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ABSTRACT: The source of financial development is less investigated in the literature, especially the role
foreign direct investment (FDI) plays on financial development. Using data from 50 countries joining the
Belt and Road Initiative, this article at first time tests the impact of FDI on financial development in a host
country. Empirical results show that FDI can significantly improve the development of financial sector,
especially the development of financial markets. FDI is found to be a stronger driver of financial develop-
ment for countries with higher quality institutions. Moreover, FDI not only increases financial deepening,
but also enhances financial function.

KEY WORDS: FDI, financial development, financial function, institutional quality, the Belt and Road
Initiative

JEL CLASSIFICATIONS: F21, G2, K0

Finance represents the core of the modern economy, and is a major engine for promoting the economic
development of a country. Most existing studies on the subject emphasize that financial development is
positively associated with economic growth (Levine 2005; Pagano 1993). A good financial system can
help transform savings into investments, can optimize resources allocation regardless of time and space,
and spread risk for investors. However, few studies have shed light on the determinants of financial
development, and even fewer have investigated the specific relationship between foreign direct investment
(FDI) and financial development. For developing countries, FDI is the most important source of capital
inflow, and a significant promoter for technological and industrial upgrading. Existing studies on FDI have
rather paid attention to the economic impact of FDI on host countries as well as the institutional conditions
of these impacts. However, few scholars have likewise investigated the influence of FDI on the develop-
ment of the financial sector in a host country. With these considerations in mind, this study intends to make
up for these deficiencies in the academic research on the topic by specifically exploring the relationship
between FDI and financial development.

This study focuses on the countries along the path of the Belt and Road Initiative (BRI) as
a research sample for its case study. In 2015, the Chinese government launched the BRI to foster
common development internationally through investment cooperation. The initiative aims to
strengthen regional economic exchange as well as connectivity to foster common prosperity for all
nations involved. Specifically, “the Belt” refers to China’s ancient Silk Road economic belt, while “the
Road” refers to China’s maritime trade routes of the twenty-firstcentury. Most of the countries along
the path of the BRI are in Eurasia. By the end of June 2017, 68 countries have actively participated in
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the BRI excluding China herself (see appendix). These Belt and Road (B&R) countries play an
important role in the global economy, and together have become a major driving force for global
economic growth in recent years. Therefore, research focused on economic development in these B&R
countries will help academics and policymakers understand the patterns of international economic
development and growth better.

As the creator and source of the BRI, the Chinese government plays a crucial role in its develop-
ment and progress. International investment is a vital centerpiece of the BRI, and the Asian
Infrastructure Investment Bank (AIIB) has correspondingly become the primary institution of multi-
national investment for the BRI. These investments flow to the B&R countries via international
cooperation, promoting infrastructure construction and economic development. Provided its benefits
for interconnectivity and mutual prosperity, the ability of a foreign investment to improve economic
performance as well as welfare for a host country has become a critical factor for affecting the host
country’s willingness to participate. Levels of financial development in the B&R countries are
relatively low. If FDI can promote financial development in these countries, the potential for economic
growth in these countries will greatly increase. As such, this study aims to explore whether FDI will
drive financial development in the countries found along the path of the BRI.

First, this study will empirically test the relationship between FDI and financial development with
the samples provided by the countries along the path of the BRI. Second, the square of FDI is
introduced to the study’s regression to test whether there is a nonlinear relationship between FDI and
financial development. Furthermore, an interaction term for institutional quality and FDI is introduced
to see whether the effect of FDI on financial development is altered for variable institutional condi-
tions. Lastly, financial accessibility, efficiency, and stability are taken into account while exploring the
influence of FDI on the quality of financial development.

Specifically, this study contributes to the scholastic research on the topic in the following three
respects. First, this study expands on the determinants of financial development in demonstrating how
FDI affects financial development. Second, this study investigates matters of institutional quality in the
FDI-financial development nexus, which works to enrich related studies on institutions and FDI.
Third, this study takes the quality of financial development into account specifically. FDI not only
promotes financial deepening, but also improves the function of the financial sector.

The rest of this article is organized as follows. Section 2 presents a literature review as well as the
study’s research hypotheses. Section 3 presents the empirical study’s designs and offers a description
of the data utilized in the study. Section 4 presents an empirical analysis of the results. Section 5
discusses the influence of FDI on the quality of financial development. Lastly, Section 6 concludes.

1. Literature Review and Hypothesis Development

1.1. Determinants of Financial Development

A great deal of academic research highlights the positive role financial development plays in economic
growth (Law and Singh 2014; Levine 2005; Pagano 1993). An effective financial system can improve
the supply of financial resources, reduce the transaction costs of financial intermediation activities, and
improve efficiency for resource allocation as well as for the formation of capital. Through these
multifaceted benefits, a sound financial systems improves economic development substantially overall.
A consensus on the beneficial relationship between financial development and economic growth has
been reached in the scholastic community. However, this begs the question of why levels of financial
development vary across different countries. The academic community has yet to form a consensus on
this last point. The primary determinants of financial development are economic development,
institutional culture, and economic openness.

First, economic development is an essential factor in financial development. With continuous
progress in economic development and the subsequent expansion of economic scale, the demand for
effective financial instruments and services from households and enterprises is increasing concurrently
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(Goldsmith 1969; Gurley and Shaw 1967). This increased demand stimulates innovation and devel-
opment in the financial sector. As a result, the financial sector expands with economic development as
well (Robinson 1952). Empirical studies have found that there is a two-way causal relationship
between financial development and economic growth (Khan and Senhadji 2003). In other words,
financial development can promote economic growth and vice versa. In addition to economic growth,
inflation rates, and the growth rates for investments, as well as other macroeconomic variables, are
important factors in financial development. Additionally, they are especially significant to the devel-
opment of stock markets (Boyd, Levine, and Smith 2001; Yartey 2008).

Second, the systems and culture of institutions in a nation significantly affect its levels of financial
development. A country’s legal system and the cultural origin of that system will affect the degree to
which property rights and investors are protected. It additionally influences the levels and modality of
development for the nation’s financial markets (Beck et al. 2008). La Porta et al. (2002) classify the
legal systems of countries all over the world in accordance with the cultural origins of their law.
Examples include common law, French law, German law, and Scandinavia law. The study found that
these countries with different legal origins form different financial structures. Common law countries
place a premium on protecting investors, which makes it easier to form market-oriented financial
structures in such countries. In contrast, the financial system in a country with a French legal system or
German legal system is more likely to be bank-oriented. Culture also affects financial development as
an informal institution. The empirical research of Dutta and Mukherjee (2012) has shown that in
countries where there is a culture of self-confidence, people tend to be more active in financial
activities, which leads to higher levels of financial development in the given country.

Third, the higher the degree of economic openness in a country, the higher the levels of its financial
development. Rajan and Zingales (2003) posit that a more open country’s product market and capital
help promote the country’s financial development. Opening a country’s markets to the outside world is
made up of two aspects, opening trade and opening capital accounts. As to trade openness, Do and
Levchenko (2004) argue that trade openness affects the demand for external financing, subsequently
affecting levels of financial deepening in a country. The work of Le, Kim, and Lee (2016) empirically
tested the relationship between trade openness and financial development by studying countries in the
Asia Pacific region, and found that the openness of a country’s trade is positively correlated to the
development of its banking sector. As to openness in capital accounts, Mishkin (2009) stresses that
capital account liberalization helps increase transparency as well as reduce adverse selection and moral
hazard, thus reducing the cost of financing from capital markets while promoting the development of
these capital markets. Zhang, Zhu, and Lu (2015) argue that both trade openness and capital account
liberalization contribute to increased financial efficiency.

1.2. FDI and Financial Development

As one of the most important sources of capital inflow, FDI has a significant positive effect on a host
country’s economic development (Alfaro et al. 2004; Borensztein, De Gregorio, and Lee 1998; Iamsiraroj
2016). FDI not only draws capital to a host country, but also brings advanced technology and management
experience with it, promoting technological progress and economic growth in the country further.
Additionally, the investments from multinational companies most often create jobs for the residents of
the host country. However, existing studies have been less concerned with the impact of FDI on the
financial systems of host countries or the subsequent development of their financial sectors. Desbordes and
Wei (2017) believe that financial development in host countries as well as the country of origin are
positively related to FDI. Most studies on the topic emphasize that a host country requires a sufficiently
mature financial market for FDI to promote economic growth comprehensively (Alfaro et al. 2010).
However, these studies do not take into account how FDI, in and of itself, may directly promote financial
development for host countries.

FDI can promote the development of financial sectors through the following four means. (1) FDI
can directly promote the scale of finance. FDI includes direct physical investments as well as monetary
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investments. This inflow of currency is injected directly into the financial system of a host country,
which leads to an increase in the nation’s financial scale, thereby promoting the development of the
country’s financial sector. This is especially the case for the host country’s banking sector.

(2) FDI also accelerates financial development by stimulating short-term financing demand. When
FDI flows into a host country, it is often directed to new enterprises and projects. FDI represents
relatively long-term capital that can be used as the starting capital for many projects. During initial
operations, enterprises need short-term financing to cover their short-term liquidity risks. In the end,
this demand leads to the development of the host country’s financial sector.

(3) FDI that is funneled to a country’s financial sector fosters the learning of advanced financial
management techniques in addition to improving its financial efficiency in general. As an important
component of FDI, financial sector FDI generally refers to establishing new foreign capital or joint
venture financial institutions within the host country. With the injection of FDI into a host country’s
financial sector, advanced financial management experience follows closely, providing technical
support for increased financial efficiency in the host country’s future.

(4) FDI can increase savings in a host country as well by raising its national income levels. In this
respect, the positive role of FDI in economic growth is beyond doubt. While promoting economic
growth, FDI also improves the income levels of a host country’s residents, who have a tendency to
save. With continued increases in their income levels, residents in the host country will have a stronger
incentive to invest in their country’s financial system with their excess income. As a result, these
residents’ savings gradually shift from simple deposits into financial assets and investments. In light of
these considerations, this study posits a first hypothesis:

H1: FDI is positively associated with financial sector development.

1.3. Institutional Quality

Since the pioneering work on institutional economics conducted by North (1981), scholars have consistently
backed the idea that institutional quality is one of the important factors in economic development (Acemoglu
and Verdier 1998). Higher quality institutions promote international trade and FDI for a developing host
country (Buchanan, Le, and Rishi 2012; Levchenko 2007). In countries where the legal system is relatively
advanced, investors and their property rights enjoy higher degrees of protection. When such a social system
protects the legitimate rights and interests of its investors, they become more willing to invest. Moreover,
under a sound institutions and systems, a nation’s consumer market is more active and efficient. Enthusiastic
consumer demand ensures profitability for the investment projects of a country in turn.

Studies on FDI and economic growth in host countries has found that the ability to utilize the
externalities that come from FDI investment determines the effect of FDI on a country’s economic
growth (Alfaro et al. 2010). This ability to utilize FDI externalities is affected primarily by the
institutional environment and political stability in a given country. The spillover effect of FDI on
a host country’s economic development is greater for countries with higher quality institutions and
better legal systems. In such cases, FDI plays a more active role in promoting financial development.
With this in mind, this study proposes a second hypothesis:

H2: The effect of FDI on financial development is more pronounced in countries with higher quality
institutions.

2. Data and Model Specifications

2.1. Data

For this study, the countries joining the BRI are used as the data sample to estimate the effect of FDI
on financial development. Due to complications in obtaining data, the data for the 50 countries along
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the B&R was collected only for the period from 1989 to 2011. The main macroeconomic variables are
taken from the World Development Indicators database of the World Bank, while the relevant variables
of financial development are taken from the Global Financial Development database. As for institu-
tional quality, measures in the three dimensions of law and order, corruption, and ethics are taken from
the International Country Risk Guide.

2.2. Model Specifications: FDI and Financial Development

In order to explore the relationship between FDI and financial development, the following regression
model was constructed:

FDi;t ¼ αþ βFDIi;t þ γXi;t þ μt þ ei þ εi;t (1)

The subscripts i and t refer to country and time, respectively (t = 1989–2011). The variable FD
denotes financial development, which is often measured in terms of the ratio of private credit to GDP
in past research on the topic. Considering financial markets and banks as two primary components of
any financial system, and considering that financial market development has attracted growing
scholastic attention, the sum of private credit and stock market value is divided by GDP to attain
a measure for financial development. The variable FDI denotes FDI, and is measured by the ratio of
net inflow of FDI to GDP. As per Hypothesis 1, it is predicted that the coefficient of FDI will be
greater than 0, indicating that the countries along the path of the BRI with greater amounts of FDI
inflow enjoy higher degrees of financial development.

Following the work of Levine, Loayza, and Beck (2000), this study introduces the conditioning
information set (X) into the regression model in order to avoid missing any other important variables
that affect financial development. Considering how price fluctuations lead to changes in the saving
behavior of residents while concurrently affecting financial development, inflation rate (Inflation) is
controlled for in this study. The extent of government involvement in an economy also affects its levels
of financial market development. As such, the size of government involvement (Gov) is controlled for in
this study as well. This variable is measured by government spending as a percentage of national GDP. As
the structural aspects of a country’s population will affect its social burden on an economy, and thereby
affect resident savings, the age dependency ratio (Age) is controlled for by using the proportion of people
over 65 and under 15 years of age as a measure. As a nation’s imports and exports are also vital factors in
financial development, trade openness (Trade) is additionally controlled for and measured by the propor-
tion of total imports and exports in the given country’s GDP. Detailed definitions for each variable are
presented in Appendix A.

The regression model controls for the fixed effects of year (μt) to stabilize the periodic global
volatility that all countries face in international markets. The model also controls for the fixed effects
of country (ei) to capture the individual heterogeneity of a country that does not change with time. The
variable εi;t denotes a random error.

Due to the possible nonlinear relationship between FDI and financial development, the square term of FDI
is incorporated into the regression model. Moderate FDI investments can lead to economic development and
financial development in a host country, while excessive FDI investments may squeeze out local investment,
thereby actually harming the host country’s financial development overall. Therefore, it is expected that the
coefficient of the square term for FDI will be less than 0 and significant. That is to say, with an increase in
FDI, the marginal effects of FDI on financial development will continue to decline. As such, there will be an
optimal FDI level for financial development in a host country.

2.3. Model Specifications: The Moderator Effect of Institutional Quality

In order to test Hypothesis 2, the following regression model was constructed by introducing the
interaction terms for institution quality as well as FDI in the benchmark regression model:
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FDi;t ¼ αþ βFDIi;t þ δFDIi;t � IQi;t þ λIQi;t þ γXi;t þ μt þ ei þ εi;t (2)

where IQi;t is institution quality. Directly measuring the quality of a country’s institutions is difficult,
so three indexes from the International Country Risk Guide were chosen to serve as proxy variables
for institution quality. First, countries and regions with a more accomplished legal system will have
better legal order, and as such, the Law and Order (Law) index is utilized as the first proxy variable for
measuring the quality of a country’s system. Second, the better a political system in a given country,
the less corruption prone its officials will be, and as such the Corruption (Corruption) index is used as
the second proxy variable. Third, the better the social system in a given country, the less likely it is to
suffer from ethnic strife and conflict, as so the Ethnic tension (Ethnic) index is used as a third proxy
variable. Overall, the greater the value of the indicators, the higher the quality of the system.

The expression FDIi;t � IQi;t is the interaction term for FDI and institutional quality. According to
Hypothesis 2, it is expected that the coefficient of the interaction term δ will be significantly greater
than 0. That is to say, in countries with higher levels of institution quality, FDI will exhibit a stronger
role in promoting financial development. In order to be consistent with the benchmark model, the
necessary conditional information sets are still controlled for in the regression model, as are the
national fixed effects as well as the annual fixed effects.

2.4. Summary Statistics

The study’s 50 sample countries are divided into the two categories, Belt countries, and Road
countries, according to their geographical location in addition to other, historical factors. The Belt
countries are made up of the 33 countries along China’s ancient Silk Road route, and are located
primarily in the hinterland of Eurasia. The Road countries, on the other hand, are made up of the 17
countries along China’s maritime trade routes, and are located primarily around the Indian Ocean and
the Mediterranean Sea. Table 1 presents the mean of the major variables of the study’s sample.
Columns 1–4 list the mean for countries organized into global, Belt country, Road country, and
combined Belt and Road country contexts.

The average level of financial development for countries along BRI is found to be 88.99%, much
lower than the global average of 104.35%. The level of financial development for Road countries is
relatively lagged behind (67.91%), far below the world average. The level of financial development for
Belt countries, on the other hand, is relatively higher (120.74%). That is to say, the coastal B&R
countries exhibit higher levels of financial development, when compared to their landlocked counter-
parts. As far as FDI is concerned, Belt countries score higher (4.27%), while Road countries score
relatively low (3.33%). This indicates that the economic environment in Belt countries tends to be

Table 1. Summary statistics of key variables.

World All Belt Road

FD 104.35 88.99 67.91 120.74
FDI 3.72 3.90 4.27 3.33
Gov 16.10 15.58 17.60 12.55
Trade 81.40 88.64 85.88 92.79
Inflation 11.50 9.51 11.80 6.06
Age 39.06 34.50 34.21 34.93
Law 3.76 4.05 4.27 3.77
Corruption 2.97 2.90 2.82 2.99
Ethnic 4.03 4.03 4.14 3.88

Notes: This table reports mean of key variables used in this article The detailed definitions of all variables are shown in
the appendix.
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more desirable for FDI. However, this does not mean that there is a negative correlation between FDI
and financial development.

The trade openness is of high extent in the coastal Road countries, where lies more developed ports,
with imports and exports amount to 92.79% of total GDP. This value for the Belt countries is 85.88%.
Both of these values are above the global average, and therefore it can be said that B&R countries are
more involved in international trade. When it comes to quality of institutions (specifically concerning
legal systems, corruption, or ethnic tensions), B&R countries differ little from the global average.
When compared with Road countries, however, Belt countries are found to have more robust legal
systems as well as reduced rates of ethnic conflict, but tend to be comparatively burdened with higher
rates of corruption.

3. Empirical Results

3.1. Baseline Model

Table 2 shows the benchmark estimates for the relationship between FDI and financial development.
As shown in Column 1, the coefficient for FDI is 1.994 and significant at the statistical 1% level,
indicating that FDI inflows are significantly positively related to the level of financial development in
the host country. When FDI increases by 1%, the level of financial development in the host country
will increase by about 0.1%.

Belt countries and Road countries were compartmentalized to test the relationship between FDI and
financial development. The coefficients for FDI, presented in Columns 2 and 3 of Table 2, are found to
be 1.458 and 2.805, respectively. Both are significant at the 1% level. That is to say, FDI can

Table 2. Baseline model: FDI and financial development.

(1) (2) (3)

All Belt Road

FDI 1.994*** 1.458*** 2.805***
(0.303) (0.305) (0.657)

Gov −1.287*** −0.360 0.0631
(0.448) (0.436) (1.229)

Trade 0.133* −0.175** 0.500***
(0.0759) (0.0865) (0.140)

Inflation −0.0866 0.0806 −0.199
(0.0663) (0.0588) (0.434)

Age 3.967*** 4.058*** 5.099***
(0.624) (0.598) (1.428)

Constant −111.5*** −124.0*** −173.9***
(25.65) (26.31) (57.05)

Observations 782 470 312
R-squared 0.519 0.663 0.463
Number of countries 50 33 17
Country fixed effect Yes Yes Yes
Year fixed effect Yes Yes Yes

Note: All specifications were estimated using fixed effect estimator. Test statistics and standard errors (in parentheses) of
all variables in the regressions are asymptotically robust to heteroscedasticity. The dependent variable is financial
development in all columns, measured as the ratio of the sum of bank credit and market capitalization to GDP. See the
Appendix for the detailed definitions of all variables. “All” represents the full sample in this article including 50
countries along “The Belt and Road”. “Belt” represents the Silk Road Economic Belt, and “Road” stands for the twenty-
first century maritime Silk Road. ***, **, and * indicate significance at the 1%, 5%, and 10% levels, respectively.
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significantly promote financial development after the two subsamples distinguished. As such, with this
understanding, Hypothesis 1 is verified.1

The complete set of conditional information is controlled for in the study’s model. In Column 2 of Table 2,
the coefficient for the scale of government (Gov) is found to be significantly less than 0, indicating that
a strong government is not conducive to the development of the financial sector in the context of this study.
This is because development in a country’s financial sector tends to be more dependent on spontaneous
market behavior, and strong government regulation tends to weaken the efficiency of capital resource
allocation in national markets.

The coefficient for the dependency ratio (Age) is found to be significantly greater than 0, which is
consistent with the study’s aforementioned predictions. That is, a heavier social burden, especially with
respects to a country’s relative increase in its elderly population, will cause a rise in the proportion of
savings in an economy and thereby improve the level the country’s financial development (Becker 2007;
Butler and Cornaggia 2011). The coefficient for trade openness (Trade) is found to be significantly greater
than 0, indicating that a country’s openness in trade is conducive to the development of its financial sector.
This finding is consistent with the conclusions of Le, Kim, and Lee (2016).

Next, the potential for a nonlinear relationship between FDI and financial development is explored. As
shown in Table 3, Column 1, the coefficient for the square of FDI is found to be −0.098 and is significant at
the 1% level. An inverted U-shaped relationship is exhibited between FDI and financial development in the
host country. The coefficient for the variable FDI is found to be 4.162 and significant at the 1% level. These
rough calculations show that the optimum level of FDI for financial development is 21%. The FDI levels
for most sample countries are found to be smaller than the optimal value.

Table 3. The nonlinear effect of FDI on financial development.

(1) (2) (3)

All Belt Road

FDI 4.162*** 1.988*** 5.640***
(0.666) (0.710) (1.297)

FDI2 −0.0980*** −0.0235 −0.133**
(0.0269) (0.0285) (0.0525)

Gov −1.240*** −0.369 −0.0267
(0.444) (0.436) (1.217)

Trade 0.152** −0.163* 0.460***
(0.0754) (0.0876) (0.139)

Inflation −0.0747 0.0802 −0.103
(0.0658) (0.0588) (0.431)

Age 4.286*** 4.119*** 5.606***
(0.625) (0.603) (1.428)

Constant −130.1*** −127.9*** −195.0***
(25.93) (26.75) (57.10)

Observations 782 470 312
R-squared 0.527 0.663 0.476
Number of countries 50 33 17
Country fixed effect Yes Yes Yes
Year fixed effect Yes Yes Yes

Note: All specifications were estimated using fixed effect estimator. Test statistics and standard errors (in parentheses) of
all variables in the regressions are asymptotically robust to heteroscedasticity. The dependent variable is financial
development in all columns, measured as the ratio of the sum of bank credit and market capitalization to GDP. FDI2 is
the squared term of FDI. See the Appendix for the detailed definitions of all variables. “All” represents the full sample in
this article including 50 countries along “The Belt and Road”. “Belt” represents the Silk Road Economic Belt, and
“Road” stands for the twenty-first century maritime Silk Road. ***, **, and * indicate significance at the 1%, 5%, and
10% levels, respectively.
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Therefore, FDI is found to still be positively related to the level of financial development in a host
country, which is consistent with the regression results for the benchmark model. Additionally, the
inverted U-shape relationship implies that the marginal effects of FDI on financial development will
continue to decline as the level of FDI improves. As such, moderate inflows of FDI will have
a catalytic effect on domestic investment, but excessive amounts of FDI can crowd out domestic
investment and thereby stymie financial development.

The Belt countries and Road countries are now distinguished from one another in order to test the
nonlinear relationship between FDI and financial development. In Column 2 of Table 3, the square of
FDI is found to not be significant, but the first-order term is still found to be significantly greater than
0. This shows that the marginal diminishing effect as well as the effect of FDI on financial develop-
ment are not significant for Road countries, and that there is no statistically significant inverted
relationship between these two variables in this case. Although Road countries enjoy higher rates of
FDI inflow, they are still far from the optimal level. Thus, further increases in FDI for Road countries
will significantly promote the development of local financial systems further.

As seen in Column 3 of Table 3, the first-order and second-order terms for FDI are found to both be
statistically significant at the 5% level. The coefficients for the two terms are less than 0, indicating
that there exists another inverted U curve relationship between FDI and financial development. This
calculation shows that the optimal level of FDI is 2.12%, less than the average rate of FDI for the Road
countries. It can be seen that further increases in FDI for Road countries will have diminishing returns
for financial development. The differences between the Belt nations and Road nations stems from their
distinct resource endowments as well as their structural economic characteristics. The coastal Road
nations are richer in their resources as their economies are dominated by the trade, which is a stronger
contributor than FDI to financial development. Inland countries, on the other hand, have fewer
resources to capitalize on, and hence they tend to exhibit lagged rates of trade and weak foundations
for future economic growth. That said, note that the inflow of FDI has a more significant effect on
financial development than trade.

3.2. The Moderating Effects of Institutional Quality

Does the impact of FDI on financial development vary with the quality of a host country’s institutions?
Table 4 presents the estimates on the relationship between FDI, the quality of a country’s institutions,
and its financial development. In Column 1, the coefficient for the interaction term for FDI and
corruption (Corruption) is found to be 0.738 and significant at the 5% level. This indicates that FDI
plays a more important role in promoting financial development in countries with lower rates of
corruption. The degree of corruption in a country works as a proxy for reflecting the accomplishments
of a given country’s political system. In countries with a sound political system, officials are strictly
bound to the letter of the law, and as a result, overall levels of corruption are low. Corruption tends to
restrict the investment from private enterprises. When corruption is restricted, on the other hand, FDI
leads to more investment projects. These projects, in turn, proliferate advanced technologies and
management experience to a developing country’s domestic enterprises and promote active invest-
ment. As such, the spillover effect of FDI to a host country becomes stronger as a result. In this
process, FDI can play a stronger role in promoting financial development in a host country.

In Column 2, the coefficient for the interaction term for FDI and legal order (Law) is found to be
0.788 and is significant at the 5% level. This shows that FDI plays a more central role in promoting
financial development in countries with better legal systems. As emphasized by La Porta et al. (2002),
an ideal legal system that guarantees the legitimate rights and interests of investors will attract a greater
number of investors, while ensuring that their rights are safeguarded. In countries where the legal
system is sound, people are more likely to abide by financial contracts and, as a result, lending and
borrowing tends to be smoother and more efficient. As such, investment in FDI related enterprises in
such countries confidently draw on more domestic financial services, which further contributes to the
improvement of a host country’s financial development in turn.
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In Column 3, the coefficient for the interaction term for FDI and race conflict (Ethnic) is found to
be 0.677 and significant at the 5% level. On the surface, this shows that FDI is important in promoting
financial development in countries with reduced rates of ethnic conflict. In a country with better social
systems, ethnic groups are less likely to be rebellious and thus the country will be see low rates of
ethnic conflict. With this in mind, ethnic conflict is utilized as a proxy variable for measuring the
quality of a country’s social systems in this study. In a country with a better social system, people are
more likely to accept the impact of foreign cultures and concepts. In addition to bringing in funds and
investment projects, FDI importantly introduces management concepts and expertise. Specifically, this
includes financial management and business management experience. In a more socially tolerant
society, a host country’s financial institutions and enterprises will be better equipped to learn from
the advanced experiences brought in via FDI, so that FDI can promote greater and deeper levels of
development for the host country’s financial systems, finance technologies, and finance efficiency.

Table 4. The moderator effect of institutional quality on FDI-finance nexus.

(1) (2) (3)

All All All

FDI 0.103 −1.033 −0.911
(1.009) (1.413) (1.307)

FDI * Corruption 0.738**
(0.321)

Corruption −5.418***
(2.072)

FDI * Law 0.788**
(0.331)

Law 6.379***
(2.120)

FDI * Ethnic 0.677**
(0.274)

Ethnic 4.605***
(1.700)

Gov −1.311** −1.099** −1.287**
(0.540) (0.536) (0.536)

Trade 0.147 0.261*** 0.175**
(0.0906) (0.0911) (0.0876)

Inflation −0.0722 −0.0494 −0.0763
(0.0712) (0.0708) (0.0707)

Age 3.741*** 3.957*** 3.800***
(0.709) (0.699) (0.700)

Constant −81.01*** −135.9*** −113.5***
(29.45) (30.07) (28.78)

Observations 652 652 652
R-squared 0.527 0.537 0.538
Number of countries 42 42 42
Country fixed effect Yes Yes Yes
Year fixed effect Yes Yes Yes

Note: All specifications were estimated using fixed effect estimator. Test statistics and standard errors (in parentheses) of
all variables in the regressions are asymptotically robust to heteroscedasticity. The dependent variable is financial
development in all columns, measured as the ratio of the sum of bank credit and market capitalization to GDP. See the
Appendix for the detailed definitions of all variables. “All” represents the full sample in this aricle including 50 countries
along “The Belt and Road”. “Belt” represents the Silk Road Economic Belt, and “Road” stands for the twenty-first
century maritime Silk Road. ***, **, and * indicate significance at the 1%, 5%, and 10% levels, respectively.
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This study finds that, in countries and regions where systemic quality is higher, FDI plays a more
important role in promoting financial development. That is to say, Hypothesis 2 is validated. For your
reference, Table 5 reports the regression results that distinguish between Belt countries and Road
countries. It is found that the coefficients of the interaction terms for FDI and institution quality share
the same directionality, but that the coefficients for the interaction terms are only significant for Belt
countries. This indicates that, for Belt countries, the quality of their institutions is more important as
a moderating effect in the FDI-finance nexus.

3.3. Robustness Checks

In order to ensure the reliability of the study’s empirical results, a robust test was conducted. The lag
effect from FDI on a country’s level of financial development is taken into consideration first. When

Table 5. The moderator effect of institutional quality in Belt and Road.

(1) (2) (3) (4) (5) (6)

Belt Belt Belt Road Road Road

FDI −1.779 0.0671 −3.198** 2.114 −1.359 0.706
(1.147) (1.592) (1.533) (2.601) (2.904) (2.587)

FDI * Corruption 1.288*** 0.246
(0.424) (0.632)

Corruption −0.369 −8.274***
(2.680) (3.019)

FDI * Law 0.365 0.856
(0.394) (0.603)

Law 2.222 7.829**
(3.125) (3.065)

FDI * Ethnic 1.057*** 0.356
(0.340) (0.475)

Ethnic 1.117 8.146***
(2.057) (2.743)

Gov 0.284 0.262 0.0737 0.585 −0.00621 1.033
(0.541) (0.555) (0.543) (1.418) (1.455) (1.418)

Trade −0.121 −0.116 −0.131 0.447*** 0.585*** 0.471***
(0.104) (0.109) (0.103) (0.156) (0.155) (0.151)

Inflation 0.140** 0.156** 0.136** −0.196 −0.0176 0.171
(0.0630) (0.0652) (0.0633) (0.445) (0.445) (0.454)

Age 4.066*** 4.137*** 4.435*** 5.334*** 5.507*** 5.365***
(0.651) (0.662) (0.675) (1.694) (1.684) (1.675)

Constant −135.4*** −145.2*** −148.7*** −158.4** −214.9*** −215.0***
(30.78) (32.22) (29.52) (65.70) (66.84) (66.65)

Observations 365 365 365 287 287 287
R-squared 0.702 0.693 0.704 0.475 0.482 0.489
Number of countries 26 26 26 16 16 16
Country fixed effect Yes Yes Yes Yes Yes Yes
Year fixed effect Yes Yes Yes Yes Yes Yes

Note: All specifications were estimated using fixed effect estimator. Test statistics and standard errors (in parentheses) of
all variables in the regressions are asymptotically robust to heteroscedasticity. The dependent variable is financial
development in all columns, measured as the ratio of the sum of bank credit and market capitalization to GDP. See the
Appendix for the detailed definitions of all variables. “Belt” represents the Silk Road Economic Belt, and “Road” stands
for the twenty-first century maritime Silk Road. ***, **, and * indicate significance at the 1%, 5%, and 10% levels,
respectively.

FOREIGN DIRECT INVESTMENT, INSTITUTIONAL QUALITY, AND FINANCIAL DEVELOPMENT ALONG THE BELT AND ROAD 3285



Aggarwal, Demirgüç-Kunt, and Peria (2011) studied the impact of remittances on financial develop-
ment, the lagged item of remittance was used as the explanatory variable. This methodology can
weaken endogeneity problems to some extent while overcoming two-way causality problems between
FDI and financial development.

Table 6 reports the estimates for the one-term lag of FDI and financial development. In testing for
the full sample as well as the subdivided samples, it is found that the one-term lag of FDI is
significantly greater than 0 and statistically significant at the 1% level. These results differ little
from the regression coefficients for the benchmark model. Thus, it can be seen that FDI in the
current year plays a significant role in promoting a country’s future financial development. This
finding is consistent with the hypotheses of this study.

Secondly, the impact of FDI on short-term growth in financial development is analyzed. In order to
examine the effect of FDI on short-term financial development clearly, the lagged term for financial
development is controlled for in the regression model. Le, Kim, and Lee (2016) used a similar model
for analyzing the relationship between openness in trade and financial development. Table 7 reports
the regression results of this model. First of all, the coefficient of the lag term for financial develop-
ment is found to be statistically significant at the 1% level, and range from 0 to 1. This reflects that the
level of financial development is self-correlated as well as convergent. Second, the coefficient for FDI
is found to be significantly greater than 0 and significant at the 1% level. This finding indicates that
FDI has a significant effect on the short-term growth of financial development. Third, the coefficient
for FDI is found to be smaller than that for the benchmark model. This shows us that there is a positive
correlation between FDI and long-term financial development as well as short-term financial
development.

Table 6. Robustness check: the lagged effect of FDI on financial development.

(1) (2) (3)

All Belt Road

L.FDI 1.659*** 1.036*** 2.255***
(0.324) (0.337) (0.663)

Gov −1.284*** −0.321 0.343
(0.456) (0.444) (1.303)

Trade 0.159** −0.144 0.514***
(0.0767) (0.0876) (0.141)

Inflation −0.0875 0.0863 −0.207
(0.0670) (0.0599) (0.436)

Age 3.955*** 4.041*** 5.031***
(0.636) (0.612) (1.465)

Constant −112.3*** −125.8*** −174.6***
(26.10) (26.92) (57.85)

Observations 779 469 310
R-squared 0.506 0.650 0.454
Number of countries 50 33 17
Country fixed effect Yes Yes Yes
Year fixed effect Yes Yes Yes

Note: All specifications were estimated using fixed effect estimator. Test statistics and standard errors (in parentheses) of
all variables in the regressions are asymptotically robust to heteroscedasticity. The dependent variable is financial
development in all columns, measured as the ratio of the sum of bank credit and market capitalization to GDP. L.FDI is
the lagged term of FDI. See the Appendix for the detailed definitions of all variables. “All” represents the full sample in
this article including 50 countries along “The Belt and Road”. “Belt” represents the Silk Road Economic Belt, and
“Road” stands for the twenty-first century maritime Silk Road. ***, **, and * indicate significance at the 1%, 5%, and
10% levels, respectively.
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Thirdly, in order to overcome the possible endogeneity between FDI and financial development, the
relationship between FDI and financial development is empirically tested using a two-step generalized
method of moments (GMM) estimator. Results are presented in Table 8. The two-step GMM estimator
requires a dynamic panel model in the regression. Following the settings used by Aggarwal, Demirgüç-
Kunt, and Peria (2011), the lagged term for financial development was included in this study’s regression
model. The lagged items of the endogenous variables were chosen as instrumental variables.

“AR (2)” in Table 8 functions as the study’s second-order correlation test. Here the p-value is
greater than 0.1, which indicates that the endogeneity of the model has been effectively overcome.
Running the Sargan-Hansen test recognizes over-identification, eliciting a p-value greater than 0.1.
This shows that the instrumental variable selected for the study is valid. In Table 8, Columns 1 to 3,
the coefficients for FDI are found to be significantly greater than 0 and significant at the 5% level. This
indicates that FDI can still significantly improve the level of financial development, even after
considering endogeneity problems.

Lastly, financial development is divided into bank development andmarket development to test the impact
of FDI on the two variables individually. Levine (2005) sees banks and stock markets as two critical
components of a country’s financial system. The financial structure in different countries, specifically the
relative proportion of banks to markets here, is significantly veritable. Table 9 presents the empirical results
for the effect of FDI on bank development and its effect onmarket development. In all the columns of Table 9,
the coefficients for FDI are found to be greater than 0. This indicates that FDI can substantially improve
a country’s level of financial development. However, the coefficients for FDI are only statistically significant

Table 7. Robustness check: dynamic panel regression.

(1) (2) (3)

All Belt Road

L.FD 0.762*** 0.689*** 0.810***
(0.0235) (0.0350) (0.0360)

FDI 0.949*** 0.776*** 0.874**
(0.200) (0.215) (0.434)

Gov 0.117 0.409 0.742
(0.313) (0.338) (0.775)

Trade −0.00918 0.0409 −0.0791
(0.0496) (0.0629) (0.0874)

Inflation −0.0911* −0.00256 −0.130
(0.0501) (0.0502) (0.258)

Age 1.567*** 1.885*** 1.119
(0.435) (0.471) (0.921)

Constant −50.95*** −83.04*** −28.94
(17.42) (19.94) (36.06)

Observations 730 436 294
R-squared 0.810 0.843 0.806
Number of countries 49 32 17
Country fixed effect Yes Yes Yes
Year fixed effect Yes Yes Yes

Note: All specifications were estimated using fixed effect estimator. Test statistics and standard errors (in parentheses) of
all variables in the regressions are asymptotically robust to heteroscedasticity. The dependent variable is financial
development in all columns, measured as the ratio of the sum of bank credit and market capitalization to GDP. L.FD is
the lagged term of financial development. See the Appendix for the detailed definitions of all variables. “All” represents
the full sample in this article including 50 countries along “The Belt and Road”. “Belt” represents the Silk Road
Economic Belt, and “Road” stands for the century maritime Silk Road. ***, **, and * indicate significance at the 1%,
5%, and 10% levels, respectively.

FOREIGN DIRECT INVESTMENT, INSTITUTIONAL QUALITY, AND FINANCIAL DEVELOPMENT ALONG THE BELT AND ROAD 3287



for Columns 4 to 6. This tells us that FDI has a positive impact on the development of a country’s stock
market, while its role in the development said the country’s bank system is more subtle. This may be due to
weak financial markets in B&R nations.

4. FDI and Quality of Financial Development

Many studies focus on financial development. However, most of these study’s will measure financial
development via financial deepening. To be exact, these studies will measure the proportion of
financial sector scale to GDP. In fact, the financial sector scale reflects only the quantity of financial
development, but not its quality. The work of Levine (2002) emphasizes that improvement in financial
function is the core factor in a country’s financial development. That is to say, the improvement of the
financial function is more important than an increase in the scale of the financial sector.

China’s current level of financial deepening has surpassed the United States, approaching that for
Japan, but no one believes that China’s financial development has reached the world’s leading level.

Table 8. Robustness check: dynamic panel regression by two-step system GMM approach.

(1) (2) (3)

All Belt Road

L.FD 0.935*** 0.788*** 0.976***
(0.036) (0.085) (0.140)

FDI 0.595*** 1.485** 4.118**
(0.203) (0.653) (1.870)

Gov −1.271*** 1.032 −4.549
(0.471) (1.062) (11.458)

Trade −0.107* 0.551 −0.034
(0.057) (0.437) (0.910)

Inflation −0.116 0.079 −1.794
(0.144) (0.098) (7.398)

Age 0.081 1.701 1.790
(0.376) (3.134) (1.318)

Constant 56.934 0.000 0.000
(60.863) (0.000) (0.000)

Observations 730 436 294
Number of countries 49 32 17
Country fixed effect Yes Yes Yes
Year fixed effect Yes Yes Yes
AR(2) p-value 0.026 0.395 0.148
Hansen test p-value 1.000 1.000 1.000

Note: All specifications were estimated using two-step system GMM estimator. Test statistics and standard errors (in
parentheses) of all variables in the regressions are asymptotically robust to heteroscedasticity. The dependent variable is
financial development in all columns, measured as the ratio of the sum of bank credit and market capitalization to GDP.
L.FD is the lagged term of financial development. See the Appendix for the detailed definitions of all variables. AR(2) is
a test for second-order serial correlation in the first-differenced residuals, asymptotically distributed as N(0,1) under the
null of no serial correlation. The Hansen J test of over-identifying restrictions is distributed as Chi-square under the null
of instrument validity. We treat all variables except year dummy as potentially endogenous variables. Levels of these
variables dated t-2 and further are used as instruments in the first-differenced equations and first-differences of these
same variables lagged twice are used as additional instruments in the level equations. “All” represents the full sample in
this article including 50 countries along “The Belt and Road”. “Belt” represents the Silk Road Economic Belt, and
“Road” stands for the twenty-first century maritime Silk Road. ***, **, and * indicate significance at the 1%, 5%, and
10% levels, respectively.
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Cihak et al. (2012) divide financial development into four dimensions: financial deepening, financial
access, financial efficiency, and financial stability. The latter three dimensions are all relevant to
a country’s quality of financial development. In order to examine the impact of FDI on financial
development, this study will next examine the relationship between FDI and the quality of a country’s
financial development.

Following the work of Cihak et al. (2012), this study uses the number of accounts owned in each
country per capita, the opposite value of net interest margin, as well as the opposite value of non-
performing loans as measurements to assess financial access, efficiency, as well as the stability for
a country’s bank system, respectively. The assets ratio of listed companies (besides the 10 largest),
stock market turnover rate, and the opposite value of price volatility are employed to measure financial
access, efficiency, and the stability for a country’s financial market, respectively. The greater the
indicators, the more developed the financial function.

Table 10 presents the estimates for FDI and quality of financial development. The size of
a country’s government, its openness in trade, inflation, as well as the dependency ratio are utilized
as control variables in the model. Columns 1–3 show the results for FDI and bank access, efficiency,
and stability. In Column 1, the coefficient for FDI is 0.234 and significant at the 1% level, indicating
that FDI significantly improves the access of the banking system in a host country. FDI brings ample
employment opportunities and increases the wealth of the host country, thereby increasing the
country’s demand for basic financial services while similarly increasing financial outreach.

Table 9. Robustness check: the effect of FDI on bank sector development and stock market

development.

Bank development Market development

All Belt Road All Belt Road

(1) (2) (3) (4) (5) (6)

FDI 0.099 0.103 0.232 1.575*** 1.223*** 2.566***
(0.141) (0.139) (0.301) (0.227) (0.223) (0.534)

Gov 0.104 0.419*** −0.473 −1.373*** −1.370*** −0.236
(0.137) (0.128) (0.363) (0.344) (0.333) (0.998)

Trade 0.219*** −0.0374 0.328*** −0.00107 −0.102* 0.289**
(0.0255) (0.0311) (0.0437) (0.0556) (0.0605) (0.114)

Inflation −0.0306 0.0100 −0.296** −0.0964** −0.0371 −0.389
(0.0202) (0.0179) (0.133) (0.0487) (0.0428) (0.351)

Age 0.750*** 1.863*** 0.0567 1.269*** 0.985** 2.116*
(0.223) (0.234) (0.458) (0.479) (0.455) (1.153)

Constant −37.71*** −69.93*** −1.839 −24.80 −11.86 −78.89*
(11.39) (11.66) (23.67) (19.71) (19.95) (46.00)

Observations 1,399 817 582 809 495 314
R-squared 0.454 0.524 0.545 0.404 0.494 0.427
Number of countries 64 40 24 50 33 17
Country fixed effect Yes Yes Yes Yes Yes Yes
Year fixed effect Yes Yes Yes Yes Yes Yes

Note: All specifications were estimated using fixed effect estimator. Test statistics and standard errors (in parentheses) of
all variables in the regressions are asymptotically robust to heteroscedasticity. The dependent variable is bank devel-
opment in columns (1)–(3), measured as the ratio of bank credit to GDP. The dependent variable is market development
in columns (4)–(6), measured as the ratio of market capitalization to GDP. See the Appendix for the detailed definitions
of all variables. “All” represents the full sample in this article including 50 countries along “The Belt and Road”. “Belt”
represents the Silk Road Economic Belt, and “Road” stands for the 21st century maritime Silk Road. ***, **, and *
indicate significance at the 1%, 5%, and 10% levels, respectively.
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In Column 2, the coefficient for FDI is found to be 0.223 and significant at the 1% level. It shows
us that there is a positive correlation between FDI and bank efficiency. FDI funneled into the financial
sector can foster exposure to advanced financial management experience directly, and through this,
newly established foreign banks can inject a novel vitality into a host country’s banking system. On
the one hand, the leading banks of a host country can learn advanced financial management techniques
from these foreign banks. On the other hand, domestic banks are been forced to improve their
operating efficiency as well as competitiveness due to the competition from these foreign banks. In
Column 3, the coefficient for FDI is found not to be significant. However, it is still greater than 0,
indicating that FDI has a subtle effect on bank stability.

Table 10, Columns 4–6 present the results for FDI and the access, efficiency, and stability of
a country’s financial markets. It is found that in Columns 4 and 5, the coefficient for FDI is greater
than 0, but not significant. This indicates that FDI has a less simulative effect on market access as well
as efficiency. In Column 5, the coefficient for FDI scores 0.471 and is significant at the 1% level. This
suggests that FDI significantly improves the stability of a host country’s financial markets because
foreign investment institutions and individual investors are more rational than a country’s own
residents are. As a result, speculation is reduced in the country’s stock market, encouraging stock
prices to become relatively stable.

With all this in mind, we can see that FDI not only significantly increases the frequency of financial
development, but also promotes its quality. FDI has a greater positive impact on the scale of
a country’s market, while FDI has a more pronounced effect on the functions of a country’s banks.
Thus, Hypothesis 1 is validated once more.

Table 10. Further exploration: the effect of FDI on financial function.

Bank Market

Accessibility Efficiency Stability Accessibility Efficiency Stability

(1) (2) (3) (4) (5) (6)

FDI 0.234*** 0.223*** 0.120 0.174 0.413 0.471***
(0.0498) (0.0599) (0.0821) (0.164) (0.618) (0.135)

Gov 0.0500 −0.0931 0.101 −0.0370 −0.861 0.158
(0.104) (0.0713) (0.130) (0.451) (0.938) (0.306)

Trade 0.0106 0.0202 −0.0815*** −0.0484 −0.371** −0.0433
(0.0219) (0.0125) (0.0229) (0.0441) (0.151) (0.0326)

Inflation −0.0182 −0.158*** −0.00243 −0.0138 0.814*** −0.255***
(0.0421) (0.010) (0.0258) (0.0677) (0.153) (0.0515)

Age 0.314* 0.0242 −1.009*** −0.0956 0.201 0.200
(0.173) (0.124) (0.259) (0.508) (1.323) (0.407)

Constant −7.503 −6.130 24.43*** 54.13*** 40.12 −24.68
(6.415) (5.831) (9.412) (18.26) (54.31) (18.80)

Observations 178 997 511 234 801 599
R-squared 0.377 0.365 0.416 0.135 0.113 0.293
Number of countries 31 55 45 20 49 43
Country fixed effect Yes Yes Yes Yes Yes Yes
Year fixed effect Yes Yes Yes Yes Yes Yes

Note: All specifications were estimated using fixed effect estimator. Test statistics and standard errors (in parentheses) of
all variables in the regressions are asymptotically robust to heteroscedasticity. The dependent variables are bank
accessibility, bank efficiency and bank stability in columns (1)–(3), respectively. The dependent variables are market
accessibility, market efficiency and market stability in columns (4)–(6), respectively. See the Appendix for the detailed
definitions of all variables. All estimations in this table use the full sample including 50 countries along “The Belt and
Road”. ***, **, and * indicate significance at the 1%, 5%, and 10% levels, respectively.
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5. Conclusions

As one of the most vital sources of capital inflow, FDI is crucial for developing countries. Existing
research on the topic discusses the positive influence FDI can have on economic development, but
rarely investigates the direct role FDI plays in the development of a country’s financial sector. This
study has empirically tested the relationship between FDI and financial development by using
a sample of countries along the path of the BRI.

The results showed that there is a significant positive correlation between FDI and the development
of a host country’s financial sector, especially for Belt countries. It was found that, with a 1% increase
of FDI relative to its GDP, a host country’s financial development increases by about 0.1%. By
distinguishing between banks and markets, it was additionally found that FDI has a more significant
positive impact on the financial deepening of a host country’s financial markets, but that this impact
was weaker on that of the country’s banking system.

The institutional conditions for FDI to promote a host country’s financial development were also
investigated. The empirical analysis showed that FDI plays a more significant role in promoting
financial development in countries with higher quality institutions, lower corruption, better legal order,
and less ethnic conflict. This indicates that a good institutional environment in the host country’s will
help enhance the positive role FDI plays in its financial development. Lastly, it was found that FDI
also plays a significant role in promoting the quality of a host country financial sector, specifically the
country’s financial access, efficiency, and stability. FDI not only promotes financial deepening in
a host country, but also improves its financial functionality while at the same time promoting its
financial development in terms of both quantity as well as quality.

About policy implication, Belt & Road countries are supposed to take measures to encourage
FDI inflow, especially through improving their institutional quality to attract FDI. China launched
the BRI for economic development and common prosperity via considerable injections of FDI.
Promoting financial development in a country is one of the initiative’s goals. The ultimate goals of
the BRI cannot be achieved by China alone. Countries along the path of the BRI will participate in
the project more when they begin to see the tangible benefits generated by the initiative manifest in
their own territories.
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Appendix A: Definition of variables

FD: financial development (%), measured by the ratio of sum of bank credit and stock market value to
GDP. Data from World Bank GFDD database.

FDI: Foreign Direct Investment (%), measured by the ratio of net FDI to GDP. Data from the World
Bank WDI database.

Trade: Trade Openness (%), measured by the ratio of the sum of import and export to GDP. Data from
the World Bank WDI database.

Gov: Government size (%) is measured by the ratio of government expenditure to GDP. Data from the
world bank WDI database.

Inflation：Inflation (%) Data from World Bank WDI database.

Age: The old dependency ratio (%), population proportion of the below-15 and the over-64 in the total
population. Data from the World Bank WDI database.

Corruption: Degree of corruption, reflecting the soundness of a country’s political system. The value
is 0–6: the larger the value, the less the corruption. Data from the ICRG database.

Law: Legal order. It reflects the degree of accomplishment of a country’s legal system. The scope of
value is 0–6: the larger the value, the more accomplished the legal order. Data comes from the ICRG
database.

Ethics: Ethnic conflict. It reflects the soundness of social system of a country. The value range is 0–6:
the larger the value, the less the racial conflict. The data comes from the ICRG database.

Bank development: The level of bank development (%) is measured by the ratio of bank credit to
GDP. The data comes from the world bank GFDD database

Market development: The level of financial market development (%) is measured by the ratio of stock
market value to GDP. The data comes from the world bank GFDD database.

Bank accessibility: Bank availability is measured by a number of bank accounts per 100 thousand
people. The data comes from the world bank GFDD database.

Bank efficiency：Bank efficiency is measured by the reverse of net interest margin (NIM). The data
comes from the world bank GFDD database.

Bank stability: Bank stability, the reverse number of non-performing loan ratios. The data comes from
the world bank GFDD database

Market accessibility: Market availability, the ratio of the total assets of listed companies other than the
top 10 to all listed companies’ total assets. The data comes from the world bank GFDD database.

Market efficiency: measured by turnover rate. Data from World Bank GFDD database.

Market stability: measured by the reverse value of market price volatility. Data from World Bank
GFDD database.
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Appendix B: Country list in the sample

Table B1. Country list in the sample.

Country Code Type Country Code Type

Armenia ARM Belt Romania ROM Belt
Bulgaria BGR Belt Russia RUS Belt
Bahrain BHR Belt Saudi Arabia SAU Belt
Bhutan BTN Belt Serbia SRB Belt
Czech Republic CZE Belt Slovakia SVK Belt
Estonia EST Belt Slovenia SVN Belt
Georgia GEO Belt Turkey TUR Belt
Hungary HUN Belt Ukraine UKR Belt
Iran IRN Belt UAE ARE Road
Israel ISR Belt Bangladesh BGD Road
Jordan JOR Belt Egypt EGY Road
Kazakhstan KAZ Belt Croatia HRV Road
Kyrgyzstan KGZ Belt Indonesia IDN Road
Kuwait KWT Belt India IND Road
Lebanon LBN Belt Korea KOR Road
Lithuania LTU Belt Sri Lanka LKA Road
Latvia LVA Belt Montenegro MNE Road
Moldova MDA Belt Malaysia MYS Road
Macedonia MKD Belt New Zealand NZL Road
Mongolia MNG Belt Oman OMN Road
Nepal NPL Belt Philippines PHL Road
Pakistan PAK Belt Singapore SGP Road
Poland POL Belt Thailand THA Road
Palestine PRT Belt Vietnam VNM Road
Qatar QAT Belt South Africa ZAF Road

Note: According to the disclosure on GOV.cn, by the end of June 30, 2017, “The Belt and Road” participants totaled 68
countries besides China. Due to hurdles in the availability of data, collected sample of 50 countries, among which Belt
represents the Silk Road Economic Belt, and Road stands for the twenty-first century maritime Silk Road. We classified
the type of the silk road according to the geographical location of the country.
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