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Financial Sector Liberalization (FSL)
Domestic Financial Liberalization (DFL) and Capital

Account Liberalization (KAL)

FSL promises:

1. Improvement in global capital allocation

2. Enhance opportunities to savers and investors that will
lead to an improved macroeconomic performance

3. Create more instruments, e.qg., derivatives

4. Force government to bear a “healthy discipline” for
macroeconomic stability.



Domestic Financial Liberalization (DFL) and

Capital Account Liberalization (KAL)

® DFL: Two important policies are: (1) lower the reserve
requirement (rr); and (2) raise competition in the banking
sector. The idea is, lowering rr will increase credits, and
increased competition will raise efficiency, hence better
iIntermediaries and better credit allocation.

® KAL.: liberalizing capital account will let capital to flow
more easily to be channeled through domestic
intermediaries (either banks or firms), allowing more
competition. In either case, pressures for higher
efficiency in domestic banks are introduced, including
greater willingness to take forex risks. KAL can also
detect policy inconsistencies.



Panel A: Annual Average Real GDP Growth Rate
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Panel B: Cross-Sectional Comparison
Annual Average Real GDF Growth Rate
k=3 5 7 10
Full Liberalized 0.0234 0.0226 0.0213 0.0204
Mever Liberalized -0.0008 0.0014 00018 0.0032

The variable we explore in this table is the k-year average growth rate of real per capita gross domestic product. (MTicial liberalization
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Table 2: Classic Growth Regression and the Impact of Liberalization
Annual Average Real GDP Growth Rate (k=5)

Panel A: Classic Growth Regression
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Panel B: Classic Growth Regression with Liberalization Indicator
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50 and 28 countries detailed in appendix table Al. The dependent variable is the 3-vear averape growth rate of real per capita gross domestic product,

LogiGiDP) is the log real per capita GDP level in 1980, GovtGDP is the ratio of govermment consumption to GDP, Enollment is the secondary school enrollment ratio; Population growth is the growth

tate of total population, Log(Lif Expectancy) is the log life expectancy of the total population; and the official liberalization variable takes a value of one when the equity market is liberalized, and z¢ro
otherwise. The weighting matrix we employ in our GMM estimation provides a correction for cross-sectional heteroskedasticity. All standard erroes aceount for the overlapping nature of the data,



Table 3: Robustness of the Liberalization Effect

Annual Average Real GDEP Grivwth Rate (k=5)
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Panel B: Sensitivity to Regional Influences
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Table 5: Macroeconomic Reforms and Financial Liberalization

Annul Average Real GDP Growth Rate (I=5)
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Panel B: Inflation High-Low Spread
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Table 6: Financial Development versus Financial Liberalization
Annual Average Real GDP Growth Rate (k=5)
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Panel At Effects of Financial Liberalization on Financial Development
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Panel B: Effects of Financial Development on Probability of Financial Liberalization
Dependent Varkalble: 199 Officlal Liberalization Indicator
Iidependent Varlables are average of previous 5 years

S eommi rles
Diependent Variable: 1996 Official Liberalization [ndicator Drependent Variable: 1993 Official Liberalization Indicatos
Conatant =1 1.773 Constant 0,144
Sl ervoy T 468 St error 4,260
Log|GDF) (LGRS Logi GDOF 0.720
Sl ervoy 1484 St error i aid
Gowt/GDEP 14.47h Govt/GIDP =11 385
Sl ervoy 23500 St error 4,929
Private Credit -2.5461 Private Credit 418
Sid. ervay 8957 Sl ervor 3
Turnover 1374 Tuewvear 0173
Sid. ervay 11818 Sl ervor 1848
Logl# of dom companies) (.930 Lagi i of dom comipanies) .337
Sud. ervay 0.6al Sl ervor i1, 30
Diependent Variable: 19940 Official Lib Indicator Dependent Variablo: [987 Official Lib Indicator
Constani «i, S Constant 11137
Sl ervar LET St ervor 1,809
Log|GDF) 1370 LogiGDF 1405
Std. ervay T Sl ervor AT E]
Gt/ GDEP = 14,068 Govt GO -4.841il
Sud. ervay 12733 Sl ervor kT |
Private Credit | 264 Pravate Credit 1.774
Sd. ervay 1629 Sl ervor .08
Turnowver (13K Tuenover 1535
Sd. ervay 12 Sl ervor 2327
Log(# of dom compranies) 0360 Lagi#h of dom eomipanies) 1145
Std. ervay A3 Sl ervor {429

[and [T refers 1o samples of 95 and 50 countries detadled in appendix table AL In Panel A, the dependeit vasiable ia the 1, 2, or 3-year average of either equity matkets twiover, log numbes of
cornpanies, of private crodit to GDP patie. The weighting mateix we empley i our GMM estivation provides a cotrection for cross-sectional heteroskedasticity. All standard ervoes ase fobust,
aceounting for te overlapping nature of the data, In Panel B, the dependent variable is the official liberalization indicates. A cross-sectional Prebit model is estimated Tor 19E7, 1990, 1993, 1995

anmigm o F e oa. Rl cneiinnanemn T Tecdil o o R0 cibe o B FTRITIOTT mde v oibilonel awmidle FSRAT I7 - Jivimbnd agnbanmd sdmen Bood cogemm  Tiw #lein same am ol ot odhd oo d s de crmaiablom im dles maaes diins b srnma mnromn o od 8l <



Table 8: The Sources of the Liberalization Effect

Liberalization and the Components of GDP
Panel A: Annual Average Investment/GDE Ratio (k=5)
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Panel B: Annual Average Consumption/GDE Ratio (k=5)
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Table 9: The Cost of Capital and the Liberalization Effect
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Table 10: Insider Trading and the Liberalization Effect
Annual Average Real GDP Growth Rate (k=5)
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[, 10, THL, and IV pefer to samples of 95, 75, 30 and 28 countries detailed in appendix table A1, The dependent varable is the S-year average growth rate of neal per capita gross domestic product,

Log GIF) 15 the log real per capita GDP level in 1980, Govt/GDP is the rafio of govemment consumption to GDP; Enrollment 18 the secondary school ensollment satio, Population growih is the growil
rate of tofal population, Logi Life Expectancy) is the log life expectancy of the tedal population; [nsider Trading Law and [nsider Trading Prosecution are indicators representing eithes the introduction of
laws profibiting insider trading or actual prosecutions, sespectively; and the official liberalization variable takes a valve of one when the equity market is Iiberalized, and zero ofherwise, The weighting
matrix we employ i our GMM estimation provides a correction for cross-sectional heteroskedasticity. All standard erroes account fot the overlapping ratore of the data.



Table 11: Financial Liberalization and Preconditions

Annual Average Real G Growth Rate (kK=5)
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Anvninal Average Real GIN Growth Rate (kK=5)
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Findings

70% of FSL effect on growth takes place in the 5 years following
FSL, and the effect is not permanent

FSL is associated with 0.83% to 1.13% of real per-capita GDP
growth, although FSL also tends to lead to a widening current account
deficit

When using insider-trading prosecution (enforcement), the results are
significant and positive, and the FSL coefficient survives.

Foreign ownership is important to raise FSL benefit

FSL is not spuriously accounted for by macroeconomic reforms and
does not reflect a business cycle effect.

Although FSL further fin development, measures of fin development
fail to fully drive out the FSL effect

A large secondary SER, a small government sector, and Anglo saxon
legal system enhance FSL effect



In Short......

® On average, FSL led to a 1% increase in annual
GDP growth rate

® FSL raises I/Y through foreign capital inflows, and

hence widens DCA
® FSL does not reflect a business cycle effect

® Effects of FSL are intensified after controlling for
SER, size of government, and legal system



Determinants of Capital Flows



Table 1. Definition of Variables

Fxternal Variables

REXT

NPKF

PIB_IND

Domestic Variables
(PiB
PSA
INV
TRADE
DEBTSS
CRPR
APPR

Definition

Real ex-post international interest rate; US dollar 3-months Libor minus
the US-CPI 3-months inflation

Net private capital flows available to all developing countries, minus the
flows received by country i, as a share of GDP of the major industrial
countries

Economic activity (GDP) in industrial countries

Real GDP growth

Public sector (central government) balance as a share of GDP
Gross domestic investment as a share of GDP

Total exports as a share of GDP

Foreign debt service as a share of GDP

Growth in banking sector nominal credit to the private sector

Real exchange rate appreciation {in percent} during the past vear: {RER;-

RER,J/RER,,

Fxpected Sig—n




Table 2. Determinants of Capital Inflows

Sample 1: 1977—84

md&:1t debt fdx portfolio toi. flows
lgpib n/a 0.021 -
Ipsb -0.139 -0.024 -
Hiny 0.129 n/a 0.176
ldebtss -0.369 ~.026 -0.3535
lcrpr -- - n/a
lappr -0.027 -0.004 -0.017
rext n/a n/a n/a
npkf 1.336 0.644 1.234%
N 111 111 11l
R-sq 0.358 0.230 0.349
F test 6.890 4.670 6.730
Prob>F 0.000 0.000 0,000




Table 4. Determinants of Capital Inflows
Sample 3: 1987-96

m&lt debt fdi Portfalio tot. flows
1gpib n/a 0.039 1v/a /a
ipsb 0.116 -0.044 n/a n/a
linv 0.207 - 0.074 0.184
|debtss -0.221 n/a -- -0.122
lerpr -- -0.004 -0.002 -0.004
lappr - ~e -- -~
rext -- -- -- -0.337
npkf 2.094 1.471 1.334 -~
dummy n/a 1.286 n/a 2.983
N 236 236 236 236
R-sq 0.202 0.371 0.167 0.442
F test 6.750 13.260 6.470 20.750
Prob>F 0.000 0.000 0.000 0.000




Table 7: Compaosition of Capital Flovws

Dependent variable: log{Loan) — log{(FDM), averaged over 1'994-96G

Methodology

Corruption

Tax rate

FDI incentives

FIDI restrictions

Log (GDP)

Log (Per capita GDP)

Log distance

Linguistic tie

Exchange rate volatility

Over-identifying restriction
{P-value of the test)
Adjusted R*/Over-all R
Mo, of obs.

Fized Famndom
Effacis Effects
SCR WDR
o._gazZ=" [LNETS 2
(0128} {0.225)
o.o21 021
(OO1F} {0.031)
0194 0.244
(D152} {0.280)
O_4as40=* 045"
(D086} {0.157)
-0 sEE" -0.651*"
(D107} {0 18&)
72 0.205
(D098} {o.181)
0350 0. 543"
(D094} 0. 114
-G8 -0.B80**
(0_305) {0.287)
-0.EE1 0007
(2060} {3 .505)
.45 .52
225 225

Fixad
Effacis

o.FoT
(0.178)

0.021
(0.018)

-0.056
(0160}

0458
(0.088)

-0.597"
(0.110)

o272
(0.125)

0357
(0.09E)

-0.722%
(0.313)

-1.351
(Z2.218)

.45
225

Fandom

Effects
TI

0. 720"

{0.280)

0.020
{0.029)

-0.019
(0.254)

0.445*
{0.145)

-0 G55
(0.174)

0.302
(0210

0.525"
(0.114)

-0_70o0
{0282}

-0.T55
(3.488)

050
225

Fized effects

GCR! WDR
02968 D.285%#
(0181} {0.182)

0.111 0.095
(0158} {0.157)

0336 0.333*
(0053} {0.083)

-0.274%" -0 254"
(0.115} {0.118)

0.034 0.033
(0103} {0.103)
0.123 0111
(0132} {0.132)

-0. 753" -0_B03**
(0288} {0288

-1.793

{(2.228)
.43 0.40
180 180

Mote: see notes to Tabhle 5.



Ln(Loan)-Ln(FDI)

Figure 3: Composition of Capital Inflows and Corruption
(Partial correlation based on Table 7, Column 1)

I I I I
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Corruption: GCR/WDR



Figure 2:0uality of Public Govermance and the Composition of Capital Inflows
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Table 1a: Volatility of FDLI/GDP, Bank Loan/GDP, and Portfolio Flow/GIDP
as Measured by Standard Deviation: 1980-1996

FDINEDFE Loan/GDF Portfolio/ S0P

Whole sample: 103 countries
heam o012 [y 0014
rediam 0005 0033 O 009

Emerging markets: 85 countries
Mean 0.012 0L ODE 0.012
Median o008 0. 035 OO

OECD: 18 countries
hear 008 0020 021
’ediam O T .14 20

Selected countries

Indonesia 0.007 0.017 0009
K orean O 2 0037 001
Malaysia 0023 0.034 0.023
Mexico 0.007 0.033 0.026
Philippines 0009 0.026 0017
Thailand 0007 0.028 0.012
Motes:

1. Sources: Total inward FIDI flows, total bank loans, and total inward portfolio investmen
from the IMF s Balance of Paviment Statistics, various issues, (GDP data are from the World
Bank s (GDF & YWD Central Databases

2. Omly countries that have at least cight non-missing observations during 1980-19%96 for all
wariables and whose populations are greater than or equal to one million in 1995 are kept inc
sample.

3. OECD countries (with membership up to 19800 include: Australia, Aauasiria, Canada, Dem
Finland, France, Ireland, [taly, Japan, Metherlands, New Zealand, NMorway, Poriugal, Spain,
Sweden, Switzerland, United Kingdom, United States. Emercing Markets refer 1o all counir
not on the abowve list and with a GDP per capita in 1995 less than or egual to USS15.0040 (in
TT <= ¢4



Table 8: Transformed Ratio of Loans o FIDI

Dependent variable: log{Loan+0.1) — log{ FIDI+0.1), averaged over 1994-94

Methodology

Cormaption

Tax rate

FIDI mcentives

FIDI restrictions

Log (GDEPY)

Log (Per capita GDP)

Loz distance

Linguistic tic

Exchange rate volatility

Over-identifying restriction
{ Pevalue of the test)
Adjusted R/ Owver-all R*
Mo, of obs.

Fizmed Famndom
Effacis Effecks
GRS WiDR
0875~ (R
(0_151% {0.225)
oot o013
(O_020% (o031}
000 0,072
(01785 {0.262)
0_545" .S50%"
(L Rk I {D.158)
-o 551" -0.645""
(01285 {0.189)
02ZF7F" 0.Z235
(O_11F) {o.182)
o_3g1= [ AT
(O 112% {O0.133)
- 450 -0 504
(D3G5} {0.3F55)
0_583 1.091
(2368 {3.4890)
048 0.51
231 Z31

Fixad
Effacis

o7
(0.2 10)

o012
(.02}

-0. 196
(OTEF)

0558
(D103}

-0.E15*
(0131}

0.3 14"
(0,149}

0_39E""
(0115}

-0.513
(D.373)

-0.273
(2.553)

.45
231

TI

Farndom
Effecls

0.681""
(0.320)

0012
{D.032)

-0.158
(0280

I.547""
(o159

-DBST™
{0194

0.318
(0.232)

0.47E""
(D 135)

-D.522%
{0350

0442
(373

.50
231

Fixed effects
SCRY WDR

o.3g2*
(0.199}

-D.014
(2171}

g2y
(0.1 0E)

-0 ED e
(D128}

o114
(0114}

0158
(D147}

-O. TG
(D.325)

.28

183

0.374"
{0.18386)

-0.023
(D189

0425
{D.102)

-D_3oge
(0129

0.113
(0.112)

0151
(D 14E)

-D_FET
{D.328)

-1.257
(2451

028

183

Mobte: see notes to Table 5.



Figure 1: Relative Volatility of Dfferent Capital Flows

Standard Devations Over 1980-96
Emerging Marekets: 85 countries
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