NBER WORKING PAPER SERIES

WHAT MATTERS FOR FINANCIAL DEVELOPMENT?
CAPITAL CONTROLS, INSTITUTIONS, AND INTERACTIONS

Menzie D. Chinn
Hiro Ito

Working Paper 11370
http://www.nber.org/papers/w11370

NATIONAL BUREAU OF ECONOMIC RESEARCH
1050 Massachusetts Avenue
Cambridge, MA 02138
May 2005

Helpful comments were received from the co-editor Carlos Vegh, an anonymous referee, Joshua Aizenman,
Michael Hutchison, Carl Walsh, Frank Warnock, Tom Willett, participants at the Kennedy School Luncheon
on International Economic Policy, the USC development seminar, and the UCSC brown bag. We also thank
Ashok Mody and Dennis Quinn for providing data. Financial support of faculty research funds of UC Santa
Cruz are gratefully acknowledged.The views expressed herein are those of the author(s) and do not
necessarily reflect the views of the National Bureau of Economic Research.

©2005 by Menzie D. Chinn and Hiro Ito. All rights reserved. Short sections of text, not to exceed two
paragraphs, may be quoted without explicit permission provided that full credit, including © notice, is given
to the source.



What Matters for Financial Development? Capital Controls, Institutions, and Interactions
Menzie D. Chinn and Hiro Ito

NBER Working Paper No. 11370

May 2005

JEL No. F36, F43, G28

ABSTRACT

We extend our earlier work, focusing on the links between capital account liberalization, legal and
institutional development, and financial development, especially that in equity markets. In a panel
data analysis encompassing 108 countries and twenty years ranging from 1980 to 2000, we explore
several dimensions of the financial sector. First, we test whether financial openness can lead to
equity market development when we control for the level of legal and institutional development.
Then, we examine whether the opening of the goods sector is a precondition for financial opening.
Finally, we investigate whether a well-developed banking sector is a precondition for financial
liberalization to lead to equity market development and also whether bank and equity market
development complements or substitutes. Our empirical results suggest that a higher level of
financial openness contributes to the development of equity markets only if a threshold level of
general legal systems and institutions is attained, which is more prevalent among emerging market
countries. Among emerging market countries, a higher level of bureaucratic quality and law and
order, as well as the lower levels of corruption, increases the effect of financial opening in fostering
the development of equity markets. We also find that the finance-related legal/institutional variables
do not enhance the effect of capital account opening as strongly as the general legal/institutional
variables. In examining the issue of the sequencing, we find that the liberalization in cross-border
goods transactions is found to be a precondition for capital account liberalization. Our findings also
indicate that the development in the banking sector is a precondition for equity market development,

and that the developments in these two types of financial markets have synergistic effects.
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Appendix 1: Data Definition and Sources

Key to abbreviations:
BDL: Beck, Demirgiic-Kunt, and Levine (2000).

IFS: IMF, International Financial Statistics.

LLSV: La Porta, Lopez-de-Silanes, Shleifer, and Vishny (1998)
Mody: Personal communication from Ashok Mody, data based on AREAER

PWT: Penn World Table 6.1.

WDI: World Bank, World Development Indicators.

ICRG: International Country Risk Guide

Macroeconomic Indicators

current — Current account balance as a ratio to GDP,
WDI

opn — openness to trade, (nominal exports plus
imports)/nominal GDP

exports — national currency (from national account,
90c), IFS

imports — national currency (from national account,
98c), IFS

impduty — import duty as a ratio to imports, WDI
expduty — export duty as a ratio to exports, WDI
tradeopen — the weighted average of impduty and
expduty calculated using the share of imports and
exports in total trade and then subtracted from 100. The
higher (or close to 100) tradeopen is, the less duties
imposed on trade flows in both directions.

totalreserve — international reserves in months of
imports, WDI

reserve_m2 — international reserves as a ratio to M2, IF'S
rypc = per capital real income in constant international
dollars, PWT

¢pi — Consumer price index (64), IF'S

infl — Inflation rate calculated using log differences of
CPIs (64), IFS

gsur — government budget surplus (+) or deficit (-) as a
ratio to GDP, WDI

Regional Dummies

idc — equals one if industrialized country, and zero,
otherwise (See the list of countries)

emg — equals one if emerging market country, and zero,
otherwise (See the list of countries)

asia — dummy for Asian countries

africa — dummy for African countries

westhem — dummy for the countries in the west
hemisphere

europe — dummy for European countries
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mideast — dummy for Middle East countries

Financial Development Indicators

lly — Liquid Liability to GDP (LLY), currency demand
and interest-bearing liabilities of banks and other
financial intermediaries divided by GDP, BDL

SMKC - stock market capitalization ratio to GDP, BDL
SMTYV — stock market total value traded to GDP, BDL
SMTO — stock market turn over ratio, BDL

PCGDP - Private Credit by Deposit Money Banks to
GDP, BDL

m2y — Ratio of M2 to nominal GDP, IFS

Capital Controls Indicators

k; — multiple exchange rates, Mody

k; — restrictions on CA trans, Mody

k; — restrictions on KA trans, Mody

k4 — surrender of exports proceeds, Mody

SHAREF; — Share of a five-year period, the observed
year and the last four years, when the capital account
was open. Authors’ calculations

KAOPEN - index for openness to capital account
transactions. The first standardized principal
components of k;, k,, SHAREKk;, and k,. Authors’
calculations.

quinn — Quinn financial liberalization indicator, Quinn.
miniane — Miniane (2004) index on capital controls

Legal Institutional Variables

LEGALI - legal index, the first principal component of
Corrupt, LAO, and BQ.

Corrupt — average of corruption in 1984 — 1997.

LAO - average of Laworder in 1984 — 1997.

BQ — average of BQ in 1984 — 1997.

corruption — corruption index, ICRG.

lawoder — index for Law and order, ICRG.



bureauc — index for bureaucratic quality, ICRG.
LEGAL? - legal index, the first principal component of
credit, enforce, shrights, and account, cross-sectional for
37 countries, LLSV

credit — index of creditor protection, composed of the
variables which incorporate the automatic stay
proposition on the assets of a failing firm (‘“noauto”);
the continuation of the old managers in a reorganization
process (“manages”); restrictions for going into
reorganization (“restorg”); and the seniority system of
secured creditors (“secured1’), cross-sectional for
44countries, LLSV

enforce — index of the degree of law enforcement.
Specifically, it is the average of “judsys” (efficiency of
the judicial system), “rulelaw” (rule of law), “riskEx”
(risk of expropriation), and “contrepu” (risk of contract
repudiation), average over period 1982 — 1995,
cross-sectional for 46 countries, LLSV

shrights — the sum of “oneshvt” (one share-one vote),
“bymail” (proxy by mail allowed), “noblock” (shares
not blocked before meeting), “comulvt” (cumulative
voting/proportional representation), “oppdmnty”’
(oppressed minority), “premprt” (preemptive right to
new issues), and “esm” (% of share capital to call an
emergency shareholder meeting < 10%), cross-sectional
for 46 countries, LLSV

account — index of transparency and
comprehensiveness of companies’ (accounting) reports,
based on data in 1990, cross-sectional for 38 countries,
LLSV

cn — IMF country code, see the country list
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Country list (108 countries)

1 612 DZA  Algeria 57 443 KWT  Kuwait

2 213 ARG  Argentina © 58 666 LSO  Lesotho

3 193 AUS  Australia’ 59 674 MDG Madagascar

4 122 AUT  Austria’ 60 676 MWI  Malawi

5 313 BHS Bahamas, The 61 548 MYS Malaysia ®

6 419 BHR  Bahrain, Kingdom of ° 62 678 MLI  Mali

7 513 BGD  Bangladesh ° 63 181 MLT Malta

8 316 BRB  Barbados 64 682 MRT  Mauritania

9 124 BEL  Belgium' 65 684 MUS  Mauritius ©

10 339 BLZ  Belize 66 273 MEX  Mexico °

11 638 BEN  Benin 67 686 MAR  Morocco ©

12 218 BOL  Bolivia 68 558 NPL  Nepal .

13 616 BWA Botswana © 69 138 NLD  Netherlands '

14 223 BRA  Brazil® 70 196 NZL  New Zealand '

15 748 BFA  Burkina Faso 71 278 NIC Nicaragua

16 618 BDI Burundi 72 692 NER  Niger

17 622 CMR  Cameroon 73 694 NGA  Nigeria ®

18 156 CAN  Canada' 74 142 NOR Norway'

19 626 CAF  Central African Rep. 75 449 OMN Oman*

20 628 TCD  Chad 76 564 PAK  Pakistan °

21 228 CHL  Chile® 77 283 PAN  Panama

22 924 CHN  China*“ 78 853 PNG  Papua New Guinea
23 233 COL  Colombia © 79 288 PRY  Paraguay

24 634 COG  Congo, Republic of 80 293 PER Peru ©

25 238 CRI Costa Rica 81 566 PHL  Philippines °

26 662 CIV  Cote d'Tvoire ° 82 182 PRT  Portugal "°

27 423 CYP  Cyprus 83 714 RWA Rwanda

28 128 DNK  Denmark' 84 456 SAU  Saudi Arabia ®

29 243 DOM Dominican Republic 85 722 SEN  Senegal

30 248 ECU  Ecuador© 86 718 SYC  Seychelles

31 469 EGY Egypt°© 87 724 SLE Sierra Leone

32 253 SLV  El Salvador 88 576 SGP Singapore °

33 819 FJI Fiji . 89 199 ZAF  South Africa ©

34 172 FIN Finland ' 90 184 ESP  Spain'

35 132 FRA  France' 91 524 LKA  Sri Lanka®

36 646 GAB  Gabon 92 734 SWZ  Swaziland

37 648 GMB  Gambia, The 93 144 SWE  Sweden'

38 134 DEU  Germany' 94 146 CHE  Switzerland '

39 652 GHA  Ghana® 95 463 SYR  Syrian Arab Republic
40 174 GRC  Greece"* 96 738 TZA  Tanzania

41 258 GTM  Guatemala 97 578 THA  Thailand ©

42 263 HTI Haiti 98 742 TGO  Togo

43 268 HND  Honduras 99 369 TTO  Trinidad and Tobago ©
44 532 HKG Hong Kong ° 100 744 TUN  Tunisia®

45 176 ISL Iceland ' 101 186 TUR  Turkey ©

46 534 IND India © 102 746 UGA Uganda _
47 536 IDN Indonesia ° 103 112 GBR  United Kingdom'
48 429 IRN Iran, Islamic Rep. of 104 111 USA  United States '

49 178 IRL Ireland * 105 298 URY  Uruguay

50 436 ISR Israel © 106 299 VEN  Venezuela, Rep. Bol. °
51 136 ITA Italy ' 107 754 ZMB  Zambia

52 343 JAM  Jamaica ® 108 698 ZWE  Zimbabwe °

53 158 JPN  Japan'

54 439 JOR  Jordan°®
55 664 KEN Kenya*®
56 542 KOR  Korea*®

i — industrialized countries (IDC), 22 countries
e — emerging market countries (EMG), 31 countries
(Standard & Poor, 2000)
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Appendix 2: The “Chinn-Ito” Index

KAOPEN is an index to measure a country’s degree of capital account openness. The dataset
encompasses the time period of 1970-2000 for 108 countries. For a complete list of the countries,
see the attached country list.

Construction of KAOPEN

KAOPEN is based on the four binary dummy variables reported in the IMF’s Annual Report on
Exchange Arrangements and Exchange Restrictions (AREAER). These variables are to provide
information on the extent and nature of the restrictions on external accounts for a wide cross-section
of countries. These variables are:

®  [;: variable indicating the presence of multiple exchange rates;
e  ,: variable indicating restrictions on current account transactions;

e ;3 variable indicating restrictions on capital account transactions; and

® k4 variable indicating the requirement of the surrender of export proceeds.

In order to focus on the effect of financial openness — rather than controls — we reverse the values of
these binary variables, such that the variables are equal to one when the capital account restrictions
are non-existent. Moreover, for controls on capital transitions (k3), we use the share of a five-year
window (encompassing year ¢ and the preceding four years) that capital controls were not in effect
(SHAREK3).

SHAREK, = (kir thy o tky, ,tky, stk J

5

Then we construct an index for capital “openness” (KAOPEN;,), which is the first standardized
principal component of k;,, ko, SHAREK;, k4. This index takes on higher values the more open the
country is to cross-border capital transactions. By construction, the series has a mean of zero. The
first eigenvector for KAOPEN was found to be (SHAREK;, k;, ks, ks)’ = (0.573, 0.273, 0.521,
0.571)’, indicating that the variability of KAOPEN is not merely driven by the SHAREK; series.

We incorporate the k; ,, k»,, and k4, variables in our KAOPEN variable instead of focusing on k3
which refers to restrictions on capital account transactions. We believe the incorporation of k; ,, k>,
and k4, in this index allows us to more accurately capture the intensity of the capital controls. This
point can be made more concrete by considering a country with an open capital account. It may still
restrict the flow of capital by limiting transactions on the current account restrictions or other
systems such as multiple exchange rates and requirements to surrender export proceeds.
Alternatively, countries that already have closed capital accounts might try to increase the
stringency of those controls by imposing k;, k», and k. types of restrictions so that the private sector
cannot circumvent the capital account restrictions.

Clearly, the measurement of the extent of capital account controls is a difficult enterprise. Many
researchers have tried to capture the complexity of real-world capital controls, with varying
degrees of success, and varying degrees of coverage. For reviews and comparisons of various
measures on capital controls, refer to Edwards (2001), Edison et al. (2002) and Eichengreen
(2002).
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Table 1: Growth rates of PCGDP, SMKC, SMTV, and SMTO
1970 — 2000 and decades

Growth rates of
Private Credit| Stock Market | Stock Market | Stock Market
Creation |Capitalization| Total Value Turnover
(PCGDP) (SMKC) SMTV) SMTO)
1970 — 2000
Full 0.87% 1.93% 1.87% 2.47%
IDC 1.74% 2.96% 3.67% 3.45%
LDC 0.61% 1.32% 0.84% 1.87%
EMG 0.91% 1.49% 1.09% 2.49%
1970 - 1979
Full 0.62% 0.47% 0.18% 0.35%
IDC 0.77% -0.22% 0.25% -0.35%
LDC 0.57% 1.70% 0.11% 1.85%
EMG 0.70% 1.29% 0.09% 1.55%
1980 — 1989
Full 0.68% 1.52% 1.33% 1.98%
IDC 1.99% 2.89% 2.25% 3.61%
LDC 0.30% 0.53% 0.70% 0.78%
EMG 0.49% 0.70% 0.82% 1.16%
1990 - 2000
Full 1.08% 3.33% 3.72% 3.81%
IDC 1.95% 5.59% 7.51% 4.40%
LDC 0.85% 2.27% 1.99% 3.53%
EMG 1.35% 2.66% 3.00% 5.14%
1995 - 2000
Full 1.58% 3.03% 4.81% 5.08%
IDC 3.10% 9.50% 12.06% 6.52%
LDC 1.19% 0.25% 1.66% 4.45%
EMG 1.78% -0.39% 2.83% 7.30%

Notes: For the data description, refer to section 2.2.1 as well as Appendix 1. The
original data are extracted from the updated version of the Beck, Demirgiic-Kunt,
and Levine (2000) dataset.
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Tale 2: Averages of KAOPEN, ki, k2 k3, and k4
1970 - 2000 and decades

Averages of
KAOPEN k1 k2 k3 k4
1970 — 2000
Full 0.000 0.796 0.501 0.311 0.258
IDC 1.125 0.903 0.830 0.499 0.571
LDC -0.288 0.769 0.416 0.264 0.177
EMG -0.255 0.743 0.396 0.276 0.194
1970 — 1979
Full -0.278 0.747 0.520 0.194 0.204
IDC 0.257 0.795 0.763 0.216 0.390
LDC -0.424 0.735 0.457 0.188 0.156
EMG -0.547 0.709 0.405 0.202 0.084
1980 — 1989
Full -0.296 0.758 0.458 0.212 0.196
IDC 0.804 0.929 0.852 0.400 0.490
LDC -0.570 0.716 0.362 0.166 0.123
EMG -0.571 0.690 0.290 0.187 0.142
1990 — 2000
Full 0.485 0.862 0.564 0.524 0.376
IDC 2.152 1.000 0.963 0.929 0.883
LDC 0.069 0.827 0.463 0.422 0.247
EMG 0.274 0.833 0.490 0.437 0.379
1995 — 2000
Full 0.679 0.895 0.546 0.474 0.452
IDC 2.407 1.000 0.962 0.902 0.992
LDC 0.241 0.868 0.440 0.364 0.314
EMG 0.555 0.882 0.516 0.419 0.473

Notes: KAOPEN is an index for the openness in capital account transactions and is the
first standardized principal component of SHAREK3, ki, k2, and k4. k; indicates the
presence of multiple exchange rates; k, indicates restrictions on current account
transactions; k; indicates restrictions on capital account transactions; and kyindicates the
requirement of the surrender of export proceeds. In order to focus on the effect of
financial openness — rather than controls — we reverse the values of these binary
variables, such that the variables are equal to one when the capital account restrictions
are non-existent. The first eigenvector for KAOPEN was found to be (SHAREk;, k;, ks,
ks)’ =(0.573, 0.273, 0.521, 0.571)’, indicating that the variability of KAOPEN is not
merely driven by the SHAREK; series. The average of KAOPEN across countries over the
full time period is zero by construction. See Appendix 2 for more details.
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Table 3: Summary Statistics on Legall variables

Mean | Std. Dev. Min Max
Total 0.00 1.63 -2.93 3.06
Legall IDC 2.41 0.75 0.68 3.06
LDC -0.74 0.98 -2.93 1.76
EMG -0.28 0.98 -1.98 1.76
Total 58.40 21.93 15.18 100.00
Corrupt IDC 88.27 10.94 62.80 100.00
LDC 49.27 15.28 15.18 87.20
EMG 54.73 15.02 26.79 87.20
Total 60.87 22.82 22.62 100.00
LAO IDC 93.63 8.83 68.75 100.00
LDC 50.85 15.00 22.62 87.80
EMG 55.76 18.01 22.62 87.80
Total 58.86 24.73 16.67 100.00
BQ IDC 92.26 13.77 57.89 100.00
LDC 48.66 17.14 16.67 93.45
EMG 56.44 14.26 29.32 9345

Notes: LEGALI is the first principal component of Corrupt, LAO,
BQ, indicating the general level of legal/institutional development.
Corrupt, LAO, and BQ measure the level of corruption, law and
order, and the quality of the bureaucratic system, respectively. All of
these data series included in LEGALI are obtained from the ICRG
database. In these indexes, higher values indicate better conditions.
The data series are available for the period of 1984 through 1997, but
are included as the period-average in order to maintain
comparability with the LEGAL?2 variables. The first eigenvector for
Legall was found to be (Corrupt, LAO,BQ)’ = (0.574, 0.580,
0.578)’, indicating that the variability of LEGALI is not merely
driven by any particular series.
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Table 4: Summary Statistics on Legal2 variables

Mean |Std.Dev.] Min Max
Total 0.00 1.31 2.71 1.89
Legal2 IDC 0.70 0.86 -1.59 1.89
LDC/EMG| -0.77 1.31 2.71 1.77
Creditor Total 2.30 1.38 0.00 4.00
. IDC 1.81 0.98 0.00 4.00

protection
LDC/EMG| 2.72 1.54 0.00 4.00
Contract Total 7.52 1.85 4.38 9.99
IDC 9.24 0.83 6.73 9.99

Enforcement
LDC/EMG| 6.18 1.19 4.38 9.18
Total 2.45 1.28 0.00 5.00
Shareholder

Protection IDC 2.19 1.29 0.00 4.00
LDC/EMG| 2.65 1.26 1.00 5.00
Accountin Total 6.08 1.36 2.40 8.30
£ IpC 6.62 104 | 360 | 830

Standards
LDC/EMG| 5.55 1.44 2.40 7.80

Notes: LEGAL? is the first standardized principal component of
CREDITOR, ENFORCE, SHRIGHTS, and ACCOUNT, and depicts
the overall development of the legal system governing financial
transactions. CREDITOR refers to the level of creditor protection,
while ENFORCE is an index of the effectiveness of the legal system in
enforcing contracts. SHRIGHTS is a measure of shareholder
protection, and ACCOUNT is an index of the comprehensiveness of
company reports. This group of legal variables pertain specifically to
financial transactions, and are obtained from LLLSV (1998). The first
eigenvector for Legal2 was found to be (Creditor, Enforce, Shrights,
Account)’ = (0.206, 0.670, 0.095, 0.707)’.



Table 5-1: Financial Development, Financial Openness, and Legal/Institutional Development
(LEGALI: General Legal/Institutional Development)
FULL, LDC, and EMG: Five year panels, 1980-2000

FULL LDC EMG
Private Stock Mkt Stock Mkt Stock Mkt | Private Stock Mkt Stock Mkt Stock Mkt| Private Stock Mkt Stock Mkt Stock Mkt
Pred| Credit Capital'n Total Value Turnover Credit Capital'n Total Value Turnover Credit Capital'n Total Value Turnover
sign (1] (2] [3] (4] [51 [6] [71 [8] 91 [10] [11] [12]
Legal/lnst. Variable: LEGAL1
Financial Openness [t-5] | (+) | 0.0027 -0.0009 -0.0036 -0.0041 0.0004 0.0050 0.0070 0.0096 0.0028 0.0097 0.0081 0.0013
[0.0011]** [0.0041] [0.0031] [0.0097] [0.0013] [0.0078] [0.0042]*  [0.0123] [0.0024] [0.0070]  [0.0044]*  [0.0179]
LEVEL: LEGALI (+) | 0.0014 -0.0025 -0.004 -0.0047 0.0011 0.0126 0.0091 0.0048 0.0077 0.0177 0.0117 0.0098
[0.0010]  [0.0057] [0.0051] [0.0127] [0.0014] [0.0081] [0.0053]*  [0.0186] | [0.0032]** [0.0098]*  [0.0082] [0.0277]
INTERACTION: LEGALI| (+) | 0.0005 0.0035 0.0037 0.0045 -0.0009 0.0037 0.0103 0.0213 0.0024 0.0072 0.0118 0.019
x Fin. Open. [t-5] [0.0005] [0.0019]* [0.0015]**  [0.0039] [0.0010] [0.0043]  [0.0035]*** [0.0109]* | [0.0025]  [0.0042]* [0.0033]*** [0.0102]*
Financial Deepening [t-5] | (-) | -0.017 -0.0335 0.1445 -0.0358 0.0001 -0.0493 0.0795 -0.0033 -0.0117 -0.0349 0.0926 0.0014
[0.0085]** [0.0307] [0.0936] [0.0344] [0.0119] [0.0380] [0.1187] [0.0536] [0.0139] [0.0382] [0.1208] [0.0683]
Per Capita (+) | 0.0037 0.0164 0.016 0.0053 0.0031 0.0187 0.0128 -0.0023 -0.0031 0.0018 0.0049 -0.0134
Income [t-5] [0.0015]**  [0.0106] [0.0104] [0.0227] | [0.0015]**  [0.0126] [0.0123] [0.0273] [0.0030] [0.0125] [0.0159] [0.0448]
Inflation [t-5] (-) | -0.0112 -0.0548 -0.0318 -0.0561 -0.0047 -0.0497 -0.0221 -0.0815 -0.0248 -0.0334 -0.0164 -0.1095
[0.0074] [0.0208]*** [0.0266] [0.0919] [0.0074] [0.0303] [0.0317] [0.1166] | [0.0104]**  [0.0293] [0.0414] [0.1863]
Trade (+) | 0.0000 0.0002 -0.0001 -0.0003 0.0000 0.0001 -0.0003 -0.0006 0.0000 0.0000 -0.0003 -0.0006
Openness [t-5] [0.0000]* [0.0001]** [0.0001]  [0.0001]** | [0.0000] [0.0001] [0.0002]*  [0.0003]* | [0.0001] [0.0001]  [0.0002]** [0.0003]**
N 408 175 206 172 289 101 115 98 138 87 97 85
Adj. R-sq. 0.15 0.11 0.28 0.03 0.09 0.2 0.16 -0.01 0.16 0.19 0.18 0.01

Notes: Point estimates from OLS, heteroskedasticity robust standard errors in parentheses. Dependent variable is the average annual growth rate over a five year
period. Financial openness is measured by the Chinn-Ito index (KAOPEN). Regressions include fixed time effects (estimates not reported). Observations of
inflation rates in excess of 100% are dropped from the sample. (*)[**]{***} indicates marginal significance at the (10%)[5%]{1%} level.

34



Table 5-2: Financial Development, Financial Openness, and Legal/Institutional Development

(Components of LEGAL1: Corruption, Law and Order, and Bureaucracy Quality)

FULL, LDC, and EMG: Five year panels, 1980-2000

FULL LDC EMG
Private Stock Mkt Stock Mkt Stock MKkt Private Stock Mkt Stock Mkt Stock Mkt Private Stock Mkt Stock Mkt Stock MKkt
Pred| Credit Capital'n Total Val. Turnover Credit Capital'n Total Val. Turnover Credit Capital'n  Total Val. Turnover
sign 1] [2] [3] [4] [51 [6] [7] [8] 91 [10] [11] [12]
Legal/lnst. Variable: Corrupt (Corruption)
Financial Openness [t-5] +) | -0.0009 -0.0129 -0.0195 -0.0309 0.0009 -0.0112 -0.0313 -0.0610 -0.006 -0.0193 -0.0362 -0.0634
[0.0027]  [0.0099] [0.0071]***  [0.0261] [0.0038] [0.0134]  [0.0110]***  [0.0409] [0.0091] [0.0146]  [0.0124]***  [0.0460]
LEVEL: CORRUPT (+) | 0.0001 0.0003 -0.0002 -0.0012 0.0000 0.0014 0.0004 -0.0012 0.0004 0.0016 0.0005 -0.0012
[0.0001]  [0.0005] [0.0003] [0.0008] [0.0001]  [0.0007]**  [0.0004] [0.0011] [0.0002]*  [0.0007]**  [0.0006] [0.0016]
INTERACTION: (+) | 0.0001 0.0002 0.0003 0.0004 0.0000 0.0003 0.0006 0.001 0.0001 0.0005 0.0007 0.0009
Corrupt x Fin. Opn. [t-5] [0.0000]  [0.0001]  [0.0001]**  [0.0003] [0.0001] [0.0003]  [0.0002]***  [0.0006]* [0.0002] [0.0003]*  [0.0002]***  [0.0006]
N 408 175 206 172 289 101 115 98 138 87 97 85
Adj. R-sq. 0.15 0.12 0.28 0.03 0.09 0.23 0.16 -0.01 0.14 0.24 0.18 0.00
Legal/lnst. Variable: LAO (Law and order)
Financial Openness [t-5] +) | -0.0003 -0.0172 -0.0172 -0.0204 0.004 -0.0217 -0.0218 -0.0627 -0.0078 -0.0278 -0.0239 -0.0536
[0.0025] [0.0097]* [0.0083]**  [0.0229] [0.0029] [0.0125]*  [0.0119]* [0.0443] [0.0076]  [0.0107]** [0.0105]**  [0.0385]
LEVEL: LAO (+) | 0.0001 -0.0003 -0.0001 0.0001 0.0001 0.0004 0.0003 0.0005 0.0004 0.0005 0.0003 0.0008
[0.0001]  [0.0004] [0.0003] [0.0007] [0.0001] [0.0004] [0.0003] [0.0009] [0.0002]**  [0.0004] [0.0004] [0.0011]
INTERACTION: (+) | 0.0000 0.0003 0.0002 0.0003 -0.0001 0.0004 0.0004 0.0011 0.0001 0.0006 0.0004 0.0008
LAO x Fin. Opn. [t-5] [0.0000] [0.0001]** [0.0001]* [0.0003] [0.0001] [0.0003] [0.0002]* [0.0007] [0.0001]  [0.0002]** [0.0002]**  [0.0005]
N 408 175 206 172 289 101 115 98 138 87 97 85
Adj. R-sq. 0.15 0.12 0.28 0.03 0.09 0.2 0.12 -0.02 0.14 0.19 0.12 -0.01
Legal/Inst. Variable: BQ (Bureaucracy Quality)
Financial Openness [t-5] +) 0.002 -0.0070 -0.0119 -0.0101 0.0048 0.0057 -0.0268 -0.0562 -0.0035 0.009 -0.0334 -0.0749
[0.0024]  [0.0102] [0.0070]* [0.0205] [0.0032] [0.0107] [0.0129]**  [0.0333]* [0.0079] [0.0136] [0.0165]**  [0.0471]
LEVEL: BQ (+) | 0.0001 0.0000 -0.0001 0.0004 0.0001 0.0003 0.0007 0.0014 0.0002 0.0004 0.0009 0.0019
[0.0001]*  [0.0004] [0.0002] [0.0007] [0.0001] [0.0005] [0.0004]* [0.0010] [0.0002] [0.0006] [0.0005]* [0.0014]
INTERACTION: (+) | 0.0000 0.0001 0.0002 0.0001 -0.0001 -0.0001 0.0006 0.0011 0.0001 -0.0001 0.0007 0.0014
BQ x Fin. Opn. [t-5] [0.0000]  [0.0001] [0.0001] [0.0002] [0.0001] [0.0002] [0.0003]**  [0.0006]** [0.0001] [0.0003] [0.0003]**  [0.0007]*
N 408 175 206 172 289 101 115 98 138 87 97 85
Adj. R-sq. 0.15 0.10 0.27 0.02 0.10 0.18 0.17 0.00 0.11 0.15 0.17 0.02

Notes: Point estimates from OLS, heteroskedasticity robust standard errors in parentheses. Dependent variable is the average annual growth rate over a five year period.

Financial openness is measured by the Chinn-Ito index (KAOPEN). Regressions include fixed time effects (estimates not reported). Observations of inflation rates in excess

of 100% are dropped from the sample. (*)[**]{***} indicates marginal significance at the (10%)[5%]{1%} level.
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Table 5-3: Financial Development, Financial Openness, and Legal/Institutional Development
(LEGAL2: Legal Development pertaining to Financial Transactions)
FULL, LDC, and EMG: Five year panels, 1980-2000

FULL LDC/EMG

Private Stock Mkt Stock Mkt Stock Mkt Private Stock Mkt Stock Mkt Stock Mkt
Pred Credit Capital'n  Total Val. Turnover Credit Capital'n  Total Val. Turnover

sign 1] [2] [3] [4] [5] [6] [7] [8]
Legal/Inst. Variable: LEGAL2

Financial Openness [t-5] +) 0.0036 0.0020 0.0018 0.0053 0.0000 0.0072 0.0111 0.0195
[0.0016]**  [0.0053] [0.0037] [0.0092] [0.0020] [0.0136] [0.0062]* [0.0187]
LEVEL: LEGAL2 +) -0.0001 0.0086 0.0027 0.0126 0.001 0.0175 0.0141 0.0288
[0.0022] [0.0066] [0.0057] [0.0177] [0.0033] [0.0115] [0.0087]* [0.0261]
INTERACTION: (+) 0.0000 0.0055 0.0036 -0.0028 -0.0013 0.0029 0.0077 0.0113
LEGAL?2 x Fin. Open. [t-5] [0.0013] [0.0030]* [0.0031] [0.0049] [0.0017] [0.0070] [0.0041]* [0.0110]
Financial Deepening [t-5] - -0.0275 -0.0465 0.0997 -0.0637 -0.0106 -0.0532 0.0212 -0.0467
[0.0109]**  [0.0367] [0.1083] [0.0434] [0.0173] [0.0454] [0.1442] [0.0684]
Per Capita Income [t-5] (+) 0.0025 0.0004 0.0047 -0.0125 0.0034 0.0161 0.012 -0.0039
[0.0026] [0.0097] [0.0084] [0.0244] [0.0033] [0.0112] [0.0112] [0.0314]
Inflation [t-5] -) -0.0237 -0.0423 -0.0203 0.005 -0.0206 -0.0404 -0.0016 0.0108
[0.0140]* [0.0262] [0.0345] [0.1032] [0.0149] [0.0305] [0.0381] [0.1350]
Trade Openness [t-5] ) 0.0000 0.0002 -0.0001 -0.0002 0.0000 0.0001 -0.0003 -0.0007
[0.0000] [0.0001] [0.0001] [0.0001]* [0.0000] [0.0003] [0.0002] [0.0005]
N 188 124 148 123 93 60 68 59
Adj. R-sq. 0.11 0.10 0.29 0.05 0.17 0.14 0.12 -0.05

Notes: Point estimates from OLS, heteroskedasticity robust standard errors in parentheses. Dependent variable is the average annual growth rate over a five
year period. Financial openness is measured by the Chinn-Ito index (KAOPEN). Regressions include fixed time effects (estimates not reported). Observations
of inflation rates in excess of 100% are dropped from the sample. (*)[**]{***} indicates marginal significance at the (10%)[5%]{1%} level. Due to the data
availability of the LLSV variables, there is only one subsample for non-industrialized countries, which we call LDC/EMG.
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Table 5-4: Financial Development, Financial Openness, and Legal/Institutional Development
(Creditor Protection, Contract Enforcement, Shareholder Protection, and Accounting Standards)
FULL, LDC, and EMG: Five year panels, 1980-2000

FULL LDC/EMG
Private  Stock Mkt Stock Mkt Stock Mkt Private  Stock Mkt Stock Mkt Stock Mkt
Pred| Credit Capital'n Total Val. Turnover Credit Capital'n Total Val. Turnover
sign [1] [2] [3] [4] [5] [6] [71 (81
Legal/lnst. Variable: CREDITOR (Creditor Protection)
Financial (+) 0.0003 0.0031 0.0036 0.0032 0.0011 -0.0013 -0.0021 -0.0058
Openness [t-5] [0.0022] [0.0060] [0.0055] [0.0105] [0.0038] [0.0050] [0.0049] [0.0205]
LEVEL: CREDITOR (+) 0.0029 -0.0020 0.0012 0.0169 0.0030 0.0027 0.009 0.0202
[0.0016]*  [0.0038] [0.0035] [0.0089]* [0.0018]* [0.0035] [0.0045]*  [0.0118]*
INTERACTION: (+) 0.0012 -0.0003 -0.0014 -0.0018 -0.0001 0.0014 0.0017 0.0006
CREDITOR x Fin. Opn. [t-5] [0.0010] [0.0023] [0.0021] [0.0034] [0.0014] [0.0023] [0.0017] [0.0048]
N 230 145 169 143 129 80 88 78
Adj. R-sq. 0.14 0.07 0.27 0.05 0.15 0.19 0.12 -0.01
Legal/lnst. Variable: ENFORCE (Contract Enforcement)
Financial +) | -0.0044 -0.0342 -0.0211 -0.0246 -0.0080 -0.0531 -0.0587 -0.1509
Openness [t-5] [0.0057] [0.0160]**  [0.0125]* [0.0427] [0.0131]  [0.0231]** [0.0203]***  [0.0974]
LEVEL: ENFORCE (+) 0.0020 -0.0068 -0.0030 0.0002 0.0059 0.0037 0.0097 0.0077
[0.0014] [0.0070] [0.0058] [0.0219] [0.0028]**  [0.0080] [0.0079] [0.0342]
INTERACTION: (+) 0.0009 0.0051 0.003 0.0034 0.0015 0.0093 0.0100 0.0243
ENFORCE x Fin. Opn. [t-5] [0.0007] [0.0021]**  [0.0017]* [0.0054] [0.0021]  [0.0042]** [0.0033]*** [0.0144]*
N 240 151 178 149 139 86 97 84
Adj. R-sq. 0.12 0.11 0.28 0.04 0.16 0.23 0.18 0.03
Legal/lnst. Variable: SHRIGHTS (Shareholder Protection)
Financial (+) 0.0031 0.0039 0.0021 0.0237 -0.0032 0.0002 0.0026 0.0353
Openness [t-5] [0.0022] [0.0047] [0.0042] [0.0148] [0.0043] [0.0065] [0.0060] [0.0205]*
LEVEL: SHRIGHTS (+) 0.0007 0.0105 0.0015 0.0186 0.0011 0.0124 0.0033 0.0174
[0.0010] [0.0043]**  [0.0029] [0.0173] [0.0017]  [0.0055]**  [0.0050] [0.0220]
INTERACTION: (+) 0.0000 -0.0003 -0.0004 -0.0091 0.0019 0.0017 0.0001 -0.0155
SHRIGHTS x Fin. Opn. [t-5] [0.0007] [0.0022] [0.0017] [0.0073] [0.0013] [0.0042] [0.0030] [0.0099]
N 234 147 174 145 133 82 93 80
Adj. R-sq. 0.11 0.11 0.27 0.07 0.13 0.21 0.11 0.03
Legal/Inst. Variable: ACCOUNT (Accounting Standards)
Financial (+) 0.0105 -0.0298 -0.0234 -0.0046 0.0137 0.0112 -0.0087 -0.0391
Openness [t-5] [0.0076] [0.0184] [0.0150] [0.0227] [0.0111] [0.0208] [0.0147] [0.0388]
LEVEL: ACCOUNT +) | -0.0012 0.0106 0.0030 0.0048 -0.0017 0.0084 0.0045 0.0113
[0.0016] [0.0052]**  [0.0033] [0.0061] [0.0026] [0.0079] [0.0047] [0.0098]
INTERACTION: +) | -0.0011 0.0050 0.004 0.0016 -0.0023 -0.0015 0.0021 0.008
ACCOUNT x Fin. Opn. [t-5] [0.0012] [0.0031] [0.0025] [0.0032] [0.0018] [0.0047] [0.0027] [0.0062]
N 200 130 157 129 105 66 77 65
Adj. R-sq. 0.11 0.12 0.29 0.05 0.20 0.16 0.09 -0.06

Notes: Heteroskedasticity robust standard errors in parentheses. Dependent variable is the average annual growth rate over a five year
period. Financial openness is measured by the Chinn-Ito index (KAOPEN). Regressions include fixed time effects (estimates not reported).
Observations of inflation rates in excess of 100% are dropped from the sample. (*)[**]{***} indicates marginal significance at the

(10%)[5%]{1%} level.
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Table 6: Difference between LDCs and EMGs in terms of
the Total effect of a one-unit increase in KAOPEN
when the dependent variable is SMTV

LDC EMG
[A] Total effect of KA Openness -0.0006 0.0041
[B] L (Legall) —0.74 —0.28
(€| Theesholdlevel of Legall | 068
[A] Total effect of KA Openness -0.0017 0.0015
[B] L (Corrupt) 49.27 54.73
(€| Threshold levelof Corrupt | 0
[A] Total effect of KA Openness -0.0015 0.0005
[B] L (LAO) 50.85 55.76
(1| Theesholdlevelofza0 | sas
[A] Total effect of KA Openness 0.0024 0.0071
[B] L (BQO) 48.66 56.44
(1| ThesholdlevelofBQ | 7
[A] Total effect of KA Openness 0.0052 -
[B] L (Legal2) -0.77 -
(€| Thesholdlevel of Legalz | 144

Notes: “Total Effect” [A] indicates the total effect of a one-unit increase in
KAOPEN when the legal/institutional variable takes the value of the average

in the subsample group ( L , shown in [B]). The estimation model is based on
equation (1) using the data of the LDC subgroup for the regressions with
LEGALI legal variables and of the LDC/EMG subgroup for the regressions
with LEGAL2. Rows [C] show the threshold level of the legal variable above
which the capital account openness has a positive impact on financial
development. For the analysis with LEGAL?Z, there is no distinction between
LDC and EMG due to data availability, but there is a subgroup LDC/EMG.
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Table 7: Determinants of Capital Account and Trade Openness

FULL, LDC, and EMG: Five year panels, 1980-2000

Dependent Variable: Financial Openness (f) Trade Openness (¢)
Pred. (1) ) (3) “4) &) (6)
Sign Full LDC EMG Full LDC EMG
Financial Openness (z-5) + 0.5939 0.5313 0.3499 -0.0001 0.0019 -0.0005
[0.05801*** [0.0794]*** [0.1176]*** | [0.0015] [0.0022] [0.0028]
Trade Openness (t-5) + 2.1763 2.0317 1.9427 0.5938 0.5633 0.5746
[1.0279]*%*  [1.0586]** [2.0338] [[0.0794]*** [0.0857]*** [0.0940]***
Avg. Budget Surplus (¢-11z-5) + 0.0402 0.0537 0.0618 0.0002 0.0002 0.0002
[0.0151]*%** [0.0177]*%** [0.0305]** | [0.0005] [0.0007] [0.0006]
Avg. Total reserves (¢-11¢-5) + -0.0049 0.0043 0.0124
[0.0245] [0.0304] [0.0413]
Avg. GDP per capita (z-11-5) + 0.3034 0.1945 0.5135 0.0174 0.0196 0.0339
[0.0971]***  [0.1157]* [0.2821]* |[0.0035]*** [0.0047]*** [0.0086]***
Number of Observations 263 181 100 223 151 82
Adjusted R* 0.59 0.42 0.35 0.75 0.63 0.70

Notes: Robust standard errors in brackets. * significant at 10%; ** significant at 5%; *** significant at 1%. Budget surplus, total
reserves, and GDP per capita are included at the average over t-1 through t-5. Constant and regional dummies for Asia, Europe,
Middle East, and Africa are also included in the regression, but their estimated coefficients are not reported. The regression
estimations are conducted in non-overlapping manners with the observations excepted for 1980, 1985, 1990, 1995, and 2000

excluded.
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Table 8: Two-Stage Least Squares Analysis
Instrumented by per capita output, budget balance, and trade opennessJ
LEGALI (General Legal/Institutional Development)
FULL, LDC, and EMG: Five year panels, 1980-2000

FULL LDC EMG

Private Stock Mkt Stock Mkt Stock Mkt | Private Stock Mkt Stock Mkt Stock Mkt| Private Stock Mkt Stock Mkt Stock Mkt
Pred| Credit Capital'n Total Value Turnover Credit Capital'n Total Value Turnover | Credit Capital'n Total Value Turnover

sign (1] (2] (3] (4] [5] (6] [7] (8] 9] [10] (11] (12]

Legal/lnst. Variable: LEGAL1

Financial (+) | 0.0024 0.0057 0.0019 -0.0033 0.0000 0.0186 0.0210 0.0079 0.0011 0.0108 0.0172 -0.0029
Openness [t-5] [0.0031]  [0.0061] [0.0051] [0.0106] [0.0033]  [0.0094]* [0.0075]*** [0.0125] | [0.0037] [0.0074]  [0.0065]**  [0.0253]
LEVEL: (+) | 0.0022 0.0041 0.0032 -0.0053 0.0006 0.0265 0.0116 -0.0184 0.0052 0.0198 0.0088 -0.0213
LEGALI [0.0015]  [0.0047] [0.0025] [0.0123] [0.0025] [0.0092]*** [0.0057]** [0.0252] | [0.0042] [0.0089]** [0.0053]*  [0.0285]
INTERACT.: LEGALIx| (+) | 0.0007 0.0030 0.0041 0.0061 -0.0003 0.0043 0.0112 0.0231 0.0036 0.0053 0.0096 0.0223
Fin. Open. [t-5] [0.0010]  [0.0024]  [0.0022]* [0.0052] [0.0015] [0.0051]  [0.0037]*** [0.0142] | [0.0024] [0.0039]  [0.0032]*** [0.0149]
Financial (- | -0.0109 -0.0426 0.0785 -0.0447 0.0257 -0.0805 -0.1180 -0.0196 -0.0133 -0.0617 -0.0931 -0.0227
Deepening [t-5] [0.0134]  [0.0291] [0.0901] [0.0408] [0.0162] [0.0326]**  [0.0777] [0.0582] | [0.0246] [0.0298]**  [0.0665] [0.0688]
Inflation [t-5] (- | -0.0218 -0.0522 -0.0053 -0.0070 -0.005 -0.0508 0.0196 -0.0028 -0.0312 -0.0557 0.0236 -0.0437

[0.0098]** [0.0223]**  [0.0291] [0.1005] [0.0102]  [0.0293]* [0.0319] [0.1243] | [0.0160]* [0.0279]* [0.0391] [0.2139]

N 189 140 152 138 117 77 83 75 70 66 70 65

R-sq. 0.17 0.14 0.27 0.09 0.17 0.29 0.04 0.10 0.28 0.36 0.10 0.15

Notes: Point estimates from OLS, heteroskedasticity robust standard errors in parentheses. Dependent variable is the average annual growth rate over
a five year period. Financial openness is measured by the Chinn-Ito index (KAOPEN). Regressions include fixed time effects (estimates not reported).
Observations of inflation rates in excess of 100% are dropped from the sample. (*)[**]{***} indicates marginal significance at the (10%)[5%]{1%}
level.

- The variable for financial openness lagged five years (KAOPEN, ) is instrumented by per capita output and budget balance, both of which are
included as the average over the five years prior to five years before each window (i.e., t-10 through t-6 since the IV is already lagged five years),
regional dummies, and the level of financial openness and trade openness, both of which are lagged ten years.
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Table 9: Order of Financial Liberalization
(LEGAL1,Corruption, Law and Order, and Bureaucracy Quality)
FULL, LDC, and EMG: Five year panels, 1980-2000

FULL LDC EMG
Private Stock Mkt Stock Mkt Stock Mkt | Private Stock Mkt Stock Mkt Stock MKkt | Private Stock Mkt Stock Mkt Stock Mkt
Pred| Credit Capital'n Total Val. Turnover Credit Capital'n Total Val. Turnover Credit Capital'n Total Val. Turnover
sign [1] [2] [3] [4] [5] [6] [71 [8] 91 [10] [11] [12]
Legal/lnst. Variable: LEGAL1 (General Level of Legal/Institutional Development)
Other type of Financial +- | 0.0033 0.0282 -0.0028 0.0133 -0.0034 0.1306 0.1040 0.0624 0.0033 0.0701 0.0861 0.0454
Development (#-5) [0.0064] [0.0286] [0.0336] [0.0307] [0.0070] [0.0646]** [0.0499]**  [0.0554] [0.0089]  [0.0710] [0.0578]  [0.0660]
N 169 169 199 166 97 97 111 94 85 86 96 84
Adj. R-sq. 0.12 0.11 0.27 0.02 0.07 0.27 0.22 -0.02 0.15 0.21 0.21 -0.01
Legal/lnst. Variable: CORRUPT (Corruption)
Other type of Financial +- | 0.0025 0.0285 -0.0031 0.0189 -0.0046 0.1262 0.1008 0.0747 0.0014 0.0641 0.0872 0.0746
Development (+-5) [0.0067] [0.0281] [0.0333] [0.0310] [0.0078] [0.06101** [0.0470]** [0.0545] [0.0099]  [0.0620] [0.0514]* [0.0622]
N 169 169 199 166 97 97 111 94 85 86 96 84
Adj. R-sq. 0.12 0.11 0.27 0.02 0.07 0.30 0.21 -0.02 0.12 0.26 0.21 -0.01
Legal/Inst. Variable: LAO (Law and Order)
Other type of Financial +/- | 0.0039 0.0329 -0.0023 0.0136 -0.0008 0.142 0.1023 0.0484 0.0076 0.0988 0.0925 0.0332
Development (#-5) [0.0064] [0.0291] [0.0339] [0.0309] [0.0064] [0.0640]** [0.0499]**  [0.0548] [0.0085]  [0.0708] [0.0562]  [0.0720]
N 169 169 199 166 97 97 111 94 85 86 96 84
Adj. R-sq. 0.11 0.12 0.27 0.01 0.08 0.29 0.17 -0.04 0.12 0.23 0.16 -0.02
Legal/Inst. Variable: BQ (Bureaucracy Quality)
Other type of Financial +- | 0.0026 0.0269 -0.0050 0.0102 -0.0025 0.1292 0.0982 0.0397 0.0032 0.0776 0.0684 0.0238
Development (z-5) [0.0066] [0.0288] [0.0337] [0.0317] [0.0070] [0.0615]** [0.0532]*  [0.0582] [0.0103]  [0.0607] [0.0572] [0.0702]
N 169 169 199 166 97 97 111 94 85 86 96 84
Adj. R-sq. 0.12 0.10 0.26 0.01 0.06 0.25 0.21 -0.02 0.08 0.17 0.19 0.01

Notes: Point estimates from OLS, heteroskedasticity robust standard errors in parentheses. Dependent variable is the average annual growth rate over a five
year period. Financial openness is measured by the Chinn-Ito index (KAOPEN). Regressions include fixed time effects (estimates not reported).
Observations of inflation rates in excess of 100% are dropped from the sample. (¥)[**]{***} indicates marginal significance at the (10%)[5%]{1%} level.
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Table 10: Relationship between Different Types of Financial Development

(Controlled for LEGAL1,Corruption, Law and Order, and Bureaucracy Quality)
FULL, LDC, and EMG: Five year panels, 1980-2000

FULL LDC EMG
Private Stock Mkt Stock Mkt Stock Mkt| Private Stock Mkt Stock Mkt Stock Mkt | Private Stock Mkt Stock Mkt Stock Mkt
Pred| Credit Capital'n Total Val. Turnover | Credit Capital'n Total Val. Turnover Credit Capital'n Total Val. Turnover
sign | [1] [2] [3] [4] [51 [6] [71 [8] 91 [10] [11] [12]
Legal/lnst. Variable: LEGAL1 (General Level of Legal/Institutional Development)
Other type of Financial +/- | 0.0410 0.1769 0.0443 -0.1059 0.0910 0.7073 0.5069 -0.1026 0.0609 0.4044 0.3362 -0.2559
Development (¢12-5) [0.0504] [0.2149] [0.1745] [0.2432] |[0.0402]** [0.2446]*** [0.3314] [0.6457] [0.0440] [0.2111]* [0.3061] [0.7226]
N 165 165 195 162 93 93 107 90 84 84 94 82
Adj. R-sq. 0.12 0.10 0.27 0.02 0.13 0.24 0.18 -0.03 0.17 0.2 0.18 -0.01
Legal/lnst. Variable: Corrupt (Corruption)
Other type of Financial +/- | 0.0385 0.1614 0.0403 -0.0887 0.0893 0.6745 0.4858 -0.1425 0.0559 0.3538 0.3605 -0.0175
Development (tz-5) [0.0502] [0.2186] [0.1758]  [0.2468] |[[0.0405]** [0.2572]** [0.3346] [0.6512] [0.0453] [0.2225]  [0.3242] [0.6922]
N 165 165 195 162 93 93 107 90 84 84 94 82
Adj. R-sq. 0.13 0.10 0.27 0.02 0.12 0.26 0.17 -0.03 0.14 0.24 0.18 -0.02
Legal/Inst. Variable: LAO (Law and Order)
Other type of Financial +/- | 0.0403 0.1701 0.0394 -0.1102 0.0934 0.7617 0.5088 -0.0498 0.0630 0.4332 0.4339 -0.1560
Development (¢12-5) [0.0499] [0.2135]  [0.1743]  [0.2397] |[0.0411]** [0.2352]*** [0.3244] [0.5951] [0.0443] [0.2055]** [0.3160] [0.7124]
N 165 165 195 162 93 93 107 90 84 84 94 82
Adj. R-sq. 0.12 0.11 0.27 0.01 0.14 0.25 0.13 -0.04 0.15 0.20 0.14 -0.03
Legal/lnst. Variable: BQ (Bureaucracy Quality)
Other type of Financial +- | 0.0427 0.1862 0.0525 -0.1068 0.0872 0.7163 0.4693 -0.1257 0.0856 0.5783 0.4021 -0.1157
Development (tz-5) [0.0501] [0.2133]  [0.1724]  [0.2384] |[[0.0414]** [0.2353]*** [0.3267] [0.6790] [0.0515] [0.1907]*** [0.2379]*  [0.5846]
N 165 165 195 162 93 93 107 90 84 84 94 82
Adj. R-sq. 0.12 0.09 0.26 0.01 0.12 0.22 0.18 -0.03 0.12 0.18 0.18 0.01

Notes: Point estimates from OLS, heteroskedasticity robust standard errors in parentheses. Dependent variable is the average annual growth rate over a five
year period. Financial openness is measured by the Chinn-Ito index (KAOPEN). Regressions include fixed time effects (estimates not reported).
Observations of inflation rates in excess of 100% are dropped from the sample. (*)[**]{***} indicates marginal significance at the (10%)[5%]{1%} level.
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Figure 1: Correlation between the Change in KAOPEN and the change in SMTV
(with a five-year lag)

(a) When LEGALLI is greater than the threshold hold level
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(b) When LEGALI is below the threshold hold level
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