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Abstract: This paper investigated the maximum inflation threshold levels beyond which financial 
development declines in the South-Eastern Asian emerging markets using static panel threshold regression 
framework proposed by Bick (2010) with data ranging from 1994 to 2014. The negative impact of inflation 
on financial development is a settled matter in both theoretical and empirical literature. However, this study 
was prompted by recent literature (Boyd et al., 2001; Abbey, 2012; Kim and Lin, 2010) which argued that the 
relationship between inflation and financial development is not linear and is characterised by inflation 
thresholds. Moreover, no previous study that the author is aware of used the approach suggested by Bick 
(2010) to determine inflation threshold levels and financial development. Among previous inflation-finance 
studies, the current study is the first one according to the author’s best knowledge to use banking sector, 
stock market and bond sector development variables as previous studies were narrow focused in their 
definition of financial development. The study observed that lower levels of inflation is good for financial 
development whilst higher levels of inflation slows down the rate at which banking sector, stock and bond 
markets develop. These results agree with the theory underpinning inflation-financial development nexus. 
South-Eastern Asian emerging economies are therefore urged to implement macroeconomic policies that 
ensure inflation rates are kept at lower levels that do not stifle financial development.  
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1. Introduction and background 
 
There is consensus in economics with regard to the negative impact of high inflation on economic growth. 
Two different schools of thought on this subject matter are available: (1) inflation has a direct negative 
influence on economic growth and (2) inflation indirectly negatively affects economic growth through 
retarding the rate of development of the financial sector whose intermediation activities are crucial for 
economic growth. Majority of the empirical studies done on inflation-financial development nexus assumed a 
linear relationship between the two variables (BenNaceur and Ghazouani, 2005; Wahid et al., 2011; Tolulope 
and Oyeyinka, 2014; Aboutorabi, 2012). Although the linear relationship between financial sector 
development and inflation is a resolved matter in economics and finance, very few studies (Boyd et al., 2001; 
Abbey, 2012; Kim and Lin, 2010) have studied the non-linear relationship between these two variables. These 
few similar empirical studies on threshold levels of inflation that influence financial development are 
characterised by some shortcomings: These include the use of a narrow definition of financial development 
which ignored the bond market, use of outdated data, shied away from the South-Eastern Asian emerging 
markets region which deserves its own special attention and the use of simplistic threshold regression 
models. The current study deviates from these previous similar empirical work in the following ways: (1) 
used the most up to date data available (1994-2014), (2) took a holistic view of the financial sector by 
separately estimating inflation thresholds-banking sector/stock/bond market development nexus, (3) 
focused on the largely ignored South-Eastern Asian emerging markets and used the static panel threshold 
regression model put forward by Bick (2010). 
 
UNCTAD (2016) showed that a meaningful trend exists between inflation and financial development in the 
South-Eastern Asian emerging markets (see Figure 1 and 2). Empirical researchers on the Asian financial 
crisis overlooked the fact that inflation could have been one of the factors that indirectly and in a non-linear 
manner influenced financial development. It is for this reason that the current study employed the static 
panel threshold regression model to explore the inflation thresholds-financial development in the South-
Eastern Asian emerging markets. The rest of the paper is arranged in the following order: The first is 
theoretical literature followed by empirical literature, inflation-financial development trend analysis, 
estimation technique, results discussion and summary of the study. 
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2. Literature Review  
 
According to Haslag and Koo (1999), high inflation levels leads to repression and low development of the 
financial sector through reducing the importance of holding on to money assets. They asserted that 
consumers are discouraged to hold on to narrow money and other financial assets that define the depth of the 
financial system if inflation is high. Ikhide (1992) noted that higher levels of inflation discourage people to 
hold the quasi-money because it can easily and quickly lose value under such unstable macroeconomic 
environment. According to Schreft and Smith (1997), interest rate goes up if inflation rate increases thus 
leading to inefficient financial markets. In addition, high inflation result in the access to real investment 
return information becoming difficult, uncertain and less smooth flowing and in response, lenders shift their 
focus to short term objectives rather than long term lending which is not good for financial sector 
development (Rousseau and Yilmazkuday, 2009:312). Moreover, Tobin (1965) argued that high inflation 
increases investment levels as consumers move their portfolios from money assets to capital assets in order 
to shield themselves against the effects of inflation. On the other hand, households in an inflationary 
environment tend to replace transaction services for money balances hence improving not only the rate at 
which financial services are produced but the overall financial development (English, 1999).  
 
Review of related empirical literature: Boyd et al. (2001) studied the influence of inflation on financial 
sector performance in developing countries using the dynamic panel data analysis (GMM estimation 
technique) with stock market data from 1970 to 1995 and banking sector data ranging from 1960 to 1995. 
Overall, inflation was found to have had a significant negative impact on financial sector performance. They 
found out that inflation rate above a threshold level of 15% led to a negative financial sector performance 
during the period under study. Abbey (2012) analysed the relationship between financial development and 
inflation in Ghana using a combination of different types of quantitative data analysis with quarterly time 
series data ranging from 1990 to 2008.Their findings are fourfold: (1) The use of pair wise correlation 
observed the existence of a negative relationship between inflation and financial development in Ghana, (2) 
regression analysis found out that inflation and financial development were positively linked in the short run 
whereas no relationship between the two variables existed in the long run in Ghana, (3)using private sector 
credit to GDP ratio and stock market capitalisation proxies, regression analysis showed that  inflation 
positively influenced financial development in Ghana and (4) inflation rates above 16% threshold level were 
found to have negatively impacted on financial development whilst inflation rate below a threshold level of 
11% positively influenced financial development. Inflation rates from 11% to 16% had a stagnant effect on 
financial development in Ghana. Kim and Lin (2010) also showed that it is only when inflation exceeds a 
certain minimum threshold level that informational frictions in the credit markets begin to overall reduce 
financial sector development. 
 
Gillman and Kejak (2007) found results which supported that inflation negatively influence financial sector 
development, in line with most empirical findings on the subject matter. Mostafa et al. (2012) studied the 
impact of inflation on financial sector performance in Iran using the Quintile Econometric Approach. The 
major weakness of their study is that they used banking sector development proxies as proxies of financial 
sector performance; hence the study was a narrow focus of the financial sector. The findings are twofold: (1) 
Higher levels of inflation were found to have had slowed the financial sector’s efficiency and effectiveness in 
performing its intermediary function and (2) inflation negatively influenced the growth of the financial sector 
in Iran. Table 1 on the next page summarises the empirical research work on inflation and financial 
development. 
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Table 1: A summary of empirical studies on inflation-financial development nexus  
Author Country/Countries of study Methodology Research findings 
BenNaceur and 
Ghazouani (2005) 
examined the influence of 
inflation on financial 
development. 

Middle East and Northern 
African (MENA) countries 

Dynamic panel 
model using 
Generalized 
Methods of 
Moments (GMM) 
estimation. 

Inflation negatively affected the 
performance of the financial sector in 
the MENA region. They also observed 
that inflation began to negatively 
influence financial sector 
performance when it exceeds a 
certain threshold level. 

Alimi (2014) examined 
the impact of inflation on 
financial sector 
performance. 

Nigeria using banking sector 
development data from 1970 
to 2012. 

Time series data 
analysis 

Higher inflation was found to have 
had a negative impact on financial 
sector performance. On the other 
hand, low inflation was found to 
positively influence economic growth 
through boosting financial sector’s 
intermediation ability. 

Wahid et al. (2011) 
studied the correlation 
between the financial 
sector and inflation. 

Bangladesh using data 
between 1985 and 2005. 

Autoregressive 
Distributive Lag 
(ARDL) and Error 
Correction Model 
(ECM). 

High levels of inflation impeded the 
performance and growth of the 
financial sector in Bangladesh.  

Tolulope and Oyeyinka 
(2014) examined the link 
between inflation and 
financial sector 
performance. 

Sub-Saharan Africa (45 
countries) with data from 
1980 to 2011. Used stock 
market and banking sector 
development variables as 
proxies of financial 
development. 

Panel data analysis. Higher inflation negatively affected 
financial sector performance across 
all the countries under study. 

Khan et al. (2014) 
analyzed the influence of 
inflationary pressure on 
banking sector 
performance. 

Pakistan with data from 2009 
to 2013. 

Trend analysis and 
regression analysis. 

Inflation and return on assets and 
inflation and return on equity of the 
banking sector were positively 
correlated. 

Umar et al. (2014) 
studied the impact of 
inflation on banking 
sector performance. 

Developed and developing 
countries 

Conceptual analysis They noted that inflation leads to 
high banking sector performance as 
long as banks increase interest rates 
in anticipation to high inflation in 
order to gain more revenue. Their 
study also found out that inflation 
reduced the purchasing power, loans 
policy and equity holding 
performance of banks. 

Manoel (2007) 
investigated the impact 
of inflation on financial 
development. 

Brazil with annual data 
between 1985 and 2002. 

Time series and 
panel time series 
data analysis. 

Inflation had a deleterious impact on 
financial development. High inflation 
slowed down the rate at which 
financial development stimulated 
economic growth in Brazil. 

Almalki and Batayneh 
(2015) studied the nexus 
between inflation and 
financial development. 

Saudi Arabia with annual 
time series data from 1982 to 
2013. 

ARDL estimation 
technique was used. 
Banking sector 
development proxy 
was used as a 
measure of financial 
development. 

The study revealed that there exist a 
long run relationship between 
inflation and financial development 
in Saudi Arabia during the period 
under study. Inflation negatively 
affected financial development both 
in the long and short run in Saudi 
Arabia. Previous financial sector’s 
policies positively and significantly 
influenced financial sector 
development. 
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Rousseau and Wachtel 
(2000) explored the link 
between financial 
development, inflation 
and economic growth. 

Developing countries Panel data analysis 
using banking sector 
variables as 
measures of the 
financial system. 

They found out that high levels of 
inflation inhibit economic growth 
through negatively affecting the 
financial sector’s ability to mobilize 
savings and lend them to the 
productive sectors of the economy. 
 
 

Ozturk and Karagoz 
(2012) investigated the 
link between economic 
growth, inflation and 
financial development. 

Turkey using time series data 
ranging from 1971 to 2009. 

ARDL estimation 
technique using 
banking sector 
development 
measures of 
financial 
development. 

The study noted that inflation 
negatively affected financial 
development in Turkey. 

Rousseau and Wachtel 
(2002) studied the 
relationship between 
inflation and finance. 

84 countries using panel data 
from 1960 to 1995 

Panel data analysis An inflation range between 13% and 
25% was observed beyond which 
inflation begin to negatively affect 
financial development’s ability to 
influence economic growth. Inflation 
was also found to have a negative 
impact on financial depth in the 
countries studied. 

Aboutorabi (2012) 
analyzed the link 
between financial 
development and 
inflation. 

Iran using time series data 
from 1973 to 2007. 

ARDL approach. Higher levels of inflation did not only 
negatively affect banking system 
financial development but also 
reduced the effectiveness and 
efficiency of the banking sector’s 
intermediation functional duties.   

Barugahara (2012) 60 countries using panel data 
from 1980 to 2009. 

Generalized 
Methods of 
Moments estimation 
technique. 

Higher inflation was found to have 
had a deleterious influence on the 
financial sector’s ability to reduce 
income inequality. 

Zaman et al. (2010) 
studied the relationship 
between inflation and 
financial development. 

Pakistan using time series 
data (1974 to 2007). 

Johansen co-
integration, F-
Bounds co-
integration test and 
Vector 
Autoregressive 
approaches.  

The study noted that inflation and 
financial development were co-
integrated. Moreover, inflation was 
found to have had a positive 
influence on financial development 
in the long and short run in Pakistan 
contrary to majority of empirical 
studies. 
 

Odhiambo (2009) 
explored the relationship 
between inflation and 
finance-growth nexus. 

Kenya using time series data 
(1969-2006). 

Co-integration and 
error correction 
model. 

Inflation Granger caused financial 
sector development in both the long 
and short run in Kenya. 

Source: Author compilation 
 
In summary, majority of inflation-financial development studies took a narrow perspective of the financial 
sector, focused on single countries and avoided emerging markets as a bloc of countries. Moreover, they 
assumed that there exists a linear relationship between inflation and financial development. Even the few 
that took into account the non-linearity of the inflation-financial development nexus, they used simplistic 
threshold regression models. 
 
Inflation and financial development trends in South-Eastern Asian emerging markets: Inflation 
consumer prices (annual %) went up by 11.97 percentage points, from 87.52% in 1994 to 20.49% in 1999 
whilst stock market turnover ratio increased from 29.43% in 1994 to 33.04% in 1999 in Indonesia. The 
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period between 1999 and 2004 saw inflation consumer prices (annual %) in Indonesia declining by 14.25 
percentage points, further decreased by 1.43 percentage points, from 6.24% in 2004 to 4.81% in 2009 before 
recording a 1.58 percentage points positive growth during the subsequent five year period to close year 2014 
at 6.39%. Stock market turnover ratio for Indonesia recorded a 3.17 percentage points negative growth, from 
33.04% in 1999 to 29.87% in 2004, went up by 10.18 percentage points during the subsequent five year 
period (2004 to 2009) before plummeting by 18.55 percentage points, from 40.05% in 2009 to 21.49% in 
2014. On the other hand, inflation consumer prices (annual %) for Malaysia marginally went down by 0.98 
percentage points, from 3.72% in 1994 to 2.74% in 1999 whereas stock market turnover ratio increased by a 
massive 23.51 percentage points (from 6.49% in 1994 to 30.06% in 1999) during the same time period. The 
five year period between 1999 and 2004 saw inflation consumer prices (annual %) and stock market 
turnover ratio for Malaysia declining by 1.23 and 0.22 percentage points respectively. Inflation consumer 
prices (annual %) for Malaysia then plummeted by 0.94 percentage points, from 1.52% in 2004 to 0.58% in 
2009 before recording a 2.56 percentage points positive growth during the subsequent five year period to 
end the year 2014 at 3.14%. The same trend applies to the stock market turnover ratio for Malaysia which 
decreased by 1.89 percentage points, from 29.84% in 2004 to 27.95% in 2009 before positively growing by 
3.13 percentage points during the five year subsequent period (from 27.95% in 2009 to 31.08% in 2014).  
 

 
 
Source: UNCTAD (2016) 
 
In Philippines, inflation consumer prices (annual %) was characterised by a general declining trend during 
the period from 1994 to 2014 whilst stock market turnover ratios were punctuated by a mixed trend during 
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Figure 1: Inflation trends for South-Eastern Asian Emerging Markets
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the same time period. Inflation consumer prices (annual %) plummeted by 4.45 percentage points, from 
10.39% in 1994 to 5.94% in 1999 before further declining by 1.11 percentage points during the subsequent 
five year period to end the year 2004 at 4.83%. Moreover, inflation in Philippines marginally declined by 0.61 
percentage points, from 4.83% in 2004 to 4.22% in 2009 before recording another slight decrease of 0.11 
percentage points during the five year subsequent period to end the year 2014 at 4.10%. Stock market 
turnover ratio went down from 45.95% in 1999 to 11.31% in 2004, increased by 5.28 percentage points 
during the subsequent five year period (2004 to 2009) and plummeted by 0.46 percentage points, from 
16.58% in 2009 to 16.12% in 2014. 
 

 
Source: UNCTAD (2016) 
 
In Thailand, inflation consumer prices (annual %) declined by 4.76 percentage points, from 5.05% in 1994 to 
0.28% in 1999 whilst stock market turnover ratio increased by 1.49% during the same period (from 63.76% 
in 1994 to 65.25% in 1999). Both inflation and stock market turnover for Thailand went up by 2.47 and 36.09 
percentage points respectively during the period from 1999 to 2004. Inflation measured by consumer prices 
(annual %) marginally decreased by 0.63 percentage points, from 2.76% in 2004 to 2.13% in 2009 whilst 
stock market turnover ratio massively declined by 29.78 percentage points during the same time frame (from 
101.34% in 2004 to 71.56% in 2009). Thailand saw inflation rate further declining by 0.24 percentage points 
whilst stock market turnover ratio increased by 0.61 percentage points during the subsequent five year 
period to end the year 2014 at 1.89% and 72.17% respectively. Singapore was characterised by a decline in 
both inflation and stock market turnover ratio during the five year period from 1994 to 1999. The latter went 
down from 3.10% in 1994 to 0.02% in 1999 whereas stock market turnover ratio plummeted by a huge 
margin, from 66.29% in 1994 to 55.66% in 1999. Moreover, inflation for Singapore increased by 1.65 
percentage points, from 0.02% in 1999 to 1.66% in 2004, declined by 1.06 percentage points from 2004 to 
2009 and then surged by 0.41 percentage points, from 0.60% in 2009 to 1.01% in 2014. On the other hand, 
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Figure 2: Stock market turnover trends for South-Eastern Asian Emerging 
Markets
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stock market turnover ratio of Singapore decreased by 4.71 percentage points,  from 55.66% in 1999 to 
50.95% in 2004, marginally increased by 1.80 percentage points during the subsequent five year period 
(2004 to 2009) before massively declining by 26.10 percentage points, from 52.74% in 2009 to 26.65% in 
2014.  
 
3. Estimation technique, results discussion and interpretation 
 
This section covers data, data sources, variables used, the estimation technique employed, results summary, 
discussion and interpretation. 
 
Data and variables used: This study used financial development as a dependent variable, inflation as an 
independent variable and control variables (trade openness, economic growth and FDI) ranging from 1994 to 
2014 for South-Eastern Asian emerging markets. Inflation consumer prices (annual %) was used as a 
measure of inflation, stock market turnover ratio as a proxy for stock market development, domestic credit 
by banks to the private sector (% of GDP) as a proxy for banking sector development whilst outstanding 
domestic private debt securities as a ratio of GDP was used as a measure of bond market development. 
Following Nobakht and Madani (2014), this study converted all the data into natural logarithms before any 
threshold regression analysis could be done in an attempt to do away with data abnormality and auto-
correlation bias. 
 
Economic growth, FDI and trade openness were used as control variables, consistent with empirical evidence. 
For example, Saleryd and Vlachos (2002); Huang and Temple (2005) argued that openness of the economy 
spur financial development through attracting foreign and domestic investment into the financial system. 
Shahbaz and Rahman (2010) showed that FDI inflows boost financial markets competition thereby making 
them more efficient. Levine (1997) revealed that FDI improve both stock market and banking sector liquidity 
as it brings along huge capital injection into the host country. Proponents of the demand following hypothesis 
such as Robinson (1952) and Patrick (1966) postulated that economic growth increases the demand of 
financial services which lead to the introduction of new financial sector firms in order to meet the increased 
demand for financial services. The secondary data for the dependent, independent and control variables was 
obtained from UNCTAD (2016) and World Bank (2015), databases which are quite reputable internationally. 
In line with literature, inflation is expected to negatively influence financial development whilst trade 
openness, FDI and economic growth are expected to have a positive impact on financial development. The 
general financial development model for this study is summarised in equation 1. 
 
FD=f(INFLATION, ECONOMIC GROWTH, TRADE OPENNESS, FDI).    [1] 
 
Whereas inflation is the chief determinant of financial development in this paper, other factors such growth, 
openness and FDI have also been identified by literature as significant explanatory variables of financial 
development. 
 
Econometric estimation framework: Bick (2010) critiqued the original static panel threshold regression 
model founded by Hansen (1999) by arguing that failure to include the regime intercepts in the model cause 
variable omitting bias in the estimation of threshold co-efficients and the regression slope. The general model 
of Bick (2010) is as follows: 
 

y
it

=µ
i
+ 1 x

it
I(x

it
≤)+δ

i
I(x

it
≤)+ 2 x

it
I(x

it
>)+φz

it
+Ɛit    [2] 

y
it

is the ratio of economic growth as a ratio of GDP for country i at time t,µ
i
 is the specific country fixed effect; 

1 and 2  are the slope coefficients,represents the threshold level, φz
it

stands for control variables, z
it 

represents a vector of conditional information set of explanatory regressors which include the exogenous 
variables. X

it
is threshold variable which is exogenous whilst δ

i
stands for the regime intercepts. I stands for 

the indicator function for non-linearity between inflation and growth whilst (Ɛit) is the error term. The 
theoretical foundation of Bick (2010) model is that there is a maximum level of inflation beyond which 
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economic growth is negatively influenced. Similarly, the theoretical bedrock of this study is that there is a 
maximum threshold level of inflation rate above which financial development begins to be negatively 
affected. Modified equations describing the relationship between inflation and financial development is as 
follows, consistent with Bick (2010) approach.  
 

STOCK
it

=µ
i
+ 1 Infl

it
I(Infl

it
≤)+δ

i
I(Infl

it
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it
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Where STOCK

it
is the stock market development for country i at time t, BANK

it
 stands for banking sector 

development for country i at time t and BOND
it

is the bond market development for country i at time t. The 

independent variable Infl
itrepresents inflation for country i at time t.  

 
Following Bick (2010), the author eliminated the specific fixed effects using the standard within 
transformation method before employing the ordinary least squares (OLS) to estimate the threshold levels 
which must be reached before inflation begins to retard or negatively affect financial sector development. 
 
4. Results and interpretation 
 
Table 2 shows the results of the static panel threshold estimation technique. 
 
Table 2: Results of the Bick’ (2010) panel threshold regression model  
 Model 1:STOCK= f(inflation, controls) Model 2:BANK= f(inflation, controls) 
Threshold 
Estimate 

5.95%.        C.I.[4.43%-5.99%] 5.91%.                 C.I.[5.88%-6.17%] 

 Coefficient Std. error T statistic Coefficient Std. error T statistic 

1  0.2668 0.4782 0.5584 0.5003** 0.2401 2.0837 

2  0.3671 0.8926 0.4113 0.1937 0.2197 0.8817 
δ

i
 -1.3892 0.9953 -1.3958 -1.0027 0.7027 -1.4269 

Growth 0.3346 0.9372 0.3570 0.0031 0.0484 0.0641 
Openness -0.0626 0.9028 -0.0693 -0.2017 0.9022 -0.2236 
FDI 0.2448* 0.1286 1.8974 0.4902** 0.2196 2.2322 
 Model 3: BOND= f(inflation, controls)  
Threshold 
Estimate 

4.89%.                C.I.[4.47%-5.01%]  

 Coefficient Std. error T statistic    

1  0.6639 0.5823 1.1401    

2  0.0327 0.0723 0.4523    
δ

i
 

-0.9804 0.1710 -5.7333    
Growth 0.2217 0.9871 0.2246    
Openness 0.6739** 0.2902 2.3222    
FDI 0.4218 0.3018 1.3976    
*/**/*** indicate 10%/5%/1% respectively 
 
Inflation rate below or equal to the threshold of 5.95% positively influenced stock market development 
whilst inflation above the same threshold level more positively boosted stock market development in the 
South-Eastern Asian emerging markets. In other words, a 1% increase in inflation at levels less or equal to a 
5.95% threshold led to a 26.68% increase in stock market development whilst a 1% in inflation at levels 
above the threshold resulted in stock market development going up by 36.71%. This is contrary to most 
literature on this subject which says that higher levels of inflation negatively affect financial development. 
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However, this finding still resonate with Tobin (1965) whose study suggested that that high inflation 
increases investment levels as consumers move their portfolios from money assets to capital assets to shield 
themselves against the effects of inflation. The finding is also consistent with English (1999) who argued that 
households in an inflationary environment replace transaction services for money balances hence improving 
not only the rate at which financial services are produced but the overall financial development.  
Inflation levels below or equal to a threshold of 5.91% positively and significantly impacted on banking sector 
development whereas inflation levels above the threshold positively but non-significantly influenced banking 
sector development in South-Eastern Asian emerging markets. The size of the co-efficients shows that the 
levels of inflation below or equal to the threshold more positively affected banking sector development 
whereas the levels of inflation above the threshold had a smaller positive and insignificant impact on banking 
sector development in South-Eastern Asian emerging markets. Moreover, inflation levels below or equal to 
the threshold of 4.89% had a more positive impact on bond sector development whilst inflation levels above 
the threshold had a weak positive influence on bond sector development in South-Eastern Asian emerging 
markets. The results of the relationship between inflation and financial development support literature 
(Umar et al., 2014) which says that higher levels of inflation do not necessarily negatively affect financial 
development but reduce the rate of financial development. The findings also resonate with Boyd et al. (2001) 
whose study revealed that inflation below a certain threshold had a positive influence on financial 
development whilst inflation above a threshold negatively affected financial development in developing 
countries. Economic growth and FDI positively influenced banking sector, bond and stock market in line with 
literature (Saleryd & Vlachos, 2002; Huang & Temple, 2005; Shahbaz & Rahman, 2010; Levine, 1997). 
Openness contradicted the theory in model 1 and 2 and agreed with literature in model 3. The possible 
reason for the contradiction could be that high levels of openness could have allowed or facilitated some 
investors to offload their shares at the local stock exchange. 
 
5. Conclusion 
 
This study investigated the existence of inflation thresholds in the inflation-financial development nexus in 
the South-Eastern Asian emerging markets using the static panel threshold regression framework proposed 
by Bick (2010). The negative impact of inflation on financial development is a settled matter in both 
theoretical and empirical literature. However, this paper was prompted by recent literature (Boyd et al., 
2001; Abbey, 2012; Kim and Lin, 2010) which suggested the relationship between inflation and financial 
development is not linear and is characterised by inflation threshold levels. The study found out that lower 
levels of inflation is good for financial development whilst higher levels of inflation slows down the rate at 
which banking sector, stock and bond markets develops in line with Kim and Lin (2010) who found that it is 
only when inflation exceeds a certain minimum threshold level that informational frictions in the credit 
markets begin to overall reduce financial sector development. They also concur with Gillman and Kejak 
(2007) whose study noted that higher levels of inflation slowed the rate of financial sector’s efficiency and 
effectiveness in performing its intermediary function in Iran. The authorities in the South-Eastern Asian 
emerging economies are therefore urged to implement macroeconomic policies that ensure inflation rates do 
not exceed the threshold levels estimated by this study in order to guarantee sustainable growth of their 
financial systems. Economic growth policies and FDI attraction strategies should be implemented by the 
South-Eastern Asian emerging markets if they intend to develop their financial markets. 
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