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Abstract 
 

 

Leap of Faith in Financial Liberalization: Freedom or Submission? 

 

 
 

Rommel Eduardo Vargas Pimentel 

International Macroeconomics 

Graduate School of International Studies  

Seoul National University 

 

Financial liberalization has been cited as a top necessary condition for 

developing countries in their road to development, promoted by what is called the 

“Washington Consensus” with clear evidence since mid-90s. The base for this is 

that the free capital movement facilitates the efficient allocation of savings, and help 

channel resources into their most productive uses, expanding the opportunities of 

portfolio diversification, thereby generating higher risk-adjusted rates of returns, 

increasing the potential of growth; but the financial reforms that aimed this benefits 

ended in notables financial crises in a majority of countries after the reforms. 

This brings up the doubt as the dual effects of Financial 

Liberalization in economies, topic that has been largely researched in the 

initial decade of the new century, showing clear connection between 

financial liberalization and growth, as well as increasing the probability of 

crises.  

The academia researchers has focused greatly and remarkably in 
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different conditions of each country for the effects on GDP growth and the 

risk of crisis, some of the conditions most mentioned in the academia are 

speed of the reform , development of the financial sector, creditor rights, 

legal origins, and external dependency for financing, imperfect information  

and even not trust in initial efficient-market paradigm, asymmetrical 

information and moral hazard ; all of them seems to theoretically have 

significant effect; but the conditions associated with risk of crisis 

minimization and maximization of growth has yet to be empirically proven. 

The theoretical conditions that achieve maximum positive effect on 

growth and minimize the risk of crises vary, being the most renamed ones: 

macroeconomic stability, detailed information in the financial sector, 

adequate supervision, and prudential regulation. This conditions were hardly 

readable under a clear database unified for all countries which is the main 

reason for the inexistence of a clear empirical research about them, but the 

creation in 1996 and development of the World Governance Indicators (WGI) 

give a new opportunity to, as proxy for the conditions, measure the iteration 

between financial liberalization and the possible conditions that maximize 

social utility which is the main aim of this study in an empirical view. One 

renamed conditions is about asymmetrical information in the financial 

system, but the Credit Information Base Index developed by the World Bank 

since 2004 give an approach to what could be the level of asymmetrical 
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information in the financial market. 

To see what is the effect that liberalization has over GDP empirically 

and how it varies based on the conditions named before, this is the WGI 

indicators; as well as to see the relation that financial liberalization has over 

the risk of crises and how it varies based on the WGI indicators I develop 

two econometrics models  with the World Bank Data and  the WGI 

indicators, the first model is the relation between GDP growth and 

liberalization replicating five different models with each WGI indicator; then 

I do a PROBIT model to measure how liberalization enhance the probability 

of crises seeing the iteration that this has with each WGI indicator used.  

To measure Financial Liberalization, instead of having a dummy 

variable that explain the year in which the reform were applied, Chin and Ito 

(2007) created the KAOPEN as an index that measure a country’s degree of 

liberalization. For the crisis event the academia has merged into a well-

defined definition used in the World Bank Database to recreate a crisis 

dummy. The data range is from 2004 to 2012, for all countries which the 

data is available. 

In the GDP growth and financial liberalization model, results are 

consistent with the academia and the initiative of the Washington Consensus 

as the degree of liberalization is positive for all models independently of the 

degree of the endogenous conditions to investigate, but the iteration terms, 
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this is WGI and KAOPEN, are not significant in all models, to which I can 

conclude that the change of the degree financial liberalization will not have 

any influence of the GDP growth based on the performance of the WGI 

indicators, although liberalization have a statistically maximized effect on 

growth on those countries which rule of law, institutional quality, 

government effectiveness and corruption are good at the time of 

liberalization, specially corruption; but the effect that liberalization has over 

growth is not significantly clouded by the decrease in the performance of the 

endogenous conditions, creating great suspicions of the channels through 

which liberalization affects the growth. 

For the Crisis and financial liberalization model, the KAOPEN index 

shows a statistically significant positive effect to the probability of crises in 

nearly all models, being not significant just in the institutional quality model. 

This goes in concordance with the academia statements of liberalization 

increasing the fragility of the financial system and thus inducing crises; but is 

not expected to see that the iteration terms between the performance of the  

conditions and the degree of liberalization actually shows a statistically 

significant positive effect over the risk of crises, not only showing a positive 

sign in the iteration term but increasing the robustness of the degree of 

liberalization effect on the probability of crises, being the endogenous 

condition that maximizes the risk of crises in this model corruption which is 
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a big disruption with the growth model.  

Based on this results I conclude that although liberalization clearly 

shows a positive relation with growth, it does it too with the risk of crisis and, 

in contrast with what theoretically has been exposed before by the academia, 

a good performance in the endogenous conditions of countries actually 

increase the effect that liberalization has over the risk of crisis. 

As a possible response for this I claim that the better performance on 

the WGI helps to increase the amount of capital inflows and financial 

participation of investors and thus higher degree of financial deepening, 

which is one of the main channel that the degree of liberalization has over 

the financial sector, bringing a higher customization of investment 

instruments which intensify the difficulty to actually measure the systemic 

risk, thanks to the complexity of the instruments; as well as the moral hazard 

of credit rating agencies when they give information that does not represent 

the actual risk of these instruments. 

   …………………………………………………………………………. 

Keywords: Financial Liberalization, Financial Crisis, GDP Growth, 

Governance and Institutional Conditions. 
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“A ship is always safe at the shore, but that is not what it is built for.”  

Albert Einstein (1879 – 1955)
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Introduction 

Financial liberalization has been cited by the Washington consensus as a 

top necessary condition for development of economies
1
. This behavior can be 

observed in the speech of Stanley Fischer in September 19, 1997
2
 who as the 

Deputy Director of the International Monetary Fund and renamed 

macroeconomist stated that free capital movement facilitate the efficient 

allocation of savings, and help channel resources into their most productive uses, 

expanding the opportunities of portfolio diversification, thereby generating a 

higher risk-adjusted rates of returns. This high incentive towards liberalization 

made a broad spread of liberalization initiatives around the world. The financial 

reforms that occurred in Latin America in the 70s and 80s were aimed at ending 

financial repression
3
 and getting the state to have less control moving towards 

the newly presented “new-liberal” wish of minimum government, concretizing 

a more fertile ground for liberalization reforms. As the higher ups in 

macroeconomic studies in the world, as Fischer, stated that this financial 

liberalization process were totally necessary and positive for the economic 

developing of economies, developing countries started to apply liberalization 

reforms, which resulted in desirable results in a few cases and in crises over 

most majority of them. 

                                                           
1
 Allegret, Courbis and Dulbecco (2003) 

2
 Stanley Fischer, “Capital Account Liberalization and the Role of the IMF”, speech as the 

IMF Annual Meetings, September 19, 1997 
3
 Diaz-Alejandro (1985) 
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Galindo, Micco and Ordoñez (2002) presented how countries in various 

regions have liberalized their financial sector, not just in a de facto way but 

actually continue to increase the degree of liberalization through the 90s. 

Government ownership or control in the financial systems shifted toward a 

greater private provision of financial services under very little operational 

restrictions
4
. All this efforts were made looking for the benefits towards 

economic development that the liberalization theoretically (not empirically 

proven in the moment) could bring. After implementation, empirical academic 

research started exposing results of financial instability in countries which the 

financial liberalization had occurred
5
, and thus crises occurred not just in 

countries with macroeconomic imbalances and policy mismanagement, 

principal reason of crises by the time, but now they hit countries with no serious 

imbalances
6
.  

This brings up the doubt as the dual effects of Financial Liberalization in 

economies, topic that has been largely researched in the initial decade of the 

new century
7
, showing clear connection between financial liberalization and 

growth, as well as increasing the probability of crises. The academia researchers 

has focused greatly and remarkably in different conditions of each country for 

the effects on GDP growth and the risk of crisis, some of the conditions most 

                                                           
4
 Abaid, Abdul and Ashoka Mody (2005) 

5
 See Kaminsky, Graciela and Carmen Reinhart. (1999); Ranciere, Romain, Aaron Tornell 

and Frank Westermann. (2006); Demirguc-Kunt and Detragiache (2001) 
6
 Wyplosz, Charles (2001) 

7
 See for example Allegret, Courbis and Dulbecco (2003), Demirguc-Kunt, Asli, and 

Detragiache (2000), Galindo and Micco (2002). 
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mentioned in the academia are speed of the reform
8
, development of the 

financial sector
9
, creditor rights, legal origins, and external dependency for 

financing
 10

, imperfect information
11

 and even not trust in initial efficient-

market paradigm, asymmetrical information and moral hazard
12

; all of them 

seems to theoretically have significant effect; but the conditions associated with 

risk of crisis minimization and maximization of growth, this is a desired result 

for the social utility of the reform, has yet to be empirically proven, mainly 

thanks to the lack of data by the time the Financial Liberalization reforms were 

implemented and the theoretical idea of what this conditions might be.  

The theoretical conditions that achieve maximum positive effect on growth 

and minimize the risk of crises vary: Mckinnon (2001) explain that 

macroeconomic stability is the prerequisite for financial liberalization, inducing 

that when the economy fundamentals are the only necessary balance for the 

market to create maximum utility when applying a liberalization reform. Others 

observe more detailed information about the financial sector itself as Fry (1997) 

who expose that adequate supervision and prudential regulation for commercial 

banks, the degree of price stability, budgetary discipline, commercial bank 

behavior aimed to maximize profits and a fiscal system which is neutral in 

regards to intermediation activity all decrease the degree of risk of crises given 

liberalization; Villanueva and Mirahkor (1990) expose greatly the importance 

                                                           
8
 Demirguc-Kunt and Detragiache (2001) 

9
 Studart (1996) 

10
 Galindo, Micco and Ordoñez (2002) 

11
 Cho, Yoon Je (1986) 

12
 Stiglitz (2000) 
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of an strong and effective system of bank supervision as well as gradual 

removes of controls of interest rates.  

This conditions were hardly readable under a clear database unified for all 

countries which is the main reason for the inexistence of a clear empirical 

research about them, but the creation and development of the World 

Governance Indicators
13

 (WGI) give a new opportunity to, as proxy for some 

conditions, measure the iteration between financial liberalization and the 

possible conditions that maximize social utility which is the main aim of this 

study in an empirical view; this maximization of social utility or welfare is 

based on the maximization of the growth level given financial liberalization and 

the minimization of the risk of crisis that the degree of liberalization could bring. 

To develop this I need to investigate what is the effect that liberalization has 

over GDP empirically and how it varies based on the conditions named before, 

this is the WGI indicators; as well as to see the relation that financial 

liberalization has over the risk of crises and how it varies based on the WGI 

indicators, to finally understand if those indicators that maximize GDP growth 

would be the same that minimize the risk of crisis. I develop two econometrics 

models  with the World Bank Data and  the WGI indicators, the first model is 

the relation between GDP growth and liberalization replicating five different 

models with each WGI indicator; then I do a PROBIT model to measure how 

liberalization enhance the probability of crises seeing the iteration that this has 

with each WGI indicator used.  

                                                           
13

 Kaufmann, Kraay and Mastruzzi (2010) 
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Results shows that the degree of liberalization will affect positively the 

growth rate of the country, being the effect more robust if the country is doing a 

good performance in the WGI indicators, although I show that the degree of 

liberalization has a positive relation with the risk of crises, which is enhanced 

by the good performance of the WGI indicators, not minimized as expected. 

This results allow me to deduce that the main trigger for crisis is actually the 

depth of the financial sector, that is at the same time the main channel through 

the growth is affected, presenting a behavior over the degree of liberalization of 

high-risk – high-returns. Nerveless the effect on growth is maximized for those 

countries that have good performance in the WGI indicators, conclusion that 

don’t go in concordance with the results of the risk of crisis model where 

liberalization has a statistically significant positive effect in the probability of 

crisis, being this probability enhanced to those economies who enjoy good 

performance of the WGI indicators, but institutional quality, at level and in 

iteration with the degree of liberalization. 

 The research is structured as follows: First I develop a clear definition of 

financial liberalization and it measurement; understand it connections channels 

with GDP and the fragility of the financial system that induce to the no-

desirable result of crisis; after this I recreate a model to calculate the degree of 

liberalization effect on growth and on the risk of crisis iterating with the WGI 

indicators; then proceed to give final conclusions. 
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Literature Review 

What is Financial Liberalization?  

As a broad definition the term has been understood as the removal of 

restrictions that impede the free allocation of resources in the economy
14

. This 

removal of restrictions could be induced in two different fronts of the financial 

sector of the economy: the domestic system and/or the capital account, this is 

the international capital flows. Other definitions are less broad and include steps 

that works towards the one stated before, Allegret, Courbis and Dulbecco (2003) 

expose how the financial liberalization has taken three main forms: (i) the 

deregulation of interest rates; (ii) the introduction of competition between the 

different channels of financing, and (iii) the external opening of financial 

system; it can be observed that (i) and (ii) clearly focus the domestic financing 

system and (iii) the capital account.  

The definition of financial liberalization is not as complicated as the 

measurement of itself, even though most of the academia has used dummies to 

mark de facto and de jure moments of liberalization
15

, the degree at which the 

economy is liberalized is not visualized by these dummies. Kaminsky and 

Schmukler (2001) quantify the degree to which countries have liberalized their 

financial markets on both fronts, for domestic financial liberalization they 

explore interest rate controls (lending and deposits), directed credit policies or 

limitations on foreign currency deposits; as for the capital account they focus on 

                                                           
14

 Galindo, MIcco and Ordoñez (2002) 
15

 Kaminsky and Reinhart (1999); Ranciere, Tornell and Westermann (2006); Kim and 

Lawrence (2006) are a few examples of the vastly researches using this or similar criteria. 
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the possibility of borrow abroad and the existence of multiple exchange rate 

system.      

Thus this is an useful way to see how liberalized is the economy, it is hard 

to measure a degree of liberalization trough time based on this indicators; as to 

which other researchers has used more measurable indicators as Galindo, Micco 

and Ordoñez (2002) who stablished a connection between domestic 

liberalization and financial development, using the ratio of private credit to 

GDP as well as the ratio of credit to the private system over the GDP. Even 

though these indicators could be proxy to the degree of liberalization in the 

domestic market, Kaminsky and Reinhart (1999) understood that a better 

measurement for degree would be associated with the M2 multiplier, the ratio 

of domestic credit to nominal GDP, the real interest rate on deposits, and the 

ratio of lending to deposits interest rates. This brings the dichotomy presented 

before if liberalization is measured just as an structural change given the time of 

the reform or actually on the degree on which the reform has affected the 

financial sector of the economy; as most of the de jure and de facto dates of 

financial liberalization reforms dates were done in the 80s and 90s, having this 

variable as representation for financial liberalization will limit the research as 

the World Governance Indicators measurement started from 1996. This research 

will use a measurement approach of financial liberalization based on the degree 

of development in the financial sector for the domestic financial system.  
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For the capital account liberalization, most of the academia have centered 

the liberalization degree on dummy variables and conditions that not vary over 

time, as result of the lack in information in this subject Chin and Ito (2007) 

created the KAOPEN as an index that measure a country’s degree of capital 

account openness
16

, this index simplify the degree of capital account 

liberalization measurement taking into account the existence of multiple 

exchange rates, restrictions on current account transactions, restrictions on 

capital account transactions, and requirement of the surrender of exports 

proceeds. With this I have a clear approach to the measurement of financial 

liberalization in both fronts for each country in each year of the study. I will 

proceed to investigate how liberalization interacts with GDP. 

How Financial Liberalization affects positively the growth of economy?  

There has not been a straightforward answer. The initial ideas defending the 

positive effect of liberalization in growth could be stated at first in models of 

perfect market in the tradition of Goldsmith, McKinnon and Shaw, as they 

suggest that removing restriction on interest rates and credit controls can 

increase savings, expand the size of credit markets, and improve the efficiency 

with which funds are intermediated
17

 . In this same view Rajan and Zingales 

(1998) explain how the financial liberalization promotes the development and 

efficiency of the financial system, based on the reduction of the cost of external 

funds faced by firms; inducing that the iteration between the firms and the 

                                                           
16

 Chin and Ito(2007) 
17

 Goldsmith (1969); McKinnon (1973); Shaw (1973) 
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external financing is main pillar for the positive effect of financial liberalization 

in the economic development. This leave a clear idea that the main desire of 

financial liberalization is the further development of the financial sector 

inducing higher investment of the country and thus growth. Gallindo, Micco 

and Ordoñez (2002) made a good exposure to this explaining that sectors with 

high external dependency grow faster in countries that have a well-developed 

financial sector, being the degree of liberalization correlated to the growth rate 

of the industries that depend more on external financing through FDI. They 

describe as well how the domestic liberalization of the market is key factor on 

growth, because increasing the size of the financial market not only represent a 

higher investment but actually improve the allocative efficiency of credit. This 

augmentation of efficiency in the allocation of credit encourages reducing 

agency cost in the securities market
18

 thanks to a higher competition and 

information sharing.  

Studart (1996) raises that the real interest rate is the hypothesis behind most 

of the financial liberalization positive effects, because if the real interest rate 

would be under equilibrium in a restrictive market there will be a shortage of 

loanable funds to invest, situation in which liberalization act as remedy because 

he assume that the interest rate would rather be on equilibrium given the 

independent market capital, being determined totally by the market itself and 

maximizing efficiency. The repressed economy is not efficient because the real 

deposit and lending rates are often negative, with adverse consequence in the 

                                                           
18

 Doidge, Karolyi and Stulz (2001) 
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development of the financial system and the savings, as a remedy the 

elimination of interest rate ceilings and direct credit allocations, alongside a 

price stabilization, bring the true price of capital into the market allowing savers 

and investors to redo their maximization of utility, leading to a reduced 

dispersion in profit rates among different economic sectors, improved allocative 

efficiency and higher output growth
19

; thus generating higher growth and 

economic development.  

But this “efficiency” of the market has been criticized as main paradigm to 

be adopted, because assuming that economic growth is a necessary, but not 

sufficient, condition to achieve superior welfare then the efficiency should be 

interpreted as the circumstance of the financial system that allow its 

development using the existing resources of an economy at the minimum cost 

with the  minimum possible increase in financial fragility and other imbalances 

that may halt the process of growth for purely financial reasons
20

. Reviewing 

the previous studies we can understand that financial liberalization brings 

further growth to economy through a higher utility brought by the better 

allocations of resources thought different channels, but the dichotomy as if this 

new equilibriums and efficiency levels are actually in concordance with the 

financial sector conditions and the macroeconomic conditions as well; is present 

in the conclusions of all researchers. To fully understand this let’s review the 

possible negative effects of financial liberalization in the economy. 

                                                           
19

 Villanueva and Mirakhor (1990) 
20

 Studart (1996) 
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How Financial Liberalization affects negatively the growth of economy?  

As stated before, some authors claim that the efficient-market paradigm is 

one of the pillar for the liberalization of the economy, thus some others expose 

that it could be misleading when applied to the financial sector, particularly to 

capital flows because removing one distortion may enhance the welfare only 

when other distortions are not present, such as asymmetric information and 

moral hazard which are problems that specially characterize the financial 

sectors.
21

 Given this unclear conditions of the financial sector and different 

imbalances, liberalization has been linked to market segmentation and 

macroeconomic instability as some economist hold that capital account 

liberalization allow firms to list abroad leading to market fragmentation, 

reducing liquidity in the domestic market and inhibiting development of the 

sector
22

.  

Is observed as well that eliminating interest-rate ceilings and fostering free 

competition among banks, which is the main point of the liberalization reforms 

in the financial sector, usually overlooked the possibility that endogenous 

constraints in the credit market, such as imperfect information, could be 

significant barriers in the pursue of the more efficient credit allocation even 

when banks were freed from interest rate ceilings
23

. This is mostly observed by 

Demirguc-Kunt and Detragiache (2001) when they present high correlation 

between liberalized financial sectors and the likelihood to run into banking 

                                                           
21

 Stiglitz (2000) 
22

 Moel (2001) 
23

 Cho (1986) 
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crises, depending strongly on the quality of institutions prevalent at the time of 

liberalization; expressing possible high causality in situations when basic 

institutions governing credit markets are weak, this is when rule of law is weak, 

creditors are unprotected, and regulation is deficient. The benefits of financial 

liberalization then can be clouded based on this endogenous factors of the 

economy, Galindo, Micco and Ordoñez (2002) claim that economies that have 

weak legal protection for creditors are less likely to benefit from liberalization, 

as these conditions are dominant feature to explain the development of financial 

markets because if protective measures are not in place the lift on restrictions 

will be dampened by the adverse effects of institutional disarrays and thus will 

not promote financial development; as well as if the legal protections that 

guarantee the ability of creditors to minimize their financial loss are absence it 

then can be a counter condition to maximize the efficiency that financial 

liberalization aim, developing in another not desired equilibrium that raise the 

fragility and risk of crisis.  

Then if the application of liberalization reforms under different endogenous 

conditions of the economy and of the financial sector itself might bring 

financial fragility and thus higher risk of crisis; to further understand this lets 

recognize the channels as to how financial liberalization might induce crisis. 

How Financial Liberalization trigger crises?  

The possible increase in financial fragility through different channels was 

explained before, but as stated by Demirguc-Kund and Detragiache (2001) the 
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financial crisis are the main event and maximum representation of the new not 

desire equilibria achieved after liberalization and the result of the imbalances in 

the financial sector. Various channels has been studied to see the relation 

between financial liberalization and crisis, the original sins
24

 are one of the most 

influential: liberalization measurements allow banks to raise the share of 

deposits in foreign currency, creating currency mismatch phenomenon in which 

credits granted are secured with foreign currency commitments, usually short-

term
25

 as was seen in the Asian Crisis in 1997-98. The freedom granted by 

liberalization to engage in new financial instruments and creating foreign 

currency passives in bank’s balance sheets, enhance the risk of original sins if 

the supervision of the banks is not well regulated. 

The deregulation of the financial system and the boom-bust cycles and asset 

bubbles are observed to follow financial liberalization; Caprio and Klingebiel 

(1996) suggest that inadequate deregulation and lack of supervision at the time 

of the liberalization may play a key role in explaining the relation with crisis. In 

the same sense Gavin and Hausmann (1996) and Sachs, Tornell, and Velasco 

(1996) suggest that credit growth can be used as an indicator of impending 

troubles, as crises tend to be preceded by lending booms. Mishkin( 1996) 

highlights equity price declines while Calvo( 1996), in his analysis of Mexico's 

1995 crisis, suggests  that monitoring the ratio of broad money to foreign 

exchange reserves may be useful in evaluating the banking  sector's 

                                                           
24

 Eichengreen and Hausmann (1999) 
25

 Allegret, Courbis and Dulbecco (2003) 
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vulnerability to a currency crisis, this is due to the possible self-fulfilling type of 

crises where the investors speculate over the amount of international reserves 

the country has at a moment and start attacking the exchange rate to disrupt the 

equilibrium, the capacity for doing this is brought with the liberalization of the 

economy under non market equilibrium of exchange rate.  

Financial liberalization can increase the risk of crisis not only based on the 

initial conditions of the economy and financial sector, but in the behavior of the 

actors in the financial sector as well, with high possibility of institutional 

regulation as main force to decrease the risk of crises; even though is interesting 

to observe that this regulations don’t solve the asymmetric information and 

moral hazard inside the financial sector; which are not easy to diminish as we 

has seen in the Sub-Prime crises of United States 2007 and European Crises in 

2009. Seeing the high correlation between crisis and financial liberalization 

exposed before, is just normal to ask what conditions of the economy and the 

financial sector would be those that minimize the risk of financial liberalization 

inducing crisis. 

What theoretical conditions are necessary to minimize the risk of crisis?  

Galindo and Micco (2002) expose that the usual suspects for differences 

across countries, after the financial liberalization reforms, for the financial 

sector development are in fact the legal origin of law codes, rule of law, creditor 

protection and effective protection of creditor rights; various of this conditions 

has been revised before as conditions for well implemented financial 
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liberalization as we can see in the case of Malysia in the 1980s
26

, but there are 

other less satisfactory outcomes as Chile, Argentina and Uruguay in the 1970s, 

and Philippines, Indonesia
27

 and Turkey
28

 during the 1980s, which bring doubts 

about the effectiveness of this initial conditions to minimize the risk of crises. 

Other less clear conditions that could lead to crisis are claimed by 

Villanueva and Mirakhor (1990) exposing that there are high possibilities that 

the credit-rationing rate could be optimal and efficient in the finance sector 

thanks to the high asymmetric information. This bring up some ideas as to what 

are the important conditions determining the risk minimizing equilibrium; there 

has been long theoretical discussion in the academia for this; Mckinnon (2001) 

stablish that the only condition as prerequisite for financial liberalization to 

minimize the negative impacts is macroeconomic stability,  others as Fry (1997) 

expose that there are actually more conditions to minimize the negative impacts 

of financial liberalization, as an adequate supervision and prudential regulation 

for commercial banks, a reasonable degree of price stability, budgetary 

discipline, commercial bank behavior aimed to maximize profits, and a fiscal 

system which is neutral regards to intermediation activity; Cho (1986) have 

similar conclusions having into account the real interest rate, which I 

understand is a proxy to the level of competitiveness of the financial sector and 

price stability, conditions that have been claimed before as important factors for 

well development of the financial sector after liberalization. 
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 Demirguc-Kunt and Detragiache (2000) did an excellent job showing how 

a strong and effective system of bank supervision is the main key to successful 

financial liberalization, as well as the speed of the application of the reforms. 

Through summarizing this the academia suggest that the conditions to minimize 

the risk of crisis are macroeconomic stability, price stability, degree of 

development of financial sector, the degree of asymmetric information and a 

good level in the endogenous conditions of rule of law, institutional quality, 

government effectiveness and corruption as they might be key to the well 

function of the financial system after liberalization, even though these 

indicators could be just proxy of the real desirable conditions that are often 

mentioned in the previous researches; because as I has stated before is possible 

that not even a good behavior in this indicators will actually solve the 

inefficiencies of the sector. I find important to mention that the conclusions that 

bring this indicators and channels as remedy or risk minimizing criteria are 

purely theoretical, and logical, because until recent years a good data base for 

the measurement of this conditions had not been generated. As these conditions 

suggest the minimization of risk of crises, I recognize very important to confirm 

if this environment are in concordance with those that maximize the positive 

effect on the economic development, this is growth. 

Macroeconomic stability has always been the number one condition before 

liberalizing the financial sector, this is because macroeconomic instability, 

exposed as a large change in prices and/or real wages, lead to an increased 



 

31 
  

variance in the returns of investment projects
29

, enhanced with possible moral 

hazard problem of the banks given this variability on the expected returns.  

Regarding asymmetrical information, it is a situation that limit the extent as 

to which the interest rate can be raised, because of the not certain 

communication between borrowers and lenders
30

. The basic intuition behind 

this is that an increase in the lending rate would normally increase the volume 

of credit in the economy to a certain point, further increase beyond the 

equilibrium level would normally prompt a lower level of lending activity 

because the quality of the pool of borrowers will now be those of high-risk only 

category, thus there will always be an interest rate that maximize the expected 

profits of the bank (net of defaults); but if the borrowers are not recognized as 

high risk borrowers then the bank will miscalculate this interest rate that 

maximize its profits and will induce losses, thus a fragility that could recreate a 

systemic banking crisis. 

A good performance of the endogenous conditions as rule of law, 

institutional quality, government effectiveness and corruption are expected to 

decrease the fragility that liberalization as it could reduce the capacity on which 

the market imperfections affect the banking system as has been observed in the 

academia. I have shown how the well development of the financial sector after 

liberalization is one of the main key for the reform to affect positively the 

economic development, and for the well function of the financial sector I had 
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stated the conditions mentioned before, to which I understand that the 

conditions that should minimize the risk of crises and maximize the positive 

effect on growth are indeed similar and connected thanks to the effects they 

bring into the financial system, reducing the fragility. 

As the World Governance Indicators had created a database on which we 

can observe the measurement of these endogenous conditions for nearly all 

countries, let’s proceed to observe how the iteration between liberalization and 

these conditions actually change the effect on growth and the risk of crises. To 

do this I will recreate two models: a liberalization effect over growth and a 

liberalization effect over the risk of crises. 
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Main Chapter 

Data 

As stated before the World Governance Indicators will be extracted for all 

countries available as Sept 20, 2013. The Worldwide Governance Indicators 

(WGI) are a research dataset summarizing the views on the quality of 

governance provided by a large number of enterprise, citizen and expert survey 

respondents in industrial and developing countries. These data are gathered 

from a number of survey institutes, think tanks, non-governmental 

organizations, international organizations, and private sector firms
31

. The 

indicators used in this research will be: rule of law, regulatory quality as 

institutional quality, government effectiveness and corruption. Rule of law is 

defined as the perceptions of the extent to which agents have confidence in and 

abide by the rules of society, and in particular the quality of contract 

enforcement, property rights, the police, and the courts, as well as the likelihood 

of crime and violence. Regulatory quality is defined as the perceptions of the 

ability of the government to formulate and implement sound policies and 

regulations that permit and promote private sector development, to which is 

considered to be what the academia issue as institutional quality.  Government 

effectiveness reflects perceptions of the quality of public services, the quality of 

the civil service and the degree of its independence from political pressures, the 

quality of policy formulation and implementation, and the credibility of the 

government's commitment to such policies; the idea behind this indicator is to 
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measure the degree of confident that the agents of economy can put in the 

government policies, as if this indicator is high is because the government has 

demonstrate a commitment to the policies stablished.  Corruption is defined as 

the perceptions of the extent to which public power is exercised for private gain, 

including both petty and grand forms of corruption, as well as "capture" of the 

state by elites and private interests. 

To create the models the World Bank Data will be used as June 20, 2013, 

from this database I extract all the financial and economic indicators that 

recreate the relation of both models, from this database I extracted the GDP 

growth, inflation, deposit interest rate, lending interest rate, Money and quasi 

money (M2)
32

, real interest rate, labor force growth, gross capital formation 

(annual % growth)
33

, and credit information index
34

, this last variable will be 

used as an indicator of low possibility of asymmetrical information in the 

financial system, even though it just capture the possibility of lenders acquiring 
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information of the borrower, not the moral hazard dilemma of if the bank is 

actually doing it or not. This data date range is from 2004 to 2012, as even 

when the world governance indicators are available in a yearly basis after 2000, 

but the credit information index is only available after 2004.  

As for the financial liberalization data, as stated before, the Chin and Ito 

Index (KAOPEN) will be used as main indicator of degree of liberalization, the 

indicator goes from 0 to 1, representing closed economies as 0 and totally open 

as 1
35

. For most countries the data is available after 1993 which is consistent 

with the domain of the other data available. 

All countries which data is available will be used to create a Panel Data. 

The initial differences of the countries are measured with the variables itself, 

this is that the differences in development of the finance sector in different 

economies are measured by the indicators of financial development and the 

endogenous variables of the WGI tell the difference between countries.  

For the crisis event the academia as merged into a well-defined definition
36

 

used in the World Bank Database to recreate a crisis dummy that is defined as 

systemic if two conditions are met: a. Significant signs of financial distress in 

the banking system (as indicated by significant bank runs, losses in the banking 

system, and/or bank liquidations), b. Significant banking policy intervention 

measures in response to significant losses in the banking system. The first year 
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that both criteria are met is considered as the year when the crisis start 

becoming systemic.  The end of a crisis is defined the year before both real 

GDP growth and real credit growth are positive for at least two consecutive 

years. The limits of this variable is that it seems to not take into account the 

foreign and domestic debt crises
37

, but as we has seen stated in the definition of 

the crisis dummy, large intervention of the government is observed to declare 

crisis, and I’m focusing the financial liberalization effect in the fragility of the 

finance system, which have little iteration with the government behavior in debt 

management. Is stated that currency crises usually bring along a banking 

crises
38

,  named twin crisis being the banking crises the more usual and linked 

with financial liberalization; as to which I understand that this variable is 

sufficient to cover both crises. 

Liberalization Effect on GDP Growth 

The panel data is expected to have time effects and individual effects 

behaving in a fixed way across countries, for this a Fixed Effect Model will be 

used, named leas squares dummy variable model (LSDV) the model assumes 

differences in intercepts across groups, this includes only one set of dummy 

variables to be represented as 𝑌𝑖,𝑡 = (𝛼 +  𝜇𝑖) + 𝛽′𝑋𝑖,𝑡 + 𝜀𝑖,𝑡  where 

𝜀𝑖,𝑡~ 𝐼𝐼𝐷(0, 𝜎𝑣
2)  where the dummy variable is part of the intercept and the 

errors are independent identically distributed
39

. The LSDV is relatively easy to 

estimate and the interpretation of the coefficients is substantively. Even if it was 
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expected that a fixed model will be the best fitted for the data, a Hausmann 

test
40

 was applied to the model, negating the null hypothesis that the estimators 

are consistent across the observations, which allow me to conclude that the 

LSDV is well used for the data.  

The model used to measure the effect that financial liberalization has over 

growth is as follows: 

𝐺𝐷𝑃𝐺𝑖,𝑡 = C + 𝛽1𝐾𝐴𝑂𝑃𝐸𝑁𝑖,𝑡 + 𝛽2𝐶𝐼𝑖,𝑡 + 𝛽3𝑅𝐷𝐿𝐼𝑖,𝑡−1 + 𝛽4𝑀2𝐺𝑖,𝑡−1

+ 𝛽5𝑅𝐼𝑖,𝑡−1 + 𝛽6𝐿𝐹𝐺𝑖,𝑡 + 𝛽7𝐶𝐹𝑖,𝑡 + 𝜀𝑖,𝑡 

Where: 

 𝐺𝐷𝑃𝐺 = GDP growth of country 𝑖 in the year 𝑡. 

 KAOPEN = Will be the difference between Chin and Ito index for country i 

in the year t and Chin and Ito index of same country i and t-1. 

 CI = Credit Information Index for country i in the year t. 

RDLI = Ratio between Deposit Interest Rate and Lending Interest rate for 

the country i in the year t-1 

 M2G = Money and quasi money (M2) growth for the country i in the year t. 

 RI = Real interest rate for the country i in the year t. 

 LFG = Labor force growth for the country i in the year t. 

 CF = Gross capital formation for the country i in the year t. 

In the model the variables KAOPEN is the main variable to measure the 

degree of financial liberalization as stated before. The variables measuring the 

degree of development that the financial sector has are CI, RDLI and RI; this 

variables are lagged as the main effect that the financial sector has over the 
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GDP growth are through the channel of projects, wish will take time to affect 

the production of the country, the credit information index is not lagged as I 

want to measure the possibility of asymmetric information with this variable 

which is not delayed trough different channels. The M2 growth, Labor Force 

growth and the Gross Capital Formation are variables that directly affect the 

behavior of the growth, and thus used as control variables. 

The model showed the minimum Akaike Information Criterion AIC, 

Schwarz Criterion BIC, and Hanna-Quinn Criteria between all the models 

regressed; meaning that the coefficients are better estimators than the other 

models. 
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Table 1

1 2 3 4 5

3.7981** 4.5749** 3.9212* 4.3356** 5.1418**

(1.9983) (2.0597) (1.8859) (2.1604) (2.1666)

-́0.5545*** -0.5474*** 0.0092 -0.5810*** -0.5072***

(-3.5511) (-3.4955) (0.1212) (-3.7298) (-3.0208)

-4.6639*** -4.6613*** -1.3512* -4.2425*** 0.0757***

(-3.5980) (-3.5883) (-1.7712) (-3.2689) (-3.6361)

7.3895*** 7.4802*** 8.1824*** 7.2583*** 7.0604***

(6.0228) (6.0529) (6.9050) (5.8995) (5.6820)

0.0643** 0.0658** 0.0059 0.0699*** 0.0757***

(2.4280) (2.4772) (0.3106) (2.6429) (2.8463)

0.1708 0.1655 0.2460*** 0.1732 0.1636

(1.5815) (1.5273) (2.9051) (1.6113) (1.5241)

0.0905*** 0.0911*** 0.0887*** 0.0910*** 0.0898***

(10.1199) (10.1176) (9.1250) (10.2243) (10.0962)

0.9783

(0.7786)

2.0199

(0.6571)

-0.6401***

(-3.1204)

1.4133

(0.4692)

3.6932***

(2.8429)

2.2429

(0.8281)

3.3794***

(3.0208)

3.1037

(0.9106)

Total Observations 742 742 742 742 742

Absolute value of z-statistics in parentheses

* significant at 10%' ** significant at 5%; *** significant at 1%

GDP growth and Liberalization Model

M2G (t-1)

RI (t-1)

Rule of Law Index

Institutional Quality 

Index

Government Efficiency 

Index

LFG

CF

KAOPEN * Rule of 

Law Index

KAOPEN * Instutional 

Quality

Variables
Dependant Variable: GDP Growth

KAOPEN

CI

RDLI (t-1)

KAOPEN * 

Government Eff.

KAOPEN * 

Corruption

Corruption Perception 

Index
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Table 1 shows the results of the regression. We can observe that KAOPEN 

shows a positive effect over growth as expected, having no significant iteration with 

endogenous variables, which allow me to deduce that these conditions have no 

statistical significance in the effect that the change in the degree of liberalization has 

over the growth taking in account the participation of the other variables. Results 

are consistent with the academia and the initiative of the Washington Consensus as 

the degree of liberalization is positive for all models independently of the degree of 

the endogenous conditions to investigate, although its effects is maximized when 

controlled by corruption index showing high impact of low corruption in the GDP 

growth; this might corroborate that corruption affects the capital inflows that 

liberalization permits, and affects it reducing the FDI received by the countries
41

. 

For rule of law, institutional quality and government efficiency is clearly observed 

that the coefficient becomes more robust than when the countries are not controlled 

by this conditions, but the iteration terms are not significant in all models, to which 

I can conclude that the change of the degree financial liberalization will not have 

any influence of the GDP growth based on the performance of the WGI indicators, 

although liberalization have a statistically maximized effect on growth on those 

countries which rule of law, institutional quality, government effectiveness and 

corruption are good at the time of liberalization, specially corruption; but the effect 

that liberalization has over growth is not significantly clouded by the decrease in the 

performance of the endogenous conditions, creating great suspicions of the channels 

through which liberalization affects the growth; this is that if the capital flows and 
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FDI are the main channels through which liberalization affect the economic 

development, investors don’t react as fast to the changes in the endogenous 

conditions; but this need further investigation; because even if the degree of 

liberalization changes and the changes in the performance of the WGI don’t bring 

any effect to the GDP growth, it is possible that the channels thought liberalization 

affect growth might be affected by the state of this endogenous conditions as they 

have statistical significant coefficient. 

As for the possibility of asymmetrical information in the system, even though is 

not expected that with more information available the growth will statistically 

decrease; we can assure that when the information in the financial sector is higher 

the high-profit – high-risk projects will be rejected, retaining the equilibrium 

interest rates of banks based on the number of defaults as stated in the academia
42

, is 

important to notice that when institutional quality is included the significance of CI 

drops. The institutional quality behave similarly in significance and effect symbol 

basically because the credit institutions regulate the system based on information, 

creating a similar equilibrium as the high information flows in the sector; this is the 

recognition of high risk projects and the management of  the bank’s asset portfolio. 

As for the financial development variables, is not expected to see that the ratio 

between deposit and lending interest rate has in all models, but corruption, a 

significant statistically negative effect over growth. Is important to observe that this 

ratio will move from 0 to 1 as banks can’t have passives that pays higher return that 
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its assets, being a number near 0 that of high return of the bank and near 1 that of 

low profit of the bank. Is suspected in the academia
43

 that the competition in credit 

markets, this is when the ratio moves towards singularity, reduce the effect that 

monetary policy has over growth as well as other iterations with foreign banks and 

lender relationship.  

Even though the model don’t show any sing of auto correlation or high 

covariance between the independent variables, it shows abnormality of errors by a 

Jaque-Bera test
44

; which could indicate that the model is lacking a structurally 

important variable. 

Having the results of the GDP model, I deduced that all conditions actually are 

statistically significant in the moment of implementation of liberalization, specially 

a good performance in corruption index, but it was clear that the dynamic iteration 

between the endogenous conditions, liberalization degree and GDP growth is not 

significant. The next step is to see how these conditions intermingle with the risk of 

crises given the degrees of liberalization. 

Liberalization Effect on Risk of Crisis  

With the Crisis dummy variable, a PROBIT model is used. The PROBIT model 

is a type of regression where the dependent variable can only take two values, as the 

crisis dummy. The purpose of the model is to estimate the probability that an 
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observation will occur with a particular characteristics
45

, this is the set of 

independent variables; is noted that the popularity of the PROBIT model over the 

Linear Probability Model (LPM) in the academia is based on the nonsense 

predictions of the LPM, as the coefficients shows possible possibility over 1 

because there is no regulation to tie the value of the coefficients between a range [0 

– 1]. The model adopt the form PR(𝑌 = 1|𝑋) = 𝜃(𝛽𝑋′) where Pr refers to the 

probability of Y being 1 given X, and θ is the cumulative distribution function of 

the standard distribution; in which the parameters β will be estimated by a 

maximum likelihood function. 

This is the model used to measure the effect that financial liberalization has 

over possibility of generating a crisis: 

𝐶𝑅𝐼𝑆𝐼𝑆𝑖,𝑡 = C + 𝛽1𝐾𝐴𝑂𝑃𝐸𝑁𝑖,𝑡 + 𝛽2𝐶𝐼𝑖,𝑡 + 𝛽3𝐺𝐷𝑃𝐺𝑖,𝑡−1 + 𝛽4𝜋𝑖,𝑡−1

+ 𝛽5𝑅𝐷𝐿𝐼𝑖,𝑡−1 + 𝛽6𝑅𝐼𝐷𝑖,𝑡−1 + 𝜀𝑖,𝑡 

Where: 

 CRISIS = Dummy variable that equals 1 when crisis is present in the 

country I in the year t; and 0 otherwise. 

 KAOPEN = Chin and Ito index for country i in the year t. 

 CI = Credit Information Index for country i in the year t. 

 GDPG = GDP growth for the country I in the year t-1. 

 π = Inflation for the country I in the year t-1 

RDLI = Ratio between Deposit Interest Rate and Lending Interest rate for 

the country i in the year t-1 

 RID= Real interest rate of deposits for the country i in the year t-1. 
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In the model the variables KAOPEN is the main variable to measure the degree 

of financial liberalization, same as the GDP growth model. The variables measuring 

the degree of development that the financial sector has are CI, RDLI and RID; this 

variables are lagged as the main effect that they could has over the financial are 

through the channel of projects as explained before in the growth model, wish will 

take time to disrupt the balance of the sector and degenerate in a crisis; the credit 

information index is not lagged as I want to measure the possibility of asymmetric 

information disrupting the financial sector with this variable and the channels for its 

effects are supposed to not be delayed more than a year. The inflation and GDP 

growth are the macroeconomic conditions that usually represent imbalances that 

generate a crisis as various authors in the academia has claim. 

The model showed the minimum Akaike Information Criterion AIC, 

Schwarz Criterion BIC, and Hanna-Quinn Criteria between all the models 

regressed; meaning that the coefficients are better estimators than the other 

models. 
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Table 2

1 2 3 4 5

0.6876** 0.9852** 0.3247 0.9614** 1.9284***

(2.4217) (2.0711) (1.0679) (2.1705) (3.0495)

0.1149** 0.1001* 0.0869 0.1161** 0.1279**

(2.2675) (1.8385) (1.6282) (2.0616) (2.1910)

-0.0615*** -0.0633*** -0.0632*** -0.0619*** -0.0626***

(-3.8579) (-3.7700) (-3.7703) (-3.7081) (-3.8059)

0.0244*** 0.0234*** 0.0277*** 0.0237*** 0.0214***

(3.3546) (3.0697) (3.5746) (3.1497) (2.8437)

1.5112*** 1.3092*** 1.3132*** 1.3758*** 1.4585***

(4.1413) (3.6088) (3.5656) (3.8262) (3.9243)

-0.0149** -0.0134* -0.0164** -0.0131* -0.0147*

(-1.9539) (-1.7108) (-2.0745) (-1.6853) (-1.8718)

Rule of Law Index -0.9520**

(-2.1287)

1.3054***

(2.8093)

-0.1787

(-0.5380)

0.5863

(1.5775)

-0.9100**

(-2.1813)

1.2062***

(2.8108)

-1.8925***

(-3.2631)

2.1062***

(3.6250)

Total Observations 1,019 1,019 1,014 1,014 1,014

Observations Y = 1 36 36 36 36 36

Observations Y = 0 983 983 978 978 978

Absolute value of z-statistics in parentheses

* significant at 10%' ** significant at 5%; *** significant at 1%

KAOPEN * Rule of 

Law Index

KAOPEN * 

Instutional Quality

KAOPEN * 

Government Eff.

KAOPEN * 

Corruption

Crisis and Liberalization Model

Dependant Variable: Crisis Dummy

KAOPEN

CI

GDPG (t-1)

π (t-1)

RDLI (t-1)

RID (t-1)

Variables

Institutional Quality 

Index

Government 

Efficiency Index

Corruption Perception 

Index
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Table 2 shows the results of the regression. The KAOPEN index shows a 

statistically significant positive effect to the probability of crises in nearly all 

models, being not significant just in the institutional quality model. This goes in 

concordance with the academia statements of liberalization increasing the 

fragility of the financial system and thus inducing crises; but is not expected to 

see that the iteration terms between the performance of the endogenous 

conditions and the degree of liberalization actually shows a statistically 

significant positive effect over the risk of crises, not only showing a positive 

sign in the iteration term but increasing the robustness of the degree of 

liberalization effect on the probability of crises, being the endogenous condition 

that maximizes the risk of crises in this model corruption which is a big 

disruption with the growth model. The results induce me to see that those 

economies who actually are performing better in the WGI have an increased 

amount of risk of crises; some authors has claimed that the moral hazard of the 

financial system is actually present even with high degree of regulation by part 

of the institutions getting “out of control” when the financial system is deep
46

, 

which is characteristic of economies that shows a good performance in the WGI 

as the growth model induce to perceive. Other authors has bring into the 

academia a new perspective for financial development and depth process
47

, 

showing that in the long run it brings higher stability but in the short run it 

could bring imbalances that increase the risk of crises and costs; as to which I 

could say that this risk is prevalent for those countries who are enjoying a 
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higher deepening of their financial sector trough higher liberalization and better 

performance of their endogenous conditions. The credit business cycle could be 

another explanation to this behavior as when the financial sector is booming 

certain imbalances are presented even when the loans are secured by collaterals 

generating crisis
48

. Even with this possible channels, I prefer to think that the 

better performance on the WGI actually helps the amount of capital inflows and 

financial participation of investors, which create a higher degree of financial 

deepening and thus a higher customization of investment instrument which 

increase the difficulty to actually measure the systemic risk thanks to the 

complexity of the instruments created as was seen in the United States Financial 

Crisis 2007 and it connection to the European Union in 2009.Another important 

point to mention is that the moral hazard of credit agencies generating not 

trustful information about the instruments
49

 might be important to understand 

the discrepancy between the theory and the empirical results, this possibility 

induce to think that there might be an optimal level of financial depth given the 

capacity of regulatory agencies and institutions; being this a possible answers to 

why when a country enjoy a greater performance in the endogenous conditions 

that should minimize the risk of crises, its financial sector grows too fast for this 

institutions to control risk generating crises anyway. 

The CI variable shows a statistically significant positive effect to the risk of 

crises in nearly all models, but institutional quality. This further increase my 
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suspicion that even when the information has a greater flow in the financial 

sector, the moral hazard of the institutions as well as the low quality of 

information, this is that credit rating agencies are not efficient, create disrupted 

transactions done by investors and banks resulting in a not desirable financial 

development and inducing crisis. Although the higher amount of information 

increase the financial deepening, channel trough which crisis are induced as 

presented before. 

As for the RDLI, in concordance to what the growth model present, the less 

the banks profits are the higher the risk of crisis as the variable is statistically 

significant and positive to all models. This results are not expected, but as 

presented before in the growth model, the effectiveness of monetary policy in 

situations when this ratio is near 0 is questionable reducing the government 

capacity to apply effective contra cyclical policies to cool down an overheated 

economy, being this overheat mainly thanks to the faster financial 

development
50

. The other domestic financial liberalization variable, this is RID 

shows an expected statistically significant negative effect over risk crises as the 

higher the real interest rates over bank passives are the greater amount of 

incentive of investors to not retrieve their deposits giving the banks higher 

capacity to cushion a run. 
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Even though the model did not present any high covariance between the 

independent variables, the errors keep showing an abnormal distribution when 

tested with Jarque-Bera; showing possible cynical trust to the coefficients. 
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Conclusions 

Financial liberalization has been cited as a condition that brings higher 

economic development to economies since the 90s and through empirical 

results its effects shown to be helpful to achieve a developed economy. Even 

when various researches has stated that it’s beneficial effects could only be seen 

in those countries that enjoy good performance of certain endogenous 

conditions as rule of law, institutional quality, government effectiveness and  

corruption, it is clear that liberalization itself has a statistically significant 

positive effect on growth, independently of the situation of this conditions in 

each economy, which allow me to see that the effect of liberalization is mainly 

thanks to the greater investment and deepening of the financial system. Even 

when the iteration between the endogenous conditions and the degree of 

liberalization is not significant towards growth, the good performance the 

countries has in this conditions show a statistically significant positive effect on 

growth showing that all countries might want to achieve a good performance in 

the WGI as they could be affecting one or various channels through which 

liberalization affect GDP. 

Although liberalization clearly shows a positive relation with growth, it 

does it too with the risk of crisis for all countries and, in contrast with what 

theoretically has been exposed before by the academia, a good performance in 

the endogenous conditions of countries actually increase the effect that 

liberalization has over the risk of crisis; as a possible response for this I claim 

that the better performance on the WGI helps to increase the amount of capital 
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inflows and financial participation of investors and thus higher degree of 

financial deepening, which is one of the main channel that the degree of 

liberalization has over the financial sector, bringing a higher customization of 

investment instruments which intensify the difficulty to actually measure the 

systemic risk, thanks to the complexity of the instruments; as well as the moral 

hazard of credit rating agencies when they give information that does not 

represent the actual risk of these instruments. 

Crisis has been a characteristic of all business cycles since the study of 

economy start as a formal science, and it is very improbable that countries 

won’t suffer from this events in the future as the amount of information 

generated in the economy is too much to control or to measure, allowing market 

imperfections to proliferate thus inducing a not desire equilibrium inside the 

markets degenerating in crisis even when all the regulatory conditions to 

minimize the risk are present. Even when the empirical results show that 

enhancing the WGI actually induce crisis, I cannot suggest to reduce the 

performance of this indicators as is shown by various other research that the 

absence of the initiatives to positively affect WGI decrease the potential of 

growth. These results leave large space to further analyze the effect that WGI 

has over the risk of crisis not from the degree of liberalization but in the 

behavior of other channels that are connected with liberalization. 
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