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1- INTRODUCTION
Financial innovation includes new financial instruments, the creation

of new corporate structures, the formation of new financial institutions, the
development of new methods of financial accounting and reporting. Such
improvements in the financial system are key to financial productivity along
with economic growth. It seems that the institutional conditions can affect
how the development of financial markets affects economic growth. This is
important in all countries, but it can be even more important in developing
countries, usually not at the desired level of good governance index. In
addition, another point that has been neglected in literature is the
consideration of new financial instruments in the stock market. One of the
financial innovations in the stock market is exchange-traded fund (ETF).
The ETF allows the investor to have a diverse and low-risk portfolio. With
this new instrument, passive funds are made available to investors.

In sum, considering the existing study gap, the present study examines
the impact of financial innovation on the economic growth of developing
and developed countries by considering the institutional quality.

2- THEORETICAL FRAMEWORK

There are six significant functions to financial innovation: Transfer
funds, collect funds, manage risk, extract information to support decision
making, address information asymmetry, and facilitate the purchase and sale
of goods and services through the payment system. There should be no
institutional, political, or regulatory barriers to financial innovation in
performing these tasks. At best, government incentives should be set up to
promote financial innovation.

Researchers examine the economic impact of financial innovation from
two perspectives: The growth and innovation perspective and the fragility
and innovation perspective. The growth and innovation perspective states
that financial innovation improves the process of financial intermediation
and, in turn, stimulates economic growth. The innovation and fragility
perspective states that financial innovation leads to a more fragile and
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vulnerable financial system; therefore, it is an obstacle to economic growth.
There is no consensus on which view is dominant.

Some studies show that innovation in the financial system can
accelerate Bangladesh's economic growth through a positive effect on
financial development and economic resources. Some studies, use research
and development costs in the financial sector as a proxy for financial
innovation and show that innovations are likely to contribute to economic
growth, and incorrect regulation can be a barrier to growth. Another study
shows that financial innovation (Financial Innovation Expenditures)
significantly impacts economic growth.

Researchers believe that institutions, laws, regulations, and policies are
essential for influencing financial innovation in the economy. Countries that
encourage financial innovation accelerate the convergence of their
economies into technology growth rates. Some studies also showed that
financial innovation's impact is more substantial in countries with more
security markets. Financial innovation positively affects growth in countries
with more constraints on bank performance.

3- METHODOLOGY
We use a dynamic threshold panel model to investigate the nonlinear
effect of financial innovation on economic growth.

4- RESULTS & DISCUSSION

The value of the threshold parameter in this study is 1.67, which is
located between the lower (1.64) and upper (1.68) limits and is significant at
the 10% confidence level. According to the results, the economic growth
whit one lag variable with a coefficient of 0.28 has a positive and significant
effect on economic growth. Significance of the effect of economic growth
with a lag on economic growth indicates the dynamics of the behavior of
this variable. The good governance index, which is considered as a
threshold variable in this study, plays a role in the impact of financial
innovation on economic growth. Thus, when the level of good governance
index is lower than the threshold level, the effect of financial innovation on
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economic growth is 0.02 and when the level of good governance index is
higher than the threshold level, the effect of financial innovation on
economic growth is more and 0.04.

5- CONCLUSIONS & SUGGESTIONS

The present study results show that in the impact of financial innovation
on economic growth, governments and economic institutions' role in
enforcing laws related to good governance indicators cannot be ignored.
Since the financial innovation in the stock market has a positive impact on
economic growth, this effect has different consequences under the lower and
upper levels of governance. In other words, financial innovation is
meaningful and has a more substantial impact when good governance
practices are implemented at higher levels; therefore, governments should
strive to implement the criteria of good governance better. However,
because countries differ in their institutional environment and definition of
good governance indexes, implementing these practices may not produce
the same results.

Keywords: Dynamic panel threshold model, Economic growth,
financial innovation.
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