-0 svidincl-Algmemimg overnment

2. This idea is expressed in specific form in Black and Kraakman 1996. It
also emerges from conversations with a minister, discussing development of
competition law, to wit: “We don’t have administrators or judges who can an-
alyze market definition, market shares, or the like, so we need competition
rules that avoid standards like ‘tend to monopolize’ or ‘unfair trade.’”
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Napoleon, Bourses, and Growth,
with a Focus on Latin America

Ross Levine

Developing countries’ stock markets accounted for a disproportion-
ately large share of the late 1990s boom in global stock market activ-
ity. The value of equity market transactions in emerging economies
soared from about 2 percent of the world total in 1986 to 12 percent
in 1996.! This boom was accompanied by an explosion of interna-
tional capital flows, especially flows into developing country stock
markets. Net private capital flows to developing nations had jumped
tenfold over the previous decade, exceeding $250 billion in 1996.?
Moreover, while equity flows had been a negligible part of capital
flows to emerging markets in the mid-1980s, equity flows represented
about 20 percent of private capital flows to developing nations by
1996. In the late 1990s, however, the dramatic financial disturbances
emanating from Asia curtailed some capital flows and raised ques-
tions about the role of financial markets.

These developments raise critical questions for policymakers.
Are developing country stock markets simply casinos where foreign-
ers place bets? Or do developing countries themselves reap large be-
nefits from liquid equity markets? If better stock markets are impor-
tant catalysts of economic development, what can policymakers do to
improve the functioning of their bourses?

In addressing these policy issues, this essay makes three points.

1. First, stock market development, especially stock market lig-
uidity, exerts a positive, first-order impact on economic development.
A growing body of research supports the view espoused by Walter
Bagehot more than one hundred years ago: better-functioning finan-
cial markets cause faster economic growth.

2. Second, particular laws and regulations materially affect the
operation of stock markets. Cross-country differences in Jaws concern-
ing the rights of shareholders—especially minority shareholders—help
explain the level of stock market development. Also, countries with
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companies that provide high-quality, comprehensive, and comparable
financial statements tend to enjoy better-developed stock markets
than countries where regulatory systems are less effective in encour-
aging firms to publish useful information. Thus, governments can aug-
ment the functioning of private markets and thereby boost economic
growth by effectively protecting property rights and facilitating the
dissemination of information. In sum, countries where legal codes
stress the rights of shareholders, and where the regulatory system rigor-
ously encourages corporate information disclosure, tend to have beiter-
developed financial markets.

3. Third, relatively uninformative financial statements, com-
bined with relatively weak legal protection of minority shareholders,
help account for the comparably underdeveloped state of Latin
America’s stock exchanges and its disappointingly slow growth.
These characteristics can in part be traced to the influence of the
French legal tradition on Latin America’s legal and regulatory sys-
tems. The French-Napoleonic legal tradition is in fact strongly associ-
ated with relatively underdeveloped financial systems.> Once we ex-
amine the strong empirical connection between the legal and
regulatory environment, the financial system, and growth, Latin
America’s legal and regulatory systems stand out as deserving particu-
larly careful scrutiny as it seeks to accelerate economic development.

Methodologically, the essay primarily uses cross-country com-
parisons based on data from forty-five countries over the period
1976-94. Each country is one observation. Two major weaknesses of
this methodology are that it does not provide a detailed evaluation of
the particular circumstances of any individual country and it focuses
attention on Latin America as a region instead of on individuai coun-
tries. The strength of this analysis is that it places Latin America in an
international context. The cross-country comparisons suggest an ur-
gency that would not emerge from a country-specific study. Latin
America, on average, has notably weaker legal codes in terms of the
protection of minority shareholders than does the rest of the world
To an even greater degree, Latin American companies tend to pub-
lish lower-quality and less comprehensive financial statements. The
results offer a broad reform strategy but not a precise blueprint of
how to reform the policies of any particular country.

Sections I and II discuss the theories and empirical evidence re-
garding the relationship of stock markets and banks with economic
growth. The issue here is not whether stock prices efficiently reflect
expectations about future corporate profits or whether quickly rising
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stock prices are good or bad. The issue is whether a well-developed
stock market—a market where it is relatively easy to trade ownership
of the country’s companies—helps that country grow faster.

The data summarized in section II show that, even after control-
ling for many factors associated with growth, stock market liquid-
ity —as measured both by the value of stock trading relative to the size
of the market and by the value of trading relative to the size of the
economy —is positively and significantly correlated with future rates
of long-run economic growth. A growing body of microeconomic ev-
idence supports this finding. These results are consistent with the
view that a greater ability to trade ownership of an economy’s com-
panies facilitates faster economic growth. Moreover, the level of
banking development—as measured by bank loans to private enter-
prises divided by gross domestic product (GDP)—also helps in pre-
dicting economic growth. Since measures of stock market liquidity
and banking development both enter the growth regressions signifi-
cantly, the findings suggest that banks provide different financial ser-
vices from those provided by stock markets. Banking and stock mar-
ket development in developing countries tend to complement each
other, not substitute for one another.

Since better stock markets seem to boost economic develop-
ment, policymakers have a responsibility to implement legal, regula-
tory, and policy reforms that promote healthy stock market develop-
ment. Researchers similarly have a responsibility to identify such
reforms. Thus, section III examines the relationship between stock
market development and both the legal rights of shareholders and
the degree to which the regulatory regime successfully encourages
firms to publish comprehensive financial statements.

The data presented in section III suggest a strong link between
stock market development and a country’s legal and regulatory envi-
ronment. Countries where the legal system emphasizes the rights of
minority shareholders, and where the regulatory/accounting regime
produces high-quality information about firms, have larger stock
markets (where size is measured both by market capitalization and
by the number of primary market issues). Furthermore, the relation-
ship between accounting standards and stock market liquidity is sig-

- nificant and economically meaningful. The data imply that one stan-
_ dard deviation increase in information disclosure increases liquidity
- by the median value of the sample.

Next, section III confronts the issue of causality, tracing the impact

- of the legal and regulatory environment on stock market development
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and the quali’gy of published information on firms without funda-
mentally altering }egal codes. These suggestions may offer practical
venues for boosting financial system development and growth.

and ultimately on economic growth. Specifically, I use as instrumental
variables measures of the legal rights of minority shareholders and the
regulatory regime’s ability to encourage high-quality corporate reports
as a way of extracting the exogenous component of stock market de-
velopment —that is, the component of stock market development that
is defined by the legal and accounting environment.

There are good reasons to use measures of the legal and regula-
tory environment as instrumental variables. First, they are direct pol-
icy levers. Second, the current legal/regulatory environment has been
heavily influenced by legal heritage. In particular, La Porta et al.
(1997, 1998) show that differences in the legal treatment of share-
holders as well as in the quality of corporate annual reports are sys-
tematically linked to the country’s legal origin. Based on the work of
legal scholars, they categorize countries as having predominantly
English, French, German, or Scandinavian legal origins. Since most
countries obtained their legal systems through occupation and colo-
nization, and since these systems vary little over time, the legal vari-
ables can be treated as exogenous for the 1976-93 period. Section III
shows that the exogenous component of stock market develop-
ment—the component of stock market development defined by the
legal and accounting regime—is in fact positively associated with
long-run economic growth. (The econometric specification passes the
test of the overidentifying restrictions: the specific legal variables
used in this essay do not influence growth beyond their influence on
financial development, eliminating simultaneity bias as an explana-
tion of the correlation.)

The impact of the exogenous component of stock market devel-
opment on economic growth is positive, statistically significant, ro-
bust, and economically meaningful. The results imply that if Latin
America as a whole could implement regulatory reforms that im-
prove the quality of its corporate statements from its current value of
48 to the average for the Organization for Economic Cooperation
and Development (OECD [65]) this would boost stock market lig-
uidity and thereby accelerate real per capita GDP growth by 0.5 per-
centage points per year. This would be a very large impact, consider-
ing that median real per capita GDP growth for the whole sample is
only about 1.9 percent. The limitations of the study are discussed in
section I'V.

Section V provides policy recommendations and attempts to go
beyond the specific legal and regulatory variables used in this essay.
There may be ways to improve the position of minority shareholder:

.Theory: Stock Markets and Economic Development

inance and Growth: A Theoretical Overview

There are good theoretical reasons for believing that the financial
ystem influences the rate of economic growth.* In a frictionless
orld, capital would flow toward the most profitable activities and it
ould be easy to write and enforce contracts that align the interests
f managers and owners. Similarly, in a frictionless world individuals
0stl§s§ly diversify and pool risks and easily find buyers or sellers for
ecurities at well-known prices. But the world is not frictionless.
There. are large costs associated with researching firms. There are
arge information and contracting costs associated with monitoring
anagers and encouraging them to act in the best interests of firm
wners. It is expensive to mobilize capital from disparate savers.
urthermore, an array of costly contractual and institutional arrange-
ents must arise to reduce the costs to savers and investors of pool-
g r15k§ and trading securities. Financial contracts, markets, and in-
rmefharies have emerged to mitigate the negative consequences of
ese information, transaction, and contracting costs.® These financial
‘arrangements can reduce the adverse effects of market frictions on
resource allocation and growth.

 Countries have different financial systems due to differences in
legal tradition, politics, policies, natural resource endowments, and
perhaps historical accident. Financial systems differ in their abili,ty to
ilden?ify profitable ventures, mobilize capital to fund those ventures
’r‘no.n'ltor and create appropriate incentives for corporate managers’
facilitate risk management and transactions, and augment the easé
;and confidence with which agents can exchange assets. These differ-
ences may have profound implications for economic growth.

Theoretical Issues: From Stock Market to
Economic Growth

An. impqrtant channel via which financial systems affect economic
activity is through productivity. For example, Joseph Schumpeter
([1912] 1934, 74) argued that “the banker, therefore, is not so much
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primarily a middleman. . . . He authorises people, in the name of so-
ciety as it were, [to innovate].” Thus, financial markets are not simply
pipes via which funds flow. According to Schumpeter, better financial
systems will find better-quality investments, so that better financial
markets boost overall economic development by boosting productiv-
ity growth.

Better-functioning equity markets may also affect productivity.

Many profitable investments require a long-term commitment of
capital, but investors are often reluctant to relinquish control of their

savings for long periods. Liquid equity markets make long-term in-
vestment more attractive because they allow savers to sell equities
quickly and cheaply if they need access to their savings. At the same
time, companies enjoy permanent access to capital raised through eq-
uity issues. By facilitating longer term, more profitable investments,
liquid markets improve the allocation of capital and thereby boost
productivity growth.”

Stock markets may also exert a positive impact on productivity
growth by stimulating the acquisition of information about firms.
Specifically, investors want to make a profit by identifying underval-
ued stocks and exploiting this information by buying or selling equi-
ties quickly and cheaply in liquid markets. If markets are liquid, this
will create incentives for investors to evaluate firms energetically. Al-
ternatively, if markets are illiquid, investors have fewer incentives to
undertake the costly process of researching firms because they will
not be confident about exploiting any information advantage they
have garnered in the market.® Thus, by stimulating the acquisition of
information about firms, liquid stock markets can improve the allo-
cation of capital.

Adverse Implications of Stock Markets"
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that stimulate productivity growth. Since more liquidity makes it eas-
ier to sell shares, some argue that more liquidity reduces the incen-
tives of shareholders to undertake the costly task of monitoring man-
agers (Shleifer and Vishny 1986; Shleifer and Summers 1988; Bhide
1993). In turn, weaker corporate governance impedes effective re-
source allocation and slows productivity growth.

Theory: Stock Markets and Banks May Not Be Substitutes

Traditionally, development specialists have focused on banks, viewing
stock markets as unimportant sideshows. They note that much more
corporate capital is raised from banks than from equity issues. This

~ traditional view ignores an important point: stock markets may pro-
~ vide different financial services from banks. Put differently, stock

markets may positively affect economic development even though
not much capital is raised through them. For instance, stock markets

- may play a more prominent role in easing the risk of trading and

boosting liquidity. In contrast, banks may focus more on establishing
long-run relationships with firms and monitoring managers. To grow,
ecopomies need both liquidity and information about managers and
projects.

The point is not to draw too sharp a line between banks and mar-
kets. Like stock markets, banks help savers diversify risk and provide
liquid deposits, which assists economic activity. Like banks, stock

~ markets may stimulate the acquisition of information about firms be-
~ cause investors want to make a profit by identifying undervalued
~ stocks. The point is simply to highlight the empirical nature of the
-questions at hand. Do stock markets boost economic development?
~ Do stock markets boost economic development independently of the

_ level of banking development? Are there interactions between stock
 markets and banks?

Contentious theoretical debate exists, however, about the impact of
financial systems in general and stock markets in particular on eco-
nomic development.’ Theory suggests that greater stock market lig-
uidity has ambiguous effects on savings: if greater liquidity boosts the
returns to investment, this increase in returns has ambiguous effects
on saving rates due to well-known income and substitution effects.
So, to the extent that financial development boosts investment re-
turns, it is unclear what will happen to saving rates.!°

Moreover, theoretical debate exists about whether greater stock
market liquidity actually encourages a shift to higher-return projects

~ ll. Evidence on Stock Markets, Banks, and Economic Growth

] Substantial evidence supports the view that better financial systems
in general and stock markets in particular boost economic growth.
~ Levine (1997) compiles and analyzes this evidence. This section pre-
_ sents figures summarizing the main cross-country findings on stock
markets and growth based on data on a maximum of forty-five
_countries over the period 1976-93.1' The section also presents new
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cally, Volatility is a twelve-month rolling standard deviation estimate
that is based on market returns, where the return series is cleansed of

monthly means, and twelve months of autocorrelations (Schwert
1989).

evidence on the impact of primary market development on economic
growth, in contrast to past work, which has focgsed e.xcluswely on
secondary market development. I also summarize microeconomic
and time-series evidence regarding the link between stock markets
and growth. Special attention is given to the joint role of banks and o
stock markets in facilitating economic development. Liquidity and Growth

This subsection begins an assessment of whether developing country
stock markets are simply casinos where an increasing number of for-

eigners are coming to place bets or whether the developing countries
~ themselves reap large benefits from having access to liquid stock
markets. The data suggest that stock markets are not simply casinos.
~ There is a very strong link between stock market liquidity and future
~ long-run growth.
‘ Figure 1 shows that countries that had relatively liquid stock ex-
- changes in 1976 tended to grow much faster over the next eighteen
years. To illustrate this, I use Value Traded for the thirty-eight coun-
tries with data in 1976. The countries are first ranked by the liquidity
of their stock markets. The first group has the nine most illiquid mar-
 kets, the second group has the next ten most illiquid markets, the third
_ group has the next ten, and the final group has the nine countries with
he largest value-traded ratios. Figure 1 shows there is a systematic re-
lationship between initial liquidity and future real per capita GDP
_growth.1
For developing countries, the returns to boosting stock market
quidity may be large. Here, it is important to note that the strong
ink between liquidity and growth remains strong even after con-
rolling for cross-country differences in inflation, fiscal policy, politi-
al stability, education, the efficiency of the legal system, exchange
ate policy, and openness to international trade, as shown in Levine
nd Zervos 1998a. Thus, it is not that stock market liquidity is merely
ighly correlated with the nonfinancial factors that are the real
auses of economic growth. Raising stock market liquidity may inde-
endently produce big growth dividends. For example, regression
nalyses imply that if Mexico’s value-traded ratio in 1976 had been
he average of all thirty-eight countries (0.06 instead of 0.01), the av-
rage Mexican’s income would be 8 percent greater today. This fore-
ast must be viewed cautiously, however, since it does not specify how
enhance liquidity. Nevertheless, the example does illustrate the po-
ntially large economic costs of policy, regulatory, and legal impedi-
ents to stock market development.

Measures of Stock Market Development

This essay uses two measures of stock markc?t liquidity. The ﬁrgt
equals the total value of the trades of domestic stock on dlcz)mes’gc
stock exchanges divided by GDP and is called Value Trad.ed. Whllf'l
it is not a direct measure of trading costs or the uncertainty associ-
ated with trading on a particular exchange, theoreticalimodels of
stock market liquidity and economic growth directly motivate Value
Traded (Levine 1991; Bencivenga et al. 1995). Value Traded measures
trading volume as a share of national output .and sh(?uld therefore
positively reflect liquidity on an economywide bE}Sl.S. .The value-
traded ratio is likely to vary with the ease of trading: if it is costly and
risky to trade, there will tend to be less trading. .

The second measure of stock market liquidity, Turnover, <?quals
the value of domestic shares traded on domestic exchanges €11v1ded
by the value of listed shares. While Value Traded captures .tradmg r.el-
ative to the size of the economy, Turnover measures trading relat'lve
to the size df the market. Thus, a small, liquid market will have high
Turnover but small Value Traded. '

To measure the size of the secondary market, I use Capitalzzq-
tion, which equals the value of listed domestic shares on domestic
exchanges divided by GDP. Although large ma'rkets dp not neces-
sarily function well,-and taxes may distort incentlyes to list on the ex-
change, many observers use Capitalization as an indicator of market

lopment.
deveTopmeasure the size of the primary market, I use IPO, which
equals the number of initial public offerings of §h_ares in ea.ch coun-
try relative to the size of the population (in millions). While initial
public offerings may reflect many phenomena, I Waqted to get some
indication of external equity financing. This measure is taken from I.,a
Porta et al. 1997. Whereas the other stock market indicators are avf'ul-
able for the period 1976-93, IPO is measured only over the period
mid-1995 to mid-1996 due to data availability.'® B .

Finally, I use a measure termed stock return volatility. Specifi-
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Fig. 1. Stock market liquidity predicts growth

Size, Volatility, and Growth

Other measures of stock market development do not tell the same
story. For example, stock market size, as mea.sured by market caplta'l-
ization divided by GDP, is not a good predlctf).r of future economic
growth (fig. 2) and greater stock return vol‘atlht.y does not forecast
poor economic performance (fig. 3). Countries .w1th large stock mgr};
kets appear to be no more likely to grow qulckl.y than those w1’ck
small ones. Nor does there seem to be a strong link bet\{v?en stoc

market volatility and economic growth. Liquidity —the ability to buy

Stock Market Capitalization

Very large l J

Very small r \
o 1 2 3 4
Per Capita GDP Growth, 1976—93

Fig. 2. Market size does not predict growth
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Fig. 3. Market volatility does not predict growth

and sell equities easily—is what exhibits the strong connection to
long-run growth.

IPOs and Growth

This essay also examines for the first time the relationship between
the primary equity market and long-run growth. With the full sample
of countries, there is not a clear positive link between IPO and
growth, as illustrated in figure 4. This lack of a strong link is sup-
ported by regression analyses that control for other country char-
acteristics. However, it is important to note that two countries skew
these results. Taiwan and Korea are the fastest growers but have vir-
tually no recorded IPO activity over the limited time period for
which there are data. If these two countries are omitted, the positive
relationship between growth and IPO becomes stronger, as shown in
table 1. Table 1 presents regression results of average annual real per
capita GDP growth over the 1976-93 period (GROWTH) on IPO,
while controlling for an assortment of other country characteristics.
There is one observation per country. I follow the standard cross-
country growth literature in controlling for a range of other country
characteristics (e.g., Barro and Sala-i-Martin 1995; Easterly and
Levine 1997; and Levine and Renelt 1992). In regression 1, I control
for the logarithm of initial real per capita GDP (Income), the loga-
rithm of secondary school enrollment (Enrollment), and the number
of revolutions and coups per year (Revolutions). Regression 2 also
includes the average annual inflation rate (Inflation) and the ratio of
central government spending to GDP (Government). Regression 3
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Fig. 4. Primary market activity and growth

TABLE 1. Primary Market Activity and Growth, 1976-93

Dependent Variable: Average per
Clz)ipita GDP Growth, 1976-93

1 2 3
4
0.116 0.117 0.12
‘ (3.43) (2.89) (4.(2)32
iti —0.017 -0.017 —0.

Initial Income - ((2).56) o 08

F; llment 0.012 0.012 —0.012

i (0.98) (0.97) —(0.97)
Revolutions -0.022 —0.022 —0.0%7

-(2.74) —(2.50) -(2.77)

i 0.000 0.002
Inflation _03%) (2.48)1

—0.007 —0.0

Government 016 a60)
i —0.058

Black Market Premium e
3

0.004 0.004 0.00:

o (2.21) (2.09) (1.78)
I {0.035} {0.046} {0.087}

z;va * 0.38 0.38 0.71

Notes: Number of observations = 34. These regressions om1; IKoreaeaEdl;l;;:
O = initi i i million population; Initial Income =
wan. [IPO = initial public offerings per e el secondery
i iti i DP; Enrollment = logarithm o
rithm of Initial real per capita GDP; : . < oo yoar: I
3 ions = ber of revolutions and coups p 3
hool enrollment; Revolutions = num n ol
;(;tion = average annual inflation rate; Govemmer.xt = central gox};«:rzlr(n:larkﬁ
penditures as a share of GDP; Black Market Premium = average bia

premium.
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also adds the average annual black market exchange rate premium
(Black Market Premium).

In table 1, IPO is positively and significantly correlated with eco-
nomic growth in regressions 1 and 2 at the 5 percent significance level
when Taiwan and Korea are excluded. When also controlling for
Black Market Premium, the P-values rise to 0.087. This suggestive
though still inconclusive evidence calls for further study of the ties
between long-run growth and primary market development. In sum,
the above analysis focuses the growth spotlight on stock market lig-

uidity and leaves, at least for now, other characteristics of stock mar-
kets in the shadows.

Stock Markets, Banks, and Growth

This analysis may elicit the following skeptical inquiry. Is there really
an independent link between stock market liquidity and growth or is
stock market development merely highly correlated with banking
sector development? Perhaps banks are the real financial engines of
growth and stock markets are mere sideshows. Indeed, figure 5 shows
that countries with well-developed banking systems—as measured by
bank loans to private enterprises as a share of GDP—tend to grow
faster than countries with underdeveloped banks.!5

Empirically, the effect of stock markets on growth can be distin-
guished from the impact of banking development. To show this, the
thirty-eight countries were divided into four groups. The first group
had greater than median stock market liquidity (as measured by
Value Traded) in 1976 and greater than median banking develop-
ment. Group 2 had liquid stock markets in 1976 but less than median
banking development. Group 3 had less than median stock market
liquidity in 1976 but well-developed banks, Group 4 had illiquid stock
markets in 1976 and less than median banking development.

Countries with both liquid stock markets and well-developed
banks grew faster than countries with both illiquid markets and un-
derdeveloped banks (fig. 6). More interestingly, greater stock market
liquidity implies faster growth regardless of the level of banking de-
velopment. Similarly, greater banking development implies faster
growth regardless of the level of stock market liquidity. If one uses

Turnover, one gets the same results. Moreover, after controlling for

other country characteristics such as initial income, schooling, politi-

cal stability, and monetary, fiscal, trade, and exchange rate policies,
the data still indicate that there is a strong link to growth for each of
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Fig. 5. Size of banking sector predicts growth
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Fig. 6. Growth, stock markets, and banks

the two measures of financial sector development (as shown in
Levine and Zervos 1998a).

Growth: Potential Interactions between Banks
and Markets

The strong, positive link between economic growth and both st(?ck
market and banking sector development suggests a two-part question
about the interactions between stock markets and banks.
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Will an increase in banking development have a bigger (smaller)
impact on growth in the presence of a relatively well developed
stock market and will an increase in stock market development
have a bigger (smaller) impact on growth in the presence of a
relatively well developed banking sector?

To study this question, I used interaction terms. Specifically, let
SMI stand for Stock Market Indicator, which can equal Capitaliza-
tion, IPO, Value Traded, or Turnover. Let Bank equal the bank de-
velopment indicator, that is, bank credit to the private sector divided
by GDP. Finally, let X equal a matrix of control variables such as ini-
tial income, the level of schooling, and indicators of political stability
as well as monetary, fiscal, trade, and exchange rate policies. Then the
following cross-country regressions were run.

GROWTH = a(X) + b(SMI) + c(Bank) + d(SMI*Bank) + u,

where u is the regression residual. If the coefficient, d, on the inter-
action term, SMI*Bank, is positive, this would imply that an increase
in stock market development, SMI, would have a bigger positive im-
pact on Growth for a higher level of banking development. This was
not the case, however. In all specifications, the coefficient on the in-
teraction term, d, was highly insignificant. Taken together with the
findings reported earlier, the data suggest that stock markets and
banks are positively associated with growth. The data do not support
the view that an improvement in stock market development will pos-
itively affect growth more in a country with a well-developed bank-
ing system. In sum, it is not stock markets versus banks; it is stock
markets and banks. Each of these components of the financial system
is an independently strong predictor of growth.

Other Evidence

Although I will present new evidence on causality, it is worth high-
lighting the results of a growing body of empirical literature. Using
different empirical methodologies, a variety of authors present evi-
dence consistent with the view that finance causes growth. Taking a
microeconomic approach, Rajan and Zingales (1998) show that, in
countries with well-developed financial systems industries that are
naturally heavy users of external financing grow relatively faster than
other industries. Alternatively, in countries with poorly developed
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financial systems industries that are naturally heavy users of external
financing grow more slowly than other industries. Furthermore,
Demirgiic-Kunt and Maksimovic (1988) show that firms in countries
with better-developed financial systems grow faster than they could
have grown without this access. Also, in an innovative event study,
Jayaratne and Strahan (1996) show that when individual states of the
United States relaxed intrastate branching restrictions, the quality of
bank loans rose and per capita GDP growth accelerated. Further-
more, Levine (1998, 1999), using instrumental variables to extract the
exogenous component of financial development, shows that the ex-
ogenous component of financial development is strongly, positively
correlated with economic growth. On causality, Hansson and Jonung
(n.d.), Neusser and Kugler (1998), Rousseau and Wachtel (1998a),
and Wachtel and Rousseau (1995) find that financial intermediation
Granger-causes economic performance. Levine, Loayza, and Beck
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s}fgt:;é)gn;ﬁgz :nd on to economic growth. Specifically, T study whether
component of stock market develo
t—the com-
ponent of stock market develo i ith o n
‘ pment associated with the legal
regulatory environment—explains long-run economic growthg n

Overview

f::v ci:;scrcibed }l)delecrlldon et al. (1982) and Berman (1983), Roman
: ompiled under the direction of the Byzanti ;
tinian in the sixth century. As i ems aross thes
_ - A8 particular problems a h
Europe during subse i 5 adaptey oy
. quent centuries, Roman law was ad
modified. Eventually, individua] co i zed indivicuat 1o
| , untries formalized individua]
codes. In the seventeenth and ei i andimane
] . ghteenth centuries, the Sca dinavi
countries codified their national laws, The S inavi ol syt
: . . candinavian legal
has remained relatively unaffected by the sweeping inﬂueng:essﬁttel?el

(2000) and Beck, Levine, and Loayza (2000) use dynamic panel
econometric procedures to control for both potential endogeneity
.and omitted variable biases. They show that financial development
exerts a causal impact on economic growth. Rousseau and Wachtel
(1998b) use time-series procedures and show that equity market de-
velopment causes growth. Finally, the microeconomic studies of
Rajan and Zingales (1998) and Demirgiic-Kunt and Maksimovic
(1998) also suggest a causal link running from financial development

to economic growth. Thus, while there is still some room for skepti- -
cism, a growing and diverse literature is consistent with the view that
better financial systems cause faster economic growth. '

German and especially English and French legal traditions.

Ihe lg ?‘E)i;)léog d@rectled the writing of the French Civil Code in 1804
0de 1s relatively short and meant to be accessi .

' ssible t
igtzeneral public. Napoleop Wwas very proud of the Civil Code aenc? sti'fvf/3
.S bermanence as more important than the fleeting nature of his mil-

quered territories, .
ill. The Legal Environment and Stock Market Development Low Countries, andTglf,P;};;s;ﬁZ ngp?iog:t;ié: eI;?gl’ chc)lla.lfdl’ thflb
i . ed its lega
Since the financial system importantly influences economic develop-
ment, policymakers have a responsibility to implement legal, regula-
tory, and policy reforms that promote healthy financial sector devel-
opment. In turn, researchers have a responsibility to identify legal,
regulatory, and policy reforms that promote healthy financial sector
development. This section examines the relationship between the
legal/accounting environment and stock market development.
Specifically, I quantify the link between stock market development
and (1) measures of the legal treatment of shareholders and (2) the ef-
fectiveness of the accounting system in providing comprehensive an
comparable information about firms to investors. Finally, I trace th
link from the legal and regulatory environment through stock mark

Almost a century later, Bismarck dj iti
Im ater, irected the writing of th -
man Civil Code, a massive effort that began in 1871 and wgs com;lgtzrd

’ . countries as havin redomi-
antly English, French, German, or Scandinavian legal origéill?ls, baseti
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on the work of legal scholars. Since the English, French., and Qe.rman
systems were spread primarily through conquest and 1rr'1per1ahsm, I
view legal origin as an exogenous “endowmept” in studying the rela-
tionship between the legal system and financial sector dth?lopment.

La Porta et al. (1998) show that legal origin mater.lally mﬂuen'ces
both the legal treatment of shareholders and regulations governing
corporate information. English law countries have laws that empha-
size the rights of minority shareholders to a greater de'gr'ee than the
French, German, and Scandinavian countries. French civil 1avY coun-
tries protect shareholders the least, with German and Scaqdmawan
civil law countries falling in the middle. In terms 9f reg}llatlons gov-
erning corporate information disclosure, coymtnes with a French
legal heritage have the lowest quality informatilon. La Porta et al. a.lso
examine the quality of law enforcement; while legal cc?des_ are im-
portant, effectively and efficiently enforcing those 'laws is critical for
financial sector operations. They find that countries with a Fren‘ch
legal heritage have the lowest quality of law enf.o.rcement, while
countries with German and Scandinavian legal traditions tend to be
the best at enforcing contracts. Thus, legal heritage .importanFly
shapes the current legal/regulatory environment governing financial
sector transactions.

1. The legal environment: Data. Consider the connegtiqn 'between
the legal protection of minority shareholders and the liquidity of eq-
uity markets. Conceptually, legal systems that protect sharpholdgrs,
especially minority shareholders, encourage grea‘ger participation.
Shareholders exercise their power by voting for directors. Thus, to
quantify the legal treatment of shareholders I use five measures of
their voting rights.!® .
PROXY equals one if shareholders can ghoose to vote by. either
showing up in person (or sending an authorized representative) or
mailing in their vote. PROXY equals zero if sh_a.rehc?lders cannot vote
by mail. This can impede shareholder participation because they
must either attend the meeting or go through the legal procedure of
designating an authorized representative. '
CUMULATIVE equals one if the company law or cqmmerc1al
code allows shareholders to cast all their votes for one candidate, anfi
zero otherwise. The ability to vote all of one’s shares for one candi-
date may make it easier for minority shareholders to put their repre-
sentatives on boards of directors. '
BLOCKED equals one if the company law or commercial code
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does not allow firms to require that shareholders deposit their shares
prior to a general shareholders’ meeting, thus preventing them from
selling those shares for a number of days, and zero otherwise. When
shares are blocked in this manner, the shares are kept in custody until
afew days after the meeting. This practice prevents shareholders who
do not bother to go through this arduous exercise from voting.

MINOR equals one if the company law or commercial code
grants minority shareholders either a judicial venue in which to chal-
lenge the management decisions or the right to step out of the com-
pany by requiring the company to purchase their shares when they
object to certain fundamental changes (such as mergers, asset dispo-
sitions, and changes in the articles of incorporation). The variable
equals zero otherwise.

MEETING equals one if a shareholder is entitled to call for an
extraordinary shareholders’ meeting with a minimum percentage of
ownership share capital of less than 10 percent; it is zero otherwise.
The minimum percentage of ownership share capital that entitles a
shareholder to call for an extraordinary shareholders’ meeting ranges
from 1 to 33 percent, with a median of 10 percent. Mexico has the

- highest value in the sample of countries. Presumably, the harder it is

for minority shareholders to call a meeting and contest management
the less attractive it will be for agents to participate in equity markets.

SRIGHTS aggregates these five indicators into a conglomerate
index of shareholder rights.

2. The regulatory/accounting environment: Data. Besides the legal
rights of shareholders, it is important to consider the availability of in-
formation about firms. Information about corporations is critical for
exerting corporate governance and identifying the best investments.
These activities will be facilitated by accounting standards that sim-
plify the interpretability and comparability of information across cor-
porations. Furthermore, many types of financial contracting use ac-
counting measures to trigger particular actions. These types of
contracts can only be enforced, and will only be used, if accounting
measures are reasonably unambiguous. Since accurate information
about corporations may improve financial contracting and intermedi-
ation, this section examines the quality, comprehensiveness, and com-
parability of information disclosed through corporate accounts using
a measure from La Porta et al. 1998, Accounting standards differ
across countries, and governments impose an assortment of regula-
tions regarding information disclosure and accounting standards.
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Thus, measures of the quality of information in corporate financial
statements also reflect the regulatory system.

ACCOUNT is an index of the comprehensiveness and quality of
company reports. The maximum possible value is ninety and the min-
imum is zero. The Center for International Financial Analysis and
Research assessed general accounting information, income state-
ments, balance sheets, funds flow statements, accounting standards,
and stock data in company reports in 1990. Given the importance of
information in financial contracting, I expect ACCOUNT to be posi-
tively correlated with stock market activity.

3. Summary statistics on the legal and accounting environment.
Table 2 provides summary statistics on SRIGHTS and ACCOUNT.
The data are sorted by region. There is substantial cross-country vari-
ation, where the maximum value is 5, the minimum value is 0, and the
standard deviation is about 1.2. Belgium, Italy, and Mexico (all coun-
tries with a French-origin legal system) are countries where
SRIGHTS equals the minimum value of 0, indicating that their legal
systems do not stress the rights of minority shareholders. In contrast,
the legal codes of the United States stress the rights of shareholders,
such that SRIGHTS = 5.

The French legal tradition is clearly evident in Latin America.
This region’s legal system places comparatively less emphasis on the
legal rights of shareholders, particularly minority shareholders, than
those of other regions do (table 2). The average value of the
SRIGHTS indicator of the legal protection of shareholders equals
two in Latin America, which is the same as in France and about equal
to the average of French civil law countries (table 3). It is also im-
portant to note the cross-Latin America variation. The legal codes of
Argentina, Brazil; and Chile place a comparatively high priority on
minority shareholder rights, while Colombia, Mexico, and Venezuela
are far below the international average.

As with other French civil law countries, Latin America tends to
provide less comprehensive and comparable information about cor-

porations to investors, as shown by the low value of ACCOUNT in
table 2. The Latin American average of forty-eight is about the same

as the average for all French civil law countries, fifty-one (table 3).

Latin America’s comparatively weak legal protection of share-

holders and its relatively uninformative accounting systems evidently
have a price: comparatively poor stock markets. Latin America’s
stock markets over the period tended to be smaller (Capitalization,

TABLE 2, Summary Statistics by Country Groups

CAPITALIZATION

ACCOUNT ENFORCE

SRIGHTS

Region

IPO VALUE TRADED TOR: VOLATILITY

0.09

2.06 0.36 0.67

0.61

69.00 7.44

2.86

East Asia

0.14
0.31
0.20
0.06
0.06
0.11

0.23
0.27
0.36
0.06
0.09
0.50

0.02
0.01
0.04
0.02
0.00
0.04
0.00
0.01

0.11

0.16
0.05
0.21
0.40
0.06
0.13

513
6.31
6.91
4.55
595
3.59
6.34
5.54

48.43

45
54

2.00

Latin America

0.20
0.00
0.35
0.05
0.03
0.13
0.00

Argentina
Brazil
Chile

52
50
60
38
40

Colombia
Mexico
Peru

0.08

0.09

0.09

Venezuela

0.05

0.12 0.29

1.17

0.29

9.07

65.48

2.33

OECD

Sub-Saharan

0.08

0.05 0.02 0.04

0.48

4.82

64.50

3.25

Africa

0.05

1.10 0.05 0.30

0.21

4.79

52.50

2.67

Other

“Turnover Ratio.
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IPO) less active (Value Traded), and more volatile (Voée;tilzit}g ;21?;1

i 1d, as shown in table 2. Fi A
h rkets of other regions of the world, ‘ . —
; gelrrll:ral index of the efficiency of the lega.l syste‘m in enf.orc1lr;g con
tracts (ENFORCE) is also notably lower 1nhLat1n Azlnen(‘:a. ; ;nerélé

tendencies
ized by La Porta et al. (1997, 1998), t ese :

frlaliselgi)ackyto Latin America’s French legal heritage, as illustrated by

table 2.

Regressions of Stock Market Size on Legal and
Accounting Variables

Table 3 presents cross-country regressions thatfe)}clanlil?ekrincgeﬂrl;ggz-
i the legal rights of shareholders, -
ously the connection between : 1 the ac
i i t size. The dependent variable
counting regime, and stock marke '
ther Cagpitaglization or IPO. As regressors, each of the regressions

TABLE 3. The Legal Determinants of Market Size

Dependent Variable
Capitalization IPO
Independent 5
\er?:ble ® @ (€) M @ ©)
- —5.34 -4.82 —5.56
- =072 - —0.28 0.49 5.3
‘ (0.296) (0.469) (0.439) (2.068) (2.39;) %gggi
{0.020} {0.556} {0.276} {0.014} {0.052) X
- 58 0.22 0.32
0.09 —0.04 0.01 0.
INCOME (0.034) (0.064) (0.063) (0.235) (0.281) (gggg?
{0.011} {0.534} {0.818} {0.018} {0.444)} {o.
) 059 042
0.10 0.08
SRIGHTS (0.036) (0.032) (0.160) (g(l)ggi
{0.006} {0.016}) {0.001} {o.
0.07 0.05
0.02 0.01
ACCOTNT (0.005) (0.004) (0.019) (0.0ig) ’
{0.002} {0.010} {0.002} {0.019)
Number of a . .
i 44 39 39
R20bservatlons 0.21 0.28 0.36 03 0.3 0.38

Note: Standard errors appear in parentheses. P-values are in braces.
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includes a constant and INCOME. I control for INCOME since the
overall level of economic development may influence stock market
size. I want to isolate the relationship between market size and both
the legal rights of shareholders, SRIGHTS, and the quality of corpo-
rate financial statements, ACCOUNT. Regression 1 includes the con-
stant, INCOME, and SRIGHTS. Regression 2 includes a constant,
INCOME, and ACCOUNT. Regression 3 includes all of the explana-
tory variables. :

The data indicate a strong link between SRIGHTS and AC-
COUNT. Both SRIGHTS and ACCOUNT enter all of the regres-
sions with positive and significant coefficients (at the 0.05 level).
Even after controlling for the level of real per capita GDP, countries
with legal systems that emphasize the rights of shareholders—espe-
cially minority shareholders—enjoy larger markets. Similarly, coun-
tries that have regulatory/accounting regimes that produce compar-
able and comprehensive information about firms tend to have larger
stock markets. The data also suggest that the links are economically
large. For instance, a one standard deviation increase in ACCOUNT
(12) translates into a 0.144 rise in Capitalization (0.144 = 12 x 0.12),
which is a bit less than the median value of Capitalization (0.19).

Regression of Stock Market Liquidity on Legal and
Accounting Variables

The data also indicate a strong link between stock market liquidity
and the availability of high-quality information about firms. As
shown in table 4, there is a statistically significant relationship be-
tween ACCOUNT and the two measures of stock market liquidity,
Value Traded and Turnover, when controlling for the legal rights of
shareholders. In contrast, shareholder rights do not have a Very ro-
bust link with stock market liquidity. This differs from the results re-
ported in table 3, where SRIGHTS were strongly linked to market
size. Thus, good information (ACCOUNT) is strongly linked to both
market size and liquidity, while SRIGHTS is strongly associated with
overall market size (table 3) but not with market activity. These find-
ings highlight the importance of good regulations governing infor-
mation disclosure.!”

Furthermore, the relationship between ACCOUNT and liquidity
is economically meaningful. For example, a one standard deviation in-
crease in ACCOUNT (12) increases Value Traded by 0.058 (0.058 =
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0.0048 X 12), which is about the median value of Value Trgded ‘in the
sample (0.054). Although the R? in eagh of thf:se regressions is low,
about 10 percent, the legal and acclguntnlig tva'nablecsl 1c:?lu}ilcelifyaccount
-country variations in stock market size an -

for Cg;sfso:e conBtIinuing, it is critical to note that SRIGHTS is not
merely a proxy for the overall quality qf a country’s legal syst'em. A;
shown by Levine (1998, 1999), legal variables that define the rights o

creditors are closely connected to banking sector development. But
SRIGHTS is not highly correlated with banking sector _development,
nor are the legal rights of creditors highly correlated w1'th stock. mar-
ket development. Thus, these legal variables are captu_nng partlculaq
aspects of the legal environment. They are not proxying for overal

legal efficiency.

TABLE 4. The Legal Determinants of Market Liquidity

Dependent Variable
Value Traded Turnover
Independent
Varifble (48] 2) 3) “) (5) 6)
0.60
—-0.32 —0.05 -0.11 0.03 0.59
‘ (0.172) (0.320) (0.308) (0.379) (0.594) (0.585)
{0.074} {0.884} {0.731} {0.929} {0.331} {0.308}
- - 0.03 —0.08 -0.08
NCOME 0.04 0.02 0.01
e (0.021) (0.044) (0.043) (0.043) (0.083) (0.081)
{0.058} {0.651} {0.765} {0.504} {0.349} {0.327)
0.02 -0.01
IGHTS 0.04 0.02
oK (0.017) (0.017) (0.027) (0.027)
{0.037} {0.194} {0.567} {0.786}
0.01 0.01
OUNT 0.01 0.00
Ace (0.002) (0.002) (0.003) (0.003
{0.005} {0.013} {0.052} {0.037}
Number of %
i 45 40 40 44 39
RZObservaUOHS 0.08 0.1 0.12 0.01 0.05 0.05

Note: Standard errors appear in parentheses. P-values are in braces. Income = lc.)gzlarxth}'n o.ftresa}:a;;zr
capita GDP in 1976; SRIGHTS = an index of the legal rights of shareholders, espect.al y mmorz1 yOm “
holders, that takes values between 0 and 5; Account = an index of the cc»mprehensn(/je‘le_es.ii ag bc p ];)P
rability of corporate financial statements; Value Traded = total value of shares traded divided by

Turnover = total value of shares traded divided by Capitalization.
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Linking Legal and Regulatory Environment to Stock
Market and Then to Growth

Thus far, T have explored two distinct links in the chain running from
policy levers to economic growth. First, there is a growing abundance
of evidence that better-functioning stock markets are associated with
more rapid economic growth. Second, there are particular character-
istics of legal and regulatory systems that promote better-functioning
stock markets. Latin American countries, perhaps because of their
French legal heritage, tend to have legal and regulatory (accounting)
systems that discourage stock market development. The general im-
plication of these findings is that policymakers can promote economic
development with legal and regulatory changes that bolster the legal
rights of shareholders and encourage firms to publish comparable and
comprehensive financial statements, The analysis, however, has not yet
put the two links of the chain together.

This subsection uses instrumental variable procedures to deter-
mine whether the exogenous component of stock market develop-
ment is linked to long-run growth. Specifically, I examine whether the
component of stock market development defined by the legal and
regulatory regime is positively associated with economic growth. As
instrumental variables, I use the SRIGHTS and ACCOUNT vari-
ables defined earlier. The basic regression takes the form:

GROWTH = o + BSMI + X + g, 1)
where the dependent variable, GROWTH, is real per capita GDP
growth over the 1976-93 period; SMI is either Value Traded,
Turnover, Capitalization, or IPO; and X represents a matrix of condi-
tioning information that controls for other factors associated with
economic growth. I use SRIGHTS and ACCOUNT as instrumental
variables for each of the SMI indicators and use a generalized
method of moments (GMM) estimator.

To control for “other factors,” I include three different condi-
tioning information sets.!8 Conditioning information set 1 includes a
constant plus the logarithm of initial per capita GDP, the logarithm
of initial secondary school enrollment, and the number of revolutions
and coups.”” Conditioning information set 2 includes these variables
plus the ratio of government spending to GDP, inflation, and the
black market exchange rate premium. Conditioning information set
3 includes all the control variables in conditioning information set 2
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plus Bank, which equals bank credit to the private sector divided by
GDP.

The results indicate a strong, positive relationship between the
exogenous component of stock market development and economic
growth. Table 5 summarizes the results from twelve GMM regres-
sions: three regressions, based on the three conditioning information
sets, for each of the four stock market indicators: Value Traded,
Turnover, Capitalization, and IPO. Table 5 presents only coefficient
estimates on the stock market indicators and not the results on the
other regressors. For the simple conditioning information set 1),
table 6 provides the full regression results.

After controlling for a wide array of factors, the exogenous com-
ponent of Value Traded, Capitalization, and IPO all enter the growth
regression with coefficients that are significant at the 0.05 level, and
Turnover is significant at the 0.10 level. Tests of the overidentifying
restrictions support the econometric specification. Specifically, the
tests indicate that shareholder rights and accounting system quality
do not affect growth other than through stock market development
and the other explanatory variables. I am not claiming that the legal
system affects growth only through financial market development.
The results do, however, suggest that simultaneity bias is not driving

TABLE 5. Stock Markets and Growth: Using Instrumental Variables

;I'ABLE 6. Stock Markets and Gro
nstruments, Conditioning Information Set, Plus SRIGHTS and ACCOUNT

Napoleon, Bourses, and Growth 75

the strong positive relationshi i
ship between e
2 ong o et p quity market development
oc li\drgarlfl(();/f;, ’the1 strong link between the €xogenous component of
evelopment and growth holds using alt ive i
mental variables. Table 7 F using tho dumms
[ . presents the results of using the d
. . . umm
:lalrlabl.es for legal origin (English, French, or German) as instrumen}-’
‘;.tl\;ziglablesl without using SRIGHTS and ACCOUNT. The findings
i ese alternative instruments are very simi ,
\ ry similar to those re d
m table 5, except that IPO D
, no longer enters significantl
, and
'Sl;lirnogfer s P-value falls below 0.05. The stock market indicat}(;rs of
s 1;)1? ary market development are robustly correlated with eco-
menti %Zowth. The exogenous component of stock market develop-
pen e component of .s?ock market development defined by the
grg(')civ te}zlmriIz{lonm_ent—ls positively associated with long-run economic
- 1hese mstrumental variable regressions al
. > in tal S0 pass the test of
glzo(;:;gr:de?tlfy}llni restrictions, so that the econometric specification
1stent with the data. Simultaneity bi ivi
. 1 y biases are not driving the re-
sults; the data suggest that equity market development exertsi causal

Impact on economic growth.

The linkages from the regulatory regime through stock market

wth: Full Instrumental Variable Results

Conditioning Conditioning Conditioning Regression
Information Information Information
SMI Set 1 Set 2 Set 3 1 2 3 4
Value Traded 0.056%* 0.056+* 0.060** 8-(1)05 0.095 0.134 0.167
- om o T D
0.031 0.033 (0.030) . per capita {0.028} (0.023 Pyest 0033
Conttalnat ’(0~03*1 (0~0321* ronh Logarithm of initial 0.015 0'017} {0.001} {0.014)
apitalization 0.011 0.011 0.011 secondary school enrollment {0.107} 0.081 0.021 0.035
PO (0'0052‘ (0'0051* (0.006?“* umber of revolutions ~0.023 —{0.025 } (0.010) {0.053}
. X . and coups (0,021 B —0.029 -0.037
(0.002) (0.002) (0.002) alue Traded o 56} {0.006} (0.000} {0.006}
Notes: Growth = a + B[matrix of conditioning information] + ¢(SMI). Instruments: matrix of condi- {0.004}
tioning information plus SRIGHTS and ACCOUNT. SMI is alternatively Value Traded, Turnover, Cap- rnover 0.059
italization, and IPO. :
Conditioning information set 1: logarithm of initial income per capita, logarithm of initial secondary apitalization {0.064)
school enrollment, and number of revolutions and coups. Conditioning information set 2: conditioning in- 0.030
formation set 1 plus the initial values of government spending divided by GDE inflation, and the black 20 {0.009}
market exchange rate premium. Conditioning information set 3: set 2 plus initial value of bank credit to 0.005
the private sector divided by GDP. Estimation was performed using the generalized method of moments {0.073)

** jndicates significant at the .05 level; * indicates significant at the .10 level. Note: P-values i

: : are in braces. They were estimated usi i

. using the generalized method of mo
ments.
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liquidity to long-run growth are economically meaningful. For ex-
ample, the results imply that if Argentina implemented regulatory
changes that improved the quality of corporate financial statements
from the recorded value of forty-five to the average for OECD coun-
tries (sixty-five), the growth would be 0.6 percentage points faster per
year. This is quite large, considering that Argentina’s real per capita
GDP growth averaged only about 0.2 percentage points per year
over this period. Furthermore, after a decade, 0.6 percentage points
faster per capita GDP growth implies that each Argentinean would
be earning 6 percent more per year. (This is meant to be illustrative:
since the analysis does not consider any country in detail, the coeffi-
cients should not be applied to any individual country.) This example
serves to demonstrate the large potential costs, measured in slower
long-run growth, of permitting poor information disclosure to persist.

sector Fievelopment. Rather, this essay provides evidence for the hy-
pothe§1s that the exogenous component of stock market develoy-
ment itself promotes economic growth. i
. Second, this essay does not examine a slew of factors that ma
influence Fhe operation of stock markets. For instance, a wide ran Z
qf regulations influence stock market activity beyond :those summga-
rlz.ed by SRIGHTS and ACCOUNT. These range from listing re-
quirements to requirements governing the trading of securities, su-
perv1s1og of broker/dealers, and so forth. Furthermore the essay (’ioes
not.cor‘ls_lder differences in the organization and tradiI;g technologies
pf individual exchanges. Market microstructure may importaﬁtl
influence stock market development. These factors were omitted duZ
to data.availability, not potential relevance.

ThlS. essay makes a more limited argument: legal heritage is
closely linked to the legal rights of shareholders and the quality of
corporate financial statements, legal and accounting characterisytics
:11;ﬂ1ienfcetstokck malzket size and liquidity, and the €xogenous compo-

nt of stock market deve i i i
fates of eoomomin e lopment is strongly linked with long-run
T‘hlrd, the empirical results in conjunction with the theoretical
- overview do not imply that every country needs its own active
l?ourse. Conceptually, firms and savers benefit from easy access to
, ¥1qu1d stoclf markets. It is the ability to trade and issue securities eas-
 ily that facilitates long-term growth, not the geographical location of

IV. Cautionary Notes

It is important to be clear about what these results do not show.

First, the essay does not show that economic growth does not in-
fluence stock markets. The results do not contradict the argument
that causality runs in both directions: financial development in-
fluences economic growth, and economic growth influences financial

TABLE 7. Stock Markets and Growth: Alternative Instrumental Variables

Conditioning Conditioning Conditioning the market. Thus, capital control liberalization ma im )
; : : : . rov -
Information Information Information 1ty of firms to raise capital both by improving th i] .p . e the abil
SMI Set 1 Set2 Set 3 tic exch o proving the liquidity of domes-
anges and by providing greater access to foreign exchanges.?0

Value Traded 0.066** 0.062%* 0.063** Fourth, as noted earlier, this essay uses cross-country compa.r
Turmover (ggggl* (8~8§§1* (g-gggl* ;ons; it does not examine any single country in depth.?! Thus, while

R X A X ee . . . . >

0015) (0.013) (0.014) : ssay has very clear policy implications, these must be viewed as

Capitalization 0.023%* 0.024% 0.024%* uminating a reform strategy. It does not offer a precise blueprint
(0.011) (0.011) (0.010) Nonetheless, the results—and therefore th icv implicati )
PO 0.002 0.001 0.003 u - . -ieretore the policy implications—
(0'003) (0-003) (0.002) mp out. Particular characteristics of the legal and regulatory envi-

onment are strongly linked to how well the stock exchange operates

ith important spillovers for economic development.
F{na}’l}f, many thmgs are changing in Latin America, and “Latin
merica” is of course not a single entity. By making broad interna-

Notes: Growth = a + B[matrix of conditioning information] + ¢(SMI). Instruments: matrix of cond
tioning information plus legal origin dummy variables. SMI is alternatively Value Traded, Turnover, Cap
italization, and IPO.

Conditioning information set 1: logarithm of initial income per capita, logarithm of initial seconda
school enrollment, and number of revolutions and coups. Conditioning information set 2: conditioning in
formation set 1 plus the initial values of government spending divided by GDE, inflation, and the blacl
market exchange rate premium. Conditioning information set 3: set 2 plus initial value of bank credit
the private sector divided by GDP. Estimation was performed using the generalized method of moment

** indicates significant at the .05 level; * indicates significant at the .10 level.
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si -
: ;1;; I(I)lr; Ii;)rtlgerulfl gro};zvth. Governments interested in economic de
relore have an important role to plavy i i
enforcing property rj ing the dissom s,
ghts and encouraging the di inati
sound information. Ie iti s the righte ot o O
- Legal traditions that str he ri
holders and oo - . ess the rights of share-
« ound accounting standards a

e -

gible b(?neﬁts over alternative legal systems. ppeario offer tan
resul"guri ggizsels sgpfc?lrtz a two-pronged reform strategy. First, the
1 a detailed evaluation of the lega] ' mi
nority shareholders, together wi i policy chamsr i

. \ ith regulatory and policy ch
an mmprove the quality, comparabili chemivenon of
[ , ility, and comprehens; i
formation about cor i , long these e s
porations. Improvement i
offer substantial growth dividends? ? tlon these lines -
COdeghesesaerc;(l)::: fgrorgf~since it is very difficult to change legal
— T other means of boosting the positi inori
' posttion of minorit
shareholders and fostering better accounting standards. For instancey

below the international mean. Nevertheless, the strong connections
between its Napoleonic legal heritage, its generally weak legal and
regulatory framework, its comparatively poorly developed markets,
and its less than desirable rate of growth certainly make this analysis
as relevant for Latin America as for any other region. It is also true
that many countries have engaged in serious reforms so as to im-
prove the operations of their markets. (Nonetheless, the time period
does not seem to dictate the results. For example, if one considers
only the 1990s, Latin America still suffers in international compar-
isons.) For those countries that have already implemented reforms to
boost shareholder rights, improve information availability, and en-
hance the operation of stock exchanges, this essay can be viewed as
encouragement for an effort already begun rather than suggesting a

new direction for policy reform.

V. Conclusions and Policy Tips :ltlock 1exchanges can promote better corporate governance th h
eir listin i rou

The essay shows that particular characteristics of national legal and traded on tlgler:g;gir;: I;tiogs az; Condlglon to having its Secuntlis
regulatory systems —the protection of minority shareholders and the fective means of protez:ting nlfino};.(;an he required to adopt more ef-
quality of corporate financial statements—exert a major influence clude (1) re quiring greater informlty s ar'eholders. Th;se might in-
on stock market development. Stock markets, in turn, help deter- nies (both periodic reporting and t'a loln dl'SClosure by llstgd compa-
mine the rate of long-run growth. Walter Bagehot argued in the mid- Including transactions with afﬁliate:)nezy _Cllscl()?ufe ,Of special events,
1800s that only an excellent financial system can funnel capital to standards, and (3) creating and pr ¢ )-Imp osing tighter accounting
those enterprises that spur economic growth ([1873] 1962). This f shareholder claims (and per }Il’ omoting St'anda.lrds for arbitration
essay builds on the work of La Porta et al. (1997) to show that legal stem). Further, regulators I;nd gpshsponsormg 1ts own arbitration
and regulatory systems play an enormous role in determining the ex- mpanies to incorporate into the).(C ange OfﬁC{aIs could encourage
cellence of a financial system. Thus, governments can augment capi- ws important minority Sharehollcrl articles of. Incorporation or by-
tal market development by protecting the rights of minority share- 0se currently required by law. Thezg gcri(c)lgteif)trllzllls thaf 80 beyond

. provisions can in-

holders and by encouraging corporations to publish high-qualit
comparable financial statements.
The essay also shows that Latin America stands out. It tends t
have relatively weak accounting standards, and its legal systems ar
comparatively lax in enforcing the rights of minority shareholders.I ic reporti . .
light of the strong empirical connection between the legal and regu: & y prfvatenfrgi};rzgfidz falcllfiltors to shareholders, and (6) manda-
latory environments, the financial system, and growth, Latin Ame: Isputes between shareholders and the
ica’s legal and regulatory systems stand out as deserving careful
scrutiny as the region seeks to promote faster growth. regate, cross-
These results also have implications for legal reform in Easter ‘ ‘edgcase st%sc:igs l;notlf{?t)g rc:;lhe ghou!d 'be comp _le{nented with de-
Europe, the former Soviet republics, and other countries. Laws, en ‘ wise to toss out the French Crlca, it is unrealistic and probably
forcement mechanisms, and accounting systems make a significan ommercial Code and start again.
difference in developing capital markets, with consequent repercus cessfully modified their legal a A
, pproaches to financial contracting;

(S)S:Je of re}atg&d party trgnsactions and management compensation
permajority or outside director approval for transactions with
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9. See Levine 1997,

10. Also, if there are capital externalities a drop in savings could put suf-
ficient downward pressure on growth, so that overall GDP growth falls even
as productivity rises.

11. The following countries were used in the analyses: Argentina, Aus-
tralia, Austria, Bangladesh, Belgium, Brazil, Canada, Chile, Colombia, Cote
d’Ivoire, Costa Rica, Germany, Denmark, Egypt, Spain, Finland, France, the
United Kingdom, Greece, Hong Kong, Indonesia, India, Israel, Italy, Ja-
maica, Jordan, Japan, Korea, Luxembourg, Mexico, Malaysia, Morocco, Nige-
ria, the Netherlands, Norway, New Zealand, Pakistan, Peru, the Philippines,
Portugal, Singapore, Sweden, Sri Lanka, Thailand, Turkey, Taiwan, the
United States, Venezuela, and Zimbabwe,

- 12. Stock market data are from the International Finance Corporation’s
Emerging Market Data Base (electronic version) and the International
Monetary Fund’s International Financial Statistics.

13. T am in the process of expanding the data to more years and measur-
ing the quantity of funds rajsed through equity issues.

14. Moreover, countries with the most liquid stock markets in 1976 both
accumulated more capital and enjoyed faster productivity growth over the
next eighteen years. See Levine and Zervos 1998a.

15. This is shown more rigorously by King and Levine 1993a, 1993b.

16. The variable descriptions that follow are taken directly from La Porta
et al. 1998,

17. Recall that the strong relationship between long-run growth and stock
market development runs primarily through market liquidity, which high-
lights the importance of comprehensive and comparable data in facilitating
stock market activity.

18. These conditioning information sets reflect the large cross-country
growth regression literature. For a discussion of these variables, see Barro
and Sala-i-Martin 1995, Easterly and Levine 1997, or Levine and Renelt
1992,

19. The initial income variable is used to capture the convergence effect
highlighted by Barro and Sala-i-Martin 1995. As in many cross-country
analyses, initial secondary school enrollment is used to control for invest-
ment in human capital accumulation, as emphasized by Lucas 1988. Barro

and Sala-i-Martin examine the link between political stability and economic
growth.

more recently, Argentina has enacted mgjor changes in its legafl t;(;:;‘.;
ment of shareholders. Detailed information on successes an dalolic
will help foster more successes in the future. To make soun, pmss)j
recommendations, we also need more (.iata: (;ompreheéls1ve cdar
country data on the costs associated Wltl:l primary an slgctc‘m re}j
market activities; extensive cross-cour.lt'ry information on listing ¢
quirements and the full range of securities markets re'gulatlonts., Slfon
to compare the efficacy of differ.ent approaches; and 1nform:1 Ii(; o
primary market offerings in equity and bonfi nﬂ.la.rkets, ;o lfls gﬂit >
tigate the links between secondary mquet 11qu.1d1ty and t 1e a ! co}; to
issue new securities. Finally, we have 1nformat10n on the egah s
governing shareholders for only ﬁfty countries; more complre:[ : eIrllshi
data would provide more accurate 1nformat10n‘on the re é.lo thg
between stock market development and economic growtlﬁ.. 1ve;1a the
importance of financial markets for economic growth, this res

agenda should be accorded a high priority.

Notes

Omar Azfar, Paul Holden, and Jennifer Sobotka provided very helpful com-
ments on an earlier draft of this essay.

1. These figures are from the World Bank 1998 and‘use its classiﬁcatio'?I 05
em('erging and developed markets. Hong Kong and Singapore are cllism tﬁ
as develof)ed. Shifting them into the emerging market cate.gory 1ma es the
disproportionate boom in emerging markets even more noticeable.

2. The capital flow figures are from World Bank 1997. . 1099 and

3. See especially La Porta et al. 1997,1998, but also Levine 1998, ;a

ion II. ' '
Seztlosnee Levine 1997 for a detailed discussion of the links between the’
financial system and economic development.

. See Shleifer and Vishny 1997. . i
2 SZe for example, Gale and Hellwig 1985 on debt instruments, Merton

1992 and Crane et al. 1995 on more sophisticated financial contracts, Lelvgmgz ;
1991 and Bencivenga et al. 1995 on stock markets, and Boyd and Prescott .
ial intermediation. .
On7ﬁn’?;1lfslahas been shown formally by Levine 1991 and Bencivenga et a
5.
192 See Kyle 1984. Also, stock market developme'nt can promote corporat
gox;ernance by making it easier to write managerial performance conricfaclt
that align the interests of managers and owners. See Holmstrom and Tiro

1993.

21, Other essays and comments in this volume do examine individual
countries. See those by Holden and Sobotka, Lanyi and Lee, and Wallis,

22. Of course, the exchange will be sensitive to the effects such addi-
ional requirements may have on the decision by potential issuers to Iist
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their securities on the exchange. Nevertheless, better quporate goverﬁance
will, in the long run, increase the financial benefits of listing on the exchange

by promoting greater participation by savers.
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