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1. Introduction

The theory of financial stability can be traced back in pioneer work of Keynes
(1936) and Minsky (1985) who tried to explore reasons of financial crises and
concluded that the financial system is fragile. Minsky's theory about debt accrual
got importance in the press in the late 2000s during subprime mortgage. Finan-
cial stability can be defined as characteristics of the financial system to manage
risk efficiently, allocate resources efficiently, and absorb shock (Houben, Kakes,
& Schinasi, 2004). Financial crises unveiled much weakness in developed as well
as many emerging countries (Cornand & Gimet, 2012). The regulators were un-
able to control excessive risk-taking practices of banks before the financial crisis.
Global financial stability report (2018) warned that supervisors and regulators of
financial sectors should remain attentive as new threats to financial stability are
emerging.

Regulatory agencies like central banks are getting more prominence after finan-
cial crises and efforts are made to make constitutional and democratic frame-
work by policymakers. Regulatory agencies are formed by the government and a
fair relationship between different regulatory agencies is necessary. Regulators of
financial institutions hold a unique position among all regulators due to compli-
cated financial systems and fast-pace changes in financial sectors. The financial
sector is an essential sector in an economy and plays a leading role in the regula-
tion of the non-financial sector. Therefore, the governance of the financial sector
is a crucial concept in the current ever-changing financial environment (Quin-
tyn, 2007). Schwarcz (2019) pointed out flaws in the process of macropruden-
tial regulation. He termed quick response from the regulator due to the pressure
of politicians and media to device ad hoc measures. These ad hoc measures by
regulators result in systemic risk. Regulatory governance quality is an essential
factor in development, economic growth, and performance. There is a nexus of
governance among non-financial firms, financial sector regulator, and the finan-
cial sector. This nexus suggests that regulatory governance quality is the crucial
determinant of financial stability in any given country. KPMG leading audit firm
ranked risk governance and regulators active role in financial soundness in the
report issued on ten critical challenges of 2019. The global financial crisis has
increased the importance of regulatory and supervisory mechanisms, this has
significantly helped in improving banks’ resilience, and it has positive effect on
financial stability (Vucini¢, 2020)

Governance mechanisms and risk-taking practices of bank analysis may predict
bank behaviour (Laeven & Levine, 2009). Good regulatory governance helps in
controlling risk and avoiding moral hazard problem. Dysfunctional behaviour of
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government result in bad governance, which results in unsound practices and in-
stability of the financial system. There is a role of good regulatory governance in
the promotion of a stable and sound financial sector. However, many regulators
were unable to prevent financial crisis due to the lack of independence, resources,
and mandate, which fail in covering systemic risk (Mohr & Wagner, 2013). Good
regulatory governance is vital for s well-functioning e banking system and fi-
nancial system integrity (Jassaud, 2014). The 2007-2009 financial crisis was of
insolvency nature instead of a liquidity crisis. The post-crisis regulatory reforms
are needed like capital requirement (Thakor, 2018).

There is a lot of empirical literature available to discuss the financial stability is-
sue and regulatory governance as important determinants of financial stability.
However, the research on the relationship between financial stability and regu-
latory governance is rare in multiple countries and usually uses unique survey
data. Most of the studies use financial stability and regulatory governance as one
variable. Besides, the majority of studies consider one dimension of regulation as
the proxy of regulatory governance. However, Quintyn (2007) divided regulatory
governance into independence, central bank accountability, transparency, and
integrity in central bank operations. These dimensions are essential for overall
regulatory governance. The analysis at the individual dimension level is vital to
determine which aspect is more important for financial stability. However, the
available empirical studies have not investigated the relationship between regula-
tory governance and financial stability in a comprehensive manner. This created
a need for a detailed analysis of the impact of regulatory governance on financial
stability across the globe.

Another important fact is that high-income countries have good regulatory
framework with good institutions. However, low- and middle-income countries
lack all these regulatory framework and environment. Therefore, there is a need
to compare results of both income levels. The present study intends to assess the
role of regulatory governance in financial stability. Further, the study also at-
tempts to explore the role of individual components of regulatory governance
in financial stability using a more extensive and in-depth analysis of board da-
tabase. More precisely, the study empirically estimates the effect of regulatory
governance and its individual components on financial stability along with the
control variables by developing the index of regulatory governance and financial
stability. Formation of an index of financial stability and regulatory governance
helps to reduce biases in the selection of limited variables and to test the relation-
ship among them. This study further divides the sample into high income, low-/
middle-income countries, and compares both results for better understanding of
the issue.
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The remainder of the paper organized with as the relevant literature analysed
in the next section, research methodology, data, and economic model being ex-
plained in the third section, results, and discussion are presented in the fourth
section, and conclusion and policy implications given in the final section.

2. Literature Review

Financial stability is defined as a situation where the financial system can bear
shocks, efficient allocation of resources and effective risk management (Houben,
Kakes, & Schinasi, 2004). Since the last decade, financial stability objectives are
the focus of economic policymaking. Central banks issue financial stability re-
ports due to their importance for periodic analyses made by the Bank of Interna-
tional Settlements (BIS), the International Monetary Fund (IMF), and the World
Bank. Increase in nonmonetary assets leads to more leverage, cross-border,
cross-industry integration, and more multifaceted financial system. According
to Akram, Bardsen, and Lindquist (2007), financial stability becomes a more im-
portant concept for banks to study due to their dominant role as provider of pay-
ment system and financial intermediator. Financial stability indicators' choice is
vital due to the different direction of indicators and complex nature of policy and
economic implications. The critical question arises whether the interest rate is
useful or if any other policy instruments should be to achieve financial stability
objectives.

Regulatory agencies and central banks are putting every effort to develop stress
testing exercises and early warning indicators to avoid a financial crisis in the
tuture. In this regard, financial fragility of a system is measured to establish re-
actions to regulatory framework changes and macroeconomic shocks. A precise
definition of financial stability is not available, and the measurement, monitor-
ing, and development of financial stability face difficulties. The use of a back-
ward-looking approach is another problem in forecasting financial system per-
formance and financial stability measure. Many financial stress indicators are
based on situation in banks/the financial system at a given point in time or the
financial crisis is usually measured through binary variables with a yes or no
answer (Morales & Estrada, 2010).

Central banks in this modern era have two core functions of maintaining fi-
nancial and monetary stability. They should be independent in deciding about
monetary policy. From the beginning of the 1980s, many CBs have been given
independence to maintain price stability, which raises the issue of accountability
of central banks. The financial stability objective of central banks got prominence
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due to tough competition in the banking industry over the past decades. How-
ever, financial stability is now the primary objective of central banks due to the
importance and smooth functioning of the financial system's key elements. Bet-
ter supervision can help in the maintaining of financial stability due to the link
between financial and prudential stability. Oosterloo and Haan (2006) point out
that many countries adopted different ways to achieve financial stability objec-
tives, including having different institutions for financial stability and prudential
regulations in place. Their survey of financial stability shows that in the shape of
functions and power to its core tasks most central banks do not have a mandate
and some central banks have financial stability as objectives in their banking
code but this objective is very vague. . The survey also showed that OECD coun-
tries’ central banks lack clear financial stability objectives as supervisors. Many
central banks publish a financial stability review but accountability is missing,
including a smooth national payment system and the lender of last resort func-
tion. Therefore, due to the domino and contagion effect, a problem in one bank
may affect the whole financial system. They suggested that regulatory independ-
ence is essential for achieving financial stability. Arnold (1999) called financial
stability “the stool’s third leg” with monetary and fiscal stability being the other
two. The transmission of monetary policy in financial systems and government
intervention in the domestic financial sector made it imperative that monetary
stability cannot be achieved standalone. Financial sector destabilization affects
monetary policy negatively, and it further destabilizes the economy as well. This
fact highlights the importance of financial sector governance and supervision.
Bank's prudential supervision and stability of the financial system is essential.
Many economists propagate free market approach everywhere but the financial
sector because banks have to judge the creditworthiness of firms in the process
of loan sanctions.

Sivakumar (2011) suggested that for financial system integrity banks have to
meet specific recommendations, prerequisite, and financial regulations bounda-
ries. The regulators usually grant an appeal right to banks to maintain fairness
in operations. However, many regulatory frameworks failed due to excessive de-
pendence on compliance and prevention of financial crisis. On the other hand,
as the lender of last resort, central bank provides liquidity to banks and has to
pass judgment of illiquidity or insolvency of banks. In many countries, banking
supervision is entrusted to the central bank. According to Sharma and Kaushik
(2008), good governance structures are essential for the promotion of innova-
tion culture and growth of the economy. The financial systems including banks,
NBFI, insurance companies, and institutions are responsible for financial sta-
bility, channeling of funds from saving to investors, and the protection of con-
sumers of financial products. This financial stability objective can be achieved
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through continuous interaction among the regulator, a financial institution, and
the market. The important question is what is the role of regulatory governance
in financial stability?

The World Bank introduced the term "good governance" in 1989, and this phe-
nomenon quickly becomes a policy objective. Governance can be characterized
as the use of administrative, economic and political powers. These three dimen-
sions include administrative and political governance with the implementation
of decisions and policy process included. The economic governance dimension
comes from the process of decision-making. However, good governance can
be identified in many physiognomies like the involvement of all people, either
directly or indirectly. In good governance, the rule of law refers to a fair legal
framework and impartiality. The accessibility to concerned people can be en-
sured through transparency, and responsiveness ensures that is serves the stake-
holders. Good governance can mediate the process and consensus can be created
among stakeholders (Elahi, 2009).

There is a lot of empirical evidence available to establish a relationship between
regulatory governance and financial stability. Das, Quintyn and Chenard (2004)
reported that the concept of financial stability is a multilateral landscape like the
supervision of prudential, monetary policy, settlement systems and payment and
financial markets and this resulted in difficulties in measurement. They found
that governance quality has a relationship with financial soundness along with
the banking sector structure, public sector governance, the quality of political
institutions, and macroeconomic conditions. They constructed a regulator gov-
ernance index by four components, i.e. accountability, independence, integrity,
transparency. To achieve financial stability, the central bank uses indirect in-
struments, which makes it more difficult to measure and thus the central bank's
accountability is difficult. One of the missions of many central banks is to man-
age smooth payment system operations. However, financial stability cannot be
achieved through this mission alone as it is only one component of the overall
multitask financial stability function.

In financial crises, governance of financial regulation is essential factors, which
can lead to systemic governance failures and have severe implications for finan-
cial regulation reforms. In many cases, regulators were aware of the increase in
fragility of the financial system and got sufficient time with their policies, but
they chose to maintain procedures and did not respond (Levine, 2012). Kim and
Kim (2014) claimed that inefficient architecture and inferior governance are dis-
tinguished and discussed in literature while authorities responsible for supervi-
sion that never controlled the spread of risk nor prevented systemic risk. After the
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1990s, changes in the supervisory architecture of the financial sector were iden-
tified and they have had a blurring effect on huge conglomerates as well. Many
countries face systemic risks, management difficulties, regulatory duplication
and arbitrage and inconsistency due to these radical changes. Before 2008, many
supervisory authorities were integrated into a unified entity. Empirical investiga-
tions of this phenomenon were not available until the mid-2000s. Kim and Kim
(2014) used Z-score and panel data on 34 OECD members’ countries and made
the first attempt to investigate the impact of architecture and supervisory author-
ities’ governance on the banking stability and reported that Z-score compares the
potential for risk and buffers. They found the positive influence of independence
dimension of supervisory governance on banking stability. They also found the
negative influence of the central bank’s involvement in supervision and integra-
tion of authorities on banking stability. The interactive effect between integra-
tion of authorities and independence is also positive but not in the central bank's
involvement in financial supervision and independence on banking stability in
lower level independence countries. Good supervisory governance is an essential
requirement for financial market stability. Independence is the necessary and vi-
tal component of regulatory governance as supervisory authorities face the risk
of the influence of different interest groups and political circles.

Masciandaro, Pansini and Quintyn (2013) reported that during normal times,
the governance of public sectors would usually seek greater stability but vice ver-
sa in case of crises. Chan and Milne (2015) have used a simple liquidity-modeling
framework and found a link between bank competition and financial stability.
Furthermore, traditionally greater concentration in banking promotes and dis-
courages bank risk-taking. Cocris and Nucu (2013) investigated the impact of
monetary policy on financial stability by using a Structural Vector Autoregres-
sive model from 2003 to 2006. They claimed that along with a traditional role
in low inflation, central bank should play an upfront role in financial stability;
however, to define and measure financial stability regarding the exchange rate,
changes in share prices and bank loan-deposit ratio is difficult as a proxy. In their
study, they also take short-term interest rate as the monetary policy instrument.
They concluded that due to financial and economic crisis, financial stability be-
comes more important for central banks. Furthermore, a stable financial system
is essential for efficient transmission of monetary policy. There is a need to go
beyond monetary policy and they agree with Jarocinski's (2010) findings that the
interest rate is an excellent instrument for intervention and that by using this the
central bank can control household and agent excessive borrowings.

The financial stability issue requires a comprehensive financial system analysis
that would include financial institutions, financial markets, macro economy, and
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infrastructure. Due to many complex connections between the functioning of
financial markets and settlement systems, there is no generally accepted measure
of financial stability, which shows the different impact on real economic activity.
There is a lot of empirical literature available to discuss the financial stability is-
sue and regulatory governance as important determinates of financial stability.
However, the research on the relationship between financial stability and regula-
tory governance is rare in multiple countries and uses unique survey data. Most
of the studies use financial stability and regulatory governance as one variable,
and hence in-depth analysis is missing. The majority of studies consider some of
the regulatory dimensions as the proxy of regulatory governance. This created a
need for a comprehensive and detailed survey of the multifaceted financial sta-
bility concept and regulatory governance in index form. The role of regulatory
governance index in financial stability index along with macroeconomic condi-
tions, banking structure, and economic freedom has not been discussed earlier.
Formation of an index of financial stability and regulatory governance helps to
reduce biases in the selection of limited variables and to test relationship among
them. By above-cited literature, research hypothesis can be developed as follow;

H : Regulatory governance improves financial stability

H : Central Bank Independence improves financial stability

H_: Central Bank Accountability improves financial stability

H_: Political central bank independence improves financial stability

H_: Economic central bank independence improves financial stability

H_: Supervisory independence and accountability enhance financial stability

H_: Strength of external audit improves financial stability

3. Research Methodology

The study is designed to examine the regulatory governance role of banks in fi-
nancial stability in selected 55 countries. The source of information (data) fol-
lowed in this study focuses on positivism philosophy (supposed that only correct
knowledge is trustworthy) and deductive methodology. The authors developed
the regulatory governance index (RGI) and financial stability index (FSI) in this
study by following Mohr and Wagner (2013) and used cross-sectional data from
the 55 selected countries. Following the existing literature and according to the
nature of the data, the study uses ordinary least square method for estimating
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the regulatory governance role in improving the financial stability in selected
countries. Financial stability used as a dependent variable while regulatory gov-
ernance and different dimension of regulatory governance are used as independ-
ent variables in the specified model. Along with the regulatory governance in
the model, some control variables, namely, macroeconomic conditions, banking
structure, and economic freedom were also included as explanatory variables to
avoid the omitted bias of potential variables.

Financial stability is a multidimensional concept and thus the index is construct-
ed using six indicators (capital adequacy, non-performing loans/total loans (nega-
tive expected sign), capital to the assets ratio, bank provisions to non-performing
loans, return on asset, and return on equity as a financial soundness indicator
by giving equal weights suggested by Kocisova (2015) using data from the Global
Financial stability Report (2018). Zuni¢, Kozari¢ and Zuni¢ DzelihodZi¢ (2021)
claimed that link exists between economic situation of a country and non-per-
forming loans. The quality of the loans plays an important role in business stabil-
ity and overall success of the business. Drakos and Malandrakis (2021) found that
total capital ratio is not crisis insensitive while leverage ratio is crisis-insensitive.
Regulatory governance is comprised of six different dimensions, including the
central bank independence index, central bank accountability, and index of the
strength of external audit, index of economic central bank independence, index
of supervisory independence and accountability and index of political central
bank independence. In the index, all the indicators are given equal weights in line
with Morales and Estrada (2010). By using the normalization process in line with
Morris (2010), this study data is normalized from the following formula.

_ I'—min(J)
" max(l) — min(I)

Q)

The independent variable is the regulatory governance index, which is comprised
of six different categories, and data is collected from different sources. The index
of supervisory independence is an indicator which measures the supervisory in-
dependence degree and index of supervisory accountability, which refers to the
degree of supervisory accountability taken from Masciandaro, Pansini and Quin-
tyn (2008). The degree of independence of central bank is measured as an index
of political central bank independence, and fourth, index of economic central
bank independence, which measures the degree of independence of central bank,
is collected from Arnone, Laurens, Segalotto and Sommer (2009). The index of
supervisory accountability and independence is taken from Barth, Caprio and
Levine (2006). The questions taken from here are: 5.5, 11.7.1, 12.2, 12.2.1, 12.2.2,
12.2.3; if yes=1, otherwise=0; 12.10.; if yes=0, and otherwise=1. The higher value
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indicates higher central bank independence and accountability. The index of ex-
ternal audit strength is reported on questions also collected from Barth, Caprio
and Levine namely 5.1, 5.2, 5.3, 5.4, 5.5, 5.6, 5.7; yes=1 and no=0. The higher value
indicates better strength of external audit.

Financial stability is not only dependent on regulatory governance, but also
many other factors affect financial stability; therefore, the role of control vari-
ables becomes very important. Three control variables, namely macroeconomic
condition, bank structure, and economic freedom are taken in the model to avoid
the omitted variable bias. Macroeconomic condition was measured by using the
real interest rate (Annual percentage change) and the date was collected from the
World Bank databases. Banking Structure is measured through bank concentra-
tion by taking the three largest banks’ assets/total banking sector assets obtained
from the database of World Bank’ Financial Structure and Development. Eco-
nomic freedom is measured through the control of corruption, and this data is
sourced from world Governance Indicators (WGI), World Bank.

With the help of the existing literature, the study designs the following econo-
metric equation to capture the role of regulatory governance on financial stability
and test the relevant hypotheses.

FS,=a+ B, RGI + B, MC, +,BS, + 3, EF, +u 1)

Where FS, represents the financial stability in specified countries, RGI. is the reg-
ulatory governance index in each country, MC, is the macroeconomic condition
in the country, BS, is the banking structure of the specified country and EF, is
the economic freedom in each country. a is the constant and {8, §,, B, and B, are
the coeflicients to be estimated; i represents country and p is the error term that
captures the effect of all other exogenous factors on output financial stability. The
same equation also employs for the estimation of the impact of the individual
component of regulatory governance on financial stability. The procedure to run
the model by taking all components of regulatory governance at the same time
instead of regulatory governance in the equation is as follows:

FS,= o+ B,Ind + B,Acc, + B,PCBI, +3, ECBI+ B.SIA, + B,SEA, + B, MC, +f.BS, + B, EF, + u (2)

Where Ind represents independence, Acc is the accountability, PCBI is political
central bank independence, ECBI is the economic central bank independence,
SIA is the supervisory independence and accountability, and SEA is the strength
of external audit.
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4, Results and Discussion

The results presented in Table 1 indicate that data of the variables used in the
study are normally distributed. The mean value of financial stability is lower as
compared to average value of regulatory governance in the estimated results. The
macroeconomic condition (represented by the real interest rate) has a high aver-
age, signifying that selected countries have a higher average real interest rate. The
mean value of banking structure (proxy through banks concentration) is high
which shows that countries chosen still have a high degree of concentration in
their banking sectors. Similarly, the mean value of economic freedom (repre-
sented by control of corruption) is also high.

Table 1: Descriptive Statistics

Variables Mean
Financial Stability 0.26
Regulatory Governance 0.60
Bank concentration 0.57
Control of corruption 0.52
Political stability 0.63
GDP growth volatility 0.53
Regulatory quality 0.64
Voice and accountability 0.68
Inflation 0.11
Deposit rate volatility 0.02
Real interest rate 0.16

Source: Authors calculations

The results of correlation analysis indicate that there is a strong relationship be-
tween financial stability and regulatory governance, macroeconomic condition,
banking structure, and economic freedom. The correlation coefficient of finan-
cial stability with regulatory governance is higher as compared to other variables.
This shows that regulatory governance is essential and has a significant contribu-
tion in boosting financial stability in the selected countries.
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Table 2: Results of correlation between Financial Stability and Regulatory Governance

Fsl RG BC ( PS  GDP  RQ VA INF DV RIR
Financial Stability 100 027 008 025 007 009 004 -003 028

Regulatory Governance

Bank concentration

Control of corruption

Political stability

GDP growth volatility

Regulatory quality
Voice and accountability ~ -009 038 041 089 08 -035 094 100 -019 -014 -031

Inflation 004 006 010 016 -019 016 016 -019 100 -002 005
Depositratevolatility  -003 007 000 016 010 007 -023 -0M 002 100 011
Real interest rate 028 024 024 034 026 025 03 -031 005 01 100

Source: Authors’ calculations

Further decomposition of regulatory governance into various components, the
analyses show an individual impact of all components on financial stability is
positive except for the strength of external audit, and supervisory independence
and accountability. However, independence is highly correlated with financial
stability compared to other components of regulatory governance. Besides, the
results in Table 3 explain that independence, accountability, political central
bank independence, and economic central bank independence are positively cor-
related with financial stability. This signifies that independence, political central
bank independence, economic central bank independence, and accountability
are essential in order to accelerate financial stability in the selected countries.

Following the existing literature and according to the nature of data, the study
used the ordinary least square method to estimates the impact of regulatory gov-
ernance on financial stability. The estimated results in Table 4 show that the co-
efficient value of regulatory governance is positive and statistically significant,
implying that regulatory governance has a considerable influence on financial
stability in the selected countries. However, with further decomposition, the
analyses of the high- and low- and middle-income countries showed that the
coefficient value of regulatory governance is negative and statistically insignifi-
cant in the case of high-income countries. This signifies that regulatory govern-
ance is the crucial determinant of financial stability in low- and middle-income
countries. In addition, the results show that bank concentration has a positive
and significant influence on financial stability in all three groups of countries.
Similarly, the results indicate that the regulatory quality and real interest rate
have a significant and positive impact on financial stability in all types of coun-
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tries. The findings further explicate that the control of corruption has an adverse
effect on financial stability. However, the control of corruption has a greater effect
on financial stability in high-income countries as compared to low- and middle-
income countries. Furthermore, the estimated results confirm that political sta-
bility has a negative effect on financial stability but statistically insignificant in
all three groups of countries. Likewise, GDP growth volatility has an adverse
impact on financial stability in all types of countries. However, the impact of
GDP growth volatility is statistically significant only in high-income countries.
Additionally, the results show that the coefficient values of voice and account-
ability, inflation, and deposit rate volatility are statistically insignificant in all
three types of countries. Additionally, the results of various diagnostic tests are
also up to mark, and residual of the equation satisfied the standard assumption.
Overall, the results suggest that banking structure has a positive impact on finan-
cial stability while economic freedom hurts the financial stability of the selected
countries. Mostly, the results suggest that regulatory governance is essential for
accelerating the financial stability in the selected countries.

Table 3: Results of the Ordinary Least Square method

Variable Full Sample High Income Low and Middle
Model Countries Income Countries

Constant 0.09 (1.0) 0.17 (1.99)*** 0.07 (0.72)
Regulatory Governance 0.22 (1.96)** -0.11 (-1.20) 0.18 (2.68)***
Bank concentration 0.10 (1.82)* 0.13 (2.28)*** 0.12 (2.22)**
Control of corruption -0.52 (-4.31)*** -048 (-2.47)%** -0.33 (-1.90)**
Political stability -0.04 (-0.37) -0.01 (-0.08) -0.06 (-0.48)
GDP growth volatility -0.09 (-1.43) -0.13 (-2.22)*** -0.09 (-1.48)
Regulatory quality 061 (2.59)%** 0.58 (1.82)** 0.51 (1.72)**
Voice and accountability -0.17 (-0.56) -0.07 (-0.20) -0.07 (-0.20)
Inflation -0.04 (-0.36) -0.01 (-0.10) -0.05 (-043)
Deposit rate volatility 0.00 (0.01) -0.01 (-0.26) -0.02 (-0.40)
Real interest rate 0.27 (3.14)** 0.24 (2.59)*** 0.25 (2.77)%**
R-squared 045 042 048
Adjusted R-squared 0.30 027 0.34
F-statistic 297 2.73 3.39
Prob (F-statistic) 0.01 0.01 0.00
Prob (Wald F-statistic) 0.00 949 8.13
Wald F-statistic 7.14 0.00 0.00
Durbin-Watson stat 1.91 1.61 1.73

Source: Authors' calculations
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Table 4: Results of dimensions of regulatory governance on financial stability

Variable Full Sample High Income  Low and Middle Income
Model Countries Sample Countries Sample

Constant 046 (3.72)*** 0.53 (5.64)*** 0.39 (3.62)***
Independence 0.12 (1.76)** 0.11(1.43) 0.10 (1.06)
Accountability 0.16 (1.57) 0.18 (1.87)** -0.11(-1.38)
:Dn(’;:::rl];‘z’:cr:' bank 011 (198" -0.12 (2209 0.17 (1.70)*
F:g::::\ﬁ::cnetra' bank 0.02 (041) 0.05 (0.65) -0.18 (-2.72)%**
::S‘zrc"ézzr:t;”b?ﬁge”dence 020 (173)% <029 (-2.4y% -030(-1.27)
The strength of external audit 0.08 (0.97) 0.02 (0.22) 0.33 (2.06)***
Bank concentration 0.14 (2.38)** 0.15 (2.49)*** 0.12 (1.78)**
Control of corruption -0.32 (-3.80)*** -0.28 (-1.08) 0.01 (0.06)
Political stability 0.26 (1.28) 0.22(1.25) 0.16 (0.85)
GDP growth volatility -0.21 (-3.77)%**  -0.19 (-2.58)*** -0.10 (-1.48)
Regulatory quality 0.65 (2.48)*** 0.62 (2.80)*** 0.75 (3.91)***
Voice and accountability -0.91 (3.51)***  -0.89 (-3.82)*** -1.09 (-3.38)***
Inflation -0.09 (-1.00) -0.08 (-0.78) -0.10 (-1.32)
Deposit rate volatility 1.79 (0.57) 1.15(0.44) 3.57(1.36)
Real interest rate 0.11(0.39) 0.08 (0.34) -0.04 (-0.16)
R-squared 0.72 0.74 0.75
Adjusted R-squared 0.52 0.56 0.57
F-statistic 3.62 4.01 4.16
Prob (F-statistic) 0.00 0.00 0.00
Wald F-statistic 18.87 9.96 19.34
Prob (Wald F-statistic) 0.00 0.00 0.00
Durbin-Watson stat 1.82 1.93 1.88

Source: Authors' calculations

This study further estimates the impact of six components of regulatory govern-
ance including central bank accountability, central bank independence, econom-
ic central bank independence, independence of supervisory and accountability,
political central bank independence and strength of external audit on financial
stability. The results show that central bank independence, central, and economic
central bank independence have a positive and statistically significant influence
on the financial stability of selected countries. However, the political central
bank's independence, supervisory independence, accountability, and strength
of external audit are statistically insignificant. The results further indicate that
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control variables, namely, macroeconomic condition and banking structure have
also positive and significant influence on the financial stability in the presence of
various components of regulatory governance. However, economic freedom has a
negative and significant effect of financial stability in selected countries. To sum-
marize the discussion, the results of ordinary least square method in both cases
supported the primary hypothesis of the study that regulatory governance and
individual dimension of regulatory governance improve the financial stability in
selected countries.

5. Conclusion and Policy Implications

This study focused on investigating the role of regulatory governance and vari-
ous dimensions of regulatory governance on financial stability in the selected
countries. To achieve the primary objective of the study, the authors developed
the regulatory governance index (RGI) and financial stability index (FSI) for the
selected countries. The study employed the ordinary least square method on the
cross-sectional data from 55 selected countries. In the estimated model, financial
stability is used as a dependent variable while regulatory governance and differ-
ent dimension are deployed as independent variables.

Along with the regulatory governance, some control variables, namely, macroe-
conomic conditions, banking structure, and economic freedom were also includ-
ed in the model to avoid the omitted bias of potential variables. Financial stability
is a multidimensional concept, so the index is constructed using six indicators
(capital adequacy, non-performing loans/total loans, capital to the assets ratio,
bank provisions to non-performing loans, return on asset, and return on equity)
as a financial soundness indicator giving equal weights. Regulatory governance
is comprised of six different dimensions, including the index of supervised inde-
pendence, index of the strength of external audit, index of political central bank
independence, index of supervisory accountability, economic central bank inde-
pendence, and accountability index.

The results of the correlation analysis showed that regulatory governance and
various indicators of regulatory governance are positively correlated with finan-
cial stability in the selected countries. Additionally, the results based on the ordi-
nary least square method clarified that regulatory governance has a positive and
significant influence on financial stability in selected countries. The findings also
verified that banking structure and macroeconomic conditions have a positive
and significant effect on financial stability in the selected countries. Concerning
various dimensions of regulatory governance, the study found that central bank
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independence and economic central bank independence have a positive and sig-
nificant impact on financial stability in the selected countries, whereas, political
central bank independence, supervisory independence and accountability, and
external audit strength are statistically insignificant. Finally, the study concludes
that regulatory governance and individual dimension of regulatory governance
played the most significant role in improving financial stability in the selected
countries. Also, better regulatory governance system can contribute to high ef-
ficiency and financial stability in the banking sectors of these countries. Regu-
lators like central banks should focus on improving regulatory governance to
maintain financial stability in the banking sector and to achieve stability in mac-
roeconomic conditions.
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Appendix A: List of Countries (World Bank Classification)

Income group Country name

Australia, Austria, Bahamas, Belgium, Canada, Cyprus,
Denmark, Finland, France, Germany, Greece, Ireland, Israel,
ltaly, Japan, Korea, Netherlands, New Zealand, Norway,
Portugal, Spain, Sweden, Switzerland, United Kingdom

High income

Chile, Czech Rep., Estonia, Hungary, Latvia, Mauritius,

Upper middle income Mexico, Poland, Trinidad & Tobago

Armenia, Brazil, Bulgaria, China, Colombia, Ecuador,
Lower middle income Egypt, El Salvador, Guatemala, Morocco, Nicaragua, Peru,
Philippines, South Africa, Sri Lanka, Tunisia, Turkey

Low income India, Indonesia, Nigeria, Uganda, Zambia




