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This paper examines the empirical relationship between financial sector development and
economic growth. As financial systems expanded in size and complexity there are concerns on the
ability of a single indicator to capture the true capacity of financial developments. We examine the
relationship using both banking sector and stock market developments since these sectors provide
different financial services crucial for economic growth. These financial developments are treated
as latent variables which are explained by some causal variables. The latent variables in turn
determine a host of indicator variables for both the banking sector and stock market developments.
Using the data from 101 countries over the period 1990-2014, we find a robust negative
relationship between banking sector development and economic growth. The effects of stock
market development are in fact positive on economic growth up to a limit as we find robust
evidence of a threshold after which the effect of stock market development becomes negative.
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