lag term of financial development. 

 

0 1 1 2 3 4 5

6

ln ln ln ln ln (ln *ln )
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it it it it it it it

it it
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Z
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 
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         Model 2 
 

Here, the interaction term of trade openness and institutional performance 

(lnTOPit*lnINPit) is included in Model 2 to measure the combine effect of trade openness 

and institutional performance on financial development. 
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 
                                        

Model 3 
 

Moreover, the interaction term of public debt and institutional performance 

(lnPDit*lnINPit) is included in Model 3 measures the combine effect of public debt and 

institutional performance on financial development. Out of 48 Asian countries, 45 

countries
2
 are selected for the analysis according to data availability for the period 1991-

2018 (see Appendix-A). A detailed description of our selected variables is given in Table 

1.  All variables are taken from World Bank except institutional performance which is 

made with the help of seven institutional factors (stability of government, socio-economic 

conditions, control of corruption, democratic accountability, law and order, bureaucratic 

quality and profile of investment). We have applied principal component analysis (PCA) 

on STATA to construct institutional performance index (INP).                 

 

 

                                                           
2 China, Indonesia, India, Pakistan, Japan, Bangladesh, Philippines, Turkey, Vietnam, Iran, Thailand, South Korea, Myanmar, 

Iraq, Uzbekistan, Saudi Arabia, Malaysia, Yemen, Sri Lanka,  Nepal, Kazakhstan, Cambodia,  Syria, Jordan, United Arab 

Emirates, Azerbaijan, Tajikistan, Laos, Israel, Kyrgyzstan, Lebanon, Singapore, Turkmenistan, Oman, Georgia, Kuwait, 

Mongolia, Armenia, Bahrain, Qatar, Cyprus, Timor-Leste, Bhutan, Brunei, Maldives. 
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Table 1: Description of Variables and Data Sources 
Variables Description Unit of measurement Data sources 

lnFD log of financial development Broad money (M2) World Bank 

lnTOP log of trade openness 
value of imports plus exports 
divided by GDP 

World Bank 

lnINF log of inflation CPI inflation (2010=100) World Bank 

lnFDI 
log of Foreign Direct 
Investment 

constant 2010 US$ World Bank 

lnPD log of public debt Public debt World Bank 

lnINP 
log of institutional 
performance 

index 
International Country 
Risk Guide (ICRG) 

lnGDP Log of GDP per capita Constant 2010 US$ World Bank 

 

IV. Results and Discussion 
Table 2 gives the descriptive statistics of our variables and also shows pairwise 

correlation among variables. FD, TOP, PD, INP, GDP, FDI, and INF represents financial 

debt, trade openness, public debt, institutional performance, GDP per capita, foreign 

direct investment and inflation, respectively. The pair-wise correlation shows that 

financial development is significantly correlated with all the independent variables. 

 

Table2: Descriptive statistics and Pair-wise Correlation 
 FD TOP PD INP GDP FDI INF 

Mean 469.66 0.75 28.48 0.142 6709.33 1.593 92.21 

Median 26.09 0.69 6.53 0.172 2633.54 0.30 91.39 

Minimum 0.06 0.08 1.00E-05 -5.088 366.14 -5.03 2.35 

Maximum 22730 4.44 318.64 3.82 37842.08 39.45 264.37 

Skewness 7.50 2.08 2.48 0.03 1.91 4.69 0.48 

Std.Dev. 2190 0.41 43.79 1.68 8879.18 3662 35.25 

Kurtosis 63.23 13.54 10.69 2.57 5.81 30.37 4.15 

Observations 1260 1260 1260 1260 1260 1260 1260 

FD 1 0.80* -0.90* 0.85* 0.75* 0.89* -0.80* 

TOP  1 -0.55* 0.50* 0.69* 0.35* -0.78* 

PD   1 -0.59** 0.79* -0.81* 0.35* 

INP    1 0.54* 0.67* 0.42* 

GDP     1 0.35** -0.83* 

FDI      1 0.35 

INF       1 

 *  and ** shows 1 percent and 5 percent level of significance, respectively.FDI and PD are taken in billion 

US$. 
 

A. Durbin-Wu-Hausman Test for Endogeneity Bias 

The Durbin–Wu–Hausman test is used to identify the issue of endogeneity in 

individual regressors. It shows whether the error term (residuals) are correlated with the 

independent variable. To test whether an explanatory variable is exogenous or 

endogenous, we have estimated a regression for each explanatory variable with control 

variables and all other explanatory variables to estimate the relevant residuals. We have 

estimated the residuals by implementing the command,‘ predict new-variable residuals’. 

The Durbin–Wu–Hausman test statistics indicates that majority of variables (e.g., TOP, 

INP, and PD) are endogenously determined which indicates that the results obtained from 

traditional approaches like OLS are inconsistent due to endogeneity issues. Thus, at least 

for above-mentioned variables, instrumental variables are needed to overcome 

endogeneity issue. The GMM estimation is best tool which uses instruments to deal such 

endogeneity issue. 
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Results of GMM Estimation 

The empirical findings of the first and second-step system GMM approach are 

presented in Table 3, which show a preliminary analysis on the impacts of trade 

openness, public debt and institutional performance on financial development in Asian 

countries. 

 

Table 3: Results of Dynamic Panel GMM Estimation  
Dependent Variable: Financial Development (FD) 

One-Step System GMM Two-Step System GMM 

Variables Model 1 Model 2 Model 3 Model 1 Model 2 Model 3 

lag of FD 
.977* 
(0.00) 

.980* 
(0.01) 

.880* 
(0.00) 

.977* 
(0.00) 

.980* 
(0.00) 

.800* 
(0.00) 

lnTOP 
.037** 
(0.04) 

.062* 
(0.00) 

.053* 
(0.00) 

.050** 
(0.03) 

.039** 
(0.047) 

.048* 
(0.00) 

lnPD 
-.075* 
(0.00) 

-.066* 
(0.00) 

.099* 
(0.00) 

-.079* 
(0.00) 

-.095* 
(0.00) 

.080* 
(0.00) 

lnIP 
.040* 
(0.01) 

.0766* 
(0.01) 

.088* 
(0.00) 

.0059 
(0.80) 

.062*** 
(0.09) 

.065* 
(0.00) 

LnTOP*lnIP -------. 
.067* 
(0.00) 

 
----------- 

-------- 
.065* 
(0.00) 

 
----------- 

LnPD*lnIP -------- --------. 
.054* 
(0.00) 

-------- ------ 
.050* 
(0.00) 

lnGDP 
         .401* 
         (0.00) 

.459* 
(0.00) 

 
.412* 
(0.00) 

.376* 
(0.00) 

.422* 
(0.00) 

lnFDI 
.057* 
(0.00) 

.050* 
(0.00) 

.045* 
(0.00) 

.050* 
(0.00) 

.047* 
(0.00) 

.040* 
(0.00) 

lnINF 
-.178** 
(0.04) 

-.084** 
(0.02) 

-.087** 
(0.03) 

-.120* 
(0.12) 

-.080* 
(0.01) 

-.082** 
(0.04) 

           constant 
.772* 
(0.00) 

1.25* 
(0.01) 

.755* 
(0.00) 

.857* 
(0.00) 

.850* 
(0.00) 

.802* 
(0.00) 

AR(1) test,  p-
value 

0.12 0.09 0.10 0.09 0.13 0.12 

AR(2) test, p-
value 

0.20 0.11 0.15 0.35 0.31 0.16 

Hansen Test 
p-value 

0.99 0.93 0.80 0.22 0.14 0.78 

Sargan Test 
p-value 

0.80 0.79 0.80 0.30 0.19 0.70 

number of 
countries 

45 45 45 45 45 45 

number of 
years 

28 28 28 28 28 28 

Note: The figures in (  ) are probability values.   *,** and *** shows the level of statistical significance at 1%, 

5% and 10% respectively. 

 

The outcomes of our models indicate that institutional performance, trade 

openness and public debt are correlated with financial development in both one-step and 

two-step system GMM. Trade openness is showing positive correlation with financial 

development, which is aligning with the findings of Becker et al. (2013), Zhang et al. 

(2015) and Ho & Lyke (2021). Public debt has a negative association with financial 

sector development in Asian countries. The result is aligning with the findings of 

Altaylıgil and Akkay (2013), Ilgün (2016) and Chung-Yee et al. (2020). However, if we 

include interaction term of public debt and institutional performance as shown in model 

3, then public debt is positively correlated with financial sector development in both one-

step and two-step system GMM. The positive linkage between public debt and 
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institutional performance is consistent with the studies of Hauner (2008, 2009) who argue 

that public debt increased the profitability of banking sector. Our finding shows that the 

combined effect of public debt and institutional performance has favorable effect on 

financial development of Asian countries. 

 

Institutional performance is significant and positively linked with financial 

development in all our models in both one-step and two-step system GMM results. It 

shows that institutional indicators like the stability of government, socio-economic 

conditions, control of corruption, law and order, democratic accountability, bureaucratic 

quality and profile of investment have favorable effects on financial development in 

Asian countries. The finding is according to the empirical findings of Jain et al. (2017) 

and Khan et al. (2019). The interaction term of institutional performance and trade 

openness shows that the combined impact of institutional performance and trade 

openness has a positive impact on financial development as shown in both one-step and 

two-step system GMM results. Similarly, the interaction term of public debt and 

institutional performance also shows that the combined effect of public debt and 

institutional performance has a positive and significant effect on the financial 

development as shown in both one-step and two-step system GMM. 

 

FDI is positively and significantly affecting financial development. Moreover, 

inflation is negatively correlated with financial development, which is consistent with the 

studies of Elsherif (2015) and Mahawiya (2015),  who argue that efficient allocation of 

resources can be hampered by the process under which the predictable increase in 

inflation negatively affect the effectiveness of financial sector. The diagnostic tests of 

GMM estimation confirm the validity of our models. The null hypothesis of Hansen test 

indicates that the instruments as a group are exogenous, indicating that in our model, the 

instruments are less than endogenous regressors. Hence, higher or insignificant p-value is 

suitable for the accepting of the null hypothesis which states that the over-identifying 

restrictions are valid, i.e. all instruments in the group are strictly exogenous. Moreover, 

the p-value for the Hansen test also leads to accepting the null hypothesis, and our models 

are valid and are not over-identified. Similarly, the p-value of Arellano-Bond test is also 

insignificant, results in accepting of the null hypothesis that there is no autocorrelation in 

all our models. 

 

V. Conclusions and Policy Recommendations 
The aim of the research is to explore the association between trade openness, 

public debt, institutional performance and financial development in Asian countries. The 

results of GMM estimation show that openness and institutional performance are 

positively and significantly interconnected with financial sector development, while 

public debt has negative impact on financial development. The interaction terms 

(interaction between trade openness and institutional performance & interaction between 

public debt and institutional performance) have positive and significant association with 

financial development. Trade openness policies (reducing tariff and trade barriers) should 

be implemented by policymakers of Asian countries. Increasing trade in Asian countries 

will likely increase the level of investment in human capital, physical capital, and 

knowledge capital through the additional FDI inflows in the long-run. It is easy to 

conjecture that high inflows if enforced by different growth strategies, effective financial 

regulations and international trade policies, will serve as a catalyst for economic growth 

and sustainable financial development. 
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The institutional performance also matters for the financial system, especially 

for the banks who are dominated in the capital markets (equity and bond markets) and 

financial system in Asian countries. The financial sector can be suffered from the poor 

institutional performance that is evident in the situation when financial institutes or banks 

favor loans to relatives and cronies at the cost of commercial borrowing to profitable or 

productive lenders. A stronger framework of financial regulations is also necessary which 

would help in improving the governance of financial institutions and banks in developing 

an efficient financial system in Asian countries. Similarly, poor institutions can breed 

inequitable and inefficient practices in equity markets, for instance, an insider trading that 

benefits few privileged persons at the cost of other shareholders. So, institutional 

performance like the stability of government, socio-economic conditions, law and order, 

control of corruption, bureaucracy quality, democratic accountability and investment 

profile are main ingredients for financial development in Asian countries. Moreover, with 

respect to financial development, inflation also needs to be controlled in Asian countries 

because price stability is an important concept for successful financial development. The 

complex association between trade openness, public debt, institutional performance and 

financial development make it necessary to do further research in this field. For example, 

future research should evaluate whether possible associations among these variables are 

linear or non-linear. The future studies can also check the existence of any thresholds at 

which the relationships among variables become reversed. 
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Appendix-A 

List of Asian Countries in the Study Sample 
Countries Region Countries Region 

China East Asia Kazakhstan Central Asia 

India South Asia Syria West Asia 

Indonesia South-East Asia Qatar West Asia 

Pakistan South Asia Jordan West Asia 

Thailand South-East Asia Azerbaijan West Asia 

Japan East Asia United Arab Emirates West Asia 

Philippines South-East Asia Tajikistan Central Asia 

Bangladesh South Asia Cambodia South-East Asia 

Vietnam South-East Asia Israel West Asia 

Turkey West Asia Laos South-East Asia 

Iran South Asia Lebanon West Asia 

South Korea East Asia Kyrgyzstan Central Asia 

Myanmar South-East Asia Turkmenistan Central Asia 

Brunei South-East Asia Maldives South Asia 

Iraq West Asia Oman West Asia 

Saudi Arabia West Asia Kuwait West Asia 

Uzbekistan Central Asia Georgia West Asia 

Malaysia South-East Asia Mongolia East Asia 

Yemen West Asia Armenia West Asia 

Nepal South Asia Singapore South-East Asia 

Sri Lanka South Asia Bahrain West Asia 

Timor-Leste South-East Asia Cyprus West Asia 

Bhutan South Asia   

 

 


