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Economic Growth and Financial Depth: The Role of Institutional Quality
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In this paper, we analyze the potential nonlinear impact of economic growth on financial depth. In particular, we argue that the nonlinearity is driven by a threshold effect of the institutional quality level which represents a novel approach in the literature. We utilize a panel data set from 2000 to 2007, covering 114 countries and employ a panel FD-GMM threshold model (Seo and Shin (2016)) which allows for simultaneity between the two variables. We find that there is some, although not overwhelming, evidence of the posited nonlinearity. In high regimes, the coefficients of Real GDP growth are, in most cases, markedly different from their coefficients in low regimes which signifies that institutional quality can determine the nature of the relationship between economic growth and financial depth.



