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INTRODUCTION

The operation of the financial system can have a key impact on economic
growth and the stability of the economy. It affects long-term economic growth
through its effect on the efficiency of intermediation between the savers and final
borrowers of funds; through the extent to which it allows for monitoring of the
users of external funds, affecting thereby the productivity of capital employed;
and through its implications for the volume of saving, which influences the future
income-generating capacity of the economy. It affects the stability of the economy
because of the high degree of leverage of its activities and its pivotal role in the
settlement of all transactions in the economy, so that any failure in one segment
risks undermining the stability of the whole system.

The impact of financial systems on growth has been well established empiri-
cally. Given the difficulties in directly measuring efficiency in the financial sector, a
large number of empirical studies have relied on measures of size or structure to
provide evidence of a link between financial system development and economic
growth (Levine, 2005).! Indeed, nearly all studies based on macro- or sector-level
data find that financial development, measured as the size of financial intermedi-
ation or of external finance relative to GDP, has a significant positive impact on
growth, either directly via productivity, or indirectly via its effect on the build-up
of physical and knowledge capital (Pelgrin et al., 2002). And the finding is generally
quite robust to variations in the sample. For instance, even though the majority of
these studies cover a broad range of developed and developing countries, the
results of financial development affecting growth have been found to hold also
when the sample is limited to OECD countries (Leahy et al., 2001).

Taken at face value, these results would suggest that in order to achieve faster
growth, individual countries should vigorously pursue the development of domes-
tic financial markets and institutions regardless of the size of their domestic econ-
omy. However, to the extent that markets for banking services and securities
exchange are characterised by increasing returns to scale or network externalities,
cross-border integration of financial markets may well be one of the major sources
of efficiency gains. If all countries might benefit from reduction in costs arising
from international market integration, only those with a comparative advantage in
the provision of financial services would be expected to see an increase in the
depth of their domestic financial sector. In this regard, beyond a certain threshold
most likely to be reached in most developed countries, the size of a domestic
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financial system as conventionally measured may not be an adequate indicator of
efficiency in terms of accessibility to credit and financial services, intermediation
costs, or productivity of capital employed (Guiso et al., 2004).

Another limitation of empirical studies linking growth to measures of financial
sector size is the difficulty of identifying unambiguously the direction of causality.
In order to address this issue, several studies have focused more directly on the
determinants of financial development and/or on the mechanisms through which
the latter affect growth. For instance, Rajan and Zingales (1998) exploit industry-
level data across a set of countries to test the theoretical argument that financial
development reduces the cost of raising funds from external sources by contribut-
ing to overcome problems of moral hazard and adverse selection. They do so by
examining whether industries that are typically more reliant on external financing
grow faster in countries with better-developed financial systems. More recently,
Barth, Caprio and Levine (2004) use a database they have assembled on the regu-
lation and supervision of banks around the world to examine the relationship
between banking regulation and the development of the banking sector.

This paper combines the two approaches and uses industry-level data from
over 20 countries to examine whether industries that rely more heavily on external
sources of funds grow more rapidly in countries where regulation allows for stron-
ger competition in markets for banking services and financial instruments.? The
construction of regulatory indicators relies essentially on surveys conducted by
the World Bank on regulations in banking and securities markets for its member
countries.? Individual elements from these surveys are aggregated into broader
indices directly used in the regression analysis.

In the case of banking regulation, the areas covered are separated according
to whether they constitute unwarranted barriers to competition or whether they
achieve stability objectives, such as market integrity and stability, with more lim-
ited adverse effect on competitive pressures. Regulatory impediments to compe-
tition include barriers to entry (both foreign and domestic) and lines-of-business
restrictions. The extent of government ownership is also treated as a barrier to
competition, reflecting the potential impact of state control on the level playing
field. As for markets for debt and equity instruments, the regulatory indicators
cover the following four areas: Contract enforcement, access to credit, investor
protection and bankruptcy procedures.

Using panel regression techniques, the paper examines whether regulation
that facilitates competition in banking and that is more conducive to securities
market development and efficiency has a significant positive impact on sectoral
output growth, productivity growth and firms’ entry rates. The reason for looking at
firm's entry rates is two-fold. First, according to the Shumpeterian approach to
growth, the possibility for new, more innovative and efficient firms to compete
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with — and eventually to drive out — older less efficient firms is a key factor linking
innovation to productivity gains. Second, using firm entry data is one way — albeit
an indirect one — to examine the impact that financial system regulation may have
on small firms, the ones most likely to face limited options in terms of access to
external funding.

The output and productivity regressions are performed on a sample of
around 25 countries and industries. The entry regression includes fewer
countries (16) but a similar number of industries and also has a time-series dimen-
sion. Overall, the results indicate that financial system regulation has a statistically
significant influence on output and productivity growth, in particular via the
impact on industrial sectors relying more heavily on external sources of funding.
The economic impact is also found to be non-negligible. The analysis suggests
that reforms that would align regulations in banking in countries with the most
restrictive stance to the OECD average could be associated with an increase in
annual GDP growth by Y to Y2 of a percentage point for a significant period of time.
The impact from strengthening investor protection would be somewhat weaker.

The rest of the paper is organised as follows: The next section provides a
discussion of barriers to competition in financial systems and introduces the
regulatory indicators used in the empirical analysis. Empirical methodology and
results are then presented and compared with findings from earlier studies. This
is followed by concluding remarks.

BARRIERS TO COMPETITION IN FINANCIAL MARKETS: THE ROLE
OF REGULATION AND OTHER POLICIES

This section discusses regulatory impediments to competition (both from
domestic and foreign sources) in various segments of banking activities, as well as
of the regulatory underpinnings of securities markets. Using essentially informa-
tion from comprehensive regulatory databases compiled by the World Bank, the
stance of regulation in banking and some aspects of securities markets is pre-
sented in the form of quantitative indicators. It is important to stress that the indi-
cators presented in this section reflect for the most part the stance of domestic
regulation in specific areas of banking and securities market. Financial sector
development and efficiency can also be hampered by a number of less formal
policy barriers to cross-border competition in securities and banking services.
Such barriers, which include differences in national corporate tax systems as well
as in legal, technical or accounting standards, are discussed in Box 1.

Banking regulation

Banking regulation has often been put in place with several — and sometimes
conflicting — objectives in mind, such as promoting strong national financial
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Box 1. Less formal and/or non-legal barriers to competition

Apart from the formal barriers discussed above, a number of less formal or

non-legal obstacles contribute to maintaining inefficiencies in financial markets.
While some of these obstacles may be “natural” such as language, culture or pref-
erences, others may result from policy settings, including unfinished agendas for
facilitating international trade and market integration. Some of the most significant
policy areas can be regrouped according to the type of market instrument they are
most directly related to:

*

¢ In the case of retail banking services, including bank loans to individuals and
small- and medium-sized enterprises, barriers to trade include the lack of
harmonisation in consumer protection rules as well as in procedures for
solving cross-border or cross-region disputes (Walkner and Raes, 2005). In
addition, banks wishing to expand into neighbouring countries via foreign
subsidiaries are generally subject to host country supervision rules, imply-
ing multiple reporting. Even within countries, banks operating nationwide
must in some member countries deal with multiple layers of supervisory
authorities, often with different reporting requirements (Dermine, 2006).

¢ In the case of equity markets, a number of factors contribute to limiting the
consolidation of stock exchanges as well as to raising the cost of cross-border
securities transactions. These include differences in national corporate tax
systems as well as in reporting and accounting standards, and, in some
cases, the vertical ownership structure of stock exchanges.” In some mem-
ber states, investors/traders wishing to transact in several regions or prov-
inces face higher costs owing to the presence of different securities
exchange commissions.

¢ The development of the private equity or venture capital market is hampered in
several countries by legal restrictions on holding of high-risk instruments by
pension and/or mutual funds (Thompson and Choi, 2002). In addition, high
capital gains taxes have been found to adversely affect venture capital
development (Gompers and Lerner, 2004). Barriers to consolidation of sec-
ondary stock markets may also play a role, given the importance of exit
prospects in attracting venture capital investment (OECD, 2003a).

¢ In the case of the bond market, a number of barriers have slowed the develop-
ment of asset-backed securities including, in several cases, provisions from
bankruptcy legislation requiring borrowers to be individually notified that the
loan they contracted via a financial intermediary is being securitised, which
raises the cost of such operation. More generally, the development of an inte-
grated asset-backed securities market is hampered by cross-country differ-
ences concerning reporting regulations, rules on withholding taxes, income
tax treatment of issuing vehicles and treatment of capital gains.

This issue has been particularly well documented in the context of the European Union,
with reports published by the Giovannini group (2003) as well as by the CEPS (2003).
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institutions, offering consumer protection, assisting industrial and/or regional
development and preserving financial stability, in particular the safeguarding
of the payment and settlement system. This has led in the past to tight and
widespread regulation, ranging from interest rate ceilings and branching
restrictions to capital requirements and deposit insurance. While some of the
most stringent rules such as interest rate controls and branching restrictions
have by now been largely eliminated in OECD countries, the sector remains
nevertheless one of the most intensely regulated across countries. Further-
more, the main objectives of regulation have generally become more narrowly
focused, with the main emphasis put on market integrity (conduct rules) con-
sumer/investor protection (disclosure rules) and crisis prevention, in particular
on limiting systemic risks should one or more institutions get into trouble (pru-
dential regulation). In parallel, in an effort to level the playing field interna-
tionally, efforts have been made to harmonise prudential regulation across
countries via the Basel I and Il processes.

Against this background, the policy challenge is to strike the right balance
between preserving the overall soundness of the banking system and fostering its
efficiency. To a certain extent, rules aimed at consumer protection may contribute
to re-enforce competition, for instance by helping consumers to make better
informed choices, raising thereby their willingness to switch between institutions.
Also, a minimum level of regulation is needed to ensure that financial institutions
behave prudently, and this can raise efficiency even if it increases the cost of
entry. In many cases, however, regulation aimed at stability or consumer protec-
tion is implemented at the expense of competition with the balance being unnec-
essarily tilted against efficient outcomes. Indeed, as long as measures such as
capital requirements, disclosure rules and risk-based deposit insurance are in
place to ensure banks’ prudent behaviour, further reductions in direct barriers to
competition need not weaken the key regulatory objectives.*

Construction of regulatory indicators

In order to compare the stance of banking regulations across countries, the
analysis relies essentially on the World Bank’s Bank, Regulation and Supervision Data-
base. It compiles the results from a detailed survey of banking regulation conducted
in 2000 and again in 2002-03 in a large number of countries (see de Serres et al.,
2006 for details regarding the questionnaire and the construction of quantitative
indices). As such, it provides a measure of the stance of banking regulation in the
countries covered, with some indications of the enforcement powers by supervi-
sors. The survey consists of approximately 250 questions which, for the purpose of
this exercise, have been categorised under two broad headings: Stability and bar-
riers to competition (Figure 1).
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Each category is in turn divided in sub-groups according to the specific
aspects of regulation covered. The sub-groups for the competition-barriers cate-
gory include regulatory barriers on domestic and foreign entry, restrictions on
banking activities and the extent of government ownership. The sub-groups for
stability category consist of ten diverse regulatory areas. Even though the Bank,
Regulation and Supervision Database contains some information about foreign entry
and government ownership, the indicators used in the empirical work are based
on alternative sources which were viewed as more comprehensive. More specifi-
cally, the index of restrictions on foreign entry in banking is based on earlier OECD

Figure 1. The system of regulatory indicators for the banking system
Panel A. Regulatory barriers to competition

Barriers to
competition
Domestic Foreign - Government
Activity ;
entry entry ownership
License Equity Securities Percentage
requirements holdings of assets
of foreigners owned by
government-
controlled
banks
Screening Insurance
and approval
Management Real estate
restriction
Ownership of
non-financial
firms
{regulation data} {regulation data} {regulation data} {regulation data} 83

© OECD 2006



900C D40 ©

b8

Figure 1. The system of regulatory indicators for the banking system (cont.)
Panel B. Regulations aimed at stability
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work on FDI restrictions (Golub, 2003). As for the measure of government owner-
ship of banks, it is taken from La Porta et al. (2002).

As is common practice with regulatory indicators, qualitative answers (mostly
in the form of “yes” or “no”) to a questionnaire have been converted into quantita-
tive indices by attributing a score that increases according to the restrictiveness of
regulation. The scores attributed to individual questions (on a scale going from
0 to 1) have first been aggregated into sub-indices, corresponding to the group-
ings shown in Figure 1, and then into the two broad categories, barriers to compe-
tition and stability. Converting qualitative information into quantitative indicators
is not, however, without problems. A key issue is to what extent the same weight
should be given to all indicators or if some indicators should have a bigger weight,
which obviously is crucial to the value of the indicator. One way to address this is
to assign random weights to individual or groupings of questions and provide a
range of possible values for the index as a function of changing weights, as has
been done in the following.

Results

Figure 2 shows the constructed regulatory indicators for the broad competi-
tion and stability categories. The mid-point (i.e. the white circle) shows the aver-
age index and the ranges shown in shaded areas are calculated using the random
weights technique (using 90% confidence intervals). On the basis of this tech-
nique, less than ten OECD countries differed at the time from the OECD average
with respect to regulatory barriers to competition. Looking at regulations aimed at
stability suggests narrower confidence intervals and hence greater dispersion with
a number of countries being clearly below or clearly above the OECD average.

At the time the survey was conducted (2002-03), the indicator for regulations
affecting competition shows that Korea and central and eastern European coun-
tries tended to have generally stricter regulation. By contrast, regulations in this
area were particularly permissive in New Zealand. Most other countries were
found to lie within a fairly narrow range around an intermediate position with
respect to competition-restraining regulations in banking.

The overall indicator of barriers to competition can be further decomposed
into its main sub-indices (Figure 3). Most OECD countries tend to have relatively
stringent requirements to set up banking institutions and regulations tend to be
comparatively homogenous across countries. Thus, basically all countries require
extensive information about financial projections for new banks and their business
plan, the sources of equity and the financial status of the main potential share-
holders, the planned organisation of the bank and the background of future direc-
tors and managers.
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Figure 2. Banking regulation indices, 2003’
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1. The scale of the indicator is 0-1 from least to most restrictive. A higher value indicates more competition-restrain-
ing regulation.

2. Covers different measures related to prudential regulation of the banking sector.

Source: OECD; World Bank, Bank Regulation and Supervision Database.

Somewhat more variations are observed with respect to activity control and
restrictions to foreign entry into banking (at least as they were prevailing in the
86 late 1990s). Controls on the types of activity that bank can engage into are particularly

© OECD 2006



Regulation of Financial Systems and Economic Growth in OECD Countries: An Empirical Analysis
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Figure 3. Barriers to competition in banking'
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The scale of the indicator is 0-1 from least to most restrictive. A higher value indicates more competition-restraining
regulation.
Restrictions to foreign entry are taken from Golub, S. (2003). This index reflects the stance of regulation prevailing
in the period 1998-2000.
Measures the amount of assets held by banks (among the 10 largest) where government ownership is at least
20 per cent as a ratio of total assets (of the 10 largest banks). The measure is taken form La Porta et. al (2002)
and applies to 1995.

Source: OECD; World Bank, Bank Regulation and Supervision Database and La Porta et al. (2002).
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low in many European countries. Government ownership of banks was most exten-
sive in Korea and European member countries in the mid-1990s, while the bank-
ing system was fully in private hands in many countries, including the United
States, Canada, Japan, New Zealand and the United Kingdom at that time. Overall,
there is little correlation between the four sub-components, which reflect a fair
degree of heterogeneity in the regulatory stance within countries across the differ-
ent areas explains the relatively large confidence band (top Panel of Figure 2).

Regulations related to prudential conduct in the banking sector are compara-
tively strict in a few low-income member countries and relatively light in some
Nordic countries, New Zealand and the Netherlands. As reflected in the compara-
tively narrow confidence intervals for the stability-oriented regulation index
depicted in Figure 2 (lower Panel), policies tend to be applied more consistently
in the ten different areas making up the index. For example, countries with tight
accounting standards and auditing requirements also tend to give regulators rela-
tively strong powers to intervene in the internal management of banks.

Correlations of banking regulations and financial development

Simple correlation analysis shows that across countries the variables mea-
suring aspects of regulation in the banking industry appear to be related to
financial development and with an effect that is in conformity with priors
(Table 1). More specifically, stricter anti-competitive regulation is associated
with lower bank assets relative to GDP though not with private credit by banks
relative to GDP. At a lower level, these indicators of banking sector development
are negatively (albeit, weakly) associated with regulations on foreign entry and
activities. To some extent, these results corroborate those found in an earlier
study based on the same regulatory data set (albeit from an earlier vintage, see
Barth, Caprio and Levine, 2001).” With respect to stability-oriented regulations,
the correlations reported in Table 1 suggest that they tend to be negatively asso-
ciated with financial development, though the correlation is not statistically sig-
nificant for most of the more specific regulatory areas.

Securities market regulation

In contrast to banking regulation, tensions between different regulatory objec-
tives have been less of an issue in the case of securities markets. This owes much to
the fact that a core objective of market regulation — investor protection defined in a
broad sense — is also viewed as contributing positively to financial system efficiency.
Even so, striking the right balance between protecting the rights of various stake-
holders (shareholders, creditors, entrepreneurs/managers and employees) on the
one hand, while allowing firms and markets to function efficiently on the other, does
involve complex policy trade-offs, cutting through a wide range of regulatory areas
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Table 1. Correlation between banking regulations and financial development

Bank assets as a share of GDP

Structural indicator

Private credit by banks as a share of GDP

I

11 1\% A% VI Vil Vil IX X

Barriers to
competition
Domestic entry

Foreign entry
Activity

Government
Ownership
Number of
observations
RZ

29
0.15

29
0.06

-1.69

(0.16)
—-0.03
(0.97)

-0.32
(0.65)

29
0.12

30
0.07

30
0.00

30
0.11

28

0.00 0.04 0.01

Bank assets as a share of GDP

Structural indicator !

1 \% \ Vi Vil VIl IX X

Stability in banking —1.43**
regulation (0.04)
Accounting

standards

Auditing

requirements

Capital adequacy

Liquidity and
diversification
Provisioning

Internal
management
Ownership

Discipline and
enforcement
Deposit
insurance
Supervisory
structure
Number of
observations
RZ

29
0.15

-0.06
(0.92)

29
0.00

-0.03
(0.96)
-0.13
(0.79)
-0.32
(0.31)
—0.68***
(0.00)
0.08
(0.65)
-0.85**
(0.03)
-0.76*
(0.07)
-051
(0.22)
-0.11
(0.85)

29
0.00

29
0.00

29
0.04

29
034

29
0.01

29
0.16

29
0.12

29
0.06

29
0.00

1. Each column in barriers to competition and stability in banking regulation is a separate regression. Dependent variables
for barriers to competition are bank assets as a share of GDP and private credit by banks as a share of GDP (average
between 2000 and 2003). Dependent variable for stability is bank assets as a share of GDP. P-values are reported under
the estimated coefficients. *, **, *** indicate significance at the 10, 5 and 1% level respectively.
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such as securities exchange rules, company law and bankruptcy law. Accordingly,
providing a comprehensive quantification of the stance of regulation in these areas
with a view to identifying best practice remains a challenge.

Construction of indicators

To assess the stance of securities market regulation in member countries, quan-
titative indicators have been derived using the Doing Business Database (2005) of the
World Bank.2 Four broad indices of securities market regulation have been used:’
Contract enforcement, access to credit, investor protection and bankruptcy proce-
dures. Each category is constructed from sub-indices which essentially reflect
aspects of transparency (information disclosure) and efficiency of legal procedures
(Figure 4).'° For instance, the access to credit index combines information about the
coverage of public registries and private bureaus with estimates of cost to create
collateral and with information on the legal rights of lenders and borrowers. As was
the case with banking regulation, all individual items have been converted into a
quantitative index ranging from 0 to 1. In contrast to banking regulation, however,
and given the emphasis put on investor/creditor protection and information stan-
dards, the indices have been constructed in such a way that a higher value is inter-
preted as being good for financial development and overall economic performance.

Figure 4. The system of regulatory indicators for securities markets

Securities market regulation

Contract enforcement

Access to credit

Investor protection

Bankruptcy procedures

Procedural efficiency
of judicial system

Time efficiency of
dispute resolution

Cost efficiency of
court procedures

Coverage of public/
private credit bureaus

Availability of credit
information

Cost efficiency of
creating and registering
collateral

Legal rights of
and lendershorrowers
and lenders

Transparency of
financial transactions

Extent of director
liability

Ease of shareholder
suits

Time efficiency of
bankruptcy procedures

Cost efficiency of
court procedures

Efficiency of
foreclosure
(recovery rate)

{regulation data}

{regulation data}

{regulation data}

{regulation data}
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Results

The value of the overall index of securities market regulation is shown in
Figure 5, Panel A. As is the case in banking regulation, the mid-point (i.e. the white
circle) shows the average index and the ranges shown in the shaded areas are cal-
culated using the random weights technique. Compared with the results obtained
in banking regulations, a larger set of countries (English-speaking countries as well
as Norway, Japan, Iceland, Belgium and Finland) have significantly more demand-
ing regulations (i.e. favourable to the development of securities markets) than the
OECD average. By contrast, the indicator shows that central and eastern European
countries, and other countries with relatively low values, had, in around 2005, a
regulatory stance less conducive to the development of securities markets.

The overall indicator of securities market regulation can be further decomposed
into four broad sub-indices:

o Contract enforcement. Captures essentially the efficiency of commercial contract
enforcement based on the number of procedures, the number of calendar days
for dispute resolution and the official cost of court procedures.

o Access to credit. Captures two broad elements in assessing the ease of access to
credit: The amount of credit information available through public registries or
private bureaus; the strength of legal underpinnings in arranging collateral in
protecting secured lenders.

o Investor protection. Captures the strength of minority shareholder protection
against directors’ misuse of corporate asset for personal gain from three per-
spectives: transparency of transactions, liability for self-dealing and sharehold-
ers’ ability to sue directors for misconduct.

Figure 5. Securities markets regulation indices’

[ Range O Average index
Panel A. Overall securities market regulation?
1.0
o] a
0.8 I OECD average uuucccgnggucoc
0.6 | I o) g
04 [o o & g I a
0.2

0 Il
E X o0 A A Do S R A KL QN R AV O N ¥ DA
SES FESFIET E LTI TLS S P FEFFRE
1. The scale of the indicator is 0-1 from least to most restrictive. A higher value indicates more competition-restraining
regulation.
2. Covers contract enforcement, access to credit, investor protection and bankruptcy procedures.
Source: OECD; World Bank, Bank Regulation and Supervision Database.
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Figure 5. Securities markets regulation indices' (cont.)

Panel B. Contract enforcement
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1. The scale of the indicator is 0-1 from least to most restrictive. A higher value indicates more competition-restraining

regulation.

2. Covers contract enforcement, access to credit, investor protection and bankruptcy procedures.
Source: OECD; World Bank, Bank Regulation and Supervision Database.
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® Bankruptcy procedures. Captures the efficiency of bankruptcy laws and its pro-
ceedings with respect to the time required to go through the bankruptcy proce-
dure, the overall cost of procedures and the recovery rate.

Overall, the stance of securities market regulations in different areas tends to
be correlated in each country. Some G7 countries (e.g. Canada, the United States
and the United Kingdom) are relatively demanding in all areas, whereas central
and eastern European countries tend to be fairly unrestrictive across the board
(Figure 5, Panels B-E).

Correlations of securities market regulations and financial developments

Correlation analysis underlines that across OECD countries the indicators of
securities market regulation appear to be related to financial development (Table 2).
To be more specific, stricter regulation is associated with higher stock market and pri-
vate bond market capitalisation relative to GDP. At a lower level, significant influences
of contract enforcement and bankruptcy procedures are found.

Table 2. Correlation between securities market regulations and financial development

Stock market and private bond market capitalisation as a share of GDP
Structural Indicator

I 1l 1 \Y \%
Securities market regulation 2.4]%**
(0.01)
Contract enforcement 1.69**
(0.03)
Access to credit 1.33*
(0.06)
Investor protection 0.66
(0.43)
Bankruptcy procedures 1.71%**
(0.01)
Number of observations 29 29 29 29 29
R? 0.22 0.16 0.13 0.02 0.24

Note: Each column is a separate regression. Dependent variable is the sum of stock market and private bond market
capitalisation as a share of GDP (average between 2000 and 2003). P-values are reported under the estimated coeffi-
cients. *, **, *** indicate significance at the 10, 5 and 1% level, respectively.

THE IMPACT OF FINANCIAL SYSTEMS’ DEVELOPMENT AND POLICIES ON
ECONOMIC PERFORMANCE: EMPIRICAL EVIDENCE AT THE INDUSTRY LEVEL

This section reports on the results from panel regression analysis linking a
number of indicators of regulatory policy in the areas of banking competition and
securities markets reviewed in the previous section, as well as measures of financial
development and costs to broad measures of economic performance. As men-
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tioned earlier, a large number of empirical studies have shown the importance of
financial systems’ development for growth at the aggregate level, but fewer have
gone beyond standard measures of financial development and examined directly
the impact of policy variables on performance at the sectoral level. The approach
taken follows Rajan and Zingales (1998) and the basic argument is that insofar as
financial markets and institutions do reduce the cost of raising external funds,
industries that depend more heavily on external sources should benefit dispro-
portionately from a regulatory environment that is more conducive to financial
systems’ development and efficiency.

To the extent that important differences prevail across industries with respect
to the use of external finance, using disaggregated data also allows cross-section
regression analysis to be performed over a larger and richer dataset.'! Accordingly,
the empirical investigation presented in this section is conducted on the basis of
industry-level data, which are used to examine the effect of various policy indica-
tors and measures of financial development on real value-added growth and
labour productivity growth. In addition, given the importance of experimentation
in the development of new products and services, and the role that financial sys-
tems can play in this process, the impact of financial development and policy on
industry entry rates is also examined.'?

Methodology and specification

The approach used to test whether regulations and the development of finan-
cial systems have a significant influence on economic growth is based on the idea
that firms’ dependence on external sources of finance varies across industries
according to differences in technology and characteristics such as the degree of
capital intensity. For example, highly capital- and R&D-intensive industries may
be more dependent on external funding due to large investment costs and longer
periods before the profits can be harvested. Insofar as these differences across
industries in the desired degree of external dependence are broadly similar
across countries, this opens the possibility to test whether industries that depend
more heavily on external funds grow faster in countries that have better-developed
financial systems.

Concretely, this is done by interacting an industry-specific measure of exter-
nal financial dependence with a country-specific indicator of financial develop-
ment or regulatory policy such as those discussed in the previous section.!?
However, the desired amount of external financing in each industry is not observed
and can only be inferred from the actual amount of funds raised externally. The lat-
ter is likely to be a good proxy for the former only where financial markets are suf-
ficiently developed to provide firms with a largely unconstrained access to
external financing. Again, following Rajan and Zingales (1998), the assumption
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made is that US financial markets come closest to provide such access and accord-
ingly, data on US listed firms are used to identify industries’ need of external
finance. More specifically, a firm’s dependence on external finance is defined as
its capital expenditure minus internal funds (cash flow from operations) divided
by capital expenditure (see Annex for more details).!*

Each interaction term is then introduced as a potential determinant in sepa-
rate regressions. In principle, it would have been desirable to include all the regu-
latory variables in a single regression allowing for statistical discrimination, but
this was not feasible due to strong multicollinearity induced by the interaction
with the measure of external financial dependence."”

This methodology is applied to examine the impact of financial systems’ reg-
ulation and development on valued-added growth, labour productivity growth
and firms’ entry rates. In the first two cases, the analysis is conducted on a panel
dataset with country and industry dimensions, using average growth rates over
the 1994 to 2003 period. A time-series dimension is included in addition in the
case of firm entry rates. The latter are defined as the number of entering firms
divided by the total number of firms in a specific industry and are calculated on an
annual basis over the period 1990-2001. The empirical analysis is based on the
estimation of the following respective equations:

a) Industry growth:

GROWTH,; = o + P,INITSH,, + B,(X. * EXDEP)) + v, Dcountry, +
Zyz,-Dindustry,- + & ¢ [1]

b) Industry entry dynamics:

ENTRY,;, = a. + B,GAP,, + B,(X. * EXDEP) + ).y, Dcountry, +
Zyz,-Dindustryi + ZygtDyeart + €.y ¢

i t

where GROWTH_; and ENTRY,;, are the dependent variables and refer to
growth of value added or labour productivity and entry rates in industry i and
country ¢, respectively. X, stands for indicators of financial development and regu-
latory stances and the variable EXDEP, captures the measure of industries’ depen-
dence on external finance.'® The model for firm entry includes also the time
dimension with sub-index t. Dummy variables for each country, industry and year
are introduced to correct for country, industry and time specific effects. An indus-
try’s initial share of the total value added, INITSH_, is used to control for potential
convergence effects.!” Finally, a measure of the output gap, GAP,, is used to
control for business fluctuations affecting firm entry.

(2]

The financial development and performance variables include an overall mea-
sure of size (sum of private credit and securities market capitalisation), venture cap-
ital and overhead costs in the banking sector. As for policy indicators, they cover the
two broad indices of securities market regulation and barriers to competition in
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banking, as well as some of their main sub-indices as defined in the previous sec-
tion. While stability-oriented regulations have been excluded from the analysis
reported, preliminary results indicated no robust evidence of a significant impact of
such regulation on long-term performance. All the details concerning data sources,
variable definitions and country and industry coverage are exposed in the annex.

Results
Base case results

Overall, the results for value-added growth and labour productivity growth
provide further support to the view that financial systems matter for economic per-
formance (Tables 3 and 4). Both the broad measures of financial depth, venture cap-
ital and overhead costs have a significant influence on the two growth measures,
with the impact going in the expected direction. As for policy indicators, both the
overall indices of barriers to banking competition and securities market regulation
are found to impact significantly on valued-added and productivity growth. Taken at
face value, this would suggest that policies improving contract enforcement, access
to credit, the efficiency of bankruptcy procedures, or reducing barriers to entry and
government control in the banking sector will foster labour productivity and value-
added growth, in sectors most dependent on external finance.

Turning to the impact on firms’ entry rates, the results are broadly in line with
those for value-added and labour productivity growth, although the degree of signifi-
cance is generally somewhat weaker (Table 5). One difference is that venture capital is
no longer significant. Another difference is that the impact of barriers to banking com-
petition relative to that of securities market appears to be larger than in the case of
productivity and value-added growth. This finding is consistent with the view that new
and small firms tend to rely more heavily on bank financing and thus regulation on this
sector may have a stronger effect on such firms. Perhaps more importantly, the nega-
tive impact of barriers to competition in banking on firm entry contradicts the view
according to which greater market power in banking may facilitate entry by providing
easier access to credit for young and unknown firms (Peterson and Rajan, 1995).

Even if the statistical analysis supports the importance of the financial devel-
opment and regulatory variables, they explain only a small fraction of the variance
in sectoral value-added and productivity growth, as well as of entry rates. Indeed,
these variables account for one to two per cent of the total variance, the country,
industry and (in the case of entry rates) time fixed effects accounting for almost all
of the multiple correlation coefficients (R?) of the regressions. Nonetheless, since
the variation is quite large, the financial development and regulatory indicators
are of significant quantitative importance. For instance, based on the empirical esti-
mates reported above, a one standard-deviation increase in financial develop-
ment would lead on average to an increase in the growth rate of value-added or
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Table 3. Value-added growth, financial development and regulations: Empirical analysis

Panel regressions with country and industry dimensions: average over 1994-2003

I Il m v \ VI Vil VIl IX X X1

Initial share -0.19** -0.20** —0.18** —0.21*** —0.20*** -0.18** —0.19** —0.20*** —0.22*** —0.20*** —0.2]***
(0.07) (0.08) (0.07) (0.07) (0.07) (0.07) (0.08) (0.07) (0.08) (0.08) (0.07)
Financial development *EXDEP 0.38***
(0.13)
Venture capital *EXDEP 1.63***
(0.58)
Overhead costs in banking *EXDEP —21.99**
(9.75)
Securities market regulation *EXDEP 2.20%**
(0.65)
Contract enforcement *EXDEP 1.52%**
(0.55)
Access to credit *EXDEP 0.99**
(0.49)
Investor protection *EXDEP 0.99**
(0.49)
Bankruptcy procedures *EXDEP 1.33**
(0.54)

Barriers to banking competition —3.03***
*EXDEP (0.86)

Regulation on entry and activity -3.10**

*EXDEP (1.30)

Government ownership *EXDEP —1.08***

(0.33)

Number of observations 435 444 466 466 466 466 466 466 466 466 466
R? 0.45 0.41 0.42 0.43 0.42 0.42 0.42 0.43 0.43 0.42 0.43

Note: EXDEP variable in the interaction terms refers to industries’ dependence on external finance. Financial development is measured as the sum of private credit,
stock market and private (0.33) bond market capitalisation to GDP. All regressions include country and industry dummies. Robust standard errors are reported in
parentheses; *, **, and *** indicate significance at the 10, 5 and 1% level, respectively.
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Table 4. Productivity growth, financial development and regulations: Empirical analysis
Panel regressions with country and industry dimensions: Average over 1994-2003

I Il m v \ VI Vil Vil IX X X1

Initial share -0.15 -0.15*  -0.14* -0.17** -0.16** -0.15* -0.16* —-0.16** —0.19** —0.17** —0.18**
(0.09) (0.08) (0.08) (0.08) (0.08) (0.08) (0.08) (0.08) (0.08) (0.08) (0.08)
Financial development *EXDEP 0.36***
(0.10)
Venture capital *EXDEP 0.93**
(0.47)
Overhead costs in banking *EXDEP —20.50**
(9.82)

Securities market regulation 1.96***
*EXDEP (0.56)

Contract enforcement *EXDEP 1.32%**

(0.50)
Access to credit *EXDEP 0.81**
(0.41)
Investor protection *EXDEP 1.16%**
(0.43)
Bankruptcy procedures *EXDEP 1.13***
(0.36)
Barriers to banking competition
*EXDEP —2.90***
(0.58)

Regulation on entry and activity —3.43***

*EXDEP (1.15)

Government ownership *EXDEP —0.96***

(0.22)

Number of observations 394 423 423 423 423 423 423 423 423 423 423
R? 0.45 0.42 0.42 0.43 0.42 0.42 0.42 0.42 0.43 0.43 0.43

Notes: EXDEP variable in the interaction terms refers to industries’ dependence on external finance. Financial development is measured as the sum of private credit,
stock market and private bond market capitalisation to GDP. All regressions include average country and industry dummies. Robust standard errors are reported in
parentheses; *, **, and *** indicate significance at the 10, 5 and 1% level, respectively.

7/900T ‘Sv "ON SSIpn)S diwouody dd30



900C d2d0 ©

Table 5. Entry rates, financial development and regulations: Empirical analysis
Panel regressions with country, industry and time (1990-2001) dimensions
1 | i v \ % Vil Vil 1X X X

Financial development *EXDEP 0.58***
(0.21)
Venture capital *EXDEP -0.28
(0.81)
Overhead costs in banking *EXDEP —33.21**
(13.73)

Securities market regulation 2.15*
*EXDEP (1.22)

Contract enforcement *EXDEP 1.55*

(0.91)
Access to credit *EXDEP 1.24
(0.80)
Investor protection *EXDEP 0.73
(0.83)
Bankruptcy procedures *EXDEP 1.73**
(0.87)
Barriers to banking competition —3.39***
(1.22)

Regulation on entry and activity —4.73%**

*EXDEP (1.77)

Government ownership *EXDEP -0.91**

(0.41)

Number of observations 1 995 1 950 2170 2170 2170 2170 2170 2170 2170 2170 2170
R? 0.63 0.65 0.63 0.63 0.63 0.63 0.63 0.63 0.63 0.63 0.63

Notes: EXDEP variable in the interaction terms refers to industries’ dependence on external finance. Financial development is measured as the sum of private credit,
stock market and private bond market capitalisation to GDP. All regressions include country, industry, and year dummies and output gap to control for business cycles
in each country. Cluster corrected standard errors are reported in parentheses; *, **, and *** indicate significance at the 10, 5 and 1% level, respectively.
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productivity in the business sector of a magnitude varying roughly from 0.2 to
0.5 percentage points (depending on the averaging method), while the impact on
entry rates would range between 0.4 and 0.7 percentage points (Table 6). Improve-
ments in the stance of banking regulations equivalent to one standard deviation
would be associated with increases in growth and entry rates of similar magni-
tudes, whereas the impact of securities market regulation is somewhat lower.

The findings reported in this section are broadly in line with the few empirical
papers looking at the growth and finance nexus from a sector-level perspective.
For instance, the results on industry growth confirm the findings of Rajan and Zingales
(1998) and the more recent study by Guiso et al. (2004) that analyses growth in the EU
countries.!® The research at the industry level has mostly focused on value-added
growth and the finding that productivity growth is also positively affected by financial
development provides further evidence on the relationship between finance and
growth. A couple of studies examine the effects of financial development on firm entry

Table 6. Effect of a one standard-deviation change in the indicators of financial
development and regulation

Panel A. Value-added growth

Simple average effect Weighted average effect
Financial development 0.27 0.48
Venture capital 0.18 0.31
Overhead costs in banking (decrease) 0.20 0.34
Securities market regulation 0.24 0.42
Barriers to banking competition (decrease) 0.29 0.52

Panel B. Labour productivity growth

Simple average effect Weighted average effect
Financial development 0.25 0.45
Venture capital 0.10 0.18
Overhead costs in banking (decrease) 0.18 0.32
Securities market regulation 0.21 0.37
Barriers to banking competition (decrease) 0.28 0.49

Panel C. Firm entry

Simple average effect Weighted average effect
Financial development 0.41 0.66
Overhead costs in banking (decrease) 0.30 0.48
Securities market regulation 0.24 0.38
Barriers to banking competition (decrease) 0.34 0.53

1. Calculated as a simple average of the effect on each industry.
2. Calculated as a weighted average of the estimated effect on each industry, with the weights being based on the
average share across countries of respective industries in total business sector value-added.
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(Klapper, Laeven and Rajan, 2004; Vartia, 2006) and their results are consistent with
those reported in this study. Beck, Demirguc-Kunt, Laeven and Levine (2004) also find
that small firms are particularly affected by financial development, in line with the
above results on entry since entering firms generally tend to be small.

Robustness tests

In order to test the robustness of the findings on value-added and productivity
growth and firm entry reported above, a number of sensitivity tests were carried out.
In particular, the sensitivity to important omitted variables from the baseline regres-
sions is tested. In the analysis of industry growth three additional variables are
introduced to the baseline regressions (Tables 3 and 4 specifications IV and IX).
These are: i) the rate of change of the industry-specific regulation-impact indica-
tor;'? i) industry investment growth, and iii) industry R&D intensity.

The results on the effects of financial regulation seem to be relatively robust
to the inclusion of these variables (see Table 7). The estimated coefficients of
investment growth, RED intensity and change in the regulation impact indicator
have the expected signs. However, only the regulation indicator and investment
growth have statistically significant effects on value-added and productivity
growth. Including the measure of regulation impact also reduces to some extent
the statistical significance of the effect of banking competition regulation on
labour productivity growth.

In the case of firm entry the robustness analysis was carried out using industry
value-added growth and R&D intensity as control variables (not shown in the
Table). Of these, only RED intensity was statistically significant and in neither case
were the basic results affected. On the other hand, the significance of the basic
results turned out to be sensitive to the inclusion of the industry-specific regula-
tion impact indicator, but in this case the sensitivity of results was due to the
exclusion of Hungary and Mexico for which no data on the regulation impact were
available. One reason for this sensitivity is that firm entry regressions are per-
formed over a smaller set of countries than value-added and productivity growth
regressions. In such a case, the exclusion of Hungary and Mexico reduces consid-
erably the cross-country variations in the banking and securities market regulation
indicators. In contrast, the results from value-added and productivity growth
regressions are not sensitive to the exclusion of these countries.

Given the important role played by the ratio of external dependence in the
analysis, the sensitivity of the results to this variable was also examined. In partic-
ular, a potential concern is that the results presented above could be essentially
driven by the extreme values for the degree of external dependence observed in
two industries, namely real estate and business activities and chemicals and
chemical products, where the ratios are 3.3 and 6.2, respectively (see Table A.3 in
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Table 7. Effects of financial regulation on growth: Sensitivity to the inclusion
of additional variables

Panel A. Effects of securities market regulation

Value-added growth

Labour productivity growth

1 11 11 v \% VI
Initial share -0.03 —0.19** —0.20*** -0.07 —0.18** -0.16**
(0.05) (0.09) (0.08) (0.07) (0.08) (0.08)
Securities market 1.23** 1.88** 1.98*** 1.32** 1.85%** 1.64***
regulation*EXDEP (0.58) (0.76) (0.69) (0.54) (0.56) (0.55)
Relative change in industry
regulation (1994-2003) —15.48* —20.49%**
(9.33) (11.43)
Investment growth 4.09*** 1.74
(1.28) (1.44)
R&ED intensity 1.82 6.15
(5.23) (4.20)
Number of observations 369 382 437 357 372 398
R? 0.56 0.44 0.42 0.50 0.48 0.42

Panel B. Effects of banking competition regulation

Value-added growth

Labour productivity growth

1 11 11 v \% VI
Initial share -0.03 —0.20** —0.22%** -0.07 —0.19** —0.18**
(0.06) (0.09) (0.08) (0.07) (0.08) (0.08)
Barriers to baking —1.74** —2.02**  —2.95%** —1.56* —2.27***  _D50***
competition*EXDEP (0.77) (0.91) (0.90) (0.85) (0.64) (0.62)
Relative change in industry -14.63 —28.42**
regulation (1994-2003) (9.32) (11.43)
Investment growth 4.10%** 1.70
(1.28) (1.45)
R&D intensity 1.38 5.70
(5.08) (4.14)
Number of observations 369 382 437 357 372 398
R? 0.56 0.44 0.43 0.50 0.48 0.42

Notes: EXDEP variable in the interaction terms refers to industries’ dependence on external finance. All regressions in-
clude country and industry dummies. Robust standard errors are reported in parentheses; *, **, and *** indicate sig-
nificance at 10, 5 and 1% level, respectively.

Source: Authors’ calculations.

the Annex). One factor potentially explaining the high degree of dependence on
external funding in these industries is that they account for a large share of total
business R&ED spending, which in the national account convention, is treated as an
operating expense than capital formation.

To examine this issue, the equations were re-estimated with ratio of external
dependence for these two industries calculated on the basis of the whole sample of
firms as opposed to a sample that excludes large firms (over a thousand employees).
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Including large firms reduces the ratios for these industries to 1.8 (from 3.3) and 1.4
(from 6.2), respectively, which leaves these industries at the upper end of the range
of dependence ratios, but with values that are more in line with those found for
other industries. The impact of this change on the estimated coefficients of the main
variables of interest is shown in Table 8. For reasons of parsimony, Table 8 reports
only the estimated coefficient on the main variable of interest in each regression,
i.e. the interaction term between external dependence and the proxies for financial
development and regulation. As in the base case, each measure of financial devel-
opment and regulation are entered individually in separate regressions, along with
the same additional control variables as reported in Tables 3 to 5.

Perhaps not surprisingly, the reduced variance in external dependence across
industries resulting from using significantly lower values for two sectors with extremely
high values is compensated for by substantially higher parameter estimates. In the
value-added and productivity growth specifications, the results are largely robust to
the change in external dependence, the exception being venture capital in the case of

Table 8. Sensitivity of results to lower values of external dependence for two industries

Value added growth Productivity growth Firm entry

Base case  Lowerratio | Base case Lowerratio | Base case  Lower ratio

Financial 0.38%** 0.83*** 0.36*** 0.93*** 0.58*** 1.21**
development*EXDEP (0.13) (0.26) (0.10) (0.31) (0.21) (0.52)
Venture capital*EXDEP 1.63*** 3.05** 0.93** 0.99 -0.28 -2.16
(0.58) (1.34) (0.47) (1.53) (0.81) (2.13)

Overhead costs in =21.99**  —45.67** | -20.50**  -56.73** | -33.21** -84.95**
banking*EXDEP (9.75) (18.43) (9.82) (27.06) (13.73) (36.93)
Market regulation*EXDEP 2.20%** 4.24%** 1.96*** 4.41%** 2.15* 4.19
(0.65) (1.48) (0.56) (1.67) (1.22) (3.19)

Contract 1.52%** 2.65** 1.32%** 3.21** 1.55* 2.86
enforcement*EXDEP (0.55) (1.04) (0.50) (1.37) (0.91) (2.53)
Access to credit*EXDEP 0.99** 1.93** 0.81** 1.93* 1.24 2.62
(0.49) (0.97) (0.41) (1.03) (0.80) (1.99)

Investor protection*EXDEP 0.99** 1.97* 1.16*** 2.31* 0.73 1.63
(0.49) (1.09) (0.43) (1.28) (0.83) (2.01)

Bankruptcy 1.33** 2.95%* [.13%** 2.77** 1.73** 3.04
procedures*EXDEP (0.54) (1.31) (0.36) (1.12) (0.87) (2.13)
Barriers to banking —3.03***  590*** | —2.90***  —6.55%** | —3.30%** —7.27**
competition *EXDEP (0.86) (2.02) (0.58) (2.01) (1.22) (2.92)
Regulation on entry —3.10** —6.16** | —3.43*** =7.61** | —4.73***  —-10.01**
and activity*EXDEP (1.30) (2.61) (1.15) (3.10) (1.77) (4.30)
Government —1.08***  =2.001*** | —0.96***  -2.02*** -0.91** —2.09**
ownership*EXDEP (0.33) (0.73) (0.22) (0.68) (0.41) (0.97)

Note: In the analysis of value added and labour productivity growth, the new value for external dependence in Chemicals
and chemical products (ISCI 24) and Real estate renting and business activities including computer and R&D services (ISIC 70-74) are
1.55 and 1.95, respectively. In the analysis of entry rates, the new value for external dependence in Chemicals and chemical
products (ISCI 24) is 1.43 and in Real estate renting and business activities including computer and RED services (ISIC 70-74) it is 1.82.
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productivity growth. The results are somewhat less robust in the case of firm entry.
This concerns in particular the two indicators of market regulation (contract enforce-
ment and bankruptcy procedures) which are no longer significant.

CONCLUSIONS

This paper has used industry-level data from over 20 OECD countries to
examine whether industries that rely more heavily on external sources of funds
grow more rapidly in countries where regulation allows for stronger competition in
markets for banking services and financial instruments. In the case of banking, reg-
ulatory impediments to competition focus essentially on barriers to entry (both
foreign and domestic), on lines-of-business restrictions and on the scope of gov-
ernment ownership. As for markets for debt and equity instruments, the regulatory
indicators cover the following four areas: contract enforcement, access to credit,
investor protection and bankruptcy procedures.

Using panel regression techniques, the results indicate that financial system
regulation has a statistically significant influence on output and productivity
growth as well as on firm entry, via the impact on industrial sectors relying more
heavily on external sources of funding. The economic impact is also found to be
substantial enough to matter, yet sufficiently small to remain credible.

Regulatory indicators show that member countries have at least in the past
adopted different approaches to regulate banking and securities, with less signifi-
cant differences found in the former case, where most countries were found to lie
within a fairly narrow range around an intermediate position with respect to com-
petition-restraining regulations. As regards the market for debt and equity, more
variations was observed in the extent to which regulation is either more friendly to
investors/lenders or significantly less so, as compared with the OECD average.

Despite moves to liberalise financial markets in the past, there is some indi-
cation that the degree of competition in banking has been kept weak in several
member countries. The OECD countries that are characterised by strong competi-
tion in banking activities have not been subject to instability in recent decades.
Weak competition in other countries cannot therefore be justified on the basis
that this has fostered greater stability. One reason why stronger competition may
not risk greater instability is that the authorities have developed tools to foster
prudent behaviour without adverse impact on competition.
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Notes

1. For an on-going effort in assessing the performance of financial systems using a broad
range of indicators, see Hartmann et al. (2006).

2. One motivation for combining the two approaches is that the issue of causality may still
prevail even when using policy indicators given that policies are often adjusted inter-
action to performance.

3. The two World Bank data sources exploited in this study are the Bank Regulation and
Supervision Database (www.worldbank.org/research/projects/bank_regulation.htm) and the Doing
Business Database (www.doingbusiness.org).

4. Such a view is supported by recent empirical evidence suggesting that restrictions on
bank competition has in the past brought significant real economic costs that are not
offset by the alleged benefits such as wider access to credit by small and risky firms or
lower frequency of bad loans (see Guiso, Sapienza and Zingales, 2003 in the case of
Italy). Using data on the US banking markets, Cetorelli and Strahan (2006) find that
stronger bank competition in local markets (lower state-level restrictions on bank
entry) is generally associated with a higher share of smaller establishments as well as
with a rise in the number of establishments, while larger firms which benefit from easier
access to securities markets are less affected.

5. Compared with the Bank Regulation and Supervision Database, these two indicators are
based on information that is much earlier, i.e. 1998-2000 in the case of restrictions on
foreign entry and 1995 in the case of government ownership. As such, they are obvi-
ously not necessarily a good indication of current policies, but they are still relevant for
empirical analysis over a sample period that covers most of the 1990s.

6. In this application, the random-weights selection has been applied at the first sub-
level of indicators, i.e. at the level of the four sub-component in the case of barriers to
competition and ten sub-components in the case of stability. See Freudenberg (2003)
for a discussion of the application of the random weights technique to the construction
of indicators.

7. Based on the 1999 Survey of banking regulation, the authors also looked at the impact
of various regulatory variables on a measure of bank development in a set of OECD
and non-OECD countries. Even though their regulatory indicators were defined and
constructed somewhat differently, they also found restrictions on bank activities and
foreign entry as well as government ownership to have a significant negative impact on
the amount of bank credit to the private sector as a share of GDP, while restrictions on
domestic entry did not.

8. Some of the indicators used from this publication are not strictly exogenous policy
indicators but rather reflect the stance of policy to an important extent.

9. For more details see the working paper version of this article (de Serres et al., 2006). _105)
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10.

1.

12.

13.

14.

15.

16.

17.

All the sub-indices are based on the version of Doing Business published in 2005 except
the cost to create collateral which is based on the 2004 publication. Although these
indicators are associated with securities markets they cover aspects of regulation for
debt instruments in general, including bank loans.

It also allows controlling for the possibility that important sectoral shifts in the indus-
trial structure may bias the results from macro data analysis.

See OECD (2003b). Even though studies have shown that existing firms contribute
more importantly to productivity gains than new firms, high entry rates may contribute
indirectly via competitive pressures on incumbent firms.

From an econometric perspective, the interaction allows for testing the influence of
determinants — regulation or financial development — that only have a country dimen-
sion on a dependent variable that has both the country and sectoral dimensions.

The computed ratios differ from those used by Rajan and Zingales (1998) in three
important ways: i) They are derived from Worldscope instead of Compustat; ii) the
industry classification is different and covers several service industries; and iii) they are
calculated over a more recent period (1994-2003). Given that this period corresponded
to a significant rise in (non-financial) corporate savings, the ratios for the majority
industries turned out negative (i.e. on firms have been hoarding enough cash on aver-
age over the period to cover more than capital expenditures). To avoid this problem,
the ratios have been re-calculated after excluding large firms (over a thousand employ-
ees).

One way to partly circumvent this limitation would be to construct broad regulatory
indicators using principal component analysis.

In a standard difference-in-differences specification, the interaction term is included in
addition to the two components separately. In this specification the separate compo-
nents have been excluded as they are already captured by country and industry fixed-
effects.

Even though there is little reason a priori to expect a convergence phenomenon in
industrial structure, relatively high growth rates may be observed more frequently in
the case of smaller industries. To the extent that this is the case, such effect needs to
be controlled for.

. These studies focus on manufacturing whereas the current study includes also services

sectors. In addition, this study uses the indicator of industries’ dependence of external
finance that is computed using data from 1990-2003 whereas the previous studies have
used the data from the 1980s.

. See Conway et al. (2006). This variable is calculated using indicators of regulatory condi-

tions in major network industries and estimates of the importance of these industries
as intermediate inputs in the production process. Note also that the external depen-
dence measure used in the firm entry and growth regressions have been calculated
over a somewhat different period (1990-2001 for entry and 1994-2003 for growth).
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Annex

Data Coverage, Sources and Definitions

This Annex describes the different datasets and definitions used in the econometric
analysis. (See Box 2 for data description.) In addition, it provides descriptive statistics on the
main variables used in the analysis and on the measure of industries’ dependence on exter-
nal finance.

The empirical analysis examines the effects of financial systems’ development and reg-
ulation on economic growth and firm demographics at the industry level. The endogenous
variables at the industry level are the growth rates of real value-added and labour produc-
tivity, defined as real value-added divided by the number of employees in a given industry,
as well as firm entry and turnover. Table A.1 reports the summary statistics of these variables.

Table A.1. Summary statistics of the dependent variables

Numbef of Mean Median Stal}d?rd Minimum Maximum
observations deviation
Real value-added growth 466 2.65 2.46 3.35 -13.83 13.35
Labour productivity growth 423 2.37 2.12 3.25 -15.80 13.51
Entry rate 2170 12.75 11.20 8.09 0.00 60.16
Turnover rate' 2011 23.43 21.55 12.29 0.00 106.16

1. The turnover rate may be larger than 100 if there are several firms that both enter and exit in the same year relative
to the total number of firms in a certain industry.

The country coverage of the analysis varies depending on the availability of data
(Table A.2). Industries are identified using International Standard of Industrial Classification
(ISIC Rev. 3) at the two-digit level. The industries covered in the analysis of value-added and
productivity growth rates are reported in Table A.3.!

The data on firm entry and turnover are obtained from two main data sources: i) The
OECD firm-level database;? and ii) Eurostat Structural Business Statistics database.? In addi-
tion, data provided by the World Bank and Statistics New Zealand are used. The data from
these different sources are merged to obtain a dataset with comparable data on firm entry
and turnover for as many OECD countries as possible. The different data sources on firm
dynamics include information on the total number of entering and exiting firms. In addition,
for most countries data are also available according to the size of firms. The size classification

differs in the OECD and Eurostat databases. In order to have a consistent size classification 107
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Box 2. Data source and construction: Summary

1) Value-added and labour productivity growth: Industry level

Period of analysis: 1994-2003.

Dimensions:

e 26 countries (value-added growth) and 24 countries (labour productivity
growth);

e 22 industries.

Endogenous variables: Average real value-added and labour productivity
growth rates.

Construction method: Industry growth rates are computed as geometric aver-
ages over the period.

Source: OECD STAN database.

Measure of dependence on external finance

Construction method: A firm’s dependence on external finance is defined as
its capital expenditure minus internal funds (cash flow from operations)
divided by capital expenditure. To obtain the industry-wide measure, the
firm-level ratios of external dependence are averaged first over time and then
aggregated across firms in each industry.

Source: Thomson Financial Worldscope database.

Control variables (industry level): Initial share (year 1994) of each industry in
business sector value added, average rate of change in the indicator of regula-
tion impact, investment growth and RED intensity.

Construction method: Control variables are computed as simple annual aver-
ages over the period.

Source: OECD STAN database and Conway et al., 2006.

2) Firm demographics: Industry level

Period of analysis: 1990-2001.

Dimensions:

e |6 countries;

¢ 25 industries;

¢ varying time spans within the 1990-2001 sample depending on each country.

Endogenous variables: Firm entry and turnover rates.

Source: OECD firm-level database, Eurostat Structural Business Statistics data-
base, World Bank and Statistics New Zealand.

Construction method: Entry rate is defined as the number of entering firms as
a percentage of the total number of firms and firm turnover rate is defined as
the sum of entering and exiting firms as a percentage of the total number of
firms.

Control variables: Output gap, indicator of regulation impact, industry R&D
intensity and value-added growth.

Source: OECD Analytical database, OECD STAN database, OECD ANBERD
database and Conway et al., 2006.
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Table A.2. Country coverage

Variable Value-added growth Productivity growth Firm demographics

Country:
Australia
Austria
Belgium
Canada
Czech Republic
Denmark
Finland
France
Germany
Greece
Hungary
Italy

Japan

Korea
Mexico
Netherlands
New Zealand
Norway
Poland
Portugal
Slovak Republic
Spain
Sweden
Switzerland
UK

USA

HoOX X X

®OX

RO R XX X X X X X X X K X

KoK X X

KO OX X X X X} X
>

DD DA KKK X X KK KX XX K K K XXX X X )
>
>

in the merged dataset, firms are classified into two size groups that exist in all data sources:
i) Firms with less than 20 employees; and ii) firms with 20 or more employees. The focus of
the analysis is on small firms, i.e. on the former group, since the entrants in this size group are
likely to represent the “true entrants” and not the outcome of mergers and acquisitions or
some other organisational arrangements of firms.*

The OECD and Eurostat databases differ in the way they define entry and exit. The
OECD database defines entry as those firms in year t that did not exist in the database in
year t—1 but exist in year t+1. Similarly, exit in year t is defined as those firms that existed in
the database in t-1 but disappeared in year t+1. This enables identification of firms that
appear in the database for only one year. In the Eurostat database, “one year” firms are not
identified separately. To be consistent, these firms are included in both datasets.

The variable measuring industries’ dependence on external finance is computed from
the firm-level information contained in the Thomson Financial Worldscope database. As in
Rajan and Zingales (1998), the dependence of a given industry is computed using data on US
listed firms. A firm’s dependence on external finance is defined as its capital expenditure
minus internal funds (cash flow from operations) divided by capital expenditure. Given that
large firms tend to have more internal funds available to finance investment, external depen-
dence was calculated excluding such firms (> 1 000 employees) so as to have more industries
with positive dependence ratios. However, the relative ranking of industries according to
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Table A.3. Industries’ dependence on external finance

Industry Dependence on external finance
Wood and products of wood and cork (ISIC 20) -0.45
Fabricated metal products except machinery and equipment (ISIC 28) -0.25
Construction (ISIC 45) -0.19
Other non-metallic mineral products (ISIC 26) 0.00
Pulp paper, paper products, printing and publishing (ISIC 21-22) 0.09
Electricity gas and water supply (ISIC 40-41) 0.12
Manufacturing n.e.c.; recycling (ISIC 36-37) 0.17
Machinery and equipment n.e.c. (ISIC 29) 0.19
Textiles, textile products, leather and footwear (ISIC 17-19) 0.19
Other transport equipment (ISIC 35) 0.19
Motor vehicles, trailers and semi-trailers (ISIC 34) 0.20
Transport and storage (ISIC 60-63) 0.43
Basic metals (ISIC 27) 0.44
Food products, beverages and tobacco (ISIC 15-16) 0.53
Rubber and plastics products (ISCI 25) 0.56
Hotels and restaurants (ISIC 55) 0.64
Wholesale and retail trade; repairs (ISIC 50-52) 0.75
Coke refined petroleum products and nuclear fuel (ISIC 23) 0.78
Electrical and optical equipment (ISIC 30-33) 1.62
Post and telecommunications (ISIC 64) 1.67
Real estate renting and business activities including computer and R&ED

services (ISIC 70-74) 3.35
Chemicals and chemical products (ISCI 24) 6.20

Source: Authors’ calculations based on Thomson Financial Worldscope database.

their dependence on external finance only changes marginally and the overall empirical
results are robust to the use of the whole sample of US listed firms.

In order to obtain the industry-level measure of dependence on external finance, the
external dependence of firms is averaged first over time and then aggregated across firms in
each industry. Following Rajan and Zingales (1998), the time-averaging is done by summing
individual firm’s external finance (difference between its capital expenditure and cash flow)
over the period of interest and then by dividing the result by the sum of each firm’s capital
expenditure over the same period. The industry-level measure of external dependence is
then defined as the median of this ratio across firms in each industry. Table A.3 displays
the external dependence by industry, and shows that industries related to ICT services and
manufacturing as well pharmaceuticals are most heavily dependent on external finance.
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Notes

1. The industry coverage differs slightly in the analysis of firm demographics where the
industry Electrical and optical equipment (ISIC 30-33) is analysed at a more disaggregated
level. Given the focus on financial development as on of the key determinants, the
Financial intermediation sector (ISIC 65-67) has been left out form the analysis.

2. Details on the OECD firm-level database are available on line at www.oecd.org/document/4/
0,2340,en_2649_37451_1962948_1_1_1_37451,00.Atml. See Scarpetta et al. (2002) and
Bartelsman, Scarpetta and Schivardi (2003) for a detailed description and discussion of
the database.

3. See Brandt (2004) for discussion on the Eurostat data and comparison between OECD
and Eurostat databases.

4. Firms with zero employees are excluded since the OECD database does not include
information on these firms for all countries.

111

© OECD 2006


http://www.oecd.org/document/4

OECD Economic Studies No. 43, 2006/2

112

BIBLIOGRAPHY

Bartelsman, E., S. Scarpetta and F. Schivardi (2003), “Comparative Analysis of Firm Demo-
graphics and Survival: Micro-Level Evidence for the OECD Countries”, OECD Economics
Department Working Papers, No. 348.

Barth, J., G. Caprio and R. Levine (2004), “Bank Regulation and Supervision: What Works
Best?”, Journal of Financial Intermediation, Vol. 13, Issue 2, pp. 205-248.

Barth, J., G. Caprio and R. Levine (2001), “The Regulation and Supervision of Banks Around
the World: A New Database”, in Robert E. Litan and Richard Herring (eds), Integrating
Emerging Market Countries into the Global Financial System, Brookings-Wharton Papers on
Financial Services, Brookings Institution Press (Washington, DC), pp. 183-241.

Beck, T., A. Demirguc-Kunt, L. Laeven and R. Levine (2004), “Finance, Firm Size, and
Growth”, NBERWorking Paper 10983.

Brandt, N. (2004), “Business Dynamics and Policies”, OECD Economic Studies, No. 38, 2004/1.

Centre for European Policy Studies (2003), “Competition, Fragmentation and Transparency
— Providing the Regulatory Framework for Fair, Efficient and Dynamic European Securi-
ties Markets”, CEPS Task Force Report No. 46.

Cetorelli, N. and P. Strahan (2006), “Finance as a Barrier to Entry: Bank Competition and
Industry Structure in Local US Markets”, The Journal of Finance, Vol. LXI, No. 1.

Conway, P, D. de Rosa, G. Nicoletti and F. Steiner (2006), “Regulation, Competition and
Convergence”, OECD Economics Department Working Papers, No. 509.

De Serres, A., S. Kobayakawa, T. Slgk and L. Vartia (2006), “Regulation of Financial Systems
and Economic Growth”, OECD Economics Department Working Papers, No. 506.

Dermine, J. (2006) “European Integration: Don’t Put the Cart Before the Horse”, Financial
Markets, Institutions and Instruments, Vol. 15 (May), pp. 57-106.

Freudenberg, M. (2003), “Composite Indicators of Country Performance: A Critical Assess-
ment”, OECD, Directorate for Science, Technology and Industry Working Paper 2003/16.

The Giovannini Group (2003), “Second Report on EU Clearing and Settlement Arrange-
ments”, Brussels, April 2003.

Golub, S.S. (2003), “Measures of Restrictions on Inward Foreign Direct Investment for OECD
Countries”, OECD Economics Department Working Papers, No. 357.

Gompers, P. and J. Lerner (2004), The Venture Capital Cycle, MIT Press.

Guiso, L., T. Jappelli, M. Padula, and M. Pagano (2004), “EU Finance and Growth”, Economic
Policy, October.

Guiso, L., P. Sapienza and L. Zingales (2004), “Does Local Financial Development Matter?”,
Quarterly Journal of Economics, Vol. 119, No. 3.

© OECD 2006



Regulation of Financial Systems and Economic Growth in OECD Countries: An Empirical Analysis

Hartmann, P, A. Ferrando, F. Fritzer, F. Heider, B. Lauro and Marco lo Duca (2006), “The Per-
formance of the European Financial System”, paper presented at the Conference on
financial modernization and economic growth in Europe, Berlin, 28-29 September.

Klapper, L., L. Laeven, and R. Rajan (2006), published in “Entry Regulations as a Barrier to
Entrepreneurship”, Journal of Financial Economics, 82 (2006), pp.591-629.

La Porta, R., F. Lopez-de-Silanes and A. Shleifer, (2002), “Government Ownership of Banks”,
The Journal of Finance, Vol. 57, No. 1.

Leahy, M., S. Schich, G. Wehinger, F. Pelgrin and T. Thorgeirsson (2001), “Contributions of
Financial Systems to Growth in OECD countries”, OECD Economics Department Working
Papers, No. 280.

Levine, R. (2005), “Finance and Growth: Theory and Growth”, in P. Aghion and S. Durlauf
(eds.), Handbook of Economic Growth, Elsevier.

OECD (2003a), Synthesis Report: Venture Capital Trends and Policies, Paris.
OECD (2003b), The Sources of Economic Growth in OECD Countries, Paris.
Pelgrin, F,, S. Schich and A. de Serres (2002), “Increases in Business Investment Rates in

OECD Countries in the 1990s: How Much Can Be Explained by Fundamentals?”, OECD
Economics Department Working Papers, No. 327.

Petersen, M.A. and R.G. Rajan (1995), “The Effect of Credit Market Competition on Lending
Relationships”, Quarterly Journal of Economics, Vol. 110.

Rajan, R.G. and L. Zingales (1998), “Financial Dependence and Growth”, American Economic
Review, Vol. 88.

Scarpetta, S., P Hemmings, T. Tressel and J. Woo (2002), “The Role of Policy and Institutions
for Productivity and Firm Dynamics: Evidence form Micro and Industry Data”, OECD
Economics Department Working Papers, No. 329.

Thompson, J. and S.-M. Choi (2002), “Risk Capital in OECD Countries: Recent Developments
and Structural Issues”, Financial Market Trends No. 82, July.

Vartia, L. (2006), “Assessing Entry and Exit Dynamics: Does Finance Matter?” in Essays on
Financial Conditions Firm Dynamics, and Plant Survival, Ph.D. dissertation, European
University Institute.

Walkner, C. and J-P. Raes (2005), “Integration and Consolidation in EU banking — An Unfin-
ished Business”, European Commission, Directorate General for Economic and Finan-
cial Affairs, Economic Papers No. 226.

World Bank (2005), Doing Business in 2006: Creating Jobs, Washington.

© OECD 2006

113



OECD ECONOMIC STUDIES

Recent issues

No. 40, 2005/1

International licensing and the
strengthening of intellectual property
rights in developing countries during
the 1990s

Counting immigrants and expatriates
in OECD countries: A new perspective
Corporate sector vulnerability and
aggregate activity

Explaining risk premia on bonds

and equities

Whatever happened to Canada-US
economic growth and productivity
performance in the information age?

Indicator models of real GDP growth in
the major OECD economies

Walter G. Park and Douglas Lippoldt

Jean-Christophe Dumont

and Georges Lemaitre

Mike Kennedy and Torsten Slgk
Torsten Slgk and Mike Kennedy

Tarek M. Harchaoui and Faouzi Tarkhani

Franck Sédillot and Nigel Pain

(132005 01 1 P) ISSN 0255-0822, 217 pages

No. 41, 2005/2

Policies, institutions and fertility rates:
A panel data analysis for OECD
countries

Are structural reforms the answer to
global current account imbalances?

A comparison of structural levels of
productivity in the major industrialized
countries

Foreign affiliates in OECD economies:
Presence, performance and
contribution to host countries’ growth

Sub-central government fiscal rules

Anna Cristina D’Addio and Marco Mira
d’Ercole

Mike Kennedy and Torsten Slgk

Renaud Bourlés and Gilbert Cette

Chiara Criscuolo

Douglas Sutherland, Robert Price
and Isabelle Joumard

(132005 02 1 P) ISSN 0255-0822, 181 pages



No. 42, 2006/1

The determinants of unemployment Andrea Bassanini and Romain Duval
across OECD countries: Reassessing
the role of policies and institutions

An empirical investigation of political  Jens Hgj, Vincenzo Galasso,
economy factors behind structural Giuseppe Nicoletti and Thai-Thanh Dang
reforms in the OECD

Time as a trade barrier: Implications Hildegunn Kyvik Nordas
for low-income countries

Environmental policy, management Nick Johnstone and Julien Labonne
and R&ED

Does distance matter? The effect of Bryn Battersby
geographic isolation on productivity
levels

(132006 01 1 P) ISSN 0255-0822,
XXX pages

This publication is sold by subscription only at the OECD’s online bookshop:
www.oecd.org/bookshop. For individual issues, please contact OECD Turpin directly by
email: oecdrow@turpin-distribution.com.


http://www.oecd.org/bookshop
mailto:oecdrow@turpin-distribution.com

OTHER ECONOMIC PERIODICALS

Economics Department, OECD

OECD ECONOMIC OUTLOOK

Twice a year, the OECD Economic Outlook analyses the major trends and examines the
economic policies required to foster high and sustainable growth in member coun-
tries. Developments in major non-OECD economies are also evaluated.

OECD Economic Outlook Flashfile

The OECD Economic Outlook Flashfile, containing a summary of the Economic Outlook
forecasts is now available on INTERNET at the time of its preliminary publication (a
month to six weeks before the final publication date) at the following address:
www.oecd.org/eco/statistics. This includes key macroeconomic variables for all OECD
countries and regions in Excel format, which can be input directly into most statis-
tical and analytical software. The Economic Outlook Flashfile is available free of
charge.

Statistics and projections on Internet and on CD-ROM

The full set of historical time series data and projections underlying the OECD
Economic Outlook is now available as a statistical database via SourceOECD and on
CDROM. It contains approximately 4 000 macroeconomic time series for OECD
countries and non-OECD zones, beginning in 1960 and extending to the end of the
published forecast horizon.

The general subject and country coverage for both versions are as follows:

Subject coverage Country coverage

¢ Gross national product and its components ¢ OECD countries

e Government and households appropriation accounts ¢OECD area aggregations
e Fiscal and monetary indicators *Non-OECD zones

e Labour market and supply indicators *The euro area

e Wages, prices and profitability

eInternational trade and payments

e Potential output and output gaps


http://www.oecd.org/eco/statistics

Annual subscription is for two issues per year — June and December. Subscriptions,
which also include the printed version of the OECD Economic Outlook, may be made
at any time of the year. For special conditions (Academics, Government Agencies,
etc.) and information on commercial redistribution rights, contact OECD
Publications www.oecd.org/publications. For more information, register to the OECD
newsletters at www.oecd.org/OECDdirect or visit the OECD bookshop.

OECD ECONOMIC SURVEYS by the Economic and Development Review
Committee. Detailed surveys of trends and prospects for OECD Member countries
(and some non-member countries).

Australia (July 2006) Korea (November 2005)
Austria (August 2005) Luxembourg (July 2006)
Belgium (March 2007) Mexico (November 2005)
Canada (June 2006) Netherlands (December 2005)
Czech Republic  (June 2006) New Zealand (September 2005)
Denmark (May 2006) Norway (October 2005)
Finland (May 2006) Poland (June 2006)
France (September 2005) Portugal (April 2006)
Germany (May 2006) Slovak Republic (September 2005)
Greece (September 2005) Spain (April 2005)
Hungary (July 2005) Sweden (February 2007)
Iceland (August 2006) Switzerland (January 2006)
Ireland (March 2006) Turkey (October 2006)
Italy (November 2005) United Kingdom (November 2005)
Japan (July 2006) United States (December 2005)
Euro area (January 2007) Romania (October 2002)
Baltic States (February 2000) Russian Federation (November 2006)
Brazil (November 2006) Slovenia (May 1997)
Bulgaria (April 1999) Federal Republic (January 2003)
Chile (November 2005) of Yugoslavia

China (September 2005)

For more information, visit the OECD website at the following address: www.oecd.org/
eco/surveys and also the OECD’s online bookshop: www.oecd.org/bookshop.


http://www.oecd.org/publications
http://www.oecd.org/OECDdirect
http://www.oecd.org
http://www.oecd.org/bookshop

Send your order to your nearest OECD supplier: www.oecd.org/publishing/distributors or-

In Germany and Austria

OECD Berlin Centre
Schumannstr. 10

D-10117 Berlin

Tel: +49-(0)30 28 88 35 3

Fax: +49-(0)30 28 88 35 45
Email: berlin.contact@oecd.org
Internet: www.oecd.org/germany

In Asia/Japan
OECD Tokyo Centre

Nippon Press Center Bldg. 3F
2-2-1 Uchisaiwaicho, Chiyoda-ku,
Tokyo 100-0011 Japan

Tel: (81-3) 5532-0021

Fax: (81-3) 5532-0035

Email: tokyo.contact@oecd.org
Internet: www.oecdtokyo.org

In central and south America

OECD Mexico Centre

Av. Presidente Masaryk 526, ler. piso,

Polanco, Miguel Hidalgo,

C.P. 11560, México, D.F., México
Tel: (5255) 91 38 62 33

Fax: (5255) 52 80 04 80

Email: mexico.contact@oecd.org
Internet: www.ocdemexico.org.mx

In North America

OECD Washington Center

2001 L Street N.W., Suite 650
Washington, DC 20036-4922

Tel: +001 202 785 6323

Toll-free number for orders:

+001 800 456 6323

Email: washington.contact@oecd.org
Internet: www.oecdwash.org

In the rest of the world
OECD Paris Centre

2 rue André-Pascal

75775 Paris Cedex 16, France
Commandes: Fax: +33 1 49 10 4276
Infos ventes: Fax: +33 1 45 24 1950
Email: sales@oecd.org

Internet: www.ocde.org


http://www.oecd.org/publishing/distributors
mailto:contact@oecd.org
http://www.oecd.org/germany
mailto:contact@oecd.org
http://www.oecdwash.org
mailto:sales@oecd.org
mailto:contact@oecd.org
http://www.ocde.org
http://www.oecdtokyo.org
mailto:contact@oecd.org
http://www.ocdemexico.org.mx

WORKING PAPERS

The full series of Economics Department Working Papers can be consulted at
www.oecd.org/eco/Working_Papers/

548.

547.

546.

545.

544.

543.

542.

541.

540.

539.

538.

537.

536.

535.

The political economy of delaying fiscal consolidation
(March 2007) Boris Cournéde

The impact on growth of higher efficiency of public spending on schools
(March 2007) Frédéric Gonand

Performance indicators for public spending efficiency in primary and secondary education
(February 2007) Douglas Sutherland, Robert Price, Isabelle Joumard and
Chantal Nicq

Monetary policy and macroeconomic stability in Latin America: The cases of Brazil, Chile,
Colombia and Mexico
(February 2007) Luiz de Mello and Diego Moccero

The Brazilian “tax war": The case of value-added tax competition among the states
(February 2007) Luiz de Mello

Public spending efficiency: Institutional indicators in primary and secondary education
(January 2007) Frédéric Gonand, Isabelle Joumard and Robert Price

Enhancing turkey's growth prospects by improving formal sector business conditions
(January 2007) Rauf Goneng, Willi Leibfritz, Gokhan Yilmaz

Fiscal relations across levels of government in Australia
(January 2007) Vassiliki Koutsogeorgopoulou

Russian manufacturing and the threat of “Dutch Disease”: A comparision of competitiveness
developments in Russia and Ukrainian industry
(January 2007) Rudiger Ahrend, Donato de Rosa and William Tompson

Stimulating innovation in Russia: The role of institutions and policies
(January 2007) Christian Gianella and William Tompson

Healthcare reform in Russia: Problems and prospects
(January 2007) William Tompson

A golden rule for Russia? How a rule-based fiscal policy can allow a smooth adjustment to the
new terms of trade
(January 2007) Christian Gianella

From “clientelism” to a “client-centred orientation”? The challenge of public administration
reform in Russia
(January 2007) William Tompson

Has the rise in debt made households more vulnerable?
(December 2006) Nathalie Girouard, Mike Kennedy and Christophe André


http://www.oecd.org/eco/Working_Papers

534.

533.

532.

531.

530.

529.

528.

527.

526.

525.

524.

523.

522.

521.

520.

519.

Social ~ security reform in  Brazil: Achievements and remaining challenges
(December 2006) Fabio Giambiagi and Luiz de Mello

Improving labour utilisation in Brazil
(December 2006) Luiz de Mello, Naércio Menezes Filho and Luiz G.
Scorzafave

Boosting innovation performance in Brazil
(December 2006) Carlos H. de Brito Cruz and Luiz de Mello

Consolidating macroeconomic adjustment in Brazil
(December 2006) Luiz de Mello and Diego Moccero

Product market regulation in the non-manufacturing sectors of OECD countries:
Measurement and highlights
(December 2006) Paul Conway and Giuseppe Nicoletti

The Turkish pension system: Further reforms to help solve the informality problem
(November 2006) Anne-Marie Brook and Edward Whitehouse

Policies to improve Turkey's resilience to financial market shocks
(November 2006) Anne-Marie Brook.

Upgrading Japan's innovation system to sustain economic growth
(November 2006) Randall S. Jones and Tadashi Yokoyama

Strengthening the integration of Japan in the world economy to benefit more fully from
globalisation
(November 2006) Randall S. Jones and Taesik Yoon

OECD’s FDI regulatory restrictiveness index: Revision and extension to more economies
(November 2006) Sven Blondal and Alain de Serres

Globalisation and inflation in the OECD economies
(November 2006) Nigel Pain, Isabell Koske and Marte Sollie

Identifying determinants of Germany’s international price competitiveness — A structural
VAR approach

(November 2006) Martin Meurers

Short-term pain for long-term gain: The impact of structural reform on fiscal outcomes

in EMU

(November 2006) Paul van den Noord and Boris Cournéde

Interactions between monetary and fiscal policy: How monetary conditions affect fiscal
consolidation

(November 2006) Rudiger Ahrend, Pietro Catte and Robert Price

Restoring fiscal sustainability in the Euro area: Raise taxes or curb spending?
(October 2006) Boris Cournéde and Frédéric Gonand

Should Measures of Fiscal Stance be Adjusted for Terms of Trade Effects
(October 2006) David Turner



OECD Economic Studies No. 43, 2006/2

TABLE OF CONTENTS

TAXATION AND BUSINESS ENVIRONMENT AS DRIVERS
OF FOREIGN DIRECT INVESTMENT IN OECD COUNTRIES ...............ccoooiiiiiiie 7

Dana Hajkova, Giuseppe Nicoletti, Laura Vartia and Kwang-Yeol Yoo

This paper assesses the importance of taxation on foreign direct investment contributing to the
literature in two ways. First, it relates bilateral FDI among OECD countries over the 1990s to new
estimates of corporate tax wedges on income from FDI. Second, it controls for a large set of additional
policy and non-policy factors that may affect the attractiveness of a country for foreign investors.
Furthermore, the empirical approach is novel in that it focuses on a semi-parametric estimation
methodology that accounts for a number of unobserved effects possibly impinging on the choice of
investment location by multinational enterprises. Consistent with previous findings, the estimation
results suggest that corporate taxation has a non-negligible impact on FDI location choices.
However, the results also suggest that analysis focusing only on taxation in home and host countries
and omitting other characteristics of business environment (such as border policies and labour and
product market settings) may lead to a serious overestimation of tax elasticities with a risk of drawing
misguided implications for policy.

PRODUCT MARKET REGULATION AND PRODUCTIVITY
CONVERGENGE .........ooiiiiiiiiiiiiii e 39

Paul Conway, Donato De Rosa, Giuseppe Nicoletti and Faye Steiner

This paper investigates the effect of product market regulations on the international diffusion of
productivity shocks. The empirical results indicate that restrictive product market regulations slow
the process of adjustment through which best practice production techniques diffuse across borders
and new technologies are incorporated into the production process. This suggest that remaining
cross-country differences in product market regulation can partially explain the recent observed
divergence of productivity in OECD countries, given the emergence of new general-purpose
technologies over the 1990s. The paper also investigates two channels through which product
market requlations might affect the international diffusion of productivity shocks, namely the
adoption of information and communications technology and the location decisions of multi-national
enterprises. In both cases the effect of anti-competitive product market regulation is found to be
negative and significant.

© OECD 2006



OECD Economic Studies No. 43, 2006/2

REGULATION OF FINANCIAL SYSTEMS AND ECONOMIC GROWTH
IN OECD COUNTRIES: AN EMPIRICAL ANALYSIS .......cooiiiiiiiiieeeee et e 77
Alain de Serres, Shuji Kobayakawa, Torsten Slgk and Laura Vartia

This paper examines whether regulation that is more conducive to competitive and efficient financial
systems has a significant positive impact on sectoral output and productivity growth in a sample of
25 OECD countries. More specifically, following a methodology used by Rajan and Zingales (1998), the
paper tests whether industries that depend more heavily on external sources of funding tend to grow faster
in countries that have more competition-friendly regulation in markets for banking services and financial
instruments. The regulatory indicators are assembled from surveys conducted by the World Bank on
regulations in banking and securities markets. They point to substantial variations in the stance of
regulation across countries, in particular with respect to the broad rules underpinning securities market
transactions. The empirical analysis indicates that financial system regulation matters for output growth
both in a statistical and economic sense.

THE DRIVERS OF PUBLIC EXPENDITURE ON HEALTH
AND LONG-TERM CARE: AN INTEGRATED APPROACH ..........c.ccooviiiiiiiiiiiiciice 115

Joaquim Oliveira Martins and Christine de la Maisonneuve

This paper proposes a framework for projecting public health and long-term care expenditures. It considers
demographic and other (non-demographic) drivers of expenditures. The paper extends demographic
drivers by incorporating death-related costs and the health status of the population. Concerning health
care, the projections incorporate income and the effects of technology cum relative prices. For long-term
care, the effects of increased labour participation, reduction of informal care and Baumol's cost disease are
taken into account. Using this integrated approach, public health and long-term care expenditures are
projected for all OECD countries. Alternative scenarios are simulated, together with sensitivity analysis.
Depending on the scenarios, total OECD health and long-term care spending is projected to increase in
the range of 3.5 to 6 percentage points of GDP for the period 2005-50.

LESS THAN YOU THOUGHT: THE FISCAL AUTONOMY
OF SUB-CENTRAL GOVERNMENTS .........ccoooiiiiiiiiiiieiieee ettt 155
Hansjorg Blochliger and David King

The common indicator to assess fiscal power of sub-central governments is the share of sub-central
to total tax revenue. But this indicator says nothing about the true discretion sub-central
jurisdictions have over tax rates and the tax base, and it skips revenue from intergovernmental
grants entirely. The main purpose of this paper is to develop and analyse a set of more refined
indicators that assess the true autonomy sub-central governments have over fiscal resources. In
sum, fiscal autonomy is considerably lower than the simple ratio suggests. About 60% only of own
tax revenue is under full or partial control of sub-central governments, and again 60% only of
transfer revenue is unconditional. Moreover, contrary to the allegations of fiscal federalism theory,
much sub-central tax revenue comes from mobile income taxes and is prone to tax erosion. The new
database can help assess how fiscal autonomy affects policy outcomes such as public sector efficiency,
equity in access to public services or the long-term fiscal stance.

© OECD 2006



	Regulation of Financial Systems and Economic Growth in OECD Countries: An Empirical Analysis
	Introduction
	Barriers to competition in financial markets: The role of regulation and other policies
	Box 1. Less formal and/or non-legal barriers to competition
	Banking regulation
	Figure 1. The system of regulatory indicators for the banking system
	Figure 2. Banking regulation indices, 2003
	Figure 3. Barriers to competition in banking
	Table 1. Correlation between banking regulations and financial development

	Securities market regulation
	Figure 4. The system of regulatory indicators for securities markets
	Figure 5. Securities markets regulation indices
	Table 2. Correlation between securities market regulations and financial development


	The impact of financial systems’ development and policies on economic performance: Empirical evidence at the industry level
	Methodology and specification
	Results
	Table 3. Value-added growth, financial development and regulations: Empirical analysis
	Table 4. Productivity growth, financial development and regulations: Empirical analysis
	Table 5. Entry rates, financial development and regulations: Empirical analysis
	Table 6. Effect of a one standard-deviation change in the indicators of financial development and regulation
	Table 7. Effects of financial regulation on growth: Sensitivity to the inclusion of additional variables
	Table 8. Sensitivity of results to lower values of external dependence for two industries


	Conclusions
	Notes
	Annex. Data Coverage, Sources and Definitions
	Table A.1. Summary statistics of the dependent variables
	Box 2. Data source and construction: Summary
	Table A.2. Country coverage
	Table A.3. Industries’ dependence on external finance
	Notes

	Bibliography

	OECD Economic Studies
	Table of Contents



