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ABSTRACT

Using a sample of 49 countries, we show that countries with poorer investor protec-
tions, measured by both the character of legal rules and the quality of law enforce-
ment, have smaller and narrower capital markets. These findings apply to both
equity and debt markets. In particular, French civil law countries have both the
weakest investor protections and the least developed capital markets, especially as
compared to common law countries.

WHY Do SOME COUNTRIES have so much bigger capital markets than others? Why,
for example, do the United States and the United Kingdom have enormous
equity markets, while Germany and France have much smaller ones? Why do
hundreds of companies go public in the United States every year, while only a
few dozen went public in Italy over a decade (Pagano, Panetta, and Zingales
(1995))? Why do Germany and Japan have such extensive banking systems,
even relative to other wealthy economies? If we look at a broader range of
countries, why in fact do we see huge differences in the size, breadth, and
valuation of capital markets? Why, to take an extreme example, do Russian
companies have virtually no access to external finance and sell at about one
hundred times less than Western companies with comparable assets (Boycko,
Shleifer, and Vishny (1993))?

In our earlier article (La Porta, Lopez-de-Silanes, Shleifer, and Vishny
(1996), henceforth LLSV (1996)), we have conjectured that the differences in
the nature and effectiveness of financial systems around the world can be
traced in part to the differences in investor protections against expropriation
by insiders, as reflected by legal rules and the quality of their enforcement. We
presented evidence indicating that legal rules protecting investors and the
quality of their enforcement differ greatly and systematically across countries.
In particular, these rules vary systematically by legal origin, which is either
English, French, German, or Scandinavian. English law is common law, made
by judges and subsequently incorporated into legislature. French, German,
and Scandinavian laws, in contrast, are part of the scholar and legislator-made
civil law tradition, which dates back to Roman law (David and Brierley (1985)).
Most countries have adopted their legal systems through occupation or colo-
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nization by one of the European powers to which they owe the origin of their
laws. Some other countries, such as those in Latin America, have adopted their
legal systems after attaining independence, but have still typically chosen the
laws of their former colonizers.

By comparing legal rules across 49 countries, we showed that legal rules
from the different traditions differ in content as well as in the history of their
adoption. In the area of protection against expropriation by insiders, common
law countries protect both shareholders and creditors the most, French civil
law countries the least, and German civil law and Scandinavian civil law
countries somewhere in the middle. We also showed that richer countries
enforce laws better than poorer countries, but, controlling for per capita
income, French Civil law countries have the lowest quality of law enforcement
as well. In our earlier article, we did not pursue the consequences of differences
in legal environments at great length, except to show that countries with poor
investor protections have more highly concentrated ownership of shares. The
broader question, of course, is whether they also have inferior opportunities for
external finance and thus smaller capital markets.

Accordingly, in this article we try to assess the ability of firms in different
legal environments to raise external finance through either debt or equity.
Presumably, the willingness of an entrepreneur to sell his equity, or to assume
debt, depends to a large extent on the terms at which he can obtain external
finance. For equity, these terms are reflected by valuation relative to the
underlying cashflows; for debt, they are reflected by the cost of funds. If the
terms are good, an entrepreneur would sell more of his shares or raise more
debt. Countries whose financial systems offer entrepreneurs better terms of
external finance would then have both higher valuations of securities and
broader capital markets in the sense that more firms would access them. To
the extent that better legal protections enable the financiers to offer entrepre-
neurs money at better terms, we predict that the countries with better legal
protections should have more external finance in the form of both higher
valued and broader capital markets.

Measuring the size of financial markets—whether debt or equity—is a bit
tricky. The values of these markets are dominated by the largest firms. To
address this problem, we supplement an aggregate stock market valuation
measure with the number of domestic listed firms as well as the number of
Initial Public Offerings (IPOs). We also focus on a debt measure that includes
all private debt and bond market borrowing. Finally, we examine a sample of
all firms from the WorldScope database, a subset consisting of the largest
listed firms.

We compare external finance across 49 countries as a function of the origin
of their laws, the quality of legal investor protections, and the quality of law
enforcement. We find strong evidence that the legal environment has large
effects on the size and breadth of capital markets across countries.

Our article is related to several recent strands of research. Shleifer and
Vishny (1997) and LLSV (1996) focus on the legal solutions to agency problems
between entrepreneurs and investors, and in particular emphasize the cross-
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country differences in these solutions. Modigliani and Perotti (1996) also focus
on contract enforcement as a determinant of external finance, and in particu-
lar stress the choice between bank loan and equity finance. Rajan and Zingales
(1995) look at G-7 evidence on the determinants of capital structure, or debt
and equity choice, although they do not emphasize investor protection. It is
possible that the relative legal treatment of shareholders and creditors affects
capital structure as well as the availability of either kind of finance, but we do
not focus on this issue here. Finally, a growing literature surveyed by Levine
(1996), and including recent contributions by King and Levine (1993) and
Rajan and Zingales (1996), examines the consequences of developed financial
markets for investment and growth. Our article, in contrast, focuses on the
determinants of financial development, but does not follow through on its
“real” consequences. Unlike the rest of the literature, then, our article aims to
empirically establish the link between the legal environment and financial
markets.

Section I describes our data. Section II presents the results, and Section III
concludes.

I. Data

We are interested in the ability of companies in different countries to raise
external funds in the form of either equity or debt. Since we do not have direct
measures of external financing for smaller companies, we use primarily ag-
gregate data, which partly capture the breadth of various markets. Table I
summarizes the data we use and the sources they come from.

We use three measures of equity finance. Our first variable looks at the ratio
of stock market capitalization to GNP in 1994, scaled by a rough measure of
the fraction of the stock market held by outside investors. Conceptually, it is
not appropriate to look at just the ratio of stock market valuation to GNP. For
example, if 90 percent of a firm’s equity is held by the insiders and 10 percent
is held by the outsiders, then looking at the market capitalization of the whole
firm gives a tenfold overestimate of how much has actually been raised exter-
nally. For each country, we roughly estimate the average fraction of equity
held by the insiders by looking at the country’s 10 largest publicly traded
nonstate firms, finding the combined ownership stake of the three largest
shareholders in each of these firms, and averaging that stake over the 10 firms
(see LLSV (1996)). Since we made this calculation for only the largest firms,
and since we do not take account of cross-holdings, this procedure probably
overestimates the share of equity held by the true outsiders. With all the
roughness, this procedure is still conceptually preferred to looking at the
uncorrected ratio of market capitalization to GNP. We also note that the
results presented below hold for that uncorrected ratio as well, although with
lower explanatory power.

We look at two further measures of the extent of equity finance that focus
more specifically on market breadth. The first is the number of listed domestic
firms in each country relative to its population. The second is the number of
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Table I
Description of the Variables
Origin Identifies the legal origin of the Company Law or Commercial Code of each

External cap/
GNP

Domestic firms/
Pop

IPOs/Pop

Debt/GNP

GDP growth

Log GNP

Rule of law

Antidirector
rights

One-share =
one-vote

country. Source: Reynolds and Flores (1989) and La Porta et al. (1996).

The ratio of the stock market capitalization held by minorities to gross
national product for 1994. The stock market capitalization held by
minorities is computed as the product of the aggregate stock market
capitalization and the average percentage of common shares not owned
by the top three shareholders in the ten largest non-financial, privately-
owned domestic firms in a given country. A firm is considered privately
owned if the State is not a known shareholder in it. Source: Moodys
International, CIFAR, EXTEL, WorldScope, 20-Fs, Price-Waterhouse, and
various country sources. .

Ratio of the number of domestic firms listed in a given country to its
population (in millions) in 1994. Source: Emerging Market Factbook and
World Development Report 1996.

Ratio of the number of initial public offerings of equity in a given country
to its population (in millions) for the period 1995:7-1996:6. Source:
Securities Data Corporation, AsiaMoney, LatinFinance, GT Guide to
World Equity Markets, and World Development Report 1996.

Ratio of the sum of bank debt of the private sector and outstanding non-
financial bonds to GNP in 1994, or last available. Source: International
Financial Statistics, World Bondmarket Factbook.

Average annual percent growth of per capita gross domestic product for the
period 1970-1993. Source: World Development Report 1995.

Logarithm of the Gross National Product in 1994. Source: World
Development Report 1996.

Assessment of the law and order tradition in the country. Average of the
months of April and October of the monthly index between 1982 and
1995. Scale from 0 to 10, with lower scores for less tradition for law and
order. Source: International Country Risk Guide.

An index aggregating shareholder rights. The index is formed by adding 1
when: (1) the country allows shareholders to mail their proxy vote; (2)
shareholders are not required to deposit their shares prior to the General
Shareholders’ Meeting; (3) cumulative voting is allowed; (4) an oppressed
minorities mechanism is in place; or (5) when the minimum percentage
of share capital that entitles a shareholder to call for an Extraordinary
Shareholders’ Meeting is less than or equal to 10% (the sample median).
The index ranges from 0 to 5. Source: Company Law or Commercial Code
and La Porta et al. (1996).

Equals one if the Company Law or Commercial Code of the country
requires that ordinary shares carry one vote per share, and 0 otherwise.
Equivalently, this variable equals one when the law prohibits the
existence of both multiple-voting and non-voting ordinary shares and
does not allow firms to set a maximum number of votes per shareholder
irrespective of the number of shares she owns, and 0 otherwise. Source:
Company Law or Commercial Code and La Porta et al. (1996).




