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Abstract: Developed financial markets act as a catalyst in promoting greater economic
growth for nations. Healthy financial market growth among nations is found to improve
good job creations and aid economic growth in line with Sustainable Development Goal 8.
Developing economies could emulate the growth principles from developed economies on
financial market development. This paper analyzes the impact of financial market
development and economic growth in middle-income and high-income countries of
ASEAN and CEE countries from 2002 to 2019. Annual time series data were sourced from
World Bank using stock market development indicators. The panel data based on the
random effect model was employed to determine the correlation between stock market
development and economic growth. The findings of the study reveal that market
capitalization and total stock traded from the total value positively impact economic
growth. In contrast, the relationship between the stock traded of domestic share and GDP
growth is negative. To foster greater economic growth, countries and policymakers need to
focus on developing the financial market sector and maintaining the macroeconomic
stability.
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Introduction

All of the countries worldwide aim to promote rapid and sustainable economic
growth. In general, this target seems to have been achieved in the last two decades,
except during the global financial crisis. The World Bank (2019c) shows that the
world’s Gross Domestic Product (GDP) reached USD 87 trillion in 2019, which is
169% growth since 1999 (USD 32 trillion). The world economy has experienced
only one negative change in the last 20 years, during the global financial crisis in
2009, which is -1.7% (World Bank, 2019b).
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The Association of Southeast Asian Nations (ASEAN) and Central and Eastern
European Countries (CEECs) are economic regions in Asia and Central Europe.
Most ASEAN members are developing and middle-income economies, except
Singapore, with income per capita reaching USD 50,176 as of 2018 (World Bank,
2019a). The average income per capita of Indonesia, Malaysia, Philippines and
Thailand is USD 4,993 in 2018, while the three CEE economies (Hungary, Poland,
and Slovenia) have an average income per capita three times higher than ASEAN
in the same year (World Bank, 2019c).

However, CEE economies are recognized as high-income countries with an
average income per capita of USD 15,517 in 2018. There is a huge disparity of
income per capita between the countries. For instance, income per capita in
Hungary and Poland is around USD 12,900 compared to Slovenia with USD
20,700 in 2018. Besides, with a 650 million population and having a GDP of USD
2.9 trillion, ASEAN has a contribution of around 3.4% to the global economy in
2018, as of USD 86 trillion (Vu, 2020). This region also experiences robust annual
economic growth, reaching 5.07% from 2002 to 2019, compared to CEE selected
economies that grew 3.45% on average in the same period (World Bank, 2019b).
Previous studies have integrated economic growth into several variables, for
example, tax evasion, social norms and economic development (Bethencourt &
Kunze, 2019); competitiveness, wealth, and intellectual capital to economic growth
(Herciu & Ogrean, 2015); the depth of Islamic finance, financial intermediation
and sustainable economic growth (Saleem et al., 2021); social norms and growth
(Bethencourt & Kunze, 2020); financial market development and economic
performance (Ono, 2017); financial development and GDP growth with
macroeconomic indicators used as control variables (Guru & Yadav, 2019; Saleem
& Ashfaque, 2020). Additionally, the impact of export market orientation on the
Chinese economy was studied by Imran et al. (2018).

Financial market development plays an essential role in creating various benefits
for the economy (Guru & Yadav, 2019). Well-developed financial markets will
reduce inequality by providing people a chance to own part of the company’s
shares and creating opportunities to get capital gains and potential dividends from
portion of the company’s profits (Musonera & Safari, 2008). At the corporate level,
the capital market is also an intermediary for companies to obtain funding sources.
Wasmer and Weil (2004) describe company growth as supported by sufficient
capital through equity financing will create new job opportunities, relevant to
United Nations Sustainable Development Goal 8 (UN SDGB8) to encourage full
employment by 2030. Furthermore, a stable financial market attracts capital inflow
from domestic and foreign, capable of promoting economic growth.

Previous studies by Bist (2018) and Pradhan et al. (2019) revealed a positive
relationship between financial market development and GDP growth. However,
some studies are inconsistent with previous findings. For example, Ram (1999)
examined financial developments on economic growth using multiple growth
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regression models in 95 countries and found the opposite conclusion by stating that
financial development does not boost economic performance.

However, there is a conspicuous lack of studies focusing the financial market
development and its impact on economic growth in middle-income and high-
income economies like ASEAN and CEE regions. Importantly, considering the
conflicting evidence from previous studies, this paper aims to answer how stock
markets in developing and developed countries help to contribute to economic
growth.

The study contributes to the existing literature in two ways. Firstly, to the best of
our knowledge, this study provides novel evidence of finance-growth nexus from
middle-income and high-income countries from two diverse markets (i.e., ASEAN
and CEE). Furthermore, the results provide a comprehensive analysis of financial
market development and economic growth with the leading macroeconomic
indicators as control variables.

Literature Review

The impact of the financial sector on economic growth has been a topic of
discussion from decades, rooted back from the theory of Schumpeter (1912). The
theory suggests that financial intermediaries play a defining role in promoting
economic growth. However, two intermediation models exist to contribute to
country’s development, i.e., bank-based and market-based. Later, Levine and
Zervos (1998) widened the scope of finance-growth debate by studying the bank-
and market-based intermediation models. Furthermore, the presence of bank- or
market-based financial model largely depends on the level of banking or market
development in a country (Levine, 2002; Osoro & Osano, 2014). Based on the
research question, this section has provided the literature review focusing on the
financial market development (stock market) and its impact on economic growth.
Financial Market Development and Economic Growth

A growing financial market sector provides an alternative source of funding for
companies. From a microeconomics perspective, capital structure sources from the
financial market provide benefits related to low costs and risk mitigation when an
interest rate shock occurs (Singh & Weisse, 1998). The capital structure uses more
debt and less equity to increase the risk by shareholders. According to Campbell
and Rogers (2018), policies related to selecting funding sources are known as the
corporate finance trilemma. Therefore, financial managers need to find the optimal
point between risk and return before making a corporate capital structure decision.
At the macroeconomic level, economic growth is also connected with the financial
industry’s development and economic development in the long run (Ginevicius et
al., 2021; Meyer et al., 2017). A growing and transparent financial sector will
foster economic growth (Levine & Zervos, 1998). Demirgiig-Kunt and Levine
(1996) formulated financial market development indicators using various proxies,
such as market capitalization of recorded domestic companies as the rate of GDP,
associated with the stock market size. The higher market size is predicted to be
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able to attract capital and diversify risk. This study also considers the percentage of
stocks traded or the turnover ratio of domestic shares. This variable represents the
liquidity of the stock market, which is expected to reduce investment costs and
attract more investors. Another stock market development variable is the total
value of stock traded as a percentage of GDP is associated with the stock market
valuation. The market seems to be overvalue when the percentage of total stock
traded is more than 100% and undervalue if the result is lower than 50%.
According to Islam et al. (2020), the financial sector’s progress promotes FDI to
boost economic growth. Azam et al. (2016) performed another study that looked at
the relationship between financial market and economic growth in four Asian
countries, revealed that there is cointegration between capital market development
and economic growth in Bangladesh, India, Singapore and China. Other empirical
evidence, such as Owusu (2018), finds that capital market developments
significantly impact South Africa’s economic growth. Qamruzzaman and Wei
(2018) also depict a causal relationship between financial innovation and
Bangladesh’s economic growth.

Moreover, Tang et al. (2007) analyze the correlation between financial markets and
GDP growth in the selected Asian countries over 24 years (1980-2004). The result
depicts that the stock market has causality and cointegration to GDP growth in
China, Philippines, Singapore and Taiwan. Recent evidence of the stock market
positively correlates to economic growth conducted by Regan (2017) in the Asia
Pacific region and Sehrawat and Giri (2017) in India. More recently, Pradhan et al.
(2019) reveal that stock market development has cointegration to growth in the G-
20 economies.

Macroeconomic Variables and Economic Growth

Several influential pieces of literature on macroeconomic variables and economic
growth, such as Fischer (1993), depict inflation correlated negatively to economic
growth. However, Ghosh and Phillips (1998) found a different fact that there is a
positive relationship between controllable inflation and economic growth.
Furthermore, Balls and O’Donnell (2002) explain that low and stable inflation
plays a vital role in monetary policy to foster economic growth and job creation. A
similar finding from Oztiirk et al. (2014) shows that inflation targeting affects both
developed and developing economies positively. Also, Sanusi et al. (2017) found
that inflation plays a vital role in developing financial markets. Thanh (2015)
reveals inflation will be dangerous for economic growth if it is more than the
threshold level of 7.84%. Furthermore, inflation and unemployment are
dynamically associated in the long run, which could have a crucial intervening role
in defining other macroeconomic factors (Meyer & Meyer, 2019; Sagi et al., 2020;
Victor et al., 2018). Also, inflation concerning food items is asymmetrically
affected by macroeconomic factors (Abdallah & Fekete Farkas, 2019; Ebrahimi et
al., 2019). Therefore, the threshold level is defined as the inflection point on which
positive or negative effects on economic growth.
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The differences in previous researchers’ findings have made the correlation
between macroeconomics indicators and economic growth a relevant discussion
until now. Not only does the correlation of inflation and economic growth often
provide different results, but it also applies to other variables, such as
unemployment and FDI. Karfakis et al. (2014) examine the relationship between
unemployment and economic performance in Iran by applying the autoregressive
distributed lag (ARDL) model to find a significant and negative impact of
unemployment on economic growth. In contrast, Victoria (2019) adopts the VAR
Granger Causality to evaluate the correlation between unemployment and growth
in Nigeria from 1981 to 2016. The result depicts the fact that there is no granger
cause between unemployment and GDP growth.

Economic growth is also often integrated with foreign direct investment. Lee and
Chang (2009) look at the correlation between FDI and economic performance in 37
countries for 32 years, from 1970 to 2002. Applying panel cointegration and panel
error correlation model, they found that overall FDI driven by financial
development will promote growth. Furhermore, Slusarczyk and Kot (2012) and
Gherghina et al. (2019) argued the causality correlation between FDI and economic
growth in Central and Eastern European Countries from 2003 to 2016.

Research Methodology

Data and Sample

The data are documented from the World Bank covering the period of last 18
years, from 2002 to 2019. Selected countries from ASEAN and CEE regions are
chosen based on the data availability from World Development Indicators (WDI).
Therefore, Indonesia, Malaysia, Singapore, Thailand and Philippines represent
countries in the ASEAN region. For CEE economies, the available data only covers
three countries, namely Hungary, Poland and Slovenia. Apart from the availability
of the above data, the consideration of selecting ASEAN and CEE economies,
including 1) the GDP of the countries in the research sample reached USD 3.5
trillion in 2019, growing 374% over 20 years. This growth was twice as high as the
world economic growth in the same period of 169%; 2) stock market capitalization
of sample countries increased by 586% from 2002 to 2018, while world capital
market capitalization grew only 201% for 18 years.

Existing literature allows the choice of dependent, independent, and control
variables. Following Paun et al. (2019), Bongini et al. (2017), Pradhan et al. (2019)
and Ginevicius et al. (2021), the authors took GDP constant price annual growth
rate. Whereas stock market capitalization (MCD) takes as a percentage of GDP, the
stock traded in total (STT) as a percentage of GDP and in domestic share (STD)
taken as a percentage of GDP are selected to represent the stock market
development. Furthermore, inflation (INF), unemployment (UNP) and foreign
direct investment (FDI) as a percentage of GDP are considered for this study
represent the macroeconomic indicator and control variables.
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Econometric Model

The study aims to analyze the impact of financial market development on the
economic growth of selected countries in ASEAN and CEE regions. However, this
study used a few macroeconomic indicators to serve as control variables in the
proposed model. Following Baltagi (2008), Hsiao (2014) and Bell and Jones
(2015), the researchers employed panel regression model as specified in Equation
(1), (2), and (3).

Vit = O +VjeXaje + GjeXpje + g¢— — —— — — €Y
“ &t = Vit U

Yie = (O + V) +VjeXaje + 6jeXpje + tje — — — (2)

Vit = Oc +VjeXaje + 8eXpje + (v + wje) = = = (3)

;e represents the explained variable, i.e., GDP of j country at year t. Whereas 6,
shows the intercept at time t. X, illustrates the dependent variables representing
financial development indicators of selected j country at year t. Similarly X,
demonstrates the control variables representing macroeconomic indicators that may
affect the economic growth of j country at year t. y;; and &;, are the coefficients of
dependent and control variables, respectively. Furthermore, in order to capture the
panel effect in the proposed model, the error term is decomposed into individual
effect v; and time effect u;. The study tested the data for the presence of
unobserved individual effect, i.e., panel effect using F-test by running Pooled OLS
regression. The null hypothesis of individual effect to be zero is tested using F-test
against the alternative of the presence of individual effect.

Result and Discussion

Descriptive Statistics

Table 1 provides the descriptive statistics of the selected variables. GDP growth
rate and inflation appeared to be the most stable variable. However, market
capitalization having the highest standard deviation is the most unstable variable.

Table 1. Descriptive Statistics

Variables Mean St. Dev. Min. Max.

GDP 4.255 2.666 -7.55 14.53
INF 3.325 3.185 -5.99 18.15
UNP 5.353 3.583 0.25 19.89
FDI 5.595 10.466 -41.06 54.65
MCD 74.945 67.224 10.33 297.98
STD 38.229 26.755 1.89 149.27
STT 30.198 34.485 0.28 210.72
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Table 2 provides the evidence of correlation among the variables of interest.
Market capitalization is appeared to have the strongest correlation with GDP. It is
expected that GDP and market capitalization are positively correlated. However,
foreign direct investment and GDP have the weakest correlation. Furthermore,
among independent variables, the strongest correlation exists between MCD and
total stock traded volume (STT). Therefore, after running the pooled regression, the
authors tested for multicollinearity by using VIF. The level of VIF for all the
explanatory variables is below 10, which gives satisfactory evidence for the
absence of multicollinearity (Mansfield & Helms, 1982).

Table 2. Correlation matrix

Variables GDP INF UNP FDI MCD STD STT
GDP 1
INF 0.226 1
UNP -0.259 0.047 1
FDI 0.042 -0.098 -0.011 1
MCD 0.322 -0.223 -0.392 0.408 1
STD -0.110 0.051 -0.156 0.251 0.091 1
STT 0.237 -0.183 -0.374 0.373 0.835 0.481 1

Empirical Results

Following equation 1, the authors ran pooled OLS regression without considering
the individual and time effect. Table 3 provides the results for the significance level
of all the independent variables based on pooled regression. Pooled OLS provides a
rough and easy way of analyzing data, but this approach cannot capture the element
of panel effect, which may be presented in the data set due to differences in
intercepts for all entities Hsiao (2014). However, to find the panel effect, the
researchers performed F-test with the null hypothesis that all the individual effect is
zero. With Prob > F = 0.0037, the study rejects the null hypothesis of the same
intercept and concludes that there is significant evidence of the presence of panel
effect in the data. Therefore, based on equations 2 and 3, the authors employed
Panel Fixed and Random effect regression on the data. Hausman test is performed
to test the null hypothesis in favor of random effects. However, Prob. > y2 =
0.9746 suggests that the random effect model is appropriate for the given panel
data. Furthermore, following Breusch and Pagan (1980), Lagrange multiplier test is
performed to test for the null hypothesis in favor of pooled OLS. The null
hypothesis of langrage Multiplies test suggests that each cross-section has the same
intercept (6, + v;) and variance of random effect is zero. Hence, the value of Prob.
> y2 = 0.0067 gives the evidence to reject the null hypothesis, which means
Random effect model is appropriate for the analysis.

To check the stability and robustness of the model, Breusch-Pagan / Cook-
Weisberg test is employed to check whether homoscedasticity of the errors,
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Wooldridge test for serial correlation, and Ramsey RESET test for model
misspecification. The results of mentioned diagnostic tests are given in Table 3,
which gives satisfactory evidence of model fitness, absence of serial correlation,
multicollinearity, and heteroskedasticity.

Table 3. Regression Results

Regression Analysis
Variables Pooled OLS Fixed Effect Random
Effect
0.006 0.007 0.003
MCD (0.83) (0.60) (0.31)
-0.028"™ -0.038” -0.039”
STD (-2.40) (-2.24) (-2.51)
0.019 0.038" 0.036"
STT (1.20) (2.16) (2.12)
INF 02737 02347 0.244™
(4.28) (3.20) (3.47)
-0.1237 01727 -0.165
UNP (-1.99) (-2.09) (-2.13)
FDI -0.003 0.015 0.014
(-0.15) (0.65) (0.61)
Const 4,052 4.098"" 44197
' (5.44) (3.65) (3.83)
Prob. > F 0.0000 0.0001 0.0000
R-sq. 0.2549 0.459 0.489
F-Test Prob. > F = 0.0037
Hausman Test Prob. > y° = 0.9746
BP LM test Prob. > 5° = 0.0067
Diagnostic tests
Breusch-Pagan/Cook- 2 _
Weisberg test Prob. > "= 08252
Wooldridge test Prob > F = 0.2367
Ramsey RESET Test Prob > F = 0.0962

*,** and *** denote significance at the 10%, 5%, and 1% levels, respectively

Discussion

Based on the statistical test performed to select an appropriate model, Random
effect is considered suitable for the analysis. Table 3 gives the results of all three
econometric models, i.e., Pooled OLS, Fixed effect and Random Effect regression.
However, parameters estimated through random effect would be the central focus
in this section.

The findings reveal a positive but not significant correlation between market
capitalization and GDP. The result of the study is in conformity with the study of
Asteriou and Spanos (2019), which revealed that market capitalization improves
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economic growth in EU economies. The average MCD increased in the ASEAN
and CEE selected countries, starting from 45% in 2002 and jump to 72% in the
next 18 years. The rapid increase in MCD reflects that the market size in the region
is experiencing growth.

In contrast, the study finds a negative and statistically significant relationship
between the stock traded to domestic share (STD) and economic growth. This
finding seems to be different from the general previous literature, which found that
the relationship between STD and GDP is positive. The higher of STD will foster
the economy to grow through the dynamic of stock market trading for the host
country. However, in this study, there is a negative correlation between STD and
economic growth because there is decreasing STD over the study period. It starts
from 38% at the end of 2002 and closes at 25% in 2019. The decline in STD
illustrates the low liquidity of the capital market during the study period, reflecting
both domestic and global investors’ low transaction. The result is also similar to the
new evidence from Elhassan and Braima (2020), which found that STD negatively
impacts GDP growth in the Khartoum Stock Exchange in Sudan.

Furthermore, STT is measured as the total value of stock traded as a percentage of
GDP in ASEAN and CEE selected economies. The finding shows that the
relationship between STT and economic growth is positive and significant. The
higher STT is associated with developing the stock market within countries, which
has a multiplier effect on investment and the economy. Based on World Bank data,
STT in ASEAN and CEE countries increased over the study period from 2002 to
2019.

Notably, macroeconomic variable in this study appeared to have a better predicting
power to translate economic growth. The analysis reveals that inflation has
positively and significantly correlated with economic growth in ASEAN and CEE
selected countries from 2002 to 2019. This finding similar to Ha et al. (2019), who
explain that the anticipated inflation boosts economic growth, financial stability
and poverty reduction. In the ASEAN and CEE selected economies, the average
inflation over the study period is 3.3%. From a policy perspective, inflation range
from 3 to 7 percent is beneficial for economic growth (Khan & Naushad, 2020).

In addition, the study results find a negative but significant relationship between
unemployment and economic growth. This finding is consistent with the theory of
this study. It depicts that unemployment harms economic growth because
decreasing job availability will change individual or household earnings. In
aggregate, a high unemployment rate will reduce national real income and make
domestic consumption also decrease to lower economic growth. In the short term,
unemployment can be reduced through public employment services (PES), such as
training and subsidized employment. Meanwhile, PES and wage subsidies are
effective approaches to reduce unemployment (Fredriksson, 2021). Furthermore,
Bauermann (2020) describes the strategy to reduce the unemployment rate during
the recession; it can be done by reducing employee working hours rather than
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layoffs and government transfers to encourage public demand to effectively
overcome unemployment.

Another imperative finding of research is that FDI positively impacts economic
growth in ASEAN and CEE selected economies. Higher FDI is associated with
economic and political stability. In other words, it also represents the transparency
and ease of doing business for a global player. As a result, it will escalate capital
inflow and attract investment. Therefore, increasing FDI will have a spillover
effect on the corporation and a country to lift the host economy.

Conclusions

This study focuses on economic growth, which is associated with macroeconomic
indicators and financial market development over the period 2002 to 2019. The
trend of GDP growth in these countries is relatively stable with an average of 4.3%
in the last 18 years, higher than the World’s economic growth in the same period as
2.9%. These variables were analyzed by applying a panel data regression based on
the random effect model in ASEAN and CEE regions.

This study indicates that economic growth is influenced by the stock market
development and the macroeconomic stability. The government’s policies to
maintain sustainable growth in financial markets provide opportunities for income
equality for individuals, as reflected by the increase in GDP per capita, which is in
line with UN SDG8. To accelerate the growth of financial market, ASEAN and
CEE regions should encourage the potential local companies to conduct initial
public offering (IPO) and attract more domestic and foreign investors to participate
in the financial market by providing effective protection of shareholders’ right and
maintaining macroeconomic stability as a precondition of the development of the
efficient financial sector.

The limitations of this study are related to the relatively small variable, only
financial market development over the last 18 years from 2002 to 2019. A more
extensive study can be examined with a more extended period and larger samples
incorporating other research variables, such as fiscal compliance, shadow economy
and stock market volatility.
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ROZWOJ RYNKU FINANSOWEGO I WZROST GOSPODARCZY:
DOWODY Z REGIONU ASEAN | CEE

Streszczenie Rozwiniete rynki finansowe dzialajg jak katalizator w promowaniu wigkszego
wzrostu gospodarczego dla narodéw. Stwierdzono, ze zdrowy wzrost rynkéw finansowych
miedzy narodami poprawia tworzenie dobrych miejsc pracy i wspomaga wzrost
gospodarczy zgodnie z Celem Zréwnowazonego Rozwoju 8. Gospodarki rozwijajace si¢
mogg nasladowac zasady wzrostu z gospodarek rozwinictych w zakresie rozwoju rynkow
finansowych. Niniejszy artykul analizuje wptyw rozwoju rynkoéw finansowych i wzrostu
gospodarczego w krajach o $rednich i wysokich dochodach krajow ASEAN i CEE w latach
2002-2019. Roczne dane szeregéw czasowych pozyskiwano z Banku Swiatowego przy
uzyciu wskaznikow rozwoju gietdy. Do okreslenia korelacji migdzy rozwojem gietdy
awzrostem gospodarczym wykorzystano dane panelowe oparte na modelu efektu
losowego. Wyniki badania pokazuja, ze kapitalizacja rynkowa i calkowita warto$¢ akcji
W obrocie od lacznej wartosci pozytywnie wplywajg na wzrost gospodarczy. Natomiast
relacja migdzy akcjami bedacymi przedmiotem obrotu w akcjach krajowych a wzrostem
PKB jest ujemna. Aby wspiera¢ wickszy wzrost gospodarczy, kraje i decydenci musza
skoncentrowa¢ si¢ na rozwoju sektora rynku finansowego i utrzymaniu stabilnosci
makroekonomicznej.

Stowa Kkluczowe: powiazanie finansow ze wzrostem, BIZ, gospodarki o $rednich
dochodach, kraje o wysokich dochodach, SDG8
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