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Abstract

This paper investigates the quality aspect of financial markets in emerging economies and the key variables to
achieve a desired level of quality. In our panel analysis, 17 major emerging countries were taken as a sample to
analyze the relationship between quality of financial markets and the factors that affect quality. To measure the
quality of financial markets, composite indexes were created that reflect the degree of financial market accessibility,
depth, and efficiency. Besides, the indexes include the liquidity, diversity, and the institutional environment of
financial markets in emerging economies. The variables include financial institutions access, depth, and efficiency
on one set and on the other set financial market access, depth, and efficiency. The indexes and sub-indexes were
extracted from the database of International Monetary Fund’s International Financial Statistics office that holds
global dataset of main indicators. Besides, World Development Indicators (WDI) indexes were employed to the
research. We found that quality of financial markets and growth of financial development are highly correlated to
cach other. The disaggregated components of the quality measure suggest that it is the level of legal and
institutional development along with accessibility, depth, and efficiency that affects the overall financial market
growth. Hence, financial market quality. Our simple regressions show that the quality measures of financial
markets have a positive output on higher quality of financial markets and growth of financial development. The
causality of relationships between the components of financial markets and components of financial institutions
were proven to have negative correlation showing that countries that pay more attention to the growth of financial
institutions usually have less developed financial markets. This is mainly due to the fact that their markets are
bank-based markets with highly regulated policies.
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1. Introduction

The integral role of financial markets in economic growth is undoubtedly significant. Existence of well-
infrastructure, liquid, and regulated financial markets promote alternative financing sources, investment
opportunities, trading accessibility, risk management options, and others to private and publically owned firms and
organizations, individuals, governments, profit and non-for-profit organizations. Existence of financial markets
without proper accessibility and required liquidity might be irrelevant to different entities. Regardless of their size,
organizations usually rely on financial institutions mainly financial markets to finance their capital requirements.
Besides banks, financial markets play a vital role in providing financing options should these markets are fairly
accessible and liquid.

Those markets are also important in attracting external capital inflows by providing different types of highly
liquid financial assets varying from short-term overnight bonds to long-term bonds and shares. The capital inflow
could trigger economic growth and progress. Given the overall situation of a country, FDIs (Foreign Direct
Investment) are also the other means of capital attraction which would need accessibility of financial markets for
their capital expenditures. The core point of the discussion is that these markets are very vital for economic growth
by providing a framework for financing sources and investment alternatives. The soundness of an economy can
be measured by the ability of the economy to create the required level of GDP, creation of new employment
opportunities, money supply, level of inflation, and the financial system regulations and functions which also
include the operations of financial markets and institutions. This would mean a healthy economic system that
permits a balanced growth. The idea of economic soundness becomes adamant as it is the basics for building a
healthy functional financial system. 'Besides, financial markets are also important in promoting new innovations
of various financial instruments and implementation of new technologies by providing different financing and
investment alternatives. Bagehot, in his late 19" century book (1873, p 3-4) has clearly stated that the enormous
economic success and development of England was due to its superiority in financial markets and institutions.
This argument is true and only logical that London is the financial hub in all over Europe.

During the last decade the world has witnessed a global financial crisis which resulted in the slowdown of
global economic growth. The financial markets got the big hit of the crisis and in turn has affected the economy.
Financial instruments became almost absolute and toxic to be traded in the markets. Prices plunged, investors

'J. Greenwood, B.D.Smith /Journal of Economic Dynamics and Control 21 (1997) 145- 181
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rushed into pulling out their investments from the markets, governments were thrilled, and economies of most
countries gotten in to recession. 'During the Asian financial crises, we all saw that a weak financial system not
only makes a country open to international capital flows more vulnerable to crisis, but also exacerbates the costs
of any financial crisis that does occur. The Asian crisis countries, Thailand, Indonesia, and Korea, vividly
demonstrated that. The above stated points makes it clear that the financial system in general and financial markets
in specific need a special attention to be taken care off by policy makers to avoid economic damages created due
to lack of proper policies and infrastructure that determines financial markets.

The relevance theory states that stock exchanges are relevant to promote economic growth. This argument
can be considered as strong point for developed countries that have well-functioning financial markets that are
perfectly correlated with the economic situation. The signaling effect of the economic stages at different time
affects the path of the stock markets in certain way. On the other hand, the outcomes of the financial markets will
add up to the gross domestic product of a country by supporting different financial and economic sectors of a
country. In addition, the stock markets are expected to control the amount of capital flows that would in turn help
the economy to maintain a desired level of inflation. This particular feature is only achieved if the economy is
doing a normal period (Perfect market theory) where resources including capital are distributed equally and fairly
among the sectors. The achievement of a perfect market theory seems to be unrealistic considering the market,
economic, and financial situation alongside many other factors.

The irrelevance theory argues on the contrary. The argument states the economic progress and stability is
likely to enhance growth and help the financial sector to grow faster. Countries have been continuing whether or
not they have financial markets. The theory originates from the pre-stock market creation theory and from the fact
that there are many countries without financial markets in the world at the moment. It further stated that financial
markets are dependable on the economic growth of a country. Therefore, according to the irrelevance theory, it is
the growth of the economy that determines the quality of financial markets.

2. Literature Review

An area where there is less consensus is whether market-based financing or bank-based financing has a greater
impact on development. A recent report focusing on Europe concluded that if Germany had had more market-
based finance (at a similar level to the United States) over the past 20 years, its GDP would now be approximately
2% higher while another study concluded that whether a country was bank-based or market based offered little
explanation for differences in economic performance. Other researchers have suggested that it does matter and the
answer depends on the specificities of the jurisdictions in question, referring to the quality of bureaucratic
institutions, the strength and enforceability of the relevant legal frameworks, and the impact on shareholder
protections, and even the underlying level of economic and financial development. There is also evidence that
banks and markets interact, providing sometimes substitutable and sometimes complementary services at different
stages of economic and financial development. The theoretical explanation for the link between the financial
economy and the real economy is that financial market development promotes economic development by
facilitating the mobilization of capital, and enabling risk sharing and risk transfer. Researchers are, however, still
seeking to empirically isolate how stock exchanges (and other financial intermediaries) impact economic
development. Some strands of research have suggested that markets enhance capital accumulation (see Bencivenga
and Smith, 1991) while others focus on the impact on productivity (Levine and Zervos, 1998), more efficient
resource allocation (Rajan and Zingales, 1998), and greater competition and innovation (Hsu, Tian and Zu, 2014).

A vast body of literature estimated the impact of financial development on economic growth, inequality, and
stability. A typical empirical study proxy financial development with either one of two measures financial depth —
the ration of private credit to GDP or stock market capitalization to GDP. However, these indicators do not take
into account the complex multidimensional nature of financial development. To correct this omission, the Financial
Development Index was developed for the IMF staff discussion note “Rethinking Financial Deepening: Stability
and Growth in Emerging Markets.” It summarizes how developed financial institutions and financial markets are
in terms of their depth (size and liquidity), access (ability of individuals and companies to access financial services),
and efficiency (ability of institutions to provide financial services at low cost and with sustainable revenues and
the level of activity of capital markets). The index database provides nine indices for over 180 countries with
annual frequency from 1980 onwards.

Gerschenkorn (1962) argued that a developed financial system is a key condition for industrialization and
that over the long sweep of history, the contribution of financial markets to economic growth has been significantly
important (Stiglitz, 2010), pivotal (Schumpeter, 1912), or even too obvious for serious discussion (Miller, 1998).
On the other hand, some researches have disagreed with idea of contribution of financial markets for economic
growth. Robinson (1952) and Lucas (1988) have strongly argued that the importance of financial markets in
economic development is highly exaggerated. Without proper rules and regulations, finance can grow excessively

! The Importance of Financial Markets in Economic Growth. Stanley Fischer, Citigroup, 2003
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causing a rent-seeking activity (Zingales, 2015), and even a powerful force for causing future financial crises
(Schularick and Taylor, 2012; Mian and Sufi, 2014), with a potential of adverse implications for long-term growth
and social welfare. Levine (2005) provides the closet semblance of a professional consensus by admitting that “We
are far from definite answers to the question: Does finance cause growth, and if it does, how?” In a similar way,
in the wake of the crisis, finance was openly blamed for the Great Recession making the public’s trust to dissipate
(Sapienza and Zingales, 2012), and policy makers started to warm up the idea that only through tight regulation of
financial activity can a financial crisis of a similar magnitude be prevented from wreaking havoc on the real
economy in the future.

According to the World Bank, global Gross Domestic Product (GDP) had grown from $71.83 trillion in 2012
to approximately $74.91 trillion in 2013. The United States accounted for over 22% of global GDP in 2013, but
the percentage has been declining over time owing to the emergence of the economies in India, China, Brazil,
South Africa and other developing and emerging countries. As the economies of countries grow, mainly for the
developing and emerging economies, financial markets and their role in the economic growth immensely grow
parallel. Although there is a question on whether there exists a correlation between financial markets growth and
economic growth the quality of the financial markets remains a determinant factor to the quality of the output of
the contribution to the economic growth. Literatures have only summarized on the contribution of financial
markets to economic growth in general undermining the quality of the markets and impact of the quality on
economic growth.

In recent years, the issue of finance and financial system and its impact on the economy has gained more
attention from scholars, politicians, etc. that only the establishment and existence of financial markets. This is
mainly due to the reason that a less qualitative markets can cause financial crisis which can have the magnitude to
make the economy to collapse and or leave the economy in a sustained recessionary period. There are certain
evidences to support this argument. The 1997 Asian Currency Crisis is not long ago that left most of the far east
Asian countries with severe inflation and deep recessions. We have witnessed the 2008 Global Financial Crisis
that the world has suffered from forcing the US Federal Reserve to create “Too Big to Fail” banking and financial
system. Many European countries faced recessionary economic periods. Governments stumble over their budgets.
Countries including Iceland, Portugal, Spain, Italy, and Greece were forced to ask for a bailout from the rest of the
other European economies and the European Central Bank (ECB). Greece mainly took the heat of the crisis forcing
the government to default on its treasury bonds which was extra abnormal. The economy would have been
collapsed had the European Central Bank and Germany were not willing to bailout the government under tight
conditions of Austerity measurements to be taken by the Greece government. Leyhman Brothers only the second
biggest investment bank in the world were forced to open a bankruptcy file although the company’s statement
showed a positive balance. The inability of this company to turn its assets in to cash made it worse and therefore
the share values in the financial market shredded into the level of becoming “Toxic assets” in the financial market.
Many other companies followed the same route and were collapsed due to the damage done in their shares in the
financial markets. Therefore, it is very vital to understand the impact of financial markets in the overall markets
situation and economic activity in order to determine whether these markets are adding value or diminishing the
existing value. Sometimes the overflow of capital in these markets could also be a cause for price inflation. The
market prices of the financial instruments traded could be misinterpreted and signal differently to the economy.
The small-firm-effect is a good example of this. Small firms become overvalued due to seasonal variation in the
US stock markets giving a negative signal to investors.

A recent expanding literature establishes the importance of financial development to economic growth. The
literature found that the size of the banking sector and the size and liquidity of stock markets are highly correlated
with GDP per capita growth. When banks are liquid and of measurable size that made the required level of supply
to the market and when the stock markets are of sizeable and liquid enough to act in a timely manner, this will
significantly affect the economic growth which in turn will have an impact to GDP and GDP per capita growth.
To this end there is a clear correlation between the two factors which mostly can be expressed in a positive
movement. Moreover, a newly emerging evidence depicts that both the size of the banking sector development
and stock market progress exerts a causal relationship and impact on economic growth. Recent researches have
started to provide an empirical evidence that not only the existence of financial markets is enough for a sustainable
economic growth. These researches are strongly in favor of existence of financial markets but mostly believe that
these markets should be well-functioning markets that are strong enough to support the economy. Although the
definition of well-functioning financial markets will be fully explained in the next chapters, it seems important for
the author to mention some of the features of well-functioning financial markets as an introduction.

!'For an overview over this literature see Levine (1997). See King and Levine (1993a,b) and Levine and Zervos (1998) for correlation and
Levine, Loayza and Beck (1999), Beck, Levine and Loayza (1999), Neusser and Kugler (1998) and Rousseau and Wachtel (1998) for evidence
on causality. Also, Demirgii¢-Kunt and Maksimovic (1998) show that firms in countries with an active stock market and large banking sector
grow faster than predicted by individual firm characteristics. Rajan and Zingales (1998) show that industries that rely more heavily on external
finance grow faster in countries with better-developed financial system.
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Morgan Stanley Capital International (MSCI) for Emerging Markets provides a well-diversified index to
measure the performance of equity markets of global emerging markets. The index captures mid and large caps
across more than two dozen emerging market countries. The index is a float-adjusted market capitalization index
and represents 13% of global market capitalization. The MSCI emerging markets index consists of 26 developing
economies with 1,200 constituents including Argentina, Brazil, Chile, China, Colombia, Czech Republic, Egypt,
Greece, Hungary, India, Indonesia, Korea, Malaysia, Mexico, Pakistan, Peru, Philippines, Poland, Qatar, Russia,
Saudi Arabia, South Africa, Taiwan, Thailand, Turkey, and the United Arab Emirates. Since the inception of the
index 1988, it has been growing rapidly and significantly from including only 10 countries to having more than
two folds in just few decades indicating the financial market growth in emerging markets. It has achieved higher
growth rates that it was used as a performance bench mark for mutual funds and market growth. However, due to
the inherent political and monetary risks, emerging markets lately has been regarded as risky investments. Investors
who turn to emerging markets should be prepared to receive volatile returns. While these returns may be significant,
the opportunity for losses may be even larger. Emerging markets allow for diversity in an investor’s portfolio,
since they are less involved with already developed markets. This may reduce the overreaching risks associated
with them. The following figure shows the allocation of MSCI index globally. The 26 countries included in the
index are dispersed in 5 regions and the index has more than 1,100 constituents. The Asian markets held most of
the index’s constituents from the emerging markets. Most of the weights of the index are represented by emerging
Asian markets mainly shown in China, Korea, and Taiwan financial markets. MSCI index has market classification
criterion variables. The markets in MSCI index are classified in to developed, emerging, frontier, and standalone
markets based on the preset indicators created to measure the development of a market. As an important component,
the index uses investors’ experience of market accessibility as its decision making criterion among other variables.

Index Weights of Emerging Markets

H China ™ Taiwan Korea Others ®India ™ Brazil M South Africa M Russia M Thailand ™ Mexico

figure 1. MSCI index weights of emerging markets

As of June 30, 2020, Chinese markets dominate for most of the emerging market index weights with 41%
proving the current high growth quality of its markets in the last two decades. The least weight in the index pie is
given to Mexico with just nearly 2%. Considering the economic turmoil that the country has been through the last
few years, Mexico’s weight could be a result that was expected beforehand. Beside that there has been an enormous
shuffle in the country classification of the MSCI index with the least reclassification between the developed and
emerging markets. For instance, Greece has been reclassified (downgraded) from the developed markets category
to emerging markets category. When some countries were able to step up in the ladder from frontier markets to
emerging markets, some has gone the reverse. The same shuffle has been observed between the levels frontier
markets and standalone markets. Such classifications and reclassifications of countries are based on the annual
general performance of their markets and the economic trends inherent that greatly affect the financial market
wellbeing. According to the classifications made, investors are well-informed to make informed investment
decision.

3. Methodology and Data Description

The dataset puts together 21 years of annual data between 1998 and 2018 for 17 emerging developing countries.
It draws on a number of data sources: The World Bank FinStats (Feyen, Kibuuka, and Sourrouille, 2014), IMF’s
Financial Access Survey, Dealogic corporate debt database, and Bank for International Settlement (BIS) debt
securities database. 'A vast body of literature estimates the impact of financial development on economic growth,
inequality, and stability. A typical empirical study proxy’s financial development with either one of two measures

! Financial Development Index Database, International Monetary Fund (IMF) strategy, Policy, and Review Department.

94



Research Journal of Finance and Accounting www.iiste.org
ISSN 2222-1697 (Paper) ISSN 2222-2847 (Online) JILINEE
ol 12, No 6, 2021 ISTE

of financial depth — the ratio of private credit to GDP or stock market capitalization to GDP. However, these
indicators do not take into account the complex multidimensional nature of financial development. To correct this
omission, Financial Development Index was developed for the International Monetary Fund (IMF) staff
Discussion Note “Rethinking Financial Deepening: Stability and Growth in Emerging Markets.” It summarizes
how developed financial institutions and financial markets are terms of their depth (size and liquidity), access
(ability of individuals and companies to access financial services), and efficiency (ability of institutions to provide
financial services at low cost and with sustainable revenues and the level of activity of capital markets). The index
database provides nine indicators for 17 emerging economies with annual frequency from 1998 to 2018.

The development of financial markets in developed, emerging, and developing countries follow similar trend
although the applicability diverse immensely with regard to the economic growth and financial development of a
country. In all the scenarios, however, the development and growth of financial markets is a function of mainly the
financial development variable that includes different variables. Therefore, the basic understanding is that FMG;,
= f(FD,.;). The basic equation defines that the growth quality (G) of financial markets at a given time (t) is a direct
function of the financial development at base zero time (FD,.;). Therefore, measuring financial development can
give us a clear image about the growth quality of financial markets of countries. The research employs a 20-year
financial development index data of 17 emerging economies. The emerging economies are classified in to two
based on their economic and financial progress. These are Big Emerging Markets (BEM) and Major Emerging
Markets (MEM).

Generalized Method of Moments (GMM) will be applied to help us analyze the moments of economic and
financial progress by constructing regression models. The generalized method of moments (GMM) is a method
for constructing estimators, analogous to maximum likelihood (ML). GMM uses assumptions about specific
moments of the random variables instead of assumptions about the entire distribution which makes it more robust
than ML at the cost of some efficiency. The assumptions are called moment conditions. GMM generalizes the
method of moment (MM) by allowing the number of moment conditions to be greater than the number of
parameters. Using these extra moment conditions makes GMM more efficient that MM. when there are moment
conditions than parameters, the estimator is said to be over-identified. GMM can efficiently combine the moment
conditions when the estimator is over-identified.

To measure the degree of influence of financial development on quality of financial markets, we have
formulated two indexes. These are Financial Markets Index and Financial Institutions Index. Each index consists
three sub-indexes. Holding financial development (FD) as an independent variable, the first regression that include
the sub-indexes of Financial Market Index is:

FMQi = o+ Bli+ FDy + yiFIAi + yiFIDi + viFIE i+ &i cooooviiiin )
To allow for possibility of partial adjustment, a dynamic log linear equation is specified below:
InFMQi; = o + Bl; + InFDi + yilnFIA; + yilnFIDi + vilnFIEj+ €1 .............. 2)

The indexes are expected to capture the depth of the financial development. This in turn will help us to explain
how the quality of financial markets is in those countries. To control the uncaptured variables in the Financial
Market Index, we will employ Financial Institutions Index. This will make the analysis to have a balanced output.

The first regression run resulted that the model is fit to explain the dependent variable — which in our case is
the financial market growth. To identify whether financial development has a significant impact on financial
market growth can be determined by regressing the level of financial markets access, depth, and efficiency. Other
control variables are applied to show that financial markets are influenced by other micro and macro factors and
non-financial factors including; GDP per capita, unemployment, interest rates, exchange rates, money supply,
market elasticity, political risks, demographic setup, fiscal policies, and others.
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Table 1. Description of Variables and Data source
Category Indicator Data Source
FD Financial Development FinStats 2020
Financial Institutions Index
Depth Private-sector credit to GDP FinStats 2020
Pension fund assets to GDP FinStats 2020
Mutual fund assets to GDP FinStats 2020
Insurance premiums, life and non-life to GDP FinStats 2020
Access Bank branches per 100,000 adults FinStats 2020
ATMs per 100,000 adults IMF Financial Access survey
Efficiency Net interest margin FinStats 2020
Lending-deposit spread FinStats 2020
Non-interest income to total income FinStats 2020
Overhead costs to total assets FinStats 2020
Return on assets FinStats 2020
Return on equity FinStats 2020
Financial Markets Index
Depth Stock market capitalization to GDP FinStats 2020
Stocks traded to GDP FinStats 2020

International debt securities of government to GDP BIS debt securities database

Total debt securities of financial corporations to GDP | Dealogic corporate debt database
Total debt securities of non-financial corporations to | Dealogic corporate debt database
GDP
Access % of market capitalization outside of top 10 largest | FinStats 2020
companies
Total number of issuers of debt (domestic and | FinStats 2020
external, nonfinancial and financial corporations)

Efficiency Stock market turnover ratio (stocks traded to | FinStats 2020
capitalization)
GDP per capita | Per capita World Development Indicators
(WDI) 2020. The World Bank
INF (consumer | Annual percentage World Development Indicators
price) (WDI) 2020. The World Bank
*INSQ Institutional quality index FinStats 2020

* INSQ includes socioeconomic situations, government stability, investment profile, politics, corruption, internal
and external conflicts, religions tensions, law and order, accountability, and bureaucratic quality.

The consistency of the GMM estimator mainly depends on the assumptions that the error terms do not exhibit
second order serial correlation and that the instruments are valid. To check whether or not these assumptions hold,
we conducted Sargan test for over-identification and serial correlation tests. Failure to reject the null hypothesis of
these tests implies that the assumptions of the estimation hold. We also run Wald (joint-significance) test. we see
the tests do not reject the econometric specification of the model. In all the GMM specifications, the test for
first-order serial correlation rejects the null of no first-order serial correlation but does not reject the null of no
second-order serial correlation. Thus, we conclude that the GMM estimators are valid and consistent because the
Sargan test supports the validity of the instruments and from the second-order serial correlation test we cannot
reject the hypothesis of the absence of second-order serial correlation. According to Baltagi et al. (2008) if lagged
dependent variable is included in the model, all estimated beta coefficients represent short run effects. The long
run effect can be derived by dividing each of the betas by 1 minus the coefficient of the lagged dependent
variable.
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Table 2. Descriptive Statistics
Variable Coefficient Std. Error Prob.

C 0.031535 0.023607 0.2064

FD 0.086565 0.236042 0.7202

FIA 0.007313 0.110115 0.9481

FID -0.124569 0.177692 0.4966

FIE -0.124577 0.112004 0.2878

FI 0.078647 0.239485 0.7483

FMA 0.364618 0.083226 0.0009

FMD 0.380957 0.056378 0.0000

FME 0.311919 0.051822 0.0001

GDP per capita 0.005717 0.039644 0.0008

INF -0.030644 0.036540 0.0497

INSQ 1.189900 0.029317 0.0078

Financial development as key driver of the financial system (financial markets and institutions) was expected
to score a positive correlation which it did as depicted in the table above. The tendency of the variable to affect the
path and behavior of financial markets is inevitable. As financial development is a multi-faceted factor, when it
grows eventually, financial markets also tend to show similar movement. Two variables in the analysis scored a
negative coefficient with the dependent variable financial market which exactly was as expected. The tendency of
financial markets is that it shows downward movement in the market when the depth and efficiency of other
financial institutions increase. This is mainly due a shift in the investment behavior of investors, traders, and the
population as a whole. A simpler scenario would be when commercial banks start to raise the deposit interest rate
more than the marketing is offering other thing held equal, investments in the financial markets start to shrink
eventually. This situation has the power to suppress the progress and growth of the financial markets. Therefore,
the fact that the variables financial institutions depth (FID) and financial institutions efficiency (FIE) scored a
negative coefficient of -0.124569 and -0.124577 respectively is a sign that these factors have a different signal and
effect in the financial markets.

Table 3. Quality of Financial Markets in Emerging Economies (GMM Estimation)

Dependent Variable: Financial Market Quality (FMQ)
Method: Panel Generalized Method of Moments (GMM)
|Variables Dependent Variable: Financial Market Quality (FMQ)
Regression N°.
) (2) (3)
Constant (o) 0.0315%%* 0.3604** -0.0314%**
(0.0236) (0.0805) (0.0820)
Financial Market Quality FTIA 0.0073**
(FMQ) Indicators (0.1101)
FID -0.1245%*
(0.1776)
FIE -0.1245%**
(0.1120)
Control variables GDP 0.0057*** 0.0565%* 0.021736**
(0.0396) (0.1466) (0.12618)
INF -0.0306%** -0.0042%** -0.003157%**
(0.0365) (0.1030) (0.054674)
INSQ 1.1899%** 0.3646%** 0.3809%**
(0.0293) (0.0832) (0.0563)
Total (unbalanced) observations 357 357 357
R2 0.928274 0.925659 0.909220
Wald  test of joint significance- |(0.00) (0.00) (0.00)
robability
Notes:

1. The regressions are estimated using dynamic panel GMM at first difference
2. Figures in parentheses are standard errors
3. *** **and * indicate statistical significance at 1%, 5%, and 10% levels, respectively.
This also proves the situation in most of the developing countries in which the offer of deposit interest rates
plays a vital role have a major impact on the growth of financial markets. One of the difficult economic situations
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is the trade-off between depth and efficiency of financial markets and depth and efficiency of financial institutions.
However, economy stabilizes eventually according to the economic events. Financial market access, depth, and
efficiency are interconnected to each other and have significant impact on the growth of financial markets. This in
turn can determine the quality of the markets in the long run. The causal relationship between financial markets
and the rest of the financial institutions depends on the economic scenarios both internally and globally. The
anomalies that could basically affect growth and stability may differ across countries therefore it is necessary to
assume these factors are shown in the data as endogenous effects.

Financial market growth inevitably has a significant role on financial development and economic growth.
However, the quality of growth is another factor that has greater role and impact. The above analysis shows that
the growth quality of financial markets can be measured using micro and macroeconomic factors both from
financial markets point of view and the general financial development stand point as well. To analyze that, first,
financial development was used as dependent variable to make a regression and see if the development in financial
markets and financial institutions can explain the progress of it. In the following regressions where Financial
Market (FM) was kept as dependent variable and see if other variables have an impact and cause on the quality
and growth of financial markets, resulted in an expected outcome. Financial access (FA) scored a strong correlation
with the dependent variable (financial market index). The integration between the two variables shows that when
barriers of entry to the financial market are eliminated or lowered, quality tends to increase exponentially because
accessibility of financial markets is one of the main pillars for growth. This depicts a negative correlation between
quality of financial markets and intensity of barriers. As the intensity of entry barriers tightens the quality of
financial markets significantly drops down because this policy decision signals greater risk and high cost to many
potential investors. On the other hand, having extreme loosen entry policy can lead to high market concentration
and can affect the market negatively. This can be said that many frauds, information asymmetry, and price
fluctuations could hurt the market due to the lack of proper governance and governing policies.

4. Conclusion

Financial development is a multi-faceted component of an economy. The development of financial markets and
financial institutions contributes to the growth of financial development which in turns plays a vital role in the
overall economic growth and stability. The tradeoff required between the depth of financial institutions and
financial markets indicates the direction and future trend of economic growth in a country. Researches have
focused on the quantitative growth of financial markets in emerging economies. However, the quality of financial
markets is also equally and significantly important factor to determine the financial development. Therefore, this
research gave proper emphasis to quality aspect of financial markets. When the components of quality measures
for financial markets and financial development were disaggregated, it showed that the differentiating point
between the advanced economies from emerging and developing economies is that the level of legal and
institutional development. Accessibility, depth, and efficiency of financial markets is also another factors that
statistically scored significant figures to conclude the low quality of financial markets in emerging economies.
Legal and institutional development grows eventually with time which makes it difficult for emerging and
developing economies to rapidly built high-quality of financial markets that render similar services and scores
parallel efficiency level to those in advanced economies. From what has been proved in the analysis, there is high
interdependency between quality and growth of financial markets and financial development which shows that the
more quality the financial markets attain in their growth the faster is the financial development. Attaining high-
quality financial markets however, is not achievable within short period of time. There are many exogenous factors
that affect the quality of financial markets.

Previous researches on financial markets mainly focus on the quantitative aspects of the markets trying to
measure the size and liquidity. Although there have been researches focusing on the quality of financial markets
they were not as much. Therefore, this research was made to supplement and contribute to the researches that focus
on the quality aspect of financial markets. Quality of financial markets was measured using major components
including financial market access, depth, and efficiency. There exists two school of thoughts when it comes to the
relationship between financial markets and financial development. The first school of thought states that the growth
in financial development is a key factors to cause and stimulate the growth of financial markets. On the other hand,
the second school of thought states that the growth of financial markets is a vital issue for the growth of financial
development. A different economic theory takes a direction stating that there are economies with high financial
development yet low growth of financial markets. This research is a supplement to the first school of thought that
states the growth in financial development is a key factors to cause and stimulate the growth of financial markets.
This is mainly due to the fact that many emerging and developing economies lack proper creation of financial
system. Once the financial system which is composed of the depository and non-depository institutions are well-
established and strengthened, establishment of financial markets are inevitable. Therefore, there is an
interchangeable influence between quality of financial markets and growth of financial development. To put it in
other words, the growth in financial development has a significant role in the quality of financial markets and in
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turn the quality of financial markets will help the stability of financial development and economic growth.
Focusing mainly on quality of financial markets does not make the research anything less of dealing with growth
and stability factors of financial markets. Therefore, when dealing with the quality of financial markets, the concept
of growth is included within. As mentioned above, the theories and models on quality of financial markets mainly
are designed to help grow the advanced economies. From economic stand point, this phenomenon might be
obvious that many advanced economies tend to have an upper hand and thereby controlling the slow growth of
developing and emerging economies. Therefore, the emerging countries need new financial and economic theories
that specifically addresses their need to have well-established financial system in general and high-quality financial
markets.
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