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Executive Summary

It has been widely recognized that financial liberalization plays an
important role in economic development. Although an expanding body
of literature has documented this effect across space and time, the
channel through which financial liberalization affects the economic
growth remains unclear. This paper employs probit and panel
regressions to show that financial liberalization is positively associated
with economic growth, with the (positive) direct liberalization effect
dominating the (negative) indirect crisis effect. Financial liberalization
is expected to increase GDP growth by 0.92 percentage point in the
whole sample and by 0.99 percentage point in crisis-experienced
countries, respectively. Financial liberalization contributes to economic
growth even when the sample is restricted to countries that experienced
financial crises.

We also test the effect of financial liberalization on the interest rates.
The result is contrary to our expectation: financial liberalization increases
the interest rates. We conjecture that the overshooting in interest rates
after a crisis and the removal of interest rate ceiling after liberalization

are the main reasons for this phenomenon.
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Financial Liberalization, Crises, and
Economic Growth

Inkoo Lee* and Jong-Hyup Shin**

The paper empirically explores the effect of financial liberalization
on economic growth by combining the results of a panel model with
those of a probit model. It confirms the results of previous studies
that show the positive net-effect of financial liberalization on growth.
Surprisingly, we find that the net effect on growth is larger in the
crisis-experienced country group than in the overall sample group.
We guess this is because the crisis-experienced countries are mostly
developing countries that enjoy higher growth rates than the
developed countries. The paper also investigates the effect of financial
liberalization on nominal interest rates. The results, contrary to
expectations, show that the direct effect of liberalization is positive

because of the overshooting in interest rates after crises.

* Department of International Macroeconomics and Finance, Korea Institute
for International Economic Policy, 3004 Yomgok-dong, Seocho-gu, Seoul
137-747, Korea, iklee@kiep.go.kr

** Department of International Macroeconomics and Finance, Korea Institute
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I. Introduction

Many economists have focused on the effect of financial liberalization
on economic variables, especially on economic growth. That financial
liberalization has a positive effect on economic growth is a general
consensus since financial liberalization removes many frictions in
financial markets and reduces borrowing costs. However, financial
liberalization may also cause financial crises in developing countries
by inducing risk-taking behavior. Since financial crises have negative
effects on economic growth, the main concern of economists lies on
the net effect of financial liberalization on economic growth.

Financial liberalization has two channels through which the
liberalization effect is transmitted to economic growth. The first channel
investigates a direct effect of liberalization on economic growth. In
general, we estimate this effect by regressing economic growth on
explanatory variables including a financial liberalization dummy (index),
like Rodrik (1998), Bekaert, Harvey, and Lundbald (2005), Henry
(2000, 2006), etc. The second channel explores an indirect effect by
combining the marginal effect of financial liberalization on the crisis
(Kaminsky and Reinhart 1999; Glick and Hutchinson 2001) with the
effect of the crisis on economic growth.

The net effect of financial liberalization on economic growth is the
sum of these direct and indirect effects, and Ranciere, Tornell, and
Westermann (2006) estimate this effect recently using a panel model
with a probit model. The regression results of the current paper are
very similar to those of Ranciere, Tornell, and Westermann (2006) in

a sense that the net effect of financial liberalization on economic
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growth is 0.92 percent in ours and 0.86-0.91 percent in theirs.

This paper also examines the net liberalization effect on economic
growth for the sub-samples of data. We reorganize the country group
along the criteria of crisis-experienced countries and Asian countries.
Surprisingly, the net effect on economic growth is greater in the crisis
-experienced group than in overall sample. We guess this unexpected
result is based on the fact that most crisis-experienced countries are
developing countries. Usually the developing countries enjoy higher
growth rates than developed countries, so the liberalization effect can
be greater in developing countries although these countries are more
likely to experience financial crises. For the Asian countries, the net effect
is relatively small, compared to other cases. Because the coefficient on
financial liberalization is statistically insignificant, however, we have
difficulty in measuring the exact net-effect in this case.

One more contribution of the paper arises from investigating the
effect of financial liberalization on the nominal interest rate since
most previous studies are silent on this topic. The results, contrary to
expectations, show that the direct effect of financial liberalization on
the nominal interest rate is positive. We conjecture that the overshooting
in interest rates after a crisis makes the average effect of financial
liberalization on the nominal interest rate positive because almost all
the crisisexperienced countries are already financially liberalized
countries in the sample.

The remainder of the paper is organized as follows. In Section II,
we describe the regression models and explain sample data. Section III

presents the regression results, and Section IV concludes the paper.



II. The Empirical Model

1. The Benchmark Regression Model

We estimate the effect of financial liberalization on economic growth
using a two-step approach. The first step makes use of a probit
model to measure the marginal effect of financial liberalization on the
twin crisis (banking and currency crises), and the second step runs a
panel model to estimate the effect of financial liberalization and crises
on economic growth. The first step calculates the probability that the
twin crisis will occur after financial liberalization has been realized.
Using this probability with the coefficient estimates in the second
step, we can measure the net effect of financial liberalization on
economic growth.

The probit model is written as:
(1) Crisis,, =aFL, +Z,A+n,

where subscript ; and ¢ denote an individual country and a time
period, respectively. Crisis, represents a twin crisis dummy variable
that is equal to one if the twin crisis occurs in country ; at time ¢.
Otherwise, it is zero. The financial liberalization dummy variable FL,
is defined by the same manner as the twin crisis dummy variable. Z,
is a set of explanatory variables, and 77, is an error term such that 77,
~N(0,1). The set of explanatory variables Z, consists of a financial
liberalization dummy, real exchange rate devaluation,}) a bank liquid

reserve ratio, inflation, and a constant. ¢ and A4 are coefficients on
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independent variables.

Running the probit model, we can identify the probability of the
twin crisis conditional on financial liberalization. The marginal effect
of financial liberalization can be found from the change in the
predicted probability of crises occurrence that is conditional on the

(discrete) explanatory dummy variable2):

(2) Marginal Effect = Pr(Crisis, =1| %,,FL,-, =1 -
E(Crisis,, =1|Z,,FL, =0)

In the second step, we run a panel regression model after testing

the significance of the group effect. Actually the F-test cannot reject

the null hypothesis that the constant terms are all equal, so we

choose a random effects model as the benchmark regression model.
(B) Y. =a+PFL, +)Crisis, + X, A+ ¢,

where ), is a dependent variable that is the real per capita GDP
growth rate, and X, is a set of explanatory variables that includes
log (initial real GDP), inflation, openness,® and the investment/GDP
ratio. «, B, 7, and A are coefficients on dependent variables, and
&, 1s an innovation.

We can capture the effect of financial liberalization on economic

1) Real exchange rates are used instead of real effective exchange rates
because of data availability.

2) For computing marginal effects, one can evaluate the expressions at th
sample means of the data.

3) Openness is measured by (export+import)/GDP.
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growth by two channels. The first channel measures a direct effect of
financial liberalization on economic growth. The coefficient estimate on
the financial liberalization dummy in the panel regression represents
this direct effect. The second channel catches an indirect effect of
financial liberalization on economic growth by combining the results
of the probit regression with those of the panel regression. The
coefficient estimate on the twin crisis dummy in the panel regression
multiplied by the marginal effect of financial liberalization in the probit
regression generates the indirect effect of financial liberalization on

economic growth.

(4) E(yit |FLit :l)_E(yit |FL1'; :0) = B + j} * Marginal Effect

Equation (4) calculates the net effect of financial liberalization that

A

is the sum of the direct (£) and the indirect effect (7 *Marginal Effect)
of financial liberalization on economic growth.

We use a sample of 58 countries over 1980~1999 in the benchmark
regressions. And then we conduct the same regressions as the benchmark
case to the sub-samples in which the number of the countries is 21
for the group of countries that experienced a twin crisis and the
number of the countries is 11 for the Asian countries. Finally, to check
the robustness of the regression results, we also use the financial
liberalization index from Wyplosz (2001), instead of the financial
liberalization dummy, as a dependent variable. In this regression, we
exclude openness from the explanatory variables since this variable is

statistically insignificant in most previous regressions.
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2. The Alternative Model

When banking or currency crises hit an economy, the nominal interest
rate is expected to increase because of the borrowing restriction in
financial markets. On the other hand, the effect of financial
liberalization on the nominal interest rate is likely to be negative
since financial liberalization makes it easier to borrow money from
the rest of the world. To test this hypothesis, we conduct a regression
where the nominal interest rate is the dependent variable and
financial liberalization is one of the independent variables.

The probit regression does not change, compared with the
benchmark case, except the number of sample countries due to data
availability. In the meantime, the variables in the panel regression are
somewhat different from those in the benchmark regression model.
The dependent variable is the nominal interest rate, and the explanatory
variables are composed of the financial liberalization dummy, the
twin crisis dummy, the real GDP, inflation, and openness. We
exclude the investment/GDP ratio and the initial real GDP from the
independent variables because these variables are not statistically

significant.

3. Data

We collect data for 58 countries around the world. This country group
includes major industrialized countries and most crisis-experienced
countries. The sample period is from 1980 to 1999, and the frequency
of the data is annual. Since most banking and currency crises have

occurred during 1980s and 1990s, we believe that the sample period



14 Financial Liberalization, Crises, and Economic Growth

is not too short to catch on to the effects of financial liberalization
and the crisis on economic variables.

The financial liberalization dummy is from Beckaert, Harvey, and
Lundbald (2005). This dummy variable is based on the dates of
official equity-market liberalization in each country. We also use a
financial liberalization index from Wyplosz (2001) who made this
index by combining the results of Demigurc-Kunt and Detriagache
(1998), Mehrez and Kaufmann (2000), and Wyplosz (2000). We borrow
the twin crisis dummy from Ranciere, Tornell, and Westermann
(2006). They calculate this dummy using data from Caprio and
Klingebiel (2003) and Glick and Hutchison (2001).

We use money market rates in International Financial Statistics as the
nominal interest rates in the alternative regression. The investment
/GDP ratio comes from Penn World Table. The other variables are
based on data from International Financial Statistics, and then we
calculate new variables like real exchange rate devaluation using this

data set.



III. The Results

This section evaluates three testable hypotheses about the relationships
between financial liberalization, crises and economic growth using
the qualitative choice framework and panel regressions outlined in

Section 1I.
1. Financial Liberalization and Crises

The first testable hypothesis is that - for given economic characteristics -
a country will have a higher probability of crises, the more liberalized
the country’s financial market is. We examine this hypothesis in three
exercises: (1) using the whole sample countries, (2) using the sub-sample
countries (countries that experienced crises and Asian countries), and
(3) using an alternative measure of financial liberalization for the
selected sample countries. In the first and second exercises, we use a
liberalization dummy (FL dummy) as a measure for financial liberalization,
while we use a liberalization index (FL index) in the third case. The
lower panel in Table 1 presents the results of probit regressions, of
which main findings can be summarized as follows.

First, as a benchmark, column 2 demonstrates that the FL dummy
variable is positively related to the probability of crises as expected,
and the coefficient estimate is statistically significant at the 10 percent
level. This result reflects the fact that financial liberalization is
expected to increase the likelihood of crises by inducing excessive
risk taking behavior. The real exchange rate devaluation is also likely

to increase the probability of crises, while other regressors including
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Table 1. Financial Liberalization and Economic Growth

Panel Regression

Dependent Variable: Per Capita Real GDP Growth

All Crisis Asia FL(1) FL(2)
FL Dummy 0.010 0.013 0.006 0.011
(3.67)*** (2.92)%* (1.36) (3.30)%**
FL Index ((1)(9](;?*
Twin Crisis Dummy -0.042 -0.043 -0.061 -0.045 -0.044
(-7.68)**  (-6.82)"**  (-6.63)***  (-6.72)**  (-6.51)***
o -0.055 -0.040 -0.150 -0.078 -0.070
Initial Real GDP (523 (218 (T.0B)F (B (-5.06)
Inflation -0.002 -0.002 -0.208 -0.002 -0.002
(474 (421) (7.33)F (-4.60)7F (-4.44)F*
Openness 0.008 -0.001 -0.000
(1.77)* (-0.07) (-0.03)
Investment/GDP (803167)6 (604271)1 (8()9?)1 (7082%4 (800252
R-square 0.145 0.263 0.479 0.234 0222
F-statistic -1.324 - - - -
Probit Regression
Dependent Variable: Twin Crisis Dummy
All Crisis Asia FL(1) FL(2)
FL Dummy 0.281 0.520 1.117 0.426 0.670
(1.71)* (2.62)%** (2.09)* (1.89)% (2.12)*
Real Exchange Rate 1.091 2,611 14.659 2.335 2.339
Devaluation (4.64)** (5.20)*** (4.35)*** (4.70y*** (4.68)***
Lo . -0.677 -0.259 -1.606 1.046 1.103
Bank Liquid Reserve Ratio (:0.93) (0.25) (0.37) (1.02) (1.07)
Inflation 0.020 0.005 -10.749 0.016 0.020
(1.30) (0.29) (-1.39) (0.98) (1.25)
Constant -1.991 -1.711 -2.937 -2.149 -2.343
(-12.42)%**  (-8.48)** (-4.08)***  (-8.93)***  (-7.70)***
R-square 0.022 0.100 0.364 0.059 0.061
Number of Observations 1160 420 220 540 540
Number of countries 58 21 11 27 27
Marginal Effect of 0.018 0.074 0.058 0.033 0.048

Financial Liberalization

Notes: t-statistics are in parentheses.

*** ** and * indicate the significance at the 1%, 5%, and 10% level, respectively.
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the bank liquid reserve ratio and inflation turn out to be less
significant in the incidence of crises. As discussed in Section II, the
parameter estimates from discrete choice models such as a probit
model must be transformed to yield estimates of the marginal effects.
When the regressor is a discrete variable, one can easily find the
marginal effects by computing the change in the predicted probability
that is conditional on the (discrete) explanatory dummy variable.
Table 1 shows that the marginal effect of the FL dummy is 0.018 in
the benchmark case, which implies that financial liberalization is
expected to increase the probability of crises by 1.8 percent point.

In the sub-sample regressions, the estimation results are similar to
the benchmark model, and the effects of the FL dummy and real
exchange rate devaluation become significantly larger. Column 2 and
column 3 in the lower panel in Table 1 reveal that financial
liberalization is expected to increase the probability of crises by 7.4
percent point and by 5.8 percent point for the crisis-experienced
countries and Asian countries, respectively.

Finally, it is interesting to examine the effect of financial liberalization
using an alternative measure. Column 5 reports estimates of the
parameters when the FL index is used for a liberalization measure.
Again, this FL index is positively related to the probability of crises
with the marginal effect of 4.8 percent. It is worthwhile noting that
the estimation results in column 5 are comparable to those in column 4
in which the regression uses the FL. dummy as a dependent variable

for the same sample countries as the regression in Column 5.
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2. Financial Liberalization and Economic Growth

The next testable hypothesis is that financial liberalization enhances
financial deepening and hence directly increases an economic growth.
We examine this by employing a random effects regression for the
same sample countries as in Section III.1. The upper panel in Table
1 reports the coefficient estimates of equation (3) using the FL
dummy as a measure of financial liberalization and the twin crisis
dummy, the initial real GDP, inflation, openness, and the
investment/GDP ratio as explanatory variables.4)

Several features are worth noting. First, the sign and magnitude of
the coefficients of explanatory variables are as expected, and the
coefficients are statistically significant in most cases: financial
liberalization, openness and the investment/GDP ratio are positively
associated with economic growth, whereas the crisis dummy, the
initial GDP, and inflation are negatively related to economic growth.

Second, the twin crisis is likely to decrease annual GDP growth
rate by 4.2 percent point for the whole sample, 4.3 percent point for
the crisis-experienced countries, and 6.1 percent point for Asian
countries. The use of the FL index as a measure of financial
liberalization does not change the results much, with the marginal
effect of the twin crisis being 4.4 percent point. The coefficients for
the crisis dummy are significant at the 1 percent level in all cases.

Third, and most importantly, the point estimates of the FL
dummy and the FL index suggest a substantial impact of financial

liberalization on output growth through the deepening of a country’s

4) We don't include the government size asa explanatory variable because

of its statistical insignificance.
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financial system. For example, financial liberalization appears to
increase the annual GDP growth rate by 1.0 percent point for the
whole sample, 1.3 percent point for crisisrelated countries, and 0.6
percent point for Asian countries. The coefficients are significant at
the 1 percent level except Asian countries, and the estimated
coefficients do not vary much with the use of the FL index as an
alternative measure of financial liberalization. These effects are
substantially large when we consider that the sample mean of output

growth is 1.53 percent over the periods.
3. Financial Liberalization, Crises and Economic Growth

We now turn to the final testable hypothesis that the liberalization
effect dominates the crisis effect, and therefore financial liberalization
contributes to economic growth. From Section III.2, it is obvious that
financial liberalization directly increases output growth through the
deepening of a financial system. We call this the liberalization effect.
However, it is also shown that financial liberalization is associated
with a higher probability of crises, which in turn reduces the output
growth. We call this the crisis effect. Thus the overall impact of
financial liberalization on output growth depends on the relative size

of the liberalization effect and the crisis effect.

Table 2. Liberalization and Crisis Effects on Economic Growth

All Crisis Asia FL(1) FL(2)
Liberalization effect 1.00% 1.30% 0.60% 1.10% 0.80%
Crisis effect -0.08% -0.32% -0.35% -0.15% -0.21%

Net effect 0.92% 0.98% 0.25% 0.95% 0.59%
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Table 2 reports the net effect of financial liberalization. Recall that
the crisis effect can be computed by multiplying the coefficient estimate
of the twin crisis dummy in the random effects regression by the
marginal effect from the probit regression. The results in Table 2
show that the liberalization effect dominates the crisis effect in all
cases. It leads to a positive net effect of financial liberalization on
economic growth. The net effect ranges from a low of 0.25 percent
point in Asia to a high of 0.98 percent point in crisisrelated countries.
Notice that the net effect in crisisexperienced countries is greater
than that in the whole sample countries. We guess this is because the
crisis-experienced countries are mostly developing countries, and the
developing countries enjoy higher growth rates than developed countries.
So the liberalization effect can be greater in developing countries
although these countries experienced crises.

Overall, the results in this section confirm our view that financial
liberalization contributes to economic growth through an increase in
financial deepness, even after controlling for the probability of crisis

occurrence.

4. Financial Liberalization, Crises and Interest Rates

In Section II, we briefly discussed a link between financial liberalization
and interest rates. On the one hand, one would expect that interest
rates will increase due to the borrowing restriction in financial markets
once crises have occurred. On the other hand, the effect of financial
liberalization on the interest rates is likely to be negative because
financial liberalization makes it easier to borrow money from abroad.

We test this hypothesis by employing the same methodology used in
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Table 3. Financial Liberalization and Interest Rates

Panel Regression

Dependent Variable: Nominal Interest Rate

0.019

FL Dummy (3.76)
. . 0.056

Twin Crisis Dummy (6.93)"
-0.009

Real GDP (:3.90)%*+

. 0.609
Inflation (34.45)%*+
Openness -0.042

(-4.40)***
R-square 0.682
F-statistic -7.513
Probit Regression
Dependent Variable: Twin Crisis Dummy
0.546
FL Dummy (2.01)**
. 3.137
Real Exchange Rate Devaluation (5.06)***
o . 1.567
Bank Liquid Reserve Ratio (1.00)

. 0.039
Inflation (1.58)
Constant 2510

(-8.55)***
R-square 0.065
Number of Observations 680
Number of Countries 34
Marginal Effect of Financial Liberalization 0.025

Notes: t-statistics are in parentheses.

**% ** and * indicate the significance at the 1%, 5%, and 10% level, respectively.
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the previous subsections.

The results in Table 3 show that the crisis dummy has a significantly
positive relationship with nominal interest rates as expected, and the
FL dummy is also positively related to nominal interest rates, contrary
to our expectation. It turns out that financial liberalization directly
increases the interest rate by 1.9 percent point, and the resulting net
effect of financial liberalization amounts to 2.04 percent point.

The unexpected sign of the liberalization effect can be explained
by the empirical ground and the conceptual ground. First, there exists
a possibility that the interest rate overshoots after crises, which may
reverse the true (negative) liberalization effect by scaling up the average
interest rate over the sample period. Second, the removal of financial
restraints may not improve allocation efficiency in credit markets
because of imperfect information. Third, external factors such as the
high and volatile world interest rate may have been transmitted to
the domestic country that has undergone financial liberalization. The
degree of openness of the capital account is believed to play a crucial
role in the determination of domestic interest rates. In this respect,
one needs to separate the capital account liberalization from financial

sector liberalization to assess its implications on interest rates.

Table 4. Liberalization and Crisis Effects on Interest Rates

Liberalization effect 1.90%
Crisis effect 0.14%
Net effect 2.04%




IV. Conclusions

It has been widely recognized that financial liberalization plays an
important role in financial depth and economic development. Although
an expanding body of literature has documented this effect across space
and time, the channel through which financial liberalization affects
the economic growth remains yet unclear. To address the economic
significance of financial liberalization, this paper answers two questions:
(1) To what extent does financial liberalization affect the crisis occurrence
and economic growth? and (2) How much would the effects of financial
liberalization be different across country groups?

To answer these questions, this paper employs probit and panel
regressions and analyzes the resulting direct and indirect effects of
financial liberalization from the empirical perspective. We show that
financial liberalization is positively associated with economic growth,
with the (positive) direct effect dominating the (negative) indirect effect.
The financial liberalization is expected to increase GDP growth by
0.92 percent point in the whole sample and by 0.98 percent point in
crisis-experienced countries, respectively. A robustness check also supports
our view that financial liberalization contributes to economic growth,
even after controlling for the crisis occurrence.

In this paper, we also provide empirical evidence to test the effect
of financial liberalization on the interest rates. The result is contrary to
our expectation: financial liberalization increases the interest rates. We
conjecture that the overshooting in interest rates after a crisis is the main
reason of this phenomenon. That is, the overshooting makes the average

effect of financial liberalization on the nominal interest rate positive.
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Appendix

Table A-1. The sample countries

Country All Crisis Asia FL index | Int. Rates

Algeria O <
Argentina o © o
Australia o o o
Austria o o o
Bangladesh o ©
Belgium o o o
Brazil O ¢ O
Canada o o
Chile o ) o
Colombia O O
Costa Rica o
Cote d'Ivoire O o
Denmark o o
Dominican O
Ecuador o o o
Egypt © ©
El Salvador O
Finland O ) o
France O O O
Germany O O
Ghana o
Greece O
Guatemala o
Honduras o
India o o o o
Indonesia o ¢ ) O o
Ireland o o
Israel o ) o
Italy O O o
Jamaica O

@) O @) O

Japan
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Country All Crisis Asia FL index | Int. Rates
Jordan O @)
Kenya O O
Korea O O O O O
Malaysia O O O @) @)
Mexico O O O O
Morocco O
Netherlands O O
New Zealand O O @)
Nigeria )
Norway @) o o)
Pakistan O O @)
Paraguay @)
Peru O O O
Philippines O O O O @)
Portugal 0 O
South Africa O @) @)
Spain ) o o
Sri Lanka O O @) @)
Sweden O O @)
Switzerland O @)
Thailand O O O O @)
Tunisia O O
Turkey O @) @)
United Kingdom ) o @)
United States O @)
Uruguay (@) O
Venezuela O O @)

Notes: The regression in each column includes countries with “O” mark.



List of KIEP Publications (2001~2007. 10)

m Working Papers

01-01

01-02

01-03

01-04

01-05

02-01

02-02

02-03

02-04

02-05

02-06

02-07

Does the Gravity Model Fit Korea’s Trade Patterns?
Implications for Korea’s FTA Policy and North-South Korean Trade
Chan-Hyun Sohn and Jinna Yoon
Impact of China’s Accession to the WTO and Policy Implications for
Asia-Pacific Developing Economies Wook Chae and Hongyul Han
Is APEC Moving Towards the Bogor Goal?
Kyung Tae Lee and Inkyo Cheong
Impact of FDI on Competition: The Korean Experience
Mikyung Yun and Sungmi Lee
Aggregate Shock, Capital Market Opening, and Optimal Bailout
Se-Jik Kim and Ivailo Izvorski
Macroeconomic Effects of Capital Account Liberalization: The Case of Korea
Soyoung Kim, Sunghyun H. Kim, and Yunjong Wang
A Framework for Exchange Rate Policy in Korea
Michael Dooley, Rudi Dornbusch, and Yung Chul Park
New Evidence on High Interest Rate Policy During the Korean Crisis
Chae-Shick Chung and Se-Jik Kim
Who Gains Benefits from Tax Incentives for Foreign Direct Investment
in Korea? Seong-Bong Lee
Interdependent Specialization and International Growth Effect of Geographical
Agglomeration Soon-chan Park
Hanging Together: Exchange Rate Dynamics between Japan and Korea
Sammo Kang, Yunjong Wang, and Deok Ryong Yoon
Korea’s FDI Outflows: Choice of Locations and Effect on Trade

A list of all KIEP publications is available at: http://www.kiep.go.kr.




02-08

02-09

02-10

02-11

02-12

02-13

02-14

02-15

02-16

02-17

03-01

03-02

03-03

03-04

03-05

03-06

Chang-Soo Lee
Trade Integration and Business Cycle Co-movements: the Case of Korea with
Other Asian Countries Kwanho Shin and Yunjong Wang
A Dynamic Analysis of a Korea-Japan Free Trade Area: Simulations with the
G-Cubed Asia-Pacific Model
Warwick J. McKibbin, Jong-Wha Lee, and Inkyo Cheong
Bailout and Conglomeration Se-Jik Kim
Exchange Rate Regimes and Monetary Independence in East Asia
Chang-Jin Kim and Jong-Wha Lee
Has Trade Intensity in ASEAN+3 Really Increased? - Evidence from a Gravity
Analysis Heungchong KIM
An Examination of the Formation of Natural Trading Blocs in East Asia
Chang-Soo Lee and Soon-Chan Park
How FTAs Affect Income Levels of Member Countries: Converge or Diverge?
Chan-Hyun Sohn
Measuring Tariff Equivalents in Cross-Border Trade in Services
Soon-Chan Park
Korea’s FDI into China: Determinants of the Provincial Distribution
Chang-Soo Lee and Chang-Kyu Lee
How far has Regional Integration Deepened? - Evidence from Trade in
Services Soon-Chan Park
Trade Integration and Business Cycle Synchronization in East Asia
Kwanho Shin and Yunjong Wang

How to Mobilize the Asian Savings within the Region: Securitization and
Credit Enhancement for the Development of East Asia’s Bond Market
Gyutaeg Oh, Daekeun Park, Jacha Park, and Doo Yong Yang
International Capital Flows and Business Cycles in the Asia Pacific Region
Soyoung Kim, Sunghyun H. Kim, and Yunjong Wang
Dynamics of Open Economy Business Cycle Models: The Case of Korea
Hyungdo Ahn and Sunghyun H. Kim
The Effects of Capital Outflows from Neighboring Countries on a Home
Country’s Terms of Trade and Real Exchange Rate: The Case of East Asia
Sammo Kang
Fear of Inflation: Exchange Rate Pass-Through in East Asia




03-07

03-08

03-09

03-10

03-11

03-12

03-13

03-14

03-15

03-16

03-17

04-01

04-02

04-03

04-04

04-05
04-06

Sammo Kang and Yunjong Wang
Macroeconomic Adjustments and the Real Economy In Korea and Malaysia
Since 1997 Zainal-Abidin Mahani, Kwanho Shin, and Yunjong Wang
Potential Impact of Changes in Consumer Preferences on Trade in the Korean
and World Motor Vehicle Industry Sang-yirl Nam and Junsok Yang
The Effect of Labor Market Institutions on FDI Inflows
Chang-Soo Lee
Finance and Economic Development in East Asia
Yung Chul Park, Wonho Song, and Yunjong Wang
Exchange Rate Uncertainty and Free Trade Agreement between Japan and

Korea Kwanho Shin and Yunjong Wang
The Decision to Invest Abroad: The Case of Korean Multinationals
Hongshik Lee

Financial Integration and Consumption Risk Sharing in East Asia
Soyoung Kim, Sunghyun H. Kim, and Yunjong Wang
Intra-industry Trade and Productivity Structure: Application of a Cournot-

Ricardian Model E. Young Song and Chan-Hyun Sohn
Corporate Restructuring in Korea: Empirical Evaluation of Corporate Restructuring
Programs Choong Yong Ahn and Doo Yong Yang
Specialization and Geographical Concentration in FEast Asia: Trends and
Industry Characteristics Soon-Chan Park
Trade Structure and Economic Growth - A New Look at the Relationship

between Trade and Growth Chan-Hyun Sohn and Hongshik Lee

The Macroeconomic Consequences of Terrorism
S. Brock Blomberg, Gregory D. Hess, and Athanasios Orphanides
Regional vs. Global Risk Sharing in East Asia
Soyoung Kim, Sunghyun H. Kim, and Yunjong Wang
Complementarity of Horizontal and Vertical Multinational Activities
Sungil Bae and Tae Hwan Yoo
E-Finance Development in Korea Choong Yong Ahn and Doo Yong Yang
Expansion Strategies of South Korean Multinationals Hongshik Lee
Finance and Economic Development in Korea
Yung Chul Park, Wonho Song, and Yunjong Wang




04-07

04-08

04-09

04-10

04-11

04-12

04-13

04-14

05-01

05-02

05-03

05-04

05-05

05-06

Impacts of Exchange Rates on Employment in Three Asian Countries: Korea,
Malaysia, and the Philippines Wanjoong Kim and Terrence Kinal
International Capital Market Imperfections: Evidence from Geographical
Features of International Consumption Risk Sharing Yonghyup Oh
North Korea’s Economic Reform Under An International Framework
Jong-Woon Lee
Exchange Rate Volatilities and Time-varying Risk Premium in East Asia
Chae-Shick Chung and Doo Yong Yang
Marginal Intra-industry Trade, Trade-induced Adjustment Costs and the Choice of

FTA Partners Chan-Hyun Sohn and Hyun-Hoon Lee
Geographic Concentration and Industry Characteristics: An Empirical Investigation
of East Asia Soon-Chan Park, Hongshik Lee, and Mikyung Yun

Location Choice of Multinational Companies in China: Korean and Japanese
Companies Sung Jin Kang and Hongshik Lee
Income Distribution, Intra-industry Trade and Foreign Direct Investment in East
Asia Chan-Hyun Sohn and Zhaoyong Zhang
Natural Resources, Governance, and Economic Growth in Africa
Bokyeong Park and Kang-Kook Lee
Financial Market Integration in East Asia: Regional or Global?
Jongkyou Jeon, Yonghyup Oh, and Doo Yong Yang
Have Efficiency and Integration Progressed in Real Capital Markets of Europe
and North America During 1988-1999? Yonghyup Oh
A Roadmap for the Asian Exchange Rate Mechanism
Gongpil Choi and Deok Ryong Yoon
Exchange Rates, Shocks and Inter-dependency in Fast Asia: Lessons from a
Multinational Model Sophie Saglio, Yonghyup Oh, and Jacques Mazier
Exchange Rate System in India: Recent Reforms, Central Bank Policies and
Fundamental Determinants of the Rupee-Dollar Rates

Vivek Jayakumar, Tae Hwan Yoo, and Yoon Jung Choi




06-01

06-02

06-03

07-01

Investment Stagnation in East Asia and Policy Implications for Sustainable

Growth Hak K. Pyo
Does FDI Mode of Entry Matter for Economic Performance?: The Case of
Korea Seong-Bong Lee and Mikyung Yun

Regional Currency Unit in Asia: Property and Perspective

Woosik Moon, Yeongseop Rhee and Deokryong Yoon
Determinants of Intra-FDI Inflows in East Asia: Does Regional Economic
Integration Affect Intra-FDI? Jung Sik Kim and Yonghyup Oh




KIEP Working Paper 07-02

Inkoo Lee and Jonghyup Shin

This paper employs probit and panel regressions to show that financial liberalization is
positively associated with economic growth, with the positive liberalization effect
dominating the negative crisis effect. Financial liberalization contributes to economic
growth even when the sample is restricted to countries that experienced financial crises.
We also test the effect of financial liberalization on the interest rates. The result is
contrary to our expectation: financial liberalization increases the interest rates. We
conjecture that the overshooting in interest rates after a crisis and the removal of interest
rate ceiling after liberalization are the main reasons for this phenomenon.

Economic Policy

300-4 Yomgok- dong Seocho- gu Seoul 137 747, Korea
P.O.Box 235, Seocho, Seoul 137-602, Kor 9'788932"241807
Tel 02-3460-1001, 1114 |/ Fax 02 3460- 1122 1199 ISBN 978-89-322-4180-5

Kl Korea Institute for International ‘ “ ‘ 94320

Http://www.kiep.go.kr 978-89-322-4026-8 (ME)




	Executive Summary
	I. Introduction
	II. The Empirical Model
	1. The Benchmark Regression Model
	2. The Alternative Model
	3. Data

	III. The Results
	1. Financial Liberalization and Crises
	2. Financial Liberalization and Economic Growth
	3. Financial Liberalization, Crises and Economic Growth
	4. Financial Liberalization, Crises and Interest Rates

	IV. Conclusions
	References
	Appendix


<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /All
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveEPSInfo true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputCondition ()
  /PDFXRegistryName (http://www.color.org)
  /PDFXTrapped /Unknown

  /Description <<
    /FRA <>
    /ENU (Use these settings to create PDF documents with higher image resolution for improved printing quality. The PDF documents can be opened with Acrobat and Reader 5.0 and later.)
    /JPN <FEFF3053306e8a2d5b9a306f30019ad889e350cf5ea6753b50cf3092542b308000200050004400460020658766f830924f5c62103059308b3068304d306b4f7f75283057307e30593002537052376642306e753b8cea3092670059279650306b4fdd306430533068304c3067304d307e305930023053306e8a2d5b9a30674f5c62103057305f00200050004400460020658766f8306f0020004100630072006f0062006100740020304a30883073002000520065006100640065007200200035002e003000204ee5964d30678868793a3067304d307e30593002>
    /DEU <>
    /PTB <>
    /DAN <>
    /NLD <>
    /ESP <>
    /SUO <>
    /ITA <>
    /NOR <>
    /SVE <>
    /KOR <FEFFd5a5c0c1b41c0020c778c1c40020d488c9c8c7440020c5bbae300020c704d5740020ace0d574c0c1b3c4c7580020c774bbf8c9c0b97c0020c0acc6a9d558c5ec00200050004400460020bb38c11cb97c0020b9ccb4e4b824ba740020c7740020c124c815c7440020c0acc6a9d558c2edc2dcc624002e0020c7740020c124c815c7440020c0acc6a9d558c5ec0020b9ccb4e000200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /CHS <FEFF4f7f75288fd94e9b8bbe7f6e521b5efa76840020005000440046002065876863ff0c5c065305542b66f49ad8768456fe50cf52068fa87387ff0c4ee563d09ad8625353708d2891cf30028be5002000500044004600206587686353ef4ee54f7f752800200020004100630072006f00620061007400204e0e002000520065006100640065007200200035002e00300020548c66f49ad87248672c62535f003002>
    /CHT <FEFF4f7f752890194e9b8a2d5b9a5efa7acb76840020005000440046002065874ef65305542b8f039ad876845f7150cf89e367905ea6ff0c4fbf65bc63d066075217537054c18cea3002005000440046002065874ef653ef4ee54f7f75280020004100630072006f0062006100740020548c002000520065006100640065007200200035002e0030002053ca66f465b07248672c4f86958b555f3002>
  >>
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice




