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In today’s complex and dynamic world, the financial system plays a crucial role
in the stability and growth of the real economy globally. Understanding the
interplay between macroeconomic policies and financial-trade development is
of vital importance. This study aims to simultaneously examine the effects of
macroeconomic, financial, monetary, and institutional variables on domestic
credit to the private sector and the volume of foreign trade (exports and imports),
analyzing these complex relationships. To achieve this objective, panel data from
14 selected countries over the period 2012-2022 were analyzed using the fixed-
effects method. This approach was chosen for its ability to control for
heterogeneous and time-invariant characteristics of the countries, such as
cultural differences or legal structures. The findings indicate that, in the financial
development model, corruption control has the strongest positive effect on
domestic credit to the private sector, with a coefficient of 0.39 (significant at
5%), while economic growth has the largest negative effect, with a coefficient of
-0.46 (significant at 2.79%). In the trade development model, economic growth
is identified as the most important factor enhancing foreign trade, with a positive
coefficient of 0.35 (significant at 2.38%), whereas broad money has the strongest
negative effect, with a coefficient of -0.48 (significant at 5%). Overall, the results
suggest that both financial and trade development critically depend on
governance quality, institutional transparency, and the effectiveness of monetary
policies. Particularly for developing countries, the synergy between institutional
reforms and rule-based monetary policies is a fundamental prerequisite for
strengthening financial stability and improving their position within the global
value chain.
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Introduction

In today’s complex and dynamic world, the financial system plays a vital role in the stability and growth
of the real economy. As a comprehensive network of markets, institutions, and economic agents, it
facilitates financial development by optimizing resource allocation, reducing transaction costs, and
improving access to financial services. Financial development, in turn, drives economic growth, reduces
poverty, and enhances welfare by increasing investment, strengthening competition, and promoting
innovation. Consequently, identifying the factors that influence financial development remains a key
challenge for policymakers.

Among these factors, monetary policies and good governance are recognized as two critical drivers.
Monetary policies, through tools such as interest rates and money supply, affect the macroeconomic
environment and the performance of the financial system. Studies show that appropriate monetary
policies can contribute to price stability, market efficiency, and, ultimately, financial development.
However, the effectiveness of these policies strongly depends on institutional infrastructure and the level
of financial system development, with countries possessing more developed financial sectors typically
engaging in greater volumes of international trade.

This study is based on the assumption that the effectiveness of monetary variables on financial
development depends not only on the nature of the monetary policies but also on the quality of
institutional infrastructure and good governance. Accordingly, the main research question is: “Can
monetary variables and good governance enhance financial development in selected developed and
developing countries?”

To answer this question, the study pursues the following objectives:

1. Examine the impact of monetary variables on financial development in selected developed and
developing countries.

2. Investigate the effect of good governance (using the World Bank’s Worldwide Governance
Indicators) on financial development.

e Hypothesis 1: Improving good governance indicators (corruption control and government
effectiveness) enhances financial development.

e Hypothesis 2: Financial development contributes to an increase in foreign trade.

In recent years, numerous studies have examined the role of the financial system in economic growth

and its interaction with monetary and institutional policies. Research such as Jahangard & Asgari

(2011) and Afori et al. (2022) explored the relationship between financial development, government

interventions, and investment, demonstrating that a strong financial system can drive economic

growth and improve market efficiency. Similarly, studies by Zamir et al. (2020) and Rani et al.

(2022) highlighted the importance of good governance in improving access to financial resources

and attracting investment.

Despite these efforts, many studies have focused on a single aspect of financial development or foreign
trade, and the multidimensional relationship between macroeconomic policies, institutional quality, and
central bank policy variables has been less analyzed concurrently. Moreover, a significant gap exists in
research simultaneously examining the effects of these variables on financial development and
international trade across countries with varying levels of economic development.

The innovation of this study lies in several key dimensions:

1. Simultaneously examining financial development and foreign trade as two critical components
of sustainable economic growth.

2. Using panel data models with fixed effects to analyze annual data from 14 selected developed
and developing countries over a ten-year period (2012-2022).

3. Considering a wide range of macroeconomic, institutional, and policy variables, including
inflation, interest rates, corruption control, central bank assets, broad money, and government
effectiveness.

4. Focusing on the role of central bank policy and governance quality as influential factors in
guiding the macroeconomy and financial development.
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This research provides novel insights for policymakers and researchers to better understand the
mechanisms affecting financial and trade development, thereby informing more effective policy design.

Methodology

Examine the effects of macroeconomic, institutional, and central bank policy variables on two
dimensions of financial development (financial structure and openness) and foreign trade in 14 selected
countries during 2012-2022 using a fixed-effects panel model.
1. Collect annual data from the World Bank and the International Monetary Fund.
2. Conduct panel data pre-tests:
o Chow test for coefficient stability over periods.
o Breusch-Pagan test for heteroscedasticity.
o Hausman test to choose between fixed and random effects.
o Unit root tests to ensure variable stationarity.
3. Estimate a fixed-effects panel model using EViews software.

Results and Discussion

1. Financial Development (Domestic Credit)

e Economic growth (LGROWTH) and government effectiveness (LGO) have negative and
significant coefficients: during higher growth periods and with stronger institutional
effectiveness, less banking credit is allocated to the private sector.

e Corruption control (LCORR), foreign direct investment (LFDI), and broad money (LBR) have
positive and significant effects on domestic credit.

o Interest rates and inflation (LLRIN) negatively and significantly affect private sector credit.

e Exports and imports (LXM) significantly enhance banking development.

2. Economic Openness (Exports and Imports)

o Interest rates and inflation (LLRIN) have positive and significant coefficients: higher values are
associated with larger volumes of foreign trade.

e Economic growth (LGROWTH), government effectiveness (LGO), exchange rates (LEX), and
central bank reserves (LASSET) all positively influence exports and imports.

e Per capita income (LPER) and current account balances (LCURR) negatively affect foreign
trade.

e Private sector credit (LDOMESTIC) and foreign direct investment (LFDI) show positive
(sometimes near-significant) relationships with foreign trade.

¢ Broad money (LBR) has a significant negative effect on trade volume.
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