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ABSTRACT

In this paper, | provide a specific channel through which financial development
helps economic growth: by reducing the incidence of crises and makingateselere.
To support this, | examine the various links among financial markets development,
financial crisis, and GDP growth rate. My empirical estimates, usgs-country data
from 1980 to 2007, show a statistically significant and economically relevant effec
among these variables: countries with better local financial marketargety decrease
the frequency of occurrence of financial crisis, and that efficient bankatgnsyg can
alleviate the adverse impact of banking crisis on output lost for the long-run bstige

stock market can do it for the short-run.
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CHAPTER |

INTRODCUTION

Financial globalization has been the main trend of world economy since the
collapse of Bretton Woods System. While financial globalization has beenadsdoci
with high growth rates, increased investment, and a better ability to dives&iip some
countries, a number of other countries have experienced economic volatilitydetaus
significant financial crises over the same period. These developmentphgkedsa hot
debate on the benefits of financial globalization.

At the initial stage, literature from such debate mainly focused on the direct
relationship between financial globalization and economic output. The proponents of
financial liberalization, such as Quinn (1997); Fischer (1998); Kraay (1998); Ssmme
(2000); Donnell (2001); Edison, Klein, and Slok (2004), suggest the way in which
financial globalization can benefit a country: financial globalizatioarsfthe
opportunity to augment domestic savings, to relax borrowing constraints, tofgiversi
away country-specific risk, to increase the investment, and to take the adw@intage
technology spillovers. Their opinions are based on the standard neoclassicaidiiame
which opines that it would generate welfare gains for both industrial counttresieti
capital and developing countries with poor capital if capital could flow fredlydssn
them? However, with the deepening of financial integration came a spate of cyaed
banking crises since 1980s. A number of developed and developing countries have been

hit by several serious financial and economic crises. The merits ofahteral financial

! This is summarized by Kose, Prrasad, Rogoff and (2@0)6)



integration are also under forceful attack and doubt. Kaminsky and Reinhart (1998),
Detragiache and Kunt (1998), and Glick and Hutchinson (2001), argue that financial
globalization can increase the propensity to financial cfi8émgwati (1998), Rodrik
(1998), and Stiglitz (2002) argue that increasing capital account libéializand
unfettered capital flows are the important keys causing global falestability.

However, literature in this stage has several disadvantages. First, thest of
academic economists analyzed the effects of financial globalization gslivided
way—either positive or negative—rather than in a unified way, leading to alparé
bias account on the effect of financial globalization. More importantly, althowggh va
empirical literature has shown that GDP of the group of more financially @g@omies
does grow at a more favorable rate than that of group of less financially open espnomie
or that financial liberalization increases the output volatility, it does notgemtrong
and robust evidence to establish the causal or direct relationship between dlohaliza
and economic growth and volatilify.

Therefore, at new stage of literature on such subject, academic economists
develop an integrated framework to empirically quantify and contrast the pa@sitive
negative effect of financial globalization on economic growth. They found that the
positive effect of financial globalization on growth by far outweighs theedie
volatility for the long run. For example, Ranciere, Tornell, and Westermann (2006)
contrast experience of Thailand and India to support this assertion. Their fis tiad
“Although Thailand, a country with high financial liberalization, has expee@tending

booms and crises, while India, a country with low financial liberalization, hasvied a

’See Klein and Olivei (2006) for more detail.

*This is concluded by Kose, Prrasad, Rogoff and {#@06), and they thus propose “threshold effect”
which | will discuss later.



stable and save growth path, Thailand’s GDP per capital grew by 148% between 1980
and 2001, while India’s GDP per capita grew by only 99%".

By reviewing the existing literature, Kose, Prrasad, Rogoff and20@6
concluded that there is no strong and robust evidence to establish the causal or direct
relationship between globalization and economic growth and volatility. Tiogppee
“threshold effect”, including financial market development, institutional gyali
governance, macroeconomic policies, and trade integration, to argue thazgtaiali
effects on domestic economy through the “threshold effect”. In other word$)extoete
country could reap benefit from globalization depends on how well its “thresholt’ effec
is. Especially, more and more economists notice that the financial markktpegat
plays a crucial role in economy growth under the financial globalizatiangdsoss-
country data between 1975and 1995, Alfaro, Chanda, Kalemli (2003) show that the direct
relationship between FDI and economic growth is not significant in their model, it onc
the financial market development, a interaction factor, is added into the model, the
relationship becomes highly significant. That is, “FDI alone plays an ambigoleus r
contributing to economic growth. However, countries with well-developed financial
markets gain significantly from FDf’Levine, Loayza, and Beck (1999) use the
traditional cross-section, instrumental variable procedures and dynamidgamiques
to argue that “the exogenous components of financial markets developmpotdively
associated with economic growth.” By analyzing the cross-border coutidt@®ver
period 1986 to 1995, Klein and Olivei (2006) also show that “countries with open capital

accounts over some part or all of these periods had a significantly greatasénicre

“The percentage of FDI to GDP can be simply viewstha financial openness degree.



financial markets development than countries with continuing capital accotrtticass,
and, over the twenty-year period, the developed financial markets make them enjoy
greater economic growth.”

| conclude above: firstly, it is arbitrary to say that financial gloditadin can
directly make countries enjoy the economic growth, or to blame that financial
globalization is a hotbed of the financial crises. The effect of finanikcbatization on
economy is realized through mechanism of “threshold effect”, especiallydhle |
financial markets development. Secondly, lots of existing literaturexpkired the role
of local financial markets development in contributing to economic growth in& dire
way. That is, it examines how a well-developed financial market helps a ctantry
realize long-run GDP growth rate increase under the financial glotiahza

The goal of my paper is not to perform another test of the direct effect of local
financial market development on GDP growth rate. Instead, its main contrilgutmn i
provide an indirect perspective: If | can certificate that well-dgped local financial
markets can decrease the frequency of occurrence of financial ndssdleviate the
negative impact if financial crises occur, then, it can indirectly retthedtthe role of
local financial markets development is important in contributing to the econoowitihgr
(See figure 1)

The asymmetric information theory, contagion theory (I will show these two
theory in next chapter), and the paper of Joyce and Nabar(2008) provide motivation for
my work. Joyce and Nabar argue that “in the absence of a banking crisis, a sadden s
event would not by itself have a significant on investment, which can alleviate the

negative effect of capital flows on the economic volatility and stabilizedieoenic




Figure 1

Existing Literature
Well-developed Financial Markets

Financial Economic f .wth
|
|

Globalization
Well-developed Incidence of financial crise< _J
Financial Marketg—s, and ]

Negative Effect of
Banking crises /

My paper

growth for the long run.” The assumption their paper bases on is that a country livith we
developed local financial markets can avoid the banking crisis under the “sudden stop”.

To support my point, | examine the various links among financial markets
development, financial crisis, and GDP grow rate. My empirical estimatagy cross-
country data from 1980 to 2007, show a statistically significant and economically
relevant effect among these variables: countries with better local ifshamerkets
experience fewer financial crises, and that efficient banking systamelleviate the
adverse impact of banking crisis on output loss for the long-run, while a better stock
market can do it for the short-run.

The rest of the paper is organized as follows: the underlying theoryeisadvn
chapter 2; empirical methodology is presented in chapter 3; data are describeden chapt

4; regression results are discussed in chapter 5; and chapter 6 concludes.
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CHAPTER I

THEORICAL SUPPORT

My paper is going to examine whether well-developed financial markets ca
reduce the incidence of financial crises and alleviate their adverse Bt is a brief
summary of several theories that show how local financial markets developor&atto
decrease the financial volatility.

Asymmetric Information Theory. Asymmetric Information Theory provided
by Frederic S. Mishkin (1994, 1998) to describe the structure of the financiahsyste
explore the theory of financial instability. He argues that “one of the redlsahusing
asymmetric information theory to understand the relationship between finaraciadts
and financial crises is so attractive, is that this theory is able tdyobegniain the basic
facts about financial structurg.”

Asymmetric information, “a situation in which one party to a financial contract
has much less accurate information than other party”, has been the problem of our
economic activity. Specifically, asymmetric information will lead to laathierse
selection and moral hazard in financial system. Mishkin defines adverseéosetecta
problem that occurs before the transaction occurs when potential bad crediteigks
ones who most actively seek out a loan.” He describes that the “parties whoraosthe
likely to produce an adverse outcome are most likely to be selected, whichawdl m
loans be bad credit risks.” Thus, lenders may decide not to provide any loans even though
there are good credit risks in the market. In contrast, moral hazard is the ptiodiem

occurs after the transaction takes place. Mishkin explains that “moral hazard occ

°For more detail, seePteventing Financial Crisésy Mishkin 1994.
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because a borrower has incentives to invest in projects with high risk in which the
borrower does well if the project succeeds but the lender bears most of the loss if the
project fails.” Moreover, the borrower may not work hard, uses the funds personally, or
invests it into unprofitable projects. Thus, lenders would rather not make loans.

These problems impedes the efficient function of financial system to channel
funds to individuals or firms who have the most productive investment opportunities,
which will badly harm the investment and economic growth, and increase the financial
volatility. More severely, Mishkin argues that adverse selection and hewatd
problems will become much worse when interest rate rise, uncertaintysesyréank
panics happen, and stock market declféso, financial crises will occur.

Charles Wyplosz (1998) also points out the important role of adverse selection
and moral hazard problems in leading to financial crises. He argues thasstadve
selection implies a drying out of the market when risk is perceived to riseh) whiurn
my elicit dangerous behavior’--Financial crisis in Mexico in 1994 is a good catséhat
“moral hazard leads to a variety of market failures as well as inapgepadbcies,
which lead to financial crises and aggravate their adverse effect.”

By the mainstream literature on banks, it is the asymmetric information problem
that the existence of banks is justified. Firstly, banking systems and ioteciél
intermediaries are experts at discriminating good from bad credit risks, iahK&ii

argues that “financial intermediaries just make private loans that aradedtifrAs a

® Frederic S. Mishkin gives the explanation to thiis paper “
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result, investors are less able to free ride off financial intermeslianié bid up the prices
of the loans.”

Secondly, banking systems, compared with other financial intermediaries, are
better in reducing asymmetric information by solving the moral hazarduBegc
Mishkin explains, “banks’ advantages in information collection activities are eathanc
by their ability to engage in long-term customer relationships and issueulsiagdines
of credit arrangements. In addition their ability to scrutinize the checkoayat
balances of borrowers provides banks with an additional advantage in monitoring the
borrowers’ behavior.”

Thirdly, using collateral is another important method for banks to reduce the
adverse selection and moral hazard. If borrowers default on loans, the lossesrsf lende
can be compensated by taking title and sell the collateral. Similarki|-aeveloped
stock market can prevent firms’ net worth from declining. The high net worth can also
reduce the lender’s losses, if a firm defaults on its debt payments due to the poor
investment.

In sum, th&symmetric Information Theosuggests that efficient banking
systems and a better stock market can reduce adverse selection arftbzarchl
problems, and hence reduce the incidence of financial crises and allegiatedterse
effects.

External shocks, Local financial markets, and Investmenés | have discussed

above, local financial markets play an important role in discriminating goodifeal

"In order to reduce asymmetric information, someppeeare willing to pay for the information.
However, many other people not paying for inforimattan still take advantage of information thaieosh
have paid for, leading to the “free-rider problemhis suggests that, unlike the financial interraeds,
the private sale of information to solve adverdecimn and moral hazard problems is so limited.
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credit risks and channel funds to individuals or firms to promote the domestic investment
by which they contribute to countries’ long run economic growth. Furthermore, itrappea
to be a significant factor in using foreign direct investment (FDI) and ptiegethe
adverse effect of capital sudden stops under financial globalization. Much of vieupre
empirical work focusing on the impact of FDI on economic growth, like AlfaronGda
Kalemli (2003, 2006), has shown the importance of well-developed financial
intermediaries in taking advantage of those positive externalities of &l as
technology spillovers, productivity gains, managerial skills, and introduction of new
processes.
In this part, | would like to review the research of Joyce and Nabar (2008) to

show how well-developed financial intermediaries reduce negative dxkiemaf FDI:
the channels through which well-developed financial markets can alleviaduarse
effects of external crises, such as sudden stops, and of the financial erszslmathat
shock, on a country’s investment and long run economic growth.

The increasing role of FDI is the essential feature of financial irttegraVhile
FDI offers opportunity to countries to promote their economic growth, it also brings
potential risk to countries’ economic volatility, especially to those counttiesmainly
rely on FDI and whose local financial markets are fragile. When exteroekssudden
stops) occur, Joyce and Nabar point out that there are “several channelb thinozig
sudden stops could potentially inflict serious long run economic costs on the domestic
economy due to a fall in investment. Domestic investment may collapse following an
external crisis if the supply of foreign funds for domestic investment dpié< ocal
firms and industries may no longer have access to direct foreign funds sinceeti

worthiness declines. Because capital flowing to the local subsidiariesitrfiational
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corporations declines, those corporations’ ability to make domestic investment is
impeded. If investment cannot recover quickly, countries’ long-run economic growth wil
be affected adversely. Joyce and Nabar give an example of East &sidnas that
experienced the financial crisis in 1997. They find that because most of theseesbuntri
investment did not bounce back soon, their output growth also fail to reach the pre-crisis
average level quickly.

Local financial markets play a crucial role in connecting extehmadlsand
investment collapses. Joyce and Nabar argue that if a country’s finanacladts are
fragile, banking sector crises will easily occur following the externaés. If so, “the
allocation of resources and investment could be potentially more severebgafiehile
the financial intermediaries clean up their balance sheets.” They point oew¢maif
there are no external crises happening, the banking sectors crises alorstrogrtiue
domestic investment. However, if the local financial markets are wellajga-in the
absence of a banking crisis--“a sudden stop event would not by itself haniaasit
on investment, which can alleviate the negative effect of capital flows on the economi
volatility and stabilize the economic growth for the long run.”

Contagion Theory.Historical lessons tell us that financial crises are not limited
by borders. Within a short period after flotation of the Thai baht in July 2, 1997, the
financial crisis had spread to Indonesia, Korea, Malaysia, and Philippinesar§imil
Hong Kong, Brazil, Mexico, and many other countries were quickly affectéiaeby
Russian crisis in 1998. Tlo®ntagion theorys thus developed to describe and explain
such phenomenon. Contagion is classified into two broad tyfuesdaimentals-based
contagion used to describe shock that affect markets due to real and financial links and

including common shock, trade linkages, and financial linkageinaedtor-based
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contagion,used to described the “process by which shocks that affect one market are
transmitted to related markets despite the lack of actual fundamentiainstgps
between the respective markets.” (Santor, 2002)

Common shocks, such as a rise in world interest rates, a sharp decline in world
aggregate demand, a large slowdown in commodity prices, or a significant amange i
exchange rate, may induce pressures and adverse effect of crises onesuaresitick
markets of several countries simultaneously. Trade linkages can propagate\curisis
from one country to another. For instance, “currency contagion starts by a real
depreciation of country A’s currency due to speculative attacks. Such depreciati
enhances its export competitiveness and produces a trade deficit for its tmmpeti
country B. This result in a depletion of the foreign exchange reserves of cBuarid/
thus increase the probability of speculative attacks on country B’s curféRoy.the
financial linkages, Eric Santor (2002) argue that the negative effect e$ cas be
transmitted by undermining the quality of a bank’s loan portfolio through creditexpos
which leads to insolvency if credit risks are not well managed. Investor-basidjion
can be explained by asymmetric information theory: if a crisis occurs iocumgry and
generates fears of speculative attacks, it may induce financial sigréigicipants to
reassess other countries’ fundamentals and investors may expect to @mofit fr
speculation against currencies that they think other investors will also aeh(@zza,
Ricci, and Salgado, 2000). The behavior of investors during these periods is called
“herding”. Since there exist imperfect information and collecting médron is costly,

investors have to follow those whose actions are thought to be “correct”. Such “herding”

8this example is cited from Eric Santor (2002)
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behavior would induce asset price falls in the affected countries, thus undermining banks’
balance sheets and spread the crises.

We can see that both types of contagion spread crises by affecting the local
financial markets—currency market, stock market, and money market, which suggest tha
the local financial market condition plays a significant role in spreading.dfisalid and
Kawai (2002) argue that “a country with weak financial market fundamestalsre
likely to suffer from shocks elsewhere. Any speculative attack in another couthtry
make this country more vulnerable to similar attacks.” Caramazza, Ridcgalgado
(2000), investigating the relevance of external, domestic, and financial weakasss
well as trade and financial linkages in inducing financial crises for 6tgemgemarkets
and industrial countries, find that once the domestic and external fundamentals and trade
spillovers are controlled, financial linkages and weaknesses play acaghifole in
spreading crises. Thus we can expect that well-developed financial neaketxcessary
for a country to avoid crises transmitted by other countries, and thus to reduce the

incidence of financial crises.
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CHAPTER 1lI

EMPIRICAL METHODOLOGY

The purpose of my empirical analysis is to test: 1) whether well-developed
financial markets can reduce the incidence of financial crises; 2harhédtfinancial
crises occur, well-developed financial markets can alleviatedbdearse effects on
economic growth. The first test reflects the defense ability of localdiabmarkets
against financial crises, while the second test indicates the adjustmantodlibical
financial markets on the economies after financial crises occur. &berré divide the
empirical analysis into two parts is that we have to recognize that no hattevell the
local financial markets development, it cannot totally eliminate the fiahogses.
Although some industrial countries have a high level of financial markets develgpment
they also have suffered from financial crises, such as the examplesapteaiif the
Japanese asset price bubble in 1980s, three Scandinavian countries (Norwap, 8wled
Finland) crisis in the late 1980s, and sub-prime mortgage crisis of U.S. in 2007.

For the first test, | use regression analysis to look at the direct efleet@fel of
local financial markets development on incidence of financial crises. Thessagm
analysis uses data from 84 countries consisting of developed countries and emerging
markets from 1980 to 2007 (Years of a small group of countries begin from 1982 or 1983
because of absence of some data). The basic regression takes the form:

INCIDENCE' = By + BiFINANCE' + BoX' + ¢ (1)

Where,|NCIDENCE!' is the number of times of a financial crisis including currency
crisis, banking crisis, twin crisis, and debt crisis occurred in country i from 1980 to 2007,

FINANCE! indicates country i's average level of its local financial markets dpwegnt
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during this period (That is the variables of commercial-central bank asgeits liability
of financial system, private sector credit, and bank credit which | wileexpt next
chapter.)X' represents a vector of other control variables including average level of
Financial Openness, Trade Openness during this period, the ratio @overnments
Expenseto GDP, as well as th&DP per capita and'is an error term.

For the second test, | also use regression method to test the direct effect of the
level of local financial markets development on difference of GDP grovwetbedtveen
post-banking crisis and pre-banking crisis for occurred-year, short-tedhigrg-term.
The data are from 45 countries consisting of developed countries and emerdiats mar
from 1990 to 2004. The following equation is estimated:

Gr.Dec.'= Bo + BiFINANCE' + BoX' + ¢ 2)
WhereGr.Dec.' (GDP growth rate decline) is difference of country i's GDP growth rate
between post-banking crisis and pre-banking crisis, which represents thé ainpaal
banking crisis on its output (Here, | just use the data after banking ctiss tlaan other
financial crises because, | have shown in last chapter, external or isteoo&lwould
finally lead to banking system crisis if local financial markets cannotiaataih shock.
In addition, the change of GDP growth rate due to banking crisis can reflectleenly
about the direct function of domestic financial intermediaries to allevilvterse effects
on economic growth.F | NANCE.i indicates country i’'s level of its local financial
markets development before the banking crisis occurred (in this test, theddeganiot
only contain the bank-system variables-- bank assets, liquid liability of falaystem,
private sector credit, and bank credit, but also the stock market variables— vatiged tr
and capitalization, which | will explain in next chaptéf)represents a vector of other

control variables including the level of country Fgnancial Openness, Trade Openness,
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the ratio ofGovernments Expense to GDP, I nflation Rate, Control of Corruption,
Regulatory Ability, and Rule of Law before the banking crisis occurreande' is a mean

zero, constant variance disturbance term.
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CHAPTER IV

DATA

This chapter describes and explains the data used in the regression analysis. |
collect information about 5 variables for 84 countries from 1980 to 2007 for test 1, and
about 10 variables for 44countries from1990 to 2004 for test 2, including incidence of
financial crises, the change of GDP growth rate, the level of local fedanerkets
development, and some control variables.

Incidence,used as the dependent variable in test 1, represents the number of
times a financial crisis occurred in each of the 84 countries from 1980 to 2007. The data
are obtained from the IMF working paper of Laeven and Valencia (200®ystémic
Banking Crises: A New Databdse&vhich reports a latest database on the timing of
systemic financial crises including banking crisis, currency casid sovereign debt
crisis. The database covers 161 countries for the period 1970-2007. | just select 84
countries from it for the period 1980-2007 due to lack of other data of some countries and
before 1980.

Gr.Dec., the dependent variable in test 2, is the decline of a country’s growth of
real GDP per capita, due to a banking crisis; it measures the magnitudedithe he
GDP growth rate data come from Penn World Tabl&’6l2est the impact of banking
crisis on GDP growth rate change for three periods: the impact in occurredtiiea

GDP growth rate of the year in which the banking crisis occurred minus treegya\e

°In test 2, | get the data from the paper of Reinaad Rogoff (2008)—This Time Is Differerit
OrhePenn World Table “provides purchasing power parity and nationabme accounts converted to
international prices for 188 countries for somelbof the years 1950-2004. The European Uniorer t
OECD provides more detailed purchasing power aabm®duct estimates for their countries and the
World Bank makes current price estimates for m@gTRountries at the GDP level.”
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three years GDP growth rate prior to the banking crisis (The lateréaresents the
level of GDP growth rate before the banking crisis occurred.), the short ruatiipe
average of two years GDP growth rate after banking crisis occurred minus rthgeaok
three years GDP growth rate prior to the banking crisis, and the long rurt+#thac
average of five years GDP growth rate after banking crisis occurred minaseitage of
three years GDP growth rate prior to the banking crisis. In addition, tdreniation of
banking crisis is obtained from the paper of Reinhart and Rogoff (2008)is-Time Is
Different.

Finance,the independent variable in both tests, is measured as the level of a
country’s local financial markets development, including monetary markeki(iza
system), and capital market (stock markesin test 1, it is the average of the level from
1980 to 2007; in test 2, it is the level prior to the banking crisis. The accurate and
comparable measures of level of the local financial markets developmentyare ve
difficult to construct. | draw on such variables introduced by King and Levine (1993a),
Levine and Zervos (1998), and Levine (2000). Alfaro et al. (2003) also follow these
existing literatures to measure financial markets development, thes trat these
variables can be classified into two broad categories: those concerning bsedtorg—
liquid liability of financial system (henceforthlLY ), commercial-central bank assets
(henceforthBTOT), private sector credit (henceforfPRIVCR), and bank credit
(henceforthBANKCR ), and those relating to stock market—valued trade (henceforth,
SVALT), and capitalization (hencefortBCAPT). Levine et al. (2000) explain these

variables in their paper that they “would ideally like to construct measfitas ability

Y0 test 1, I just use the data about local monetsayket because lots of countries did not realiaeks
market liberalization before 1990s.
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of different financial systems to research and identify profitable ventwm@stor and
control managers, ease risk management and facilitate resource mobilitas
impossible, however, to construct accurate, comparable measures of thesal financ
services.” Consequently, they use these indicators, but each of them, theyasgue, h
particular strengths and weakness.

| obtain these six indicators from World Bank Financial Structure Database
(2007)% LLY : equals Liquid Liabilities (currency plus demand and interest-bearing
liabilities of bank and financial intermediaries) divided by GDP. It is tbadest
measure of the depth and size of financial intermediation, including central bankt deposi
money bank, and other financial institution. Levine et al. (2000) point out the
shortcomings of this variable. They assert that ‘it may not gauge theedffesds of
financial sector in ameliorating information asymmetries and easingdctions costs.
Also, it includes deposits by one financial intermediary in another, whichmaalve
‘double counting™. This may be the reason that LLY is not significantly assalcigith
the dependent variable in test 2, which is shown in next ch&Xe&T : equals the ratio
of commercial bank assets divided by commercial bank plus central bank assets. Thi
indicator measures the degree to which commercial banks allocate scsaeing.
However, Levine et al. (2000) point out that it is not a direct measure of they gunalit
guantity of financial services provided by financial intermediaries, bec#utoes not
directly measure the effectiveness of bank in researching firmsingxeorporate control,
mobilizing saving, and easing transactioARIVCR: equals the value of credit by
financial intermediaries to the private sector divided by GDP. Levine @Q4l0) assert

that it is the best indicator among these variables “because it improves on aibaerase

2 The URL for the database is http://www.worldbamg/eesearch/projects/finstructure/database.htm.
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of financial development used in the literature”. They argue that “this neeakur
financial development is more than a simple measure of financial sectdt Entates
credit issued to private sector, as opposed to credit issued to governments and public
enterprises. Furthermore, it excludes credit issued by central bank”.diaistage

avoids the ‘double counting’ problem IofY . Moreover, they also argue tHRRIVCR
could, although not in a direct way, measure the amelioration information asyesmetr
BANKCR: equals private credit by deposit money banks divided by GDP. It is similar
with PRIVCR, but it does not include non-BANKCR to the private sector. Thus, it may
be not comprehensive for some countr®gALT (it equals stock market total value
traded divided by GDP), areiCAPT (it equals stock market capitalization divided by
GDP) are indicators about the liquidity and size of stock market.

Control Variables. The regression resuttay be affected by some other factors,
such as the level of a country’s openness, government consumption, inflation ragé, cont
of corruption, government regulation and policy ability, and rule of law, which are
necessarily to be controlled in the tests.

Although existing literature does not provide strong and robust evidence to
establish the causal or direct relationship between globalization and ecomowtit gnd
volatility, it does not necessarily imply there is no connection between them. Vast
empirical literature has shown that financial crises of the group of more faligrapen
economies are more than that of group of less financially open economies. So,lthe leve
of openness should be considered | consider two aspects of openness: the finance

openness and trade openné&ssance opennesgquals the sum of FDI inflow and
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outflow divided by GDP. It may not be an accurate way to show the degree of finance
openness, but considering FDI accounts for the largest part of capital floass,be
simply viewed as the financial openness degree. The data for FDI flows aredbta
from United Nations’ YWIR Annex Tablg2008)* Trade opennes®quals import plus
export and then divided by GDP. | collect the export and import data from Penn World
Table 6.2. Existing literature, such as Calvo et al. (2004) and Frankel et al. (2005), show
that trade openness can make countries less vulnerable to financialacrtsestigate
the costs of such crises if they do occur.

| have shown in chapter 1 that it is the interaction between financial glato@hiz
and “threshold effect” that determines growth and volatility. Besiuesli¢velopment of
local financial sectors, “threshold effect” also includes “improvements iutisns
(defined broadly to include governance, the rule of law etc.), and better n@awoec
policies etc” (Kose, Prrasad, Rogoff and Wei 2006), which | should consider in the
regression analysi€ontrol of Corruption plays a great role in affecting a country’s
ability to attract and stabilize FDI flows by which a country can promote iehamestic
investment, facilitate its economic growth and decrease the output valdtiey
corruption index in my tests comes frosrinual Report Transparency Internatioh&t
Regulation ability is an important key for a country’s government to prevent the country
from crises under the financial integration. Kose et al. (2006) assert thatprem

opening of finance poses risk to crises when financial regulation and supervision are

13 This method is introduced by Kose et al. (2006)

1 The most relevant time-series data from the WIReartables include selected FDI and cross-border
M&A data. The URL for the database is
http://www.unctad.org/Templates/Page.asp?intlten3& &lang=1

5 n test 2, this control variable represents tivellef a country’s corruption which is prior to tkdmg
crisis. Such data of those counties in which bankiisis occurred before 1995 are substituted 9519
index, since the data are absent before 1995.
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inadequate. Financial integration can intensify the capital flows whiathareneled by
excessive risks or weak fundamentals. In turns those premature capitasioflold
have adverse effect on the health of financial institution in the event of adverxdes.
The data about government regulation Rude of Law come from World Bank’s
“Governance Matters—Worldwide Governance Indic&t(26808)'°

Other control variables aféovernment Expenseof which data are from Penn
World Table 6.2, anthflation rate of which data are obtained from IMF'§Vorld
Economic Outlook Databasé2008, Oct.)

Finally, I have to note that the data of control variables in test 1 are theeverag
value from 1980 to 2007, which give the outlook of these countries’ economy condition,
while in test 2, | get these data of the year prior to banking crisis ye&h show the

local condition before banking crisis occurred.

'8 The URL for the database is http://info.worldbamig/governance/wgi/index.asp
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CHAPTER V

REGRESSION RESULT

Test 1

Test 1, with the sample size of 84 countries from 1980 to 2007, examines whether

a well-developed local financial markets could decrease the incidenoamdiél crises
under financial integration. Table 1 (A,B,C,D) reports the results that, aigb¥ficance
level, all financial indicators (BTOT, LLY, BANKCR, and PRIVCR) turn out to be
negatively and significantly associated with the incidence of finanaesa&sc(including
banking crisis, currency crisis, and debt crisis). That is, the higher the levebohtry’s
local financial markets development (especially the banking systems tastock
markets’ indicators are not counted in this test), the less the possibilitguwience of
financial crises in that country. The impact is quantitatively important. xangle, a
one standard deviation increase in PRIVCR could reduce a country’s incidence of
financial crises by 0.4%. This result confirms those theories | have shown ierchaft
country with well developed local financial markets may decrease tlikenos of
financial crises, because well developed local financial markets helpuhtycalleviate
asymmetric information problem, reduce adverse selection and moral héaadd, s
against the external shock (sudden stop and reversal of capital flows), and decrease
probability of contagion due to financial crises occurred in other countries. Also, my
regression result could support the finding of Husain, Mody and Rogoff (2005). They

show that “emerging markets experience more banking or twin crises than doeatlvanc

or developing economies.” They explain that emerging markets, for the one hand, are
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more exposed to financial integration, but for the other hand they have much weaker
financial markets than advanced countries have.
Test 2

Since it is hard to completely prevent financial crises no matter how well a
country’s financial markets, test 2 examines whether a country with esxsdiaped
financial sectors could alleviate the adverse effect of financiakais@conomic growth
if crises occur.

Banking system.Table 2 (A-F) reports that a country’'s GDP growth rate
decreases for the long run after a banking crisis occurreel yéars after). Table 2-A
shows that, at 5% significance level, the PRIVCR indicator is negatively amficsigtly
associated with GDP growth rate lose, while other tablese(&B,C,D) show that LLY,
BTOT, and BANKCR are not. However, Levine et al. (2000) explainghah of those
variables has its own shortcoming to measure the financial sedémelopment. For
example, LLY “may not gauge the effectiveness of finansgttor in ameliorating
information asymmetries and easing transactions costs. Alsajutles deposits by one
financial intermediary in another, which may involve ‘double countinrgTOT *“is not a
direct measure of the quality and quantity of financial serviiwesided by financial
intermediaries, because it does not directly measure the ieffeets of bank in
researching firms, exerting corporate control, mobilizing sawng,easing transaction.”
Compared with other financial sectors indicators, Levine ¢2@00) argue that PRIVCE
is the best, “because it improves on other measures of finalesi@lopment used in the
literature”. They argue that “this measure of financial tgyaent is more than a simple
measure of financial sector size. It isolates credit issngulivate sector, as opposed to

credit issued to governments and public enterprises. Furthermoggclitdes credit
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issued by central bank”. Thus, this result could still show thathélang run, the higher
the level of a country’s banking systems development, the sntadleéeDP growth rate
loss due to the banking crisis. Since investment plays an importanh r@buntries’ long
run economic growth and well-developed banking system could reduce theseadver
impact of external shock and local banking crisis on investment, rékalt is
understandable and acceptable. To give a sense of the magnitudegifrtiages, | make
table 6 to show the change in GDP growth rate decline for therlongvhen Private
sector credit (PRIVCR) changes by the difference betwaercountries’ PRIVCR. For
example, the difference between UK’'s PRIVCR (1.1158) and IndoneBRIYCR
(0.5120) is 0.6038, so the change in GDP growth rate decline for theuorigrrthese
two countries is 0.6038* -3.337=-2.01. It indicates that Indonesia suffered 2.0166 m
GDP growth rate decline during banking crisis than UK did due ta fRIVCR
difference. However, table 3, for the short run impact (twosya#ter), and table 4, for
the impact of occurred year, report the results that all bankstgrayindicators are not
very significantly associated with GDP growth rate lose. JayckNabar (2008) may be
able to explain this result. They argue that GDP even could grdéleishort run after
crises occurred because net exports rise due to a currency tiemal@alvo and
Reinhart (2000), and Hutchison and Noy (2006) also point out that output could have a
quick recovery after financial crises due to the net export. Althaogkignificant, table
3 and table 4 also indicate that the relationship between finasestdrs variables and
GDP growth rate lose is negative. That is, a well-developed baskstgm more or less
could reduce the decline of GDP growth rate for the short run.

Stock market. Table3-E,F show that stock market development is negatively and

significantly associated with GDP growth rate lose for the short runameith of
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banking crisis, while table 2-E,F and table 4-E,F report that the relationsbigahem
is not significant for the long run as well as in occurred yHagre are some probable
explanations for these results. Firstly, a well-developed stock market coutcsietine
incidence oherdingbehavior and speculative bubbles when crises occurred, which could
delay the crises extension. Secondly, as shown in chapter 2, a well-develoked stoc
market can prevent firms’ net worth from declining. The high net worth can rdaice t
lender’s losses, and hence prevent the domestic investment from declining.sharply
Thirdly, SVALT andSCAPT are indicators about the liquidity and size of stock market.
Levine and Zervos (1998) also find that stock market size is not robustly linked with long
run GDP growth rate.

In addition, for test 2, | also try to add the square of finance indicator ghthe
hand side of equation 2. This will test if for very large financial markeasivelto GDP
the crisis can actually be very bad (worse than for intermediate levieis)cdnsideration
is motivated by the experience of Iceland during this crisis — their fimagaitor was
huge and when the crisis hit, it took the whole economy down with it. However, | finally
find that there does not seem to be a non-linear relationship. 1 will continue thisrstudy i

future.
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CHAPTER VI

CONCLUSION

This paper studied the empirical relationship between various measures of local
financial markets development and incidence of financial crises as v@hRgrowth
rate loss in the aftermath of a banking crisis. | find that countries wiitér becal
financial markets experience significantly fewer financial sris@d that efficient
banking systems can alleviate the adverse impact of a banking crisis on outpurttlost f
long-run, while better stock market can do it for the short-run. Basing on dsesesy |
provide a specific channel to show that well-developed local financial marlest an
important role in contributing to long-run economic growth under the financial

globalization.



Table 1-A: The effect of the level of local financial markets developméon

TABLES

incidence of financial crises —Liquid liability of financial system
(Significance At 5% Level; 840bservations; R Square: 0.3469)

Standard
Coefficients Error t Stat Mean

Intercept 4.7047 0.5186 9.0725

Liquid liability of

financial system -2.7796 0.5353 -5.1923 0.4840
FDI openness -0.0988 0.0932 -1.0602 0.9304
Trade Openness -0.0075 0.0048 -1.5789 67.7920
GOV.EX./GDP -0.0247 0.0190 -1.2979 20.6233
GDP/CAPITA 6.3654 9.4292 0.6751] 602319.9

Table 1-B: The effect of the level of local financial markets developmeon
incidence of financial crises —Commercial-central bank assets

(Significance At 5% Level; 840bservations; R Square: 0.3426)

Standard
Coefficients Error t Stat Mean

Intercept 6.8463 0.7854 8.7159
Commercial-

central bank assets -4.8701 0.9502 -5.1252 0.7891
FDI openness -0.0563 0.0955 -0.5902 0.9304
Trade Openness -0.0015 0.0051 -0.3034 67.7920
GOV.EX./GDP -0.0303 0.0191 -1.5815 20.6233
GDP/CAPITA 1.1013 9.4967 1.1596| 602319.9

Table 1-C: The effect of the level of local financial markets developmeon

incidence of financial crises —Bank credit
(Significance At 5% Level; 840bservations; R Square: 0.4475)

Standard
Coefficients Error t Stat Mean

Intercept 4.7204 0.4664 10.1189

Bank credit -3.0428 0.4483 -6.7864 0.4032
FDI openness -0.0623 0.0862 -0.7231 0.9304
Trade Openness -0.0066 0.0043 -1.5133 67.7920
GOV.EX./GDP -0.0364 0.0176 -2.0622 20.6233
GDP/CAPITA 8.5100 8.6800 0.9809| 602319.9

31



Table 1-D: The effect of the level of local financial markets developent on
incidence of financial crises —Private sector credit
(Significance At 5% Level; 840bservations; R Square: 0.4262)

Standard
Coefficients Error t Stat Mean

Intercept 4.7307 0.4778 9.9010

private sector

credit -2.6329 0.4089 -6.4390 0.4565
FDI openness -0.0344 0.0892 -0.3852 0.9304
Trade Openness -0.0076 0.0044 -1.6952 67.7920
GOV.EX./GDP -0.0374 0.0180 -2.0747 20.6233
GDP/CAPITA 1.1900 8.8700 1.3457| 602319.9
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Table 2-A: The long run effect of the level of local financial marketslevelopment on
GDP growth rate loss due to banking crisis —Private sector credit (banking system)

(Significance At 5% Level; 440bservations; R Square: 0.3828)

Coefficients | Standard Erro t Stat Mean

Intercept -4.2491 2.3311 -1.8227

Private sector credit -3.3379 1.5189 -2.1976 0.4607
GOV/GDP 0.037)7 0.0707 0.533¢ 19.5002
FDI openness 0.8715 0.7323 1.1899 0.6015
Trade openness 0.0095 0.0107 0.8852 64.3827
Corruption 0.3411 0.4215 0.8092 3.9527
Inflation Rate 0.0379 0.0124 3.0086 22.7901
Regulation 0.4320 1.01643 0.425( 0.3134
RULE OF LAW 0.4826 1.0862 0.4443 0.0468

Table 2-B: The long run effect of the level of local financial marketse&lvelopment on
GDP growth rate loss due to banking crisis —tiquid liability of financial system

(banking system)

(Significance At 5% Level; 49bservations; R Square: 0.3078)

Coefficients | Standard Erro t Stat Mean

Intercept -4.8924 2.6983 -1.8131

Liquid liability of

financial system -1.3477 1.8827 -0.715§ 0.478817
GOV/GDP 0.020)7 0.0754 0.2743 19.5002
FDI openness 0.6675 0.7764 0.8594 0.6015
Trade openness 0.0076 0.0114 0.6658 64.3827
Corruption 0.4060 0.4493 0.903% 3.9527
Inflation Rate 0.0423 0.0132 3.1967 22.7901
Regulation 0.3741 1.0777 0.349( 0.3134
RULE OF LAW -0.3080 1.1381 -0.270¢ 0.0468
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Table 2-C: The long run effect of the level of local financial markets deslopment on
GDP growth rate loss due to banking crisis —€ommercial-central bank assets

(banking system)

(Significance At 5% Level; 440bservations; R Square: 0.3015)

Coefficients Standard Error t Stat Mean

Intercept -4.5572 3.7664 -1.2099
Commercial-centra

bank assets 0.0194 0.0772 -0.439( 0.840¢
GOV/GDP 0.7908 0.789¢ 0.257( 19.5002
FDI openness 0.0063 0.0113 1.000¢ 0.6015
Trade openness 0.460¢ 0.4444 0.5629 64.3827
Corruption 0.0435 0.0131 1.0364 3.9527
Inflation Rate 0.5228 1.108§ 3.310% 22.7901
Regulation -0.6979 1.0047 0.4715 0.3134
RULE OF LAW -1.4306 3.258" -0.6947 0.0468

Table 2-D: The long run effect of the level of local financial marketdevelopment on
GDP growth rate loss due to banking crisis —Bank credit (banking system)

(Significance At 5% Level; 440bservations; R Square: 0.3612)

Coefficients | Standard Erro t Stat Mean

Intercept -4.4187 2.3797 -1.8568

Bank credit -3.040¢ 1.6294 -1.866( 0.4149
GOV/GDP 0.0356 0.0719 0.4956 19.5002
FDI openness 1.0494 0.762( 1.3771 0.6015
Trade openness 0.0101 0.011( 0.9197 64.382]
Corruption 0.2715 0.4372 0.621( 3.9527
Inflation Rate 0.04Q0 0.0127 3.1454 22.790]
Regulation 0.50715 1.0351 0.4903 0.313/
RULE OF LAW 0.309Y 1.1018 0.2811 0.0468




35

Table 2-E: The long run effect of the level of local financial marketdevelopment on
GDP growth rate loss due to banking crisis —Valued trade (stock market)
(Significance At 5% Level; 440bservations; R Square: 0.4749)

Coefficients | Standard Erro t Stat Mean

Intercept -6.3289 2.084( -3.0364

Valued trade -3.0334 1.6989 -1.7857 0.1332
GOV/GDP 0.101b6 0.0674 1.5056 19.5002
FDI openness 0.8659 0.6439 1.3447 0.601%
Trade openness 0.0118 0.01151 1.0264 64.3827
Corruption 0.5613 0.360( 1.5591 3.9527
Inflation Rate 0.0282 0.0109 2.5808 22.7901
Regulation -1.1943 1.1359 -1.0514 0.3134
RULE OF LAW -0.7494 0.8912 -0.8408 0.0468

Table 2-F: The long run effect of the level of local financial marketsevelopment on
GDP growth rate loss due to banking crisis —alued trade (stock market)
(Significance At 5% Level; 440bservations; R Square: 0.4709)

Coefficients | Standard Erro t Stat Mean

Intercept -6.4001 2.095¢ -3.0537

Capitalization -1.8963 1.1052 -1.715§ 0.3462
GOV/GDP 0.105b 0.0677 1.557¢ 19.5002
FDI openness 0.897( 0.6519 1.3759 0.6015
Trade openness 0.0115% 0.0114 0.9942 64.3827
Corruption 0.6408 0.3561 1.7993 3.9527
Inflation Rate 0.0259 0.0109 2.3594 22.7901
Regulation -1.2531 1.136( -1.103( 0.3134
RULE OF LAW -0.795} 0.8911 -0.8929 0.0468
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Table 3-A: The short run effect of the level of local financial markes development
on GDP growth rate loss due to banking crisis —Private sector credit (banking system)

(Significance At 5% Level; 440bservations; R Square: 0.2300)

Coefficients | Standard Erro t Stat Mean

Intercept -4.5543 3.2688 -1.3932

Private sector credit -3.690% 2.1299 -1.7327 0.460¢
GOV/GDP 0.034D 0.0992 0.342¢ 19.5007
FDI openness 0.8824 1.0269 0.8592 0.6015
Trade openness 0.0171 0.015( 1.138¢ 64.382]
Corruption -0.0558 0.591( -0.0945% 3.9521]
Inflation Rate 0.0328 0.0177 1.853( 22.790]
Regulation 1.3774 1.4252 0.9664 0.3134
RULE OF LAW 1.0968 1.5232 0.720( 0.0468

Table 3-B: The short run effect of the level of local financial marketslevelopment
on GDP growth rate loss due to banking crisis —iquid liability of financial system

(banking system)

(Significance At 5% Level; 440bservations; R Square: 0.1644)

Coefficients Standard Erro t Stat Mean

Intercept -6.5499 3.722( -1.7597

Liquid liability of

financial system 0.322% 2.597( 0.1241 0.458/
GOV/GDP 0.024y7 0.104( 0.2379 19.5007
FDI openness 0.735( 1.0714 0.686( 0.6015
Trade openness 0.0132 0.0157 0.8382 64.382]
Corruption 0.0908 0.6194 0.1465 3.9527
Inflation Rate 0.0397 0.0182 21772 22.790]
Regulation 1.3675 1.4864 0.9199 0.313/
RULE OF LAW -0.3008 1.5699 -0.1912 0.046¢
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Table 3-C: The short run effect of the level of local financial market development
on GDP growth rate loss due to banking crisis —€ommercial-central bank assets
(banking system)

(Significance At 5% Level; 440bservations; R Square: 0.1667)

Coefficients Standard Erro t Stat Mean

Intercept -4.9620 5.1649 -0.9607
Commercial-centra

bank assets -1.5073 4.4683 -0.3373 0.840¢
GOV/GDP 0.0146 0.1059 0.1381 19.5002
FDI openness 0.7894 1.083( 0.7284 0.6015
Trade openness 0.0136 0.015f1 0.881( 64.3827
Corruption 0.0765 0.6094 0.1255% 3.9527
Inflation Rate 0.0389 0.018( 2.1608§ 22.7901
Regulation 1.4722 1.5204 0.9682 0.3134
RULE OF LAW -0.2084 1.3777 -0.1513 0.0468

Table 3-D: The short run effect of the level of local financial market development
on GDP growth rate loss due to banking crisis —-Bank credit (banking system)
(Significance At 5% Level; 440bservations; R Square: 0.1887)

Coefficients Standard Error t Stat Mean

Intercept -5.2028 3.3669 -1.5452

Bank credit -2.3806 2.3053 -1.0326 0.4149
GOV/GDP 0.0291 0.1018 0.2864 19.5002
FDI openness 0.9747 1.0781 0.904( 0.6015
Trade openness 0.016¢ 0.015¢ 1.0637 64.3827
Corruption -0.0713 0.6186 -0.1153 3.9527
Inflation Rate 0.0363 0.0179 2.0182 22.7901
Regulation 1.4310 1.464¢6 0.977( 0.3134
RULE OF LAW 0.5808 1.559( 0.372% 0.0468




38

Table 3-E: The short run effect of the level of local financial marketslevelopment
on GDP growth rate loss due to banking crisis —Valued trade (stock market)
(Significance At 5% Level; 440bservations; R Square: 0.2516)

Coefficients Standard Error t Stat Mean

Intercept -6.4313 2.8522 -2.254§

Valued trade -5.0468§ 2.3252 -2.1704 0.1332
GOV/GDP 0.074p 0.0923 0.8011 19.5002
FDI openness 0.9821 0.8811 1.1144 0.6015
Trade openness 0.0246 0.0157 1.563¢ 64.3827
Corruption 0.2178 0.4927 0.4421 3.9527
Inflation Rate 0.0153 0.015( 1.023( 22.7901
Regulation -0.4620 1.554¢ -0.2972 0.3134
RULE OF LAW -0.3772 1.219§ -0.309( 0.0468

Table 3-F: The short run effect of the level of local financial market development
on GDP growth rate loss due to banking crisis —€apitalization (stock market)
(Significance At 5% Level; 440bservations; R Square: 0.2517)

Coefficients Standard Error t Stat Mean

Intercept -6.5705 2.8572 -2.299%

Capitalization -3.2719 1.5067 -2.1715 0.3462
GOV/GDP 0.0806 0.0923 0.8729 19.5002
FDI openness 1.051¢ 0.888¢4 1.1831 0.6015
Trade openness 0.0249 0.0154 1.5753 64.3827
Corruption 0.3479 0.4851 0.7166 3.9527
Inflation Rate 0.0113 0.0149 0.758¢ 22.7901
Regulation -0.5431 1.548¢ -0.350¢6 0.3134
RULE OF LAW -0.4398 1.2148 -0.361¢ 0.0468




Table 4-A: The effect of the level of local financial markets developméon GDP
growth rate loss due to banking crisis in occurred year—Private sector credit
(banking system)

(Significance At 5% Level; 440bservations; R Square: 0.2924)

Coefficients Standard Error t Stat Mean

Intercept -1.2705 3.744( -0.3393

Private sector credit -2.170( 2.4394 -0.889% 0.460¢
GOV/GDP -0.097p 0.1136 -0.8591 19.5002
FDI openness 2.4134 1.1762 2.0517 0.6015
Trade openness 0.0325 0.0172 1.8865 64.3827
Corruption -1.030P2 0.677( -1.521¢ 3.9527
Inflation Rate 0.0243 0.0202 1.2007 22.7901
Regulation 2.9446 1.6324 1.805( 0.3134
RULE OF LAW 1.0016 1.7447 0.5741 0.0468

Table 4-B: The effect of the level of local financial markets developmeon GDP
growth rate loss due to banking crisis in occurred year—tiquid liability of financial
system (banking system)

(Significance At 5% Level; 440bservations; R Square: 0.2764)

Coefficients Standard Error t Stat Mean

Intercept -2.3517 4.1381 -0.5682

Liquid liability of

financial system 0.0594 2.8873 0.020¢ 0.4584
GOV/GDP -0.103J7 0.1157 -0.8964 19.5002
FDI openness 2.3211 1.1911 1.9487 0.6015
Trade openness 0.0304 0.0175 1.732¢ 64.3827
Corruption -0.9494 0.6891 -1.377% 3.9527
Inflation Rate 0.0282 0.0204 1.392§ 22.7901
Regulation 2.9370 1.6527 1.777( 0.3134
RULE OF LAW 0.217y 1.7454 0.1247 0.0468




Table 4-C: The effect of the level of local financial markets developmeon GDP
growth rate loss due to banking crisis in occurred year—€ommercial-central bank
assets (banking system)

(Significance At 5% Level; 440bservations; R Square: 0.2784)

Coefficients Standard Error t Stat Mean

Intercept -0.9129 5.7424 -0.1589
Commercial-central

bank assets -1.5487 4.9679 -0.3117 0.8404%
GOV/GDP -0.112)7 0.1178 -0.956¢ 19.5002
FDI openness 2.3887 1.2042 1.983¢ 0.6015
Trade openness 0.030¢ 0.0172 1.7708 64.3827
Corruption -0.9528 0.677§ -1.405¢ 3.9527
Inflation Rate 0.0277 0.020( 1.3854 22.7901
Regulation 3.0524 1.690¢ 1.8055% 0.3134
RULE OF LAW 0.2336 1.5317 0.152% 0.0468

Table 4-D: The effect of the level of local financial markets developmeon GDP
growth rate loss due to banking crisis in occurred year—Bank credit (banking
system)

(Significance At 5% Level; 440bservations; R Square: 0.2986)

Coefficients Standard Error t Stat Mean

Intercept -1.0425 3.7403 -0.2787

Bank credit -2.6966 2.561( -1.0529 0.4149
GOV/GDP -0.097[L 0.1131 -0.8589 19.5002
FDI openness 2.6054 1.1977 2.175% 0.6015%
Trade openness 0.0339 0.0171 1.9554 64.3827
Corruption -1.1206 0.6872 -1.630% 3.9527
Inflation Rate 0.0247 0.0199 1.2371 22.7901
Regulation 3.0177 1.627( 1.8547 0.3134
RULE OF LAW 1.1276 1.7319 0.651( 0.0468
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Table 4-E: The effect of the level of local financial markets developmeon GDP
growth rate loss due to banking crisis in occurred year—Valued trade (stock market)
(Significance At 5% Level; 440bservations; R Square: 0.2659)

Coefficients Standard Error t Stat Mean

Intercept -2.32Q7 3.2739 -0.708§

Valued trade -3.9653 2.669( -1.4857 0.1332
GOV/GDP -0.038B 0.106( -0.3663 19.5002
FDI openness 2.3699 1.0116 2.3426 0.6015%
Trade openness 0.039¢ 0.0181 2.1913 64.3827
Corruption -0.8430 0.5651 -1.490% 3.9527
Inflation Rate 0.0071 0.0172 0.412¢ 22.7901
Regulation 1.0974 1.7844 0.6149 0.3134
RULE OF LAW -0.0040 1.4001 -0.0029 0.0468

Table 4-F: The effect of the level of local financial markets developmeon GDP
growth rate loss due to banking crisis in occurred year—€apitalization (stock market)
(Significance At 5% Level; 440bservations; R Square: 0.2510)

Coefficients Standard Error t Stat Mean

Intercept -2.3646 3.313( -0.7137

Capitalization -2.2002 1.7471 -1.2593 0.3462
GOV/GDP -0.0339 0.107( -0.317% 19.5002
FDI openness 2.3687 1.030¢ 2.2983 0.6015
Trade openness 0.0374 0.01843 2.038¢ 64.3827
Corruption -0.7338 0.563( -1.3034 3.9527
Inflation Rate 0.0041 0.0173 0.2402 22.7901
Regulation 0.9802 1.7959 0.545§ 0.3134
RULE OF LAW -0.1002 1.408¢ -0.0711 0.04683
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Table 5: The correlation of the indicators of local financial markets

Liquid
liability ofCommercial- Private
financial |central banl sector Bank | valued
system | assets credit | credit | trade |Capitalization
Liquid liability of
financial system 1
Commercialeentra
bank assets 0.210396 1
Private sector crediD. 766677 0.445054 1
Bank credit 0.84968 0.4283910.929122 1
Valued trade 0.477458 0.2593350.55160Y 0.584144 1
Capitalization 0.576834 0.35168 0.62997 0.680084 0.941845 1
Table 6:

INDONESIA |COLOMBIA |RUSSIA

UK -2.0] -2.54 -3.47
FRANCE -1.44 -1.94 -2.87
JAPAN -3.03 -4.53 -5.45

This is the report of the change in GDP growth @eline for the long run when Private sector dredi
(PRIVCR) changes by the difference between two tr@sl PRIVCR. For example, the difference
between UK’s PRIVCR (1.1158) and Indonesia’s PRIV(@R5120) is 0.6038, so the change in GDP
growth rate decline for the long run for these twaintries is 0.6038%*3.337=-2.01
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