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Introduction

In recent decades, innovation has been recognized as one of the main pillars of economic growth,
productivity enhancement, and the improvement of national competitiveness. However, innovation
cannot be achieved solely through access to financial resources; it also requires efficient institutional
and legal frameworks capable of ensuring reliable financing flows, contract formation and
enforcement, and protection of intellectual property assets. The economic literature identifies financial
development as a key factor in improving capital allocation and supporting innovative activities.
Nevertheless, cross-country experience demonstrates that the positive effects of financial development
depend heavily on the quality of legal systems and regulatory structures. In the absence of adequate
legal frameworks, financial development may not only fail to stimulate innovation but may instead
hinder it by diverting resources toward low-risk and non-productive activities. This study is designed
to explore this complex relationship and the mediating role of legal infrastructure. The main objective
is to examine the nonlinear relationship between financial development and innovation, with particular
emphasis on the role of business law infrastructure in selected member countries of the Organization
of Islamic Cooperation (OIC). The subsidiary objectives include analyzing the threshold effects of
financial development on innovation, assessing the moderating role of components such as intellectual
property rights protection, contract enforcement quality, regulatory stability, and corporate
governance, and examining the influence of control variables such as economic growth, foreign direct
investment, and trade openness. Ultimately, the study seeks to provide policy-oriented insights aimed
at strengthening the synergy between financial development, legal reform, and innovation
performance.

Method

This research adopts a mixed quantitative—qualitative approach. In the quantitative section, a Panel
Smooth Transition Regression (PSTR) model is employed to investigate the nonlinear and threshold
relationship between financial development and innovation. The dataset covers 27 OIC member
countries over the period 2011-2022 and is compiled from sources including the World Bank and the
International Monetary Fund. The dependent variable is the Global Innovation Index, while the main
independent variable is the financial development indicator, proxied by domestic credit to the private
sector.
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Control variables include GDP per capita, foreign direct investment, and trade openness.In the
qualitative and analytical component, the econometric findings are interpreted within a legal-
institutional framework, drawing on indicators of business law quality (such as intellectual property
protection, efficiency of contract enforcement, and quality of financial regulation) in order to elucidate
the legal dimensions of the identified relationship.

Findings

The econometric results confirm the existence of an inverted U-shaped nonlinear relationship between
financial development and innovation. At low levels of financial development, increases in financial
indicators exert a negative effect on innovation. This adverse impact is primarily attributed to
weaknesses in legal and institutional infrastructure, including insecure intellectual property rights,
ineffective contract enforcement, regulatory instability, and poor governance quality. Under such
conditions, financial resources are diverted away from innovative and high-risk projects toward
speculative and short-term activities. However, once a critical threshold of financial development is
surpassed, the relationship becomes positive. At higher levels of financial development, countries
exhibiting stronger business law institutions experience a significant enhancement in innovation as a
result of financial deepening. Regarding control variables, the findings indicate that economic growth
and foreign direct investment also display threshold behavior, exerting positive and statistically
significant effects on innovation only after financial development exceeds the identified threshold.
This further underscores the central role of an enabling institutional environment in activating the
beneficial effects of these variables. By contrast, trade openness alone, without adequate legal support,
does not demonstrate a significant impact on innovation. Qualitative analysis reinforces these results,
indicating that strong intellectual property rights, an efficient and predictable judiciary in contract
enforcement, regulatory stability and transparency in financial markets, and high standards of
corporate governance constitute key legal infrastructures necessary to channel financial development
toward innovation. In the absence of these conditions, financial development is unable to fulfill its
constructive role.

Conclusion

This study clearly demonstrates that the relationship between financial development and innovation is
neither simple nor linear, but is fundamentally conditioned by the quality of legal and institutional
infrastructure. Financial development, in itself, does not guarantee enhanced innovation; rather, only
within a high-quality legal-institutional framework and beyond a specific threshold can it function as
an enabling force for innovation. The findings emphasize that financial development policies must be
implemented concurrently and coherently with deep institutional reforms in areas such as
strengthening intellectual property regimes, improving judicial processes and contract enforcement,
enhancing regulatory transparency and stability, and reinforcing corporate governance principles.
Without such institutional linkage, financial capital may be redirected toward non-productive sectors,
potentially exerting adverse effects on economic dynamism and innovation. Accordingly, the key
policy recommendation is to move toward the design and implementation of “integrated financial
development and legal reform programs,” ensuring that newly created financial capacities are
effectively mobilized to support the creation and diffusion of innovation.
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