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Financial Liberalization and Urbanization 
 

 
 

Abstract 
This paper analyzes the relationship between financial liberalization and urbanization. We 
conjecture that liberalizing financial policies enables the process of economic structural 
change and that this change results in an increased demand for labor in the predominantly 
urban service industry, Using different identification strategies and a large country sample, 
we find that financial liberalization is positively associated with urbanization. When 
controlling for the robustness of determinants as well as potential endogeneity, financial 
liberalization is still significantly and positively related to urbanization. We also identify the 
individual financial policies that are most strongly associated with urbanization, namely 
interest rate liberalization, strengthening of competition in the banking sector, credit control 
liberalization, and a decrease in the entry barriers to the domestic financial industry. Our 
findings have implications for countries such as China, where policymakers hope that 
urbanization will be a key driver of future economic growth. 

JEL Classification: G00; O11; O16; O18; P25; R23 
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1 Introduction 

Financial liberalization, the removal of restrictions on financial markets and institutions, 

has had significant effects on both developed and developing countries. Early studies on the 

effects of financial liberalization looked primarily at the overall economic effect on economic 

development. To a large extent based on early studies on financial repression by McKinnon 

(1973) and Shaw (1973), this literature has shown that repressive financial policies have a 

significant negative effect on economic growth (e.g. Roubini and Sala-i-Martin, 1992). In a 

related study, King and Levine (1993b) developed a model that highlights the negative effects 

of financial sector distortions on the rate of innovation and thus indirectly on economic 

growth. Correspondingly, studies that look at financial liberalization have found a significant 

positive relationship between liberalizing financial policies and economic growth. For 

example, Bekaert et al. (2005) showed that equity market liberalization on average leads to a 

1% increase in annual real economic growth. Levine (2001) found that international financial 

liberalization spurs economic growth. Moreover, Ang and McKibbin (2007) found that 

financial liberalization has a positive effect on financial development, a factor that many 

other studies have found to be positively associated with economic growth.1 Other studies 

                                                
1 For more on the positive effects of financial development on economic growth, see, e.g., King and Levine 

(1993a), Levine and Zervos (1998), Rajan and Zingales (1998), Beck et al. (2000), Levine et al. (2000), and 

Rioja and Valev (2004). In their study on Malaysia, Ang and McKibbin (2007), on the other hand, find that 

economic growth leads to more financial development rather than the other way around. 
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have alluded to potentially negative effects of financial liberalization. For example, Stiglitz 

(2000) argued that financial liberalization per se does not solve the problem of asymmetric 

information. In a similar vein, Hellmann et al. (1998, 2000) have contended that 

policymakers may devise and adopt repressive financial policies to achieve faster economic 

growth. Demirgüç-Kunt and Detragiache (1998) have also noted that financial liberalization 

increases the likelihood of a banking crisis, notably in countries characterized by weaker 

institutions. A recent meta-analysis by Bumann et al. (2013) showed that even though there is 

a positive relationship between financial liberalization and economic growth, that relationship 

is relatively weak.  

The aim of this study is to analyze the relationship between financial liberalization and 

urbanization. We do so by analyzing a panel of 90 countries. We first run a standard 

fixed-effect regression with urbanization as the dependent variable, and financial 

liberalization together with a set of control variables taken from the literature on urbanization 

as independent variables. We find a highly significant and positive relationship between 

financial liberalization and urbanization. When we test individual financial policies, we find 

that interest rate liberalization, strengthening competition in the banking sector, credit control 

liberalization, and a decrease in entry barriers in the domestic financial sector are 

significantly related to urbanization.  

We conjecture that financial policies are primarily linked to urbanization indirectly by 

way of effects on economic structure. As Johansson and Wang (2011) have shown, repressive 

financial policies can be linked to hold-ups in the process of structural transformation. Davis 
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and Henderson (2003) have argued that urbanization and economic development go 

hand-in-hand and that urbanization takes place in response to structural shift in the economy 

as well as indirectly by government policies through their effect on sector composition. 

Similarly, Michaels et al. (2012) have used both theory and empirical evidence to link 

urbanization to structural transformation (as well as differences in agriculture’s initial share 

of employment). Our study is closely related to theirs in that we show that government 

policies in the form of liberalizing financial policies are positively associated with 

urbanization. Based on these earlier studies, we can thus surmise that financial liberalization 

is positively associated with urbanization. 

Empirically analyzing the link between financial liberalization and different economic 

variables presents a number of challenges. First, there is a risk that potential omitted variables 

will influence the results. In an attempt to correctly identify correct determinants, we first 

turn to the literature on urbanization and conduct tests to select robust determinants using 

weighted-average least squares (WALS) and standard Bayesian modeling average (BMA) 

methods. Second, we may be dealing with reverse causality. It could be argued that 

urbanization drives development in the financial sector and, as a result, a need for further 

financial liberalization from the demand side. To address potential concerns for endogeneity, 

we apply a generalized method of moments (GMM) panel regression and test for 

endogeneity. When doing so, we again find that financial liberalization is significantly and 

positively associated with urbanization. We thus draw the conclusion that a decision to 

liberalize financial policies is positively associated with urbanization. 
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This study mainly contributes to two streams of literature. First, we add to the 

understanding of the macroeconomic effects of financial liberalization, in this case by 

focusing on its relationship to urbanization. Previous studies have suggested that the 

relationship between financial liberalization and economic growth may be indirect and 

non-linear in nature. For example, Huang and Wang (2011) found a u-shaped relationship 

between repressive financial policies and economic growth in China, suggesting that financial 

liberalization may have a negative effect on growth during early stages of development and a 

positive effect as an economy matures. In addition, previous studies have suggested that, 

while policies such as the removal of barriers to investments across borders hypothetically 

should result in an increase in economic growth, other constraints such as weak legal 

institutions can limit the effectiveness of such policies (Stulz, 2005; Bekaert et al., 2011; 

Carrieri et al., 2013; Moshirian et al., 2014). It is also important to understand the channels 

through which financial policies may affect economic growth. For example, and as 

mentioned earlier, Johansson and Wang (2011) have shown that financial repression delays 

the structural transformation of economies, which suggests that liberalizing financial policies 

may spur structural change, and thus economic growth. Moshirian et al. (2014) have found 

evidence supporting the argument that financial liberalization may affect technological 

innovation, and thus economic growth, and that the relationship is dependent on industry 

characteristics as well as institutional quality at the country level.  

Second, we contribute to the literature on urbanization through the analysis of one of its 

potential drivers, namely that of financial liberalization, and how this driver indirectly 
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connects to economic growth through urbanization. An early study by Pandey (1977) 

analyzed a number of potential drivers behind urbanization in India, finding a positive effect 

of industrialization, a negative effect of cropping intensity, and no effect of worker income. 

In a related paper, Moomaw and Shatter (1996) found that the urban population in a country 

is positively associated with GDP per capita, industrialization, export orientation, and 

(possibly) foreign assistance. In a study that focuses on China, Chang and Brada (2006) 

argued that lagging urbanization has mainly been due to a strict migration policy and 

ideological barriers. Hoffmann and Wan (2013), have argued that most previous studies on 

urbanization and economic development suffer from endogeneity issues, and instead chose to 

apply an instrumental variables approach to analyze the determinants of urbanization. Doing 

so, they found a positive effect of economic growth, education, and industrialization on 

urbanization.  

In addition to the studies mentioned above, a number of studies have analyzed the 

relationship between urbanization and economic growth. For example, Moomaw and Shatter 

(1996) have shown that urbanization is closely linked to economic development. McCoskey 

and Kao (1998) found that urbanization has an important impact on economic growth. Black 

and Henderson (1999) analyzed how urbanization influences the efficiency of the growth 

process and how economic growth affects urbanization patterns. One of their main findings 

was that city size in the U.S. tends to grow with the accumulation of human capital. They also 

explored how urbanization can drive income inequality. Moreover, Henderson (2003) has 

shown that the form urbanization takes and the degree of urban concentration have significant 
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effects on productivity growth, but also that productivity growth is not affected by 

urbanization per se. The relationship between urbanization and economic growth is thus still 

not resolved in the empirical research literature. Policymakers are well aware of the potential 

effects of increased urbanization on economic development. Arguably the most telling 

example is China. While urbanization has long been seen as a catalyst for economic 

development (e.g. People’s Daily, 2009), the latest change in Chinese leadership resulted in a 

much stronger focus on urbanization as a driver of economic growth, a strategy that is being 

pushed by Premier Li Keqiang (Bloomberg News, 2012; Davis, 2013). 

The rest of this paper is organized as follows. In the following section, we introduce the 

data and discuss the empirical methodology. In Section 3, we present the results from the 

initial regression model. Section 4 provides robustness checks of the empirical results from 

the baseline estimation, focusing on robustness of determinants and potential endogeneity. 

Finally, Section 5 contains our concluding remarks. 

2 Data and Econometric Framework 

2.1 Data 

We define financial liberalization as a set of policies that decreases the level of 

repression in financial system and thus indirectly promotes financial development. Typical 

repressive financial policies include regulated interest rates, credit rationing, entry barriers 

into the banking sector, capital controls, and so on. For urbanization, we follow the literature 

and concentrate on urban population as share of the total population. 
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The measure we use for financial liberalization is from Abiad et al. (2010) and consists 

of an index based on seven different repressive financial policies: credit controls; interest rate 

controls; barriers to entry in the financial sector; state ownership in the banking sector; 

supervision of the banking sector; capital account restrictions; and repression of security 

markets. Abiad et al. (2010) score each country along these seven dimensions. The score is 

graded from 0 to 3, with 0 corresponding to the highest degree of repression and 3 indicating 

full liberalization. Before including the different measures in our analysis, we normalize each 

variable into the interval of 0 to 1 by dividing each of them by 3. Thus, the higher the score, 

the lower the degree of financial repression in terms of the financial policy in question. To 

assess the impact of financial liberalization on urbanization across countries, we examine the 

effect of the aggregate index for financial liberalization as well as each individual financial 

policy.  

We have collected data for 90 countries for the period 1981 to 2005. Table 1 reports the 

summary statistics for the independent variable and the set of explanatory variables used in 

the analysis. The definition of the variables and their respective data sources are listed in 

Appendix A.1, and a list of countries included in the study is presented in Appendix A.2. The 

measure for urbanization ranges from a very low 6.5% to a full 100%. Financial 

liberalization, our main explanatory variable, ranges from 0 to 1. The individual financial 

policies we examine are: credit controls (CREDITCONTROL); interest rate controls 

(INTCONTROLS); barriers to entry in the financial sector (ENTRY); state ownership in the 

banking sector (STATEOWNERSHIP); supervision of the banking sector 
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(DISREGULATION); capital account restrictions (CAPCONTROL); and repression of 

security markets (SECURITYMKT). Each of these ranges from 0 to 1 in the data sample. 

Beside these main variables, we see a large variation in all of the remaining control variables. 

[TABLE 1 HERE] 

2.2 Econometric Framework 

Our main focus is on the relationship between financial liberalization and urbanization. 

To analyze this relationship, we use several alternative model specifications. In the 

benchmark model, we run a fixed-effect regression with urbanization as the dependent 

variable and financial liberalization as the key independent variable: 

 

     Urbanization!" = β! + β!FLIB!" + β!X!" + α! + λ! + ξ!"             (1) 

 

Here, 𝑈𝑟𝑏𝑎𝑛𝑖𝑧𝑎𝑡𝑖𝑜𝑛!" is the measurement of the urban population as share of the total 

population of country i in year t. 𝐹𝐿𝐼𝐵!"  represents the level of financial liberalization of 

country i in year t. X!" is a vector of control variables that, based on the literature on 

urbanization, could potentially be related to the urbanization process: relative income, 

measured as the ratio of per capita GDP to the US per capita GDP; the square term of relative 

income; population density; the two demographic factors young dependency ratio and old 

dependency ratio, defined as the ratio of dependents, i.e. people younger than 15 and older 
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than 64, to the total population; and openness, measured as the ratio of export and import to 

GDP.   

We also include two fixed effects: 𝛼!  is a country effect, and 𝜆! is a year effect. 

Finally, 𝜉!" in Equation (1) is an unobserved error term that changes over time and across 

countries. To deal with uncertainty of model specification and estimation, we employ a newly 

developed modeling average technique called weighted-average least squares (WALS) 

estimation, as well as the standard Bayesian model averaging (BMA) approach, which are 

discussed in more detail in Section 3.3. Doing this allows us to check the robustness of our 

baseline estimates. 

There is also a risk that the relationship between repressive financial policies and 

urbanization could be driven by reverse causation. For instance, an improvement in 

urbanization might lead to political and economic pressures to create a more efficient 

financial system that allows for reasonable competition and funding of projects based on 

market criteria, not political intervention and allocation. This suggests that an increase in 

urban population might require the alleviation of repressive financial policies to facilitate a 

more efficient allocation of financial assets in the economy. Moreover, to handle the potential 

endogeneity arising from other control variables such as GDP per capita growth, inflation and 

urbanization, etc., we employ a GMM panel estimation using instrumental variables based on 

previous realizations of relevant explanatory variables. 
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3 Empirical Analysis  

3.1 Financial Liberalization and Urbanization 

We have argued that financial liberalization affects economic sectors differently. In a 

financially repressed economy, governments may choose to repress the financial sector in 

order to allow for continued development of the industry sector while inhibiting growth in the 

domestic service sector, which in turn suppresses the movement of migrant workers from 

rural areas into the service sector, which is typically primarily located in urban areas. In this 

section, we examine the relationship between financial liberalization and urbanization. Table 

2 presents the main results from the baseline regression. Here, the dependent variable is 

urbanization.  

We start by focusing on stage of economic development (Column 1). Since the influence 

of economic development might be nonlinear in nature, we also control for the square term of 

relative income. The coefficient for relative income is negative and the square term is 

positive, suggesting that the relationship between economic development and urbanization 

does change depending on the level of economic development. Next, we control for 

demographic conditions. As shown in Column 2, this does not alter the significance of 

financial liberalization. Youth dependence ratio is positively associated with urbanization, 

while the coefficients for both population density and old dependence ratio are insignificant. 

Next, we expand the number of control variables by including two different ways to measure 

economic openness (a trade liberalization dummy and trade openness, respectively). The 
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measures of openness are both significant. Moreover, we confirm that our main hypothesis of 

a positive relation between financial liberalization and urbanization holds up and that the size 

of the estimated coefficient for financial liberalization remains almost the same. Finally, to 

examine the potential role of the government in the urbanization process, we introduce 

government spending as a percentage of GDP in Column 5. The estimation results show that 

government spending is insignificant. In addition, F-tests for the inclusion of year effects 

show that year effects are jointly significant. 

To sum up the main results from the baseline estimation, the coefficient for financial 

liberalization is positive and significant at the 1% level in all the regressions and its 

magnitude is relatively stable, suggesting that financial liberalization is significantly 

associated with an increase in urbanization. In addition, we find that economic development, 

here measured by relative income, and the youth dependence ratio are both positively related 

to urbanization. These results suggest that income growth and the age distribution of the 

population both have implications for urbanization.  

[TABLE 2 HERE] 

3.2 Individual Policies 

The empirical results so far suggest that the relationship between financial liberalization 

and urbanization is significant and positive. One potential reason for this is what has been 

discussed earlier, i.e. that financial liberalization influences structural transformation, which 

in turn can act as a driver for urbanization. In addition, repressive financial policies typically 
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result in a more inefficient asset allocation and a worsening of the distribution of economic 

opportunity among the population. That repressive policies are related to a lower level of 

urbanization is therefore quite intuitive. Why, then, do governments choose to adopt these 

policies? It has been argued that central planners devise and adopt repressive financial 

policies, such as interest rate restrictions, credit allocation regulations, capital account 

controls, and barriers to entry in the banking sector in order to achieve faster economic 

growth (Hellmann et al., 1998, 2000). In the presence of incomplete information, such 

policies can be Pareto improving by providing a direct allocation of limited financial 

resources, thereby at least partly solving the problems of market failure and financial 

instability. 

An examination of individual policy variables and their relationship to urbanization may 

shed light on the impact of specific policies and thus have significant policy implications. 

Given the potential issue of multicollinearity among the individual policy variables (Abiad et 

al., 2010), we will not include all seven variables in a single regression. We instead run 

separate regressions with urbanization as the dependent variable and each of the seven 

policies as the key explanatory variable. 

Table 3 presents the results of the regressions with the individual financial policies as 

key explanatory variables. The dependent variable is again the urbanization. The estimation 

coefficients on credit controls and barriers of entry into the banking sector are positive and 

significant at the 1% level. The coefficient on state ownership in the banking system is 

positive at the 5% level. Interest rate controls are positively associated with urbanization but 
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only at the 10% level. The coefficients for regulation, capital-account controls and 

restrictions in the security markets are positive but insignificant. One conclusion of these 

estimations is that by improving interest rate liberalization, strengthening the competition in 

the banking sector, liberalizing the credit controls, and reducing the entry barriers in the 

banking industry, governments are likely to promote further urbanization. 

[TABLE 3 HERE]  

4 Robustness Checks 

4.1 Selecting Robust Determinants Using Modeling Average 

In this section, we apply a recently developed modeling average technique called 

weighted-average least squares (WALS) estimations, as well as a standard Bayesian model 

averaging (BMA) method, to provide robustness evidence of our baseline estimates. As 

shown by Magnus et al. (2010), WALS provides a better risk profile and avoids unbounded 

risk by treating the unknown prior in a different manner. The space over which we perform 

our model selection increases linearly, rather than exponentially, in size. Therefore, WALS is 

theoretically and practically superior to the BMA method. 

Although economic theory may provide general qualitative variables, we still suffer 

from uncertainty of model specification and estimation. Modeling average is an effective way 

to deal with model uncertainty. The objective of modeling average is to find the best possible 

estimates with a framework based on a linear regression model: 
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             y = X!β! + X!β! + ε ,                               (2) 

 

where 𝑦 n×1   is the vector of the regressant, X! n×k!   and X! n×k!  are matrices 

of deterministic regressors, and 𝜀 is the unknown disturbance. X!  contains the control 

variables of interest on theoretical or other grounds, while X!  contains additional 

explanatory variables of which we are less certain. Magnus et al. (2010) call X! a focus 

regressor and X! an auxiliary regressor. 

We use two alternative specifications in the analysis. Based on the literature and our 

framework regressions, we use real relative income, and its square term as focus regressors 

and the other six explanatory variables as auxiliary regressors. In the alternative specification, 

we use all variables except the constant term as auxiliary variables. The dependent variable is 

urbanization, which we again measure as the urban population as share of the total 

population.  

[TABLE 4 HERE] 

The estimation results for the first specification are given in Table 4, which presents the 

four focus regressors and the five auxiliary regressors. Columns 1 and 3 report the estimation 

coefficients from the WALS and BMA regressions, respectively. All the regressors have the 

same signs across our estimation methods and model specifications. The coefficients for real 

income and its square term show the U-shaped relationship between economic development 
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and urbanization. Consistent with our baseline estimates, financial liberalization，the age 

dependence ratio (youth) and trade openness are positively associated with urbanization. The 

economic impact of all focus regressors does not vary much between the WALS and BMA 

regressions. Overall, the estimated coefficients are similar when using the two alternative 

methods.  

To shed light on the relative importance of each regressor, we report the t-ratio for each 

of the WALS estimates in Column 2 and the t-ratio and the posterior inclusion probability 

(pip) in Columns 4 and 5. As a rough guideline for robustness of a regressor, a value of the 

pip above 0.5 is recommended (Raftery, 1995). Table 4 shows that each focus regressor has a 

pip equal to 1, because these regressors are included in the model with probability one. 

Therefore, pip values for the three focus regressors are informative. Among the auxiliary 

regressors, financial liberalization is the most robust regressor with a WALS absolute t-ratio 

of 2.27 and a pip of 0.90. Trade openness is the second most robust regressor, with a WALS 

absolute t-ratio of 2.37 and a pip of 0.80. The youth dependence ratio is the third most robust 

regressor. The pip values for the remaining three auxiliary regressors are all below 0.5, 

suggesting statistical insignificance in the model estimation. 

To relate and compare the results directly to our previous estimates, only the constant 

term is treated as the focus regressor, whereas model selection takes place across all other 

variables. This is the common procedure when modeling average is used. As shown in Table 

5, the estimates do not vary much from those of Table 4. Looking at the pip, economic 
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development, financial liberalization, trade openness and the youth dependence ratio are the 

four most robust regressors with a score that is greater than 0.5. The remaining three auxiliary 

regressors (the old dependence ratio, population density, and road density) are not statistically 

robust. 

The results from the modeling average estimation provide further support for the 

robustness of our baseline estimates. Financial liberalization is statistically and economically 

significant in all model estimations with a posterior inclusion probability above 0.5. 

[TABLE 5 HERE] 

4.2 Testing for Potential Endogeneity  

In the previous sections, we show that financial liberalization is positively associated 

with urbanization. However, there is still a potential risk for endogeneity if the relationship 

between financial liberalization and urbanization is driven by reverse causation. An increase 

in urbanization might give rise to enhancement of financial services and lead to political 

pressure to create a more efficient financial system, which in turn allows for reasonable 

competition and the financing of projects based on market criteria rather than political 

intervention and allocation. 

It is thus necessary to further examine the potential endogeneity resulting from the 

controls other than financial repression. One way to deal with endogeneity is to use an 

instrumental variable (IV) approach. However, there may still be potential endogeneity 

problems related to other explanatory variables. Furthermore, the pure cross-country 
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regression does not exploit the time-series dimension of the sample data and, after averaging, 

the cross-country regression does not fully control for unobserved country-specific effects. 

To deal with these problems, we use a generalized-methods-of-moments (GMM) panel 

estimator for dynamic models developed by Holtz-Eakin et al. (1990), Arellano and Bond 

(1991), and Arellano and Bover (1995). Under the assumptions that there is no second-order 

serial correlation and that the instruments are uncorrelated with the error terms, system GMM 

estimates are consistent. The GMM regression is specified as follows: 

 

   𝑈𝑟𝑏𝑎𝑛𝑖𝑧𝑎𝑡𝑖𝑜𝑛!" = 𝛾! + 𝛾!𝑈𝑟𝑏𝑎𝑛𝑖𝑧𝑎𝑡𝑖𝑜𝑛!"!! + 𝛾!𝐹𝐿𝐼𝐵!" + 𝛾!𝑋!" + 𝛼! + 𝜆! + 𝜉!" .  (3) 

 

We start the examination of potential endogeneity of financial liberalization, economic 

development, trade openness and road density by employing a Wu-Hausman test. Column 1 

in Table 6 shows that the p-value of the Wu-Hausman test is 0, indicating that we cannot 

reject the endogeneity problem of these variables. Based on this, we adopt a difference and 

system GMM approach to obtain consistent estimators. In Column 2, we include all the 

variables except demographic variables as endogenous variables and use their lagged values 

in levels and lagged differences as instrumental variables for differenced and level regression. 

In Column 3, we set all the variables as endogenous variables. Since population density and 

openness are stock variables, we take population density and openness as predetermined 

variables. The p-values of AR (2) in Column2 and 3 are 0.614 and 0.649 respectively, 

indicating that there are no second order serial correlations in the residuals. The p-values of 
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the Hansen test for over-identification restrictions are 0.255 and 0.480, respectively, 

indicating the validity of the instrument variables.  

The results from the system GMM estimation in Column 3 show that the age dependence 

ratios, population density and road density are all insignificant. Economic development is 

significantly associated with urbanization, and the size of the coefficient for GDP growth 

varies with the level of economic development. More importantly, financial liberalization is 

again positively associated with urbanization and the changes in the estimated coefficients are 

small, which lends further support to our previous estimation results. 

[TABLE 6 HERE] 

5 Concluding Remarks 

It has been argued that urbanization can play an important role for economic growth in 

developing countries. At the same time, the literature on urbanization has yet to identify a 

complete set of variables that may affect the migration from rural to urban areas. This paper 

contributes to the understanding of the urbanization process by focusing on a set of policies. 

More specifically, we look at the relationship between financial policies and urbanization in a 

large country panel. We find that overall financial liberalization has a significant and positive 

effect on urbanization. We also identify several individual policies that are positively 

associated with urbanization, including interest rate liberalization, a strengthening of 

competition in the banking sector, credit control liberalization, and a reduction in the entry 

barriers to the domestic financial industry.   



	  
20	  

	  

We believe that these results have direct implications for policymakers, especially 

policymakers who work in developing countries and who are looking to increase the rate of 

urbanization in an effort to promote economic growth. A typical example of this is China, 

where a significant share of the population still resides in rural areas, and where the political 

leadership has identified urbanization as one of the key drivers of future economic growth. 

This study shows that by implementing a set of policies that center on financial liberalization, 

policymakers would be able to increase the rate of urbanization. 

 The results of the analysis in this paper lend themselves well to policy 

recommendations. However, further research is needed for us to better understand the link 

between financial liberalization and urbanization. This cross-country study should therefore 

primarily be seen as a starting point for further analysis on how financial policies affect 

migration between rural and urban areas, primarily in developing countries.  
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Appendices 

Table A.1 Sources and Description of Variables 
Variable Source Variable Description 
Financial Liberalization IMF; Abiad et al. (2010) Financial liberalization index 

Relative Income Penn World Table the ratio of per capita GDP to the US per capita GDP 

Trade Liberalization Dummy Wacziarg and Welch (2008) 

An extension of Sachs and Warner’s (1995) 

classification of trade openness based on different 

trade characteristics 

GOV WDI Government spending as share of GDP 

Unemployment WDI Total unemployment as share of the total labor force 

Openness Penn World Table Import and export as share of GDP by current PPPs 

Population Density WDI people per sq. km of land area 

Youth dependence ratio WDI 0-14 Population as percent of working age population 

Old dependence ratio WDI 
65 and above ages population as percent of working age 

population 

Road Density 

Urbanization 

WDI 

WDI 

km of road per 100 sq. km of land area 

Urban population as share of the total population 

CREDITCONTROL IMF; Abiad et al. (2010) Credit Control Index 

INTCONTROLS IMF; Abiad et al. (2010) Interest Rate Control Index 

ENTRYBERRIES IMF; Abiad et al. (2010) Index for Barriers of Entry into the Banking Sector 

DISREGULATION IMF; Abiad et al. (2010) Index for Ineffectiveness of Banking Regulation 

STATEOWNERSHIP IMF; Abiad et al. (2010) Index for State Ownership in Banking System 

CAPCONTROL IMF; Abiad et al. (2010) Capital Control Index 

SECURITYMKT IMF; Abiad et al. (2010) Index for Restrictions in Security Market 

Note: Abbreviations for data sources are: International Monetary Fund (IMF), the World Bank’s World 

Development Indicators (WDI). 
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Table A.2 Country List 
Country list of Cross Countries 

Albania Colombia Guatemala Morocco Russia 

Argentina Costa Rica Hong Kong Madagascar Senegal 

Australia Czech Rep Hungary Mexico Singapore 

Austria Germany Indonesia Mozambique El Salvador 

Azerbaijan Denmark India Malaysia Sweden 

Belgium Dominican Rep Ireland Nigeria Thailand 

Burkina-Faso Algeria Israel Nicaragua Tunisia 

Bangladesh Ecuador Italy Netherlands Turkey 

Bulgaria Egypt Jamaica Norway Tanzania 
Belarus Spain Jordan Nepal Uganda 

Bolivia Estonia Japan New Zealand Ukraine 

Brazil Ethiopia Kazakhstan Pakistan Uruguay 

Canada Finland Kenya Peru United States 

Switzerland France Kyrgyz Rep Philippines Uzbekistan 

Chile United Kingdom Korea Poland Venezuela 

China Georgia Sri Lanka Portugal Vietnam 

Cote d’Ivoire Ghana Lithuania Paraguay South Africa 

Cameroon Greece Latvia Romania Zimbabwe 
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Table 1 Summary Statistics 
Variable OBS Mean Std.Dev Min Max 

Cross-Country Data 
     

Urbanization 2225 0.566 0.225 0.064 1 

Financial Liberalization 2081 0.565 0.286 0 1 

Trade Openness 1963 0.674 0.506 0.038 4.306 

Age Dependence Ratio(Youth) 2119 0.560  0.233  0.208  1.060  

Age Dependence Ratio(Old) 2120 0.118  0.069  0.042  0.299  

Population Density 1766 1.231 1.883 .0013 17.339 

Road Density 778 66.961 92.838 0.475 501.08 

GOV 1896 0.146 0.056 0.014 0.435 

CREDITCONTROL 2081 0.386  0.352  0 1 

INTCONTROLS 2081 0.295  0.400  0 1 

ENTRYBERRIES 2081 0.321  0.364  0 1 

DISREGULATION 2081 0.676  0.332  0 1 

STATEOWNERSHIP 2081 0.552  0.401  0 1 

CAPCONTROL 2081 0.384  0.370  0 1 

SECURITYMKT 2081 0.434  0.364  0 1 

Note: See Table A.1 in Appendix for detailed information on the variables. 
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Table 2 Financial Liberalization and Urbanization 

Dependent Variable Urbanization 

 1 2 3 4 5 
Financial Liberalization 0.108*** 0.102*** 0.098*** 0.101*** 0.088*** 
 (0.018) (0.017) (0.018) (0.019) (0.018) 
Relative Income -1.750*** -1.712*** -1.710*** -1.722*** -1.720*** 

 (0.207) (0.186) (0.186) (0.187) (0.207) 

Relative Income SQR 0.105*** 0.112*** 0.116*** 0.114*** 0.111*** 

 (0.013) (0.012) (0.013) (0.012) (0.013) 

Age Dependency Ratio  0.077*** 0.081** 0.079** 0.077*** 
(Young)  (0.025) (0.040) (0.039) (0.036) 
Age Dependency Ratio  -0.024 -0.006 -0.011 -0.006 
(Old)  (0.092) (0.017) (0.017) (0.016) 
Population Density  0.061 0.058 0.055 0.051 
  (0.074) (0.080) (0.075) (0.074) 
Trade Liberalization Dummy   0.166***   
   (0.036)   
Trade Openness    0.152*** 0.210*** 
    (0.026) (0.016) 
Road Density    0.145 0.141* 
    (0.089) (0.088) 
Government Spending     0.054 
     (0.080) 
Country FE Y Y Y Y Y 
Year FE Y Y Y Y Y 
Pseudo R2 0.176 0.224 0.217 0.335 0.588 
F-Test (P-value) 
(inclusion of year effet) 

0.001 0.001 0.001 0.001 0 

Year 81-05 81-05 81-03 81-05 81-05 
Country # 86 86 83 79 79 
N 1626 1263 1124 601 447 

Note: Standard errors are reported in parentheses. The symbols *, **, and *** indicate statistical significance at 

10 percent, 5 percent and 1 percent levels, respectively. See Table A.1 in Appendix for detailed information on 

the variables. 
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Table 3 Individual Financial Policies and Urbanization 
Dependent Variable Urbanization 
 1 2 3 4 5 6 7 
CREDITCONTROL 0.127***       
 (0.004)       
INTCONTROLS  0.150*      
  (0.090)      
ENTRYBERRIES   0.145***     
   (0.070)     
DISREGULATION    0.027*    
    (0.015)    
STATEOWNERSHIP     0.019**   
     (0.009)   
CAPCONTROL      0.007  
      (0.012)  
SECURITYMKT       0.014 
       (0.015) 
Relative Income -1.710*** -1.712*** -1.720*** -1.711*** -1.711*** -1.715*** -1.717*** 

 (0.207) (0.207) (0.207) (0.207) (0.207) (0.207) (0.207) 

Relative Income SQR 0.110*** 0.113*** 0.114*** 0.111*** 0.119*** 0.117*** 0.118*** 

 (0.013) (0.013) (0.013) (0.013) (0.013) (0.013) (0.013) 

Age Dependency Ratio 0.088*** 0.087*** 0.081*** 0.080*** 0.078*** 0.079*** 0.077*** 
(Young) (0.036) (0.036) (0.036) (0.036) (0.036) (0.036) (0.036) 
Age Dependency Ratio -0.007 -0.007 -0.009 -0.010 -0.011 -0.016 -0.015 
(Old) (0.016) (0.016) (0.016) (0.016) (0.016) (0.016) (0.016) 
Population Density 0.026 0.021 0.022 0.034 0.035 0.031 0.030 
 (0.074) (0.074) (0.074) (0.074) (0.074) (0.074) (0.074) 
Trade Openness 0.190*** 0.192*** 0.186*** 0.182*** 0.181*** 0.179*** 0.188*** 
 (0.016) (0.016) (0.016) (0.016) (0.016) (0.016) (0.016) 
Road Density 0.121 0.120 0.125 0.122 0.126 0.124 0.123 
 (0.088) (0.089) (0.088) (0.089) (0.089) (0.089) (0.089) 
Country FE Y Y Y Y Y Y Y 
Year FE Y Y Y Y Y Y Y 
Pseudo R2 0.135 0.140 0.152 0.144 0.283 0.139 0.153 
F-test (P-value) 0.0002 0.001 0.0004 0.001 0.001 0.004 0.002 
Country 79 79 79 79 79 79 79 
Year 25 25 25 25 25 25 25 
N 447 447 447 447 447 447 447 
Note: Standard errors are reported in parentheses. The symbols *, **, and *** indicate statistical significance at 

10 percent, 5 percent and 1 percent levels, respectively. See Table A.1 in Appendix for detailed information on 

the variables. 
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Table 4 Modeling Average Results: WALS and BMA - Specification 1 
Regressor WALS  BMA 
  Coef. t-ratio Coef. pip t-ratio 
Focus regressors      
Constant 0.584 14.04 0.597 1 11.86 
Relative Income -1.719 -4.61 -1.184 1 -4.49 
Relative Income SQR 0.120 4.97 0.177 1 4.82 
Auxiliary regressors      
      
Financial Liberalization 0.105 2.27 0.107 0.90 2.19 
      
      
      
Age Dependence Ratio(Y) 0.086 2.22 0.086 0.78 0.27 
Age Dependence Ratio(O) -0.008 -0.20 -0.006 0.06 -0.04 
Population Density 0.025 0.11 0.021 0.06 0.08 
      
      
      
      
Trade Openness 0.189 2.37 0.196 0.80 1.58 
Road Density 0.120 0.34 0.108 0.23 1.21 

Note: Estimates and standard errors reported for WALS and BMA are not conditional on inclusion. Magnus et 

al. (2010) recommend that, since conditional moments will overestimate the impact of regressors on the 
regressant, unconditional moments should be reported. See Table A.1 in Appendix for detailed information on 

the variables. 
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Table 5 Modeling Average Results: WALS and BMA - Specification 2 
Regressor WALS  BMA 
  Coef. t-ratio Coef. pip t-ratio 
Focus regressor      
Constant 0.584 14.33 0.598 1 11.93 
Auxiliary regressors      
Financial Liberalization 0.108 2.29 0.110 0.90 2.19 
Relative Income -1.718 -4.61 -1.179 1 -4.49 
Relative Income SQR 0.115 4.97 0.117 1 4.82 
      
      
Age Dependence Ratio 0.088 2.22 0.082 0.71 0.27 
Age Dependence Ratio -0.006 -0.20 -0.008 0.06 -0.04 
Population Density 0.025 0.11 0.021 0.06 0.08 
Trade Openness 0.176 2.37 0.169 0.80 1.58 
Road Density 0.112 0.34 0.108 0.23 1.21 

Note: Estimates and standard errors reported for WALS and BMA are not conditional on inclusion. Magnus et 

al. (2010) recommend that, since conditional moments will overestimate the impact of regressors on the 
regressant, unconditional moments should be reported. See Table A.1 in Appendix for detailed information on 

the variables. 
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Table 6 Financial Liberalization and Urbanization 

Dependent Variable Urbanization 

 1  2  3  
Lag Urbanization   0.215***  0.210***  
   (0.053)  (0.051)  
Financial Liberalization 0.101***  0.122***  0.117***  
 (0.019)  (0.028)  (0.025)  
Relative Income -1.722***  -1.851***  -1.872***  

 (0.187)  (0.187)  (0.187)  

Relative Income SQR 0.114***  0.120***  0.121***  

 (0.012)  (0.012)  (0.012)  

Age Dependency Ratio 0.079**  0.068  0.065  
(Young) (0.039)  (0.039)  (0.039)  
Age Dependency Ratio -0.011  -0.026  -0.018  
(Old) (0.017)  (0.021)  (0.027)  
Population Density 0.055  0.071  0.077  
 (0.075)  (0.105)  (0.111)  
Trade Openness 0.152***  0.137***  0.133***  
 (0.026)  (0.033)  (0.036)  
Road Density 0.145  0.116  0.112  
 (0.089)  (0.183)  (0.109)  
Hausman Test (P-value) 0      
Instrument #   47  52  
AR(2) (P-value)   0.614  0.649  
Hansen Test (P-value)   0.255  0.480  
Year FE Y  Y  Y  
Year 81-05  81-05  81-05  
Countries 79  61  61  
Observations 447  325  325  
Note: Column 2 and 3 are estimated by using the STATA command xtabond2. Standard errors are reported in 

parentheses. The symbols *, **, and *** indicate statistical significance at 10 percent, 5 percent and 1 percent 

levels, respectively. See Table A.1 in Appendix for detailed information on the variables. 

 


