DISCUSSION PAPER SERIES

No. 6715

GROWTH AND RISK AT THE
INDUSTRY LEVEL: THE REAL
EFFECTS OF FINANCIAL
LIBERALIZATION

Andrei A. Levchenko, Romain Ranciére and
Mathias Thoenig

INTERNATIONAL MACROECONOMICS

Canre fer Econenmic Pelicy Researdn

www.cepr.org

Available online at: www.cepr.org/pubs/dps/DP6715.asp



ISSN 0265-8003

GROWTH AND RISK AT THE
INDUSTRY LEVEL: THE REAL
EFFECTS OF FINANCIAL
LIBERALIZATION

Andrei A. Levchenko, University of Chicago and IMF
Romain Ranciere, IMF, PSE and CEPR
Mathias Thoenig, Université de Genéve, PSE and CEPR

Discussion Paper No. 6715
February 2008

Centre for Economic Policy Research
90-98 Goswell Rd, London EC1V 7RR, UK
Tel: (44 20) 7878 2900, Fax: (44 20) 7878 2999
Email: cepr@cepr.org, Website: www.cepr.org

This Discussion Paper is issued under the auspices of the Centre’s research
programme in INTERNATIONAL MACROECONOMICS. Any opinions
expressed here are those of the author(s) and not those of the Centre for
Economic Policy Research. Research disseminated by CEPR may include
views on policy, but the Centre itself takes no institutional policy positions.

The Centre for Economic Policy Research was established in 1983 as a
private educational charity, to promote independent analysis and public
discussion of open economies and the relations among them. It is pluralist
and non-partisan, bringing economic research to bear on the analysis of
medium- and long-run policy questions. Institutional (core) finance for the
Centre has been provided through major grants from the Economic and
Social Research Council, under which an ESRC Resource Centre operates
within CEPR; the Esmée Fairbairn Charitable Trust; and the Bank of
England. These organizations do not give prior review to the Centre’'s
publications, nor do they necessarily endorse the views expressed therein.

These Discussion Papers often represent preliminary or incomplete work,
circulated to encourage discussion and comment. Citation and use of such a
paper should take account of its provisional character.

Copyright: Andrei A. Levchenko, Romain Ranciére and Mathias Thoenig



CEPR Discussion Paper No. 6715
February 2008

ABSTRACT

Growth and Risk at the Industry Level:
the Real Effects of Financial Liberalization*

This paper analyzes the effects of financial liberalization on growth and
volatility at the industry level in a large sample of countries. We estimate the
impact of liberalization on production, employment, firm entry, capital
accumulation, and productivity, using both de facto and de jure measures of
liberalization. In order to overcome omitted variables concerns, we employ a
number of alternative difference-in-differences estimation strategies. We
implement a propensity score matching algorithm to find a control group for
each liberalizing country. In addition, we exploit variation in industry
characteristics to obtain an alternative set of difference-in-differences
estimates. Financial liberalization is found to have a positive effect on both
growth and volatility of production across industries. The positive growth effect
comes from increased entry of firms, higher capital accumulation, and an
expansion in total employment. By contrast, we do not detect any effect of
financial liberalization on measured productivity. Finally, the growth effects of
liberalization appear temporary rather than permanent.
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Appendix Table A4: PSM Logit Regression

ey
Dep. Var.: TREATED
Log(Per capita income) 3.829%**
[0.642]
Growth volatility over past 5 years 46.590%**
[12.425]
Trade/GDP -0.026%**
[0.005]
Current government's years in office 0.248%**
[0.037]
Voice and accountability -0.054
[0.427]
Log(Life expectancy) 63.586%**
[7.470]
Constant -308.625%#*
[33.063]
Observations 575
Estimation Technique Logit

Notes: Robust standard errors in brackets; * significant at 10%; ** significant at 5%; *** significant at 1%.
TREATED takes on the value of 1 when the country is liberalized, zero otherwise. Log(Per capita income) is
the log of PPP-adjusted per capita income from Penn World Tables. Trade/GDP is exports plus imports as a
share of GDP; Log(Life Expectancy) is the log of the life expectancy; Current government's years in office is
how many years the active government has been in office; Voice and accountability is an index sources from
the World Bank's Governance Matters Database; Growth Volatility is the volatility of the GDP growth rate over
the preceding 5 years. Variable definitions and sources are described in detail in the text.



Appendix Table AS: Measures of External Dependence and Liquidity Needs

ISIC code  Industrial sector External dependence Liquidity needs
311 Food products 0.14 0.11
313 Beverages 0.08 0.09
314 Tobacco -0.45 0.24
321 Textile 0.19 0.16
322 Apparel 0.03 0.20
323 Leather -0.14 0.27
324 Footwear -0.08 0.22
331 Wood products 0.28 0.13
332 Furniture 0.24 0.16
341 Paper and products 0.17 0.11
342 Printing and publishing 0.2 0.08
351 Industrial chemicals 0.25 0.13
352 Other chemicals 0.75 0.15
353 Petroleum refineries 0.04 0.06
354 Petroleum and coal products 0.33 0.15
355 Rubber products 0.23 0.14
356 Plastic products 1.14 0.14
361 Pottery -0.15 0.17
362 Glass 0.53 0.16
369 Nonmetal products 0.06 0.15
371 Iron and steel 0.09 0.16
372 Nonferrous metal 0.01 0.15
381 Metal products 0.24 0.18
382 Machinery 0.6 0.21
383 Electric machinery 0.95 0.21
384 Transportation equipment 0.36 0.15
385 Professional goods 0.96 0.22
390 Other industries 0.47 0.21

Source: Klingebiel, Kroszner, and Laeven (2007) and Raddatz (2006). External dependence is defined as capital
expenditure minus cash flow, divided by capital expenditure. Liquidity needs are defined as inventories/sales.
Both measures are constructed based on US firm-level data.
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