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Abstract 
 Industries that are more dependent on external finance are 

hit harder during recessions 

 

 The observed difference in the behavior of industries is 
larger when financial frictions are thought to be more 
prevalent 

 

 More dependent industries are more strongly affected in 
recessions when they are located in countries with poor 
financial contractibility and when their assets are softer or 
less protective of financiers 



Abstract 
 Focuses on short-run fluctuations in production and on 

how financial frictions amplify them. 

 Theoretical reference for this paper 

 Credit channel of the business cycle 

 Expand the macroeconomic literature on financial 

constraints 



Abstract 
 Methodology 
 Data Set 

 Early production observations for 28 manufacturing industries in 
over 100 countries from 1963 to 1999 

 3 building blocks of the test 

 Determine business cycle shocks 

 Identify recessions by looking at fluctuations of aggregate output in 
each country 

 Rank industries according to the degree to which they naturally 
finance their activities with external funds 

 Using RZ index  

 Measure the differences in financial frictions 

 Country level: number of international accounting standards used by 
firms 

 Industry level: tangibility of the assets 



Abstract 
 Hypotheses 

1. Since capital markets are imperfect, recessions should have a 
larger impact on industries with higher external dependence 

2. As frictions increase, the difference between highly dependent 
industries vis-à-vis less dependent ones should be larger 

 Findings 

 For typical industry, recessions are associated with a decrease in 
growth of 4.7 percentage points 

 Industries that are highly dependent on external finance shows a 
0.9 points larger drop than those industries with little dependence 

 Differential impact of recessions over industries sorted by their 
dependence on external funds is not homogenous 



Abstract 
 Extension from previous literature 

 Expand the macroeconomic literature on financial 
constraints in terms of country experiences and time 
period  

 Show that financial mechanism is not just a peculiarity of 
US or other developed economies, but is a widespread 
feature of business cycle around the world and that is not 
peculiar to some particular kind of shocks 

 Date vary along three dimensions 

 Time, country, and industry (instead of just time and 
productive unit) 

 Can better controls and obtain cleaner results 



Related Literature and 

Hypotheses 



Related Literature and 

Hypotheses – Main Hypotheses 

 Basic financial mechanism hypotheses 

 If we vary the frictions that exist in the external finance 

 Change related to the environment in which these firms 
seek external finance 

 Change in the firm’s characteristics 

 Firm that has less internal funds is disproportionately 
affected by recessions in the presence of financial 
frictions 

 with both conditions tightening the borrowing constraint 
that the firm faces. 

 



Related Literature and 

Hypotheses – Main Hypotheses 

 Two hypotheses 

1. In a given financial environment, firms that depend 

more on external funds are hit harder during recessions 

 

1. An increase in the severity of the financial frictions 

makes the previous effect stronger 

 Our approach with respect to the previous credit channel 

literature 

 



Related Literature and 

Hypotheses –Literature Review 
 The Credit Channel  

 The link between financial frictions and the business cycle and is considered a propagation mechanism of 
primitive shocks 

 First branch 

 Balance sheet channel 

 Second line of research 

 Bank lending channel 

 Existing evidence 

 Shows the impact of financial constraints on firm level fluctuations in: 

  employment, inventories , pricing strategies, investment, sales, and short-term borrowing 

 Kashyap, Stein, and Wilcox (1993) and Kashyap and Stein (2000)  

 bank lending mechanism 

 Overall, the evidence is mainly based on US data and a few other industrialized economies 

 Typically refers to the more recent recessive episodes 

 Operates with a dichotomous definition of financially constrained firms (small vs. large) 

 What we do 

 We extend the evidence in these three dimensions and link cross-firm differences to the degree of financial 
frictions faced by the agents. 

 Standard methodology 

 Comparing the behavior of constrained to unconstrained firms around recessions 

 



Related Literature and 

Hypotheses-Literation Review 
 Our hypotheses 
 Similar set of issues is behind both the bank lending and the 

balance sheet views 

 Both suggest that firms that rely more on external finance should 
exhibit a disproportionate response to negative shocks. 

 Reasons for the differential impact 

 Balance sheet channel 

 Bank lending view 

 The differential effect is also likely to be stronger when financial 
frictions are more important 

 In practice, the distinction between the balance sheet and the 
bank lending view becomes blurred when the correlation 
between dependence on external funds and dependence on 
bank loans is high 

 This paper aims to get an empirical sense of the general idea 
of a financial mechanism of business cycles. 



Data and Empirical Approach 



Data and empirical approach 
 Framework to test the two hypotheses. 

 Empirical approach 

 Exploiting the differential behavior of various industries around the cycle. 

 Data 

 Industry data are taken from the UNIDO Indstat-3 (2001) data set. 

 Provides yearly observations for 28 ISIC-3 manufacturing industrial segments in a 
large number of countries from 1963 to 1999. 

 Basic sample 

 57,538 observations that correspond to 2,395 country-industry data points for 111 
different countries, and for 28 industries, during 36 years. 

 The panel is unbalanced due to data availability 

 Sample size varies 

 Country-level data are not always available for all economies 

 Data vary along three dimensions: time, industry, and country 

 



Data and empirical approach 
 Empirical approach 

 3 basic steps 

1. Identifying recessions in each country 

2. Measuring the extent to which each industry depends on 

external funds 

3. Finding proxies for the severity of financial frictions 

 Benchmark regressions 



Data and empirical approach 
 

 

 

 

Log-change in the production index of industry I in 

country c between year t-1 and t.  

Includes indicator variables that identify each 

country-industry and each year-industry pair, 

respectively. 

Share of industry i in country’s total value added in 

year t-1 

Dummy variables that takes the value 1 if country c is  

experiencing a recession in year t 

External finance dependence for industry I. 

Heteroskedastic and correlated in time for each 

country-industry series. 



Data and Empirical Approach –

Identifying recessions. 
 Identifying assumption 

 Recessions do not systematically affect investment returns of industries as ranked by 
their dependence on external funds. 

 Recessions are periods of tighter credit conditions that do not necessarily reflect the 
stance of investment opportunities in these industries. 

 Procedure 

 Identify recessions from the fluctuations of total real GDP 

 Take the cyclical component of GDP as a proxy for the overall state of the economy. 

 HP filter 

 Definition of recession follows a peak-to-trough criterion. 

 Recessions are not likely to be concentrated in countries grouped by a particular 
set of characteristics. 

 Biases 

 Data availability 

 Can only rely on annual GDP 



Data and Empirical Approach –

External Finance Dependence. 

 

 
• Identify financially constrained agents 

• RZ index 
– Constant across countries for a given industry. 

• Assumption 
– There are technological differences persist across countries. 

– Identification does not require that industries have exactly the 
same external dependence level in every country, just that their 
ranking remains stable. 

• Counter argument for using RX index 

• Robustness 
– There are other explanations for industry cyclicality besides 

external finance dependence 

– Later include other industry characteristics that help explain their 
cyclicality and show that, in general, their effect is no different 
across samples based on the degree of financial imperfections. 



Data and Empirical Approach –

Financial Frictions 
 Country level 

 Focus on the quality of accounting standards 

 Data 

 Index of international accounting standards is taken from La Porta et al. 
(LLSV 1998) 

 Robustness test 

 Use other measures of cross-country financial frictions 

 Industry level 

 Concentrate on industry tangibility 

 In a world with incomplete financial contractibility, having assets that 
can be easily transferred to investors (hard assets) improves a firm’s 
access to external funding. 

 Data 

 Measure of tangibility developed by Braun(2002) 



Results 



Results 
 Basic Results 



Results 



Results – Country and Industry 

Characteristics 



Results – Country and Industry 

Characteristics 



Results – Country and Industry 

Characteristics 



Results – Recession 

Characteristics 



Results – External Finance 

Dependence 
 Earlier assumptions 1 

 Industry ranking on external dependence does not change rapidly, but its is not natural to 
assume that they do not change at all 

 Relaxing assumption 1 

 Use RZ index for the 1970s for the pre-1980 observations and the index for the 1980s 
afterwards. 

 More dependent industries are still hit disproportionately harder during recessions and 
especially so if they are more exposed to financial frictions. 

 Earlier assumption 2 

 The ranking of external finance dependence remains relatively stable across countries 

 We argue that this is plausible if we think that technology is an important determinant of 
financing needs. 

 This implicitly assumes that a given industry uses a similar technology in every country, which is 
not necessarily he case 

 Relaxing assumption 2 

 Time variation in the ranking od external finance dependence can be linked to country 
characteristics 

 The results do not change much. 



Results – Asymmetry: Recessions 

and Booms 



Results – industry outcome 
 Aggregate production growth  

 Commonly used to identify and summarize business 

cycle 

 Can also be used as benchmark  

 More data is available for production 

 Less subject to measurement problems. 



Conclusion 
 The existence of a financial channel of business cycles. 

 Higher impact of recessions on industries that naturally 

rely more on external funds 

 The differences very with the degree of financial 

frictions 

 Financial mechanism is asymmetric over the cycle, and 

is especially strong when recessions are accompanied 

by credit crunches. 



Thank you 


