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Today’s Agenda

I Brief overview of firms in developing countries.

I Summary of Tybout (2000) about the major challenges facing
developing countries.

I A more detailed examination of the impact of policy distortions on
firm productivity and growth in China, India, and Mexico (Hsieh
and Klenow, 2009, 2014).

I Three papers from Section 3: Trade Liberalization, Efficiency,
Quality, and other Macroeconomic Consequences

I Pavcnik on Chile (2002), Bustos on Argentina (2011),
Khandelwal and Topalova on India (2011).



Tybout (2000 Journal of Economic Literature)

I “The Manufacturing sector is often the darling of policy makers in
less developed countries (LDCs).”

I Job creation, economic growth, technology transfer, all sort of
positive externalities.

I Developing countries’ government implemented policies to promote
manufacturing exports.

I But oftentimes, it is the domestic policy distortion that hinders the
development of manufacturing sectors.



Tybout (2000)
Benefits of Industrialization?
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Figure 1. Size of the Manufacturing Sector and Level of Development 
Source: Author's calculations based on the World Bank's World Development Indicators 1997. 

LDC manufacturers that trace to struc- 
tural characteristics of their economies 
from those induced by industrial, trade, 
or labor policies. Next, drawing on the 
available evidence, I will take up the is- 
sue of whether small firms have been 
somehow suppressed, and more gener- 
ally, whether the LDC business envi- 
ronment has bred noncompetitive pricing 
behavior and low productivity. Finally, I 
will address the question of how trade 
protection has conditioned pricing, 
efficiency, and productivity growth. 

2. The Business Environment: 
What's Different in LDCs? 

In terms of income levels and busi- 
ness environment, the countries typi- 
cally labeled "developing" are a very 

heterogeneous group. By the World 
Bank's reckoning they currently span the 
per capita income range from $US 80 
(Mozambique) to $US 8,380 (Argen- 
tina). 8 Nonetheless, looking across 
countries, some distinctive features of 
the business environment become in- 
creasingly evident as one moves down 
the per capita income scale. At the risk 
of over-simplifying, I will begin by men- 
tioning the most striking and widely 
acknowledged among them. 

Market size. Although some develop- 
ing economies are quite large, most are 
not. Hence. exceDting countries like 

8 This income range describes all countries that 
are not classified by the World Bank as high in- 
come or transition. Figures are taken from the 
World Bank's World Development Indicators 
1998. 
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Tybout (2000)
Common issues in LDCs

I Small market size

I Limited access to foreign inputs, capital, and technology

I Low rates of education

I Limited infrastructure

I Volatility/ policy uncertainty

I Bad governance



Tybout (2000)
Outcomes

I A lot of small firms (the “missing middle” phenomenon)

I A few large firms dominate policies, block entry, have special access
to governments and banks.

I Small firms grow too slowly.

I Are small firms always more efficient? Not necessarily, but some of
them are.

I Small firms account for a much larger employment share in LDCs.

I High productivity and firm size dispersion in LDCs. A symptom of
inefficient policies?

I How can trade openness help solve some of these problems?



Hsieh and Klenow (2009)
Productivity Distribution

I Is it true that developing countries tend to have a more dispersed
total factor productivity (TFP) distribution across firms?
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FIGURE II
Distribution of TFPR

For India and China, Table III gives the cumulative percent-
age of the variance of TFPR (within industry-years) explained by
dummies for ownership (state ownership categories), age (quar-
tiles), size (quartiles), and region (provinces or states). The results
are pooled for all years, and are cumulative in that “age” includes
dummies for both ownership and age, and so on. Ownership is less
important for India (around 0.6% of the variance) than in China
(over 5%). All four sets of dummies together account for less than
5% of the variance of TFPR in India and 10% of the variance of
TFPR in China.
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Hsieh and Klenow (2009)
The gains from removing policy distortion

I What is the aggregate TFP gain if all policy distortion is removed
so that marginal products of capital and labor, respectively, are
equalized across firms within sectors?

MISALLOCATION AND TFP IN CHINA AND INDIA 1421

TABLE IV
TFP GAINS FROM EQUALIZING TFPR WITHIN INDUSTRIES

China 1998 2001 2005

% 115.1 95.8 86.6

India 1987 1991 1994

% 100.4 102.1 127.5

United States 1977 1987 1997

% 36.1 30.7 42.9

Notes. Entries are 100(Yefficient/Y− 1) where Y/Yefficient = ∏S
s=1[

∑Ms
i=1( Asi

As
TFPRs
TFPRsi

)σ−1]θs/(σ−1) and

TFPRsi ≡ Psi Ysi
Kαs

si (wsi Lsi )1−αs
.

errors are to explain these results, they clearly have to be much
bigger in China and India than the United States.16

Figure III plots the “efficient” vs. actual size distribution of
plants in the latest year. Size here is measured as plant value-
added. In all three countries the hypothetical efficient distribu-
tion is more dispersed than the actual one. In particular, there
should be fewer mid-sized plants and more small and large plants.
Table V shows how the size of initially big vs. small plants would
change if TFPR were equalized in each country. The entries are
unweighted shares of plants. The rows are initial (actual) plant
size quartiles, and the columns are bins of efficient plant size
relative to actual size: 0%–50% (the plant should shrink by a half
or more), 50%–100%, 100%–200%, and 200+% (the plant should
at least double in size). In China and India the most populous col-
umn is 0%–50% for every initial size quartile. Although average
output rises substantially, many plants of all sizes would shrink.
Thus many state-favored behemoths in China and India would be
downsized. Still, initially large plants are less likely to shrink and
more likely to expand in both China and India (a pattern much
less pronounced in the United States). Thus TFPR increases with
size more strongly in China and India than in the United States.
The positive size-TFPR relation in India is consistent with Baner-
jee and Duflo’s (2005) contention that Indian policies constrain its
most efficient producers and coddle its least efficient ones.

16. In India, the variation over time is not due to the smaller, sampled plants
moving in and out of the sample. When we look only at larger census plants the
gains are 89%–123%.
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Figure 14:  Distribution of Establishment Size 
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Sources:  2010-2011 ASI-NSS (India), 1998 Economic Census (Mexico), and 1997 
Manufacturing Census (U.S.).  Plants are weighted by the per-plant value-added share of each 
four digit industry. 



Figure 3: Employment Share by Age in the Cross-Section 
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Notes: 2010-2011 ASI-NSS (India), 2003 Economic Census (Mexico), and 2002 Manufacturing 
Census (U.S.).  For India, employment includes paid, unpaid, and contract workers.  In Mexico 
employment includes paid and unpaid workers at fixed-location establishments.  For the U.S. 
employment covers all manufacturing establishments with at least one employee.



Figure 4:  Average Employment over the Life-Cycle  
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Notes:  Employment growth imputed from the 1992 and 1997 U.S. Manufacturing Censuses, the 1998 and 2003 Mexican Economic Censuses, 
and the 1994-1995 and 2010-2011 Indian ASI-NSS.  Employment of the youngest age group is normalized to 1 in each country.  We compare 
average employment per surviving plant in a later year to average employment per operating plant in the same cohort in the earlier year.  See 
text for details.



Hsieh and Klenow (2009)
Letting go the State-owned Enterprises in China1432 QUARTERLY JOURNAL OF ECONOMICS
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FIGURE IV
TFPR and TFPQ of Chinese State-Owned Firms

so four-digit industries in China. We regress the industry variance
of log TFPR on the industry share of plants owned by the state.
The relationship is positive and significant in both 1998 and 2001,
with a 1% higher state share of plants associated with about 0.7%
higher TFPR dispersion. The relationship is no longer significant
by 2005, and Figure IV shows why. State-owned plants have much
higher relative TFPR in 2005 than in 2001; some of this is due to
exit of the least productive state plants, but the figure shows a siz-
able increase in the relative TFPR of surviving plants as well.21

21. Among state-owned plants in 1998, those privatized by 2005 had 11%
higher TFPR (and 26% higher TFPQ) than state-owned plants exiting by 2005.
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Hsieh and Klenow (2009)
Reducing the licensing costs in IndiaMISALLOCATION AND TFP IN CHINA AND INDIA 1435
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FIGURE V
TFPR and TFPQ Growth in Delicensed Sectors in India

VII. ALTERNATIVE EXPLANATIONS

We now entertain alternative explanations for TFPR disper-
sion besides policy distortions and measurement error. Specif-
ically, we briefly examine varying markups with plant size,
adjustment costs, unobserved investments (such as R&D), and
varying capital elasticities within industries. All of these surely
contribute to TFPR dispersion in all three countries, but our ques-
tion is whether they might explain the wider TFPR dispersion in
China and India than in the United States.
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Pavcnik on Chile (2002)

I Estimate the effects of a decrease in domestic tariffs (increased
import competition) on firm productivity.

I Hypothesize that the increased import competition after
liberalization may have the following consequences:

I Inefficient producers may be forced out of the market (the
extensive margin emphasized by Melitz (2003)).

I Lower output prices cause domestic producers to increase
output, and move down their average cost curve (due to
increasing returns to scale).

I Increase competition causes plants to ”trim their fat” (reduce
X-inefficiencies.)

I May import ”better” inputs.



Chile’s Trade Policy

I Between 1974 and 1979 Chile underwent significant trade
liberalization.

I Tariffs were reduced to 10% across the board by 1979.

I From 1983 to 1984 tariffs increased to 35%.

I By 1985, tariffs were reduced to 20%.

I Pavcnik’s analysis examines 1979 to 1986.



Estimating Plant-Level Productivity
A challenging task

I Production function of a plant (in log):

yit = β0 + βxit + βkkit + ωit + µit

I xit are variable factors of production.

I kit is the plant’s stock of capital.

I ωit is plant-specific productivity, which is known to the plant, but
not to the econometrician.

I µit is a productivity shock unknown to the plant or the
econometrician.



Estimation Biases

I The first and foremost fundamental issue: How to tackle price and
quality differences across firms?

I Simultaneity bias:

I ωit will affect a firm’s choice of inputs (materials, labor, and
capital) as well as output.

I Therefore, β and βk will be biased upward.

I Selection bias:

I All else equal, given a low realization of productivity, firms
with more capital are more likely to continue to operate.

I The expected productivity of an operating firm is decreasing in
its capital stock and βk will be biased downward.



Solutions?

I There are a lot of technical details in the paper, which we will skip.

I The basic idea is to find an exogenous variable to serve as an
instrument (that affects productivity but not output).

I Pavcnik (2002) argue that investment will affect capital stock next
period but not this period, which appears to satisfy the exogeneity
criteria of an instrument.

I In particular, Pavcnik estimates the following equation

yit = β0 + βxit + βkkit + ωit + µit

yit = β0 + βxit + βkkit + θit (kit , iit) + µit ,

I where the productivity term ωit is now replaced by θit (kit−1, iit−1) is
a polynomial of both kit−1 and iit−1

I e.g., δ2k2
it−1 + δ3k3

it−1 + δ4k4
it−1 + γ2i2it−1 + γ3i3it−1 + γ4i4it−1



Estimation Procedures

I She estimates the production function in two stages:

I The first stage is to obtain β (the elasticity on labor and
material).

I The second stage is to obtain βk , with the probability of
survival taken into account.

I With β, βk , and the polynomial formula, firm productivity can
be calculated.



Production Function Estimates
PAVCNIK TRADE LIBERALIZATION 261 

TABLE 2(a) 

Comparison of the semiparametric estimates of production functions 

(1) (2) 

Coef. S.E. Coef. S.E. 

Food Unskilled labour 0.153 0007 0-081 0-012 
processing Skilled labour 0.098 0.009 0.119 0.011 

Materials 0.735 0.008 0.723 0.011 
Capital 0.079 0.034 0.070 0.030 
N 7085 2806 

Textiles Unskilled labour 0.215 0.012 0.183 0.020 
Skilled labour 0.177 0.011 0.166 0.015 
Materials 0.637 0.097 0.626 0.014 
Capital 0.052 0.034 0.056 0 032 
N 4265 1591 

Wood Unskilled labour 0.195 0.015 0.149 0.023 
Skilled labour 0.130 0.014 0.134 0.023 
Materials 0.679 0.010 0.654 0.019 
Capital 0.101 0.051 0.107 0.020 
N 2154 692 

Paper Unskilled labour 0.193 0.024 0 120 0.032 
Skilled labour 0 203 0.018 0.224 0.025 
Materials 0.601 0.014 0.594 0.023 
Capital 0.068 0.018 0.138 0.046 
N 1145 494 

Chemicals Unskilled labour 0.031 0.014 0.018 0.017 
Skilled labour 0.194 0.016 0.188 0.019 
Materials 0.673 0.012 0.666 0.018 
Capital 0.129 0.052 0.138 0.021 
N 2087 1247 

Glass Unskilled labour 0426 0.035 0.400 0.049 
Skilled labour 0.183 0.036 0.132 0.059 
Materials 0 522 0.024 0.489 0.038 
Capital 0.142 0.053 0.113 0.040 
N 666 294 

Basic metals Unskilled labour 0.121 0.041 0.117 0.063 
Skilled labour 0.117 0.043 0.116 0.074 
Materials 0.727 0.032 0.753 0.037 
Capital 0.110 0.051 0.079 0.029 
N 255 158 

Machinery Unskilled labour 0.178 0.015 0.089 0.021 
Skilled labour 0 202 0.012 0.231 0.016 
Materials 0.617 0.009 0.626 0.013 
Capital 0.051 0.013 0.119 0.057 
N 3268 1520 

Note: All standard errors are bootstrapped using 1000 replications. 

and the bar over a variable indicates a mean over all plants in a base year. So, Yr is the 
mean log output of plants in my base year, 1979, and Yr is the predicted mean log output in 
1979. This productivity measure presents a logarithmic deviation of a plant from the mean 
industry practice in a base year. 

To check the importance of productivity gains stemming from the reshuffling of 
resources from the less to more efficient plants I compute aggregate industry productivity 
measures for each year. In a given year the aggregate industry productivity measure Wt is 
a weighted average of the plants' individual unweighted productivities prit with an indi- 
vidual plant's weight sit corresponding to its output's share in total industry output in a 



The Effects of Trade Liberalization (Import Competition)

I Regression specification:

prit = α0+α1 (Time)it+α2 (Trade)it+α3 (Trade × Time)it+α4Zit+νit

I prit is the productivity of plant i in year t.

I Timeit is a vector of year indicators.

I 1979 is the omitted (baseline) category.

I Tradeit is a vector of trade-orientation indicators.

I Non-traded industries is the omitted category.
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Findings and Concerns

I Core result: large productivity improvements for import competing
plants, but not for exporting plants.

I Issues:

I Chiles currency appreciated significantly in 1980 and 1981, and
then depreciated in 1982.

I Because the price of exports rise, this will decrease the demand
of exporting plants (relative to non-traded goods plants).

I Because imported goods are now cheaper, this will also
decrease the demand of import competing plants.

I Lower demand may result in lower productivity.



Khandelwal and Topalova (2011)

I Explore the 1991 IMF-imposed trade liberalization in India.

I Before 1991, India’s trade regime was among the most restrictive.

I By end of 1980s, only 12% of manufactured products could be
imported under general licenses.

I Balanced-of-Payment crisis (rising current account deficits) in
1990-91.

I Turned to the IMF for conditional loans, which required macro
stabilization policies and structural reforms.

I From 1990 to 1996, the average tariffs dropped from 87% to 43%.
Standard deviation of tariffs dropped by 30%.



3 Different Tariff Measures

1. Output tariffs: simple or weighted averages of official tariff rates, at
the industry level.

2. Input tariffs:

input tariffjt =
∑
s

αjs × output tariffst

3. Effective rate of protection (ERP) proposed by Max Corden (1966):

erpjt =
output tariffjt − input tariffjt

1 − αjs

αjs =share of input s in the value of output j .



Output Tariffs, Input Tariffs, and Effective Rates of
Protection

India remained committed to further trade liberalization,
and since 1997 there have been further adjustments to
import tariffs. However, at the time the government
announced the export-import policy in the Ninth Five-Year
Plan (1997–2002), the sweeping reforms outlined in the
previous plan had been undertaken, and pressure for further
reforms from external sources had abated. In particular, if
policy decisions on tariff changes across industries were
indeed based on expected future productivity or on industry
lobbying, isolating the impact of the tariff changes would
be difficult. Simply comparing productivity in liberalized
industries to productivity in nonliberalized industries would
possibly give a spurious correlation between total factor
productivity (TFP) growth and trade policies.

To check the validity of the empirical strategy, we exam-
ine the correlation between output tariffs and effective rates
of protection with past industry-level performance during
two periods: the period before and immediately after the
crisis (1989–1996), when India’s trade policy was signifi-

cantly affected by externally imposed benchmarks, and the
period 1997–2002, when external pressure was virtually
absent. Indeed, we provide evidence that in contrast to the
immediate postreform period, subsequent tariff reductions
under the Ninth-Year Plan appear to have been selectively
manipulated to protect less efficient industries.

III. Related Literature, Empirical Strategy, and Data

Most theoretical models of trade predict that liberaliza-
tion will increase productivity. This increase can occur
through several possible channels. First, competition from
trade reforms could result in a reallocation of resources
from less productive to more productive firms (Melitz,
2003; Melitz & Ottaviano, 2008). Trade reforms are likely
to increase within-firm productivity as well. Increased com-
petition may force firms to improve their efficiency by mov-
ing down their average cost curves (Helpman & Krugman,
1985), force firms to focus on their core competency pro-
ducts (Bernard, Redding, & Schott, 2006), reduce manage-
rial slack and generate x-efficiency gains (Hicks, 1935), or
raise innovation incentives among domestic producers in
order to deter entry from foreign competitors (Aghion et al.,
2005).5

In addition to the pro-competitive effects of trade, theore-
tical models predict productivity gains resulting from better
access to superior inputs and technology that increase tech-
nical efficiency.6 This channel may be particularly salient
for developing countries that have emerged from import
substitution policies under which firms faced significant
technological constraints because of inadequate access to
imported inputs.

TABLE 1.—INDIA’S OUTPUT TARIFFS, EFFECTIVE RATES OF PROTECTION, AND INPUT TARIFFS

Output Tariff S.D. Tariff ERP S.D. ERP Input Tariff S.D. Input Tariff

Year (1) (2) (3) (4) (5) (6)

1989 0.97 0.41 0.93 0.43 0.36 0.09
1990 0.87 0.40 0.86 0.42 0.31 0.08
1991 0.89 0.39 0.89 0.41 0.31 0.08
1992 0.63 0.36 0.60 0.17 0.22 0.06
1993 0.82 0.42 0.77 0.22 0.30 0.08
1994 0.62 0.43 0.59 0.19 0.21 0.06
1995 0.47 0.30 0.44 0.16 0.17 0.05
1996 0.43 0.29 0.42 0.19 0.14 0.04
1997 0.35 0.25 0.34 0.15 0.11 0.03
1998 0.35 0.24 0.35 0.14 0.11 0.03
1999 0.34 0.16 0.34 0.14 0.12 0.03
2000 0.34 0.19 0.33 0.12 0.12 0.03
2001 0.35 0.20 0.33 0.12 0.12 0.03
1989–1996 0.70 0.42 0.68 0.35 0.25 0.10

Table reports the mean and standard deviation of tariffs across industries. Columns 1–2 report statistics for tariffs. Columns 3–4 report statistics for the effective rate of protection; see equation (3). Columns 5–6
report statistics for input tariffs; see equation (4). Input tariffs are constructed using the 1993–1994 Input-Output Transactions Matrix for India. Authors’ calculations from data.

FIGURE 1.—1987 INDUSTRY TARIFFS AND SUBSEQUENT DECLINES

Source: Topalova (2007).

5 We note that the core competency channel, however, is unlikely to
explain the findings in the context of India. See GKPT (2010a) for more
details.

6 See Ethier (1982), Grossman and Helpman (1991) and Rivera-Batiz
and Romer (1991).
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The Effects of Trade Liberalization (Import Competition)

I Unit of observation: firm i in industry j , year t

I Main specification:

yijt = α + βl lijt + βppijt + βmmijt + βkkijt + ωijt + εijt

I lijt stands for labor, pijt = power and electricity expenditure, mijt =
materials; kijt = capital



Main Results

of policy: trade policy was determined in the Second Five-
Year Plan and never changed, even as the circumstances
and natures of the industries evolved. Their evidence, com-
bined with table 2, suggests that the differential tariff
changes across industries between 1991 and 1997 were as
exogenous to the state of the industries as a researcher
might hope for in a real-world setting.

Finally, we investigate whether policymakers adjusted
tariffs in response to industry productivity levels. If this
were the case, one should expect current productivity levels
to predict future measures of trade protection. Therefore, we
calculate industry-level productivity as the sales-weighted
average of firm TFP. We then regress industry-level output
tariffs, input tariffs, and ERP in period t þ 1 on industry-
level productivity in period t, controlling for industry and
year fixed effects and weighting each industry by the number
of companies in the industry for the particular year. The
results are presented in table 3. The correlation between
future trade protection and current productivity is indistin-
guishable from 0 for the 1989–1996 period for all three mea-
sures used in the study. The pattern, however, is quite differ-
ent for the 1997–2001 period. Here, the coefficient on
current productivity is negative and significant at the 5%
level, suggesting that trade policy may have been adjusted to
reflect industries’ relative performance.20 This test implies
that to identify correctly the effect of trade policies on pro-
ductivity, one should restrict attention to the period immedi-
ately before and after the major trade reforms (1989–1996).
In each specification, we use lag tariffs because the trade
reform was implemented toward the end of 1991 (initiated
in August 1991) and because productivity is unlikely to have
adjusted instantaneously.

IV. Results

A. Trade Policy Measures and Productivity

Output tariffs. The results from estimating equation (2)
for the period 1989 to 1996 with output tariffs as a measure
of protection are presented in panel A of table 4. The
regression in column 2 includes four-digit NIC industry
fixed. Column 3 includes firm-level fixed effects, and in
column 4 we repeat the analysis on the balanced panel of
companies. In column 5, we control for lagged productivity
to address the potential problem of serial correlation in
equation (2) (see Fernandes, 2007). However, including the
lagged dependent variable in a fixed-effects model renders
the estimates inconsistent, and so columns 6 and 7 adopt a
GMM procedure that instruments the lagged dependent
variable with one and two lags, respectively (see Arellano
& Bond, 1991). The related specification tests are also pre-
sented. Finally, column 8 presents estimates from the direct
approach of estimating the productivity impacts of trade
reforms in which the measures of trade policy are included

TABLE 3.—TRADE POLICY ENDOGENEITY: CURRENT PRODUCTIVITY AND SUBSEQUENT

TRADE POLICY

1989–2001 1989–1996 1997–2001
Period (1) (2) (3)

A: Output Tariffs
Productivity �0.133** �0.033 �0.177***

[0.054] [0.070] [0.067]
Observations 1,413 913 500

B: Input Tariffs
Productivity �0.032** �0.025 �0.047**

[0.016] [0.024] [0.019]
Observations 1,359 878 481

C: Effective Rates of Protection
Productivity �0.211** �0.068 �0.235**

[0.097] [0.138] [0.093]
Observations 1,347 870 477

The table regresses industry-level output tariffs (panel A), input tariffs (panel B), and effective rates of
protection (panel C) in period t on industry-level productivity in period t þ 1. Industry-level productivity
is calculated as a real sales-weighted average of firm-level TFP. All regressions include industry and year
fixed effects and are weighted by the number of firms in each industry for each particular year. Standard
errors are clustered at the industry level. Significant at *10%, **5%, ***1%.

TABLE 2.—DECLINES IN TRADE PROTECTION AND PRE-REFORM INDUSTRIAL CHARACTERISTICS

Log Real
Wage

Share of
Nonproduction

Workers

Capital
Labor
Ratio

Log
Output

Factory
Size

Log
Employment

Growth in
Output,

1982–1987

Growth in
Employment,
1982–1987

Observations
in Each

Regression
(1) (2) (3) (4) (5) (6) (7) (8) (9)

A: Output Tariffs
0.049 0.300 0.000 0.002 0.000 �0.028 0.000 0.001 135
[0.069] [0.425] [0.033] [0.035] [0.000] [0.024] [0.000] [0.001]
B: Input Tariffs
0.096** 0.553 0.011 �0.007 0.000 �0.033 0.000 0.000 129
[0.045] [0.347] [0.019] [0.010] [0.000] [0.020] [0.000] [0.000]
C: Effective Rates of Protection
0.039 0.348 �0.006 0.018 0.000 �0.031 0.000 0.001 129
[0.130] [0.864] [0.059] [0.060] [0.000] [0.046] [0.001] [0.001]

The data used in this table are from the 1987 ASI, which covers all mining and manufacturing industries. Each cell represents a separate regression on either output tariffs (panel A), input tariffs (panel B), or effec-
tive rates of protection (panel C) on the variable in the column heading. The number of observations is reported in column 9 (note that the number of observations for regressions in column 6 is 1 less than that
reported column 9). All regressions include indicators for industry use type: capital goods, consumer durables, consumer nondurables, and intermediate. The regressions are weighted by the square root of the number
of factories. Robust standard errors are reported in parantheses. Significant at *10%, **5%, ***1%.

20 In an alternative specification available on request, we also condition
on the current tariff, thus de facto performing a Granger causality test.
These results indicate that conditional on current tariffs, current produc-
tivity adds no information to the explanation of movements of future tar-
iffs in the 1989–1996 period. However, from 1997 to 2001, there is a
strong, statistically significant relationship between current productivity
and future tariffs.
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Robustness Checks

studying firm entry and exit (see the previous discussion).
Nevertheless, column 4 provides some evidence against
the selection channel by reestimating equation (2) on a con-
stant set of firms. Notice that the coefficient on tariffs is vir-
tually unchanged. This suggests that while the exit of less
efficient companies might contribute to improvements in
productivity, it does not drive the results within this sample.
Sivadasan (2009) also finds little evidence of the across-
firm reallocation mechanism using the representative ASI
database.22

Controlling for lagged productivity or using the Arellano-
Bond estimator (columns 5–7) yields estimates that are
similar in magnitude and statistically significant. Finally,
the impact of trade policy on productivity when estimated
using the direct approach is substantially larger in magni-
tude. Note, however, that the estimates in the direct and
indirect approach are not easily comparable, as the direct
approach assumes the same production function across all
industries and does not control for firm fixed effects.

Effective Rates of Protection. Focusing on nominal out-
put tariffs may give a misleading picture of the impact of

the comprehensive trade liberalization in India if the com-
petitive pressure on the output side was undermined by the
availability of cheaper inputs. To capture the net competi-
tion effect of trade reform, panel B of table 4 presents the
results from estimating equation (2) using effective rates of
protection as a measure of trade liberalization.23 Lower
effective rates of protection increase firm productivity: a
10% reduction in ERP leads to a 0.25% increase in TFP.
The estimated effects are similar in magnitude and robust
across all specifications. The estimations using this alterna-
tive measure of trade protection also suggest that the pro-
ductivity effect comes from changes within the firm.

Input Tariffs. While the effective rates of protection
reveal the net competition effect of trade liberalization, it is
interesting to separate the impact of lowering output tariffs
versus lowering tariffs of intermediate inputs. We therefore
reestimate equation (2) including both output and industry
input tariffs and present the results in table 5. The inclusion
of the input tariff slightly reduces the estimated impact of
output tariffs, though the differences are not statistically
significant. Reductions in both output and input tariffs lead
to higher productivity levels, but the coefficient on input
tariffs is larger than the coefficient on output tariffs across
all specifications. Using the estimates in column 3, which

TABLE 5.—OUTPUT AND INPUT TARIFFS ON TOTAL FACTOR PRODUCTIVITY

(1) (2) (3) (4) (5) (6) (7) 8

Lagged Dependent
Variable AB1 AB2

Direct
Approach

Lagged output tariff �0.011 �0.066*** �0.032* �0.046** �0.020 �0.036** �0.059*** �0.157***
[0.022] [0.018] [0.017] [0.018] [0.014] [0.014] [0.016] [0.040]

Lagged input tariff 0.060 �0.508*** �0.480*** �0.276** �0.464*** �0.257** �0.278** �0.292
[0.075] [0.107] [0.098] [0.108] [0.090] [0.107] [0.117] [0.201]

Lagged TFP 0.307*** 0.455*** 0.384***
[0.045] [0.068] [0.073]

Private group firm �0.022* �0.026**
[0.012] [0.011]

Government owned �0.121*** �0.135***
[0.030] [0.032]

Foreign 0.034* �0.008
[0.020] [0.019]

Medium �0.026* �0.031**
[0.014] [0.015]

Small �0.056*** �0.089***
[0.017] [0.018]

Industry FEs Yes Yes
Firm Fes Yes Yes Yes Yes Yes
Year FEs Yes Yes Yes Yes Yes Yes Yes Yes
Balanced panel Yes
AR1 �5.087 �5.048
AR2 �0.729 0.413
Observations 14,648 14,648 14,648 7,958 11,399 8,539 6,279 11,928

Table reports regressions of firm productivity on lagged output and input tariffs. All regressions include firm age and age squared, and the ‘‘private stand alone’’ and large are the omitted firm characteristics. In col-
umns 6–7, the Arellano-Bond estimator is presented using one and two lags, respectively. Column 8 uses the direct method for estimating the productivity impact of tariffs, as explained in the main text. Robust stan-
dard errors are in parentheses. Standard errors are clustered at the firm level in columns 1–5. Standard errors in column 8 are bootstrapped using the block-bootstrapping method described in Efron and Tibshirani
(1994), which takes into account the serial correlation in the data by keeping all observations that belong to the same firm together. Significance: *10%, **5%, ***1%.

22 To further check the selection story, we decompose aggregate pro-
ductivity by the intensive and extensive margins using the methodology
in Olley and Pakes (1996) and Pavcnik (2002). This exercise confirms
that virtually all aggregate productivity gains occurred because of
improvements in average firm productivity rather than because of reallo-
cation. The high barriers to exit in the Indian economy are one potential
explanation for this finding.

23 Note that unlike output tariffs, ERP suffers from potentially impor-
tant measurement error as they were calculated using the input-output
matrix from 1993. Thus, we are abstracting from the variation in ERP due
to changes in an industry input mix.

1003TRADE LIBERALIZATION AND FIRM PRODUCTIVITY



Differential Effects across Industries
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TABLE 6.—TRADE LIBERALIZATION AND INDUSTRY CHARACTERISTICS

Basic,
Intermediate and

Capital Goods

Consumer
Durables and

Consumer
Nondurables

Highly
Regulated
Pre-1991

Less
Regulated
Pre-1991

Export
Oriented

Non–Export
Oriented

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11) (12)

A: Output Tariffs
Lagged tariff �0.092*** �0.089*** �0.004 �0.005 0.016 �0.009 �0.058*** �0.071*** 0.096 �0.152 �0.066*** �0.060***

[0.020] [0.017] [0.040] [0.027] [0.075] [0.038] [0.018] [0.015] [0.147] [0.144] [0.017] [0.015]
Observations 7,050 3,135 4,796 1,949 1,024 451 12,689 5,431 891 367 10,632 4,603

B: Output and Input Tariffs
Lagged tariff �0.082*** �0.104*** 0.026 0.050 �0.020 �0.011 �0.028 �0.055*** 0.097 �0.146 �0.054*** �0.066***

[0.020] [0.019] [0.049] [0.037] [0.160] [0.062] [0.018] [0.017] [0.147] [0.140] [0.017] [0.017]
Lagged input tariff �0.202 0.303** �0.511*** �0.608*** �0.593* �0.370 �0.499*** �0.233** �1.109** �0.356 �0.331*** �0.026

[0.155] [0.145] [0.183] [0.175] [0.328] [0.318] [0.116] [0.113] [0.561] [0.582] [0.118] [0.114]
Observations 7,011 3,114 4,681 1,894 957 418 12,602 5,388 852 346 10,517 4,548

Table reports regressions of firm productivity on lagged output and input tariffs by industry characteristics. All regressions include firm age, age squared, and firm and year fixed effects. Even-numbered columns present the Arellano-Bond estimator with two lags. Robust stan-
dard errors in parentheses. Standard errors are clustered at the firm level in odd-numbered columns. Significance: *10%, **5%, ***1%.
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Differential Effects across Firms

and consumer nondurables and consumer durables, which
remained relatively protected from foreign competition. If
NTBs were an important part of trade protection in India,
one would expect the roughly similar tariff reductions
across the broad industry groups to have a differential
impact on productivity. Table 6 confirms that this is indeed
the case. The table presents the results from estimating
equation (2) for the two sets of industries separately, with
firm fixed effects in columns 1 and 3 and the Arellano-Bond
estimator in columns 2 and 4.26 Panel A in table 6 presents
the result with output tariff as a measure of trade protection,
and panel B includes both output and input tariffs.27 The
impact of the reduction in output tariffs and effective rates
of protection is much larger for basic, intermediate, and
capital goods industries, and there is no evidence that these
tariff reductions resulted in substantial increases in produc-
tivity in the consumer goods category. The impact of input
tariffs is not precisely estimated for the basic, intermediate,
and capital goods industries.

Domestic industrial policy may have also affected the
way firms responded to foreign competition. In particular,
we examine whether the productivity impact of trade
reforms was related to the extent to which an industry was
subject to licensing at the onset of the trade liberalization
reforms.28 Following Aghion et al. (2005) and using various
publications of the Government of India’s Handbook of
Industrial Statistics, we construct an industry-level license
variable that denotes the share of products within a four-
digit industry that were subject to licensing. Aghion et al.
(2005) find that delicensing was associated with significant

entry into an industry. We define highly regulated industries
as of 1989 as those for which 100% of products are subject
to licensing and split the sample according to this criteria.
Not surprisingly, the competitive pressure of trade reforms
did not spur productivity gains in firms in the most regu-
lated industries, as they were unable to change their produc-
tion technology, input mix, or manufacturing scale. The
results are presented in columns 5 to 8 of table 6. Since the
regulation status of an industry in 1989 was potentially cor-
related with other factors that might have affected firms’
response to tariff reductions, it is difficult to attach a causal
interpretation to results. Nevertheless, it is consistent with
cross-country evidence presented by Bolaky and Freund
(2004) that the growth effect of trade depends on a coun-
try’s business regulation.

One might also expect the impact of reductions in trade
protection to be larger for industries that actually compete
with foreign imports. In columns 9 to 12 of table 6, we rees-
timate equation (2) for export-oriented and nonexport-
oriented industries (which include import-competing and
nontraded industries).29 As expected, the disciplining effect
of trade liberalization is much larger for the nonexport-
oriented industries.

C. Trade Reform and Firm Characteristics

The results establish that certain industry characteristics
such as regulatory burden, exposure to NTBs, and exporting
status play a role in the transmission of the trade liberaliza-
tion shock. In this section, we examine the impact of the
liberalization across firms of different sizes and ownership
status. Firms are classified as either domestic or foreign and
placed into one of the three firm size categories. The results
are presented in table 7. For each subgroup of firms, we esti-
mate equation (2), allowing for firm and year fixed effects in
the odd-numbered columns and using the Arellano-Bond
estimator for the even-numbered columns.

TABLE 7.—TRADE LIBERALIZATION AND FIRM CHARACTERISTICS

Domestic Foreign Large Medium Small

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10)

A: Output Tariffs
Lagged tariff �0.062*** �0.068*** 0.041 �0.039 �0.096*** �0.045** �0.033 �0.093*** �0.065* �0.031

[0.018] [0.016] [0.037] [0.034] [0.033] [0.018] [0.021] [0.021] [0.036] [0.047]
Observations 13,618 5,718 1,190 637 2,673 1,538 7,474 3,572 4,661 1,245

B: Output and Input Tariffs
Lagged tariff �0.041** �0.061*** 0.047 �0.028 �0.078** �0.016 �0.012 �0.087*** �0.034 �0.053

[0.019] [0.018] [0.041] [0.039] [0.034] [0.019] [0.022] [0.025] [0.036] [0.049]
Lagged input tariff �0.508*** �0.301** �0.058 �0.134 �0.289* �0.452*** �0.449*** �0.345* �0.802*** 0.119

[0.102] [0.123] [0.351] [0.227] [0.158] [0.112] [0.134] [0.195] [0.245] [0.242]
Observations 13,485 5,657 1,163 622 2,649 1,523 7,394 3,531 4,605 1,225

Table reports regressions of firm productivity on lagged output and input tariffs by firm characteristics. All regressions include firm age, age squared, and firm and year fixed effects. Even-numbered columns pre-
sent the Arellano-Bond estimator with two lags. Firm sizes are classified as follows: small if average sales over the sample are less than the median, medium if sales are larger than median but less than the first per-
centile, and large if sales in the first percentile. Robust standard errors are in parentheses. Standard errors are clustered at the firm level in odd-numbered columns. Significance: *10%, **5%, ***1%.

26 For brevity, we present the results from the Arellano-Bond estimator
with two lags in the remaining specifications since the related specifica-
tion test is rejected for some subsamples when using only one lag.

27 For brevity, the remaining tables do not report the ERP estimates, but
the qualitative message from the ERP regressions is similar to the output
tariff regressions.

28 The licensing of industries, outlined in the Industries (Development
and Regulation) Act of 1951, was one of the most important tools of the
Indian government to control private enterprise in India. According to the
act, a license was required in order to establish a new factory, expand
capacity by more than 25% of existing levels, or manufacture a new pro-
duct (Aghion et al., 2005).

29 Nouroz (2001) provides a classification of industries in India by
export orientation.
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