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Resumo 

 

A questão de investigação central da presente dissertação é averiguar como as preferências 

e as instituições políticas contribuem para a explicação das diferenças de desenvolvimento 

financeiro e governação de empresas entre países, ao longo do tempo. Apesar da literatura 

demonstrar que as finanças podem impulsionar o crescimento económico, vários países não 

tomam as medidas necessárias para desenvolver seu sistema financeiro. Além disso, não 

houve uma forte convergência nas estruturas de governação de empresas entre países. Este 

trabalho é composto por quatro capítulos independentes que têm como objectivo contribuir 

para a literatura nesta área, testando algumas hipóteses originais. O primeiro capítulo revê e 

discute a literatura e contextualiza o problema de investigação, ressaltando a importância 

do aspecto político. No segundo capítulo, apresenta-se a argumentação e a evidência 

empírica de que os resultados contraditórios na relação entre o poder da esquerda e o 

desenvolvimento dos mercado de acções ocorre porque esta relação mudou de direcção (de 

negativa a positiva) após o fim da União Soviética. Mostra-se ainda, que o conflito 

Esquerda vs. Direita é muito relevante para os mercados nas economias emergentes, mas 

não nos países desenvolvidos. No terceiro capítulo desenvolvem-se novos índices para 

medir o nível de “consensualismo” político, e apresenta-se evidência empírica da 

associação entre consensualismo e protecção legal aos credores (positiva), aos accionistas 

minoritários (negativa) e à concentração de propriedade no mercado de acções (positiva). 

Segue-se uma possível explicação teórica que considera a disputa política entre os grandes 

capitalistas, os pequenos capitalistas e os trabalhadores. Finalmente, o quarto capítulo 

mostra evidência empírica da relação curvilínea, em forma de U, entre democracia e o 

desenvolvimento de mercados de capitais.  

Palavras-chave: Finanças comparadas, governação de empresas, preferências políticas, 

instituições políticas, democracia. 

Classificação JEL: G30, K00, N20, 016, 016, 057 
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Abstract 

 

The central research question in this thesis is how political preferences and institutions 

contribute to explaining the variation in financial development and corporate governance 

between countries, and over time. Although the literature shows that finance can spur 

growth, several countries have still not implemented the right measures for developing their 

financial sector. There has also been a lack of strong convergence in corporate governance 

structures across countries. This study is composed of four independent chapters that aim to 

contribute to the literature in this field by testing some original hypotheses. The first 

chapter reviews and discusses the literature and contextualizes the research problem, 

stressing the role of politics. In the second chapter, we show empirical evidence that the 

contradictory findings in the association between leftist power and stock market 

development occur because the association between the two changed direction (from 

negative to positive) after the fall of the Soviet Union. We also show that the left vs. right 

conflict has a strong influence on markets in emerging countries, but not in developed ones. 

In the third chapter we develop new indexes for measuring political consensualism and 

empirically show the association between consensualism and legal protection for creditors 

(positive), for minority shareholders (negative), and ownership concentration (positive). We 

provide a theoretical explanation for the political bargaining between large-scale capitalists, 

small-scale capitalists and workers. Finally, in the fourth chapter we present empirical 

evidence of a curvilinear U-shaped relationship between democracy and stock market 

development. 

 

Keywords: Comparative finance. Corporate governance. Political preferences. Political 

institutions. Democracy. 

 

JEL Classification: G30, K00, N20, 016, 016, 057 
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CHAPTER I – INTRODUCTION AND RESEARCH OVERVIEW 

1.1 Introduction 

Why do some countries not build the necessary mechanisms for developing their 

financial sector? How can we explain the tremendous variation in governance and financial 

structures and development that occurs between countries and over time? Despite strong 

evidence that finance can spur economic growth (Schumpeter, 1959, Bencivenga & Smith, 

1991, King & Levine, 1993a, King & Levine 1993b, Levine, 1997 and others), several 

economies have not improved their financial sector. It is also apparent that there is no 

convergence in governance structures and mechanisms across countries, even among 

developed economies. 

The variation between countries and over time in financial development and 

corporate governance is a relevant and vibrant research topic that has been the focus of 

great attention from academics in management, economics, political science and law, who 

have all presented reasons and circumstances for this heterogeneity. Understanding the 

reasons why some countries have an underdeveloped financial sector is key to identify 

which are the most efficient policies for promoting development and well-being, especially 

in poorer regions. Furthermore, research of the causes and consequences of the 

development of governance systems is highly important and has a broad impact on society, 

as the hierarchical management structure of a firm determines which authority will drive its 

strategy and consequently probably benefit the most from it. Ultimately, corporate 

governance and financial markets affect the creation of wealth and its consequent 

distribution to different recipients (Gourevitch & Shinn, 2005), and it also influences the 

efficient allocation of resources in any economy.  
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Several factors have been explored in the literature as possible explanations for this 

diversity, among which the three most relevant are probably: (1) the origin of the legal 

system (La Porta Lopez-de-Silanes, Shleifer & Vishny, 1997, 1998, 1999, La Porta Lopez-

de-Silanes & Shleifer, 2008 among others); (2) culture and religion (Stulz & Williamson, 

2003, Hofstede, 2004, Licht, Goldschmidt & Schawtz 2007 and others); and, (3) politics 

(Roe, 2000, 2003, Gourevitch & Shinn, 2005, Haber, North & Weingast, 2008, Perotti, 

2013 among others). 

Within the scope of comparative finance and governance, this thesis concentrates on 

the political explanation, and the broad research question that we try to answer is – “how 

political preferences and institutions contribute to explain the variation in finance and 

governance between countries and over time”. In order to do so, we start with a theoretical 

chapter which presents an in-depth discussion of the literature on this field in relation to 

law, culture and politics, and then summarises the questions and findings of the three 

subsequent empirical chapters of this work, which contribute to increasing the scientific 

literature on the association between politics and finance. 

1.2 Comparative Corporate Governance and Finance 

The word ‘governance’ refers to how something is governed, who decides what, 

who monitors the decision makers, who the legitimate holders of power are, and what are 

the limits of powers delegated to each decision-making body or person. The term ‘corporate 

governance’ is derived from an analogy between the governance of cities, nations or states 

and the governance of corporations (Becht, Bolton & Roel, 2002). In the case of cities 

nations and states, governance is comprised of a system of checks and balances which are 

provided by various mechanisms (legislative and judiciary powers, private and public 
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institutions and the legal system, amongst others) that do not allow the figure in charge of 

executive power (president, governor, mayor and so on) to exceed the limit of their 

mandate, thus ensuring that power is exercised in the best interest of its legitimate owners 

(e.g.: the population of a governed region).  

This concept was found to be perfectly suitable for public listed corporations where 

the executive power (management) has a mandate to act in the name of the interests of the 

real owners of power (shareholders or, in a broader approach, the various stakeholders or 

constituencies). In the words of Aguilera and Jackson (2010), “Corporate governance can 

be defined broadly as the study of power and influence over decision making within the 

corporation” (p. 487). Or, as Licht (2013) defines it, “corporate governance is the 

institutional framework that regulates the division and exercise of power in the corporation” 

(p. 1). 

The seminal work by Berle and Means (1932) has called attention to the separation 

between ownership and control in most U.S firms. Their model has become a paradigm and 

has been used as the starting point of the widely-used “agency theory of the corporation”, 

developed by Jensen and Meckling (1976). However, as from the late 1980’s onwards, 

researchers have been able to show that high ownership concentration prevailed in the 

structure of most corporations outside the U.S, and was more common than previously 

thought, even in the U.S. (e.g.: La Porta, López-de-Silanes, Shleifer & Vishny, 1999). Two 

general models of corporate governance were then described in the academic literature and 

extensively compared: (1) the Anglo-Saxon model of “dispersed ownership and minority 

shareholder protection”, which is dominant in the United States and the United Kingdom 

(characterised by short-term equity finance, dispersed ownership, strong shareholder rights, 

active markets for capital control and flexible labour markets), and, (2) the “controlling 
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blockholder model”, prevalent in Germany, Japan and in most of Continental Europe 

(characterised by long-term debt financing, concentrated blockholder ownership, weak 

shareholder rights, inactive markets for capital control and rigid labour markets) (Aguilera 

& Jackson, 2010, p. 486). 

At the same line, Hall and Soskice’s (2001) famous book entitled “Varieties of 

Capitalism” classifies countries according to their economic arrangements into Liberal 

Market Economies (LME) and Coordinated Market Economies (CME), where self-

reinforcing institutional complementarities and business-supported path dependence lead to 

divergence between countries in national production systems based on these two models, 

which influence – among other outcomes – the corporate governance structure adopted in 

each country. According to this model, in liberal market economies, “firms coordinate their 

activities primarily via hierarchies and competitive market arrangements” (p. 8), whilst in 

coordinated market economies, firms “depend more heavily on non-market relationships to 

coordinate their endeavors with other players and to construct their core competencies” (p. 

8). The characterisation of these systems is analogous to the two stylised models of 

corporate governance, as the dispersed ownership model characteristics correspond to Hall 

and Solskice’s description of Liberal Market Economies, whilst the controlling blockholder 

model corresponds to Coordinated Market Economies. 

The general sentiment towards the Anglo-Saxon and Continental systems has varied 

according to economic reality. Initially, the flourishing American economy of the post-war 

period led scholars to believe that the dispersed ownership structure of US companies was 

the most efficient model and that it represented a natural evolution towards which other 

markets should converge. However, during the 1980s, the rise of the Japanese economy 

brought strong support for the arguments of the enthusiasts of a concentrated ownership 
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model. Things changed again during the 1990s, with the collapse of Japan and the bull 

years of American and British equity markets. After Enron and WorldCom scandals and the 

financial crises of the late 1990s and early 2000s, the alleged stability of the blockholder 

model in coordinated economies has received pondered compliments. The bullish period 

between 2003 and 2007 changed feelings again towards a liberal market preference, and 

then the 2008 crisis precipitated the creation of models that gave more credence to the 

debate again for the need for stability.  

Gourevitch and Shinn (2005) appropriately state that these constant shifts have 

confirmed that it is ill-advised to be triumphal in prescribing the virtues of any one of these 

models. Furthermore, Aguilera and Jackson (2003) show that the stylised Anglo-American 

and Continental models only partially account for the realities of governance in Japan, East 

Asia, a wide range of European countries and also the new emerging markets. Latest 

research no longer looks for pure Anglo American or Continental models of governance, or 

for the most efficient structure based on a mix of these models, but rather for adapted 

versions of those ideas which are influenced by national and sectorial forces and which are 

reinforced by various factors, such as culture, law and politics. 

Besides the models of corporate governance, the different levels of financial 

development between countries is an intriguing issue, given the positive association 

between finance and economic growth. Finance has been associated with growth at least 

since the pioneering work of Schumpeter (1959, first published in 1911), who argued that 

financial services are key to promoting economic growth. His argument is that production 

requires the availability of financing, as entrepreneurs need credit to be able to launch their 

projects, thus his statement that “the entrepreneur – in principle and as rule – does need 

credit (…) He can only become an entrepreneur by previously becoming a debtor” 
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(Schumpeter 1959, p. 102). Some of the most relevant subsequent studies along 

Schumpeterian lines are those of Gurley and Shaw (1955) and Goldsmith (1969), who also 

argued the importance of sound financial systems for economic development, and pointed 

to the fact that underdeveloped financial systems could harm economic growth, setting the 

basis for what became the ‘the structuralist view’.  

Hicks (1969) emphasises the importance of financial markets in the industrial 

revolution, which facilitated innovation and the use of new technologies. Levine (1997) 

identifies five essential functions of financial markets which contribute to the economy: 

mobilisation of savings, resource allocation, corporate control, risk management and ease 

of trade. More recent theoretical and empirical literature has been able to show that 

financial development is positively associated with economic growth (Gupta, 1984; Jung, 

1986; Bencivenga & Smith, 1991; King & Levine, 1993a and 1993b; Levine, 1997; Levine 

& Zervos, 1998, Beck, Levine & Loayza, 2000) and that this association is robust for 

endogeneity (King & Levine, 1993a, Beck et al., 2000). Finance increases total factor 

productivity (Beck et al., 2000), promotes better allocation of resources across firms and 

economic sectors (Bencivenga, Smith & Starr, 1995; Wurgler, 2000), enhances 

entrepreneurship (King & Levine, 1993b), fuels growth in sectors that are more financially 

dependent (Rajan & Zingales, 1998) and increases the capacity of firms to deal with 

macroeconomic crises (Cavallo, Izquierdo & Leon, 2009). In parallel with the consensus 

that financial development is positively associated with economic growth, there is also a 

broad understanding that economic development favours the well-being of the population. 

However, a credible and efficient financial sector is still only a characteristic of a few 

countries, and it is particularly rare amongst emerging economies. Thus, “if financial 
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development brings growth and well-being, why don’t poor countries simply create the 

conditions necessary for financial development?” (Haber, North & Weingast, 2008, p. 1). 

Finance and governance are key to any country’s development, as these systems 

directly influence the allocation of resources in society, therefore “we need robust, rigorous 

explanations of these changes, rather than shallow triumphalism (of any flavour) until the 

next swing of the pendulum” (Gourevitch & Shinn, 2005, p. 7). The most developed 

explanations in the literature are those of the origin of legal systems, culture and politics. 

The next sections discuss in detail how these factors work to possibly explain the diversity 

in financial development and governance systems. 

1.3 Competing and complementary theories 

1.3.1 The Liberal View 

Neoclassical economists argue that efficiency through competition prevails in the 

historical determination of corporate structures. According to this rationale, increasing 

globalisation should lead to a convergence in firms’ governance structures, as firms that 

employ a sub-optimal system would be punished by product and capital markets until they 

either adapt (through what Coffee, 1999, called functional convergence, as opposed to legal 

convergence), or disappear. Thus, in situations of high competition, corporations are forced 

to adopt a set of corporate rules and mechanisms in order to survive, in a scenario where 

securities laws are assumed to be of lower importance (they would simply follow market 

changes towards more efficient economic structures), or even to be harmful (when 

convergence to efficiency doesn’t occur, because corporate law becomes an obstacle to 

evolution) (Hansmann & Kraakman, 2001).  
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In the same line of thought, Coffee (2001) argues that the differences in the growth 

of securities markets around the world can be explained by the degree of State intervention. 

He states his point by showing that the Berle-Means model emerged from the initiative of 

private financial companies in the US who wanted to reassure foreign investors in a 

particular situation when State authority was absent. The author concludes that: (1) the 

growth of securities exchanges and the rise of dispersed ownership correlates most closely 

with the appearance of a private sector that is relatively free from governmental 

interference, and, (2) a political theory can only explain the persistence of concentrated 

ownership, if it looks at the degree to which government systems have protected entrenched 

incumbents from competition and innovation. At the heart of his rationale is the assumption 

that self-regulation and equity markets development have generally preceded - and not 

followed - stronger investor protection. In his words, “a political economy that was 

decentralised and pluralistic, fostered the growth of securities markets, by permitting 

private entrepreneurs to devise their own techniques with which to make their promises 

credible” (Coffee, 2001, p. 78).  

If the liberal view of comparative corporate governance is correct, then one would 

expect globalisation to lead to convergence towards one certain efficient model. However, 

this has not been observed in practice, despite increasing global competition and integration 

in money and product markets, which discredits one of the most important predictions of 

the liberalists - convergence. Although this puts into question some of the key assumptions 

of these theorists, it is still important to take into account their argument that the level of 

State intervention plays a central role in the development of corporate governance in each 

economy. However, the simple description of State intervention having a negative impact 

on investor protection, or merely following markets, has been seriously challenged by what 
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happened during the financial crises of the past decades. Also, alternative theories which 

aim to explain differences in governance structures between countries have emerged and 

have become increasingly important, giving rise to two of the most prominent competing 

ideas, namely the “legal origins theory” and “explanations based on politics”, as well as 

cultural explanations. 

1.3.2 The Legal Origins Hypothesis 

  In reaction to the neoclassical view, a series of papers by La Porta, López-de-

Silanes, Shleifer and Vishny (henceforth LLSV) have created the basis of the “Legal 

Origins Hypothesis”, which argues that each country’s general level of investor protection 

matters, and that this can explain the different degrees of development of financial markets 

around the world. Another cornerstone of their argument is the idea that the origin of a 

legal system is a good predictor of the degree of investor protection across countries. This 

rationale departs from Shleifer and Vishny (1997)’s observation that, despite the increasing 

competition, dispersed ownership has not become a pattern of corporate structure, and 

therefore market forces alone are not able to lead to higher levels of investor protection and 

financial development.  

LLSV use the agency theory framework to predict that legal protection of outside 

investors limits the extent of expropriation of such investors by insiders. The legal origins 

literature moves on to associate the origin of the legal system with a series of outcomes 

related to investor protection and governance structures. The authors show that only a few 

legal families, namely those of English common-law, Scandinavian civil-law, German 

civil-law and French civil-law (that can be classified into just two legal traditions - those of 
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common law and civil-law), have been introduced all around the world through conquest 

and colonisation, which makes legal system an exogenous factor.  

The “Legal Origins Hypothesis” argument predicts that economies that have 

adopted the common law system - “common law economies” - are better at protecting 

investors and at promoting dispersed ownership than those that have adopted the civil-law 

system – “civil-law economies”. Three channels of financial contagion ranging from legal 

origins to finance support this idea, according to LLSV (1997, 2008): (1) the common law 

system provides a higher capacity to protect investors, as common law judges have more 

room to use discretion and also to base their judgment on the fiduciary obligations that 

managers have to shareholders, whereas civil law judges are bound by rigid codes and are 

unable to apply anything else apart from the “law on the statute books”; (2) common law 

economies apply regulation less and more prudently, whereas civil law economies tend to 

apply it excessively and ineffectively; (3) common law regimes have preference for market-

oriented and decentralised outcomes (a ‘dispute-resolving’ approach, according to 

Damaška, 1986), as opposed to civil law systems which prefer State-oriented and 

centralised solutions (a ‘policy implementing’ approach, according to the classification of 

Damaška, 1986). 

  In an empirical test of the legal origins approach, LLSV (1997, 1998) coded legal 

rules that protect shareholders and creditors in 49 countries, according to measures of 

investor protection that take into account, not only legal rules, but also the quality of its 

enforcement by the judicial system. In cross-country analyses, they observed that the level 

of protection for equity and debt investors varies substantially across countries and that 

economies with poorer investor protection have smaller and narrower capital markets (both 

equity and debt markets). Furthermore, they observed that French civil-law economies have 
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the weakest investor protection and the least developed markets, whereas common law 

countries have the highest protection and the most developed markets. La Porta, López-de-

Silanes and Shleifer (1999) argue that, except in the case of economies with very good 

shareholder protection, the prevailing structure is that of concentrated ownership. 

According to their theory, the quality of law is the main driver of corporate governance 

structures, and legal origin is the main driver of the quality of law. Subsequent research in 

the legal origins tradition have linked several other outcomes to legal origins, such as, for 

instance, government ownership of banks (La Porta, Lopez-de-Silanes & Shleifer, 2002), 

entry regulations (Djankov, La Porta, Lopez-de-Silanes & Shleifer, 2002), regulation of 

labour markets (Botero, Djankov, La Porta, Lopez-de-Silanes & Shleifer, 2004), incidence 

of military conscription (Mulligan and Shleifer, 2005) and government ownership of the 

media (Djankov, McLiesh, Nenova & Shleifer, 2003) (La Porta et al. 2008). 

  There is a bridge between the liberal view and the legal origins theory in the sense 

that both repute State intervention (in the form of legal rules) as being key to financial 

development. The most important difference is that while liberalists believe that less 

intervention is always better, the legal origins theory observes that quality of investor 

protection influences financial development, and State intervention through legislation, as 

well as the judicial system, both have a crucial role in this process, as they determine 

financial development and governance structures over the long term. LLSV argue that, for 

this task, common law systems have been historically more efficient than civil lay systems.  

1.3.3 Culture and religion 

Another aspect that has been considered in the literature as a possible explanation 

for cross-country divergence in governance and financial systems is culture. From keiretsu 
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systems of Japanese corporations linked to their collectivist and long-term oriented 

tradition through to the U.S-dominant minority rights and dispersed ownership system 

which is related to individualism and short-termism, culture intuitively seems to be 

influencing and influenced by economic structures. Culture affects values, institutions and 

how resources are allocated in any economy (Stulz & Williamson, 2003), as economic 

decisions are not just material, but are also based on other aspects of life (Maurice & Sorge, 

2000; Aguilera & Jackson, 2010).  Although this subject is less explored than law in the 

comparative governance and finance literature, culture has an impact (at the macro level) 

on the political, legal and economic organisation of nations and also (at the micro level) on 

companies’ choices of governance, and thus it might directly and indirectly influence the 

prevailing governance structure of a country.  

Hofstede (1980) indices are probably the most used variables in cross-country 

comparisons that study culture. The author developed four cross-country indices based on 

the following cultural dimensions: power distance, individualism, uncertainty avoidance 

and masculinity. Data was gathered through surveys with employees from multinational 

corporations between 1968 and 1972 in 40 countries, and the dimensions where countries 

differed were calculated by theoretical reasoning and statistical analysis. Twenty years 

later, the author released another version of his book (Hofstede, 2001) with updated 

arguments, new scientific references with data from 50 countries and the inclusion of a new 

cultural variable - long-term orientation. In the new study, Hofstede argues that people’s 

brains have mental programmes that are developed in the family in early childhood and 

reinforced at school and at work, and that these programmes contain a component of 

national culture which is expressed in different values which are measured by the five 

dimensions. 
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Hofstede’s (1980, 2001) indices have been largely used in cross-country 

comparative research, and the cultural factors identified by the author were related to 

several economic outcomes. For instance, the level of financial leverage is related to 

uncertainty aversion (Chui, Lloyd, & Kwok, 2002), dispersed ownership is related to 

individualism (Hofstede, 2004), patterns of life insurance consumption (Chui & Kwok, 

2008) and development of bank based systems (Kwok & Tadesse, 2006) are also related to 

uncertainty avoidance. These cultural aspects have interacted with legal variables to explain 

outcomes such as the global diffusion of codes of good governance (Haxhi & van Ees, 

2010) and managers’ earning discretion (Han, Kang, Salter & Yoo, 2010). The work of 

Licht, Goldschmidt and Schwartz (2007) relates Hofstede’s (2001) index (and also on an 

alternative cultural index developed by Schwartz, 1999) to three basic social norms of 

governance: the rule of law, corruption and accountability, and finds that these norms 

correlate systematically and strongly with national scores on cultural dimensions and that 

they also differ across cultural regions of the world. 

Besides cultural indexes, a well know proxy for culture is religion. One simple 

example of how religion can influence legal and economic structure through culture is the 

case of Protestantism and Catholicism: while Protestantism affirms that individuals can 

reach correct decisions and arbitrate on what is right or wrong based on their own reading 

of the Bible, the Catholic doctrine maintains that the Church has a monopoly to define what 

is right or wrong, and that it is the only way for individuals to reach God and heaven. 

Protestantism therefore empowers individuals and would be less compatible with a legal 

system in the French style (centralised and based on policy implementation), but perhaps 

more compatible with an English-origins legal system style (descentralised and dispute-

resolving). 
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Weber’s (1905) seminal work is the first benchmark for studies that relate religion 

to other economic outcomes. His central argument is called the work ethic hypothesis, 

according to which Protestants work harder and more effectively than Catholics and that 

this explains the higher prosperity observed in regions where Protestantism is dominant. 

Arruñada (2010) develops the social ethic hypothesis, whereby work ethic is the same 

between Catholics and Protestants, but the latter have higher social ethics that leads them to 

monitor each other’s conduct better and to provide stronger support for political and legal 

institutions and also to hold more homogeneous values. These factors would be, in fact, the 

reason for the higher level of prosperity that is observed in Protestant regions. 

Stulz and Williamson’s (2003) empirical analysis finds that a country’s principal 

religion helps to predict the cross country variation in creditor rights better than other 

factors, such as a country’s natural openness to international trade, language, income per 

capita or the origin of its legal system. They observe that Catholic countries protect the 

rights of creditors less than Protestant countries, and have less private long-term debt. La 

Porta et al. (1999b) also uses religion as a proxy for culture (more specifically for work 

ethic, tolerance and trust), following Weber’s tradition and the works of Putnam (1993) and 

Landes (1998). Putnam analysed the case of Italy, and argued that trust in strangers 

facilitates collective action and provision of public goods that enhance economic 

development. Landes (1998) has singled out Catholic and Muslim religions as hostile to 

institutional development, due to higher levels of intolerance, xenophobia and closed-

mindedness acquired during the period of the economic take-off of Protestant countries. 

The empirical analysis of La Porta, López-de-Silanes, Shleifer and Vishny (1999) of 152 

countries, finds that countries with a higher proportion of Catholics or Muslims exhibit 

inferior performance of government, which confirms Landes’ (1998) observation.  
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McCleary and Barro (2006) argue for a two-way interaction between religion and 

political economy. According to this rationale, when religion is a dependent variable, the 

question is how economic and political institutions affect religious participation and beliefs, 

whereas when religion is an independent variable, a key issue is how religion affects 

individual characteristics, and thereby influences economic performance. The authors 

provide a detailed description of how different beliefs about salvation in world’s religions 

provide different economic incentives. In particular, their empirical results imply that 

participation in religious services is negatively related to growth, and also that the Muslim 

faith is negatively related to growth.  

Religion has also been related directly to various cultural dimensions and economic 

outcomes at the micro level (individuals grouped by religion instead of by countries). For 

instance, Bartke and Schwarze (2008) survey immigrants in Germany and analyse their 

self-assessed propensity to take risks, concluding that Muslims are more risk-averse than 

Protestants, whereas Catholics are not more risk-averse than Protestants. Hilary and Hui 

(2009) conclude that more religious individuals are more risk-averse than the population in 

general. Benjamin et al. (2010) use laboratory experiments to find that Catholicism 

decreases contributions to the public goods, decreases expectations of others’ contributions 

to the public goods, and decreases risk-aversion, whereas Judaism increases worker 

reciprocity. Guiso, Sapienza and Zingales (2003) observe that saving and capital 

accumulation is increased by religion, whereas McGuire, Omer and Sharp (2012) find that 

firms headquartered in counties with strong religious norms generally experience lower 

incidences of financial reporting irregularities. Overall, the literature relating religion to 

economic outcomes informs us that: (a) religion influences individuals’ economic choices, 

and, (b) this influence might have an impact on countries’ economic structures. 
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1.3.4 Politics 

Although the Legal Origins Hypothesis has enjoyed a great success among 

academics and became very influential, criticism of its basic assumptions and even of its 

empirical evidence has flourished ever since the pioneer work from LLSV (1997). Roe 

(2000, 2003) provides three lines of criticism of the legal origins hypothesis that he 

classifies as being: deductive, economic and political. Deductive criticism refers to the fact 

that high-quality corporate law (QCL) is compatible with various corporate governance 

forms, thus QCL does not inexorably lead to ownership diffusion. Economic criticism 

suggests that market forces (in the form of competition among different stakeholders for a 

firms’ return), and not the law itself, shape the demand for protection against managerial 

agency costs. Finally, political criticism states that markets for legal protection – that drive 

governance – are politically determined. The static character of the legal origins theory and 

its inability to explain the variance of CG models over time within countries, has provided 

further support to these questions.  

Dam (2006) also criticises the theory of the legal approach, questioning the three 

channels of contagion that range from the legal system to finance. He argues that: (1) codes 

instead of fiduciary duties are central to common law countries as well; (2) common law 

economies also regulate a lot, and if they regulate badly, or with the wrong purposes, then 

something else needs to explain it besides legal origin; and, (3) that there is nothing 

intrinsic about the mechanisms of common law that is property respecting, decentralied and 

market-oriented.  

In a reflection regarding new evidence and received criticism, LLSV (2008) favour 

a cultural interpretation, adopting “a broad concept of legal origin as a style of social 

control over economic life”.  However, there are also some drawbacks when trying to use 
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culture as an explanatory factor for finance and corporate governance differences across 

countries. Aguilera and Jackson (2010) point out some of these weaknesses: (a) it is 

difficult to interpret the dimensions of culture; (b) it is hard to disentangle institutions and 

culture and their reciprocal influence on each other; (c) invoking cultural values does not 

lessen the need for a political perspective of institutions. Furthermore, the diversity of 

financial development and governance structures among countries that share the same legal 

origin (Roe, 2003, Gourevitch and Shinn, 2005) weakens the evidence in favour of legal 

origins explanations, and the “reversals” through time (Rajan and Zingales, 2003) weaken 

the evidence in favour of both the legal origins and the cultural approaches. The time-

invariant characteristic of legal origin and culture “make them poor candidates to explain 

phases of rapid financial evolution” (Perotti, 2013, p. 02). 

The “new political economy” tradition seeks an alternative explanation for the 

diversity in financial development levels and corporate governance structures. According to 

this literature, poor financial and governance regulation and enforcement are a consequence 

of politics, more specifically of the influence of interest groups  over governments. Whilst 

welfare economics treat policymakers as “benevolent social planners” who consistently try 

to implement the “best” policies for promoting welfare, the “new political economy” draws 

on ideas and concepts of public choice theory and sees policymakers as “self-interested 

agents responding to political incentives” (Pagano & Volpin, 2001, p. 02). In this sense, 

political preferences and institutions of preference aggregation and power distribution are 

of utmost importance for determining rules and policies that can provide adequate financial 

development. As stated by Pagano and Volpin (2001), the political economy approach was 

initially applied to macroeconomic policy-making only, but has spread to other areas of 

economic policy analysis, particularly to policy interventions in financial markets.  
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Accordingly, besides criticising the LLSV hypothesis, Roe (2003) develops a 

political explanation for diversity in countries’ corporate governance structures, arguing 

that these structures are shaped by the political process through lawmaking and other 

negotiation channels between different interest groups. Departing from criticism of both the 

neoclassical approach and the legal origins argument, Roe (2003) brings political features 

to the centre of the debate, arguing that political forces are the main factor for explaining 

the international differences in corporate governance systems and are the primary 

determinants of the relations between the firms’ constituencies. Therefore, politics 

determine the level of protection given to each group of interest (e.g.: managers, owners, 

employees). In his early work, Roe (2003) concentrates on political preferences rather than 

institutions, and uses social democracy as the central political variable, which is broadly 

understood as the use of government to restrict capital for various purposes, such as to 

benefit labour, for instance. The underlying assumption is that social democratic 

governments give voice to claims of other stakeholders of the firm at the cost of 

shareholder protection. Concentrated ownership would then be used as a tool by 

blockholders to counter these claims and to equilibrate power within the firm. 

Gourevitch (2003) points out that LLSV and Roe arguments both have a crucial 

similarity: contrary to the liberal view, they both find that State intervention is necessary. 

However, they disagree on the determinants of weak investor protection. Whilst LLSV 

places all the emphasis on legal origins, leaving aside politics, Roe brings politics to the 

central and primary role in determining solutions to the agency problem. To Roe, the 

central question is whether the main forces within a nation want to protect investors, and 

thus politics is seen as a precondition to high-quality law (that can be developed in the 

cases of origins from both common law and civil law, according to him).  
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Rajan and Zingales (2003) provide evidence that, beyond cross-country variance, 

governance structures and financial development vary over time within each economy, in a 

pattern which they called the “great reversals”. The authors identified that France and Japan 

had vibrant and diffused securities markets before World War I, and most of the countries 

in Continental Europe were more financially developed than the US in 1913. Although 

recovery from damages from the Wars took around two decades (in a conservative 

estimation), it was not until the 1980s that financial markets in these countries (Japan, 

France and Continental Europe) started to recover, but in a much different pattern from the 

original dispersed ownership model that had been observed previously. In the US, variance 

over time went in the opposite direction, resulting in more concentrated ownership in the 

late 19
th

 Century and early 20
th

 century, then heading towards greater protection for 

minority shareholders and better developed equity markets with a more dispersed 

ownership structure that observed nowadays.  

Rajan and Zingales’ (2003) explanation for the “great reversals” is also a political 

one, although in a different dimension than that proposed by Roe (2003). The authors argue 

that incumbents oppose financial development because it breeds competition, and that this 

opposition is stronger in countries with lower cross-border trade and capital flows. 

Although their evidence goes against the legal origins literature, they do not rule out the 

role of legal traditions in comparative finance. The authors argue that legal origins provide 

the basic structure for legal rules and institutions in each economy, and that this structure 

might matter, “not so much in directly favouring or disfavouring financial development, but 

in filtering the impact of interest groups and the forces that affect their incentives” (Rajan 

& Zingales, 2003, p. 43). In their rationale, civil law countries are more vulnerable to 

“regulatory capture” by incumbents, as they rely more on codified law and regulation, 
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which could help to explain the patterns observed in the great reversals. However, Perotti 

(2013) shows that this explanation is: (1) not consistent with the fact that the evolution of 

investor protection after the 1929 crash was driven by legislation, even in common law 

countries (especially in the UK and US), and, (2) does not explain the path followed by 

some civil law countries that remained market-oriented, examples being the Netherlands, 

Switzerland, Sweden and Denmark (contrary to their very similar neighbours of Belgium, 

Austria and Finland). Again, Perotti (2013) calls for a purely political explanation, rather 

than a formalistic one.  

Gourevitch (2003) classifies political arguments in to two categories: (1) interest 

group preferences and powers, referring to the clash among groups of interest (that can be 

class-based or sector-based), and, (2) institutional mechanisms of interest aggregation, 

referring to the institutions that shape how preferences are combined (e.g.:  majoritarian vs. 

consensual systems, electoral laws, parliamentary vs. presidential, etc.). Gourevitch (2003) 

points out that Roe’s work does a good job in providing evidence that politics is relevant in 

determining corporate governance structure, but shows that this argument is incomplete, as 

a left-right scale does not capture all political forces and coalitions (as there are other 

interest groups and pressures, some of them non-economic, and other forms of coalitions 

amongst agents) and that it ignores the role of political institutions. Based on these initial 

efforts, literature that examines politics as a way of explaining divergence in corporate 

governance patterns has grown, and there are now competing political explanations (Roe, 

2003, 2012, Pinto, Weymouth & Gourevitch, 2010, Pagano & Volpin, 2005, Perotti & von 

Thaden, 2006, Gourevitch & Shinn, 2005, among others).  

The political economy approach to finance can: (1) “help to understand why some 

countries end up with “poorly designed” financial institutions, or “poorly enforced” 
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financial regulation; (2) (…) guide us in the understanding of financial reform and its 

feasibility; and, (3) (…) understand how, in turn, legal rules shapes and entrenches political 

constituencies. In this sense, legal rules and economic outcomes are jointly determined, 

politics being the link between them” (Pagano & Volpin, 2001, p. 03). 

1.4 Contextualising this research 

In their review of Kenneth Dam’s (2006) book, Roe and Siegel (2009) show that 

empirical evidence supporting the legal origins hypothesis is weaker than previously 

thought (when data is extended to a time period previous to the 1990s, or when some 

outliers are excluded from the sample, evidence favouring legal origins weakens or 

disappears), and argue that “the potential political economy explanations for financial 

backwardness already out there are so powerful, that it’s surprising that they do not already 

dominate formalistic ones (like origins) in finance, and haven’t been well-developed by the 

many talented financial economists working in the field” (p. 9). For these authors, the 

technical institutions of investor protection may well be no more important, and perhaps 

less important, than the political economy considerations of whether the policy wants to 

protect investors (Roe & Siegel, 2009, p. 14). 

In line with this rationale, this study focuses on the association between political 

preferences and institutions and a set of finance and governance outcomes, which are key to 

address our research question, as “the corporation itself is a legal institution, where the 

rights and responsibilities of different parties are anchored in law and thereby also created 

and changed through politics” (Aguilera & Jackson, 2010, p. 492). In the words of Roe and 

Siegel (2009), “the intuition behind the political economy story percolating in the academic 

finance literature is simple. Investor protection is a policy choice” (p. 13). The broad 
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research question here is whether, and how, political preferences and institutions contribute 

to variation between countries and over time in finance and corporate governance – namely 

in financial development, investor protection and ownership concentration. Policymakers 

require more information about the role of politics in shaping finance and corporate 

governance to help them in the hard task of identifying the right mechanisms for 

development in each nation.  

Following the literature in this field, the political factor is divided in two 

dimensions: political preferences, which refers to the ideology and influences that drive 

the actions of the political party or the head of government in power or, in the words of 

Gourevitch and Shinn (2005), “interests groups that advocate policies that promote their 

goals” (p. 8); and political institutions, “the machinery that refracts the preferences and 

that aggregates them into policy outcomes” (Gourevitch & Shinn, 2005, p. 8), which refers 

to each country´s rules and systems that shape the political game, such as, for instance, the 

electoral system, the form of government, the level of democracy and the constraints to the 

head of government’s executive power. For the purposes of this research, corporate 

governance systems are defined as a set of rules and practices that determine the use of 

power and decision making within corporations. The main corporate governance feature 

analysed here is investor protection, although ownership concentration is also used as a 

dependent variable in Chapter III. Financial development is understood here to be the depth 

of credit and equity markets. Our contribution lies with the use of new approaches and 

alternative political explanations which increase the literature in this field, providing useful 

information for researchers and policymakers.  

In Chapter II, we use social democracy as a central political variable, and adopt a 

new approach to the issue of political preferences and finance, trying to reconcile 
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previously contradictory arguments and findings by Roe (2003, 2012) and Pinto et al. 

(2010), that respectively established that social democracy is negatively/positively 

associated with financial markets. We hypothesise and find empirical evidence that left-

wing politics (social democracy) has been negatively associated with stock market 

development until the fall of the Soviet Union, but after this, a change in discourse and 

agenda of the parties of the left have made them even more favourable than other parties. 

Furthermore, we find that the left vs. right conflict is only significant for stock market 

development in emerging countries, which are less institutionally and economically 

developed than their developed peers.   

In Chapter III we create two indexes for measuring political consensualism, in order 

to test our hypotheses as to how political institutions influence creditor and minority 

shareholder protection across countries, and over time, based on the degree of 

consensualism required by them for policy implementation and restrictions on the executive 

power. Based on a political bargaining model that confronts large capitalists, small 

capitalists and workers, we hypothesise and present empirical evidence that shows that 

more consensual systems are negatively associated with minority shareholder protection, 

and positively associated with creditor protection and ownership concentration. 

Chapter IV explores the association between democracy and stock market 

development, overcoming the contradiction in previous empirical work on this subject. 

Inspired by the rationales of Olson (1993), McGuire and Olson (1996) and Acemoglu 

(2008), we hypothesise and provide empirical evidence that democracy and stock markets 

follow a curvilinear U-shaped relationship.  Furthermore, we analyse which characteristics 

of democracies are positive or negative for the development of stock markets, which led us 
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to find that while competitiveness of executive recruitment is harmful for stock markets, 

competitiveness and openness of political participation favours stock market development.  

The innovations and contributions added by each paper to the existing literature are 

further described and discussed throughout the specific chapters.  
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CHAPTER II – LEFT-WING VS. RIGHT-WING POLITICAL PREFERENCES 

AND STOCK MARKET DEVELOPMENT 

 

Abstract 

In this chapter we study the association between social democracy (characterised by left 

wing politics and labour power) and stock market development across countries and over 

time. Empirical evidence so far shows contradictory results. We try to reconcile these 

findings with a new approach, arguing that until 1991 (the fall of the Soviet Union) the 

power of the left was negatively correlated with stock market development, as the agenda 

of the left focused on the direct protection of labor through legislation and public policies 

and had an anti-capitalist view, although in the post-communist period, parties of the left 

have embraced minority shareholder protection and capital competition as ways of 

indirectly protecting labour. Also, contrary to Roe’s (2012) idea that the left vs. right 

conflict is mostly relevant in developed economies, we argue that it is only determinant in 

emerging economies, as these are less-developed institutionally and economically and thus 

provide more scope for political preferences to overcome institutions. We use random-

effects generalised least squares in a sample of 42 countries (21 developed and 21 

emerging), between 1988 and 2011, and the results support our hypotheses. Results are 

robust for different model specifications and statistical techniques. 

Keywords: Political preferences, social democracy, stock markets. 

JEL Classification: G30, K00, N20, 016, 016, 057 
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2.1. Introduction 

One of the most intriguing questions about comparative finance is why some 

economies simply do not build the necessary mechanisms for improving their financial 

development, despite all the evidence that finance can spur on economic growth 

(Schumpeter, 1959, Bencivenga & Smith, 1991, King & Levine, 1993, Levine, 1997 and 

others). Accordingly, there is still ongoing debate regarding the forces behind the different 

governance structures that are prevalent in each country. A series of papers by La Porta, 

Lopez-de-Silanes, Shleifer and Vishny (1997, 1998, 1999) has set the basis for the legal 

origins school, arguing that the origin of the legal system largely explains these differences 

in governance and finance across countries. Others have appealed to culture as the key 

explanatory factor (Stulz & Williamson, 2003, Hofstede, 2004, Licht, Goldschmidt & 

Schawtz 2007 and others).  

Both legal origins and culture have been criticised as insufficient explanations, as 

they are not able to explain changes over time given their static nature (Rajan & Zingales, 

2003, Perotti, 2013). The politics school departs from criticising the legal origins 

hypothesis especially (Roe, 2003, Dam, 2006), arguing that in terms of investor protection 

and financial development, identifying whether the dominant political powers within any 

economy want to create a more competitive financial environment is more important than 

the origin of the legal system – or culture implicitly. Since Roe (2003)’s pioneer work 

questioning the legal origins hypothesis and bringing politics to the centre of the debate, 

several key theoretical and empirical studies have been made shedding new light on the 

macro question of comparative governance and finance -- “how to explain the similarities 

and differences among corporate governance practices at the level of national cases” 

(Aguilera & Jackson, 2010, p. 491).   
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The political argument is generally separated into political preferences (interest 

groups and ideologies), and political institutions (rules and systems that shape the political 

arena) (Gourevitch & Shinn, 2005). In this chapter, we focus on political preferences as the 

explanatory factor for cross country and over time variance in stock market development. 

Our contribution to the existing literature lies in our new approach to the question of 

whether left wing political preference is negatively or positively associated to capital 

markets’ development. Theoretical and empirical literature so far have presented 

contradictory answers to this question. We try to reconcile previous findings by 

hypothesising that until 1991 (the fall of the Soviet Union) the power of the left was 

negatively correlated with stock market development, as the agenda of the left focused on 

the direct protection of labour through legal rules and public policies, and also had an anti-

capitalist view. However a change of discourse in the post-communist period has led left-

wing parties to embrace minority shareholder protection and capital market development as 

ways of indirectly protecting labour.  

Furthermore, contrary to Roe (2012)’s idea that the left vs. right conflict is more 

relevant for stock markets in developed countries, we argue that the left vs. right conflict is 

particularly important in developing economies, as it is key to overcoming the interest of 

the elite in preventing competition and for changing the misleading idea of the non-elite 

that investor protection only favours large capital owners, whereas in developed economies, 

the left vs. right conflict is less important on account of the large and more fairly distributed 

income per capita, the strength of the legal system, higher average investor protection and 

more reliable and stable political institutions. Thus, in these countries, probably what Roe 

(2012) refers to as “haves vs haves” conflicts are more decisive (clashes between capital 

owners themselves).  
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This study proceeds as follows: Section 2.2 presents the debate on the literature on 

political preferences and finance, shows the empirical evidence obtained so far and 

specifies our research question and hypotheses. Section 2.3 describes the methodology 

adopted and the variables, data, sample and models used to answer the question proposed. 

Section 2.4 shows our results, Section 2.5 presents some robustness checks, and Section 2.6 

discusses the implications and contributions of this study and calls attention to some of its 

limitations. 

2.2. Theory and hypotheses 

2.2.1 Theoretical arguments 

The seminal works by Roe (2000, 2003) place social democracy (which 

characterises left-leaning governments in his argument) as the central political variable. 

Roe (2003) defines social democracy as the use of government to restrict capital for various 

purposes, such as to benefit labour. The rationale is that social democratic governments 

give voice to the claims of various stakeholders, at the cost of shareholder protection, 

resulting in less developed stock markets and concentrated ownership as a tool which is 

used by blockholders to protect them and balance the distribution of power within the firm. 

Along the same line, Perotti and von Thadden (2006) centralise their argument on the 

interests of the median voter, who has no financial capital, but some human capital (as they 

constitute the majority of the electorate), and follow Roe’s logic to develop a model where 

labour opposes shareholder protection. The authors argue that workers are risk averse, as 

labour risk cannot be diversified, thus they prefer more stable bank lending systems.  

However, social democracy is not the only way to analyse political preferences. 

Gourevitch and Shinn (2005) explore several ways in which owners, managers and workers 
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could combine in different coalitions. They show that owners and managers can create 

alliances to contain workers’ demands; workers and managers can combine to secure 

employment and stable wages; and workers and owners can work together to contain 

managerial agency costs. They also call attention to the possibility of sector coalitions, 

rather than class coalitions (e.g.: firms interested in international openness, vs. firms 

interested in protect the dominance in the domestic market).  Perotti and Volpin (2007) 

model the politician’s utility function as a weighted sum of the preferences of businessmen 

and concentrated economic groups (that are willing to prevent investor protection as a way 

of increasing entry barriers) and also the preferences of the general public (which is willing 

to increase competition through higher investor protection). Still on the subject of political 

preferences, Rajan and Zingales (2003) emphasise interest group politics, in which 

incumbent firms with local market power resist financial development, as it can bring about 

increased competition and threaten their privileged position. In their model, Pagano and 

Volpin (2005) consider different coalitions between managers, employees and 

shareholders, in differing legislative structures, to explain the degree of outside shareholder 

protection, being specifically interested in the dynamics of shifting coalitions among the 

three groups. 

Roe (2012) argues that there are different key political struggles in the developed 

and developing worlds which are decisive for capital markets. In developed economies, 

conflicts occur not only between owners of capital vs. those who are not owners (haves vs. 

have-nots), but also between capital owners themselves (haves vs. haves). Among the 

“haves vs. have-nots” conflicts, Roe (2012) mentions the clashes between: 1) government 

power vs. private power, 2) populism vs. power, 3) business elites vs. masses, 4) social 

democracy vs. capital markets. Among the “haves vs. haves” conflicts, the author mentions: 
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1) banks vs. stock market capitalism, 2) managers vs. capital markets, and, 3) controlling 

shareholders vs. capital markets. In relation to developing economies, Roe (2012) mentions 

other political factors which are more decisive for finance and governance, such as 

inequality, political stability, the interest of the elite in preventing competition and the non-

elite’s misleading understanding that investor protection is only for the protection of the 

elite’s capital from incursions by the “have-nots”. 

In terms of political preferences, we use social democracy as a central element 

(following Roe, 2000, 2003 and Pinto, Weymouth & Gourevitch, 2010) and concentrate on 

the association between the strength of social democracy (translated into left wing politics 

and the power of labour) and stock market development. For a quantitative study, social 

democracy measured as the control of government by left wing parties is a good central 

political variable for preference aggregation, for several reasons: 1) it has been used by 

previous research and thus we can compare results; 2) it incorporates several of the 

conflicts identified by Roe (2012), both in developed and developing regions; 3) it is 

straightforward to measure and there is plenty of data available. Furthermore, in favour of 

the use of left-right dimension as a measure of political preference, Roe and Siegel (2009) 

assert that left-right conflict and the effort to co-opt internal, left-oriented groups and 

political parties, explains key financial outcomes in Europe and East Asia during the post-

war decades.  In the next section we then go on to summarise the empirical study on 

politics and finance which uses social democracy as a central variable.  

2.2.2 Empirical evidence 

Roe (2000, 2003) uses social democracy as a predictor of ownership concentration 

in a cross-section of countries, testing his hypothesis through ordinary least squares 
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method, using the degree of control of government by the left -- left-right rank of several 

wealthy economies based on a poll with experts developed by Castles and Mair (1984) -- as 

the independent variable, and the level of ownership concentration -- based on La Porta, 

Lopez-de-Silanes, Shleifer & Vishny (1999) -- as the dependent variable. He  finds that the 

ideology of the left is significantly associated with more concentrated ownership.  His 

findings suggest that where social democracy (control of government by the left) is strong, 

shareholder rights are weak and ownership concentration is high.  He also develops a set of 

country case studies (UK, US, France, Germany, Italy, Japan and Sweden) to support his 

argument and to provide some causal evidence.  

Carney (2010) presents an original approach which compares the partisan 

composition of governments at the time when modern financial institutions were created 

across wealthy democracies, to the corporate governance model developed in each country. 

In a sample of 15 wealthy economies and two case studies, he finds that higher left-wing 

representation is linked to the characteristics of the concentrated ownership model. Belloc 

and Pagano (2009) also agree that social democratic power is positively associated with 

ownership concentration, but argue that causation goes both ways. They affirm that “when 

there is no separation between ownership and control, employees are more likely to seek 

protection from the interference of dominant blockholders and of their relatives and 

friends” (Belloc and Pagano, 2009, p.106). The authors provide empirical evidence from a 

cross-section of 21 OECD countries, and conclude that causation going both ways leads to 

multiple equilibria, characterised by alternative co-evolution paths of politics and corporate 

governance. Along the same line, Perotti and von Thadden (2006) argue that where 

financial wealth is concentrated, a financially weakened middle class prefers to not see their 

labour income associated with free market risks, given that labour risk is not diversifiable. 
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Assuming that left-wing is characterised by a higher concern with social protection, their 

work also leads us to deduce that labour power is associated with concentrated ownership 

and weaker stock market development.  

Schnyder (2011) analyses the corporate governance reforms in Sweden, Switzerland 

and the Netherlands during the 1990s, to support their claim that when labour was not 

excluded from the formation of corporate governance structures, then centre-left support for 

pro-shareholder reform was weak. He calls attention to the case of consensual democracies, 

where labour relation are per definition collaborative, rather than conflicting, so labour has 

not been excluded from the initial governance arrangements thus the centre-left is expected 

to collude with the centre right to impede governance. 

On the other hand, if we take Rajan and Zingales (2003) incumbent rationale, a 

logical prediction is that a left wing government would be more suited to implement 

changes that aim to increase the level of investor protection, as they are more likely to 

confront the interests of local capitalists. This rationale has been developed further by 

Cioffi and Hopner (2006), who called it the “party paradox” of finance capitalism. They 

analyse case studies from Germany, France, Italy and the US, to conclude that centre-left 

political parties have pushed for pro-shareholder corporate governance reforms, whilst the 

centre-right has generally resisted them. They argue that centre-left parties used corporate 

governance reform to attack the legitimacy of existing political economic elites, presenting 

themselves as pro-growth and pro-modernisation striking political alliances with segments 

of the financial sector and appealing to middle-class voters; whereas alliances between 

conservative parties and managers have constrained them from supporting reforms.  

More recently, Pinto et al. (2010) hypothesised that left-wing politics would be 

linked to higher investor protection, given that workers across the economy benefit from 
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increased labour demand resulting from higher competition, investment and output, thus 

pro-labour parties would provide higher protection for investors. They test the implications 

of this idea by measuring the association between the control of government by the left and 

the level of stock market capitalisation in a panel of 85 countries, over the period of 1975 

until 2004. The authors find that partisanship is the main political factor in their models, 

and conclude that left-leaning governments are associated with higher stock market 

capitalisation. Along the same line, Santa Clara and Valkanov (2003) analysed data on U.S. 

Stock Markets from since 1927, and observed that excess returns are significantly higher 

under Democratic than Republican presidencies. They show that the difference in returns is 

robust in subsamples, cannot be explained by business-cycle variables, is not concentrated 

in election periods and there is no difference in the riskiness of stock markets across 

presidencies that could justify a premium. 

2.2.3 Research question and hypotheses 

As the divergence in theory and empirical findings show, the existent literature is 

still not settled as to what is the association between social democratic power and financial 

markets, which is precisely our research question here: 

 

Research question: Is social democratic (left wing) power positively or negatively 

associated with capital markets’ development across countries and over time?  

 

Empirical answers provided so far have not been sufficient, and their apparent 

conflict might also be due to the different variables and issues that are being tested. For 

example, Roe (2000) uses ownership concentration as the dependent variable, and the left-
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right classification of a country based on a poll with experts developed in 1984, whilst 

Pinto et al. (2010) use stock market capitalisation to GDP as a dependent variable, and 

government partisanship at each specific moment as the main political predictor.  

Perhaps they are both right. At the time when modern financial institutions were 

created, left-wing parties were under the influence of classic communist ideas, as the 

communist bloc was increasing in power and influence. The main issue for these parties at 

that time was to guarantee the highest possible level of direct labour protection through 

legal rules and public policies, which has favoured the concentrated ownership model, used 

as a defense mechanism by capital owners in economies were left-wing ideas were more 

successful, leading to weaker stock markets. This clash has been dominant in political 

partisanship for several decades. Indeed, Roe´s (2000, 2003, 2006) basic argument to link 

left-wing politics to concentrated ownership, dates back to post-World War II decades in 

Continental Europe, where capital-oriented powers were weakened and labour was the 

dominant interest, making strong claims on firms’ cash flows, “powerful gains that gave 

concentrated owners an advantage over dispersed owners in forming a countervailing 

coalition to keep more value in shareholders hands” (Roe & Siegel, 2009, p. 12). 

In recent times, however, the basic characteristics of the left discourse have 

changed. Particularly after the fall of the Soviet Union in 1991, left-wing parties all over 

the world had to reinvent their arguments and embrace new causes, and partisan conflict 

gained new dynamics. Left-wing parties have increasingly adopted minority investor 

protection in their agenda as social democratic interests have changed from simply 

protecting labour with direct rules and strong social security (which is at the heart of social 

democratic models), to a broader approach, which also aims to protect labour indirectly 

through less protection to the incumbent capitalists, providing more capital competition. In 
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addition, increasing investor protection and the fostering of the development of financial 

markets are forms of protecting labour as a minority shareholder, given that it became 

common for workers to be shareholders of the companies they work for, and they have 

been among the most hurt by corporate frauds, as for example, in the cases of Enron and 

WorldCom. The above mentioned idea is in accordance with what Cioffi and Hopner 

(2006) have called the “political paradox” of finance capitalism, observing that over the last 

fifteen years, left-wing parties have pushed for pro-shareholder reforms, whereas the 

traditionally pro-capital right has resisted them, to protect established capitalists. Pinto et al. 

(2010) arguments linking left-wing politics to minority shareholder protection are also 

based on political struggles that occurred many years after the post-war period, when the 

dynamics of left-right conflict had already changed.  

This change in orientation of preferences by the left can also be interpreted 

according Gourevitch and Shinn (2005) theoretical model which analyses alliances between 

owners, managers and workers. We argue that, until 1991, left-wing parties directly 

defended labour rights and resisted internationalisation and financial markets, favouring 

coalitions between certain subsets of managers, workers and some kinds of incumbent 

owners (blockholders), in order to preserve jobs for workers and managers, and to protect 

blockholders against hostile takeovers and instability. However, with the change of 

discourse after 1991, most left-wing parties started to defend transparency coalitions 

between minority shareholders and workers, pushing for more accountability as a way to 

monitor managers, to defend pension fund investments and to increase firms’ competition 

for labour. 

Summing up, this leads us to our first hypothesis: 
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Hypothesis 1 – Until 1991, left-wing politics was negatively associated with stock market 

development, whereas since the fall of the communist bloc (after 1991) left wing power has 

been positively associated with stock market development.  

 

Another intriguing issue is that Roe (2012) mentions the conflict between social 

democracy and capital markets as particularly important in developed economies alongside 

with other  “haves vs. haves” and “haves vs. have nots” conflicts as for example 

government power vs. private power, populism vs. power and business elites vs. masses. 

The author neglects this element (social democracy) among the political clashes that are 

relevant for capital markets in developing countries. 

Contrary to Roe (2012)’s idea, we argue that in developed economies, large and 

fairly distributed income, the strength of the legal system, higher average investor 

protection and more reliable and stable institutions all create a self-reinforcing 

environment, where the left vs. right conflict becomes less important in terms of predicting 

outcomes of capital markets. In these countries, business elites vs. masses conflicts are less 

relevant and populism (either from left or right parties) is less likely to succeed than in less 

developed regions. In these cases, struggles between capital owners themselves might be of 

more importance, such as those mentioned by Roe (2012) -- banks vs. stock market 

capitalism, managers vs. capital markets and controlling shareholders vs. capital markets. 

Roe (2012) mentions other political factors as being more decisive for finance and 

governance in developing economies, such as, for instance, the interests of elites to prevent 

competition and the non-elite’s misleading understanding that investor protection is only 

there to protect elite’s capital from “have-nots” incursions. The left vs. right conflict is 

particularly important in this scenario, as it captures a great deal of information about the 
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above mentioned factors. In developing countries, the left-wing agenda of breaking ties 

with incumbent capitalists is key to overcome the elite’s interests of preventing 

competition. Furthermore, “after 1991”, the power of the left might have played a 

significant role in overcoming the non-elite’s misleading idea that investor protection 

favours large capital owners only, as, “until 1991”, the power of the left had played a 

significant role in encouraging this misconception, which leads us to our second 

hypothesis: 

 

Hypothesis 2 – Left vs. right conflict is especially relevant for capital markets’ outcomes in 

developing economies and this is not the case in developed countries. 

 

2.3 Research methods 

2.3.1 Variables and data 

The main objective here is to associate political characteristics to stock market 

development. In order to do so, we use panel data from up to 83 countries between 1988 

and 2011. Our independent variable is stock market capitalisation as a proportion of gross 

domestic product (mktcap), which is a good measure of capital market development which 

is largely used by previous research, and allows us to take advantage of the time series 

dimension of the data.  Data on this variable comes from the World Bank.   

The predictors which we are mostly interested in are those that measure the political 

dimension we are testing -- left vs. right control of government. We use three variables for 

that purpose. The first one (exec_left) is a dummy variable, which takes the value of 1, if 

the party of the head of government is a left wing one (for Presidential or semi-Presidential 
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systems), or if the majority in the government composition (for Parliamentary systems) is 

composed of left-wing parties, and 0 otherwise. The second variable to measure left-right 

orientation (left_maj) represents the share of votes that government has in the legislative 

houses (variable numvote in the World Bank Database of Political Institutions - DPI), if 

both the head of government, or the majority in government composition (for Presidential 

or Parliamentary systems respectively, variable execrlc in DPI) and the main government 

party (variable gov1rlc in DPI) have a left-wing orientation, and 0, if any of these two 

conditions are not met. The third variable (right_maj) is calculated in the same way as 

left_maj, except that the calculation is made for the right-wing control of government. It is 

important to notice that right_maj and left_maj are not simple complements of each other, 

as the control of government by “center” parties varies across countries and over time. Data 

for all these variables comes from Beck et al. (2001)’s World Bank Database of Political 

Institutions. 

The use of three different measures is important for providing better robustness to 

our findings. Exec_left has the advantage of being comparable to previous work, as it is 

used by Pinto et al. (2010), Pagano and Volpin (2005) and others. On the other hand, 

Left_maj and right_maj show whether government is effectively dominated by left or right 

political preferences, as they reflect more accurately the capacity that left or right wing 

parties have to implement policy and legal changes, given that these variables only assume 

high values when the head of government and largest party in government are aligned 

(either with left or right political preferences) and also they have a comfortable majority in 

terms of share of votes.  

Furthermore, we use several control variables as predicted in the literature. 

Following the legal traditions literature, we use common_law to control for this element. 
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This variable takes the value of 1, if the origin of the legal system is English common law, 

and 0 otherwise. Data comes from La Porta, Lopez-de-Silanes, Shleifer and Vishny (1997). 

We use three variables to control for economic development and economic conditions in a 

given year: log_gdp, log_gdp_pc and inflation. Log_gdp and log_gdp_pc are respectively 

the natural logarithm of gross domestic product (to control for size of the economy) and 

gross domestic product per capita (to control for economic development), data comes from 

the World Bank. The natural logarithm is used following empirical literature. Inflation 

reflects the annual percentage change in the cost to the average consumer of acquiring a 

basket of goods and services, as calculated by the International Monetary Fund – IMF.  

In addition, following Rajan and Zingale’s (2003) rationale, we also control for 

cross-border trade and financial liberalisation. Trade is the sum of exports and imports as a 

percentage of gross domestic product each year, using World Bank data. Capital account 

openness (Kaopen) is an index developed by Chinn and Ito (2006), which measures the 

extent of openness in capital account transactions, based on local regulations and policies.  

Finally, for robustness checks, we also include alternative political explanations, 

based on political institutions as controls. We use four variables to measure political 

institutions: democracy, veto, parliamentary and proportional. Democracy refers to a 

variable originally called Polity, developed by Marshal and Jaggers (2004) to reflect the 

competitiveness and openness of the political system, which ranges between 0 (Autocracy) 

and 10 (Democracy). Veto is a variable developed by Henisz (2000) (the name they use for 

this variable is Polcon3), to measure the alignment between institutional and political veto 

players, capturing institutional and political constraints on the heads of government, 

ranging between 0 (executive power not constrained institutionally) and 1 (preferences of 

executive power and veto players diverge). Proportional is a variable based on Pagano and 
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Volpin (2005), indicating a proportional, mixed or majoritarian system. This variable is 

constructed using a combination of three distinct binary indicators, as explained by Pinto et 

al. (2010): 1) PR, which equals one, if at least some government officials are elected using 

PR; 2) Plurality, which equals to one, if at least some officials are elected under 

majoritarian (non-proportional) rule; and 3) Housesys, equal to one, if the majority of house 

seats are allocated via a non-PR rule. Proportional (PR Pagano/Volpin) is then calculated 

as PR-Pluralty- Housesys+2, indicating the degree of proportional representation of the 

electoral system. Proportional equals 3, if the system is purely PR; 2, if the majority of 

seats are assigned using PR; 1, if the minority of seats is assigned using PR; and 0, if the 

system is purely majoritarian (Pinto et al, 2010). Parliamentary is a variable that takes the 

value of 2 if the political system is Parliamentary, 1, if it has an Assembly-elected 

President, and 0, for Presidential systems. Data comes from the World Bank Database of 

Political Institutions. 

Table 2.1 shows the exact definition of each variable used and describes in more 

detail how they are computed. 

Table 2.1 - Variables definition 

Variable Based on/Inspired by Description 

(a) Dependent Variables (Stock market development) 

Stock market to 
GDP (Mktcap) 

La Porta et al. series, 
Pinto et al. (2010) and 

others 

Market capitalisation (also known as market value) is the 
share price, times the number of shares outstanding. Listed 
national companies are the nationally- incorporated 
companies listed on the country's stock exchanges at the end 
of the year. Listed companies do not include investment 
companies, mutual funds, or other collective investment 
vehicles. Source: World Bank. 

(b) Independent variables - Political preferences 

Head of 
government 

political preference 
(exec_left) 

Roe (2000, 2003); 
Pinto et al. (2010) and 

others 

Based on the partisanship indicator from the Database of 
Political Institutions (Beck et al., 2001), it takes the value of 1, 
if a left-wing political party is the head of government’s party 
(for Presidential or semi-Presidential systems), or the majority 
in the government’s composition (for Parliamentary systems). 
Source: World Bank Database of Political Institutions. 
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Variable Based on/Inspired by Description 

Head of 
government and 

largest government 
party preferences 

and majority 
(left_maj)  

n/a 

The share of votes that the government has in the legislative 
houses (variable numvote in the World Bank Database of 
Political Institutions - DPI), if both the head of government, or 
the majority in government composition (for Presidential or 
Parliamentary systems respectively, variable execrlc in DPI) 
and the main government party (variable gov1rlc in DPI) have 
a left-wing orientation, and 0 if any of these two conditions 
are not met. Source: World Bank Database of Political 
Institutions – DPI. 

Head of 
government  and 

largest government 
party preferences 

and majority 
(right_maj) 

n/a 

The share of votes a government has in the legislative houses 
(variable numvote in the World Bank Database of Political 
Institutions - DPI) if both the head of government or the 
majority in government composition (for Presidential or 
Parliamentary systems respectively, variable execrlc in DPI) 
and main government party (variable gov1rlc in DPI) have a 
right-wing orientation, and 0 if any of these two conditions 
are not met. Source: World Bank Database of Political 
Institutions – DPI. 

(c) Control variables 

  

Legal Origin 
(commonlaw) 

La Porta et al. series 
Origin of the legal system. A dummy variable that picks the 
value of 1 for Common law countries and 0 otherwise. Source: 
La Porta et al. (1997) 

Gross domestic 
product (log_GDP) 

n/a 

GDP at purchaser's prices is the sum of gross value added by 
all resident producers in the economy, plus any product taxes, 
and minus any subsidies not included in the value of the 
products. It is calculated without making deductions for 
depreciation of fabricated assets, or for depletion and 
degradation of natural resources. Data is in current U.S. 
dollars. Dollar figures for GDP are converted from domestic 
currencies, using single year official exchange rates. For a few 
countries where the official exchange rate does not reflect the 
rate effectively applied to actual foreign exchange 
transactions, an alternative conversion factor is used. 
Following empirical literature, the natural logarithm of this 
variable is used. Source: World Bank 

Gross domestic 
product per capita 

(log_GDP_pc) 
n/a 

GDP per capita is gross domestic product divided by midyear 
population. GDP is the sum of gross value added by all 
resident producers in the economy, plus any product taxes, 
and minus any subsidies not included in the value of the 
products. It is calculated without making deductions for 
depreciation of fabricated assets, or for depletion and 
degradation of natural resources. Data is in current U.S. 
dollars.  Following empirical literature, the natural logarithm 
of this variable is used. Source: World Bank. 

Inflation (inflation) n/a 

Inflation as measured by the consumer price index, reflects 
the annual percentage change in the cost to the average 
consumer of acquiring a basket of goods and services that 
may be fixed or changed at specified intervals, such as yearly. 
The Laspeyres formula is generally used.  Source: IMF.  
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Variable Based on/Inspired by Description 

Trade openness 
(trade) 

Rajan and Zingales 
(2003) 

Imports of goods and services represents the value of all 
goods and other market services imported from the rest of 
the world. Exports of goods and services represents the value 
of all goods and other market services exported to the rest of 
the world. They include the value of merchandise, freight, 
insurance, transport, travel, royalties, license fees and other 
services, such as communication, construction, financial, 
information, business, personal, and governmental services. 
They exclude the compensation of employees and investment 
income (formerly called factor services) and transfer 
payments. Trade openness is calculated as the sum of exports 
and imports as a percentage of gross domestic product. 
Source: World Bank. 

Capital Account 
Openness (kaopen) 

Chinn and Ito (2006) 

Capital account openness is an index developed by Chinn and 
Ito (2006), aimed at measuring the extensity of capital 
controls, based on the information from the IMF’s Annual 
Report on Exchange Arrangements and Exchange Restrictions 
(AREAER). 

Competitiveness 
and openness of 
political system 

(democracy)  

Marshall and Jaggers 
(2004) - Polity 

Competitiveness and openness of the political system. This 
variable takes a value from between -10 (autocracy) to + 10 
(democracy). Here, it is recomputed to reflect a scale between 
0 and 10 in each year. Source: World Bank 

Alignment between 
government and 

veto players (veto)  

Henisz (2000) – 
Polcon3 

The number of veto players and alignment between the head 
of government’s power and veto players. When Veto takes a 
value of 0, the head of government’s power is not constrained 
institutionally. For Veto values approaching 0, the preferences 
of the head of government’s power and other relevant 
institutional and political veto players are more likely to be 
aligned. Veto assumes higher values when institutional 
constraints increase and the preferences of the head of 
government and those of other veto players diverge. Source: 
Hensiz (2000) 

Proportionality of 
political system 
(proportional) 

Pagano and Volpin 
(2005) – PR 

Pagano/Volpin 

Following Pagano and Volpin (2005), this variable is 
constructed by using a combination of three distinct binary 
indicators: 1) PR, which equals one, if at least some 
government officials are elected using PR; 2) Plurality, which 
equals one, if at least some officials are elected under 
majoritarian (non-proportional) rules; and 3) Housesys, equal 
to one, if the majority of house seats are allocated via a non-
PR rule. PR Pagano/Volpin is then calculated as PR-Pluralty- 
Housesys+2, providing a comprehensive indicator of the 
degree of proportional representation of the electoral system. 
PR Pagano/Volpin equals 3, if the system is purely PR; 2, if the 
majority of seats are assigned using PR; 1, if the minority of 
seats is assigned using PR; and 0, if the system is purely 
majoritarian (Pinto et al, 2010).  Source: Marshall, Jaggers and 
Gurr (2011) and World Bank. 

Government system 
(parliamentary) 

Pinto et al. (2010)  

A dummy variable which takes the value of 2, if the country 
has a Parliamentary government system, 1, if it has an 
assembly-elected President, or 0, if the system is Presidential. 
Source: World Bank. 
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2.3.2 Sample and models 

In this study, we favour the use of panel data models, instead of cross country 

comparisons. Pinto et al. (2010) observe that differences in partisan orientation across 

countries weaken the cross-country comparisons based on left-right indicators. 

Furthermore, cross country comparisons rely on average left-right orientation throughout 

time, which is questionable, given that political preferences change over time. Therefore, 

the use of panel data is highly valuable to better understand the effects of political 

preferences on stock markets in each country, as it allows for remedy against potential 

endogeneity, and also to test for the specific associations between variables within each 

case. 

We use panel data from up to 83 countries between 1988 and 2011. Our original full 

sample covers 78.2% of global market capitalisation in 2011, and accounts for 78.1% of its 

GDP.  However, when we use a matched sample that includes only countries where data is 

available for at least two observations in both periods (1988-1991 and 1991-2011), the 

sample is reduced to 42 countries, representing 75.3% of global market capitalisation, and 

72.1% of global GDP in 2011. Although the sample is reduced in this case, it is important 

to mention that the exact same countries used in the “until 1991” period are also used in the 

“after 1991” period, which increases the reliability of our tests. Table 2.2 shows the sample 

coverage. Tests with the full sample are only used as a matter of comparison with previous 

studies, especially Pinto et al. (2010), improving the reliability of our data.  

The units of analysis here are countries, thus this is our group variable. The list of 

countries used in each sample, as well as their classification as emerging or developed, can 

be found in Table 2.3. Table A.3 (appendix) shows all country-year observations used in 

our reduced sample. We perform random-effects GLS regressions, and also OLS 
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regressions with pooled data, having stock market capitalisation (as % of GDP) as the 

dependent variable, and political measures as predictors, together with several control 

variables representing economic characteristics of each country, as well as year dummies 

for controlling for year-specific effects. 

Table 2.2 - Sample coverage 

Sample coverage 

This table shows full and reduced sample coverage  
 

  N. countries 
GDP (2011)  

- in trillion dollars 
Market capitalisation (2011) 

- in trillion dollars 

Full Sample 83 55.006 36.367 
Coverage (Full sample) (42.3%) (78.1%) (78.2%) 
 
Reduced sample 42 50.819 35.000 
Coverage (Reduced sample) (21.4%) (72.1%) (75.3%) 
 
World  196 70.442 46.499 

 

Table 2.3 - Countries 

Countries  

This tables show all countries used in the reduced and full samples and their classification into developing 
and emerging economies, according to the International Monetary Fund (for reduced sample) 

Reduced sample 

Developed Australia, Austria, Belgium, Canada, China, Denmark, Finland, France, Germany, Greece, 
Israel, Italy, Japan, the Netherlands, New Zealand, Norway, Portugal, Spain, Sweden, the 
United Kingdom, the United States 
 

Emerging Argentina, Barbados, Botswana, Brazil, Chile, China, Colombia, Hungary, India, Jamaica, 
Korea Rep., Mauritius, Mexico, Pakistan, Peru, South Africa, Sri Lanka, Thailand, Trinidad 
and Tobago, Tunisia, Turkey 

Full sample 

All Argentina, Australia, Austria, Bangladesh, Barbados, Belgium, Bolivia, Botswana, Brazil, 
Bulgaria, Canada, Chile, China, Colombia, Costa Rica, Cote d'Ivoire, Croatia, Cyprus, the 
Czech Republic, Denmark, Ecuador, El Salvador, Estonia, Finland, France, Georgia, 
Germany, Ghana, Greece, Guyana, Hungary, Iceland, India, Ireland, Israel, Italy, Jamaica, 
Japan, Kazakhstan, the Republic of Korea, Latvia, Lebanon, Lithuania, Macedonia, Malawi, 
Malta, Mauritius, Mexico, Namibia, Nepal, the Netherlands, New Zealand, Nigeria, 
Norway, Pakistan, Panama, Papua New Guinea, Paraguay, Peru, the Philippines, Poland, 
Portugal, Romania, Russia, the Slovak Republic, Slovenia, South Africa, Spain, Sri Lanka, 
Sweden, Tanzania, Thailand, Trinidad and Tobago, Tunisia, Turkey, Ukraine, the United 
Kingdom, the United States, Uruguay, Uzbekistan, Venezuela, Vietnam, Zambia 

 

An interesting issue is whether to use fixed-effects, or random effects, in this case. 

If on one hand, fixed-effects is better to test the within country variation, overcoming 
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problems in the variance of the left-right dimension across countries, then on the other hand 

it does not allow us to include time-invariant characteristics, such as, for instance, legal 

origin, and it is not adequate for accounting for slow changing variables over time, such as 

political institutions. Furthermore, as we split time period in “until 1991” and “after 1991”, 

for theoretical and historical reasons that sustain our Hypothesis 1, there is not enough data 

in the “until 1991” period (only 1988-1991) to have enough variance in political 

preferences within countries that could be captured by fixed-effects models. Finally, we are 

also interested in cross-country variation, for which fixed effects is not adequate, and 

despite the already-mentioned differences in left-right orientation across countries, the 

measure of left-right partisanship we use has been carefully built, in order to mitigate this 

issue as much as possible (see Beck, Clarke, Groff, Keefer & Walsh, 2001). In any case, 

fixed-effects models are tested in robustness checks and results are discussed in Section 

2.5. 

Therefore, our basic model is the following: 

                               , where      (1) 

 

  = stock market capitalisation (as % of GDP); 

   = variables measuring political preferences  

   = control variables (economic and year dummies) 

    = cross-section, or country-specific error term 

    = combined time-series and cross-section error component. 

Table 2.4 shows all models used in this chapter. Stock market capitalisation as a 

proportion of gross domestic product is the dependent variable in all models. Models “a” 
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use random-effects generalised least squares, whereas models “b” use ordinary least 

squares with pooled data. The difference between models 1, 2 and 3 is the political 

predictor, which is exec_left in Model 1, left_maj in Model 2 and right_maj in Model 3.   

Table 2.4 - Models 

Models 

Model Dependent 
Politics 

predictor Controls Method 

1a Market capitalisation 
(% GDP) 

exec_left common_law, log_gdp, log_gdp_pc, 
inflation, kaopen, trade, year dummies 

Random-
effects GLS  

1b Market capitalisation 
(% GDP) 

exec_left common_law, log_gdp, log_gdp_pc, 
inflation, kaopen, trade, year dummies 

OLS (pooled 
data) 

2a Market capitalisation 
(% GDP) 

left_maj common_law, log_gdp, log_gdp_pc, 
inflation, kaopen, trade, year dummies 

Random-
effects GLS  

2b Market capitalisation 
(% GDP) 

left_maj common_law, log_gdp, log_gdp_pc, 
inflation, kaopen, trade, year dummies 

OLS (pooled 
data) 

3a Market capitalisation 
(% GDP) 

right_maj common_law, log_gdp, log_gdp_pc, 
inflation, kaopen, trade, year dummies 

Random-
effects GLS  

3b Market capitalisation 
(% GDP) 

right_maj common_law, log_gdp, log_gdp_pc, 
inflation, kaopen, trade, year dummies 

OLS (pooled 
data) 

mktcap is the total market capitalisation as a proportion of gross domestic product; exec_left is a dummy which takes the value of 1, if the head of 
government’s  power (Presidential systems) or the majority of government composition (Parliamentary systems) is of a left-wing party; left_maj is the 
share of votes government has in legislative houses whenever the head of government’s power (or majority of government composition) and the largest 
government party are left-wing, or 0 otherwise; right_maj is the share of votes government has in legislative houses whenever the head of government’s 
power (or the majority of government composition) and the largest government party are right-wing, or 0 otherwise; commonlaw is a dummy which takes 
the value of 1, if the country has an English common law legal origin, or 0 otherwise; Log_GDP is the natural logarithm of gross domestic product; 
Log_GDP_pc is the natural logarithm of gross domestic product per capita; inflation is the annual percentage change in the cost to the average consumer 
of acquiring a basket of goods and services; trade is the sum of exports and imports as a percentage of gross domestic product each year; kaopen is a 
measure of capital account openness developed by Chinn and Ito (2006); ); More detailed description of each variable can be found in Table 2.1. 

 

First, we test Models 1, 2 and 3 in the full sample, to compare our results with Pinto 

et al. (2010), who use similar methodology. Then, we adjust the sample to use only 

countries with at least two observations in each period (reduced sample), and Models 1, 2 

and 3 are tested for both periods, in order to check our Hypothesis 1. Finally, we split the 

sample into emerging and developed economies, according to classification by the 

International Monetary Fund and test Model 2 in both samples, in order to analyse whether 

political preferences is relevant for stock markets in both groups, testing our Hypothesis 2.  
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2.4 Results 

Table 2.5 shows descriptive statistics for all variables, whilst Table 2.6 shows 

correlations between the independent variables.  

Table 2.5 - Summary Statistics 

Summary Statistics - Full Sample 

This table shows basic descriptive statistics per variable 

Variable   Mean Std. Dev. Min Max Observations 

mktcap 
       

 
overall 43.75 41.75 0.02 291.28 N 1359 

 
between 

 
30.94 0.87 167.51 n 83 

 
within 

 
25.58 -44.07 229.80 T-bar 16.37 

exec_left 
       

 
overall 0.45 0.50 0.00 1.00 N 1359 

 
between 

 
0.37 0.00 1.00 n 83 

 
within 

 
0.38 -0.31 1.38 T-bar 16.37 

left_maj 
       

 
overall 0.27 0.33 0.00 1.00 N 1324 

 
between 

 
0.28 0.00 1.00 n 81 

 
within 

 
0.22 -0.27 0.89 T-bar 16.35 

right_maj 
       

 
overall 0.23 0.29 0.00 1.00 N 1324 

 
between 

 
0.21 0.00 0.79 n 81 

 
within 

 
0.21 -0.37 0.99 T-bar 16.35 

commonlaw 
      

 
overall 0.33 0.47 0.00 1.00 N 1359 

 
between 

 
0.47 0.00 1.00 n 83 

 
within 

 
0.00 0.33 0.33 T-bar 16.37 

log_gdp 
       

 
overall 11.48 1.99 7.08 16.53 N 1359 

 
between 

 
1.95 7.13 16.04 n 83 

 
within 

 
0.44 10.17 13.05 T-bar 16.37 

log_gdp_pc 
      

 
overall 8.81 1.41 5.21 11.50 N 1359 

 
between 

 
1.41 5.54 10.68 n 83 

 
within 

 
0.39 7.58 10.32 T-bar 16.37 

inflation 
       

 
overall 29.01 275.91 -1.71 7481.69 N 1359 

 
between 

 
78.23 0.57 500.35 n 83 

 
within 

 
260.41 -471.15 7010.35 T-bar 16.37 

kaopen 
       

 
overall 0.80 1.55 -1.86 2.44 N 1359 

 
between 

 
1.35 -1.86 2.44 n 83 

 
within 

 
0.82 -2.98 3.25 T-bar 16.37 

trade 
       

 
overall 74.57 35.18 13.26 203.83 N 1359 

 
between 

 
37.29 18.89 198.29 n 83 

 
within 

 
11.26 12.21 126.62 T-bar 16.37 
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Variable Mean Std. Dev. Min Max Observations 

 
democracy 

      
 

overall 8.79 2.08 0.50 10.00 N 1299 

 
between 

 
2.09 0.50 10.00 n 80 

 
within 

 
0.60 3.45 10.54 T-bar 16.24 

veto 
       

 
overall 0.38 0.17 0.00 0.72 N 1359 

 
between 

 
0.15 0.00 0.70 n 83 

 
within 

 
0.09 -0.09 0.71 T-bar 16.37 

parliamentary 
      

 
overall 1.18 0.95 0.00 2.00 N 1359 

 
between 

 
0.95 0.00 2.00 n 83 

 
within 

 
0.16 -0.40 2.13 T-bar 16.37 

proportional 
      

 
overall 1.75 1.28 0.00 3.00 N 1304 

 
between 

 
1.29 0.00 3.00 n 80 

  within 
 

0.29 -0.58 3.95 T-bar 16.30 
mktcap is the total market capitalisation as a proportion of gross domestic product; exec_left is a dummy which takes the value of 1, if 
the head of government’s power (Presidential systems), or majority of government composition (Parliamentary systems) is of a left-
wing party; left_maj is the share of votes that government has in legislative houses whenever the head of government’s power (or 
majority of government composition) and the largest government party are left-wing, or 0 otherwise; right_maj is the share of votes 
government has in legislative houses whenever the head of government’s power (or majority of government composition) and the 
largest government party are right-wing, or 0 otherwise; commonlaw is a dummy, which takes the value of 1, if the country has an 
English common law legal origin, or 0 otherwise; Log_GDP is the natural logarithm of gross domestic product; Log_GDP_pc is the 
natural logarithm of gross domestic product per capita; inflation is the annual percentage change in the cost to the average consumer 
of acquiring a basket of goods and services; trade is the sum of exports and imports as a percentage of gross domestic product each 
year; kaopen is a measure of capital account openness developed by Chinn and Ito (2006); Democracy is a measure of the 
competitiveness and openness of the political system, ranging from between 0 (Autocracy) and 10 (Democracy); Veto indicates the 
level of constraints the head of government faces, ranging from 0 (no constraints) to 1 (high institutional constraints); Proportional 
indicates proportional, mixed or majoritarian electoral systems, ranging from 0 (purely majoritarian) to 3 (pure proportional); 
Parliamentary takes the value of 2 for Parliamentary systems, 1 for an Assembly-elected President and 0 for Presidential systems. 
More detailed description of each variable can be found in Table 2.1. 
 

The mean market capitalisation is 43.75, with significant cross country (30.94) and 

within countries (25.58) standard deviation, ranging from 0.02% market capitalisation to 

gdp ratio (Bulgaria in 1997), and 291.28% (South Africa in 2007). Control by the left is 

observed in almost half of total observations (0.45). Average left_maj is 0.27, against 0.23 

of average right_maj. All these political preference indicators vary significantly across 

countries (between) and throughout time (within). Common law is the legal origin of 33% 

of observations, and it does not vary within countries. As expected, natural logarithm of 

gdp, and gdp per capita, have much higher cross country variation than within countries. 

The mean annual inflation is 29.01, with higher within countries than across countries 
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variation, ranging from -1.71% deflation (Ireland in 2009), to a hyperinflation of 7481% 

(Peru in 1990). Average capital account openness is 0.80, ranging from -1.86 to 2.44, with 

a very low within country standard deviation (0.82). Trade openness has a mean of 74.57, 

ranging from 13.26 (India in 1988), to 203.83 (Guyana in 2005), and in line with capital 

openness, presents a low time series standard deviation (11.26) and high deviation between 

countries (37.29). Average political institutions are highly democratic (mean 8.79), have 

low veto on the head of government’s power (mean 0.38), are more Parliamentary than 

Presidential (mean 1.18), and are more proportional than purely majoritarian (mean 1.75). 

As expected, all political institutions characteristics vary more across countries, than within 

countries, given that institutional change is hard to implement and slow paced. Average 

values for variables in each country can be found in appendix A - tables A.1 and A.2. 

Table 2.6 shows correlations between independent variables used in this study. As 

expected, exec_left has a strong and significant positive correlation with left_maj, and 

strong significant negative correlation with right_maj, and right_maj is also negatively 

correlated with left_maj. Also, both exec_left and left_maj have negative and significant 

correlations with log_gdp_pc and especially kaopen, which goes (at least partially) against 

our Hypothesis 1. In addition, the control of government by the left (exec_left and left_maj) 

also correlates negatively with democracy, veto and proportional, possibly indicating that 

left-wing power is associated with more concentrated power. Common-law is positively 

correlated with both right_maj and left_maj, indicating that countries with an English legal 

origin have less centrist governments and favour governments where head of government’s 

and legislative powers are aligned. Trade is positively correlated with capital account 

openness, which has a significant and strong positive correlation with log_gdp_pc. 
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Table 2.6 - Correlation between independent variables 

Correlation matrix 

This table shows Pearson correlation coefficients between the independent variables 

  exec_left left_maj right_maj commonlaw log_gdp log_gdp_pc inflation kaopen trade democracy veto parliamentary proportional 

exec_left 1.000 
            left_maj 0.898* 1.000 

           right_maj -0.736* -0.661* 1.000 
          commonlaw 0.062 0.090* 0.079* 1.000 

         log_gdp -0.020 -0.090* 0.003 -0.159* 1.000 
        log_gdp_pc -0.140* -0.217* 0.172* -0.168* 0.530* 1.000 

       inflation -0.012 -0.011 -0.042 -0.055 -0.005 -0.074* 1.000 
      kaopen -0.129* -0.220* 0.181* -0.089* 0.332* 0.641* -0.137* 1.000 

     trade -0.060 0.006 0.043 -0.059 -0.408* 0.103* -0.114* 0.119* 1.000 
    democracy -0.172* -0.376* 0.184* 0.076* 0.216* 0.556* -0.004  0.489* 0.011 1.000 

   veto -0.250* -0.372* 0.198* -0.053 0.200* 0.364* 0.045  0.273* 0.031 0.600* 1.000 
  parliamentary 0.011 -0.013 0.150* 0.086* 0.191* 0.507* -0.099* 0.370* 0.187* 0.425* 0.286* 1.000 

 proportional -0.091* -0.148* -0.003 -0.441* -0.026 0.243* 0.057 0.097* 0.189* 0.250* 0.269* 0.032 1.000 

* indicates significance at 1%   
mktcap is the total market capitalisation as a proportion of gross domestic product; exec_left is a dummy which takes the value of 1, if the head of government’s power (Presidential systems), or 
majority of government composition (Parliamentary systems) is of a left-wing party; left_maj is the share of votes government has in legislative houses whenever the head of government’s power (or 
majority of government composition) and the largest government party are left-wing, or 0 otherwise; right_maj is the share of votes government has in legislative houses whenever the head of 
government’s power (or majority of government composition) and the largest government party are right-wing, or 0 otherwise; commonlaw is a dummy which takes the value of 1, if the country has 
an English common law legal origin, or 0 otherwise; Log_GDP is the natural logarithm of gross domestic product; Log_GDP_pc is the natural logarithm of gross domestic product per capita; inflation is 
the annual percentage change in the cost to the average consumer of acquiring a basket of goods and services; trade is the sum of exports and imports as a percentage of gross domestic product each 
year; kaopen is a measure of capital account openness developed by Chinn and Ito (2006); Democracy is a measure of the competitiveness and openness of the political system, ranging from between 
0 (Autocracy) and 10 (Democracy); Veto indicates the level of constraints the head of government faces, ranging from 0 (no constraints) to 1 (high institutional constraints); Proportional indicates 
proportional, mixed or majoritarian electoral systems, ranging from 0 (purely majoritarian) to 3 (pure proportional); Parliamentary takes the value of 2 for Parliamentary systems, 1 for an Assembly-
elected President and 0 for Presidential systems. ); More detailed description of each variable can be found in Table 2.1. 
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Log_gdp and log_gdp_pc are positively correlated, and log_gdp_pc is negatively 

correlated with inflation. Political institutions variables -- except for the insignificant 

correlation between parliamentary and proportional -- all correlate positively among each 

other (democracy, veto, parliamentary and proportional).  This is to be expected, as they to 

some extent measure the same thing: to what degree political power is constrained, 

requiring more or less negotiation for policy and legal change and/or implementation.  

Table 2.7 shows results of the regressions using the full sample during the whole 

period. Similarly to Pinto et al. (2010), our results generally show that left-wing power is 

positively associated with stock market development. This association is significant for all 

models that use pooled data. However, in random effects model exec_left – which measures 

the political preference of the head of government’s power only -- is not a significant 

predictor of market capitalisation. When we use right-wing political orientation as the 

political predictor, both models show a negative association. However, something might be 

missing in these tests, which we argue is the change in left-wing parties’ approach to capital 

markets, adopting from 1992 onwards pro-shareholder measures for their discourse, which 

changed the balance in the left vs. right conflict, in relation to stock market development.  

If that is the case, tests with these models using different time periods (until 1991 

and after 1991) should provide more consistent results. Thus, we split the sample in two 

different time periods: the first is the period before the fall of the Soviet Union (1988-

1991), in which we expect the power of the left to be negatively associated with stock 

markets, and the second is after this event (1992-2011), in which we expect left-wing 

power to be positively associated with stock market development. For these tests the 

sample is adjusted to include only countries that present at least two observations in each 

period. 
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This is exactly what the results in Tables 2.8 and 2.9 show. Table 2.8 shows results 

for political preferences and market capitalisation until 1991. Both measures of left-wing 

political power (exec_left and left_maj) are negative and are significant predictors of stock 

market development, whereas right orientation is positively associated with capital markets, 

although only significantly when pooled data is used. As for the control variables, English 

common law legal origin is positive and significantly associated with capital markets 

development as predicted by La Porta et al. (1997) and others, the same occurs with trade 

openness (as previously shown by Rajan & Zingales, 2003) and also gross domestic 

product. The remaining control variables are generally not significant in the model.   

Results presented in Table 2.9 further confirm our Hypothesis 1, as they show left-

wing power is a positive and significant predictor of stock markets development, whereas 

right-wing political power is negative and significantly associated with stock markets – 

both contrary to the results for the period “until 1991” shown in Table 2.8. Results for 

political predictors are consistent across different measures and statistical methods. In 

relation to the control variables, common law legal origin is positive and a significant 

predictor in all models, as well as gross domestic product and gross domestic product per 

capita, indicating that size of the economy and economic development matter. The 

remaining control variables are not significant, or only significant, in models that use 

pooled data.  
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Table 2.7 - Political preferences and market capitalisation - full sample 

Political preferences and market capitalization - Full sample 

Pooled OLS  and random-effects GLS (both with robust standard errors) results, having political preference 
variables as predictors and market capitalisation (%GDP) as the dependent variable 

Predictor/Model (1a) (1b) (2a) (2b) (3a) (3b) 

exec_left 4.884 5.510***         

 
(3.133) (1.837) 

    left_maj 
  

12.475** 11.480*** 
  

   
(5.800) (3.159) 

  right_maj 
    

-8.938* -11.555*** 

     
(5.153) (3.099) 

commonlaw 29.565*** 30.911*** 28.621*** 30.791*** 29.765*** 32.003*** 

 
(6.736) (2.151) (6.729) (2.145) (7.092) (2.226) 

log_gdp 7.175*** 6.185*** 7.364*** 6.286*** 7.341*** 6.241*** 

 
2.260039 (0.701) (2.269) (0.713) (2.336) (0.717) 

log_gdp_pc 9.761*** 13.139*** 10.092*** 13.310*** 9.751*** 13.274*** 

 
(3.039) (1.138) (3.124) (1.150) (3.178) (1.140) 

inflation 0.002 -0.001 0.001 -0.001 0.001 -0.002 

 
(0.001) (0.001) (0.001) (0.001) (0.001) (0.002) 

kaopen 0.406 -3.202*** 0.309 -3.010*** 0.412 -3.195*** 

 
(1.560) (0.929) (1.597) (0.936) (1.575) (0.946) 

trade 0.071 -0.027 0.071 -0.033 0.076 -0.028 

 
(0.082) (0.030) (0.084) (0.031) (0.085) (0.031) 

Intercept -161.88*** -170.3*** -167.45*** -174.37 -159.53*** -168.2*** 

  (23.311) (9.320) (24.270) (9.474) (23.625) (9.123) 

Year dummies 1988-
2011 YES YES YES YES YES YES 

Observations 1364 1364 1329 1329 1329 1329 

Countries 83 n/a 81 n/a 81 n/a 

R-sq (within) 0.404 n/a 0.404 n/a 0.398 n/a 

R-sq (between) 0.464 n/a 0.484 n/a 0.485 n/a 

R-sq (overall) 0.425 0.441 0.430 0.446 0.426 0.444 

Cho-sq (panel) or F-
test (pooled) 463.16*** 45.09*** 440.9*** 46.06*** 580.99*** 44.87*** 

Method 
Random-

effects GLS  

OLS 
(Pooled 

data)  
Random-

effects GLS  

OLS 
(Pooled 

data)  
Random-

effects GLS  

OLS 
(Pooled 

data)  
***, **, * indicate significance at 1%, 5% and 10% levels respectively 
mktcap is the total market capitalisation as a proportion of gross domestic product; exec_left is a dummy which takes the value of 1, 
if the head of government’s power (Presidential systems) or the majority of government composition (Parliamentary systems) is of a 
left-wing party; left_maj is the share of votes government has in legislative houses whenever the head of government’s  power (or 
the majority of government composition) and the largest government party are left-wing, or 0 otherwise; right_maj is the share of 
votes government has in legislative houses whenever the head of government’s power (or the majority of government composition) 
and the largest government party are right-wing, or 0 otherwise; commonlaw is a dummy that takes the value of 1 if the country has 
an English common law legal origin or 0 otherwise; Log_GDP is the natural logarithm of gross domestic product; Log_GDP_pc is the 
natural logarithm of gross domestic product per capita; inflation is the annual percentage change in the cost to the average 
consumer of acquiring a basket of goods and services; trade is the sum of exports and imports as a percentage of gross domestic 
product each year; kaopen is a measure of capital account openness developed by Chinn and Ito (2006); ); More detailed description 
of each variable can be found in Table 2.1. 
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Table 2.8 - Political preferences and market capitalisation until 1991 – adjusted 

sample 

Political preferences and market capitalization -1988-1991 

Pooled OLS  and random-effects GLS (both with robust standard errors) results, having political preference 
variables as predictors and market capitalisation (%GDP) as the dependent variable 

Predictor/Model (1a) (1b) (2a) (2b) (3a) (3b) 

exec_left -4.478** -9.658*** 
    

 
(1.852) (3.097) 

    left_maj 
  

-8.547** -13.948*** 
  

   
(3.736) (4.271) 

  right_maj 
    

4.074 21.409*** 

     
(3.371) (7.915) 

commonlaw 20.930** 21.832*** 19.769** 22.202*** 18.850** 18.395*** 

 
(9.371) (6.808) (9.423) (6.782) (9.797) (6.435) 

log_gdp 8.582*** 7.791*** 8.575*** 7.770*** 8.443*** 7.177*** 

 
(1.715) (1.603) (1.763) (1.594) (1.820) (1.535) 

log_gdp_pc 2.379 3.870* 1.495 3.625*** 1.164 3.491 

 
(2.892) (2.341) (2.769) (2.294) (3.073) (2.292) 

inflation 0.001 -0.000911 0.001 -0.001 0.001 -0.001 

 
(0.001) (0.002) (0.001) (0.002) (0.001) (0.002) 

kaopen 1.012 -0.292101 1.410 -0.012 (1.752) -0.044 

 
(3.613) (3.512) (3.449) (3.525) (3.594) (3.409) 

trade 0.232* 0.155** 0.255* 0.164** 0.241* 0.074 

 
(0.123) (0.078) (0.132) (0.078) (0.129) (0.093) 

Intercept -111.88*** 
-

109.19*** -103.82*** -108.17*** 
-

101.64*** 
-

103.17*** 
  (29.823) (37.747) (29.222) (37.329) (30.266) (36.677) 

Year dummies  YES YES YES YES YES YES 
Observations 151 151 149 149 149 149 

Countries 42 n/a 42 n/a 42 n/a 
R-sq (within) 0.120 n/a 0.150 n/a 0.140 n/a 

R-sq (between) 0.401 n/a 0.373 n/a 0.358 n/a 
R-sq (overall) 0.365 0.378 0.371 0.383 0.364 0.400 

Cho-sq (panel) or F-
test (pooled) 134.62*** 11.95*** 136.92*** 12.92*** 134.33*** 12.28*** 

Method 
Random-

effects GLS  

OLS 
(Pooled 

data)  
Random-

effects GLS  
OLS (Pooled 

data)  

Random-
effects 

GLS  

OLS 
(Pooled 

data)  
***, **, * indicate significance at 1%, 5% and 10% levels respectively 
mktcap is the total market capitalisation as a proportion of gross domestic product; exec_left is a dummy which takes the value of 1, 
if the head of government’s power (Presidential systems) or the majority of government composition (Parliamentary systems) is of a 
left-wing party; left_maj is the share of votes the government has in legislative houses whenever the head of government’s power 
(or the majority of government composition) and the largest government party are left, or 0 otherwise; right_maj is the share of 
votes the government has in legislative houses whenever the head of government’s  power (or the majority of government 
composition) and the largest government party are right-wing, or 0 otherwise; commonlaw is a dummy which takes the value of 1, if 
the country has an English common law legal origin or 0 otherwise; Log_GDP is the natural logarithm of gross domestic product; 
Log_GDP_pc is the natural logarithm of gross domestic product per capita; inflation is the annual percentage change in the cost to 
the average consumer of acquiring a basket of goods and services; trade is the sum of exports and imports as a percentage of gross 
domestic product each year; kaopen is a measure of capital account openness developed by Chinn and Ito (2006); More detailed 
description of each variable can be found in Table 2.1.  
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Table 2.9 - Political preferences and market capitalization after 1991 – adjusted 

sample 

Political preferences and market capitalisation -1992-2011 

Pooled OLS  and random-effects GLS (both with robust standard errors) results, having political preference 
variables as predictors and market capitalisation (%GDP) as the dependent variable 

Predictor/Model (1a) (1b) (2a) (2b) (3a) (3b) 

exec_left 8.390** 15.071*** 
    

 
(4.190) (2.662) 

    left_maj 
  

19.075*** 28.202*** 
  

   
(7.455) (4.705) 

  right_maj 
    

-11.206** -27.65*** 

     
(5.826) (4.412) 

commonlaw 39.057*** 40.892*** 39.655*** 41.024*** 40.299*** 43.183*** 

 
(10.783) (3.129) (10.511) (3.122) (10.91) (3.197) 

log_gdp 6.555* 5.900*** 6.811** 5.848*** 6.722* 6.008*** 

 
(3.716) (0.946) (3.522) (0.955) (3.635) (0.956) 

log_gdp_pc 10.652** 15.826*** 11.274** 16.250*** 10.469 15.408*** 

 
(4.432) (1.655) (4.554) (1.659) (4.324) (1.645) 

inflation 0.001** -0.001 0.007** -0.001 0.004 -0.008*** 

 
(0.003) (0.003) (0.003) (0.003) (0.003) (0.003) 

kaopen 0.068 -6.520*** -0.513 -6.137*** -0.059 -6.151*** 

 
(2.389) (1.549) (2.402) (1.554) (2.372) (1.576) 

trade 0.158 0.081* 0.146 0.042 0.173 0.095** 

 
(0.179) (0.047) (0.176) (0.048) (0.175) (0.048) 

Intercept -168.91*** -202.12*** -177.84*** -204.25*** -164.6*** -188.4*** 
  (45.601) (16.054) (46.02) (16.397) (44.02) 16.14126 

Year dummies YES YES YES YES YES YES 
Observations 753 753 745 745 745 745 

Countries 42 n/a 42 n/a 42 n/a 
R-sq (within) 0.401 n/a 0.416 n/a 0.402 n/a 

R-sq (between) 0.426 n/a 0.461 n/a 0.437 n/a 
R-sq (overall) 0.395 0.429 0.413 0.439 0.394 0.431 

Cho-sq (panel) or F-
test (pooled) 337.28*** 33.94*** 357.99*** 35.67*** 326.76*** 31.08*** 

Method 
Random-

effects GLS  

OLS 
(Pooled 

data)  
Random-

effects GLS  

OLS 
(Pooled 

data)  
Random-

effects GLS  

OLS 
(Pooled 

data)  
***, **, * indicate significance at 1%, 5% and 10% levels respectively 
mktcap is the total market capitalisation as a proportion of gross domestic product; exec_left is a dummy which takes 
the value of 1, if the head of government’s power (Presidential systems) or the majority of government composition 
(Parliamentary systems) is of a left-wing party; left_maj is the share of votes the government has in legislative houses 
whenever head of government’s power (or the majority of government composition) and the largest government party 
are left-wing, or 0 otherwise; right_maj is the share of votes the government has in the legislative houses whenever 
the head of government’s power (or the majority of government composition) and the largest government party are 
right-wing, or 0 otherwise; commonlaw is a dummy which takes the value of 1, if the country has an English common 
law legal origin, or 0 otherwise; Log_GDP is the natural logarithm of gross domestic product; Log_GDP_pc is the natural 
logarithm of gross domestic product per capita; inflation is the annual percentage change in the cost to the average 
consumer of acquiring a basket of goods and services; trade is the sum of exports and imports as a percentage of gross 
domestic product each year; kaopen is a measure of capital account openness developed by Chinn and Ito (2006); ); 
More detailed description of each variable can be found in Table 2.1. 
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In order to test our Hypothesis 2, the sample is split between developed and 

emerging economies, according to the International Monetary Fund classification. 

Countries classified as developed, or emerging, are identified in Table 2.3. Tables 2.10 and 

2.11 show results for random effects gls (panel) and ordinary least squares (pooled sample), 

using “emerging” and “developed” samples separately. We chose left_maj as the political 

predictor in these models, as it is the variable that better reflects left-wing power in each 

case, given that it takes into consideration not only the political orientation of the head of 

government’s power, but also the orientation of the major government party and to what 

extent government controls legislative power.   

The coefficient for left_maj is negative until 1991 and positive after 1991, as 

expected. However, this coefficient is only consistently significant for the sample that 

exclusively uses emerging countries, whereas in the case of developed countries, it is only 

significant in the model with pooled data for the period after 1991. This is a strong 

indication in favor of our Hypothesis 2 - that the left vs. right conflict is especially relevant 

in the context of emerging markets, and is less relevant in developed economies. Also, this 

finding contradicts Roe (2000)’s argument that the left vs. right conflict is a political 

determinant of stock markets in developed countries only. 

Finally, it is also relevant to notice that the significance of the left_maj coefficient in 

emerging markets increases in relation to the full sample for random effects method with 

data until 1991, whereas it decreases in significance in relation to full sample for the same 

test using data after 1991. 
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Table 2.10 - Political preferences and market capitalisation - developed and emerging 

until 1991 

Political preferences and market capitalisation - Until 1991 

Pooled OLS  and random-effects GLS (both with robust standard errors) results, having political preference 
variables as predictors and market capitalisation (%GDP) as the dependent variable 

Sample Emerging Developed Full Sample 

Predictor/Model (2a) (2b) (2a) (2b) (2a) (2b) 

left_maj -9.02*** -18.44*** -11.535 -9.882 -8.547** -13.95*** 

 
(3.407) (5.207) (7.258) (6.240) (3.736) (4.271) 

commonlaw 24.391* 36.52*** 12.662 0.109 19.769** 22.202*** 

 
(16.386) (8.06) (11.294) (7.456) (9.423) (6.782) 

log_gdp 5.448 17.201*** 11.196*** 9.119*** 8.575*** 7.770*** 

 
(2.834) (3.885) (3.189) (1.902) (1.763) (1.594) 

log_gdp_pc 6.891 12.785*** 1.329 -0.481 1.495 3.625*** 

 
(4.802) (3.438) (10.081) (5.866) (2.769) (2.294) 

inflation 0.001** -0.00013 -0.508 1.194* 0.001 -0.001 

 
(0.001) (0.003) (0.826) (0.700) (0.001) (0.002) 

kaopen 1.308 -23.66*** 2.776 10.836 1.410 -0.012 

 
(5.302) (7.330) (2.617) (3.048) (3.449) (3.525) 

trade (0.055) 0.753*** 0.169 0.006 0.255* 0.164** 

 
(0.229) (0.168) (0.186) (0.096) (0.132) (0.078) 

Intercept -104.73** -340.1*** -126.612 -89.284 -103.82*** -108.2*** 
  (52.361) (74.811) (93.08) (59.536) (29.222) (37.329) 

Year dummies 1988-
2011 YES YES YES YES YES YES 

Observations 66 66 83 83 149 149 
Countries 21 n/a 21 n/a 42 n/a 

R-sq (within) 0.456 n/a 0.421 n/a 0.150 n/a 
R-sq (between) 0.216 n/a 0.477 n/a 0.373 n/a 

R-sq (overall) 0.309 0.588 0.476 0.536 0.371 0.383 
Cho-sq (panel) or F-

test (pooled) 166.8*** 3.36*** 184.03*** 8.76*** 136.92*** 12.92*** 

Method 
Random-

effects GLS  

OLS 
(Pooled 

data)  
Random-

effects GLS  

OLS 
(Pooled 

data)  
Random-

effects GLS  

OLS 
(Pooled 

data)  

***, **, * indicate significance at 1%, 5% and 10% levels respectively 
mktcap is the total market capitalisation as a proportion of gross domestic product; exec_left is a dummy 
which takes the value of 1, if the head of government’s power (Presidential systems) or the majority of 
government composition (Parliamentary systems) is of a left-wing party; left_maj is the share of votes the 
government has in legislative houses whenever the head of government’s power (or the majority of 
government composition) and the largest government party are left-wing, or 0 otherwise; right_maj is the 
share of votes government has in the legislative houses whenever the head of government’s power (or 
majority of government composition) and the largest government party are right-wing, or 0 otherwise; 
commonlaw is a dummy which takes the value of 1 if the country has an English common law legal origin, 
or 0 otherwise; Log_GDP is the natural logarithm of gross domestic product; Log_GDP_pc is the natural 
logarithm of gross domestic product per capita; inflation is the annual percentage change in the cost to 
the average consumer of acquiring a basket of goods and services; trade is the sum of exports and imports 
as a percentage of gross domestic product each year; kaopen is a measure of capital account openness 
developed by Chinn and Ito (2006). ); More detailed description of each variable can be found in Table 2.1. 
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Table 2.11 - Political preferences and market capitalisation – developed and emerging 

after 1991 

Political preferences and market capitalization - After 1991 

Pooled OLS  and random-effects GLS (both with robust standard errors) results, having political preference 
variables as predictors and market capitalisation (%GDP) as the dependent variable 

Sample Emerging Developed Full Sample 

Predictor/Model (2a) (2b) (2a) (2b) (2a) (2b) 

left_maj 24.57** 46.722*** 15.828 21.31*** 19.075*** 28.202*** 

 
(10.477) (6.857) (9.793) (6.381) (7.455) (4.705) 

commonlaw 45.462*** 64.285*** 36.543*** 34.976*** 39.655*** 41.024*** 

 
(16.764) (6.600) (9.711) (3.254) (10.511) (3.122) 

log_gdp 3.406 7.524*** 14.417*** 10.437*** 6.811** 5.848*** 

 
(4.366) (1.703) (5.322) (1.517) (3.522) (0.955) 

log_gdp_pc 21.001*** 32.555*** 3.245 10.70*** 11.274** 16.250*** 

 
(4.766) (3.145) (13.13) (3.918) (4.554) (1.659) 

inflation 0.002 -0.01** 0.468 -1.258* 0.007** -0.001 

 
(0.004) (0.004) (1.23) (0.772) (0.003) (0.003) 

kaopen -3.492 -4.136** 5.532 -2.23081 -0.513 -6.137*** 

 
(2.829) (1.823) (5.326) (1.964) (2.402) (1.554) 

trade -0.082 -0.361*** 0.417* 0.263*** 0.146 0.042 

 
(0.135) (0.077) (0.257) (0.053) (0.176) (0.048) 

Intercept -197.1*** -326.7*** -231.01** -227.1*** -177.84*** -204.3*** 
  (56.528) (39.744) (104.40) (35.599) (46.02) (16.397) 

Year dummies 1988-
2011 YES YES YES YES YES YES 

Observations 327 327 418 418 745 745 
Countries 21 n/a 21 n/a 42 n/a 

R-sq (within) 0.434 n/a 0.551 n/a 0.416 n/a 
R-sq (between) 0.529 n/a 0.440 n/a 0.461 n/a 

R-sq (overall) 0.471 0.5214 0.492 0.512 0.413 0.439 
Cho-sq (panel) or F-

test (pooled) . 8.67*** . 29.627*** 357.99*** 35.67*** 

Method 
Random-

effects GLS  

OLS 
(Pooled 

data)  
Random-

effects GLS  

OLS 
(Pooled 

data)  
Random-

effects GLS  

OLS 
(Pooled 

data)  

***, **, * indicate significance at 1%, 5% and 10% levels respectively 
mktcap is the total market capitalisation as a proportion of gross domestic product; exec_left is a dummy 
which takes the value of 1, if the head of government’s power (Presidential systems) or the majority of 
government composition (Parliamentary systems) is of a left-wing party; left_maj is the share of votes 
government has in the legislative houses whenever the head of government’s power (or the majority of 
government composition) and the largest government party are left-wing, or 0 otherwise; right_maj is the 
share of votes government has in the legislative houses whenever the head of government’s power (or 
the majority of government composition) and the largest government party are right-wing, or 0 
otherwise; commonlaw is a dummy which takes the value of 1 if the country has an English common law 
legal origin, or 0 otherwise; Log_GDP is the natural logarithm of gross domestic product; Log_GDP_pc is 
the natural logarithm of gross domestic product per capita; inflation is the annual percentage change in 
the cost to the average consumer of acquiring a basket of goods and services; trade is the sum of exports 
and imports as a percentage of gross domestic product each year; kaopen is a measure of capital account 
openness developed by Chinn and Ito (2006); More detailed description of each variable can be found in 
Table 2.1.  
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Also, despite the greater time period used in the “after 1991” tests, and consequent 

higher number of observations, the coefficient for left_maj is less significant than in the 

period “until 1991”, for which less data is available. This indicates that the negative impact 

of left-wing power on stock markets until 1991 has been stronger than its positive impact 

after 1991, in comparison to other political forces (right and centre) in emerging markets. 

Table 2.12 comprehensively summarises our hypotheses and results obtained. 

Table 2.12 - Summary of hypotheses and results 

Hypotheses and results 

Hypothesis Tests Result 

H1 Until 1991, left-wing politics was 
negatively associated with stock 
market development, whereas 
since the fall of the communist 
block (after 1991), left-wing 
power has been positively 
associated with stock market 
development.  
 

Political preferences variables are significant 
predictors of stock market capitalisation, with 
negative coefficients for the period until 1991, 
and positive coefficients for the period after 
1991, both in random-effects gls and ols with 
pooled data 

H1 
confirmed 
(See tables 
2.7, 2.8 and 
2.9) 

Hypothesis Tests Result 

H2 Left vs. right conflict is especially 
relevant for capital markets’ 
outcomes in emerging 
economies, and this is not the 
case in developed countries. 

When samples of developed and emerging 
economies are tested separately, the 
coefficient of the political preferences variable 
is only significant in the sample of emerging 
economies in random effects gls. Furthermore, 
significance is higher for the negative 
coefficient of the period until 1991, than for the 
positive coefficient after 1991.  

H2 
confirmed 
(See tables 
2.10 and 
2.11) 

2.5 Robustness 

We test the robustness of our results in three different ways: including political 

institutions to the models, testing different time-periods and using the fixed-effects, instead 

of the random-effects method. First, we include political institutions variables in random-

effects tests that have left_maj as the political preferences predictor. Once more, we chose 

left_maj, as it is the variable that best reflects left-wing power in each case, as previously 

explained. The idea here is to rule out the possibility that it is not political preferences that 
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is the main political factor that drives our results, but rather political institutions. The 

political institutions variables used here – democracy, veto, parliamentary and proportional 

– have already been described in Section 2.3.1. As Table 2.13 shows, results remain 

consistent for all models, despite the inclusion of new variables.  

The second robustness check is done for Hypothesis 1, using different years to split 

the time period, in order to test for the chance that we have randomly obtained these results 

by splitting time-period in, until, and after, 1991. Random-effects models are used, as they 

are more reliable than pooled data to check our hypothesis. Thus, we run the tests with data 

until, and after, 1995, 2000 and 2005. Coefficients and significance for the political 

variable used in these tests are shown in Table 2.14.  

Results show a positive coefficient for the left political variable in all time-periods, 

although not significant for the time periods “until 1995” and “after 2005”. This supports 

our argument that left power was negatively associated with market capitalization only until 

1991, when the effect changed direction from negative to positive. The lack of significance 

in the time period “until 1995” indicates the influence of this contradiction, as the direction 

of the relation is one until 1991 and the contrary after that. For the other time periods (until 

and after 2000 and 2005), there are much more observations (years) for which the 

association is allegedly positive according to our hypothesis, thus it is supportive to our 

idea that there are positive and significant coefficients for left_maj, similarly to the tests 

done with the whole time period for which data is available (1988-2011) shown in table 

2.7. For the period “after 2005” left_maj also doesn’t have a statistically significant 

coefficient, although the short time period (2006-2011) and especially the high turbulence 

in stock markets given the 2008 crisis might have blurred this result.  
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Table 2.13 - Robustness test - political institutions 

Robustness test including alternative political explanatory variables 

  1988-1991 1992-2011 1988-2011 

Predictor/Model (4a) (4b) (4a) (4b) (4a) (4b) 

left_maj -10.499*** -18.675*** 18.294** 42.128*** 11.606* 17.382*** 

 
(3.562) (5.925) (8.099) (5.859) (6.271) 4.038579 

commonlaw 17.900 20.662** 29.932* 39.671*** 23.146*** 27.431*** 

 
(16.749) (10.334) (15.630) (4.392) (7.942) (2.965) 

log_gdp 7.352*** 8.966*** 9.317*** 5.40*** 10.618*** 8.955*** 

 
(2.663) (2.494) (3.577) (1.131) (2.365) (0.781) 

log_gdp_pc 1.561 5.617** 4.857 10.996*** 2.722 7.945*** 

 
(3.292) (2.792) (5.668) (1.830) (3.529) (1.049) 

inflation 0.000 0.000 0.004 -0.014*** 0.001 -0.002 

 
(0.001) (0.002) (0.003) (0.004) (0.001) (0.002) 

kaopen 2.263 -0.271 0.932 -3.093* 1.321 -1.238 

 
(3.516) (3.438) (2.167) (1.602) (1.609) (0.940) 

trade 0.263** 0.214* 0.152 0.0408 0.119 0.039 

 
(0.138) (0.110) (0.183) (0.052) (0.097) (0.033) 

democracy 0.980 -1.332 1.197 4.96*** 0.873 2.160*** 

 
(1.171) (1.565) (2.410) (1.225) (1.486) (0.621) 

veto 35.440** -31.970* 10.471 60.31*** 5.751 21.683*** 

 
(16.007) (19.151) (12.651) (10.589) (9.724) (6.398) 

proportional -3.555 -1.582 -3.123 0.439 -1.060 -1.956 

 
(5.186) (3.010) (4.437) (1.559) (2.357) (1.236) 

parliamentary -7.303 -1.117 4.551 -10.029*** 3.712 -2.974*** 

 
(4.643) (2.925) (5.765) (1.875) (3.255) (1.056) 

Intercept -95.20*** -110.85** -164.45*** -211.40*** -156.59*** -182.64*** 

 
(36.048) (47.388) 53.245 19.20783 (31.30) (11.754) 

Year dummies 1988-
2011 YES YES YES YES YES YES 

Observations 144 144 704 704 1215 1215 
Countries 40 n/a 40 n/a 73 n/a 

R-sq (within) 0.214 n/a 0.418 n/a 0.409 n/a 
R-sq (between) 0.335 n/a 0.416 n/a 0.490 n/a 

R-sq (overall) 0.325 0.425 0.380 0.481 0.440 0.469 
Cho-sq (panel) or F-

test (pooled) 138.73*** 9.61*** 1152.5*** 26.65*** 578.04*** 45.88*** 

Method 
Random-

effects GLS  
OLS (Pooled 

data)  
Random-

effects GLS  
OLS (Pooled 

data)  
Random-

effects GLS  
OLS (Pooled 

data)  
***, **, * indicate significance at 1%, 5% and 10% levels respectively. 
mktcap is the total market capitalisation as a proportion of gross domestic product; exec_left is a dummy which takes the value of 1, if 
the head of government’s power (Presidential systems) or the majority of government composition (Parliamentary systems) is of a left-
wing party; left_maj is the share of votes government has in the legislative houses whenever the head of government’s power (or the 
majority of government composition) and the largest government party are left-wing, or 0 otherwise; right_maj is the share of votes 
that the government has in the legislative houses whenever the head of government’s power (or the majority of the government 
composition) and the largest government party are right-wing, or 0 otherwise; commonlaw is a dummy which takes the value of 1, if 
the country has an English common law legal origin, or 0 otherwise; Log_GDP is the natural logarithm of gross domestic product; 
Log_GDP_pc is the natural logarithm of gross domestic product per capita; inflation is the annual percentage change in the cost to the 
average consumer of acquiring a basket of goods and services; trade is the sum of exports and imports as a percentage of gross 
domestic product each year; kaopen is a measure of capital account openness developed by Chinn and Ito (2006); Democracy is a 
measure of the competitiveness and openness of the political system, ranging from between 0 (Autocracy) and 10 (Democracy); Veto 
indicates the level of constraints the head of government faces, ranging from 0 (no constraints) to 1 (high institutional constraints); 
Proportional indicates proportional, mixed or majoritarian electoral systems, ranging from 0 (purely majoritarian) to 3 (pure 
proportional); Parliamentary takes the value of 2 for Parliamentary systems, 1 for an Assembly-elected President and 0 for Presidential 
systems. More detailed description of each variable can be found in Table 2.1.  
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Table 2.14 - Robustness test - different time periods 

Political preferences and market capitalisation  

Random-effects GLS (both with robust standard errors) results, having political preference variables as 
predictors and market capitalisation (%GDP) as the dependent variable 

Predictor/Mod
el Until 1995 After 1995 Until 2000 After 2000 Until 2005 After 2005 

left_maj 4.468 19.39*** 24.98*** 13.70** 18.338** 6.205 

 
(5.486) (7.507) (8.178) (6.968) (8.038) (8.532) 

commonlaw 27.06*** 42.70*** 25.27** 50.65*** 29.237*** 55.10*** 

 
(8.336) (12.324) 10.114 (13.337) (9.853) (15.359) 

log_gdp 11.935*** 8.286* 7.946** 8.93** 5.020 10.20*** 

 
(3.068) (4.390) (3.477) (3.894) (3.474) (3.939) 

log_gdp_pc -1.732 12.84** 1.477 14.53** 4.634 7.035 

 
(3.867) (5.212) (3.859) (6.723) (3.378) (7.262) 

inflation 0.000 0.481* 0.001 0.592 0.001 -1.077 

 
(0.000) (0.270) (0.001) (0.711) (0.001) (0.720) 

kaopen 0.563 0.585 2.661 -3.146 1.365 -10.159 

 
(2.244) (2.815) (2.007) (6.243) (2.219) (7.144) 

trade 0.506*** 0.190 0.308 0.322* 0.176 0.537*** 

 
(0.196) (0.178) (0.214) (0.176) (0.189) (0.185) 

Intercept -133.863*** -213.06*** -110.75*** -223.29*** -96.65** -146.82*** 
  (42.009) (59.979) (40.423) (62.380) (39.441) (68.378) 

Year dummies  YES YES YES YES YES YES 
Observations 314 580 503 391 684 210 

Countries 42 40 42 39 42 36 
R-sq (within) 0.294 0.352 0.437 0.437 0.429 0.627 

R-sq (between) 0.296 0.386 0.319 0.351 0.412 0.297 
R-sq (overall) 0.308 0.356 0.365 0.345 0.403 0.376 

Chi-sq (panel) 201.31*** 263.92*** 223.20*** 204.26*** 425.96*** 209.77*** 

Method 
Random-

effects GLS  
Random-

effects GLS  
Random-

effects GLS  
Random-

effects GLS  
Random-

effects GLS  
Random-

effects GLS  
***, **, * indicate significance at 1%, 5% and 10% levels respectively. 
mktcap is the total market capitalisation as a proportion of gross domestic product; exec_left is a dummy which takes 
the value of 1, if the head of government’s power (Presidential systems) or the majority of government composition 
(Parliamentary systems) is of a left-wing party; left_maj is the share of votes the government has in the legislative 
houses whenever the head of government’s power (or the majority of the government composition) and the largest 
government party are left-wing, or 0 otherwise; right_maj is the share of votes the government has in the legislative 
houses whenever the head of government’s power (or the majority of the government composition) and the largest 
government party are right-wing, or 0 otherwise; commonlaw is a dummy which takes the value of 1 if the country has 
an English common law legal origin, or 0 otherwise; Log_GDP is the natural logarithm of gross domestic product; 
Log_GDP_pc is the natural logarithm of gross domestic product per capita; inflation is the annual percentage change in 
the cost to the average consumer of acquiring a basket of goods and services; trade is the sum of exports and imports as 
a percentage of gross domestic product each year; kaopen is a measure of capital account openness developed by Chinn 
and Ito (2006); Democracy is a measure of the competitiveness and openness of the political system, ranging from 
between 0 (Autocracy) and 10 (Democracy); Veto indicates the level of constraints the head of government faces, 
ranging from 0 (no constraints) to 1 (high institutional constraints); Proportional indicates proportional, mixed or 
majoritarian electoral systems, ranging from 0 (purely majoritarian) to 3 (pure proportional); Parliamentary takes the 
value of 2 for Parliamentary systems, 1 for an Assembly-elected President and 0 for Presidential systems. More detailed 
description of each variable can be found in Table 2.1.  

 



 

68 
 

Finally, we use fixed-effects method in models having left_maj as the political 

preferences predictor. This is to test specifically for the within country impact of left power 

on stock market capitalization, eliminating problems associated with differences in left 

parties’ agendas across countries. Results in table 2.15 show support for our hypothesis 1, 

although the coefficient is not significant for the period until 1991. This happens probably 

because the time period is too short for us to find significant within-country variation in the 

political variable.  

Table 2.15 - Robustness test - fixed effects 

Robustness - fixed effects method 

Sample Full Sample  

Predictor/Period Until 1991 After 1991 

left_maj -3.695 17.803** 

 
(3.673) (7.706) 

log_gdp 283.63*** 31.994 

 
(106.35) (54.645) 

log_gdp_pc -268.04*** -12.512 

 
(102.50) (54.028) 

inflation 0.001 0.007** 

 
(0.001) (0.003) 

kaopen 2.765 -0.062 

 
(3.054) (2.346) 

trade 0.518 0.213 

 
(0.465) (0.234) 

Intercept -982.63*** -255,057 

 
(363.43) (194.10) 

Year dummies YES YES 
Observations 149 745 

Countries 42 42 
R-sq (within) 0.267 0.417 

R-sq (between) 0.040 0.059 
R-sq (overall) 0.053 0.077 

F-test 8.34*** 12.09*** 
Method Fixed-effects linear regression Fixed-effects linear regression 

***, **, * indicate significance at 1%, 5% and 10% levels respectively. 
mktcap is the total market capitalisation as a proportion of gross domestic product; exec_left is a dummy whichtakes the value of 1 if 
the head of government’s power (Presidential systems) or the majority of the government composition (Parliamentary systems) is of a 
left-wing party; left_maj is the share of votes the government has in the legislative houses whenever the head of government’s power 
(or the majority of government composition) and the largest government party are left-wing, or 0 otherwise; right_maj is the share of 
votes the government has in the legislative houses whenever the head of government’s power (or the majority of government 
composition) and the largest government party are right-wing, or 0 otherwise; commonlaw is a dummy which takes the value of 1 if the 
country has an English common law legal origin, or 0 otherwise; Log_GDP is the natural logarithm of gross domestic product; 
Log_GDP_pc is the natural logarithm of gross domestic product per capita; inflation is the annual percentage change in the cost to the 
average consumer of acquiring a basket of goods and services; trade is the sum of exports and imports as a percentage of gross 
domestic product each year; kaopen is a measure of capital account openness developed by Chinn and Ito (2006); More detailed 
description of each variable can be found in Table 2.1.  
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2.6 Discussion, limitations and future research 

There is an ongoing debate regarding the role of politics in financial development. 

Building on the pioneer work by Roe (2000, 2003), a lot of research has been done and 

there is now enough literature to consistently affirm that politics play an important role in 

finance across countries, and over time. In this chapter, we analyse how political 

preferences in terms of left vs. right orientation impact market capitalisation. We depart 

from a contradiction in the literature which finds evidence of positive (Roe, 2003; Belloc & 

Pagano, 2009 and others) and negative (i.e.: Pinto et al., 2010; Santa Clara & Valkanov, 

2003 and others) association between left-wing power and stock market development.  

We contribute to the debate in this field by reconciling apparently contradictory 

findings, bringing a new possibility into the discussion. We hypothesise that the association 

between left-wing power and financial markets is both negative (until 1991), and positive 

(after 1991), given the fall of the communist bloc and the changes in the left-wing discourse 

after that event. In a sample of up to 42 countries in the period between 1988 and 2011, we 

find support for our hypothesis in random-effects GLS and OLS (with pooled data) having 

stock market capitalisation (% GDP) as the dependent variable, and political preferences as 

predictors, plus control variables. The coefficients of left-wing political preference 

variables are negative and significant until 1991, and positive and significant after 1991. 

Results are consistent across different measures, models and different time periods (the 

association doesn’t work for randomly chosen time periods), and robust when political 

institutions variables are included and fixed-effects models are tested. 

Although results show support for our Hypothesis 1, there are some limitations in 

this study, which are perhaps present in most quantitative studies which aim to use vast 

samples of countries. The first issue, is that we look at only one dimension (left vs. right) of 
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the possible coalitions and political struggles that define political preferences within any 

economy. This is a simplification that we are well aware of, and it limits the depth and the 

generalisation of our results. However, if we want to test a model in a high number of 

countries, it is necessary to make some choices, especially in our case with regards to the 

central political clash that was chosen. With this respect, the left vs. right conflict is a good 

variable, as it incorporates much of the struggle in the political arena of most countries. It 

is, therefore, a very useful and fairly representative simplification.  

Another limitation faced here refers to the causality issue. Although we have 

provided fairly strong evidence favouring our hypotheses, there is still more work to do in 

order to identify whether the change in the direction of the association between left-wing 

politics and stock market capitalisation has indeed happened as a consequence of a change 

of discourse of these parties, summed with their ability to break ties with local elites and 

favour capital competition for the benefit of workers. Future research could address this 

issue by analysing the discourses of left-wing wing parties across countries before and after 

the fall of the communist block, especially regarding capitalism and stock markets. 

We provide yet another contribution to the rich literature in this field, which is 

relevant to politics and finance in emerging and developed economies. In our second 

hypothesis, we argue that the left vs. right conflict is a central element in emerging 

economies and this does not happen in developed countries, contrary to what was 

previously thought (Roe, 2012). In order to empirically test this idea, we divide our sample 

into 21 developed countries and 21 emerging countries, according to the IMF classification. 

Quantitative evidence here goes in our favour as the coefficients of left-wing political 

preference variable are only significant in the emerging countries sample. 
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Again in relation to Hypothesis 2, there are some questions that give room for 

further research in the field. Roe (2012) argues that two other political factors are more 

important in influencing stock markets in emerging countries: elite’s interests to prevent 

competition, and non-elite’s misleading understanding that investor protection only exists 

to protect elite’s capital from “have nots” incursions. We argue, on the other hand, that the 

left vs. right conflict incorporates these issues, as left-wing parties in the period “after 

1991”  are more likely to break ties with local incumbents, than their right-wing peers, and 

they are allegedly more legitimate to undo the misleading understanding that alleges that 

investor protection only benefits large capital owners. Furthermore, we argue that in 

developed countries, the left vs. right conflict is less important than the “haves vs. haves” 

conflicts, such as banks vs. stock market capitalism, managers vs. capital markets and 

controlling shareholders vs. capital markets. Our study only provides evidence that the left 

vs. right clash is significant in emerging economies, and not significant in developed 

countries. Further research should analyse other political preferences conflicts, bearing in 

mind the differences between developed and emerging countries, and also between 

different regions of the globe. This will be useful for identifying the political reasons why 

the financial sector is not properly developed in some economies. 
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Appendix A 

DATA FROM CHAPTER II 

Table A.1 - Mean values of economic variables per country 

Mean values - economic variables 

This table shows the mean values of economic variables by country 

country mktcap log_gdp log_gdp_pc inflation kaopen trade 

Argentina 21.24 12.30 8.72 252.73 -0.01 28.78 
Australia 88.90 13.13 10.17 3.24 1.67 38.21 
Austria 19.92 12.38 10.29 2.06 2.16 87.28 
Bangladesh 0.87 10.36 5.68 8.29 -1.86 18.89 
Barbados 72.62 8.01 9.33 3.67 -1.02 88.70 
Belgium 55.50 12.57 10.23 2.15 2.11 141.90 
Bolivia 13.66 9.22 7.04 5.90 1.00 59.60 
Botswana 22.25 8.89 8.41 9.55 1.00 88.92 
Brazil 36.24 13.52 8.38 445.33 -0.91 21.15 
Bulgaria 7.43 9.85 7.78 158.08 0.01 115.53 
Canada 87.71 13.63 10.21 2.37 2.44 67.66 
Chile 89.80 11.31 8.59 7.87 0.04 63.66 
China 42.92 14.24 7.09 4.86 -1.24 49.17 
Colombia 11.97 11.34 7.72 19.93 -1.40 34.39 
Costa Rica 9.49 9.91 8.50 10.75 1.18 92.28 
Cote d'Ivoire 19.83 9.65 6.72 3.34 -1.17 86.51 
Croatia 31.07 10.49 9.00 3.32 0.58 86.25 
Cyprus 44.61 9.47 9.80 2.69 0.35 99.96 
Czech Republic 22.59 11.30 8.97 4.35 1.16 116.66 
Denmark 50.34 12.17 10.50 2.39 2.33 82.29 
Ecuador 6.46 10.34 7.78 28.84 0.59 52.28 
El Salvador 17.21 9.67 7.87 3.70 2.18 68.00 
Estonia 23.74 8.64 8.32 6.49 0.00 158.84 
Finland 82.06 11.93 10.28 2.34 2.16 68.62 
France 61.10 14.32 10.24 1.91 1.96 49.51 
Georgia 3.15 8.21 6.74 4.95 1.38 71.12 
Germany 38.03 14.64 10.24 2.01 2.44 64.21 
Ghana 13.79 9.83 6.77 16.20 -1.17 85.84 
Greece 40.24 11.97 9.59 7.38 1.04 53.08 
Guyana 17.20 7.13 7.41 5.86 2.44 198.29 
Hungary 19.33 11.14 8.82 12.51 0.78 123.92 
Iceland 73.29 9.25 10.49 4.66 0.83 76.39 
India 44.39 13.21 6.30 7.81 -1.17 29.63 
Ireland 54.10 11.87 10.47 2.33 2.42 161.07 
Israel 56.26 11.59 9.83 7.30 0.70 75.11 
Italy 30.85 14.14 10.09 3.35 1.96 47.39 
Jamaica 56.88 8.96 8.03 20.29 0.95 97.27 
Japan 81.29 15.25 10.41 0.57 2.38 21.76 
Kazakhstan 20.81 10.80 8.07 9.39 -1.17 86.90 
Korea, Rep. 52.76 13.23 9.40 4.40 -0.18 72.72 
Latvia 8.13 9.44 8.61 5.94 2.30 99.80 
Lebanon 25.49 10.19 8.89 4.59 1.49 66.47 
Lithuania 28.66 10.02 8.79 1.16 2.44 111.18 
Macedonia, FYR 10.51 8.70 8.00 1.97 -0.21 104.98 
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country mktcap log_gdp log_gdp_pc inflation kaopen trade 

Malawi 19.45 8.22 5.54 10.32 -1.60 70.69 
Malta 38.32 8.60 9.54 2.68 0.33 169.47 
Mauritius 34.78 8.40 8.27 8.06 -0.04 123.49 
Mexico 25.96 13.26 8.69 16.55 0.69 52.57 
Namibia 8.64 8.59 7.97 7.46 -1.21 96.77 
Nepal 15.23 8.89 5.66 7.60 -1.09 52.33 
Netherlands 89.22 13.04 10.28 2.12 2.44 123.47 
New Zealand 40.30 11.17 9.82 2.77 2.44 57.94 
Nigeria 18.35 11.62 6.70 12.32 -0.57 73.16 
Norway 40.17 12.19 10.68 2.51 1.69 71.49 
Pakistan 16.45 11.30 6.44 10.97 -1.17 36.02 
Panama 17.01 9.23 8.18 0.92 2.44 155.64 
Papua New Guinea 48.39 8.03 6.35 10.54 -1.17 118.25 
Paraguay 2.93 9.10 7.43 10.59 0.71 100.41 
Peru 32.26 11.06 7.83 500.35 1.69 36.77 
Philippines 57.83 11.57 7.18 5.79 -0.02 87.56 
Poland 23.33 12.49 8.84 5.99 -0.40 69.69 
Portugal 30.70 11.80 9.47 4.62 1.80 65.11 
Romania 6.20 10.71 7.61 48.69 -0.48 69.87 
Russian Federati 59.38 14.24 9.28 8.98 0.41 50.32 
Slovak Republic 5.82 10.86 9.17 3.75 0.33 149.44 
Slovenia 20.77 10.35 9.66 5.31 1.16 118.18 
South Africa 167.51 12.02 8.26 8.20 -1.21 51.97 
Spain 60.72 13.54 9.81 3.74 1.74 50.09 
Sri Lanka 14.07 9.49 6.62 10.94 0.03 75.80 
Sweden 87.97 12.59 10.40 2.67 2.05 78.26 
Tanzania 4.51 9.51 5.86 7.23 -1.17 49.13 
Thailand 52.84 11.70 7.62 4.77 -0.11 90.00 
Trinidad and Tob 49.29 9.06 8.83 6.61 1.53 92.35 
Tunisia 12.23 10.06 7.83 4.31 -0.99 90.63 
Turkey 17.17 12.26 8.20 70.89 -0.68 40.65 
Ukraine 6.40 10.77 6.88 14.00 -1.37 103.16 
United Kingdom 124.64 14.25 10.17 2.88 2.44 55.49 
United States 105.55 16.04 10.41 2.89 2.44 24.40 
Uruguay 38.67 9.92 8.74 19.01 1.89 47.03 
Uzbekistan 1.02 9.49 6.26 27.59 -1.31 59.33 
Venezuela, RB 12.14 10.90 7.93 43.06 -0.52 54.94 
Vietnam 11.26 11.17 6.72 10.35 -0.70 154.64 
Zambia 12.14 8.67 6.25 20.70 1.92 71.58 

Total 43.75 11.48 8.81 29.01 0.80 74.57 
mktcap is the total market capitalization as a proportion of gross domestic product; Log_GDP is the natural logarithm of gross 
domestic product; Log_GDP_pc is the natural logarithm of gross domestic product per capita; inflation is the annual percentage 
change in the cost to the average consumer of acquiring a basket of goods and services; trade is the sum of exports and imports as a 
percentage of gross domestic product each year; kaopen is a measure of capital account openness developed by Chinn and Ito (2006);  
More detailed description of each variable can be found in Table 2.1. 
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Table A.2 - Mean values of political variables per country 

Mean values - political variables 

This table shows the mean values of political variables by country   

country exec_left left_maj right_maj democracy veto parliamentary proportional 

Argentina 0.33 0.15 0.29 8.79 0.37 0.00 3.00 
Australia 0.54 0.30 0.26 10.00 0.48 2.00 1.00 
Austria 0.71 0.51 0.16 10.00 0.46 2.00 3.00 
Bangladesh 1.00 0.84 0.00 8.00 0.44 0.00 0.00 
Barbados 0.64 0.52 0.26 . 0.24 2.00 0.00 
Belgium 0.00 0.00 0.60 9.79 0.70 2.00 3.00 
Bolivia 0.33 0.20 0.17 9.17 0.52 0.00 1.44 
Botswana 0.00 0.00 0.79 8.86 0.22 2.00 0.00 
Brazil 0.71 0.20 0.00 9.00 0.48 0.00 2.00 
Bulgaria 0.00 0.00 0.60 9.21 0.43 1.29 3.00 
Canada 0.54 0.30 0.24 10.00 0.41 2.00 0.00 
Chile 0.71 0.21 0.00 9.19 0.44 0.00 0.00 
China 1.00 1.00 0.00 1.50 0.00 1.00 . 
Colombia 0.00 0.00 0.06 8.87 0.41 0.00 3.00 
Costa Rica 0.50 0.26 0.20 10.00 0.37 0.00 3.00 
Cote d'Ivoire 1.00 0.90 0.00 5.25 0.10 0.00 0.00 
Croatia 0.19 0.13 0.34 7.78 0.39 1.38 2.00 
Cyprus 0.12 0.07 0.47 10.00 0.50 0.00 3.00 
Czech Republic 0.73 0.33 0.13 9.91 0.00 2.00 . 
Denmark 0.33 0.16 0.29 10.00 0.22 2.00 3.00 
Ecuador 1.00 0.22 0.00 8.53 0.24 0.00 2.60 
El Salvador 0.13 0.06 0.37 8.59 0.19 0.00 2.75 
Estonia 0.00 0.00 0.45 8.70 0.52 1.00 3.00 
Finland 0.29 0.21 0.00 10.00 0.54 2.00 3.00 
France 0.42 0.22 0.39 9.50 0.46 2.00 0.00 
Georgia 0.00 0.00 0.00 7.70 0.42 0.00 2.00 
Germany 0.29 0.15 0.43 10.00 0.45 2.00 2.00 
Ghana 0.00 0.00 0.54 8.73 0.34 0.00 0.00 
Greece 0.67 0.36 0.17 10.00 0.38 2.00 2.00 
Guyana 1.00 0.52 0.00 8.00 0.37 1.00 3.00 
Hungary 0.76 0.44 0.15 10.00 0.42 2.00 2.00 
Iceland 0.00 0.00 0.53 . 0.49 2.00 3.00 
India 0.75 0.36 0.14 9.35 0.38 2.00 1.00 
Ireland 0.00 0.00 0.09 10.00 0.46 2.00 3.00 
Israel 0.17 0.08 0.45 9.77 0.56 1.58 3.00 
Italy 0.17 0.05 0.24 10.00 0.46 2.00 1.75 
Jamaica 0.70 0.50 0.20 9.63 0.35 2.00 0.00 
Japan 0.09 0.00 0.51 10.00 0.55 2.00 1.00 
Kazakhstan 0.00 0.00 0.00 2.33 0.00 0.00 0.80 
Korea, Rep. 0.00 0.00 0.20 8.61 0.43 0.00 1.00 
Latvia 0.00 0.00 0.00 9.00 0.56 2.00 2.73 
Lebanon 0.00 0.00 0.50 8.50 0.26 1.00 0.00 
Lithuania 0.00 . . 10.00 0.51 0.00 1.00 
Macedonia, FYR 1.00 0.72 0.00 9.17 0.46 2.00 2.33 
Malawi 0.00 0.00 0.42 7.94 0.27 0.00 0.00 
Malta 0.12 0.06 0.47 . 0.33 2.00 3.00 
Mauritius 1.00 0.80 0.00 10.00 0.38 2.00 0.00 
Mexico 0.54 0.30 0.17 7.63 0.30 0.00 1.00 
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country exec_left left_maj right_maj democracy veto parliamentary proportional 

Namibia 1.00 0.74 0.00 8.00 0.28 0.06 3.00 
Nepal 1.00 0.57 0.00 7.35 0.41 2.00 0.62 
Netherlands 0.38 0.21 0.32 10.00 0.61 2.00 3.00 
New Zealand 0.50 0.25 0.28 10.00 0.31 2.00 0.79 
Nigeria 0.00 0.00 0.65 7.00 0.39 0.00 0.00 
Norway 0.63 0.29 0.12 10.00 0.52 2.00 3.00 
Pakistan 0.73 0.25 0.14 8.68 0.35 1.73 0.00 
Panama 0.00 0.00 0.52 9.38 0.31 0.00 . 
Papua New Guinea 0.00 . . 7.00 0.61 2.00 0.00 
Paraguay 0.07 0.03 0.49 8.64 0.41 0.00 3.00 
Peru 0.30 0.12 0.33 7.85 0.27 0.00 3.00 
Philippines 0.00 0.00 0.00 9.00 0.38 0.00 0.71 
Poland 0.63 0.43 0.09 9.81 0.44 0.00 2.69 
Portugal 0.54 0.27 0.26 10.00 0.39 2.00 3.00 
Romania 0.50 0.22 0.19 9.06 0.39 2.00 3.00 
Russian Federati 0.00 0.00 0.00 7.00 0.32 0.00 3.00 
Slovak Republic 1.00 0.56 0.00 9.56 0.53 2.00 3.00 
Slovenia 0.75 0.43 0.00 10.00 0.47 2.00 3.00 
South Africa 0.71 0.54 0.18 9.04 0.38 1.00 3.00 
Spain 0.67 0.32 0.17 10.00 0.43 2.00 2.00 
Sri Lanka 0.61 0.27 0.00 7.56 0.30 0.00 3.00 
Sweden 0.67 0.34 0.17 10.00 0.48 2.00 3.00 
Tanzania 1.00 0.87 0.00 4.50 0.17 0.00 0.00 
Thailand 0.00 0.00 0.55 8.50 0.55 2.00 0.00 
Trinidad and Tob 0.43 0.30 0.33 9.80 0.43 2.00 0.00 
Tunisia 1.00 0.87 0.00 3.09 0.02 0.00 0.71 
Turkey 0.20 0.13 0.43 8.90 0.46 2.00 3.00 
Ukraine 0.00 0.00 0.00 8.21 0.53 0.00 1.50 
United Kingdom 0.54 0.33 0.25 10.00 0.37 2.00 0.00 
United States 0.46 0.24 0.21 10.00 0.40 0.00 0.00 
Uruguay 0.29 0.15 0.56 10.00 0.53 0.00 3.00 
Uzbekistan 1.00 0.86 0.00 0.50 0.00 0.00 0.00 
Venezuela, RB 0.17 0.10 0.00 9.33 0.48 0.00 3.00 
Vietnam 1.00 0.91 0.00 1.50 0.12 1.00 0.00 
Zambia 1.00 0.64 0.00 7.09 0.21 0.00 0.00 

Total 0.45 0.27 0.23 8.79 0.38 1.18 1.75 
exec_left is a dummy which takes the value of 1 if the head of government’s power (Presidential systems) or majority of government 
composition (Parliamentary systems) is of a left wing party; left_maj is the share of votes government has in the legislative houses 
whenever the head of government’s power (or the majority of government composition) and the largest government party are left-
wing, or 0 otherwise; right_maj is the share of votes government has in the legislative houses whenever the head of government’s 
power (or the majority of government composition) and the largest government party are right-wing, or 0 otherwise; commonlaw is a 
dummy which takes the value of 1, if the country has an English common law legal origin, or 0 otherwise; Democracy is a measure of 
the competitiveness and openness of the political system, ranging from between 0 (Autocracy) and 10 (Democracy); Veto indicates the 
level of constraints that the head of government faces, ranging from 0 (no constraints) to 1 (high institutional constraints); Proportional 
indicates proportional, mixed or majoritarian electoral systems, ranging from 0 (purely majoritarian) to 3 (pure proportional); 
Parliamentary takes the value of 2 for Parliamentary systems, 1 for an Assembly-elected President, and 0 for Presidential systems. 
More detailed description of each variable can be found in Table 2.1. 

 

 

 

 



 

79 
 

Table A.3 – Country-year observations – reduced sample 

Country-year observations 

This table shows all country-year observations used in our reduced sample 

country Starting year Final year 

Argentina 1988 2011 
Australia 1988 2011 
Austria 1988 2011 
Barbados 1990 2011 
Belgium 1988 2011 
Botswana 1991 2011 
Brazil 1988 2011 
Canada 1988 2011 
Chile 1988 2011 
China 1991 2011 
Colombia 1988 2002 
Denmark 1988 2011 
Finland 1988 2011 
France 1988 2011 
Germany 1988 2011 
Greece 1988 2011 
Hungary 1991 2011 
India 1988 2011 
Israel 1988 2011 
Italy 1988 2011 
Jamaica 1988 2011 
Japan 1988 2009 
Korea, Rep. 1989 2011 
Mauritius 1990 2011 
Mexico 1988 2011 
Netherlands 1988 2011 
New Zealand 1988 2011 
Norway 1988 2011 
Pakistan 1989 2011 
Peru 1989 2011 
Portugal 1988 2011 
South Africa 1988 2011 
Spain 1988 2011 
Sri Lanka 1988 2005 
Sweden 1988 2011 
Thailand 1989 2000 
Trinidad and Tob 1988 2010 
Tunisia 1988 2011 
Turkey 1988 2002 
United Kingdom 1988 2011 
United States 1988 2011 
Venezuela, RB 1988 1993 



 

80 
 

CHAPTER III – POLITICAL INSTITUTIONS, INVESTOR PROTECTION AND 

OWNERSHIP CONCENTRATION 

Abstract 

This chapter analyses how political institutions are associated with investor protection and 

ownership concentration. We measure investor protection across countries and over time, 

using the Armour et al. (2009a) and Siems et al. (2009) indexes of creditor and shareholder 

protection. Ownership concentration is measured using the La Porta et al. (1999) 

methodology. Our central political dimension is that of consensualism – to what degree 

political power is constrained institutionally. We develop two new indexes to measure 

political consensualism across countries and over time, based on four traditionally used 

variables. We use random effects generalised least squares in a sample of 25 countries 

during the period between 1995 and 2005, and the results show that political institutions 

which are considered to be more consensual systems are negatively associated with 

minority shareholder protection and positively associated with creditor protection. The 

system of government (parliamentary vs. presidential) and the level of democracy are the 

two dimensions of political institutions that best explain investor protection. These results 

are robust across different model specifications, variables and techniques. Furthermore, in 

simple ordinary least squares across 43 countries, results show that political consensualism 

is positively associated with ownership concentration. Our political bargaining model, 

which is based on three political players – large capitalists, small capitalists and workers – 

is useful to complement the previously existent theoretical explanations for these findings.  

Keywords: Political institutions, investor protection, ownership concentration. 

JEL Classification: G30, K00, N20, 016, 016, 057 
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3.1 Introduction 

The evolution of political institutions and the emergence of governments with 

limited powers have long been positively associated with financial development. However, 

even amongst democratic countries, there is significant variance in investor protection and 

finance, despite all the direct and indirect positive impacts that finance has on economic 

growth. In this thesis we argue that this variance can be better explained by politics, in 

comparison to other theories, such as legal origins or culture. In this chapter we specifically 

explore the impact of political institutions on investor protection and on ownership 

concentration.  

Unlike political preferences, an approach based on political institutions recognises 

that citizens do not directly choose policies and regulations. Therefore political institutions, 

which define the rules of the game, have a significant influence on policymaking, as they 

seek out preferences and aggregate them into policies (Gourevitch & Shinn, 2005). Our 

central political institutions dimension is consensualism, which is defined as ‘to what extent 

a government needs negotiation between different parts, in order to implement new 

regulations and policies’. In other words, ‘to what extent the executive power is constrained 

institutionally’.  

We contribute to the previous literature in this field by expanding the concept of 

political consensualism by using four variables to measure this construct, instead of only 

one (the traditional majoritarian vs. proportional electoral systems used by Pagano and 

Volpin, 2005a). We build two indexes to measure the degree of consensualism of political 

systems, based on these four political variables (democracy, veto, parliamentary and 

proportional). In addition, we develop a political bargain rationale between three different 

interest groups: large capitalists, small capitalists and workers, to argue that more 
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consensual systems are associated with lower minority shareholder protection and a higher 

ownership concentration. Furthermore, another type of innovation that is introduced in this 

chapter, is that this same rationale is used to show that more consensual political systems 

are associated with higher creditor protection. 

This chapter is organised as follows: Section 3.2 analyses the theoretical 

background of the association between political institutions and investor protection, and 

sets the hypotheses to be tested; Section 3.3 describes our variables and the sample, data 

and models that were used to test the hypotheses; Section 3.4 shows the results; Section 3.5 

presents some robustness checks; and Section 3.6 is a discussion and a description of the 

limitations of this study. 

3.2 Theory and Hypotheses 

The political explanation for finance and governance variance across countries and 

over time can be divided in two dimensions: 1) political preferences, which refers to the 

ideology that determines the actions of the political party or heads of government in power, 

which is described by Gourevitch and Shinn (2005, p. 8) as: “interests groups that advocate 

policies that promote their goals”, and, 2) political institutions, “the machinery that 

refracts the preferences and that aggregates them into policy outcomes” (Gourevitch & 

Shinn, 2005, p.8), referring to those rules and systems of each country which condition 

politics, such as, for instance, the electoral system, the form of government, the level of 

democracy and constraints limiting the power of heads of government. Our research 

question here is: how political institutions influence the level of shareholder and creditor 

protection across countries and over time, as well as ownership concentration across 

countries. 
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“Evolution in political institutions has long been seen by historians as a natural 

explanation for explaining the emergence (and decline) of modern banking and public debt 

in free Italian cities during the Renaissance, and the earlier development of financial 

activities in the Netherlands and Britain, in contrast to more autocratic European countries 

(North & Weingast, 1989; De vries and & der Woude, 1997)” (apud Perotti, 2013, p. 3). 

Indeed, unconstrained governments can undermine financial activity through expropriation, 

given that financial assets are fungible and easily transferable (North & Weingast, 1989; 

Perotti, 2013).  Unconstrained governments have strong incentives to use the financial 

system to facilitate their own political survival at the expense of the development of sound 

securities markets and banking systems (Haber, North & Weingast, 2007). Thus, stable 

autocratic regimes can only create e certain degree of financial growth through direct State 

control, such as in the form of sovereign banks, or by associating with an entrenched 

economic elite which maintains high oligopolistic rents and barriers to entry, thus limiting 

access to finance to a few connected individuals (Perotti, 2013). 

The emergence of limited government is characterised by the restriction of the 

authority of public officials by regulatory institutions that grant a certain degree of power to 

representatives of the populace. In the first models of limited government, only a small 

group had this privilege. The crucial difference from unlimited autocracies, is that this elite 

had its status defined by explicit rules and proprietorial rights, rather than only by political 

connections with just the head of government. The earliest examples of this model are those 

of “democratic” Athens and England after the Glorious Revolution (Ober, 1998, North & 

Weingast, 1989, Perotti, 2013). North and Weingast (1989) show how the limitations over 

the powers of the Crown after the Glorious Revolution have contributed to the development 

of a system that allowed England to finance its rise to a global military dominance, 
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although the privileges invested in a restricted elite (parliament) impeded a more efficient 

early financial development, resulting in the financial structure needed to sustain England’s 

subsequent industrial revolution having to wait until entrepreneurs’ rights were better 

represented in parliament. Perotti (2013, p.10) concludes that “the early stages of limited 

government entrench strong rights for an economic elite that is broader and more efficient 

than a royal court, but soon forms a political block restraining further financial 

development and entry”. 

If England’s ‘Glorious Revolution’ was a pioneer in limiting the powers of the 

Crown, then it was the French Revolution that provided a broader distribution of power 

through land redistribution and access to justice through the “Code Civil”. These events 

have influenced Europe and the US (and later on, other countries too) by increasingly 

expanding political rights. Together with increased political rights, stronger financial 

systems have also emerged. Perotti (2013, p. 11) shows that “the liberalisation of entry in 

banking took place alongside a progressive expansion in suffrage, just as in France and 

other continental European states”. Benmelech and Moskowitz (2005) have tested the 

association between suffrage laws and financial regulation with panel data from US states 

and concluded that there is a positive association and that as suffrage broadened, US states 

voted for legislation which improved access to finance. Haber et al. (2007, p.7) argues that 

“there tends to be congruence between the openness and competitiveness of political 

systems and the openness and competitiveness of their financial systems”.  

Literature has shown that finance brings significant benefits to the development of 

nations, as it increases total factor productivity (Beck, Levine & Loayza, 2000), promotes 

better allocation of resources across firms and economic sectors (Bencivenga, Smith & 

Starr, 1995; Wurgler, 2000), enhances entrepreneurship (King & Levine, 1993b), fuels 
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growth in sectors that are more financially dependent (Rajan & Zingales, 1998), increases 

the capacity of firms to deal with macroeconomic crises (Cavallo et al. 2009), and promotes 

economic growth (Gupta, 1984; Jung, 1986; Bencivenga and Smith, 1991; King and 

Levine, 1993a; Levine, 1997; Levine & Zervos, 1998; Beck et al., 2000). Taking into 

account all these benefits, together with the fact that democracy promotes better conditions 

for the development of finance than unlimited autocracies or oligarchic governments (North 

& Weingast, 1989, Perotti, 2013), a natural question arises as to whether citizens in 

democratic countries lobby enough for the reforms needed to promote financial 

development and openness.  

Perotti (2013, p. 18) provides a negative answer to this question, arguing that “while 

democracies tend to generate financial systems that distribute capital more broadly than 

autocracies, a democratic majority does not necessarily seek to achieve the broadest degree 

of financial development possible”. Investor protection is a political choice, and this is the 

reason why there is still a large degree of heterogeneity in the level of financial 

development, even across countries where democratic institutions are well established. As 

stated above, the political explanation is divided into preferences and institutions. 

Explanations based on political preferences, reflect financial policies and outcomes as a 

result of the median direct will of voters (Roe, 2003, Perotti & von Thaden, 2006). Perotti 

(2013) argues that a limitation of median voters’ models (preferences) is that they assume 

that voters choose policies and laws directly, despite the fact that public scrutiny and direct 

citizen choice is hindered by limited information and coordination problems.  

On the other hand, explanations that focus on political institutions, limit the role of 

preferences, as they arise from the assumption that it is institutions which determine the 

ability of political groups and coalitions to be able to impose their preferences (whether the 
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preferences are those of an absolute majority/median voters, or not), and that institutions 

are also key to limit the power of governments, or certain groups, to implement self-

interested policies (captured regulation). Thus, institutions are key for translating 

preferences into practice, either through direct policy choice, or by public scrutiny. In other 

words, the “rules of the game” are able to change the “results of the game”. Therefore, the 

“median voters’ will” might not be prevalent, but instead the “strongest voters’ will” is. The 

relevant strength of these two types of interests depends on the political institutions in place 

in each country.  

A central variable in political institutions’ models is the electoral system 

(majoritarian vs. proportional). Majoritarian electoral systems are those that give the right 

to the majority to appoint all representatives, and are based on the logic that the most 

qualified candidate should represent the populace. In contrast, in proportional systems, 

parties are assigned seats proportional to the number of votes received, which fosters the 

competition of ideas and more consensual decisions on policy. The seminal work of Pagano 

and Volpin (2005a) develops a model where three types of agents compete for firms’ rents: 

entrepreneurs (inside capital or controlling shareholders), rentiers (outside capital or 

minority investors) and workers. Rentiers want strong minority investor protection to 

protect their capital from expropriation by insiders, entrepreneurs suffer from bear the cost 

of weak investor protection when they make the initial efforts with little access to equity 

capital, however once their firms have been able to raise capital and become profitable, 

then they prefer weak protection, in order to prevent competition and increase their rents. 

Finally, workers want to preserve labour rents thus generally prefer weak minority investor 

protection. The model considers that two parties compete for political power. Controlling 

shareholders and workers have relatively homogeneous political preferences and are biased 
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towards one of the two parties, whilst minority shareholders are more dispersed in their 

preferences and have less pronounced bias for either party. 

Based on this theoretical model, Pagano and Vopin (2005a) predict that proportional 

electoral systems (where the winning a majority of votes is crucial) are associated with 

lower minority shareholder protection and higher worker protection than majoritarian 

systems (where winning a majority of districts is crucial), which tend to provide strong 

shareholder protection and weak worker protection. The intuition is that in proportional 

systems, parties are obliged to cater for the votes of homogeneous groups, as the mass of 

voters that can be attracted by a shift in the parties’ electoral platform is higher if the shift 

favours a homogeneous group, whereas in majoritarian systems, the dispersed group is key, 

as it is dominant in the pivotal district for the very reason that it does not automatically 

align with any party. Pagano and Volpin (2005a) provide statistical evidence that the 

proportional voting system is negatively correlated to shareholder protection, in a panel of 

45 countries during the 1993-2001 interval. Accordingly, Pagano and Volpin (2005b) argue 

that some opportunistic activities of managers (e.g.: empire building) also benefit workers, 

who could then ally themselves with managers or own capital (blockholders) against 

protection to outside capital (minority shareholders). In a subsequent work, Pagano and 

Volpin (2006) show that there is a self-reinforcing mechanism that leads to multiple 

equilibria, with investor protection and stock market development being positively 

associated across equilibria. The logic is that, as investor protection increases, firms issue 

more equity, thus expanding the shareholder base and increasing support for shareholder 

protection. 

Gourevitch and Shinn (2005) show how political preferences can be explained 

through coalitions between owners, managers and workers, and argue that political 
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institutions are probably the most important factor in determining the triumph of one type 

of coalition over another. They follow Lijphart (1999) and Beck et al. (2001), to 

incorporate electoral laws into a broader typology, separating systems into “Majoritarian” 

and “Consensus”. They develop an index of “political cohesion”, based on electoral system 

rules and veto players.  “The first (majoritarian) is typified by the U.K. Westminster 

system, where the government rests on a majority of deputies in the lower house, chosen by 

single-member plurality districts. The second (consensus) is typified by Sweden and a 

number of democracies in continental Europe, where the government relies on a majority of 

deputies provided by a coalition of political parties chosen through proportional 

representation” (Gourevitch & Shinn, 2005, p. 10).  

According to Gourevitch (2007, p. 36), “majoritarian systems magnify the impact of 

small shifts of votes, thus allow large swings of policy”, whilst “consensus systems reduce 

the impact of vote shifts by giving leverage to a wide range of players through coalitions, 

thus have lesser swings of policy”. Gourevitch and Shinn (2005) argue that, as consensual 

systems promote a greater continuity of policy, they thus favour investment in 

“relationship-specific assets”, whereas majoritarian systems produce more swings in policy, 

which reward investment in more flexible strategies, sustaining a diffuse governance 

model. Thus, consensus systems are less likely to protect minority shareholders 

(Gourevitch & Shinn, 2005). These authors correlate the political cohesion index with 

shareholder protection and find a negative and significant correlation that supports their 

rationale. 

Our argument follows the same line, and we contribute to previous literature by 

acknowledging that the proportionality of the voting system is not the sole indicator for 

measuring how consensual a political system is, and perhaps it may not even be the best. 
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We identify at least three other characteristics that are determinant in identifying the level 

of consensualism in any given political system: 1) whether the interests of the government 

in power are aligned with those of the veto players, because when there are more veto 

players and when their orientation differs from the governments’ ideas, then more 

negotiation is necessary in order to implement policies; 2) the level of democracy, as more 

competitive and open democratic systems are expected to be more consensual than less 

competitive democracies, given that in the case of the former, scrutiny is higher (with more 

information and greater participation rights and instruments for common citizens), and thus 

political leaders have to take more care about their reputations, in order to remain in power. 

More open democratic institutions require more negotiation with different political players 

to achieve successful lawmaking and policy implementation; and 3) presidentialism vs. 

parliamentarism, with the argument that presidential systems are generally less consensual 

than parliamentary systems, based on the fact that heads of government are allocated more 

power in the case of presidentialism, which is not the case for parliamentarism, and also 

that parliamentary governments can be overthrown more easily, which requires a constant 

level of negotiation within the legislative houses. 

Furthermore, we add another reason to support why consensual systems do not 

favour minority shareholder protection. For besides the electoral system rationale of Pagano 

and Volpin (2005a), and the ‘continuity’ rationale of Gourevitch and Shinn (2005), the 

aggregation costs and incentives faced by the different players that lobby for favourable 

regulation also help to explain why more consensual systems tend not to favour minority 

shareholder protection. Contrary to Pagano and Volpin (2005a), our rationale does not 

occur in the pre-election periods, but rather during the leadership of government by a 

person, or the party controlling the government. At this point in time, more consensual 
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systems require greater negotiation, in order to implement policy changes, regardless of 

governments’ or median voters’ preferences, and a more complex negotiation process 

increases the cost of political bargaining, thus making it harder for dispersed groups (such 

as minority shareholders, for instance) to achieve their goals.  

Let us consider the three basic groups (analogous to Pagano and Volpin, 2005a) 

which compete for power in the capitalist system: large capitalists (e.g.: bankers, 

controlling shareholders, traditional families), small capitalists (e.g.: small property owners, 

minority shareholders) and workers (this model is analogous to the Pagano and Volpin, 

2005a model with inside capital (blockholders), outside capital (minority shareholders) and 

inside labor (workers)). The problems of collective action (aggregation costs) are harder to 

overcome in the case of the more dispersed group. ‘Large’ owners are lower in number, 

control more resources, usually have some kind of direct or indirect tie with each other, and 

have high incentives to lobby, as the rewards are high if they are able to benefit from 

regulation, as generally they have a significant proportion of their resources allocated to the 

controlling shares of their firms. Workers have institutionalised means of collective interest 

aggregation (e.g.: unions), have a clear and relatively homogeneous agenda and also benefit 

from a significant reward, which is of high relative importance to them, as they are thus 

able to assure favourable labour regulation, considering that they rely on human capital, 

rather than financial capital. Finally, minority shareholders form a dispersed and 

heterogeneous group with limited resources, and the benefits that they can achieve from a 

successful pro-minority shareholder protection bargain are individually low and of 

relatively low importance in relation to their goals (assuming that they diversify 

investments), which makes them the weakest group in terms of bargain power in this 

scenario. In less consensual systems, a strong government might achieve gains from 
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promoting pro-shareholder reforms if they identify this as the will of median voters, or feel 

that this will bring about positive economic consequences that are perceptible to median 

voters, which will then help them to remain in power. However, more consensual systems 

have more political institutions which are able to limit the power of governments, and the 

articulation of these institutions in implementing or impeding some policies is more likely 

to be achieved by either large capitalists or workers, or an alliance between them both, in 

order to impede any increase in the level of minority shareholder protection which could in 

turn prejudice either of these groups. 

 

Thus, our first hypothesis is the following: 

 

Hypothesis 1 – More consensual political systems (where more bargain is needed for policy 

implementation) are associated with lower minority shareholder protection. 

 

In addition to shareholder protection, our model should also work to predict 

outcomes related to creditors’ rights. There is a clash between banks and security markets, 

as “deposit banks have an interest in keeping securities markets weak, unless they can 

control securities flows themselves” (Roe, 2012). Roe (2012) shows that political conflicts 

that determine the size and depth of capital markets occur between haves and have-nots 

(capital owners against those who don’t own capital) and also between haves and haves 

(among capital owners themselves). In this sense, the author argues that “banks have an 

interest in preserving bank financing channels and in weakening securities markets 

channels (…) Dominant owners, such as families traditionally or private equity firms more 

recently have interests in preserving their privileges. Owners of existing firms want access 
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to cheap capital, but prefer that their competitors not have the same easy access” (Roe, 

2012). Indeed, Macey and Miller (1991) show evidence that in the United States, banks 

often lobbied for regulation that increased stock market costs. If we combine the rationale 

above with our basic capitalist model which is typified by clashes between large capitalists, 

small capitalists and workers, then there is an indication that creditor rights are favoured in 

in consensual systems, whereas the opposite occurs to shareholder rights, given the higher 

bargain power and lower aggregation costs faced by large capitalists (especially bankers in 

this case), in relation to small capitalists.  

Additionally, strong protection for creditors can be also seen as being a 

consequence of weak protection for minority shareholders and weak stock markets. There 

is consensus in the literature on finance and growth that financial development and 

economic growth are positively associated (although causality issues are still under 

discussion). In the words of Schumpeter (1959, p. 102) “the entrepreneur – in principle and 

as rule – does need credit (…) He can only become an entrepreneur by previously 

becoming a debtor” (in the same line Gurley & Shaw, 1955, Goldsmith, 1969, Mckinnon, 

1973 and others). Particularly interesting here is the understanding of Robinson (1952, 

p.52), who argues that finance follows economic development, “where enterprise leads, 

finance follows”. If enterprise and economic growth needs financing, it will come from one 

of two ways: strong credit markets or stock markets. Thus, “if securities markets are weak, 

more capital will flow through the banking system” (Roe, 2012). Credit markets are always 

the first to develop (Mckinnon, 1973) and, if the political system makes it hard for stock 

markets to flourish, it is a logical consequence that creditors have to fulfil a higher 

proportion of entrepreneurs’ need for financing, which makes creditors a stronger group 
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that will demand more sophisticated regulation in protection to their rights. This leads us to 

our second hypothesis: 

 

Hypothesis 2 - More consensual political systems (where more bargaining is needed for 

policy implementation) are associated with higher creditor protection. 

 

If our hypotheses 1 and 2 are right, this leads to a logical consequence. A system 

that promotes investment in relationship-specific assets, increases creditors’ protection and 

is against minority shareholder protection, must lead to a pattern of higher ownership 

concentration, which is reflected in our third hypothesis: 

 

Hypothesis 3 - More consensual political systems (where more bargaining is needed for 

policy implementation) are associated with higher ownership concentration. 

3.3 Research methods 

3.3.1 Variables 

The main objective here is to associate the degree of ‘consensualism’ of political 

systems (measured by the characteristics of political institutions) with minority shareholder 

protection, creditor protection and ownership concentration. Our independent variables are: 

1) a measure of ownership concentration developed by La Porta, Lopez-de-Silanes and 

Shleifer (1999) and, 2) measures of minority shareholder protection and creditor protection 

across countries and throughout time, developed by Siems, Lele, Inglesias-Rodriguez, 

Mollica, Klauberg, Heidenhain, Cankar, Hamilton, Schnyder and Akman (2009) and 
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Armour, Mollica, Siems, Lele, Zhou, Hirooka, Klauberg, Heidenhain, Cankar, Hamilton & 

Akman (2009a). 

Ownership concentration is calculated across countries as the average percentage of 

common shares owned by the top three shareholders of the ten largest non-financial, 

privately-owned, domestic firms in a given country. A firm is considered privately-owned, 

if it doesn’t have the State as a shareholder (La Porta, Lopez-de-Silanes, Shleifer & Vishny, 

1998). 

We measure shareholder protection across countries and throughout time, according 

to the index developed by Siems et al. (2009), as part of the ‘Law, Finance and 

Development’ project at the Centre for Business Research, the University of Cambridge, 

UK. This index consists of ten core variables which act as proxies for shareholder 

protection law for 25 countries during the period between 1995-2005. The variables used 

are: 1) the powers of the General Meeting for de facto changes, 2) agenda-setting power, 3) 

anticipation of shareholder decision facilitated, 4) the prohibition of multiple-voting rights 

(super voting rights), 5) independent board members, 6) the feasibility of the dismissal of 

director, 7) the private enforcement of directors’ duties (derivative suit), 8) shareholder 

action against resolutions of the General Meeting, 9) mandatory bid, and, 10) disclosure of 

major share ownership. Each variable has a value of between 0 and 1 and thus the index 

ranges between 0 and 10. Detailed information of the computation of variables for each 

country can be found in Siems et al. (2009). 

The measure of creditor protection also comes from the ‘Law, Finance and 

Development’ project (Armour et al., 2009a). The index consists of ten core variables 

which act as proxies for creditor protection law for 25 countries during the period of 1995-

2005. Variables used in this index are: 1) minimum capital, 2) dividend restriction, 3) 
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directors’ duties to creditors, 4) security: scope, 5) security: registration, 6) security: 

enforcement, 7) entry to corporate bankruptcy proceedings, 8) stay of secured creditors, 9) 

outcome of bankruptcy proceedings, 10) subordination of secured claimants. Each variable 

has a value of between 0 and 1 and thus the index ranges between 0 and 10. Detailed 

information of the computation of variables for each country can be found in Armour et al. 

(2009a). 

Armour et al. (2009b) argue that the choice of the time period (1995-2005) is 

justifiable, as it was a time of considerable change in investor protection regulation. 

Although it is a short period, due to the immense difficulties in gathering and organising 

data, it represents several changes within each country and variance across countries, which 

allows us to test the association between political institutions and investor protection, 

although not without significant limitation regarding the time period our findings refer to. 

The predictors we are mostly interested in are those that measure the political 

dimension we are testing – the degree of ‘consensualism’ of political systems. As stated 

above, we use four characteristics to measure this construct, and we have a variable for 

each of them: 1) the degree of democracy (democracy), 2) alignment between government 

and veto players (veto), 3) government system (parliamentary) and, 4) electoral system 

(proportional).  

Democracy is computed based on a variable developed by Marshall and Jaggers 

(2004) (Polity) to reflect the competitiveness and openness of a political system. It is 

computed from two other variables, called DEMOC (democracy) and AUTOC (autocracy) 

(Marshall, Jaggers and Gurr, 2011). Democratic regimes are characterised by three essential 

and interdependent elements: 1) presence of institutions and procedures for citizens to 

express effective preferences about policies and leaders, 2) existence of institutionalised 
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constraints of the governing power and, 3) guarantee of civil liberties for all citizens 

(Marshall et al. 2011). The variable DEMOC is computed considering categories that 

incorporate characteristics “1” and “2”. By this definition, a “mature and internally 

coherent democracy (…) might be operationally defined as one in which: (a) political 

participation is unrestricted, open and fully competitive; (b) executive recruitment is 

elective and, (c) constraints on the government are substantial. (Marshall, Jaggers and Gurr, 

2010, p. 15). Autocracies (AUTOC), on the other hand, sharply restrict or suppress 

competitive political participation, choose heads of government through a regularised 

process within the political elite, and, once they are in power, there are few institutional 

constraints (Marshall et al., 2011, p. 15), thus the variable AUTOC is computed-based on 

categories that reflect these characteristics. Both DEMOC and AUTOC range between 0 

and 10, and their scales do not share any category in common, which allows systems to 

have mixed characteristics. Polity is then computed by substracting the AUTOC score from 

the DEMOC score, which thus ranges between -10 and +10. Democracy is computed by 

rescaling Polity to range between 0 (total autocracy) and 10 (total democracy).  

Veto is a variable that was developed by Henisz (2000) (originally named Polcon by 

the author) which measures the number of independent veto points over policy outcomes 

and the alignment between institutional and political veto players, capturing institutional 

and political constraints on heads of government, ranging between 0 (executive power is 

not constrained institutionally) and 1 (there are a significant number of veto players and 

preferences of executive power, and veto players diverge).  

Parliamentary is a variable that measures the government system. It uses the value 

of 0 for unelected executives, for presidents who are elected directly or by an electoral 

college specifically called for this purpose, and for systems where there is a President and a 



 

97 
 

Prime Minister, but the President can veto legislation and parliament needs a supermajority 

to override the veto, or the President can appoint and dismiss Prime Minister and dissolve 

parliament and call for new elections. Countries in which the legislature elects the head of 

government are parliamentary (variable equals 2), except in cases where that assembly or 

group cannot impeach him easily (where 2/3 of votes are needed to do so, or there is a need 

to dissolve parliament in order to force him, or her, out), when the variable equals 1 

(Keefer, 2012). 

Proportional is a variable based on Pagano and Volpin (2005a), which represents 

proportional, mixed or majoritarian electoral systems. This variable is constructed using a 

combination of three distinct binary indicators, as explained by Pinto et al. (2010): 1) PR, 

which equals one, if at least some government officials are elected using PR; 2) Plurality, 

which equals one, if at least some officials are elected under majoritarian (non-

proportional) rules; and 3) Housesys, equal to one, if the majority of parliament seats are 

allocated via a non-PR rule. Proportional (PR Pagano/Volpin) is then calculated as PR-

Pluralty-Housesys+2, indicating the degree of proportional representation of the electoral 

system. Proportional equals 3, if the system is purely PR 2, if the majority of seats are 

assigned using PR 1, if the minority of seats is assigned using PR, and 0, if the system is 

purely majoritarian (Pinto et al, 2010).  

We test these four variables (Democracy, Veto, Parliamentary, Proportional) in 

isolation, as proxies for the degree of ‘consensualism’ of political systems in order to 

predict investor protection and ownership concentration outcomes. However, we also 

combine them into two new variables: Consensualism and Index_c. We consider that our 

four previously-described variables measure the same concept, that of the degree of 

consensualism of political systems and we use principal components (factor) analysis with 
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each of the four variables for political institutions representing one component of the single 

factor consensualism, in order to reduce the four variables to just one, more precise, 

measure of the concept. Tables B1 and B2 from Appendix B show detailed information on 

the computation of this variable, both in our cross sectional and panel samples. In addition, 

we create an index of political consensualism which uses our four political institutions 

variables. The following formula has been used: 

 

Index_c = Democracy/10 + Proportional/3 + Parliamentary/2 + Veto          (1) 

 

The intuition is very simple - each variable has been adjusted to take a value of 

between 0 and 1. Thus, Index_c takes a maximum value of 4, when political systems are 

extremely consensual, with less flexibility for policy change, and the value is closer to 0 

when government has more concentrated power and more flexibility for policy 

implementation. Consensualism and Index_c are to be used alternatively in our models to 

measure the same characteristic of political systems. 

For panel data tests, we use the average of the values of the last 5 years for each 

year. This is because changes in institutions should take some time to reflect changes in 

policies and regulation, thus this moving average value better reflects these slow-paced 

changes than the use of single values for each year. For example, if a given country 

increases the competitiveness and openness of its political system (variable Democracy) in 

a given year, it will take some time before this change is reflected in investor protection 

regulation, as political bargaining, lawmaking and voting takes time. Thus, using the 

moving average, we allow for changes to be slowly incorporated into the political system, 

thus influencing political decisions up to 5 years later. 
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Finally, we use several control variables as predicted in the literature. Following the 

legal traditions literature, we use common_law to control for this element. This variable 

takes the value of 1, if the origin of the legal system is English common law, and 0 

otherwise. Data comes from La Porta, Lopez-de-Silanes, Shleifer and Vishny (1997). We 

use three variables to control for economic development and economic conditions in a 

given year: log_gdp, log_gdp_pc and inflation. Log_gdp and log_gdp_pc are respectively 

the natural logarithm of gross domestic product (to control for size of the economy) and 

gross domestic product per capita (to control for economic development). Data comes from 

the World Bank. The natural logarithm is used following empirical literature. Inflation 

reflects the annual percentage change in the cost to the average consumer of acquiring a 

basket of goods and services as computed by the International Monetary Fund – IMF. Gini 

is a measure of income inequality, ranging between 0 (perfect equality) and 100 (perfect 

inequality) and it is only used here in cross-sectional models, due to data limitations. 

In addition, following the Rajan and Zingales (2003) rationale, we also control for 

cross-border trade and financial liberalisation. Trade is the sum of exports and imports as a 

percentage of gross domestic product each year, using World Bank data. Capital account 

openness (Kaopen) is an index developed by Chinn and Ito (2006), which measures the 

extent of openness in capital account transactions, based on local regulations and policies.  

Table 3.1 shows the exact definition of each variable used and describes in more 

detail how they are computed. 
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Table 3.1 - Variables definitions 

Variable Based on/Inspired by Description 

(a) Dependent Variables (Governance and Finance characteristics) 

Shareholder 
protection 
(Share_r) 

Siems et al. (2009) 

This index consists of ten core variables which act as proxies for 
shareholder protection law for 25 countries during the period 
between 1995-2005. The variables used are: (1) powers of the 
General Meeting for de facto changes, (2) agenda setting 
power, (3) anticipation of shareholder facilitated decision, (4) 
prohibition of multiple voting rights (super voting rights), (5) 
independent board members, (6) feasibility of the dismissal of 
directors, (7) private enforcement of directors’ duties 
(derivative suit), (8) shareholder action against resolutions of 
the General Meeting, (9) mandatory bid, and (10) disclosure of 
major share ownership. Each variable takes a value of between 
0 and 1, and thus the index ranges between 0 and 10. Source: 
Siems et al. (2009) 

Creditor rights 
(Creditor_r) 

Armour et al. (2009a) 

This index consists of ten core variables which act as proxies for 
creditor protection law for 25 countries during the period 
between 1995-2005. Variables used in this index are: (1) 
minimum capital, (2) dividend restriction, (3) directors’ duties to 
creditors, (4) security: scope, (5) security: registration, (6) 
security: enforcement, (7) entry to corporate bankruptcy 
proceedings, (8) stay of secured creditors, (9) outcome of 
bankruptcy proceedings, (10) subordination of secured 
claimants. Each variable takes a value of between 0 and 1, and 
thus the index ranges between 0 and 10. Source: Armour et al. 
(2009a)  

Ownership 
concentration 
(Ownership) 

La Porta et al (1998) 

The average percentage of common shares owned by the top 
three shareholders of the ten largest non-financial, privately-
owned domestic firms in a given country. A firm is considered 
privately-owned if it doesn’t have the State as shareholder. 
Year: 1997. Source: La Porta et al (1998)  

(b) Independent variables - Political Institutions 

Index_c 
(Index_c) 

n/a 

Index measuring degree of the consensualism of the political 
system. This is computed according to the following formula: 
Democracy/10 + Proportional/3 + Parliamentary/2 + Veto. 
Ranges of between 0 and 4. Higher values of Index_c indicate 
that the political system requires more negotiation for policy 
implementation and that the governing power is more 
constrained politically and institutionally. For cross-section: the 
average from 1988 to 2010 is used. For panel data: the average 
from the last 5 years is used in each year. 

Consensualism 
(Consensualism)  

n/a 

A factor computed by using principal components analysis, with 
four original variables: Democracy, Veto, Parliamentary and 
Proportional. Higher values of consensualism indicate that the 
political system requires more negotiation for policy 
implementation and that the governing power is more 
constrained politically and institutionally. For cross-section: the 
average from 1988 to 2010 is used. For panel data: the average 
from the last 5 years is used in each year. 
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Variable Based on/Inspired by Description 

Democracy 
(Democracy) 

Marshall and Jaggers 
(2004) 

Represents the competitiveness and openness of the political 
system. This variable takes a value of between -10 (autocracy) 
to + 10 (democracy). Here, it is recomputed to reflect a scale 
between 0 and 10 in each year. Source: Database of Political 
Institutions - World Bank. For cross-section: the average from 
1988 to 2010 is used. For panel data: the average from the last 
5 years is used in each year. 

Veto (Veto) Henisz (2000) 

Is the number of veto players and the alignment between 
governing power and veto players. When Veto takes a value of 
0, executive power is not constrained institutionally. For Veto 
values approaching 0, the preferences of the executive power 
and other relevant institutional and political veto players are 
more likely to be aligned. Veto takes higher values when 
institutional constraints increase and the preferences of the 
head of government and those of other veto players diverge. 
Source: Hensiz (2000). For cross-section: the average from 1988 
to 2010 is used. For panel data: the average from the last 5 
years is used in each year. 

Proportional 
(Proportional) 

Pinto et al. (2010); 
Pagano and Volpin 

(2005) 

Following Pagano and Volpin (2005), this variable is constructed 
using a combination of three distinct binary indicators: (1) PR, 
which equals 1, if at least some government officials are elected 
using PR; (2) Plurality, which equals 1, if at least some officials 
are elected under majoritarian (non-proportional) rules; and (3) 
Housesys, equal to 1, if the majority of house seats are 
allocated via a non-PR rule. PR Pagano/Volpin is then calculated 
as PR-Pluralty- Housesys+2, providing a comprehensive 
indicator of the degree of proportional representation of the 
electoral system. PR Pagano/Volpin equals 3, if the system is 
purely PR; 2, if the majority of seats are assigned using PR; 1, if 
the minority of seats is assigned using PR; and 0, if the system is 
purely majoritarian (Pinto et al, 2010).  Source: Marshall, 
Jaggers and Gurr (2011). For cross-section: the average from 
1988 to 2010 is used. For panel data: the average from the last 
5 years is used in each year. 

Parliamentary 
(Parliamentary) 

Pinto et al. (2010)  

A dummy variable which takes the value of 2, if the country has 
a parliamentary government system, 1, if it has an assembly-
elected president or 0, if the system is presidential. Source: 
Database of Political Institutions - World Bank. For cross-
section: the average from 1988 to 2010 is used. For panel data: 
the average from the last 5 years is used in each year. 

(c) Control variables 

Legal Origin 
(Common_law) 

La Porta et al. series 
The origin of the legal system. This is a dummy variable that 
picks the value of 1 for Common law countries, and 0 otherwise. 
Source: La Porta et al. (1997) 

Gross domestic 
product 

(Log_GDP) 
n/a 

GDP at purchaser's prices is the sum of gross value added by all 
resident producers in the economy, plus any product taxes, and 
minus any subsidies not included in the value of the products. It 
is calculated without making deductions for depreciation of 
fabricated assets, or for the depletion and degradation of 
natural resources. Data is in current U.S. dollars. Dollar figures 
for GDP are converted from domestic currencies, using single 
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year official exchange rates. For a few countries, where the 
official exchange rate does not reflect the rate effectively used 
for actual foreign exchange transactions, an alternative 
conversion factor is used. Following the empirical literature, the 
natural logarthim of this variable is used. Source: World Bank. 
For cross-section: the average from 1988 to 2010 is used. 

Gross domestic 
product per 

capita 
(Log_GDP_pc) 

n/a 

GDP per capita is gross domestic product divided by midyear 
population. GDP is the sum of gross value added by all national 
producers in the economy, plus any product taxes, and minus 
any subsidies that are not included in the value of the products. 
It is calculated without making deductions for the depreciation 
of fabricated assets or for the depletion and degradation of 
natural resources. Data is in current U.S. dollars.  Following the 
empirical literature, the natural logarthim of this variable is 
used. Source: World Bank. For cross-section: the average from 
1988 to 2010 is used. 

Inflation 
(Inflation) 

n/a 

Inflation, as measured by the consumer price index, reflects the 
annual percentage change in the cost to the average consumer 
of acquiring a basket of goods and services that may be fixed or 
changed at specified intervals, such as yearly. The Laspeyres 
formula is generally used.  Source: International Monetary Fund 
- IMF. For cross-section: the average from 1988 to 2010 is used. 

Trade openness 
(Trade) 

Rajan and Zingales 
(2003) 

Imports of goods and services represent the value of all goods 
and other market services that are received from the rest of the 
world. Exports of goods and services represent the value of all 
goods and other market services that are provided to the rest of 
the world. They include the value of merchandise, freight, 
insurance, transport, travel, royalties, license fees, and other 
services, such as communication, construction, financial, 
information, business, personal, and government services. They 
exclude compensation of employees and investment income 
(formerly called factor services) and transfer payments. Trade 
openness is calculated as being the sum of exports and imports 
as a percentage of gross domestic product. Source: World Bank. 
For cross-section: the average from 1988 to 2010 is used. 

Capital Account 
Openness 
(Kaopen) 

Chinn and Ito (2006) 

Capital account openness is an index developed by Chinn and 
Ito (2006), which is aimed at measuring the extensity of capital 
controls, based on information from the IMF’s Annual Report 
on Exchange Arrangements and Exchange Restrictions 
(AREAER). Cross-section: the average from 1988 to 2010 is used. 

Gini index of 
Inequality (Gini) 

n/a 

The Gini index measures the extent to which the distribution of 
income or consumption expenditure among individuals or 
households within an economy which deviates from a perfectly 
equal distribution. A Lorenz curve plots the cumulative 
percentages of total income received against the cumulative 
number of recipients, starting with the poorest individual or 
household. The Gini index measures the area between the 
Lorenz curve and a hypothetical line of absolute equality, 
expressed as a percentage of the maximum area under the line. 
Thus a Gini index of 0 represents perfect equality, whilst an 
index of 100 implies perfect inequality. Data from the latest 
available year is used, only for cross-sectional models. Source: 
World Bank 
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3.3.2 Sample  

Two datasets are used here. For models that test the association between political 

institutions and investor (shareholder and creditor) protection, we use a dataset with panel 

data from 1995 to 2005 for up to 25 countries. The sample is restricted to 25 countries, 

given the limited availability of variables developed by Siems et al. (2009) and Armour et 

al. (2009), as they are very difficult to gather and code, and are thus only available for these 

countries. For models that test the association between political institutions and ownership 

concentration, we use cross-sectional data from 43 countries. The sample is restricted to 43 

countries, given the limited availability of the ownership concentration measure by La 

Porta et al. (1998), also taking into account that there are not many widely available 

indexes that measure ownership concentration. There is a gap in the literature and a 

research effort willing to gather and code data on ownership concentration across countries 

and throughout time would surely be welcomed by the research community. Table 3.2 

shows the countries which are part of the sample in each dataset. 

 

Table 3.2 - Sample description 

This tables show all the countries used in the reduced and full samples and their classification into 
developing and emerging economies, according to the International Monetary Fund (for reduced sample) 

Panel Argentina, Brazil, Canada, Chile, China, Czech Republic, France, 
Germany, India, Italy, Japan, Latvia, Malaysia, Mexico, the 
Netherlands, Pakistan, Russia, Slovenia, South Africa, Spain, Sweden, 
Switzerland, Turkey, the United Kingdom, the United States 

Cross-section Argentina, Australia, Austria, Belgium, Brazil, Canada, Chile, Colombia, 
Denmark, Egypt, Finland, France, Germany, Greece, India, Indonesia, 
Ireland, Israel, Italy, Japan, Korea, Malaysia, Mexico, the Netherlands, 
New Zealand, Nigeria, Norway, Pakistan, Peru, the Philippines, 
Portugal, Singapore, South Africa, Spain, Sri Lanka, Sweden, 
Switzerland, Thailand, Turkey, the United Kingdom, the United States, 
Venezuela, Zimbabwe 
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Our panel data sample covers 81.7% of global market capitalisation in 2011, and 

77.5% of its GDP, whereas our cross-sectional sample covers 83.3% of global market 

capitalisation and 76.4% of its GDP. Table 3.3 shows the sample coverage.  

 

Table 3.3 - Sample coverage 

This table shows full and reduced sample coverage  
 

  Nº countries 
GDP (2011) - in billion 

dollars 
Market capitalisation 

(2011) - in billion dollars 

Panel data sample 25 54582850.94 37978335.40 
Coverage (panel data) 12.8% 77.5% 81.7% 

Cross-sectional sample 43 53797559.86 38747388.75 
Coverage (cross section) 21.9% 76.4% 83.3% 

Global  196 70441599.07 46499122.2 

 

3.3.3  Models 

We use random effects generalised least squares on panel data from up to 25 

countries in the period between 1995 and 2005 to test our hypotheses 1 and 2 – which is the 

association between political institutions variables and the level of investor protection 

(minority shareholder protection and creditor protection). An interesting issue is whether to 

use fixed-effects or random effects. If, on one hand, fixed-effects is better for testing the 

within country variation, thus overcoming problems associated with the variance in 

interpretations of how political institutions work across countries, then, on the other hand, 

this doesn’t allow us to include time-invariant characteristics, such as, for instance, legal 

origin, and neither is it adequate to account for slow changing variables over time, such as 

political institutions. Furthermore, we are also interested in cross-country variation, for 

which fixed effects is not adequate.  

Therefore, our basic random effects generalised least squares (GLS) model is the 

following: 
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                               ,where      (2) 

 

  = investor protection; 

   = variables measuring the degree of consensualism of the political system (used 

alternatively – one in each model); 

   = control variables (legal and economic characteristics and year dummies) 

    = cross-section, or country-specific error term 

    = combined time-series and cross-section error component. 

 

To test our hypothesis 3 – association between political institutions and ownership 

concentration – we use ordinary least squares with robust standard errors, in a cross country 

sample of 43 countries (the sample is limited to these 43 countries by the availability of our 

measure of ownership concentration from La Porta et al. 1998). The use of panel data for 

our third hypothesis was not possible, given that there are no available measures of 

ownership concentration throughout time. Conversely, our basic ordinary least squares 

model is the following: 

 

                    ,where      (3) 

  = ownership concentration; 

   = variables measuring the degree of consensualism of the political system (used 

alternatively – one in each model); 

   = control variables (legal and economic characteristics) 
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    = error term 

Table 3.4 shows all models used in this chapter. We use six different models to test 

each hypothesis. Model numbers vary according to the political institutions variable used, 

being 1 for index_c, 2 for consensualism, 3 for democracy, 4 for veto, 5 for parliamentary, 

and 6 for proportional. Dependent variables vary according to the hypothesis being tested. 

The first hypothesis is tested using share_r as the dependent variable, and the letter “a” is 

assigned to these models. Models that test the second hypothesis are assigned letter “b”, 

and use creditor_r as the dependent variable. The third hypothesis is tested using 

ownership as the dependent variable, and these models are identified by the letter “c”. 

Models “a” and “b” use random-effects generalised least squares, in a sample of 23 to 25 

countries between 1995 and 2005, while models “c” use ordinary least square, in a sample 

of 43 countries, with averaged data from 1988 to 2011 for most variables. 

Table 3.4 - Models 

This table describes all models used to test our hypotheses 

Model 
(Hypot
hesis) 

Dependent 
Politics 

predictor 
Controls Method Data 

Sample 
(countri

es) 

1a (1) 
Shareholder 

rights 
Index_c 

common_law, log_gdp, 
log_gdp_pc, inflation, kaopen, 

trade, year dummies 

Random-
effects GLS 

Panel 23 

2a (1) 
Shareholder 

rights 
Consens
ualism 

common_law, log_gdp, 
log_gdp_pc, inflation, kaopen, 

trade, year dummies 

Random-
effects GLS 

Panel 23 

3a (1) 
Shareholder 

rights 
Democra

cy 

common_law, log_gdp, 
log_gdp_pc, inflation, kaopen, 

trade, year dummies 

Random-
effects GLS 

Panel 25 

4a (1) 
Shareholder 

rights 
Veto 

common_law, log_gdp, 
log_gdp_pc, inflation, kaopen, 

trade, year dummies 

Random-
effects GLS 

Panel 25 

5a (1) 
Shareholder 

rights 
Parliame

ntary 

common_law, log_gdp, 
log_gdp_pc, inflation, kaopen, 

trade, year dummies 

Random-
effects GLS 

Panel 25 

6a (1) 
Shareholder 

rights 
Proporti

onal 

common_law, log_gdp, 
log_gdp_pc, inflation, kaopen, 

trade, year dummies 

Random-
effects GLS 

Panel 23 
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Model 
(Hypot
hesis) 

Dependent 
Politics 

predictor 
Controls Method Data 

Sample 
(countri

es) 

 
1b (2) 

 
Creditor rights 

 
Index_c 

common_law, log_gdp, 
log_gdp_pc, inflation, kaopen, 

trade, year dummies 

 
Random-

effects GLS 

 
 

Panel 

 
 

23 

2b (2) Creditor rights 
Consens
ualism 

common_law, log_gdp, 
log_gdp_pc, inflation, kaopen, 

trade, year dummies 

Random-
effects GLS 

Panel 23 

3b (2) Creditor rights 
Democra

cy 

common_law, log_gdp, 
log_gdp_pc, inflation, kaopen, 

trade, year dummies 

Random-
effects GLS 

Panel 25 

4b (2) Creditor rights Veto 
common_law, log_gdp, 

log_gdp_pc, inflation, kaopen, 
trade, year dummies 

Random-
effects GLS 

Panel 25 

5b (2) Creditor rights 
Parliame

ntary 

common_law, log_gdp, 
log_gdp_pc, inflation, kaopen, 

trade, year dummies 

Random-
effects GLS 

Panel 25 

6b (2) Creditor rights 
Proporti

onal 

common_law, log_gdp, 
log_gdp_pc, inflation, kaopen, 

trade, year dummies 

Random-
effects GLS 

Panel 23 

1c (3) 
Ownership 

concentration 
Index_c 

common_law, log_gdp, 
log_gdp_pc, inflation, gini, 

kaopen, trade 
OLS 

Cross-
country 

43 

2c (3) 
Ownership 

concentration 
Consens
ualism 

common_law, log_gdp, 
log_gdp_pc, inflation, gini, 

kaopen, trade 
OLS 

Cross-
country 

43 

3c (3) 
Ownership 

concentration 
Democra

cy 

common_law, log_gdp, 
log_gdp_pc, inflation, gini, 

kaopen, trade 
OLS 

Cross-
country 

43 

4c (3) 
Ownership 

concentration 
Veto 

common_law, log_gdp, 
log_gdp_pc, inflation, gini, 

kaopen, trade 
OLS 

Cross-
country 

43 

5c (3) 
Ownership 

concentration 
Parliame

ntary 

common_law, log_gdp, 
log_gdp_pc, inflation, gini, 

kaopen, trade 
OLS 

Cross-
country 

43 

6c (3) 
Ownership 

concentration 
Proporti

onal 

common_law, log_gdp, 
log_gdp_pc, inflation, gini, 

kaopen, trade 
OLS 

Cross-
country 

43 

share_r is an index of minority shareholder protection developed by Siems et al. (2009); creditor_r is an index of creditor protection 
developed by Armour et al. (2009a). Ownership is a measure of ownership concentration developed by La Porta et al. (1998), 
computed as the average percentage of common shares owned by the top three shareholders of the ten largest non-financial, 
privately-owned domestic firms in a given country. Consensualism is an index that measures consensualism of political systems, 
computed using principal components analysis with variables Democracy, Veto, Parliamentary and Proportional, and takes 
higher/positive values for more consensual systems. Index_c is an index which measures consensualism of political systems computed 
according to the formula Democracy/10+Proportional/3+Parliamentary/2+Veto, ranging from 0 (not consensual) to 4 (totally 
consensual). Democracy is a measure of the competitiveness and openness of the political system, ranging from between 0 
(Authocracy) and 10 (Democracy); Veto indicates the level of constraints the head of government faces, ranging from 0 (no constraints) 
to 1 (high institutional constraints); Proportional indicates proportional, mixed or majoritarian electoral systems, ranging from 0 (purely 
majoritatian) to 3 (pure proportional); Parliamentary takes the value of 2 for Parliamentary systems, 1 for an Assembly-elected 
President, and 0 for Presidential systems. ; commonlaw is a dummy that takes the value of 1, if the country has an English common law 
legal origin, or 0 otherwise; Log_GDP is the natural logarithm of gross domestic product; Log_GDP_pc is the natural logarithm of gross 
domestic product per capita; inflation is the annual percentage change in the cost to the average consumer of acquiring a basket of 
goods and services; trade is the sum of exports and imports as a percentage of gross domestic product each year; kaopen is a measure 
of capital account openness developed by Chinn and Ito (2006). 
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3.4 Results 

Table 3.5 shows descriptive statistics for all variables in the panel data sample. The 

mean share_r is 4.92, which is slightly below the middle of the scale (5), with meaningful 

cross country (1.50) variation, but a small within countries (0.67) standard deviation, 

ranging (on a scale of between 0 and 10) from 1.5 (Pakistan between 1995 and 1998, and 

Russia in 1995) to  7.375 (United Kingdom 2004 and 2005). Creditor_r average is 5.71, 

ranging from between 1.99 (Mexico from 1995 until 1999) and 7.966 (Germany from 1999 

until 2005), and also presents relevant deviation across countries (1.42) and a much smaller 

deviation within countries throughout time (0.47). The average political system is more 

consensual (index_c average 2.49) than majoritarian, varying more across countries (0.76), 

than within countries throughout time (0.20), ranging between 0.25 (Pakistan between 2003 

and 2005) and 3.65 (the Netherlands from 1995 to 1998). Minimum (-3.38) and maximum 

(1.03) values for consensualism are observed in the same countries, as expected, as both 

indexes have the same basic variables and measure the same construct. The average 

political system in the sample is highly democratic (mean 8.43), has some veto players 

misaligned with governing power (mean 0.43), is parliamentary,  although with assembly-

elected presidents in some cases (mean 1.40), and is mixed between majoritarian and 

proportional electoral rules (mean 1.52). As expected, political systems vary much more 

across countries, than within countries throughout time, although some variance has 

occurred within systems in the time period studied here. 

Table 3.5 - Summary statistics - panel sample 

This table shows basic descriptive statistics per variable 

Variable   Mean Std. Dev. Min Max Observations 

share_r overall 4.92 1.62 1.50 7.38 275.00 

 
between 

 
1.50 2.14 7.16 25.00 

 
within 

 
0.67 -0.25 7.78 11.00 
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Variable   Mean Std. Dev. Min Max Observations 

creditor_r overall 5.71 1.46 1.99 7.97 275.00 

 
between 

 
1.42 3.22 7.92 25.00 

 
within 

 
0.43 4.25 7.47 11.00 

consensualism overall 0.00 0.76 -3.38 1.03 250.00 

 
between 

 
0.70 -1.63 1.01 23.00 

 
within 

 
0.37 -1.76 1.68 10.87 

index_c overall 2.59 0.76 0.25 3.65 250.00 

 
between 

 
0.76 1.40 3.64 23.00 

 
within 

 
0.20 1.40 3.55 10.87 

democracy overall 8.86 2.09 1.50 10.00 275.00 

 
between 

 
2.01 1.50 10.00 25.00 

 
within 

 
0.67 6.22 13.22 11.00 

veto overall 0.42 0.19 0.00 0.68 275.00 

 
between 

 
0.16 0.00 0.64 25.00 

 
within 

 
0.10 0.01 0.73 11.00 

parliamentary overall 1.40 0.88 0.00 2.00 275.00 

 
between 

 
0.87 0.00 2.00 25.00 

 
within 

 
0.20 0.49 2.49 11.00 

proportional overall 1.52 1.21 0.00 3.00 250.00 

 
between 

 
1.23 0.00 3.00 23.00 

 
within 

 
0.00 1.52 1.52 10.87 

common_law overall 0.28 0.45 0.00 1.00 275.00 

 
between 

 
0.46 0.00 1.00 25.00 

 
within 

 
0.00 0.28 0.28 11.00 

log_gdp overall 12.87 1.58 8.51 16.35 275.00 

 
between 

 
1.60 9.02 16.09 25.00 

 
within 

 
0.23 12.07 13.61 11.00 

log_gdp_pc overall 9.02 1.31 5.97 10.86 275.00 

 
between 

 
1.32 6.18 10.65 25.00 

 
within 

 
0.22 8.21 9.78 11.00 

inflation overall 7.91 18.24 -1.40 197.47 274.00 

 
between 

 
12.88 -0.07 54.69 25.00 

 
within 

 
13.13 -38.60 162.78 10.96 

kaopen overall 1.06 1.53 -1.86 2.44 270.00 

 
between 

 
1.44 -1.17 2.44 25.00 

 
within 

 
0.57 -0.99 3.31 10.80 

trade overall 65.27 39.91 14.93 220.41 275.00 

 
between 

 
40.11 20.91 201.65 25.00 

  within   6.54 45.39 87.01 11.00 
share_r is an index of minority shareholder protection, developed by Siems et al. (2009); creditor_r is an index of creditor protection 
developed by Armour et al. (2009a). Consensualism is an index that measures consensualism of political systems, computed using 
principal components analysis with variables Democracy, Veto, Parliamentary and Proportional, and takes higher/positive values for 
more consensual systems. Index_c is an index which measures consensualism of political systems, computed according to the formula 
Democracy/10+Proportional/3+Parliamentary/2+Veto, ranging from 0 (not consensual) to 4 (totally consensual). Democracy is a 
measure of the competitiveness and openness of the political system, ranging between 0 (Authocracy) and 10 (Democracy); Veto 
indicates the level of constraints that the head of government faces, ranging from 0 (no constraints) to 1 (high institutional constraints); 
Proportional indicates proportional, mixed or majoritarian electoral systems, ranging from 0 (purely majoritatian) to 3 (pure 
proportional); Parliamentary takes the value of 2 for Parliamentary systems, 1 for an Assembly-elected President, and 0 for Presidential 
systems. ; commonlaw is a dummy that takes the value of 1, if the country has an English common law legal origin, or 0 otherwise; 
Log_GDP is the natural logarithm of gross domestic product; Log_GDP_pc is the natural logarithm of gross domestic product per capita; 
inflation is the annual percentage change in the cost to the average consumer of acquiring a basket of goods and services; trade is the 
sum of exports and imports as a percentage of gross domestic product each year; kaopen is a measure of capital account openness, 
developed by Chinn and Ito (2006). 
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Common law is the legal origin of 28% of observations, and it obviously does not 

vary within countries. As expected, the natural logarithm of gdp and gdp per capita have 

much higher cross country variation, than within countries variation. The mean annual 

inflation is 7.91%, with similar values for within countries and across countries variation, 

ranging from -1.40%  deflation (China in 1999), to a hyperinflation of 197.47% (Russia in 

1995). Average capital account openness is 1.06, ranging from -1.86 to 2.44, with a very 

low within country standard deviation (0.57). Trade openness has a mean of 65.27%, 

ranging from 14.96 (Brazil in 1996), to 220.40 (Malaysia in 2000), and similarly capital 

openness presents a low time series standard deviation (6.54) and a high deviation between 

countries (40.11). Average values for variables in each country can be found in Appendix 2 

- Tables III to VI. 

Table 3.6 shows descriptive statistics for our cross-country sample. Ownership 

concentration has a mean of 0.46, ranging from a minimum of 0.18 (Japan) to a maximum 

of 0.67 (Greece). Index_c shows that the average system is slightly more consensual than 

majoritarian (2.45), with Zimbabwe being the less consensual system (0.39 index_c and -

1.54 consensualism), and Belgium as the most consensual one (3.68 index_c and 1.94 

consensualism). The average political system in the sample is highly democratic (8.64), has 

some veto players that are not aligned with governing power (0.39), is more likely to be 

Parliamentary than Presidential (1.39), even if this has an Assembly-elected president and 

is mixed between proportional and majoritarian electoral rules (1.69), and shows relevant 

variation across countries for all these indicators. Common law is the legal origin of 37% of 

countries in the sample, mean Inflation is 34.81, with very strong standard deviation, which 

ranges between 0.48 (Japan) and 500.4 (Peru), Gini has a mean of 38, ranging from the 

highly unequal South Africa (63.14), to the most equal Denmark (24.7). Capital account 
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openness ranges from the very closed system of Guinea (-1.33,) to the very open one of the 

Netherlands (2.44), with a mean of 1. Trade volume has the lowest value as a proportion of 

GDP in Brazil (21.15%) and the highest is in Singapore (364.11%), with a mean of 

73.07%.  

Table 3.6 - Summary statistics - cross-sectional sample 

This table shows basic descriptive statistics per variable 

Variable Mean Std. Dev. Min Max Observations 

Ownership 0.46 0.13 0.18 0.67 43.00 
Consensualism 0.60 0.82 -1.54 1.94 43.00 
Index_c 2.45 0.87 0.39 3.68 43.00 
Democracy 8.64 2.01 2.46 10.00 43.00 
Veto 0.39 0.13 0.04 0.70 43.00 
Parliamentary 1.28 0.91 0.00 2.00 43.00 
Proportional 1.67 1.29 0.00 3.00 43.00 
common_law 0.37 0.49 0.00 1.00 43.00 
log_gdp_2011 13.20 1.28 9.18 16.52 43.00 
log_gdp_pc 9.70 1.30 6.63 11.49 43.00 
Inflation 34.81 105.34 0.48 500.35 43.00 
Gini 38.00 9.13 24.70 63.14 43.00 
Kaopen 1.00 1.33 -1.43 2.44 43.00 
Trade 73.07 56.43 21.15 364.11 43.00 
Ownership is a measure of ownership concentration developed by La Porta et al. (1998), computed as the average percentage of 
common shares owned by the top three shareholders of the ten largest non-financial, privately-owned national firms in a given 
country. Consensualism is an index which measures consensualism of political systems, computed using principal components 
analysis with variables Democracy, Veto, Parliamentary and Proportional, and takes higher values for more consensual systems. 
Index_c is an index that measures consensualism of political systems, computed according to the formula 
Democracy/10+Proportional/3+Parliamentary/2+Veto, ranging from 0 (not consensual) to 4 (totally consensual). Democracy is a 
measure of the competitiveness and openness of the political system, rangingfrom  between 0 (Authocracy) and 10 (Democracy); 
Veto indicates the level of constraints that the head of government faces, ranging from 0 (no constraints) to 1 (high institutional 
constraints); Proportional indicates proportional, mixed or majoritarian electoral systems, ranging from 0 (purely majoritatian) to 3 
(pure proportional); Parliamentary takes the value of 2 for parliamentary systems, 1 for an Assembly-elected President, and 0 for 
Presidential systems. ; commonlaw is a dummy which takes the value of 1, if the country has an English common law legal origin, or 
0 otherwise; Log_GDP is the natural logarithm of gross domestic product; Log_GDP_pc is the natural logarithm of gross domestic 
product per capita; inflation is the annual percentage change in the cost to the average consumer of acquiring a basket of goods and 
services; trade is the sum of exports and imports as a percentage of gross domestic product each year; kaopen is a measure of 
capital account openness, developed by Chinn and Ito (2006). Gini is the gini index of inequality from the World Bank.  

 

It is relevant to notice that Democracy has a high mean value in both the panel and 

cross-country samples. Marshall and Cole (2014) classify countries according to their 

governance regimes in full democracy, democracy, open anocracy, closed anocracy and 

autocracy, based on the Polity score. Table 3.6 shows the number of countries in each 

sample, according to the Marshall and Cole (2014) classification and our variable 
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democracy. We can observe that 22 out of 25 countries in our panel sample are either full 

democracies, or democracies, with only 1 autocracy (China, which is excluded from most 

analyses, as statistics are not available for the variable ‘proportional’ for this country). 32 

out of 43 countries in our cross country sample are either full democracies or democracies, 

with only 1 autocracy (Egypt). Thus, when interpreting these results, we have to consider 

that our sample is heavily biased towards more democratic regimes. In our case, we have to 

analyse this variable as ranging from closed democracies with less scrutiny and institutional 

constraints over governing power, to full democracies, with more scrutiny and institutional 

constraints, and not from dictatorship/autocracies to democracies. This is important in the 

analysis of the association between democracy and finance and governance characteristics, 

as we will see below.  

 

Table 3.7 - Number of countries in each sample according to the level of democracy 

This table shows the number of countries with the respective score for the variable Democracy in 
each sample 

Governance 
regime (Marshall 
and Cole, 2014) 

Polity 
score 

Democracy 
score 

Examples (Scores in 2011) 

N in our 
panel data 
sample 
(1995/2005) 

N in our 
cross-
country 
sample  

Full Democracy 10 10 

The United States, The United 
Kingdom, Japan, Australia, 
Spain, Portugal, Italy, Sweden, 
Chile, Uruguay 

12/12 19 

Democracy 6 to 9 8 to 9.99 
France, Brazil, Mexico, India, 
Turkey, South Africa 

09/10 13 

Open Anocracy 1 to 5 5.5 to 7.99 
Algeria, Papua New Guinea, 
Cambodia, Equador 

03/01 06 

Closed Anocracy -5 to 0 2.5 to 5.49 
Russia, Venezuela, Angola, 
Yemen 

00/01 04 

Autocracy -10 to -6 0 to 2.49 
China, Saudi Arabia, Morroco, 
Cuba, North Korea, Iran, Egypt 

01/01 01 

 

 



 

113 
 

Tables 3.8 and 3.9 show correlations between independent variables used in this 

work in the panel and cross sectional samples respectively. As expected, democracy, veto, 

parliamentary and proportional, are positively and significantly correlated with both 

index_c and consensualism, as these variables are calculated based on the former. Index_c 

and consensualism are also positively correlated. In addition, the original political 

institutions variables all correlate positively and significantly amongst each other 

(democracy, veto, parliamentary and proportional), except for the insignificant correlation 

between parliamentary and proportional. This is expected, as to some extent they measure 

the same thing: to what degree political power is constrained, thus requiring more or less 

negotiation for policy and legal change and/or implementation. This is not an issue, as they 

are used alternatively as predictors, and not together. In effect, it actually enhances the 

reliability of these measures. 

Commonlaw is negatively and significantly correlated with the two indexes of 

consensualism in the panel data sample, and negatively and significantly correlated with 

proportional in both samples.  Other important and significant correlations are the positive 

association that democracy has with log_gdp_pc and kaopen, the positive association 

between measures of consensualism and kaopen, and the positive correlation which kaopen 

has with both log_gdp and log_gdp_pc. 

Table 3.10 shows regression results for models that have political institutions 

variables as predictors and shareholder rights as the dependent variable. We find that all 

measures of political consensualism have negative and significant coefficients at 1% level, 

except for proportional, which is significant at 5%. This is strong evidence in favour of our 

hypothesis 1. 
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Table 3.8 - Correlation between independent variables - panel sample 

This table shows correlation coefficients between variables used as predictors in our models - panel sample 

  index_c consensualsm democracy veto parliamentary proportional commonlaw log_gdp log_gdp_pc inflation kaopen trade   

index_c 1 
            Consensualism 0.8427* 1 

           Democracy 0.5840* 0.8476* 1 
          Veto 0.6215* 0.8519* 0.6068* 1 

         Parliamentary 0.7597* 0.6092* 0.3240* 0.2267* 1 
        Proportional 0.6692* 0.3770* 0.1811* 0.3078* 0.1031 1 

       Commonlaw -0.2960* -0.2252* -0.0337 -0.0698 0.0447 -0.5006* 1 
      log_gdp -0.1825* 0.0695 0.1014 -0.0167 -0.0785 -0.3866* 0.0935 1 

     log_gdp_pc 0.3151* 0.4886* 0.6332* 0.3985* 0.2935* -0.0069 -0.2283* 0.4330* 1 
    Inflation -0.0945 -0.2792* -0.1333 -0.1369 -0.1406 0.1608 -0.1341 -0.126 -0.2626* 1 

   Kaopen 0.2407* 0.3459* 0.4966* 0.2435* 0.3747* -0.1358 -0.12 0.2942* 0.7979* -0.4222* 1 
  Trade 0.2249* 0.0603 -0.0112 0.0277 0.3855* 0.0525 0.0325 -0.4848* 0.1149 -0.0949 0.1395 1 

  Consensualism is an index that measures consensualism of political systems computed using principal components analysis with variables Democracy, Veto, Parliamentary and Proportional, and 
takes higher/positive values for more consensual systems. Index_c is an index which measures consensualism of political system,s computed according to the formula 
Democracy/10+Proportional/3+Parliamentary/2+Veto, ranging from 0 (not consensual) to 4 (totally consensual). Democracy is a measure of the competitiveness and openness of the political 
system, ranging from between 0 (Authocracy) and 10 (Democracy); Veto indicates the level of constraints that the head of government faces, ranging from 0 (no constraints) to 1 (high institutional 
constraints); Proportional indicates proportional, mixed or majoritarian electoral systems, ranging from 0 (purely majoritatian) to 3 (pure proportional); Parliamentary takes the value of 2 for 
Parliamentary systems, 1 for an Assembly-elected President, and 0 for Presidential systems. ; commonlaw is a dummy which takes the value of 1, if the country has an English common law legal 
origin, or 0 otherwise; Log_GDP is the natural logarithm of gross domestic product; Log_GDP_pc is the natural logarithm of gross domestic product per capita; inflation is the annual percentage 
change in the cost to the average consumer of acquiring a basket of goods and services; trade is the sum of exports and imports as a percentage of gross domestic product each year; kaopen is a 
measure of capital account openness developed by Chinn and Ito (2006). 
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Table 3.9 -  Correlation between independent variables - cross section 

This table shows correlation coefficients between variables used as predictors in our models - cross section 

  index_c consenslism democracy veto Parliamentry proportionl commonlaw log_gdp2011 log_gdp_pc inflation gini kaopen trade 

index_i 1 
            Consensualism 0.8485* 1 

           Democracy 0.7680* 0.9536* 1 
          Veto 0.7036* 0.9144* 0.7721* 1 

         Parliamentary 0.7292* 0.5185* 0.4363* 0.3972* 1 
        Proportional 0.6816* 0.4442* 0.3905* 0.3364 0.0936 1 

       Commonlaw -0.292 -0.2803 -0.2279 -0.2974 0.0547 -0.4528* 1 
      log_gdp_2011 0.246 0.4713* 0.4953* 0.4318* 0.2349 -0.1156 -0.1863 1 

     log_gdp_pc 0.6860* 0.7044* 0.6860* 0.5781* 0.5915* 0.2663 -0.2481 0.4653* 1 
    Inflation -0.1295 -0.0796 -0.0478 -0.0659 -0.4041* 0.2087 -0.2101 -0.0034 -0.1602 1 

   Gini -0.4976* -0.3713 -0.3065 -0.3064 -0.6345* -0.0997 0.2165 -0.2645 -0.4676* 0.3788 1 
  Kaopen 0.5153* 0.4394* 0.4346* 0.3058 0.5869* 0.1265 -0.1961 0.3767 0.8095* -0.1742 -0.6153* 1 

 Trade -0.0131 -0.228 -0.2945 -0.1997 0.2818 -0.1258 0.2511 -0.2774 0.1863 -0.2243 -0.0139 0.2339 1 

Consensualism is an index that measures consensualism of political systems, computed using principal components analysis with variables Democracy, Veto, Parliamentary and Proportional, and takes 
higher values for more consensual systems. Index_c is an index which measures consensualism of political systems, computed according to the formula 
Democracy/10+Proportional/3+Parliamentary/2+Veto, ranging from 0 (not consensual) to 4 (totally consensual). Democracy is a measure of the competitiveness and openness of the political system, 
ranging from between 0 (Authocracy) and 10 (Democracy); Veto indicates the level of constraints that the head of government faces, ranging from 0 (no constraints) to 1 (high institutional 
constraints); Proportional indicates proportional, mixed or majoritarian electoral systems, ranging from 0 (purely majoritatian) to 3 (pure proportional); Parliamentary takes the value of 2 for 
Parliamentary systems, 1 for an Assembly-elected president, and 0 for Presidential systems. ; commonlaw is a dummy which takes the value of 1, if the country has an English common law legal origin, 
or 0 otherwise; Log_GDP is the natural logarithm of gross domestic product; Log_GDP_pc is the natural logarithm of gross domestic product per capita; inflation is the annual percentage change in the 
cost to the average consumer of acquiring a basket of goods and services; trade is the sum of exports and imports as a percentage of gross domestic product each year; kaopen is a measure of capital 
account openness, developed by Chinn and Ito (2006). Gini is the gini index of inequality from the World Bank. 
  
 



 

116 
 

 

Table 3.10 - Shareholder protection and political institutions 

Random-effects GLS results having political institutions variables as predictos and a minority shareholders rights index 
(Siems et al., 2009) as the dependent variable 

Predictor/ 
Model 1a 2a 3a 4a 5a 6a 

Index_c -0.581*** 
     

 
(0.132) 

     Consensualism 
 

-0.032*** 
    

  
(0.075) 

    Democracy 
  

-0.121*** 
   

   
(0.038) 

   Veto 
   

-2.003*** 
  

    
(0.394) 

  Parliamentary 
    

-0.495*** 
 

     
(0.140) 

 Proportional 
     

-0.429** 

      
(0.190) 

commonlaw 0.429 0.541 0.677 0.709 0.727 0.083 

 
(0.632) (0.626) (0.583) (0.588) (0.572) (0.629) 

log_gdp 0.448 0.516** 0.499*** 0.492*** 0.503*** 0.419* 

 
(0.229) (0.226) (0.192) (0.192) (0.188) (0.225) 

log_gdp_pc -0.170 -0.201 -0.286 -0.162 -0.296 -0.308 

 
(0.237) (0.234) (0.199) (0.201) (0.194) (0.225) 

inflation 0.003 0.003 0.003 0.004 0.003 0.004 

 
(0.003) (0.003) (0.003) (0.003) (0.003) (0.003) 

kaopen 0.110** 0.099** 0.133*** 0.082* 0.138*** 0.124** 

 
(0.048) (0.048) (0.045) (0.045) (0.045) (0.049) 

trade 0.013*** 0.0128** 0.009** 0.010** 0.012*** 0.009* 

 
(0.005) (0.005) (0.004) (0.004) (0.004) (0.005) 

Intercept 0.669 -1.423 0.683 -0.518 0.229 1.753 

  (1.968) (1.998) (1.752) (1.735) (1.728) (2.072) 

Year dummies YES YES YES YES YES YES 

Observations 246 246 270 270 270 246 

Countries 23 23 25 25 25 23 

R-sq (within) 0.61 0.60 0.61 0.63 0.62 0.58 

R-sq (between) 0.18 0.22 0.23 0.28 0.17 0.21 

R-sq (overall) 0.23 0.28 0.28 0.33 0.22 0.27 

Chi-sq 316.94*** 313.97*** 355.99*** 395.2*** 360.97*** 280.6*** 

Method 
Random-

effects GLS  
Random-

effects GLS  
Random-

effects GLS  
Random-

effects GLS  
Random-

effects GLS  
Random-

effects GLS  
***, ** and * indicate significance at 1%, 5% and 10% levels respectively. 
share_r is an index of minority shareholder protection developed by Siems et al. (2009); creditor_r is an index of creditor protection 
developed by Armour et al. (2009a). Consensualism is an index that measures consensualism of political systems, computed using 
principal components analysis with variables Democracy, Veto, Parliamentary and Proportional, and takes higher/positive values for 
more consensual systems. Index_c is an index that measures consensualism of political systems, computed according to the formula 
Democracy/10+Proportional/3+Parliamentary/2+Veto, ranging from 0 (not consensual) to 4 (totally consensual). Democracy is a 
measure of the competitiveness and openness of the political system, ranging from between 0 (Authocracy) and 10 (Democracy); Veto 
indicates the level of constraints the head of government  faces, ranging from 0 (no constraints), to 1 (high institutional constraints); 
Proportional indicates proportional, mixed or majoritarian electoral systems, ranging from 0 (purely majoritatian), to 3 (pure 
proportional); Parliamentary takes the value of 2 for Parliamentary systems, 1 for an Aassembly-elected President, and 0 for 
Presidential systems. ; commonlaw is a dummy  which  takes the value of 1, if the country has an English common law legal origin, or 0 
otherwise; Log_GDP is the natural logarithm of gross domestic product; Log_GDP_pc is the natural logarithm of gross domestic product 
per capita; inflation is the annual percentage change in the cost to the average consumer of acquiring a basket of goods and services; 
trade is the sum of exports and imports as a percentage of gross domestic product each year; kaopen is a measure of capital account 
openness developed by Chinn and Ito (2006).  
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Results for democracy should be interpreted carefully, bearing in mind that our 

sample is biased towards more democratic countries. Therefore, the negative association 

between democracy and shareholder protection is to be interpreted as valid for democratic 

countries only. It is not that autocracies are more protective towards shareholders than 

democracies, but above a certain threshold of democratic power, where expropriation risk 

by the government is very low, it is probable that our ‘bargain power’ rationale might well 

be at work. Thus more democracy makes it harder for shareholders to bargain for greater 

protection, especially if we consider the median voter as a worker instead of a shareholder, 

or in cases where the alliance between workers and inside capital intends to prevent 

competition and to secure rents from the firm. 

Also, it is relevant to note that the coefficient for proportional is less significant than 

the other variables. Although proportional has a negative and significant coefficient, our 

results indicate that there are other political institutions characteristics that might be more 

determinant for shareholder protection, to some extent in an opposite direction to that of the 

predictions of Gourevitch and Shinn (2005), and Pagano and Volpin (2005a).  These 

differences in our results might be due to several differences in our samples, namely time 

period and measure of shareholder protection. 

Pagano and Volpin (2005a) use data from 45 countries, over the 1993-2001 interval, 

whereas our results are based on data from 25 countries, over the 1995-2005 interval. 

Pagano and Volpin’s (2005a) measure of shareholder protection is the anti-directors’ rights 

index, developed by La Porta et al. (1998), computed as the sum of six dummy variables 

which indicate whether proxy by mail is allowed, shares are not blocked before a 

shareholder meeting, cumulative voting for directors is allowed, oppressed minorities are 

protected, the percentage of share capital required to call an extraordinary shareholder 
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meeting is less than 10 percent, and that existing shareholders have preemptive rights 

during new equity offerings. 

Differently from Pagano and Volpin (2005a), the measure we use is the one 

developed by Siems et al. (2009), based on ten core variables which act as proxies for 

shareholder protection law for 25 countries, during the period between 1995-2005. The 

variables used are: 1) powers of the general meeting for de facto changes, 2) agenda setting 

power, 3) anticipation of shareholder decision facilitated, (4) prohibition of multiple voting 

rights (super voting rights), (5) independent board members, (6) feasibility of director’s 

dismissal, (7) private enforcement of directors duties (derivative suit), (8) shareholder 

action against resolutions of the General Meeting, (9) mandatory bid, and (10) disclosure of 

major share ownership. Nonetheless, our results support the theoretical rationale developed 

by Gourevitch and Shinn (2005) and Pagano and Volpin (2005a), we only disagree 

regarding the relevance of the electoral system as the sole or the most relevant determinant 

of political consensualism.  

Another relevant result shown in table 3.10 is that the dummy for common law is 

not significant in any of the models. This supports the view that legal origins are not very 

helpful in explaining the dynamics of investor protection throughout time. Among the 

control variables, gross domestic product has a positive coefficient for most models, 

indicating that the size of the economy matters for shareholders’ rights. Furthermore, trade 

and capital account openness have a positive and significant effect on minority shareholder 

protection in all models, providing support to the Rajan and Zingales (2003) theory, 

whereby trade and capital openness improves competition in capital markets and does not 

favour incumbents’ interests to restrict minority shareholder protection. 
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Table 3.11 shows results for models that have creditor protection as the dependent 

variable. Results show that our two indexes of political consensualism have positive and 

significant coefficients at 1% level, providing support to our second hypothesis- that 

consensualism is good for creditor protection as an alternative to minority shareholder 

finance. When political variables are tested in isolation, democracy, parliamentary and 

proportional have strongly significant coefficients. Again, there is an indication that 

proportional might not be the best proxy of political consensualism to predict investor 

protection, as its significance is lower than that of the other political predictors. Finally, 

legal origins is not significant in most models, except for the model where proportional is 

used, where commonlaw is a positive predictor of creditor protection. Control variables are 

not significant in our models.  

Table 3.12 shows results for models that have ownership concentration as the 

dependent variable. Again in these models, our hypothesis is supported as political 

consensualism is positively associated with ownership concentration in a cross section of 

43 countries. Both indexes of political consensualism have positive and significant 

coefficients, with index_c significant at 1%, and consensualism significant at 5%. When 

political institutions variables are used in isolation, they all have positive coefficients, 

although only parliamentary and proportional are significant.  

Again, parliamentary provides the best results in terms of explanatory power and 

significance, being the best political institution predictor of ownership concentration. 

Contrary to our findings, with regard to investor protection, legal origins are a significant 

predictor of ownership concentration, and English legal origin is negatively associated with 

ownership concentration, as in La Porta et al. (1998). 
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Table 3.11 - Creditor rights and political institutions 

Random-effects GLS results having political institutions variables as predictos and a creditors rights index (Armour et al., 
2009a) as the dependent variable 

Predictor/ 
Model 1b 2b 3b 4b 5b 6b 

Index_c 0.475*** 
     

 
(0.135) 

     Consensualism 
 

0.235*** 
    

  
(0.075) 

    Democracy 
  

0.173*** 
   

   
(0.038) 

   Veto 
   

-0.004 
  

    
(0.421) 

  Parliamentary 
    

0.474*** 
 

     
(0.145) 

 Proportional 
     

0.416** 

      
(0.205) 

commonlaw 0.824 0.722 0.524 0.669 0.527 1.232* 

 
(0.740) (0.764) (0.715) (0.695) (0.688) (0.742) 

log_gdp 0.045 -0.004 0.036 -0.056 0.003 0.058 

 
(0.262) (0.269) (0.227) (0.223) (0.220) (0.259) 

log_gdp_pc 0.115 0.147 0.079 0.310 0.170 0.268 

 
(0.266) (0.272) (0.231) (0.231) (0.224) (0.255) 

inflation -0.003 -0.004 -0.003 -0.004 -0.003 -0.003 

 
(0.003) (0.003) (0.003) (0.003) (0.003) (0.003) 

kaopen 0.007 0.013 0.055 0.048 0.048 -0.006 

 
(0.048) (0.048) (0.044) (0.047) (0.045) (0.049) 

trade -0.002 -0.001 -0.000 0.002 -0.001 0.002 

 
(0.005) (0.005) (0.005) (0.005) (0.005) (0.005) 

Intercept 2.585 4.147* 2.714 3.200* 3.243* 1.309 

  (2.140) (2.220) (1.899) (1.933) (1.888) (2.242) 

Year dummies YES YES YES YES YES YES 

Observations 246 246 270 270 270 246 

Countries 23 23 25 25 25 23 

R-sq (within) 0.20 0.20 0.25 0.18 0.21 0.17 

R-sq (between) 0.23 0.15 0.09 0.17 0.25 0.24 

R-sq (overall) 0.23 0.15 0.10 0.18 0.24 0.24 

ChI-sq 57.85*** 54.66*** 80.43*** 55.04*** 68.09*** 47.96*** 

Method 
Random-

effects GLS  
Random-

effects GLS  
Random-

effects GLS  
Random-

effects GLS  
Random-

effects GLS  
Random-

effects GLS  

 ***, ** and * indicate significance at 1%, 5% and 10% levels respectively. 

share_r is an index of minority shareholder protection developed by Siems et al. (2009); creditor_r is an index of creditor protection, developed by Armour 
et al. (2009a). Consensualism is an index which measures consensualism of political systems, computed using principal components analysis with variables 
Democracy, Veto, Parliamentary and Proportional, and takes higher/positive values for more consensual systems. Index_c is an index which measures 
consensualism of political systems, computed according to the formula Democracy/10+Proportional/3+Parliamentary/2+Veto, ranging from 0 (not 
consensual) to 4 (totally consensual). Democracy is a measure of the competitiveness and openness of the political system, ranging from between 0 
(Authocracy) and 10 (Democracy); Veto indicates the level of constraints that the head of government faces, ranging from 0 (no constraints) to 1 (high 
institutional constraints); Proportional indicates proportional, mixed or majoritarian electoral systems, ranging from 0 (purely majoritatian), to 3 (pure 
proportional); Parliamentary takes the value of 2 for Parliamentary systems, 1 for an Aassembly-elected President, and 0 for Presidential systems. ; 
commonlaw is a dummy which takes the value of 1, if the country has an English common law legal origin or 0 otherwise; Log_GDP is the natural logarithm 
of gross domestic product; Log_GDP_pc is the natural logarithm of gross domestic product per capita; inflation is the annual percentage change in the cost 
to the average consumer of acquiring a basket of goods and services; trade is the sum of exports and imports as a percentage of gross domestic product 

each year; kaopen is a measure of capital account openness, developed by Chinn and Ito (2006).  
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Table 3.12 - Ownership concentration and political institutions 

OLS results having political institutions variables as predictors and ownership concentration (La Porta et al., 
1998) as the dependent variable 

Predictor/ 
Model 1c 2c 3c 4c 5c 6c 

Index_c 0.065*** 
     

 
(0.025) 

     Consensualism 
 

0.054** 
    

  
(0.029) 

    Democracy 
  

0.010 
   

   
(0.013) 

   Veto 
   

0.004 
  

    
(0.164) 

  Parliamentary 
    

0.063** 
 

     
(0.024) 

 Proportional 
     

0.029* 

      
(0.015) 

commonlaw -0.116*** -0.120*** -0.126*** -0.123*** -0.146*** -0.098*** 

 
(0.032) (0.034) (0.035) (0.036) (0.034) (0.036) 

log_gdp -0.025* -0.030** -0.034** -0.033** -0.034** -0.021 

 
(0.014) (0.014) (0.015) (0.015) (0.014) (0.016) 

log_gdp_pc -0.075*** -0.069** -0.051* -0.037 -0.055** -0.054** 

 
(0.024) (0.027) (0.029) (0.026) (0.021) (0.022) 

Inflation -0.000 -0.000 -0.000 -0.000 0.000 -0.000 

 
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) 

gini 0.008*** 0.007 0.006** 0.006** 0.009*** 0.006*** 

 
(0.002) (0.002) (0.002) (0.002) (0.002) (0.002) 

kaopen 0.036* 0.036*** 0.027 0.023 0.026 0.030 

 
(0.021) (0.023) (0.023) (0.024) (0.021) (0.022) 

trade 0.000 0.000 0.000 0.000 0.000 0.000 

 
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000) 

Intercept 1.038*** 1.219*** 1.085*** 1.037*** 1.042*** 0.952 
  (0.219) (0.251) (0.248) (0.252) (0.220) (0.232) 

Countries 43 43 43 43 43 43 
Adjusted R-sq 0.51 0.46 0.41 0.40 0.50 0.46 

F-test 6.37*** 5.40*** 4.67*** 4.53*** 6.23*** 5.52*** 

Method 
Cross-

country OLS 

Cross-
country 

OLS 
Cross-

country OLS 
Cross-

country OLS 
Cross-

country OLS 
Cross-

country OLS 
 ***, ** and * indicate significance at 1%, 5% and 10% levels respectively. 

Ownership is a measure of ownership concentration developed by La Porta et al. (1998), computed as the average percentage of common shares owned 
by the top three shareholders of the ten largest non-financial, privately-owned domestic firms in a given country. Consensualism is an index which 
measures consensualism of political systems, computed using principal components analysis with variables Democracy, Veto, Par liamentary and 
Proportional, and takes higher/positive values for more consensual systems. Index_c is an index which measures consensualism of political systems, 
computed according to the formula Democracy/10+Proportional/3+Parliamentary/2+Veto, ranging from 0 (not consensual) to 4 (totally consensual). 
Democracy is a measure of the competitiveness and openness of the political system, ranging from between 0 (Authocracy) and 10 (Democracy); Veto 
indicates the level of constraints that the head of government faces, ranging from 0 (no constraints), to 1 (high institutional constraints); Proportional 
indicates proportional, mixed or majoritarian electoral systems, ranging from 0 (purely majoritatian) to 3 (pure proportional); Parliamentary takes the 
value of 2 for Parliamentary systems, 1 for an Assembly-elected President, and 0 for Presidential systems. ; commonlaw is a dummy which takes the value 
of 1, if the country has an English common law legal origin, or 0 otherwise; Log_GDP is the natural logarithm of gross domestic product; Log_GDP_pc is the 
natural logarithm of gross domestic product per capita; inflation is the annual percentage change in the cost to the average consumer of acquiring a basket 
of goods and services; trade is the sum of exports and imports as a percentage of gross domestic product each year; kaopen is a measure of capital 
account openness, developed by Chinn and Ito (2006). 
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Among the control variables, gdp, and gdp per capita, are negative predictors of 

ownership concentration, whereas trade openness and the gini index of inequality are 

positive predictors, resulting in bigger and richer economies tending to have less ownership 

concentration than smaller and poorer countries. On the other hand, countries that have 

more income inequality, have models with higher ownership concentration. Curiously, and 

contrary to Rajan and Zingales’ (2003) model, more open countries are observed to have 

higher ownership concentration. 

Table 3.13 summarises our hypotheses and findings.  

 

Table 3.13 - Hypotheses and results 

Hypotheses and results 

Hypothesis Tests Result 

H1 More consensual political 
systems (where more bargaining 
is needed for policy 
implementation) are associated 
with lower minority shareholder 
protection. 

Political institutions variables and indexes, 
where higher values correspond to more 
consensual systems, are negatively associated 
with minority shareholder protection in a 
sample of 25 countries during the 1995-2005 
period, using random-effects gls.  
 

H1 
confirmed  

Hypothesis Tests Result 

 
H2 

 
More consensual political 
systems (where more bargaining 
is needed for policy 
implementation) are associated 
with higher creditor protection. 

 
Political institutions variables and indexes, 
where higher values correspond to more 
consensual systems, are positively associated 
with minority shareholder protection in a 
sample of 25 countries during the 1995-2005 
period, using random-effects gls. 

 
H2 
confirmed  

 
H3 

 
More consensual political 
systems (where more bargaining 
is needed for policy 
implementation) are associated 
with higher ownership 
concentration. 

 
Political institutions variables and indexes, 
where higher values correspond to more 
consensual systems, are positively associated 
with ownership concentration protection in a 
sample of 43 countries, using ordinary least 
squares. 

 
H3 
confirmed  
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In summary, our results indicate that political institutions which characterise more 

consensual systems are negatively associated with minority shareholder protection, and 

positively associated with creditor protection and ownership concentration. Furthermore, 

we find that Parliamentary vs. Presidential systems, together with the level of democracy, 

are the dimensions of political institutions that best explain outcomes in terms of investor 

protection and ownership concentration.  

 

3.5 Robustness 

The first robustness test we use to examine the reliability of our results are fixed-

effects models. For our theoretical rationale to be correct, results have to also be significant 

in fixed-effects models, as changes within countries towards more consensual systems are 

to be associated with lower levels of minority shareholder protection, and higher levels of 

creditor protection, regardless of cross-country comparability. The weakness in the use of 

fixed-effects models is that we cannot control for legal origins, which is not problematic, as 

we have already done that during the random-effects gls tests shown above. 

Table 3.14 shows results for the association between political consensualism and 

minority shareholder protection, using the fixed-effects method. All political variables used 

have negative coefficients, which are significant at 1% level, providing even stronger 

evidence in favour of our first hypothesis. Among the control variables, trade and capital 

account openness have positive and significant coefficients, providing stronger support for 

Rajan and Zingales’ (2003) theory. 

Table 3.15 shows results for the association between political consensualism and 

creditor protection, using the fixed-effects method. Coefficients for consensualism and 

index_c are positive and significant at 1% level, as expected, further supporting our second 
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hypothesis. When considered in isolation, democracy and parliamentary also have positive 

and significant coefficients, but veto and proportional are not significant predictors of 

creditor protection, although they have positive coefficients. 

As we use moving averages using data from the past five years to compute our 

political institutions variables, it is relevant to test whether results are the same when single 

values for each year are used. We argue that this is not the most adequate model, as 

changes in political institutions are slow and take some time to have a significant impact on 

lawmaking, but it is, nonetheless, a relevant robustness check for our results. 

Table 3.16 shows results for the association between shareholder rights and political 

institutions, using single variables instead of moving averages. Coefficients for our indexes 

of political consensualism are once more negative and significant at 1% level. When we use 

each political institutions variable in isolation, democracy and parliamentary have negative 

and significant coefficients, similar to those of all previous models, whereas veto and 

proportional have negative, but not significant, coefficients.  

Table 3.17 shows results for the association between creditor rights and political 

institutions, using single variables instead of moving averages. In this test, coefficients for 

our political consensualism indexes are not significant, although they are positive, as 

expected. As explained before, this is probably due to the fact that changes in political 

institutions take time to be implemented and have some effect on lawmaking. Among 

political variables tested in isolation, democracy and parliamentary have positive and 

significant coefficients and proportional has a positive, but not significant, coefficient.  
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Table 3.14 - Robustness test - fixed effects models – shareholder protection and 

political institutions 
Fixed-effects results having political institutions variables as predictors and a minority shareholders rights 
index (Siems et al., 2009) as the dependent variable 

Predictor/ 
Model 1a 2a 3a 4a 5a 6a 

Index_c -0.732*** 
     

 
(0.144) 

     Consensualism 
 

-0.376*** 
    

  
(0.080) 

    Democracy 
  

-0.147*** 
   

   
(0.041) 

   Veto 
   

-2.200*** 
  

    
(0.419) 

  Parliamentary 
    

-0.729*** 
 

     
(0.159) 

 Proportional 
     

-0.763*** 

      
(0.273) 

log_gdp -1.792 -1.733 -0.916 -1.260 -1.436 0.245 

 
(1.153) (1.166) (1.135) (1.094) (1.132) (1.140) 

log_gdp_pc 1.913* 1.880* 0.929 1.438 1.433 -0.282 

 
(1.117) (1.132) (1.097) (1.064) (1.093) (1.084) 

inflation 0.000 0.000 0.000 0.001 0.000 0.002 

 
(0.003) (0.003) (0.003) (0.003) (0.003) (0.003) 

kaopen 0.099** 0.089* 0.127*** 0.070 0.129*** 0.133 

 
(0.047) (0.048) (0.045) (0.046) (0.044) (0.049) 

trade 0.016*** 0.015** 0.012** 0.011** 0.013** 0.012*** 

 
(0.006) (0.006) (0.005) (0.005) (0.005) (0.006) 

Intercept 10.889* 8.582* 8.256 7.772 10.049* 4.197* 
  (5.319) (5.272) (5.221) (4.954) (5.166) (5.358) 

Year dummies YES YES YES YES YES YES 
Observations 246 246 270 270 270 246 

Countries 23 23 25 25 25 23 
R-sq (within) 0.62 0.61 0.61 0.64 0.63 0.59 

R-sq (between) 0.08 0.08 0.13 0.10 0.16 0.12 
R-sq (overall) 0.06 0.06 0.06 0.05 0.10 0.18 

F-test 20.95*** 20.45*** 22.74*** 24.95*** 23.97*** 18.34*** 

Method 
Fixed-

effects 
Fixed-

effects 
Fixed-

effects 
Fixed-

effects 
Fixed-

effects 
Fixed-

effects 
***, ** and * indicate significance at 1%, 5% and 10% levels respectively. 
share_r is an index of minority shareholder protection, developed by Siems et al. (2009); creditor_r is an index of creditor protection, 
developed by Armour et al. (2009a). Consensualism is an index which measures consensualism of political systems, computed using 
principal components analysis with variables Democracy, Veto, Parliamentary and Proportional, and takes higher/positive values for 
more consensual systems. Index_c is an index that measures consensualism of political systems, computed according to the formula 
Democracy/10+Proportional/3+Parliamentary/2+Veto, ranging from 0 (not consensual) to 4 (totally consensual). Democracy is a 
measure of the competitiveness and openness of the political system, ranging from between 0 (Authocracy) and 10 (Democracy); Veto 
indicates the level of constraints the chief executive faces, ranging from 0 (no constraints) to 1 (high institutional constraints); 
Proportional indicates proportional, mixed or majoritarian electoral systems, ranging from 0 (purely majoritatian) to 3 (pure 
proportional); Parliamentary takes the value of 2 for Parliamentary systems, 1 for an Assembly-elected President, and 0 for Presidential 
systems. ; commonlaw is a dummy which takes the value of 1 if the country has an English common law legal origin, or 0 otherwise; 
Log_GDP is the natural logarithm of gross domestic product; Log_GDP_pc is the natural logarithm of gross domestic product per capita; 
inflation is the annual percentage change in the cost to the average consumer of acquiring a basket of goods and services; trade is the 
sum of exports and imports as a percentage of gross domestic product each year; kaopen is a measure of capital account openness, 

developed by Chinn and Ito (2006).   
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Table 3.15 - Robustness test - fixed effects - creditor rights and political institutions 

Fixed effects results having political institutions variables as predictors and a creditors rights index 
(Armour et al., 2009a) as the dependent variable 

Predictor/Model 1b 2b 3b 4b 5b 6b 

Index_c 0.669*** 
     

 
(0.144) 

     Consensualism 
 

0.359*** 
    

  
(0.079) 

    Democracy 
  

0.231*** 
   

   
(0.040) 

   Veto 
   

0.365 
  

    
(0.449) 

  Parliamentary 
    

0.655*** 
 

     
(0.162) 

 Proportional 
     

0.376 

      
(0.274) 

log_gdp 4.802*** 4.824*** 4.411*** 2.738** 4.052*** 3.016*** 

 
(1.150) (1.156) (1.103) (1.172) (1.158) (1.142) 

log_gdp_pc -4.588*** -4.642*** -4.170*** -2.427** -3.749*** -2.640** 

 
(1.114) (1.123) (1.066) (1.140) (1.118) (1.086) 

inflation -0.000 -0.000 -0.000 -0.002 -0.000 -0.002 

 
(0.003) (0.003) (0.003) (0.003) (0.003) (0.003) 

kaopen 0.032 0.043 0.084* 0.073 0.073 0.000 

 
(0.047) (0.048) (0.044) (0.049) (0.045) (0.049) 

trade -0.004 -0.003 -0.001 0.002 -0.001 0.001 

 
(0.006) (0.006) (0.005) (0.005) (0.005) (0.006) 

Intercept -15.882*** -13.962*** -15.541*** -8.011 -13.590*** -9.728* 
  (5.305) (5.229) (5.073) (5.306) (5.286) (5.370) 

Year dummies YES YES YES YES YES YES 
Observations 246 246 270 270 270 246 

Countries 23 23 25 25 25 23 
R-sq (within) 0.27 0.26 0.30 0.20 0.25 0.20 

R-sq (between) 0.02 0.03 0.05 0.04 0.03 0.02 
R-sq (overall) 0.02 0.02 0.04 0.04 0.03 0.02 

F-test 4.71*** 4.64*** 6.21*** 3.59*** 4.81*** 3.19*** 

Method 
Fixed-

effects 
Fixed-

effects 
Fixed-

effects 
Fixed-

effects 
Fixed-

effects 
Fixed-

effects 

 ***, ** and * indicate significance at 1%, 5% and 10% levels respectively. 

share_r is an index of minority shareholder protection, developed by Siems et al. (2009); creditor_r is an index of creditor 
protection, developed by Armour et al. (2009a). Consensualism is an index which measures consensualism of political systems, 
computed using principal components analysis with variables Democracy, Veto, Parliamentary and Proportional, and takes 
higher/positive values for more consensual systems. Index_c is an index which measures consensualism of political systems, 
computed according to the formula Democracy/10+Proportional/3+Parliamentary/2+Veto, ranging from 0 (not consensual), to 4 
(totally consensual). Democracy is a measure of the competitiveness and openness of the political system, ranging from between 
0 (Authocracy) and 10 (Democracy); Veto indicates the level of constraints that the head of government faces, ranging from 0 (no 
constraints), to 1 (high institutional constraints); Proportional indicates proportional, mixed or majoritarian electoral systems, 
ranging from 0 (purely majoritatian), to 3 (pure proportional); Parliamentary takes the value of 2 for Parliamentary systems, 1 for 
an Assembly-elected President, and 0 for Presidential systems. ; commonlaw is a dummy which takes the value of 1 if the 
country has an English common law legal origin, or 0 otherwise; Log_GDP is the natural logarithm of gross domestic product; 
Log_GDP_pc is the natural logarithm of gross domestic product per capita; inflation is the annual percentage change in the cost 
to the average consumer of acquiring a basket of goods and services; trade is the sum of exports and imports as a percentage of 

gross domestic product each year; kaopen is a measure of capital account openness, developed by Chinn and Ito (2006).   
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Table 3.16 - Robustness test - single values - shareholder rights and political 

institutions 

Random-effects GLS  results having political institutions variables as predictors and a minority shareholders 
rights index (Siems et al., 2009) as the dependent variable 

Predictor/ 
Model 1a 2a 3a 4a 5a 6a 

Index_c -0.564*** 
     

 
(0.135) 

     Consensualism 
 

-0.305*** 
    

  
(0.076) 

    Democracy 
  

-0.093*** 
   

   
(0.036) 

   Veto 
   

-1.088 
  

    
(0.271) 

  Parliamentary 
    

-0.467*** 
 

     
(0.117) 

 Proportional 
     

-0.136 

      
(0.258) 

commonlaw 0.429 0.533 0.616 0.669 0.672 0.405 

 
(0.635) (0.629) (0.585) (0.587) (0.566) (0.652) 

log_gdp 0.445** 0.510** 0.527*** 0.529 0.530*** 0.504 

 
(0.230) (0.228) (0.192) (0.192) (0.186) (0.234) 

log_gdp_pc -0.166 -0.203 -0.337** -0.241 -0.314* -0.367 

 
(0.238) (0.235) (0.198) (0.200) (0.191) (0.229) 

inflation 0.004 0.004 0.003 0.005 0.003 0.004 

 
(0.003) (0.003) (0.003) (0.003) (0.003) (0.003) 

kaopen 0.104** 0.095** 0.132*** 0.097 0.135*** 0.127** 

 
(0.048) (0.049) (0.045) (0.045) (0.044) (0.050) 

trade 0.014*** 0.013*** 0.010** 0.011 0.013*** 0.010** 

 
(0.005) (0.005) (0.004) (0.004) (0.004) (0.005) 

Intercept 0.597 -1.337 0.543 -0.715 -0.037 0.610 
  (1.975) (2.008) (1.760) (1.763) (1.718) (2.233) 

Year dummies YES YES YES YES YES YES 
Observations 246 246 270 270 270 246 

Countries 23 23 25 25 25 23 
R-sq (within) 0.61 0.60 0.60 0.62 0.62 0.57 

R-sq 
(between) 0.17 0.21 0.22 0.27 0.16 0.23 

R-sq (overall) 0.23 0.27 0.27 0.32 0.21 0.29 
Chi-sq 313.5*** 309.13*** 347.9*** 371.6*** 368.5*** 269.3*** 

Method 

Random-
effects 

GLS  
Random-

effects GLS  
Random-

effects GLS  
Random-

effects GLS  
Random-

effects GLS  
Random-

effects GLS  
 ***, ** and * indicate significance at 1%, 5% and 10% levels respectively. 

share_r is an index of minority shareholder protection, developed by Siems et al. (2009); creditor_r is an index of creditor protection, developed by Armour et al. (2009a). 
Consensualism is an index which measures consensualism of political systems, computed using principal components analysis with variables Democracy, Veto, Parliamentary and 
Proportional, and takes higher/positive values for more consensual systems. Index_c is an index whicht measures consensualism of political systems, computed according to the 
formula Democracy/10+Proportional/3+Parliamentary/2+Veto, ranging from 0 (not consensual) to 4 (totally consensual). Democracy is a measure of the competitiveness and 
openness of the political system, ranging from between 0 (Authocracy) and 10 (Democracy); Veto indicates the level of constraints that the head of government faces, ranging from 
0 (no constraints) to 1 (high institutional constraints); Proportional indicates proportional, mixed or majoritarian electoral systems, ranging from 0 (purely majoritatian) to 3 (pure 
proportional); Parliamentary takes the value of 2 for Parliamentary systems, 1 for an Assembly-elected President, and 0 for Presidential systems. ; commonlaw is a dummy which 
takes the value of 1 if the country has an English common law legal origin, or 0 otherwise; Log_GDP is the natural logarithm of gross domestic product; Log_GDP_pc is the natural 
logarithm of gross domestic product per capita; inflation is the annual percentage change in the cost to the average consumer of acquiring a basket of goods and services; trade is 
the sum of exports and imports as a percentage of gross domestic product each year; kaopen is a measure of capital account openness, developed by Chinn and Ito (2006).    
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Table 3.17 - Robustness test - single values - creditor rights and political institutions 

Random-effects GLS results having political institutions variables as predictors and a creditors rights index 
(Armour et al., 2009a) as the dependent variable 

Predictor/ 
Model 1b 2b 3b 4b 5b 6b 

Index_c 0.188 
     

 
(0.139) 

     Consensualism 
 

0.008 
    

  
0.078 

    Democracy 
  

0.099*** 
   

   
(0.037) 

   Veto 
   

-0.632** 
  

    
(0.280) 

  Parliamentary 
    

0.269** 
 

     
(0.123) 

 Proportional 
     

0.464 

      
(0.307) 

commonlaw 0.801 0.768 0.636 0.721 0.620 1.272* 

 
(0.729) (0.743) (0.704) (0.690) (0.681) (0.773) 

log_gdp -0.016 -0.047 -0.024 -0.069 -0.041 0.086 

 
(0.260) (0.264) (0.225) (0.221) (0.218) (0.269) 

log_gdp_pc 0.258 0.339 0.203 0.429** 0.242 0.258 

 
(0.266) (0.269) (0.228) (0.228) (0.221) (0.259) 

inflation -0.004 -0.004 -0.003 -0.003 -0.004 -0.004 

 
(0.003) (0.003) (0.003) (0.003) (0.003) (0.003) 

kaopen -0.001 -0.009 0.054 0.025 0.0502 -0.006 

 
(0.049) (0.050) (0.045) (0.047) (0.046) (0.050) 

trade -0.000 0.001 -0.000 0.003 -0.001 0.002 

 
(0.005) (0.005) (0.005) (0.005) (0.005) (0.005) 

Intercept 2.736 2.854 2.991 2.515 3.394* 0.953 
  (2.151) (2.218) (1.916) (1.928) (1.900) (2.444) 

Year dummies YES YES YES YES YES YES 
Observations 246 246 270 270 270 246 

Countries 23 23 25 25 25 23 
R-sq (within) 0.16 0.16 0.21 0.20 0.19 0.16 

R-sq 
(between) 0.22 0.16 0.12 0.19 0.24 0.25 

R-sq (overall) 0.21 0.16 0.13 0.19 0.23 0.25 
ChI-sq 45.23*** 43.08*** 63.91*** 61.25 60.90*** 45.79*** 

Method 

Random-
effects 

GLS  
Random-

effects GLS  
Random-

effects GLS  
Random-

effects GLS  
Random-

effects GLS  
Random-

effects GLS  
 ***, ** and * indicate significance at 1%, 5% and 10% levels respectively. 

share_r is an index of minority shareholder protection, developed by Siems et al. (2009); creditor_r is an index of creditor protection, developed by Armour et al. (2009a). 
Consensualism is an index which measures consensualism of political systems, computed using principal components analysis with variables Democracy, Veto, Parliamentary and 
Proportional, and takes higher/positive values for more consensual systems. Index_c is an index which measures consensualism of political systems, computed according to the 
formula Democracy/10+Proportional/3+Parliamentary/2+Veto, ranging from 0 (not consensual) to 4 (totally consensual). Democracy is a measure of the competitiveness and 
openness of the political system, ranging from between 0 (Authocracy) and 10 (Democracy); Veto indicates the level of constraints that the head of governmemnt faces, ranging 
from 0 (no constraints) to 1 (high institutional constraints); Proportional indicates proportional, mixed or majoritarian electoral systems, ranging from 0 (purely majoritatian) to 3 
(pure proportional); Parliamentary takes the value of 2 for Parliamentary systems, 1 for an Assembly-elected President, and 0 for Presidential systems. ; commonlaw is a dummy 
which takes the value of 1 if the country has an English common law legal origin, or 0 otherwise; Log_GDP is the natural logarithm of gross domestic product; Log_GDP_pc is the 
natural logarithm of gross domestic product per capita; inflation is the annual percentage change in the cost to the average consumer of acquiring a basket of goods and services; 
trade is the sum of exports and imports as a percentage of gross domestic product each year; kaopen is a measure of capital account openness, developed by Chinn and Ito 

(2006).     
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Most surprisingly, veto has a negative and significant coefficient, which in part 

contradicts our second hypothesis, at least for this variable, especially when this result is 

combined with the one presented in table 3.11, which goes along the same line. This might 

be explained by the fact that veto is a distinctive feature among our political predictors, as it 

reflects to what extent veto players diverge from the government during a given year, 

whereas the other political predictors used in this work reflect more permanent (slow 

changing) characteristics of political institutions, such as competitiveness and openness of 

political systems, electoral laws and government system (i.e.: they reflect the rules of the 

game more accurately than veto, which reflects not only institutions, but also political 

preferences). Therefore, it might be the case that in years where veto is high, improvements 

both in shareholder and creditor rights are made more difficult. Given the more transitory 

nature of this characteristic (its within country standard deviation is the highest among 

political predictors, which gives some support to this rationale), politicians and lobbyists 

should wait for more favorable moments to put their pledges into practice.  

Therefore, due to the contradictory results presented in robustness checks with the 

variable veto, we reconstruct our political consensualism indexes and test their predictive 

power, in relation to shareholder and creditor protection. Results shown in Table 3.18 are 

consistent with our hypotheses 1 and 2, as the indexes for political consensualism have 

positive coefficients in relation to shareholder rights, and negative coefficients in relation to 

creditor rights, all significant at 1% level, with no loss of explanatory power in the models.  

In summary, after robustness checks, our results still show strong support for our 

hypotheses 1 and 2. Also, we have identified that the competitiveness and openness of the 

political system (democracy) and the government system (parliamentary vs. presidential) 

are the most consistent political variables for explaining shareholder and creditor protection 
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across countries and over time, with robust results across different models and statistical 

techniques.  

 

Table 3.18 - Robustness tests - shareholder and creditor protection and political 

institutions - indexes based on three variables only 

Results for political institutions and minority shareholder protection using political consensualism indexes, 
based on democracy, proportional and parliamentary only. 

Dependent 
variable Share_r Creditor_r 

Predictor/Model 7a 7b 7a 7b 

Index3 -0.605*** 
 

0.738*** 
 

 
(0.169) 

 
(0.168) 

 Consensualism3 
 

-0.313*** 
 

0.479*** 

  
(0.106) 

 
(0.102) 

Commonlaw 0.416 0.529 0.871 0.713 

 
(0.633) (0.629) (0.742) (0.769) 

log_gdp 0.457** 0.526** 0.081 0.023 

 
(0.230) (0.228) (0.263) (0.269) 

log_gdp_pc -0.237 -0.300 0.088 0.111 

 
(0.236) (0.233) (0.265) (0.269) 

inflation 0.003 0.003 -0.003 -0.003 

 
(0.003) (0.003) (0.003) (0.003) 

kaopen 0.127*** 0.127*** -0.005 -0.005 

 
(0.048) (0.049) (0.047) (0.047) 

trade 0.013*** 0.012** -0.003 -0.003 

 
(0.005) (0.005) (0.005) (0.005) 

Intercept 0.952 -0.650 2.050 4.219** 
  (1.989) (2.005) (2.134) (2.177) 

Year dummies YES YES YES YES 
Observations 246 246 270 270 

Countries 23 23 25 25 
R-sq (within) 0.60 0.59 0.22 0.24 

R-sq (between) 0.16 0.19 0.23 0.15 
R-sq (overall) 0.22 0.24 0.23 0.16 

F-test 302.16*** 292.35*** 65.97*** 69.24*** 
Method Random-effects gls Random-effects gls Random-effects gls Random-effects gls 

 ***, ** and * indicate significance at 1%, 5% and 10% levels respectively. 
share_r is an index of minority shareholder protection, developed by Siems et al. (2009); creditor_r is an 
index of creditor protection, developed by Armour et al. (2009a). Consensualism3 is an index which 
measures consensualism of political systems, computed using principal components analysis with variables 
Democracy, Parliamentary and Proportional, and takes higher/positive values for more consensual systems.  
Index3 is an index whcih measures consensualism of political systems, computed according to the formula 
Democracy/10+Proportional/3+Parliamentary/2, ranging from 0 (not consensual) to 3 (totally consensual). 
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3.6 Discussion, limitations and future research 

  Despite all the benefits that a sound financial system can bring to any economy, and 

also the evolution of democratic systems which, in theory, allow citizens to make optimal 

choices for their own benefit, many countries chose not to implement policies that would 

enable their financial sector to achieve its full potential. We depart from this paradox, to 

analyse the role of political institutions in investor protection and ownership concentration. 

Following previous literature in this field (Gourevitch & Shinn, 2005, Pagano & Volpin, 

2005a), we use the political consensualism dimension of political institutions.  

We provide at least four key contributions to the literature in this field. Firstly, we 

develop a political bargaining rationale which adds to the arguments of Pagano and Volpin 

(2005a), and Gourevitch and Shinn (2005): in our model, aggregation costs, and incentives 

faced by different players for lobbying for favourable regulation, both help to explain why 

more consensual systems don’t favour minority shareholder protection and are positively 

associated with ownership concentration. Our second contribution is the extrapolation of 

this model, showing that political consensualism favours creditor protection. The third 

contribution is the use of two new measures of political consensualism, based on four 

characteristics of political systems. Finally, we contradict previous work, by showing that 

the electoral system (majoritarian vs. proportional) is not the best political institutions 

characteristic to be used to explain investor protection. 

  Our results, based on panel data of 25 countries during the 1995-2005 period, and 

on cross-sectional data from 43 countries, give support to our hypotheses and show the 

robustness of our newly created measures of political consensualism as predictors of 

investor protection and ownership concentration. Although we find strong evidence in 

favour of our arguments, causality issues are not sufficiently addressed here. Aguilera and 
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Jackson (2010) argue that a problem with political theories, is that various interpretations 

can be given to key cases. If political consensualism leads to lower shareholder protection 

and higher creditor protection, is this due to our political bargaining rationale? Or maybe it 

is more associated with the continuity rationale of Gourevitch and Shinn (2005), or the 

electoral system logic of Pagano and Volpin (2005a)? What is the correct interpretation of 

this evidence? Future research could better explore the reasons underlying this association.  

  Another limitation of our research, is that we only look at one dimension of political 

institutions. As Aguilera and Jackson (2010:517) have shown, “no single political theory, 

or set of factors, fully explains the range of outcomes across OECD countries, let alone a 

more extended set of developing and emerging market economies”. So, what other 

dimensions of political institutions are useful to explain investor protection? In addition, in 

relation to the sample and time period used, is the political institutions argument developed 

here valid for larger samples, over a longer period of time? The difficulties in gathering and 

organising data limit study in this field, and therefore research efforts are welcomed for the 

collection of data  from different countries, over a significant period of time (like Siems et 

al., 2009 and Armour et al., 2009a have done), and when this is made available,  it  will 

certainly contribute significantly to research in this field. 

Our findings also show that the competitiveness and openness of the political 

system (democracy) and the government system (parliamentary vs. presidential) are the 

most consistent political variables for explaining shareholder and creditor protection across 

countries, and over time. More democratic or parliamentary countries provide worse 

shareholder protection and better creditor protection, whereas less democratic or 

presidential models go in the opposite direction. In relation to democracy, given our biased 

sample towards more democratic countries, we argue that possibly it is not that autocracies 
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are more protective towards shareholders than democracies, but that above a certain 

threshold, more democracy is associated with lower shareholder protection. The validity of 

this argument is an issue that needs to be better explored in future research.  

Furthermore, we find that legal origins is not a significant predictor of investor 

protection in our models. Combining this evidence with previous findings (LLSV and 

subsequent work on the legal origins approach), it is hard to state that legal origin does not 

matter at all. It is more likely that it has some influence, thus it might be that the origin of 

the legal system helps to shape the field where the political game is played, but is not a 

significant direct predictor of the dynamics of investor protection over time. If that is the 

case, then further research could explore the role of legal origins, bearing in mind more 

recently developed political arguments.  
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Appendix B 

DATA FROM CHAPTER 3 

Table B.1 – Factor analysis – variable ‘consensualism’ - panel 

Factor analysis/correlation 

250 observations, 2 retained factors, 6 parameters 

Factor Eigenvalue Difference Proportion Cumulative 

Factor1 1.275 1.216 1.303 1.303 
Factor2 0.059 0.183 0.060 1.363 
Factor3 -0.124 0.107 -0.127 1.236 
Factor4 -0.231 . -0.236 1.000 

Factor loadings (pattern matrix) and unique variances 

Variable Factor 1 Factor 2 Uniqueness 

democracy_av 0.677 -0.065 0.538   
veto_av 0.694 0.056 0.515   
parliament~v 0.478 -0.121 0.757   
proportion~v 0.327 0.192 0.856 

 Rotated factor analysis 

Factor Variance Difference Proportion Cumulative 

Factor1 1.259 1.183 1.286 1.286 
Factor2 0.075 . 0.077 1.363 

Rotated factor loadings (pattern matrix) and unique variances 

Variable Factor1 Factor2 Uniqueness 

democracy_av 0.680 0.014 0.538   
veto_av 0.683 0.136 0.515   
Parliamentary_v 0.489 -0.065 0.757   
Proportional_av 0.302 0.229 0.856 

 Factor rotation matrix 

  Factor1 Factor2     

Factor1 0.993 0.116 
  Factor2 -0.116 0.993 
  Scoring coefficients (method: regression, based on varimax rotated factors) 

Variable 
Consensualism 

(Factor1) Factor2     

democracy_av 0.374 -0.059 
  veto_av 0.378 0.142 
  Parliamentary_av 0.208 -0.111 
  Proportional_av 0.097 0.207     

Democracy is a measure of the competitiveness and openness of the political system, ranging between 0 (Authocracy) and 10 
(Democracy); Veto indicates the level of constraints the chief executive faces, ranging from 0 (no constraints) to 1 (high institutional 
constraints); Proportional indicates proportional, mixed or majoritarian electoral systems, ranging from 0 (purely majoritatian) to 3 
(pure proportional); Parliamentary takes the value of 2 for parliamentary systems, 1 for assembly-elected president and 0 for 
presidential systems. 
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Table B.2 – Factor analysis – variable ‘consensualism’ – cross-section 

Factor analysis/correlation 

43 observations, 2 retained factors, 6 parameters 

Factor Eigenvalue Difference Proportion Cumulative 

Factor1 1.797 1.706 1.115 1.115 
Factor2 0.091 0.192 0.056 1.171 
Factor3 -0.101 0.073 -0.063 1.108 
Factor4 -0.175 . -0.108 1.000 

Factor loadings (pattern matrix) and unique variances 

Variable Factor 1 Factor 2 Uniqueness 

democracy 0.860 0.012 0.261   
veto 0.824 -0.005 0.321   
parliamentary 0.466 -0.204 0.742   
Proportional 0.402 0.221 0.789 

 Rotated factor analysis 

Factor Variance Difference Proportion Cumulative 

Consensualism 1.796 1.706 1.115 1.115 
Factor2 0.091 . 0.056 1.171 

Rotated factor loadings (pattern matrix) and unique variances 

Variable Factor1 Factor2 Uniqueness 

democracy 0.859 0.019 0.261   
veto 0.824 0.001 0.321   
parliamentary 0.467 -0.200 0.742   
proportional 0.400 0.225 0.789 

 Factor rotation matrix 

  Factor1 Factor2     

Factor1 1.000 0.008 
  Factor2 -0.008 1.000 
  Scoring coefficients (method: regression, based on varimax rotated factors) 

Variable 
Consensualism 

(Factor1) Factor2     

democracy 0.501 0.042 
  veto 0.378 -0.018 
  parliamentary 0.092 -0.233 
  proportional 0.069 0.236     

Democracy is a measure of the competitiveness and openness of the political system, ranging between 0 (Authocracy) and 10 
(Democracy); Veto indicates the level of constraints the chief executive faces, ranging from 0 (no constraints) to 1 (high institutional 
constraints); Proportional indicates proportional, mixed or majoritarian electoral systems, ranging from 0 (purely majoritatian) to 3 
(pure proportional); Parliamentary takes the value of 2 for parliamentary systems, 1 for assembly-elected president and 0 for 
presidential systems. 
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Table B.3 – Political variables per country – panel sample 

Political variables per country - panel sample 

This table shows mean values of political variables per country 

Country Index_c Consensualism Democracy Veto Parliamentary Proportional 

Argentina 2.325 -0.365 8.727 0.452 0.000 3.000 
Brazil 2.181 0.102 9.000 0.614 0.000 2.000 
Canada 2.450 0.227 10.000 0.450 2.000 0.000 
Chile 1.455 -0.229 9.182 0.537 0.000 0.000 
China . . 1.500 0.000 1.000 . 
Czech Republic . . 10.000 0.046 1.945 . 
France 2.338 -0.100 9.500 0.388 2.000 0.000 
Germany 3.103 0.347 10.000 0.436 2.000 2.000 
India 2.745 0.195 9.409 0.471 2.000 1.000 
Italy 2.890 0.421 10.000 0.484 2.000 1.218 
Japan 2.914 0.685 10.000 0.581 2.000 1.000 
Latvia 3.240 0.161 8.591 0.500 1.900 2.795 
Malaysia 2.112 -0.759 6.591 0.453 2.000 0.000 
Mexico 1.450 -1.130 7.782 0.339 0.000 1.000 
Netherlands 3.635 1.005 10.000 0.635 2.000 3.000 
Pakistan 1.566 -1.491 5.818 0.270 1.273 0.000 
Russia 1.342 -1.919 7.086 0.120 0.036 1.485 
Slovenia 3.549 0.756 10.000 0.549 2.000 3.000 
South Africa 2.857 -0.038 9.382 0.418 1.000 3.000 
Spain 3.155 0.497 10.000 0.488 2.000 2.000 
Sweden 3.497 0.604 10.000 0.497 2.000 3.000 
Switzerland 3.281 0.863 10.000 0.614 2.000 2.000 
Turkey 3.348 0.171 8.709 0.477 2.000 3.000 
Unit. Kingdom 2.363 -0.026 10.000 0.363 2.000 0.000 
United States 1.401 -0.384 10.000 0.401 0.000 0.000 
Consensualism is an index that measures consensualism of political systems computed using principal components analysis with 
variables Democracy, Veto, Parliamentary and Proportional, and takes higher/positive values for more consensual systems. Index_c is 
an index that measures consensualism of political systems computed according to the formula 
Democracy/10+Proportional/3+Parliamentary/2+Veto, ranging from 0 (not consensual) to 4 (totally consensual). Democracy is a 
measure of the competitiveness and openness of the political system, ranging between 0 (Authocracy) and 10 (Democracy); Veto 
indicates the level of constraints the chief executive faces, ranging from 0 (no constraints) to 1 (high institutional constraints); 
Proportional indicates proportional, mixed or majoritarian electoral systems, ranging from 0 (purely majoritatian) to 3 (pure 
proportional); Parliamentary takes the value of 2 for parliamentary systems, 1 for assembly-elected president and 0 for presidential 

systems.  
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Table B.4 – Legal and economic variables per country – panel sample 

Legal and economic variables per country - panel sample 

This table shows mean values of legal and economic variables per country   
Country Share_r Creditor_r Commonlaw Log_gdp Log_gdp_pc Inflation Kaopen Trade 

Argentina 3.945 6.796 0.000 12.279 8.696 5.017 0.679 29.505 
Brazil 4.886 3.225 0.000 13.441 8.282 13.387 -0.950 21.787 
Canada 6.750 7.000 1.000 13.533 10.109 2.041 2.439 77.016 
Chile 3.250 4.460 0.000 11.312 8.581 4.272 0.187 60.572 
China 5.927 4.980 0.000 14.032 6.890 3.022 -1.169 46.898 
Czech Republic 3.477 6.918 0.000 11.214 8.885 4.525 1.031 113.825 
France 7.068 4.815 0.000 14.274 10.195 1.585 2.439 51.037 
Germany 4.727 7.915 0.000 14.634 10.225 1.372 2.439 61.878 
India 5.602 5.002 1.000 13.112 6.183 6.197 -1.169 27.597 
Italy 4.486 3.247 0.000 14.080 10.034 2.701 2.439 48.833 
Japan 7.159 5.992 0.000 15.308 10.466 -0.071 2.319 20.911 
Latvia 3.136 6.795 0.000 9.024 8.160 7.293 2.228 97.428 
Malaysia 6.023 6.611 1.000 11.502 8.346 2.539 0.247 201.651 
Mexico 2.670 3.446 0.000 13.274 8.691 14.237 0.928 58.807 
Netherlands 2.136 6.520 0.000 13.022 10.255 2.291 2.439 122.849 
Pakistan 2.485 5.317 1.000 11.289 6.365 6.950 0.048 33.189 
Russia 6.664 4.569 0.000 12.800 7.814 42.605 -0.602 57.897 
Slovenia 4.761 3.305 0.000 10.084 9.396 7.484 0.680 108.017 
South Africa 5.485 5.320 1.000 11.924 8.135 6.143 -1.073 51.988 
Spain 5.068 6.156 0.000 13.461 9.754 3.053 2.295 54.277 
Sweden 3.932 6.550 0.000 12.528 10.341 1.096 2.367 80.587 
Switzerland 4.795 7.478 0.000 12.620 10.648 0.887 2.439 78.426 
Turkey 5.145 7.330 0.000 12.522 8.370 54.689 -1.073 46.868 
Unit. Kingdom 6.750 7.035 1.000 14.266 10.189 1.621 2.439 55.750 
United States 6.591 6.000 1.000 16.089 10.448 2.539 2.439 24.258 
share_r is an index of minority shareholder protection developed by Siems et al. (2009); creditor_r is an index of creditor protection 
developed by Armour et al. (2009a); commonlaw is a dummy that takes the value of 1 if the country has an English common law legal 
origin or 0 otherwise; Log_GDP is the natural logarithm of gross domestic product; Log_GDP_pc is the natural logarithm of gross 
domestic product per capita; inflation is the annual percentage change in the cost to the average consumer of acquiring a basket of 
goods and services; trade is the sum of exports and imports as a percentage of gross domestic product each year; kaopen is a measure 

of capital account openness developed by Chinn and Ito (2006).  
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Table B.5 – Political variables per country – cross section 

Political variables per country - cross sectional sample 

This table shows the values of political variables per country 
 Country Index_c Consensualism Democracy Veto Parliamentary Proportional 

Argentina 2.248 -0.077 8.792 0.369 0.000 3.000 
Australia 2.813 0.631 10.000 0.480 2.000 1.000 
Austria 3.460 0.684 10.000 0.460 2.000 3.000 
Belgium 3.683 1.319 9.792 0.704 2.000 3.000 
Brazil 2.045 0.229 9.000 0.478 0.000 2.000 
Canada 2.407 0.373 10.000 0.407 2.000 0.000 
Chile 1.356 0.054 9.188 0.438 0.000 0.000 
Colombia 2.230 -0.125 8.729 0.357 0.000 3.000 
Denmark 3.221 0.009 10.000 0.221 2.000 3.000 
Egypt 0.818 -2.226 2.458 0.197 0.750 0.000 
Finland 3.537 0.900 10.000 0.537 2.000 3.000 
France 2.406 0.387 9.500 0.456 2.000 0.000 
Germany 3.112 0.588 10.000 0.445 2.000 2.000 
Greece 3.046 0.402 10.000 0.379 2.000 2.000 
India 2.651 0.195 9.354 0.382 2.000 1.000 
Indonesia 2.063 -1.415 5.396 0.169 0.708 3.000 
Ireland 3.372 0.653 10.000 0.455 1.833 3.000 
Israel 3.326 0.859 9.771 0.558 1.583 3.000 
Italy 3.039 0.605 10.000 0.456 2.000 1.750 
Japan 2.882 0.825 10.000 0.549 2.000 1.000 
Korea, Rep. 1.624 -0.058 8.583 0.432 0.000 1.000 
Malaysia 2.038 -0.567 6.896 0.348 2.000 0.000 
Mexico 1.394 -0.674 7.625 0.298 0.000 1.000 
Netherlands 3.611 1.108 10.000 0.611 2.000 3.000 
New Zealand 2.570 0.131 10.000 0.306 2.000 0.792 
Nigeria 0.676 -1.721 4.833 0.193 0.000 0.000 
Norway 3.516 0.840 10.000 0.516 2.000 3.000 
Pakistan 1.398 -1.099 6.396 0.238 1.042 0.000 
Peru 2.053 -0.595 7.848 0.269 0.000 3.000 
Philippines 1.478 -0.112 9.000 0.384 0.000 0.583 
Portugal 3.385 0.472 10.000 0.385 2.000 3.000 
Singapore 1.439 -2.159 4.000 0.039 2.000 0.000 
South Africa 2.784 0.116 9.042 0.379 1.000 3.000 
Spain 3.100 0.556 10.000 0.434 2.000 2.000 
Sri Lanka 2.044 -0.612 7.583 0.286 0.000 3.000 
Sweden 3.484 0.751 10.000 0.484 2.000 3.000 
Switzerland 3.224 0.904 10.000 0.557 2.000 2.000 
Thailand 2.269 0.046 8.063 0.463 2.000 0.000 
Turkey 3.290 0.243 8.792 0.411 2.000 3.000 
Unit. Kingdom 2.371 0.271 10.000 0.371 2.000 0.000 
United States 1.402 0.156 10.000 0.402 0.000 0.000 
Venezuela, RB 2.057 -0.404 7.958 0.331 0.000 2.792 
Zimbabwe 0.391 -2.463 2.896 0.101 0.000 0.000 
Consensualism is an index that measures consensualism of political systems computed using principal components analysis with variables Democracy, 
Veto, Parliamentary and Proportional, and takes higher/positive values for more consensual systems. Index_c is an index that measures consensualism of 
political systems computed according to the formula Democracy/10+Proportional/3+Parliamentary/2+Veto, ranging from 0 (not consensual) to 4 (totally 
consensual). Democracy is a measure of the competitiveness and openness of the political system, ranging between 0 (Authocracy) and 10 (Democracy); 
Veto indicates the level of constraints the chief executive faces, ranging from 0 (no constraints) to 1 (high institutional constraints); Proportional indicates 
proportional, mixed or majoritarian electoral systems, ranging from 0 (purely majoritatian) to 3 (pure proportional); Parliamentary takes the value of 2 for 

parliamentary systems, 1 for assembly-elected president and 0 for presidential systems.   
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Table B.6 – Legal and economic variables per country – cross section 

Economic variables per country - cross sectional sample 

Economic variables - values per country 
     Country Commonlaw Ownership log_gdp log_gdp_pc inflation gini kaopen trade 

Argentina 0.000 0.530 13.008 9.300 252.735 44.490 -0.008 28.778 
Australia 1.000 0.280 14.137 11.020 3.235 35.190 1.670 38.210 
Austria 0.000 0.580 12.942 10.810 2.055 29.150 2.164 87.284 
Belgium 0.000 0.540 13.149 10.750 2.146 32.970 2.113 141.904 
Brazil 0.000 0.570 14.722 9.440 445.331 55.070 -0.909 21.146 
Canada 1.000 0.400 14.367 10.830 2.369 32.560 2.439 67.656 
Chile 0.000 0.450 12.424 9.570 7.870 52.060 0.042 63.660 
Colombia 0.000 0.630 12.717 8.870 14.327 55.910 -0.910 35.133 
Denmark 0.000 0.450 12.718 11.000 2.386 24.700 2.329 82.294 
Egypt 0.000 0.620 12.344 7.930 9.901 30.770 0.735 51.707 
Finland 0.000 0.370 12.480 10.800 2.341 26.880 2.164 68.619 
France 0.000 0.340 14.835 10.650 1.913 32.740 1.962 49.509 
Germany 0.000 0.480 15.097 10.690 2.009 28.310 2.439 64.209 
Greece 0.000 0.670 12.576 10.150 7.377 34.270 1.039 53.076 
India 1.000 0.400 14.430 7.310 7.814 33.380 -1.169 29.634 
Indonesia 0.000 0.580 13.649 8.160 10.640 34.010 1.589 56.586 
Ireland 1.000 0.390 12.289 10.790 2.464 34.280 1.867 147.381 
Israel 1.000 0.510 12.401 10.350 7.297 39.200 0.698 75.114 
Italy 0.000 0.580 14.601 10.490 3.349 36.030 1.962 47.388 
Japan 0.000 0.180 15.585 10.730 0.479 24.850 2.384 22.463 
Korea, Rep. 0.000 0.230 13.925 10.020 4.514 31.590 -0.179 72.428 
Malaysia 1.000 0.540 12.571 9.210 2.780 46.210 0.657 181.001 
Mexico 0.000 0.640 13.958 9.220 16.547 48.280 0.688 52.569 
Netherlands 0.000 0.390 13.636 10.820 2.118 30.900 2.439 123.468 
New Zealand 1.000 0.480 11.981 10.500 2.765 36.170 2.439 57.939 
Nigeria 1.000 0.400 12.405 7.310 22.396 48.830 -1.048 74.113 
Norway 0.000 0.360 13.094 11.490 2.509 25.790 1.688 71.487 
Pakistan 1.000 0.370 12.256 7.080 8.700 30.020 -1.198 34.699 
Peru 0.000 0.560 12.083 8.700 500.348 48.140 1.690 36.770 
Philippines 0.000 0.570 12.323 7.770 7.326 42.980 -0.200 82.834 
Portugal 0.000 0.520 12.377 10.010 4.620 38.450 1.797 65.108 
Singapore 1.000 0.490 12.387 10.740 1.923 42.480 2.351 364.113 
South Africa 1.000 0.520 12.920 9.000 8.205 63.140 -1.211 51.973 
Spain 0.000 0.510 14.205 10.370 3.737 34.660 1.743 50.094 
Sri Lanka 1.000 0.600 10.988 7.950 10.898 40.260 0.035 72.102 
Sweden 0.000 0.280 13.199 10.950 2.668 25.000 2.054 78.256 
Switzerland 0.000 0.410 13.399 11.330 1.621 33.680 2.439 79.614 
Thailand 1.000 0.470 12.753 8.510 3.770 40.020 -0.289 109.789 
Turkey 0.000 0.590 13.561 9.260 48.150 38.950 -0.655 44.096 
Unit. Kingdom 1.000 0.190 14.710 10.570 2.881 35.970 2.439 55.493 
United States 1.000 0.200 16.523 10.780 2.893 40.810 2.439 24.403 
Venezuela, RB 0.000 0.510 12.665 9.290 35.516 44.770 -0.165 51.338 
Zimbabwe 1.000 0.550 9.175 6.630 11.980 50.100 -1.428 76.538 
Ownership is a measure of ownership concentration developed by La Porta et al. (1998) computed as the average percentage of common shares owned 
by the top three shareholders in the ten largest non-financial, privately-owned domestic firms in a given country.; commonlaw is a dummy that takes the 
value of 1 if the country has an English common law legal origin or 0 otherwise; Log_GDP is the natural logarithm of gross domestic product; Log_GDP_pc 
is the natural logarithm of gross domestic product per capita; inflation is the annual percentage change in the cost to the average consumer of acquiring 
a basket of goods and services; trade is the sum of exports and imports as a percentage of gross domestic product each year; kaopen is a measure of 

capital account openness developed by Chinn and Ito (2006). Gini is the gini index of inequality from the World Bank.  
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Table B.7 – Robustness tests - Factor analysis –variable ‘consensualism3’ 

Factor analysis/correlation 

250 observations, 1 retained factor, 3 parameters 

Factor Eigenvalue Difference Proportion Cumulative 

Factor1 0.617 0.651 1.741 1.741 
Factor2 -0.023 0.216 -0.066 1.675 
Factor3 -0.239 

 
-0.675 1.000 

Factor loadings (pattern matrix) and unique variances 

Variable Factor 1 Uniqueness   

parliamentary 0.507 0.744 
 

  
proporional 0.258 0.933 

 
  

democracy 0.542 0.706 
 

  

Rotated factor analysis 

Factor Variance Difference Proportion Cumulative 

Factor1 0.617 
 

1.741 1.741 

Rotated factor loadings (pattern matrix) and unique variances 

Variable Factor1 Uniqueness    

parliamentary 0.506 0.743 
 

  
proportional 0.258 0.933 

 
  

democracy 0.542 0.706 
 

  

Factor rotation matrix 

  Factor1       

Factor1 1.000 
   Scoring coefficients (method: regression, based on varimax rotated factors) 

Variable Consensualism3     

parliamentary 0.343 
   proportional 0.154 
   democracy 0.382       

Democracy is a measure of the competitiveness and openness of the political system, ranging between 0 (Authocracy) and 10 
(Democracy); Proportional indicates proportional, mixed or majoritarian electoral systems, ranging from 0 (purely majoritatian) to 3 
(pure proportional); Parliamentary takes the value of 2 for parliamentary systems, 1 for assembly-elected president and 0 for 
presidential systems. 
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CHAPTER IV – DEMOCRACY AND STOCK MARKETS: A U-SHAPED 

RELATIONSHIP? 

Abstract 

Our central question in this chapter is the association between the level of democratic 

development and stock market development. We argue that the main channel linking 

political openness to stock markets is the protection of property and contract rights. 

However, there is no consensus in the empirical literature as to whether the degree of a 

country’s democracy favours stock market development. Inspired by the theoretical 

rationales of Olson (1993), McGuire and Olson (1996) and Acemoglu (2008), we 

contribute to this debate by introducing the hypothesis that the association between 

democracy and stock market development follows a U-shaped relationship. Differently 

from previous work, we control for political preferences. In a sample of 90 countries over 

the period of 1988-2011, we find evidence of a U-shaped relationship between democracy 

(measured by the polity variable of Marshall and Jaggers, 2004) and stock market 

capitalization (% of GDP), which is consistent across different methods and model 

specifications. Additionally, we find some evidence that the openness and competitiveness 

of executive recruitment has a negative impact on stock markets, whilst political 

participation has a positive effect. Finally, we observe incidentally that legal origins is an 

important predictor, but different to findings of La Porta, López-de-Silanes, Shleifer and 

Vishny (1997), we observe that German legal tradition performs worse of all, followed 

respectively by Socialist and French legal origins. Scandinavian legal origin performs better 

than other civil law traditions and presents no significant negative effect on stock markets 

when compared with English common law.  

Keywords: Democracy, stock markets, legal tradition. 

JEL Classification: G30, K00, N20, 016, 016, 057 
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4.1. Introduction 

It is a stylized fact in the literature that financial development is positively 

associated with economic growth. A more developed financial system enhances 

entrepreneurship and fuels growth in sectors that are more financially dependent (King & 

Levine, 1993b, Rajan & Zingales, 1998), increases productivity (Beck, Levine & Loyaza, 

2000), improves the allocation of resources across sectors and firms (Bencivenga, Smith & 

Starr, 1995, Wurgler, 2000), increases the capacity of firms to deal with crises (Cavallo, 

Izquierdo & Leon, 2009), and improves economic growth (Gupta, 1984, Jung, 1986, 

Bencivenga & Smith, 1991, King & Levine, 1993a, Levine, 1997, Levine & Zervos, 1998, 

Beck et al., 2000). Nonetheless, different levels of financial development are seen 

worldwide across countries and over time.   

Stock markets are complementary to credit markets in financial intermediation, as 

stock investors assume more risk and focus on future cash flows that are associated with 

productivity and innovation, whereas credit markets tend to be more conservative and 

invest in firms with long-term perspectives, close ties with banks and low default risk (for 

example, see the model proposed by Cho, 1986), thus stock markets are also important for 

promoting economic growth. Stockholders are residual claimants for the assets of a 

corporation, and there is not a widespread good level of protection for their claims across 

countries, neither over time. As the prominent German banker of the early twentieth 

century, Carl Furstenberg, once said in one of his most famous quotes - “Shareholders are 

stupid and impertinent: stupid because they give their money to somebody else without any 

effective control over what this person is doing with it; impertinent because they ask for a 

dividend as a reward for their stupidity”. In this context, it is clear that a precondition for 

well-developed stock markets is the presence of a legal and institutional environment that 
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preserves property rights. In order to encourage savers to become shareholders (either 

directly, or through institutional investors), an elementary condition is that they have the 

assurance that their shares won’t be expropriated.  

In this chapter we study the influence of the openness and competitiveness of 

political regimes (i.e., how democratic they are) on stock market development. We argue 

that the main channel linking political openness to stock markets is the protection of 

property and contract rights, and the consequent predictability that reduces risk, and 

induces rational investment, whilst at the same time promoting a better allocation of 

resources in society. However, there is no consensus in the literature as to whether these 

characteristics are always more evident depending on how democratic a country is. We 

contribute to this debate by introducing the idea that the association between democracy 

and stock market development follows a U-shaped relationship. In other words, we argue 

that dysfunctional democracies are worse for markets than stable autocracies, whereas 

developed democracies outstrip both in terms of stock market development. 

The chapter is organized as follows: in section 4.2 we briefly review the literature 

on democracy, property rights and finance, in section 4.3 we describe the data and the 

methods used in this study, in section 4.4 we show our results and in section 4.5 we discuss 

the implications and the limitations of this work. 

 

4.2 Theory and hypotheses 

4.2.1 Theoretical arguments 

The development of a solid financial system in any economy strongly depends on 

the degree of protection given to property rights. “Protection of investor rights is necessary 

to induce savers to invest, and affects the size of intermediated capital, as well as its 
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composition and allocation” (Perotti, 2013, p. 2). In this sense, not only are legal rules 

important (La Porta, Lopez-de-Silanes, Shleifer & Vishny, 1997, 1998, henceforth LLSV 

and La Porta, Lopez-de-Silanes & Shleifer, 2008), but also the degree of enforcement from 

institutions, which in turn, are highly dependent on the political regime in power. Olson 

(1993) proposes a theoretical model (which was further developed and formalized by 

McGuire & Olson, 1996) which describes how autocracies and democracies function in 

relation to property rights, contract enforcement, and ultimately, financial and economic 

development. He shows that a long-serving dictator is better than anarchy (which he calls 

‘roving banditry’) because a ‘secure’ dictator (i.e., one that expects to stay in power for a 

long period) has an incentive to protect some property rights, and even to provide public 

goods in exchange for continuous tax gains that pay more than direct expropriation, should 

the time horizon be long enough. Indeed, Olson (1993, p. 569) argues that “the 

encompassing interest of the tax-collecting autocrat permits a considerable development of 

civilization (…). History, until relatively recent times, has been mostly a story of the 

gradual progress of civilization under ‘stationary bandits’, interrupted by occasional 

episodes of roving banditry”. Indeed, even more recently there are several examples of 

autocracies that have adopted favourable economic reforms, such as “Chile under Pinochet, 

South Korea under Park, Mexico in 1986 and Guyana in 1988” (Giuliano Mishra & 

Spilimbergo, 2012, p. 2). 

The problem with autocracy (‘stationary banditry’) according to Olson (1993, 

p.569) is that “the autocratic ruler has an incentive to extract the maximum possible surplus 

from the whole society and to use it for his own purposes”. Indeed, history is also rich with 

examples in which the ambition of rulers for military power and larger domains have 

imposed a huge burden on their people. Compared to autocracy, democracy provides 
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different incentives to leaders. Under democracy, incumbent leaders have to rule with the 

majority, and, “though both the majority and the autocrat have an encompassing interest in 

the society because they control tax collections, the majority in addition earns a significant 

share of the market income of the society and this gives it a more encompassing interest in 

the productivity of the society” (Olson, 1993, p. 570). The consequence is that a democratic 

majority has less incentive to redistribute wealth to itself than an autocrat would have, and 

consequently, it has more incentive to protect property rights and to enforce contracts 

(Olson, 1993). In addition, Olson (1993, p.572) shows that “the conditions (…) to have the 

individual rights needed for maximum economic development are exactly the same 

conditions that are needed to have a lasting democracy”, as democracy is only viable if 

individuals have “the rights to free speech and to security for their property and contracts”, 

and if the rule of law is followed, “even when it calls for the current administration to leave 

office” (Olson, 1993, p. 572).  

Along the same line, Haber, North and Weingast (2007) argue that unconstrained 

governments have strong incentives to use the financial system to facilitate their own 

political survival, at the expense of sound securities markets and sound banking systems. 

Also, such governments undermine private economic activity through the risk of 

expropriation, especially the financial markets, which, by definition, depend on fungible 

and easily transferable assets (Perotti, 2013). According to Perotti (2013, p. 7), “societies 

with unlimited government are dominated by a personal alliance between a political elite 

and an entrenched economic elite, maintain high oligopolistic rents and barriers to entry, 

and financial systems which limit access to connected individuals”. Thus, “unless there are 

self-reinforcing political institutions that limit the government’s authority and discretion, it 

will have strong incentives to govern the financial system so as to facilitate its own political 
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survival, at the expense of the development of the securities markets and banking systems 

that can finance the private economy” (Haber, North & Weingast, 2007, p.2). 

The emergence of institutions that are able to restrict the authority of public officials 

and grant a certain degree of power to representatives of the populace characterize limited 

governments. The seminal work of North and Weingast (1989) analyzes the case of the 

England Glorious Revolution, showing how limitations over the powers of the Crown 

enhanced the predictability of the government’s decision and reduced the risk of the 

expropriation of financial assets by the Crown, which resulted in an extraordinary 

development in finances which enabled England to finance its rise to global military 

dominance. Accordingly, De Vries and der Wounde (1997, apud Perotti, 2013) consider 

political institutions to be key to the earlier development of financial activities in the 

Netherlands, in comparison to more autocratic European countries. Along the same line, 

Dari-Mattiacci, Gelderblom, Jonker and Perotti (2013) show that the legal and financial 

arrangements that resulted in the arise of VOC in the Dutch State as the first modern 

corporation, were only possible because the Dutch’s limited government protected long-

term private capital, whereas more autocratic colonial powers maintained a royal monopoly 

over colonial trade. However, despite being an improvement on absolutism, the early stages 

of limited government have still restricted the right of property rights to an economic and 

political elite that - although more efficient than a royal court – also tends to develop 

incentives that restrain further financial development and entry (Perotti, 2013). 

If England’s Glorious Revolution was the most important innovation in political 

governance during the XVII century, almost a hundred years later on, the French 

Revolution was responsible for conferring political rights to a broader share of the 

population through the “Code Civil”, which set the basis for modern democracies. In 



 

150 
 

accordance with Olson (1993) and McGuire and Olson (1996)’s model predictions, Perotti 

(2013, p. 11) observes that by then, “the liberalisation of entry in banking took place 

alongside a progressive expansion in suffrage, just as in France and other continental 

European states”.  Conversely, North and Shirley (2007) argue that the more competitive 

and open political systems are, the more developed financial systems tend to be.  However, 

is it true that the presence of dominant political forces in democratic regimes will always 

lead to a better protection of property rights and the development of financial markets?  

The remarkable variation in the characteristics and development of financial 

systems across contemporaneous democracies and over time within democratic countries 

suggests a negative answer, supporting the argument that “a democratic majority does not 

necessarily seek to achieve the broadest degree of financial development possible” (Perotti, 

2013, p. 18). The shape and level of the development of financial systems is ultimately a 

political choice, and there is now a vast literature covering this subject that searches for 

political reasons to this diversity.  

Perotti (2013) explains that models that describe democratic choice regarding 

finance can take two approaches: (1) models that consider that a ruling majority requires a 

coalition between predefined constituencies that hold different views on financial structure 

(2) models that consider that voters differ only by their endowment and that the will of a 

majority depends on the median voter (Perotti, 2013, p. 19). Some theoretical and empirical 

study has been developed along these two lines (e.g., examples using the coalitions’ 

approach are the research of Pagano & Volpin, 2005; Gourevitch & Shinn, 2005; and 

examples using the median voter approach are the papers of Perotti & von Thaden, 2006, 

Degryse, Lambert & Schwienbacher, 2012 and Roe, 2003). Findings generally imply that a 

more open and competitive political system does not necessarily result in more developed 
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stock markets. These political models are also helpful for explaining the difference among 

democratic systems and not only between democratic and non-democratic regimes. 

Median voters’ models rely on very strong assumptions, as it is unlikely in any 

democratic country that a relatively homogeneous ruling majority (characterized by the 

preferences of the “median voter”) is able to implement its policies without negotiating or 

forming coalitions. Perotti (2013) points out that a strong limitation of such models is that 

they assume that citizens directly choose policies and laws, despite the fact that public 

scrutiny and direct citizen choice is hindered by problems arising from limited information 

and coordination. Also, besides differences in endowments (that are taken into account in 

median voters’ models) and limited information and coordination problems (that are 

ignored in those models), other factors such as cultural diversity, educational level, age, 

ideology, professional activity can have an influence on political preferences that affect 

finance, and ultimately, stock markets.  

The manifestation of political preferences – whether from a ‘median voters’ ruling 

majority or not – depends on the institutions of political participation, and winning the 

political game which is shaped by these institutions requires the formation of coalitions 

between groups with different priorities and interests. A problem arises when these 

necessary alliances permits groups which do not have what Olson (1993) calls an 

“encompassing interest”, to limit or to drive policymaking in key areas such as finance. 

Let us consider again Olson’s (1993) model. According to his rationale, property 

and contract rights can never be secure over the long-run in autocracies, because at some 

point, problems will occur with succession, and this uncertainty decreases the autocrat’s 

incentive to preserve private property, although if the autocrat’s time horizon is long 

enough, then these rights can benefit from a good protection for some time, as the ruler is 
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interested in obtaining revenue through tax collection. On the other hand, in the case of 

democracies, although property rights and contracts are supposed to be more protected and 

respected, as the ruling majority has a greater vested interest in obtaining a return from the 

market than an autocrat, there are “awesome difficulties in keeping narrow special interests 

from dominating economic policymaking” (Olson, 1993, p. 574).  

Accordingly, McGuire and Olson (1996) explain that one of the limitations of this 

model is that it is unable to explain the social losses due to special interest groups in 

democracies. These groups have only a narrow interest in society, thus they have “virtually 

no incentive to limit the deadweight losses they impose upon society, as they use their 

political influence or collusive power to their own interest” (McGuire & Olson, 1996). The 

authors argue that these groups support incentives that are far more damaging to society 

than autocrats and, if democracies are dominated by them, then they will perform much 

worse than predicted.  

In the above scenario, it is likely that a dysfunctional democracy performs even 

worse than autocracies. Indeed, Acemoglu (2008) shows that, at low stages of development, 

democratic voting leads to high redistributive taxes, which creates distortions and 

inefficiency. Autocracies in turn create higher efficiency in early stages, as those permitted 

to be entrepreneurial agents are usually those who have a comparative advantage, and 

autocrats tend to avoid the distortionary effects of redistributive taxation. However, 

Acemoglu (2008) argues that this advantage of autocracies does not last long. As the 

comparative advantage shifts to new agents, the allocation of resources in autocracies 

worsens, as it doesn’t adapt, whereas the distortions of redistributive taxation in 

democracies does not worsen over time, whilst simultaneously the  allocation of resources 

improves and they are better able to take advantage of technological innovation. 
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“Therefore, a possible path of development for an oligarchic society is to first rise, and then 

fall, relative to a more democratic society” (Acemoglu, 2008, p. 35-6). Or, using the reverse 

logic, the tendency for democracies is to first fall, and then rise, relative to an autocratic 

society. 

4.2.2 Research Question and Hypothesis 

As the different theoretical rationales show, there is no consensus in the literature 

regarding the association between democracy and stock markets, which is precisely our 

research question in this chapter, as follows: 

 

Research question: Is there an association between the level of democracy and the 

development of stock markets across countries and over time? If so, what is it like? 

 

Empirical evidence associating democracy and finance – and in particular stock 

markets – is scarce and contradictory. Huang (2010) examines how political improvement 

impacts financial development. In a sample of 90 developed and developing countries over 

the period of 1960-99, the author finds positive effects of political improvement (moving 

towards democracy) on financial development at least in the short-term, and particularly for 

low-income countries, where this positive influence persists during the long-term. The 

dependent variable used is an index computed as the result of a principal components 

analysis that uses the following three indicators of the development of financial 

intermediaries’: liquid liabilities over GDP, private credit over GDP, and commercial bank 

assets over the sum of both commercial bank and central bank assets. Huang (2010) uses 

the variable polity (Marshall & Jaggers, 2004; Marshall, Jaggers & Gurr, 2011) and the 

Freedom House Country Survey (2008) as measures of democracy.  
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Girma and Shortland (2008) tested whether democracy affects the development of 

finance in a large sample of developed and developing countries between 1975-2000, and 

found that the degree of democracy and political stability is positively associated with bank 

sector development, and that stock markets develop faster under fully democratic regimes. 

Accordingly, Giuliano, Mishra and Spilimbergo (2012) analyze data from 150 countries 

over 1960-2014, and find that democracy has a positive and significant impact on the 

adoption of economic reforms, although they observe that economic liberalization does not 

necessarily foster democracy. Voghouei, Azail and Law (2013) include the Polity variable 

(Marshall & Jaggers, 2004; Marshall, Jaggers & Gurr, 2011) among their political 

predictors of bank sector development and stock market development, and find some 

evidence of a positive and significant association between democracy and stock market 

development. 

On the other hand, Yang (2011) uses panel data from up to 153 countries in the 

period between 1992 and 2007, and finds no evidence of a positive association between 

democracy and either bank or stock market development, although cross-country evidence 

suggests otherwise. Yang (2011) measures bank development as private credit from deposit 

banks and other financial institutions as a fraction of GDP, whereas stock market 

development is measured as the stock market capitalization as a proportion of GDP. The 

measures of democracy used are also Polity2 (Marshall and Jaggers, 2004; Marshall, 

Jaggers and Gurr, 2011) and the Freedom House Country Survey (2008). 

Asongu (2011) uses a sample of 34 African countries to analyze whether democracy 

affects financial depth (which is measured as broad money supply – M2/GDP - and 

financial system deposits over GDP), financial intermediation efficiency (measured as bank 

credit over total bank deposits and financial system credit over total financial system 
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deposits), financial size (measured as the ratio of deposit bank assets to deposit bank assets 

plus central bank assets) and financial activity (measured as private domestic credit by 

deposit banks and private credit by deposit banks and other financial institutions). Using 

2SLS, the author surprisingly finds that authoritarian African regimes have a higher 

propensity than democratic regimes to implement policies that favour the depth, activity 

and size of financial intermediaries. 

Pinto, Weymouth and Gourevitch (2010) also include Polity (Marshall & Jaggers, 

2004; Marshall, Jaggers & Gurr, 2011) and the Freedom House Country Survey (2008) 

among the control variables when testing the association between left-wing political power 

and stock market development, and their results find no significant influence of these 

measures of democracy on finance.   

 The above mentioned studies show that empirical evidence so far has not been 

conclusive, and possibly this is due to the fact that none of the empirical studies have 

directly tested a hypothesis of a U-shaped association between democracy and stock market 

development, as the theory of Olson (1993) and McGuire and Olson (1996)’s would 

suggest.  

The main channel linking democracy and stock markets is the institutional 

protection given to property and contract rights. In this context, the study by Clague, 

Keefer, Knack and Olson (1996) is elucidating. The authors empirically tested some 

implications of the theory developed by Olson (1993) and McGuire and Olson (1996). 

They classify regimes in five categories, running from dictatorship to democracy, based on 

data from Gurr (1990) and Banks (1979), and enumerate a number of ways in which 

governments can violate the property and contract rights of their citizens and subjects, such 

as by: the direct expropriation of assets, defaulting on public debt, debasing their currency, 
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prohibiting any transactions other than those carried out at officially established prices, 

failing to provide a legal infrastructure that impartially enforces contracts and adjudicates 

disputes about property rights, using six variables for measurement. Their empirical 

evidence shows that long-lasting democracies provide better protection to property and 

contract rights than any other regime, of any length of duration. Also, they find that in 

autocracies, an autocrat’s time in power is positively associated with property and contract 

rights. Finally, they observe that in lasting - but not in new– democracies, the same set of 

rules that ensure continued free elections has a positive effect on property and contractual 

rights.  

It is particularly relevant to note that in Clague et al.’s (1996) sample countries that 

moved from one type of regime to another enjoyed greater property and contract rights 

when they were autocracies, compared to when they were democracies, which indicates 

that underdeveloped (new) democracies initially perform worse than autocracies. The 

authors argue that democracies emerge in turbulent environments which are unfavourable 

for the protection of property rights, and although new democracies might not be strong 

enough to protect such rights, a long-lasting democracy is only possible if there is a 

reasonable degree of property rights protection, as these rights are intrinsically associated 

with individual freedom rights that guarantee free elections. 

Along this line, Blanchard and Shleifer (2000) depart from the fact that in both 

China and Russia, local governments have a direct and strong impact on the emergence of 

new firms. However, whilst in China the government’s influence has contributed to the 

growth of new firms, the opposite happened in Russia, where the government just stood in 

the way. The authors argue that the explanation for this is the higher degree of 

centralisation in China, which allowed government to control local administrators through 
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reward and punishment, reducing the risk of local capture, whilst in Russia the emergence 

of a dysfunctional democracy impeded the government from imposing its views or setting 

and enforcing clear rules.  

The literature about the association between democracy and growth through the 

protection of property rights also provides support for this argument. Glaeser, La Porta, 

Lopez-de-Silanes and Shleifer (2004) extensively review the empirical literature on this 

issue. They identify two views: (1) those who emphasize the need to start political reforms 

for democracy and implement limitations on government as the mechanisms for protecting 

property rights (e.g.: North, 1981, 1990, Acemoglu, Johnson & Robinson, 2001, 2002) that 

foster investment in physical and human capital, and ultimately cause growth; and, (2) 

those who believe that human and capital accumulation are necessary to start the process, 

thus pro-market dictators can secure property rights as a policy choice for starting the 

process of development, rather than as a result of constrains (e.g.: Lipset, 1960; Barro, 

1997, 1999). Their critical empirical analysis of studies along these two lines find evidence 

that poor countries move out of poverty through the good policies that are often 

implemented by dictators, and that only after that do they improve their political 

institutions. Along these lines, Giavazzi and Tambellini (2005) use a difference-in-

difference estimation in a sample of about 140 countries over the period 1960-2000, and 

find that countries that first liberalize their economy, and then become democracies, 

perform better than those that follow the opposite sequence for various aspects -  including 

the protection of property rights (see also Persson & Tambellini, 2006). 

Combining Acemoglu (2008) and McGuire and Olson (1996) theoretical rationales 

and findings by Clague et al. (1996), Blanchard and Shleifer (2000) and Glaeser et al. 

(2004), we could argue that at low stages of development democracies are more susceptible 
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to be manipulated by groups that only have a narrow interest in society, which when 

compared to an established autocracy, leads to more uncertainty about property and 

contract rights, higher redistributive taxation and more inefficiency, which harms finance.  

Additionally, Girma and Shortland (2008) argue that protection of property and 

contract rights through politics should have a higher effect on stock market capitalization 

than on private credit, as bank lending can be relationship-based, preserving elite control 

over finance, regardless of the political regime, thus higher-level institutional requisites 

exist for stock markets to develop. Therefore, stock markets are more sensitive to changes 

in political regime and reflect their effects more promptly than the banking sector. 

Therefore there is indication that when a country becomes a democracy, this event 

is harmful for stock markets, until it reaches a certain level of democracy that is able to give 

investors more confidence about respect for their rights. Thus, our hypothesis is the 

following: 

Hypothesis - Democracy and stock market development follow a U-shaped relationship 

which is harmful for stock markets during the first stages democracy, and then, after a 

certain degree of democratic development, the association becomes positive. 

Besides studying the association between the level of democracy and stock markets, 

we are also interested in finding which features of democracy influence stock markets, and 

how. Marshall, Jaggers and Gurr (2011) have developed three concepts which are useful for 

this task: executive recruitment, executive constraints, and political competition. Executive 

recruitment refers to “the ways in which social superordinates come to occupy their 

positions of political authority” (Eckstein & Gurr, 1975, p. 150), or “how institutionalized, 

competitive and open are the mechanisms for selecting a political leader” (Marshall, 
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Jaggers & Gurr, 2011, 51). A more open and competitive executive recruitment system can 

be positive for stock markets, as it puts candidates and their proposals under higher 

scrutiny, but it can also be negative, as it generates more instability, is more susceptible to 

populism and also candidates might have to make more concessions to special interest 

groups in order to get elected. 

Executive constraints refer to “the extent of institutional constraints on the decision-

making powers of the chief executive, whether an individual or a collective executive” 

(Marshall, Jaggers & Gurr, 2011, p. 66). This concept measures the level of checks and 

balances over the power of the head of state. Any accountability group can limit the 

authority of the head of state, such as for instance, the legislative or judiciary powers 

(generally strong in democratic regimes), the military or a council of nobles (which is more 

common in one-party regimes). If we follow the theoretical rationale of Olson (1993) and 

McGuire and Olson (1996) and subsequent work on limited government (presented in 

section 4.2.1), we would expect higher levels of limitation of the powers of government to 

be associated with the higher development of stock markets. On the other hand, if the 

checks and balances exceed an optimal level, it might well be that the executive power is 

not able to implement reforms that are positive to the financial sector, despite contradicting 

the interests of incumbents or other groups with special interests.  

Political competition refers to: (1) “the degree of institutionalization and regulation 

of political competition”, and,(2) “the extent of government restriction on political 

competition” (Marshall, Jaggers and Gurr, 2011, p. 71). The institutionalization and 

regulation of political participation refers to how institutionalized is this participation. 

Marshall, Jaggers and Gurr (2011) illustrate that one-party states and western democracies 

both regulate participation, but do so very differently. The opposite is known as 
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unregulated participation, “in which there are no enduring national or political 

organizations and no effective regime controls on political activity. In such situations, 

political competition is fluid and is often characterized by recurring, contentious 

interactions and shifting coalitions of strongly partisan groups”. (Marshall, Jaggers & Gurr, 

2011, p. 71). The extent of government restriction on participation refers to “the extent to 

which alternative preferences for policy formation and leadership roles can be pursued in 

the political arena” (Marshall, Jaggers & Gurr, 2011, p. 71). Although we don’t formalize a 

hypothesis, due to the lack of solid theoretical and empirical basis, we argue that higher 

levels of political competition along these dimensions tend to improve stock market 

development, reducing political instability and shaping politics so as not to be manipulated 

by special interest groups.  As argued by McGuire and Olson (1996, p. 95), “large and 

disciplined parties” - which are a result of a well regulated and open political system - “may 

approximate optimizing entities with encompassing interests, but small or weak parties do 

not”. 

By our count, no study has been carried out that looks specifically at these 

components of democracy and their effect on stock markets, thus the contribution that we 

provide in this chapter is innovative.  

4.3 Research Methods 

4.3.1 Sample 

The main objective here is to test the association between the level of democracy – 

here defined as the competitiveness and openness of political systems – and stock market 

development. We use panel data from up to 90 countries during the period 1988-2011. We 

use a randomly selected sample trying to include as many countries as possible. Countries 

are excluded only on the basis of data limitations. For some countries data is not available 
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for the whole period, but in these cases we use all years when data is available, making up 

an unbalanced panel of countries that represent around 81% of global market capitalisation, 

and 80% of global gross domestic product in 2011. Table 4.1 shows our sample coverage. 

Table C.3 (appendix) specifies countries in our sample and the period in which data is 

available for each of them. 

Table 4.1 – Sample coverage 

Sample coverage 

This table shows our sample coverage  

 
  N. countries 

GDP (2011) 
(trillion dollars) 

Market capitalisation (2011)  
(trillion dollars) 

Sample 90 56.41 37.80 
Coverage  45.9% 80.1% 81.3% 
Global  196 70.44 46.499 

 

4.3.2 Variables and Data 

Our independent variable for measuring stock market development is stock market 

capitalisation as a proportion of gross domestic product (mktcap), which is widely used in 

the literature and is available for a large number of countries and years. Data comes from 

the World Bank.  

Our measures of democracy come from Marshall, Jaggers and Gurr (2011) Polity IV 

project.  The main variable we use to measure democracy is Polity, which reflects the 

competitiveness and openness of a political system. It is calculated based on two other 

variables, which are called DEMOC (democracy) and AUTOC (autocracy) (Marshall, Jaggers 

and Gurr, 2011). Democratic regimes (DEMOC) are characterised by three essential and 

interdependent elements: 1) the presence of institutions and procedures for citizens to express 

effective preferences about policies and leaders, 2) the existence of institutionalised constraints 

of the governing power, and, 3) the guarantee of civil liberties for all citizens (Marshall et al. 

2011). The variable DEMOC is computed whilst considering categories that incorporate 
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characteristics “1” and “2”. By this definition, a “mature and internally coherent democracy 

(…) might be operationally defined as one in which: (a) political participation is unrestricted, 

open and fully competitive; (b) executive recruitment is elective, and, (c) constraints on the 

government are substantial. (Marshall, Jaggers & Gurr, 2011, p. 15). Autocracies (AUTOC) on 

the other hand, sharply restrict or suppress competitive political participation, choose heads of 

government through a regularised process within the political elite, and, once they are in power, 

there are few institutional constraints (Marshall et al., 2011, p. 15), thus the variable AUTOC is 

computed based on categories that reflect these characteristics. The criteria used to compute 

each of these variables are described in table 4.2. 

Table 4.2 – Criteria for calculating DEMOC, AUTOC and Polity 

Criteria DEMOC AUTOC 

Competitiveness of Executive 
Recruitment (XRCOMP) 

(3) Election "+2",  
(2) Transitional "+1" 

(1) Selection "+2" 

Openness of Executive Recruitment 
(XROPEN) 

(3) Dual/Election "+1",  
(4) Election "+1" 

(1) Closed "+1",  
(2) Dual/Designation 
"+1" 

Constraint on the Head of Government 
(Chief Executive) (XCONST) 

(7) Executive parity or subordination "+4", 
(6)Intermediate category "+3",  
(5) Substantial limitations "+2",  
(4) Intermediate category "+1" 

(1) Unlimited 
authority "+3",  
(2) Intermediate 
category "+2",  
(3) Slight to moderate 
limitations "+1" 

Regulation of Participation (PARREG) n/a 
(4) Restricted "+2",  
(3) Sectarian "+1" 

Competitiveness of Political 
Participation (PARCOMP) 

(5) Competitive "+3",  
(4) Transitional "+2",  
(3) Fractional "+1" 

(1) Repressed "+2",  
(2) Suppressed "+1" 

Source: Marshall, Jaggers and Gurr (2011) 

 

Both DEMOC and AUTOC range between 0 and 10, and the criteria allows systems to 

have mixed characteristics. Polity is then computed by substracting the AUTOC score from the 

DEMOC score, which ranges accordingly between -10 (strongly autocratic) and +10 (strongly 

democratic). As an alternative measure of democracy, we use the variable Democ that is 

described above, without substracting the “AUTOC” characteristics. 
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Furthermore, to characterise political systems, we use three concept variables that were 

developed by Marshall et al. (2011) and which have already been described above: executive 

recruitment (exrec), executive constraints (exconst) and political competition (polcomp). These 

are to be seen more as different parts of that which characterises democratic systems (measured 

generally by the Polity and Democ variables), rather than as alternative measures of the same 

construct. In other words, exrec, exconst and polcomp are separate components of Polity (and 

Democ), not substitutes for it. Tables 4.3, 4.4 and 4.5 describe the concepts/categories implied 

for each of these variables. 

In addition, we use several control variables based on the literature. The first control 

variable we use is left_maj, which represents the dominance of left-wing parties in 

governments. Its value is the share of votes that a government has in the legislative houses 

(variable numvote in the World Bank Database of Political Institutions - DPI), whenever both 

the head of government, or the majority in the composition of government (for Presidential or 

Parliamentary systems respectively, variable execrlc in DPI) and the main party in government 

(variable gov1rlc in DPI) have a left-wing orientation, or 0, if any of these two conditions 

arenot met. The idea is to control for political preferences that have been identified as 

significant predictors of stock market development (Roe, 2003, 2012; Pinto et al. 2010, among 

others). It is relevant to notice that previous empirical work on the association between 

democracy and stock markets have not controlled for this characteristic, which is another 

innovation here.  

Following the legal origins literature, we use a dummy variable for each of the 

following civil law legal origins: French (french), German (german) Scandinavian 

(scandinavian) and Socialist (socialist). The benchmark is English common law. Data comes 

from La Porta, Lopez-de-Silanes, Shleifer and Vishny (1997). Using a dummy for each legal 

tradition, instead of the separation between common law and civil law traditions, only allows us 
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to test for the influence of these various legal traditions on stock market development across 

countries and over time. Although this is not the central objective of the present chapter, it is an 

interesting issue widely debated by scholars and our results can provide relevant contribution. 

Table 4.3 – Executive recruitment (exrec) concepts (Marshall, Jaggers and Gurr, 

2011, appendum “A”) 

Value  Concept Description 

1 
EXECUTIVE SELECTION 
THROUGH ASCRIPTION 

Recruitment of the chief executive (de facto head of government) is determined by 
hereditary succession. 

2 
DUAL EXECUTIVE: 
ASCRIPTION + 
DESIGNATION 

The position of chief executive (de facto head of government) is shared. Executive 
recruitment is determined both by hereditary succession and designation. 

3 
EXECUTIVE RECRUITMENT 
THROUGH DESIGNATION 

Chief executives are chosen by designation by the ruling political elite, without 
formal competition by parties or individuals that represent alternative political 
viewpoints or platforms. 

4 
EXECUTIVE RECRUITMENT 
THROUGH SELF-SELECTION 

“Unregulated” changes in executive power, through forceful seizures of power by 
rival political elites. In addition to the use, or threat of use, of force, there are no 
formal mechanisms by which the transfer of executive power is regulated – such 
as hereditary selection, party designation or elections. 

5 
EXECUTIVE-GUIDED 
TRANSITION 

A transitional period during which the structures and/or forms of governing 
authority are redesigned and altered systematically under the specific direction of 
a ruling executive who gained and/or retained office through "autocratic" means: 
ascription, designation, or self-selection, with the stated intent of reforming the 
executive recruitment process and/or increasing the relative influence of the 
legislative/judicial branches of governance. As distinguished from standard 
authority coded "transitions" (!88), which involve broad, societal and/or 
governmental involvement in redesigning central authority and governing 
institutions, "executive-guided transitions" are dominated by the ruling executive 
and supporting institutions and involvement by non-executive institutions (e.g., 
autonomous legislative and judicial institutions or opposition groups/parties) is 
formally limited, restricted, or prohibited. 

6 
DUAL EXECUTIVE: 
ASCRIPTION + ELECTION 

The position of chief executive (de facto head of government) is shared. Executive 
recruitment is determined both by hereditary succession and election. 

7 
TRANSITIONAL OR 
RESTRICTED ELECTIONS 

The chief executive is chosen through elections that include candidates from at 
least two independent (although not necessarily major) parties. These elections 
are “free”, but not necessarily “fair” in both design and practice. This category is 
typically (although not exclusively) used to document “liberalising elections” held 
by authoritarian rulers who actively seek to bias the electoral process in their 
favour. In other words, while elections are competitive (in the sense that elections 
are held and the results are accepted as binding), nevertheless, the electoral 
process is stacked – although the results are not predetermined – in favour of one 
candidate over another. This code may also reflect attempts by elected 
incumbents to unduly influence the outcome of future elections, either to win re-
election, or in an effort to establish a hegemonic party system or the 
establishment of quasi-democratic power-sharing arrangements. Finally, it is also 
used to indicate political systems in which non-elected officials have “reserved 
domains” of executive power. 

8 COMPETITIVE ELECTIONS 

Chief executive (de facto head of government) is chosen through competitive 
elections that include two or more candidates from at least two major parties. 
Elections may be popular or by an elected assembly. The electoral process is 
transparent and its outcomes are institutionally uncertain. 

Source: Marshall, Jaggers and Gurr (2011), Appendum "A" 
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Table 4.4 – Executive Constraints (exconst) concepts (Marshall Jaggers and Gurr, 

2011, appendum “B”) 

Value  Concept Description 

1 
UNLIMITED EXECUTIVE 
AUTHORITY 

There are no regular limitations on the executive’s actions (as distinct 
from irregular limitations, such as the threat or actuality of coups and 
assassinations). 

2 
INTERMEDIATE 
CATEGORY #1 

This code is used to indicate a transition between Concept 3 and 
Concept 1. For example, a polity is coded here if an absolute monarch 
(or other type of autocrat) establishes a “consultative assembly” or the 
leader of a one-party state begins to consolidate their political power 
over the party apparatus. This is a judgment call, and is often very hard 
to document – it often just reflects a feeling that power within the 
autocratic regime is either contracting or expanding. As a general rule, 
this code should only be used to indicate gradual transitions of the 
degree of executive constraints, and should not be used for more than 
ten years at a time. 

3 
SLIGHT TO MODERATE 
LIMITATIONS 

There are some real but limited restraints on the executive. 

4 
INTERMEDIATE 
CATEGORY #2 

Used to indicate a transition between Concept 3 and Concept 5. For 
example, a polity is coded here to indicate the emergence of real, albeit 
limited, constraints on executive authority in a previously autocratic (or 
“democratic-authoritarian”) system, or the weakening of “horizontal 
accountability” in a democratic system which already gives significant 
powers to the chief executive. This is a judgment call, and is often very 
difficult to document. As a general rule, this code should only be used to 
indicate a gradual transition in the degree of executive constraints and 
should not be used for more than ten years at a time. 

5 
SUBSTANTIAL 
LIMITATIONS 

The executive has more effective authority than any accountability 
group, but is subject to substantial constraints by them. 

6 
INTERMEDIATE 
CATEGORY #3 

This score is used to indicate a transition between Concept 5 and 
Concept 7. For example, a polity is coded here to reflect a weakening of 
executive authority vis-à-vis the legislative and/or judicial branches, or a 
strengthening of executive authority vis-à-vis these branches of 
government. This code may also reflect the decision on the part of the 
legislature to grant the chief executive “emergency powers” in times of 
a national crisis or, in a hybrid regime – which grants significant 
executive powers to both a president and prime minister – when the 
head of state and the head of government are from the same party. 
However, as a general rule, this code will be used to indicate a gradual 
change in executive constraints, or will reflect temporary changes in the 
balance of power within the polity and, as such, will not be used for 
more than ten years at a time. 

7 
EXECUTIVE PARITY OR 
SUBORDINATION 

Accountability groups have effective authority equal to, or greater than, 
the executive in most activity. 

Source: Marshall, Jaggers and Gurr (2011), Appendum "B" 
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Table 4.5 – Political competition (polcomp) concepts (Marshall, Jaggers and Gurr, 

2011, appendum “C”) 

Value  Concept Description 

1 
REPRESSED 
COMPETITION 

While no significant political activity is permitted outside the ranks of 
the hegemonic regime, nevertheless, some organised political 
participation occurs within the regime, through highly circumscribed 
institutional channels. 

2 
RESTRICTED 
COMPETITION 

Some organised political activity occurs outside the ranks of the 
hegemonic regime, but the regime systematically limits its form, extent, 
or both form and extent, in ways that exclude substantial groups from 
participating in the political arena and/or suppress the contestation of 
rival political interests. 

3 

AUTHORITARIAN-
GUIDED LIBERALISATION 
OF REPRESSED OR 
RESTRICTED 
COMPETITION OR THE 
DEEPENING OF 
HEGEMONIC CONTROL. 

Used to indicate either the concerted effort on the part of hegemonic 
regimes to open up their political systems to limited (and typically 
factional) political competition, or the transformation of factional-based 
“quasi-democracies”, or “weak authoritarian regimes”, into more 
repressive hegemonic systems in which political competition is 
increasingly institutionalised and restricted. This code should typically 
only be used for a limited period of time (ten years or less) to indicate a 
concerted, gradual transformation of a polity from repressed or 
restricted competition (Concept 1 or Concept 2) to either 
factional/restricted or factional competition (Concept 6 or Concept 7), or 
from factional or factional/restricted competition (Concept 7 or Concept 
6) to restricted or repressed competition (Concept 2 or Concept 1). 

4 
UNINSTITUTIONALISED 
COMPETITION 

Political participation is decentralised and fluid in character – revolving 
around personalities, regional interests, and religious/ethnic/clan 
groups. There are no enduring national political organisations and 
systematic regime control of political activity is limited, therefore a 
situation exists which is characterised by a coincidence of weak state 
and weak society. These conditions are increasingly rare following 
decolonisation and the increasing globalisation of economic exchange 
systems. In the contemporary context, uninstitutionalised competition is 
most likely to occur in resource-poor countries and/or following the 
collapse of central authority under a (formerly) repressive, authoritarian 
state. 

5 

GRADUAL TRANSITION 
FROM 
UNINSTITUTIONALISED 
(UNREGULATED) 
COMPETITION 

Gradual transition from unregulated political participation – a 
participation which is fluid and decentralised in character – to more 
regulated forms of political competition (the increasing regulation of 
competition may be centrally-guided or decentralised through the 
gradual development of political parties and interest groups). Gradual 
transition is necessarily based on the parallel and non-contentious 
development of state and societal capacities. 

6 
FACTIONAL/RESTRICTED 
COMPETITION 

Polities that oscillate more or less regularly between intense 
factionalism and faction-based restrictions: that is, when one faction 
secures power, it uses that power to promote its exclusive interests and 
to favour group members, whilst restricting the political access and 
activities of other, excluded groups, until it is displaced in turn. Also 
coded here are polities where the group or coalition in power maintains 
that power over time, and uses central authority to exclude substantial 
groups from access to resources and restricts the identity/interest 
mobilisation of groups that may, potentially, seek greater access. 
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Value  Concept Description 

7 
FACTIONAL 
COMPETITION 

There are relatively stable and enduring political groups which compete 
for political influence at a national level – parties, regional groups, or 
ethnic groups – but particularist/parochial agendas tend to be exclusive 
and uncompromising with limited social integration or accommodation 
across identity boundaries. As such, competition among them is often 
intense, antagonistic, hostile, and frequently coercive. Factional 
competition is distinguished by a relative balance of group capabilities 
that prevents any one of the groups from capturing state power and 
imposing restrictions on other groups. This condition can also appear 
when the state is a relatively autonomous entity that attempts to broker 
“peace” among contending factions. 

8 

POLITICAL 
LIBERALISATION OR 
DEMOCRATIC 
RETRENCHMENT: 
PERSISTENT OVERT 
COERCION 

This code is used to indicate relatively coercive/restrictive transitions 
either from factional/restricted competition (Concept 6) to 
institutionalised competitive participation (Concept 10), or from 
institutionalised competitive participation to factional/restricted 
competition. In either case, this code reflects the unconsolidated nature 
of liberal political participation in otherwise procedurally democratic 
polities. For example, while the polity may be making great strides 
toward institutionalising democratic participation, if the government has 
not completely foreclosed the use of coercion to achieve partisan 
domestic policy objectives and/or scattered segments of the population 
(or remnants of factions) continue to promote violence as a viable 
political tool, it is coded here. This code has many of the same 
characteristics as those found in Concept 9, but the use of coercion and 
repression are more pronounced. 

9 

POLITICAL 
LIBERALISATION OR 
DEMOCRATIC 
RETRENCHMENT: 
LIMITED AND/OR 
DECREASING OVERT 
COERCION 

This code is used to indicate relatively peaceful transitions either to, or 
from, institutionalised competitive participation (see Concept 10). In 
either case, this code reflects the unconsolidated nature of liberal 
political participation in otherwise procedurally open electoral polities. 
There is no time limit for the use of this code. 

10 
INSTITUTIONALISED 
OPEN ELECTORAL 
PARTICIPATION 

Relatively stable and enduring political groups regularly compete for 
political influence with little use of coercion. No significant or substantial 
groups, issues, or types of conventional political action are regularly 
excluded from the political process. 

Source: Marshall, Jaggers and Gurr (2011), Appendum "C" 

 

In addition, we use three variables to control for economic development and economic 

conditions in a given year: log_gdp, log_gdp_pc and inflation. Log_gdp and log_gdp_pc are 

respectively the natural logarithm of gross domestic product (to control for size of the 

economy) and gross domestic product per capita (to control for economic development). Data 

comes from the World Bank. The natural logarithm is used following empirical literature. 
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Inflation reflects the annual percentage change in the cost to the average consumer of acquiring 

a basket of goods and services, as calculated by the International Monetary Fund – IMF.  

Furthermore, following Rajan and Zingales’ (2003) rationale, we also control for cross-

border trade and financial liberalisation. Trade is the sum of exports and imports as a 

percentage of gross domestic product each year, using World Bank data. Capital account 

openness (Kaopen) is an index that was developed by Chinn and Ito (2006), which measures 

the extent of openness in capital account transactions, based on local regulations and policies. 

Table 4.6 shows the exact definition of each variable used and describes in detail how 

they were computed. 

Table 4.6 – Variables 

Variable Based on/Inspired by Description 

(a) Dependent Variables (Stock market development) 

Stock market to 
GDP (Mktcap) 

La Porta et al. 
series, Pinto et al. 
(2010) and others 

Market capitalisation (also known as market value) is the share 
price, times the number of shares outstanding. Listed national 
companies are the nationally- incorporated companies listed on 
the country's stock exchanges at the end of the year. Listed 
companies do not include investment companies, mutual funds, 
or other collective investment vehicles. Source: World Bank. 

(b) Independent variables –Democracy and its components 

Polity 

Marshall and 
Jaggers (2004); 

Marshall, Jaggers 
and Gurr (2011) 

Competitiveness and openness of the political system. It is 
computed based on two other variables: AUTOC, that ranges 
between 0 and 10, according to characteristics of authoritarian 
regimes, and DEMOC, that ranges between 0 and 10, reflecting 
characteristics of democratic regimes. Polity is computed by 
subtracting AUTOC from DEMOC, taking a value between -10 
(strongly autocratic) to + 10 (strongly democratic). See table 4.2 
for more details. Source: Marshall, Jaggers and Gurr, 2011. 

Democ 

Marshall and 
Jaggers (2004); 

Marshall, Jaggers 
and Gurr (2011) 

Competitiveness and openness of political systems. This variable 
is computed based on three characteristics of political systems: 
competitiveness of executive recruitment, openness of executive 
recruitment, constraints on chief executive and competitiveness 
of political participation. Scores range from 0 (not democratic) to 
10 (strongly democratic). See table 4.2 for more details. Source: 
Marshall, Jaggers and Gurr, 2011. 

Exrec 

Marshall and 
Jaggers (2004); 

Marshall, Jaggers 
and Gurr (2011) 

Refers to “how institutionalised, competitive and open are the 
mechanisms for selecting a political leader” (Marshall, Jaggers 
and Gurr, 2011, p. 51). It ranges between 1 (executive selection 
through ascription) and 8 (competitive elections), as described in 
table 4.3. Source: Marshall, Jaggers and Gurr, 2011, Appendum 
“A”. 
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Variable Based on/Inspired by Description 

Exconst 

Marshall and 
Jaggers (2004); 

Marshall, Jaggers 
and Gurr (2011) 

Executive constraints refer to “the extent of institutional 
constraints on the decision-making powers of the chief executive, 
whether an individual or a collective executive” (Marshall, Jaggers 
and Gurr, 2011, p. 66). It ranges between 1 (unlimited executive 
authority) and 7 (executive parity or subordination), as described 
in table 4.4. Source: Marshall, Jaggers and Gurr, 2011, Appendum 
“B”. 

Polcomp 

Marshall and 
Jaggers (2004); 

Marshall, Jaggers 
and Gurr (2011) 

Political competition refers to (1) “the degree of 
institutionalisation and regulation of political competition” and 
(2) “the extent of government restriction on political 
competition” (Marshall, Jaggers and Gurr, 2011, p. 71). It ranges 
between 1 (repressed competition) and 10 (institutionalised open 
electoral participation), as described in table 4.5. Source: 
Marshall, Jaggers and Gurr (2011), Appendum “C”. 

(c) Control variables 

  
Head of 

government and 
largest government 
party preferences 

and majority 
(left_maj)  

Roe (2000, 2003); 
Pinto et al. (2010), 
chapter 2 of this 
work, and others 

The share of votes that the government has in the legislative 
houses (variable numvote in the World Bank Database of Political 
Institutions - DPI), if both the head of government, or the 
majority composition of government (for Presidential or 
Parliamentary systems respectively, variable execrlc in DPI) and 
the main government party (variable gov1rlc in DPI), have a left-
wing orientation, and 0 if any of these two conditions are not 
met. Source: World Bank Database of Political Institutions – DPI. 

French 
La Porta et al. 

series 

Origin of the legal system. A dummy variable that picks the value 
of 1 for countries with a French Civil law origin/tradition and 0 
otherwise. Dummies are assigned to all legal systems, except 
English Common Law, which is the benchmark. Source: La Porta 
et al. (1997) 

German 
La Porta et al. 

series 

Origin of the legal system. A dummy variable that picks the value 
of 1 for countries with a German Civil law origin/tradition and 0 
otherwise. Dummies are assigned to all legal systems, except 
English Common Law, which is the benchmark. Source: La Porta 
et al. (1997) 

Scandinavian 
La Porta et al. 

series 

Origin of the legal system. A dummy variable that picks the value 
of 1 for countries with a Scandinavian legal origin/tradition and 0 
otherwise. Dummies are assigned to all legal systems, except 
English Common Law, which is the benchmark. Source: La Porta 
et al. (1997) 

Socialist 
La Porta et al. 

series 

Origin of the legal system. A dummy variable that picks the value 
of 1 for countries with a Socialist legal origin/tradition and 0 
otherwise. Dummies are assigned to all legal systems, except 
English Common Law, which is the benchmark. Source: La Porta 
et al. (1997) 

Gross domestic 
product (log_GDP) 

n/a 

GDP at purchasing prices is the sum of the added gross value 
from all nationally-based producers in the economy, plus any 
product-based taxes, and minus any subsidies not included in the 
value of the products. GDP is calculated without making 
deductions for depreciation of manufactured assets, neither for 
the depletion and degradation of natural resources. Data is in 
current U.S. dollars. Dollar figures for GDP are converted from 
domestic currencies, using single year official exchange rates. For 
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a few countries where the official exchange rate does not reflect 
the rate effectively applied to actual foreign exchange 
transactions, an alternative conversion factor is used. Following 
empirical literature, the natural logarithm of this variable is used. 
Source: World Bank 

Gross domestic 
product per capita 

(log_GDP_pc) 
n/a 

GDP per capita is gross domestic product divided by the midyear 
population. GDP is the sum of the added gross value from all 
nationally-based producers in the economy, plus any product 
taxes, and minus any subsidies not included in the value of the 
products. It is calculated without making deductions for 
depreciation of manufactured assets, or for the depletion and 
degradation of natural resources. Data is in current U.S. dollars.  
Following empirical literature, the natural logarithm of this 
variable is used. Source: World Bank. 

Inflation (inflation) n/a 

Inflation as measured by the consumer price index, reflects the 
annual percentage change in the cost to the average consumer of 
acquiring a basket of goods and services that may be fixed or 
changed at specified intervals, such as yearly. The Laspeyres 
formula is generally used.  Source: International Monetary Fund - 
IMF.  

Trade openness 
(trade) 

Rajan and Zingales 
(2003) 

Imports of goods and services represents the value of all goods 
and other market services imported from the rest of the world. 
Exports of goods and services represents the value of all goods 
and other market services exported to the rest of the world. They 
include the value of merchandise, freight, insurance, transport, 
travel, royalties, license fees and other services, such as 
communication, construction, financial, information, business, 
personal, and governmental services. They exclude the 
compensation of employees and investment income (formerly 
called factor services) and transfer payments. Trade openness is 
calculated as the sum of exports and imports as a percentage of 
gross domestic product. Source: World Bank. 

Capital Account 
Openness (kaopen) 

Chinn and Ito 
(2006) 

Capital account openness is an index that was developed by 
Chinn and Ito (2006),aimed at measuring the extensity of capital 
controls, based on the information from the IMF’s Annual Report 
on Exchange Arrangements and Exchange Restrictions (AREAER). 

 

4.3.3 Models 

Our basic model is the following: 

                               ,where      (1) 

  = stock market capitalisation (as % of GDP); 

   = variables measuring democracy; 

   = control variables (political, legal and economic characteristics, and year dummies) 
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    = cross-section, or country-specific error term 

    = combined time-series and cross-section error component. 

 The dependent variable in all models is stock market capitalisation as a percentage 

of gross domestic product, which is our measure of stock market development. To test our 

basic hypothesis, we alternatively use polity and democ as measures of democracy. Models 

assigned number 1 use polity, whereas models with number 2 use democ. Also, we test for 

a curvilinear (U-shaped) association between democracy and stock markets, including in 

our models the squared values of these predictors. In the quadratic models, we centre the 

variables being squared, that is, we substract the mean of polity/democ from each 

observation and then square this new variable. This method is used in order to reduce the 

correlation between linear and the quadratic terms. 

Table 4.7 specifies all models used in this chapter. We call models “a” (e.g.: 1a, 2a) 

those that use the single value of the political predictor (polity, democ), and models “b” 

those that test for a curvilinear relationship. Letter “c” is assigned to those models that use 

the centered value of these predictors, as well as the square of the centered value. 

In addition, we are interested in testing the effects of different components of 

democracy on stock market development. In order to do so, we test a model using these 

components (exrec, exconst, polcomp) as our main predictors – instead of polity or democ. 

These component variables are used together in the same model, but not together with 

polity or democ (as the former are components of the latter). Control variables used are the 

same in all specifications. 

A question arises as to whether fixed-effects or random-effects models are more 

adequate in this case. If, on one hand, fixed-effects models are better for testing the within 

country variation, thus overcoming problems associated with country-specific omitted 
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variables (shown as a possible association between the error term and the dependent 

variable), then on the other hand, this does not allow us to include time-invariant 

characteristics, such as, for instance, legal origin, and neither is it adequate for accounting 

for slow changing variables over time, such as political institutions. Furthermore, we are 

also interested in cross-country variation, for which fixed effects is not adequate. However, 

in order to provide more reliability to our tests, in the robustness checks we report results of 

fixed-effects regressions using the same models. Results are generally consistent across 

methods. Robust standard errors are used in all specifications. 

Table 4.7 – Statistical models 

Models 

This table describes statistical models tested in this chapter 

Model Dependent Politics predictor Controls Methods 

1a 
Market capitalisation 

(% GDP) 
polity 

left_maj, french, scandinavian, socialist, 
germanic, log_gdp, log_gdp_pc, inflation, 

kaopen, trade, year dummies 

Random-effects 
GLS, Pooled OLS 

1b 
Market capitalisation 

(% GDP) 
polity^2, polity 

left_maj, french, scandinavian, socialist, 
germanic, log_gdp, log_gdp_pc, inflation, 

kaopen, trade, year dummies 

Random-effects 
GLS, Pooled OLS 

1c 
Market capitalisation 

(% GDP) 

Polity 
(centered)^2, 

polity (centered) 

left_maj, french, scandinavian, socialist, 
germanic, log_gdp, log_gdp_pc, inflation, 

kaopen, trade, year dummies 

Random-effects 
GLS, Pooled OLS 

2a 
Market capitalisation 

(% GDP) 
democ 

left_maj, french, scandinavian, socialist, 
germanic, log_gdp, log_gdp_pc, inflation, 

kaopen, trade, year dummies 

Random-effects 
GLS, Pooled OLS 

2b 
Market capitalisation 

(% GDP) 
democ^2, democ 

left_maj, french, scandinavian, socialist, 
germanic, log_gdp, log_gdp_pc, inflation, 

kaopen, trade, year dummies 

Random-effects 
GLS, Pooled OLS 

2c 
Market capitalisation 

(% GDP) 

Democ 
(centered)^2, 

democ 
(centered) 

left_maj, french, scandinavian, socialist, 
germanic, log_gdp, log_gdp_pc, inflation, 

kaopen, trade, year dummies 

Random-effects 
GLS, Pooled OLS 

3a 
Market capitalisation 

(% GDP) 
exrec, exconst, 

polcomp 

left_maj, french, scandinavian, socialist, 
germanic, log_gdp, log_gdp_pc, inflation, 

kaopen, trade, year dummies 

Random-effects 
GLS, Pooled OLS 

mktcap is the total market capitalisation as a proportion of gross domestic product; Polity is Marshall and Jagger (2004)'s measure of the competitiveness 
and openness of the political system, ranging from -10 (Autocracy) to +10 (Democracy); Democ is a component of Polity that accounts for characteristics of 
democratic systems, ranging from 0 to 10; Exrec is a concept variable that measures the competitiveness and openness of the chief of executive 
government's recruitment,ranging from 1 (executive selection through ascription) to 8 (competitive elections); Exconst is a concept variable that measures 
institutional constraints on the decision-making powers of the chief of government, ranging from 1 (unlimited executive authority) to 7 (executive parity or 
subordination); Polcomp measures the competitiveness and openness of political participation, ranging from 1 (repressed competition) to 10 
(institutionalised open participation); left_maj is the share of votes that government has in legislative houses whenever the head of government’s power 
(or majority of government composition) and the largest government party are left-wing, or 0 otherwise; French, Germanic, Socialist and Scandinavian are 
dummies for legal origins/traditions; Log_GDP is the natural logarithm of gross domestic product; Log_GDP_pc is the natural logarithm of gross domestic 
product per capita; inflation is the annual percentage change in the cost to the average consumer of acquiring a basket of goods and services; trade is the 
sum of exports and imports as a percentage of gross domestic product each year; kaopen is a measure of capital account openness developed by Chinn 
and Ito (2006). More detailed description of each variable can be found in Table 4.5. 
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It is relevant to provide a more in-depth explanation regarding quadratic regression 

models, so to facilitate the interpretation of our results. In quadratic regression models, the 

sign of the coefficient of the squared value dictates both the direction (convex/upwards for 

positive values and concave/downwards for negative values) and the steepness of the 

curvature, whilst the coefficient of the linear term is useful to identify the direction of the 

linear relation and the point in which the association changes direction. 

The effect of x (predictor) on y (dependent variable) has to be interpreted 

cautiously, using both the coefficients of x and x^2. The main simplified equation in 

models “b” and “c” is the following: 

 

                     
                   ,where      (2) 

 

  = stock market capitalisation (as % of GDP); 

   = polity or democ; 

   = control variables (political, legal and economic characteristics, and year dummies) 

    = cross-section, or country-specific error term 

    = combined time-series and cross-section error component. 

 

Thus, the ceteris paribus effect of democracy on stock markets is given by: 

 

                  
 (3) 

If we differentiate with respect to x we get: 

                (4) 
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So, the effect of democracy on stock markets in this quadratic model depends on the 

level of democracy (X). 

4.4 Results 

We start with descriptive statistics. Table 4.8 shows basic descriptive statistics for all 

variables. 

Table 4.8 – Summary statistics 

Summary Statistics 

This table shows basic descriptive statistics per variable 

Variable   Mean Std. Dev. Min Max Observations 

mktcap overall 41.52 41.82 0.02 291.28 N =    1344 

 
between 

 
32.27 0.71 167.51 n =      90 

 
within 

 
23.97 -46.30 227.57 T-bar = 14.9333 

       polity overall 6.81 5.30 -10.00 10.00 N =    1344 

 
between 

 
6.16 -10.00 10.00 n =      90 

 
within 

 
1.56 -4.76 14.81 T-bar = 14.9333 

       democ overall 7.75 3.18 0.00 10.00 N =    1329 

 
between 

 
3.43 0.00 10.00 n =      90 

 
within 

 
0.97 1.04 12.75 T-bar = 14.7667 

       exrec overall 7.22 1.74 1.00 8.00 N =    1329 

 
between 

 
2.10 1.00 8.00 n =      90 

 
within 

 
0.58 2.97 10.56 T-bar = 14.7667 

       exconst overall 6.04 1.66 1.00 7.00 N =    1329 

 
between 

 
1.85 1.00 7.00 n =      90 

 
within 

 
0.61 1.11 9.37 T-bar = 14.7667 

       polcomp overall 8.34 2.55 1.00 10.00 N =    1329 

 
between 

 
2.85 1.00 10.00 n =      90 

 
within 

 
0.77 2.52 11.34 T-bar = 14.7667 

       

left_maj overall 0.26 0.32 0.00 1.00 N =    1344 

 
between 

 
0.26 0.00 1.00 n =      90 

 
within 

 
0.22 -0.56 0.86 T-bar = 14.9333 

       french overall 0.37 0.48 0.00 1.00 N =    1344 

 
between 

 
0.48 0.00 1.00 n =      90 

 
within 

 
0.00 0.37 0.37 T-bar = 14.9333 

       Soviet overall 0.14 0.35 0.00 1.00 N =    1344 

 
between 

 
0.42 0.00 1.00 n =      90 

 
within 

 
0.00 0.14 0.14 T-bar = 14.9333 
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Variable   Mean Std. Dev. Min Max Observations 

germanic overall 0.05 0.22 0.00 1.00 N =    1344 

 
between 

 
0.18 0.00 1.00 n =      90 

 
within 

 
0.00 0.05 0.05 T-bar = 14.9333 

       scandinavian overall 0.07 0.26 0.00 1.00 N =    1344 

 
between 

 
0.21 0.00 1.00 n =      90 

 
within 

 
0.00 0.07 0.07 T-bar = 14.9333 

       

ln_gdp overall 25.24 2.02 19.57 30.37 N =    1344 

 
between 

 
2.03 19.68 29.89 n =      90 

 
within 

 
0.45 23.87 27.21 T-bar = 14.9333 

       ln_gdp_pc overall 8.68 1.49 5.03 11.50 N =    1344 

 
between 

 
1.44 5.60 10.69 n =      90 

 
within 

 
0.39 7.41 10.35 T-bar = 14.9333 

       Inflation overall 29.69 277.30 -3.09 7481.68 N =    1344 

 
between 

 
76.65 0.57 523.01 n =      90 

 
within 

 
261.45 -493.13 6988.35 T-bar = 14.9333 

       kaopen overall 0.83 1.57 -1.86 2.44 N =    1344 

 
between 

 
1.42 -1.60 2.44 n =      90 

 
within 

 
0.80 -2.96 3.25 T-bar = 14.9333 

       trade overall 74.28 35.52 13.26 203.83 N =    1344 

 
between 

 
36.40 21.15 198.29 n =      90 

 
within 

 
11.58 11.67 130.61 T-bar = 14.9333 

mktcap is the total market capitalisation as a proportion of gross domestic product; Polity is Marshall and Jagger (2004)'s measure of 
the competitiveness and openness of the political system, ranging from -10 (Autocracy) to +10 (Democracy); Democ is a component of 
Polity that accounts for characteristics of democratic systems, ranging from 0 to 10; Exrec is a concept variable that measures the 
competitiveness and openness of the chief of executive government's recruitment, ranging from 1 (executive selection through 
ascription) to 8 (competitive elections); Exconst is a concept variable that measures institutional constraints on the decision-making 
powers of the chief of government, ranging from 1 (unlimited executive authority) to 7 (executive parity or subordination); Polcomp 
measures the competitiveness and openness of political participation, ranging from 1 (repressed competition) to 10 (institutionalised 
open participation); left_maj is the share of votes that government has in legislative houses whenever the head of government’s power 
(or majority of government composition) and the largest government party are left-wing, or 0 otherwise; French, Germanic, Socialist 
and Scandinavian are dummies for legal origins/traditions; Log_GDP is the natural logarithm of gross domestic product; Log_GDP_pc is 
the natural logarithm of gross domestic product per capita; inflation is the annual percentage change in the cost to the average 
consumer of acquiring a basket of goods and services; trade is the sum of exports and imports as a percentage of gross domestic 
product each year; kaopen is a measure of capital account openness developed by Chinn and Ito (2006). More detailed description of 

each variable can be found in Table 4.5. 

 

 The mean market capitalisation is 41.52%, presenting relevant standard deviation 

within countries (23.97), and across countries (32.27), ranging between 0.02% (Bulgaria in 

1997) and 291.28% (South Africa in 2007). The majority of country-year observations present 

more democratic than autocratic characteristics, with a mean polity of 6.81, so we could say 

that the mean regime in our sample is democracy, according to Marshall and Cole’s (2014) 

classification criteria. Polity ranges between -10 (e.g.: Bhutan, Kwait, Qatar, Swaziland 
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between 1990 and 1992) and +10 (e.g.: Canada, Chile from 2006 onwards, Denmark, Finland, 

Germany, the United Kingdom and the United States among others). Accordingly, the other 

indicators of democracy (components of polity) also present relatively high values in their own 

scale, indicating that the mean regime in our country-year observations is fairly democratic 

(7.75), has elections, albeit restricted ones (mean exrec 7.22), is in a transitional category 

between having substantial limitations over executive power or presenting executive parity or 

subordination (mean exconst 6.04), and is in a coercive transition between restricted 

competition and institutionalised open electoral participation (mean polcomp 8.34). These 

mean characteristics should be examined carefully, as they don’t represent the majority of 

regimes, but rather a combination of some highly democratic models with few transitional 

regimes and some highly autocratic regimes. Also, it is important to observe that variables that 

measure these regime characteristics vary much more across countries, than within them, over 

time, which is expected, as regime changes are hard to consolidate.  

In order to provide a better view of the evolution of political regimes characteristics 

over time together with stock market development, table 4.9 shows some statistics of variables 

polity and mktcap in a comparison between 1994 and 2011 (matched sample), and between 

1988 and 2011 (full sample). The matched sample uses the same countries for both years being 

compared, which makes the comparison more reliable, while the full sample has a different set 

of countries depending on the year chosen. For the matched sample, the starting year 1994 was 

chosen instead of 1988, in order to increase the sample being compared (due to lack of data on 

mktcap for former socialist countries in 1988). In both comparisons, we can observe that polity 

and mktcap have increased significantly over the time period. In other words, the world became 

more democratic and stock markets became more developed, which could be a first indication 

that more democracy brings better stock market development. Indeed, the pearson correlation 

coefficient between these two variables is +0.238, significant at 1%. However, this is only 
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preliminary information, as it is not based on robust statistical analysis, and indeed we see in 

the results of our robust statistical analyses that there is more to it than just a simple direct 

positive correlation. 

Table 4.9 – Polity and Mktcap over time 

Polity and Mktcap over time 

  Matched Sample Full Sample 

Year 1994 2011 1988 2011 

N 40 40 35 52 
Mean polity 7.9 8.45 6.89 7.42 
Mean mktcap 36.57% 47.30% 28.64% 40.97% 

Full democracy (polity 10) 19 21 18 24 

 
47.5% 52.5% 51.4% 46.2% 

Democracy (polity 6 to 9) 16 16 10 21 

 
40.0% 40.0% 28.6% 40.4% 

Open Anocracy (polity 1 to 5) 3 2 2 3 

 
7.5% 5.0% 5.7% 5.8% 

Closed Anocracy (polity -5 to 0) 0 0 2 2 

 
0.0% 0.0% 5.7% 3.8% 

Autocracy (polity -10 to -6) 2 1 3 2 
  5.0% 2.5% 8.6% 3.8% 

 Among our control variables, left_maj has a mean of 0.26, varying significantly within 

and between countries. 37% of our country-year observations are of French civil law countries, 

14% of Socialist legal tradition, 5% Germanic, 7% Scandinavian and 37% English common 

law (there is no dummy for this category, as it is the baseline comparison). As expected, the 

natural logarithm of gross domestic product and gross domestic product per capita have a much 

higher cross country variation, than within country variation. Average year inflation in the 

period is 29.7%, ranging from -3.09% deflation (Ireland in 2009) to a hyperinflation of 7481.68 

(Peru in 1990). Average capital account openness is 0.83, ranging from -1.86 to 2.44, varying 

more across countries, than within them. Trade openness has an average of 74.28%, ranging 

from 13.26% (India in 1988) to 203.83% (Guyana in 2005), and in line with capital account 

openness, presents low within country standard deviation (11.58), and higher cross country 

deviation (36.40).  
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Table 4.10 presents coefficients of pearson correlations between our independent 

variables. As expected, the alternative measures of democracy and their components are highly 

and significantly correlated (polity, democ, exrec, exconst and polcomp), which is not a 

problem, as they are not to be used all together for the same models. Socialist legal tradition 

and control of government by the left (left_maj) both correlate negatively and significantly 

(small coefficients) with all measures of democracy. Capital account openness (kaopen) and 

trade have a small, but positive and significant correlation, but surprisingly while capital 

account openness (kaopen) correlates positively and significantly (moderate coefficients) with 

all measures of democracy, the correlation between trade and these measures is negative and 

significant (although small). Measures of democracy and capital account openness (kaopen) 

correlate positively and significantly with both gross domestic product and gross domestic 

product per capita (moderate coefficient). Ln_gdp_pc has a significant and medium-sized 

correlation with several predictors and controls such as ln_gdp, polity, democ and kaopen.  

Table 4.11 shows the results of random-effects generalised least squares and 

ordinary least squares with pooled data, having measures of democracy (polity and democ) 

as predictors (together with control variables), and stock market capitalisation as a 

proportion of gross domestic product (mktcap) as the dependent variable. In line with Yang 

(2011), Pinto et al. (2010) and Girma and Shortland (2008), and contrary to the indication 

of our descriptive data on the evolution of mktcap and polity in our sample (section 4.3.1, 

table 4.9), there is apparently no evidence of a positive effect of democratisation on stock 

markets. Indeed, the coefficients for polity and democ are negative, but not significant in 

random effects models. When pooled data is used, the coefficient for democ becomes 

positive and significant at 10%, which is still a weak evidence.  The contradiction in the 

sign of coefficients and the lack of meaningful and coherent significance, provide support 
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to a hypothesis of no association between these variables. However, we might also interpret 

this as being a sign that the association is not linear. In fact, in our literature review we have 

provided several theoretical and empirical reasons for believing that the association could 

be quadratic.  

Table 4.12 shows results of random-effects gls and ols with pooled data, testing a 

possible quadratic association between polity and stock markets. Model 1b uses normal 

values of polity^2 and polity, while Model 1c uses the centered value (“polity – mean 

polity”) of these variables to avoid near multicolinearity. Our political predictors of polity 

and democ both have a theoretical meaning for the value “0”. In the case of polity it means 

that the political system is exactly in the middle of a scale between a full autocracy and a 

full democracy. In the case of democ “0”, it means that the observed country’s political 

system does not present any characteristic of democratic regimes in that specific year. In 

any case, it would not be necessary to center the value in order to interpret the polynomial 

regression, but just reducing multicolinearity is a strong enough reason for us to test the 

alternative model with centered values for these predictors. 

Results in table 4.12 show a positive and significant coefficient (at 1%) for the 

squared value of polity, both in random-effects gls and ols with pooled data, whilst table 

4.13 shows the same for democ, providing consistent statistical evidence of a U-shaped 

association between these different measures of democracy and stock market capitalisation. 

 In order to identify the point at which the relationship between politics and markets 

change direction, it is necessary to assign the value “0” to Y, in equation 4. This is to say 

that the effect of X on Y equals 0 at that point, and changes direction from then onwards 

(given the curvilinear association indicated by the significant coefficient of X^2), in our 

case changing from a negative effect to become a positive effect (as the
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Table 4.10 – Correlation between independent variables 

Correlation matrix 

This table show pearson correlation coefficients between independent variables 

  polity democ exrec exconst polcomp french socialist germanic Scandin left_maj ln_gdp 
ln_gdp_ 
pc inflation kaopen trade 

polity 1 

              democ 0.975* 1 

             exrec 0.949* 0.902* 1 

            exconst 0.956* 0.954* 0.875* 1 

           polcomp 0.946* 0.936* 0.840* 0.864* 1 

          french 0.077* 0.065 0.0973* 0.0307 0.1237* 1 

         socialist -0.190* -0.187* -0.186* -0.129* -0.209* -0.316* 1 

        germanic 0.139* 0.164* 0.104* 0.135* 0.151* -0.178* -0.095* 1 

       scandinavia 0.167* 0.197* 0.125* 0.162* 0.182* -0.214* -0.114* -0.064 1 

      left_maj -0.154* -0.151* -0.141* -0.108* -0.138* -0.104* 0.167* -0.021 -0.010 1 

     ln_gdp 0.319* 0.358* 0.281* 0.307* 0.321* 0.067 -0.112* 0.302* 0.110* -0.026 1 

    ln_gdp_pc 0.469* 0.561* 0.325* 0.453* 0.545* 0.006 -0.144* 0.257* 0.334* -0.150* 0.605* 1 

   Inflation 0.007 -0.009 0.031 0.003 -0.021 0.099* -0.021 -0.023 -0.027 -0.010 -0.009 -0.072* 1 

  kaopen 0.422* 0.477* 0.316* 0.390* 0.465* 0.031 -0.168* 0.220* 0.218* -0.182* 0.349* 0.699* -0.139* 1 

 trade -0.116* -0.080* -0.170* -0.073* -0.086* -0.150* 0.265* -0.098* 0.007 -0.015 -0.426* 0.074* -0.113* 0.137* 1 

mktcap is the total market capitalisation as a proportion of gross domestic product; Polity is Marshall and Jagger (2004)'s measure of the competitiveness and openness of the political system, ranging 
from -10 (Autocracy) to +10 (Democracy); Democ is a component of Polity that accounts for characteristics of democratic systems, ranging from 0 to 10; Exrec is a concept variable that measures the 
competitiveness and openness of the chief of executive government's recruitment,ranging from 1 (executive selection through ascription) to 8 (competitive elections); Exconst is a concept variable 
that measures institutional constraints on the decision-making powers of the chief of government, ranging from 1 (unlimited executive authority) to 7 (executive parity or subordination); Polcomp 
measures the competitiveness and openness of political participation, ranging from 1 (repressed competition) to 10 (institutionalised open participation); left_maj is the share of votes that 
government has in legislative houses whenever the head of government’s power (or majority of government composition) and the largest government party are left-wing, or 0 otherwise; French, 
Germanic, Socialist and Scandinavian are dummies for legal origins/traditions; Log_GDP is the natural logarithm of gross domestic product; Log_GDP_pc is the natural logarithm of gross domestic 
product per capita; inflation is the annual percentage change in the cost to the average consumer of acquiring a basket of goods and services; trade is the sum of exports and imports as a percentage 
of gross domestic product each year; kaopen is a measure of capital account openness developed by Chinn and Ito (2006). A more detailed description of each variable can be found in Table 4.5. 
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Table 4.11 – Democracy and Stock markets - linear models 

Democracy and stock markets 

Random-effects GLS and Pooled OLS results having measures of democracy as predictors, and stock market 
capitalisation (% of GDP) as the dependent variable 

Predictor/Model 1a 1a 2a 2a 

Polity -0.146 0.18 

  
 

(0.428) (0.236) 

  Democ 

  
-0.016 0.676* 

   
(0.684) (0.411) 

left_maj 10.070* 11.691*** 9.352* 11.969*** 

 
(5.716) (2.978) (5.598) (3.043) 

French -15.737** -23.725*** -16.056 -23.467*** 

 
(6.846) (2.074) (6.912) (2.065) 

Germanic -37.976*** -46.753*** -38.589*** -46.480*** 

 
(15.275) (3.909) (15.346) (3.903) 

Scandinavian -5.698 -12.387*** -6.359 -12.072*** 

 
(13.454) (4.403) (13.527) (4.386) 

Soviet -33.963*** -38.463*** -33.984*** -38.181*** 

 
(6.455) (2.388) (6.395) (2.422) 

log_gdp 8.587*** 9.486*** 8.561 9.520*** 

 
(1.712) (0.622) (1.744) (0.628) 

log_gdp_pc 5.033* 6.602*** 4.990* 6.029*** 

 
(2.786) (1.130) (2.836) (1.185) 

inflation 0.001 -0.001 0.001 -0.001 

 
(0.001) 0.001 (0.001) (0.001) 

kaopen 1.609 -0.208 1.582 -0.208 

 
(1.541) (0.946) (1.539) (0.957) 

trade 0.134* 0.093*** 0.136** 0.098*** 

 
(0.0714) (0.028) (0.072) (0.028) 

Intercept -234.801*** -262.666*** -234.255*** -263.249*** 
  (40.104) (14.042) (41.140) (14.280) 

Year dummies YES YES YES YES 
Observations 1344 1344 1329 1329 

Countries 90 90 90 90 
R-sq (within) 0.387 n/a 0.388 n/a 

R-sq (between) 0.497 n/a 0.494 n/a 
R-sq (overall) 0.470 0.483 0.472 0.485 
Chi-sq/F-test 453.38*** 46.3*** 432.72*** 46.46*** 

Method Random-effects GLS  Pooled OLS Random-effects GLS  Pooled OLS 

***, **, * indicate significance at 1%, 5% and 10% levels respectively. 

mktcap is the total market capitalisation as a proportion of gross domestic product; Polity is Marshall and Jagger 
(2004)'s measure of the competitiveness and openness of the political system, ranging from -10 (Autocracy) to +10 
(Democracy); Democ is a component of Polity that accounts for characteristics of democratic systems, ranging from 0 to 
10; left_maj is the share of votes that government has in legislative houses whenever the head of government’s power 
(or majority of government composition) and the largest government party are left-wing, or 0 otherwise; French, 
Germanic, Socialist and Scandinavian are dummies for legal origins/traditions; Log_GDP is the natural logarithm of gross 
domestic product; Log_GDP_pc is the natural logarithm of gross domestic product per capita; inflation is the annual 
percentage change in the cost to the average consumer of acquiring a basket of goods and services; trade is the sum of 
exports and imports as a percentage of gross domestic product each year; kaopen is a measure of capital account 
openness developed by Chinn and Ito (2006). More detailed description of each variable can be found in Table 4.5. 
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Table 4.12 – Polity and stock markets – curvilinear relationship 

Democracy and stock markets 

Random-effects GLS and Pooled OLS results having measures of democracy as predictors and stock market 
capitalisation (% of GDP) as the dependent variable 

Predictor/Model 1b 1b 1c 1c 

Polity^2 0.202*** 0.173*** 0.202*** 0.173*** 

 
(0.073) (0.0405) (0.073) (0.041) 

Polity -0.735** -0.012 2.019* 2.235*** 

 
(0.359) (0.243) (0.994) (0.529) 

left_maj 10.243* 11.784*** 10.243* 11.784*** 

 
(5.630) (2.957) (5.629) (2.957) 

French -15.067** -22.925*** -15.067** -22.925*** 

 
(6.616) (2.079) (6.616) (2.079) 

Germanic -39.09*** -46.478*** -39.09*** -46.478*** 

 
(15.089) (3.907) (15.089) (3.907) 

Scandinavian -5.674 -11.759*** -5.674 -11.759*** 

 
(13.278) (4.376) (13.278) (4.376) 

Soviet -33.988*** -39.188*** -33.988*** -39.188*** 

 
(6.669) (2.451) (6.669) (2.451) 

log_gdp 9.068*** 9.490*** 9.068*** 9.490*** 

 
(1.726) (0.617) (1.726) (0.617) 

log_gdp_pc 3.248 4.622*** 3.248 4.622*** 

 
(2.926) (1.148) (2.926) (1.148) 

inflation 0.001 -0.001 0.001 -0.001 

 
(0.001) (0.001) (0.001) (0.001) 

kaopen 1.433 -0.393 1.433 -0.393 

 
(1.519) (0.944) (1.519) (0.944) 

trade 0.132* 0.0835*** 0.132* 0.0835*** 

 
(0.071) (0.028) (0.071) (0.028) 

Intercept -243.639*** -257.435*** -239.269*** -250.216*** 
  (39.519) (13.923) (38.959) (13.777) 

Year dummies YES YES YES YES 
Observations 1344 1344 1344 1344 

Countries 90 90 90 90 
R-sq (within) 0.394 n/a 0.394 n/a 

R-sq (between) 0.500 n/a 0.500 n/a 
R-sq (overall) 0.474 0.489 0.474 0.489 

Chi-sq 406.49*** 46.1*** 406.49*** 46.1*** 
Method Random-effects GLS  Pooled OLS Random-effects GLS  Pooled OLS 

***, **, * indicate significance at 1%, 5% and 10% levels respectively. 

mktcap is the total market capitalisation as a proportion of gross domestic product; Polity is Marshall and Jagger (2004)'s measure of 
the competitiveness and openness of the political system, ranging from -10 (Autocracy) to +10 (Democracy); Polity^2 is the squared 
value of polity; left_maj is the share of votes that government has in legislative houses whenever the head of government’s power (or 
majority of government composition) and the largest government party are left-wing, or 0 otherwise; French, Germanic, Socialist and 
Scandinavian are dummies for legal origins/traditions; Log_GDP is the natural logarithm of gross domestic product; Log_GDP_pc is the 
natural logarithm of gross domestic product per capita; inflation is the annual percentage change in the cost to the average consumer 
of acquiring a basket of goods and services; trade is the sum of exports and imports as a percentage of gross domestic product each 
year; kaopen is a measure of capital account openness developed by Chinn and Ito (2006). More detailed description of each variable 
can be found in Table 4.5. 

obs.: Model 1b uses normal values of polity^2 and polity, while Model 1c uses the centered value (“polity – mean polity”) of these 
variables to facilitate interpretation of the curvilinear association between these predictors and mktcap. 
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Table 4.13 – Democ and stock markets – curvilinear relationship 

Democracy and stock markets 

Random-effects GLS and Pooled OLS results having measures of democracy as predictors and stock market 
capitalisation (% of GDP) as the dependent variable 

Predictor/Model 2b 2b 2c 2c 

Democ^2 0.566*** 0.246** 0.566*** 0.246** 

 
(0.161) (0.104) (0.161) (0.104) 

Democ -5.665*** -1.708* 3.116*** 2.109*** 

 
(1.713) (1.065) (1.111) (0.747) 

left_maj 9.489* 11.249*** 9.489* 11.249*** 

 
(5.537) (3.030) (5.537) (3.030) 

French -14.963** -23.009*** -14.963** -23.009*** 

 
(6.791) (2.095) (6.791) (2.095) 

Germanic -40.699*** -46.513*** -40.699*** -46.513*** 

 
(15.176) (3.898) (15.176) (3.898) 

Scandinavian -8.07206 -12.068*** -8.072 -12.068*** 

 
(13.384) (4.380) (13.384) (4.379) 

Soviet -34.025*** -38.543*** -34.025*** -38.543*** 

 
(6.553) (2.424) (6.553) (2.424) 

log_gdp 8.676*** 9.402*** 8.676*** 9.402*** 

 
(1.712) (0.630) (1.712) (0.630) 

log_gdp_pc 3.667 5.075*** 3.667 5.075*** 

 
(2.925) (1.304) (2.925) (1.304) 

inflation 0.001 -0.000 0.001 -0.000 

 
(0.001) (0.001) (0.001) (0.001) 

kaopen 1.334 -0.227 1.334 -0.227 

 
(1.509) (0.954) (1.509) (0.954) 

trade 0.132* 0.090*** 0.132* 0.090*** 

 
(0.072) (0.028) (0.072) (0.028) 

Intercept -222.138*** -250.911*** -232.022*** -249.356*** 
  (39.555) (15.439) (39.524) (14.392) 

Year dummies YES YES YES YES 
Observations 1329 1329 1329 1329 

Countries 90 90 90 90 
R-sq (within) 0.396 n/a 0.396 n/a 

R-sq (between) 0.489 n/a 0.489 n/a 
R-sq (overall) 0.470 0.486 0.470 0.486 

Chi-sq 464.76*** 45.76*** 464.76*** 45.76*** 
Method Random-effects GLS  Pooled OLS Random-effects GLS  Pooled OLS 

***, **, * indicate significance at 1%, 5% and 10% levels respectively. 

mktcap is the total market capitalisation as a proportion of gross domestic product; Democ is a component of Polity that accounts for 
characteristics of democratic systems, ranging from 0 to 10; Democ^2 is the squared value of democ; left_maj is the share of votes that 
government has in legislative houses whenever the head of government’s power (or majority of government composition) and the 
largest government party are left-wing, or 0 otherwise; French, Germanic, Socialist and Scandinavian are dummies for legal 
origins/traditions; Log_GDP is the natural logarithm of gross domestic product; Log_GDP_pc is the natural logarithm of gross domestic 
product per capita; inflation is the annual percentage change in the cost to the average consumer of acquiring a basket of goods and 
services; trade is the sum of exports and imports as a percentage of gross domestic product each year; kaopen is a measure of capital 
account openness developed by Chinn and Ito (2006). More detailed description of each variable can be found in Table 4.5. 

obs.: Model 2b uses normal values of democ^2 and democ, while Model 2c uses the centered value (“democ -  mean democ”) of these 
variables to facilitate interpretation of the curvilinear association between these predictors and mktcap. 
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coefficient of X^2 is positive). By simplifying the equation and assigning “0” to Y, we get 

to the point in which the effect is 0, as given by the formula          ⁄  . Taking values 

from model 2b (using random effects), we surmise that the association between politics and 

market capitalisation becomes positive when polity is approximately above 1.82. If we 

apply the same formula to model 2c (using random effects), we get the same value (but in 

this case, we have to add the mean value of polity to the result to get 1.82, which is correct, 

as the variables have been centered to avoid near multicolinearity).  Applying the same 

technique to models 2b and 2c (using the results for the random effects methodin both 

cases), we find out that the value of democ in which the association becomes positive, is 

approximately 5.  

Thus, our results indicate that countries have to reach a certain threshold level of 

democratic characteristics in order for democratisation to cause a positive effect on their 

stock markets. It is interesting to observe that these values are almost in the centre of the 

scale, showing that, on average, countries have to be more democratic than autocratic 

(polity score above 1.81), and that they have to present a set of democratic characteristics 

(democ above 5) for this to start to cause a positive impact. Moreover, the U-shaped 

relationship indicates that an autocracy might well be preferable for stock markets, rather 

than a dysfunctional democracy.  

Another question we try to address is which characteristics of democratic regimes 

are more important. In order to do this, we test model 3, which uses three components of 

polity as the main predictors instead of polity or democ. These components represent the 

openness and competitiveness of political recruitment (exrec), constraints over the 

executive power (exconst) and the openness and competitiveness of political participation 

(polcomp). The results are presented in table 4.14. 
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Table 4.14 – Characteristics of democracy and stock markets 

Democracy and stock markets 

Random-effects GLS and Pooled OLS results having measures of democracy as predictors and stock market 
capitalisation (% of GDP) as the dependent variable 

Predictor/Model 3a 3a 

exrec -3.822*** -4.132*** 

 
(1.407) (1.062) 

exconst 0.217 5.849*** 

 
(1.623) (1.074) 

polcomp 2.491** -0.48383 

 
(1.107) (0.989) 

left_maj 8.983* 10.726*** 

 
(5.498) (3.029) 

French -16.680** -22.475*** 

 
(6.951) (2.039) 

Germanic -40.334*** -46.205*** 

 
(15.150) (3.842) 

Scandinavian -6.786 -11.358*** 

 
(13.522) (4.402) 

Soviet -33.706*** -39.241*** 

 
(6.296) (2.466) 

log_gdp 9.215*** 9.5178*** 

 
(1.740) (0.656) 

log_gdp_pc 3.881 5.61*** 

 
(2.810) (1.340) 

inflation 0.002 -0.001 

 
(0.001) (0.001) 

kaopen 1.611 0.018 

 
(1.530) (0.939) 

trade 0.140** 0.0783*** 

 
(0.072) (0.029) 

Intercept -235.083*** -255.38*** 
  (40.817) (15.270) 

Year dummies YES YES 
Observations 1329 1329 

Countries 90 90 
R-sq (within) 0.395 n/a 

R-sq (between) 0.511 n/a 
R-sq (overall) 0.470 0.493 

Chi-sq 430.6*** 30.249*** 
Method Random-effects GLS  Pooled OLS 

***, **, * indicate significance at 1%, 5% and 10% levels respectively. 
mktcap is the total market capitalisation as a proportion of gross domestic product; Exrec is a concept variable that measures the 
competitiveness and openness of the chief of executive government's recruitment,ranging from 1 (executive selection through 
ascription) to 8 (competitive elections); Exconst is a concept variable that measures institutional constraints on the decision-making 
powers of the chief of government, ranging from 1 (unlimited executive authority) to 7 (executive parity or subordination); Polcomp 
measures the competitiveness and openness of political participation, ranging from 1 (repressed competition) to 10 (institutionalised 
open participation); left_maj is the share of votes that government has in legislative houses whenever the head of government’s power 
(or majority of government composition) and the largest government party are left-wing, or 0 otherwise; French, Germanic, Socialist 
and Scandinavian are dummies for legal origins/traditions; Log_GDP is the natural logarithm of gross domestic product; Log_GDP_pc is 
the natural logarithm of gross domestic product per capita; inflation is the annual percentage change in the cost to the average 
consumer of acquiring a basket of goods and services; trade is the sum of exports and imports as a percentage of gross domestic 
product each year; kaopen is a measure of capital account openness developed by Chinn and Ito (2006). More detailed description of 
each variable can be found in Table 4.5. 
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Both in the OLS with pooled data and in random-effects models, the 

competitiveness of executive recruitment presents a negative and significant association 

with stock market capitalisation. This might be due to the instability and uncertainty 

generated by more competition, and also because in the case of more competitive elections, 

candidates might have to make more concessions to special interest groups in order to get 

elected. Executive constraints present a positive association with stock markets, but only 

when pooled data is used, as this relation disappears in a random effects model.  

Contrary to exrec, the openness and competitiveness of political participation 

(polcomp) presents a positive and significant effect on stock market capitalisation using 

random effects (although the association is not significant in pooled data), as these 

mechanisms of political participation might be useful to approximate entities with 

encompassing interest (McGuire & Olson, 1996) leading to reducing political capture by 

special interest groups, and also they can be more effective in limiting the powers of an 

executive than formal constraint and work as instruments that promote stability, given that 

different political views are accommodated and regularly represented in the political 

participation system.   

In summary, it seems that the competitiveness of political participation helps stock 

markets to consolidate and develop, whilst the competitiveness of executive recruitment 

does not.  

Among the control variables, it is particularly relevant to observe the behaviour of 

the legal origins dummies. In comparison with English common law tradition, all our 

models have shown that Germanic legal origin performs worse, followed by Socialist 

tradition and finally French legal origin. Scandinavian legal origins performs better than 

other civil law traditions and presents no significant negative or positive effect in 
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comparison to English common law This differs from LLSV’s (1997) findings that have 

placed French civil law with the worse financial markets indicators amongst all the legal 

traditions.  

 Also, the size of the economy (log_gdp) is positively associated with stock market 

capitalisation in all models, whereas the richness of countries (log_gdp_pc) has presented 

positive and significant coefficients only in pooled data models. In line with Rajan and 

Zingales (2003), trade openness presented positive and significant coefficients in all 

models, although capital account openness is not a significant predictor in any of our 

models. Control of government by the left generally shows a positive and significant 

association with stock market development, in accordance with Pinto et al. (2010), although 

this association is more complex than that, as we discussed in chapter II of this thesis, in 

which we argue that the association between leftist power and stock markets has been 

negative until 1991 (fall of the Soviet Union), and changed direction from then onwards. 

 

4.5 Robustness 

We test the robustness of our results in three different ways. Firstly, we use extreme 

values of democracy (10) and autocracy (10), and exclude some specific cases of autocratic 

governments, to test whether the predicted U-shaped relationship between democracy and 

stock markets holds. Secondly, we re-run models 1c, 2c and 3a using a fixed-effects 

method. Finally, we include other political variables to measure the characteristics of 

political systems, together with the level of democracy. Tables 4.15, 4.16 and 4.17 show 

results obtained according to these alternative models, showing that our results are robust to 

these specifications. 
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In our first robustness checks, we use two different political predictors (inspired by 

Girma and Shortland, 2008): democ10 and autoc10. The idea is to check whether extreme 

values of political openness and competitiveness (full autocracy and full democracy) are 

indeed associated with higher stock market development, considering the U-shaped nature 

of the relationship between the level of democracy and stock market capitalisation. Table 

4.15 shows that there is a significant and positive effect of democ10 and autoc10 in relation 

to other levels of democracy and autocracy. Also, it shows that the coefficient for autoc10 

is higher than for democ10, indicating that fully autocratic regimes in our sample enjoy a 

more favourable effect on stock markets than fully democratic regimes. Looking at our 

data, we identify these fully autocratic regimes as being Bhutan, Kuwait, Qatar and Saudi 

Arabia. Except for Bhutan, the others are all thriving economies made rich by oil exports. 

We exclude these countries from our sample and then re-run the random-effects model 

“1b”. Results in table 4.15 are similar to those previously found, reinforcing the U-shaped 

nature of the association between democracy and stock markets, even when excluding these 

specific observations. 

We also test models 1c, 2c and 3a, using fixed effects, instead of random effects. 

The use of fixed effects does not allow us to control for legal origin, but it has the 

advantage of being able to account for all country-specific characteristics and reduce the 

risk of bias caused by omitted variables associated with country characteristics. Results 

shown in table 4.16 also indicate a U-shaped relationship between our measures of 

democracy and stock market development. It should be noticed that when fixed effects are 

used, the turning point for the effect of democracy on stock markets becoming positive is 

slightly higher (polity 2.22, yet the turning point for democ remains 5).  This is also in line 

with the idea that a full autocracy is better for markets than a dysfunctional democracy.  
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Finally, we include other political explanations that describe the political system in 

each country. Parliamentary is a dummy variable which reflects the system of government. 

Its value is 0 for unelected executives, for presidents who are elected directly or by an 

electoral college specifically constituted for this purpose, and for systems where there is 

both a President and a Prime Minister, but the President can veto legislation and parliament 

needs a supermajority to override this veto, or the President can appoint and dismiss Prime 

Minister and dissolve parliament and call for new elections. The variable equals 1 for 

countries where the legislature elects the head of government are parliamentary (variable 

equals 2), except in cases where that assembly or group cannot impeach him/her easily 

(where 2/3 of votes are needed to do so, or where there is a need to dissolve parliament in 

order to force him/her, out), (Keefer, 2012). Proportional is a variable based on Pagano and 

Volpin (2005), which represents proportional, mixed or majoritarian electoral systems. This 

variable is constructed using a combination of three distinct binary indicators, as explained 

by Pinto et al. (2010), which are: 1) PR, which equals one, if at least some government 

officials are elected using PR; 2) Plurality, which equals one, if at least some officials are 

elected under majoritarian (non-proportional) rules; and 3) Housesys, equal to one, if the 

majority of parliament seats are allocated via a non-PR rule. Proportional (PR 

Pagano/Volpin) is then calculated as PR-Pluralty-Housesys+2, indicating the degree of 

proportional representation of the electoral system. Proportional equals: 3, if the system is 

purely PR; 2, if the majority of seats are assigned using PR; 1, if the minority of seats is 

assigned using PR; and 0, if the system is purely majoritarian (Pinto et al, 2010). Data on 

both variables comes from the World Bank’s Database of Political Institutions. As table 

4.17 shows, results remain consistent when these alternative political explanatory variables 

are included.   
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Table 4.15 – Robustness checks – full autocracy and full democracy 

Democracy and stock markets 

Random-effects GLS measures of democracy and autocracy as predictors and stock market capitalisation (% 
of GDP) as the dependent variable 

Predictor/Model 4 1b 

polity^2 

 
0.205*** 

  
(0.074) 

polity 

 
-0.665* 

  
(0.394) 

democ10 8.679** 

 
 

(4.388) 

 autoc10 25.333*** 

 
 

(6.744) 

 left_maj 10.152* 10.069* 

 
(5.662) (5.594) 

French -15.223** -17.172*** 

 
(6.670) (6.852) 

Germanic -39.813*** -38.510*** 

 
(14.900) (15.074) 

Scandinavian -6.387 -4.612 

 
(13.041) (13.276) 

Soviet -32.733*** -34.838*** 

 
(6.449) (6.744) 

log_gdp 9.159*** 9.199*** 

 
(1.868) (1.821) 

log_gdp_pc 3.055 2.042 

 
(2.620) (2.997) 

inflation 0.001 0.001 

 
(0.001) (0.001) 

kaopen 0.998 1.672 

 
(1.491) (1.516) 

trade 0.137** 0.131* 

 
(0.070) (0.072) 

Intercept -238.564*** -237.622*** 
  (43.693) (39.728) 

Year dummies YES YES 
Observations 1344 1331 

Countries 90 87 
R-sq (within) 0.393 0.404 

R-sq (between) 0.498 0.500 
R-sq (overall) 0.467 0.480 

Chi-sq 405.84*** 420.74*** 
Method Random-effects GLS  Random-effects GLS  

***, **, * indicate significance at 1%, 5% and 10% levels respectively. 
mktcap is the total market capitalisation as a proportion of gross domestic product; Polity is Marshall and Jagger (2004)'s measure of 
the competitiveness and openness of the political system, ranging from -10 (Autocracy) to +10 (Democracy); Polity^2 is the squared 
value of polity; Democ10 is a dummy variable that takes the value 1 whenever a country is a full democracy, and 0 otherwise; Autoc10 
is a dummy variable that takes the value 1 whenever a country is a full autocracy, and 0 otherwise; left_maj is the share of votes that 
government has in legislative houses whenever the head of government’s power (or majority of government composition) and the 
largest government party are left-wing, or 0 otherwise; Log_GDP is the natural logarithm of gross domestic product; Log_GDP_pc is the 
natural logarithm of gross domestic product per capita; inflation is the annual percentage change in the cost to the average consumer 
of acquiring a basket of goods and services; trade is the sum of exports and imports as a percentage of gross domestic product each 
year; kaopen is a measure of capital account openness developed by Chinn and Ito (2006). More detailed description of each variable 
can be found in Table 4.5. 
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   Table 4.16 – Robustness checks – fixes effects method 

Democracy and stock markets 

Fixed-effects OLS results having measures of democracy as predictors and stock market capitalisation (% of 
GDP) as the dependent variable 

Predictor/Model 1c 2c 3a 

Polity^2 0.234*** 

  
 

(0.091) 

  Polity 2.147** 

  
 

(1.116) 

  Democ^2 

 
0.650*** 

 
  

(0.187) 

 Democ 

 
3.519*** 

 
  

(1.213) 

 Exrec 

  
-3.290** 

   
(1.674) 

Exconst 

  
-0.209 

   
(1.835) 

Polcomp 

  
2.633** 

   
(1.193) 

left_maj 10.590* 9.859* 9.126 

 
(5.820) (5.721) (5.711) 

log_gdp 18.452 18.326 13.678 

 
(24.201) (23.714) (24.816) 

log_gdp_pc -6.331 -5.778 -1.228 

 
(24.079) (23.473) (24.306) 

inflation 0.001 0.002 0.002 

 
(0.001) (0.001) (0.001) 

kaopen 1.531 1.354 1.658 

 
(1.554) (1.547) (1.573) 

trade 0.158 0.161 0.161 

 
(0.010) (0.101) (0.101) 

Intercept -408.238 -409.517 -321.6 
  (408.409) (401.167) (419.317) 

Year dummies YES YES YES 
Observations 1344 1329 1329 

Countries 90 90 90 
R-sq (within) 0.395 0.397 0.395 

R-sq (between) 0.263 0.264 0.312 
R-sq (overall) 0.290 0.297 0.329 

F-test 9.45*** 10.92*** 10.2*** 
Method Fixed-effects OLS Fixed-effects OLS Fixed-effects OLS 

***, **, * indicate significance at 1%, 5% and 10% levels respectively. 
mktcap is the total market capitalisation as a proportion of gross domestic product; Polity is Marshall and Jagger (2004)'s measure of the competitiveness 
and openness of the political system, ranging from -10 (Autocracy) to +10 (Democracy); Polity^2 is the squared value of polity; Democ is a component of 
Polity that accounts for characteristics of democratic systems, ranging between 0 and 10; Democ^2 is the squared value of democ; Exrec is a concept 
variable that measures the competitiveness and openness of the chief of executive government's recruitment,ranging from 1 (executive selection through 
ascription) to 8 (competitive elections); Exconst is a concept variable that measures institutional constraints on the decision-making powers of the chief of 
government, ranging from 1 (unlimited executive authority) to 7 (executive parity or subordination); Polcomp measures the competitiveness and openness 
of political participation, ranging between 1 (repressed competition) and 10 (institutionalised open participation); left_maj is the share of votes that 
government has in legislative houses whenever the head of government’s power (or majority of government composition) and the largest government 
party are left-wing, or 0 otherwise; Log_GDP is the natural logarithm of gross domestic product; Log_GDP_pc is the natural logarithm of gross domestic 
product per capita; inflation is the annual percentage change in the cost to the average consumer of acquiring a basket of goods and services; trade is the 
sum of exports and imports as a percentage of gross domestic product each year; kaopen is a measure of capital account openness developed by Chinn 
and Ito (2006). More detailed description of each variable can be found in Table 4.5. 
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Table 4.17 – Robustness checks – other political predictors 

Democracy and stock markets 

Random-effects GLS results having measures of democracy as predictors and stock market capitalisation (% of GDP) as the 
dependent variable 

Predictor/Model 1c 2c 3a 

Polity^2 0.275*** 

  
 

(0.094) 

  Polity 2.349** 

  
 

(1.011) 

  Democ^2 

 
0.747*** 

 
  

(0.210) 

 Democ 

 
3.633*** 

 
  

(1.017) 

 Exrec 

  
-3.784** 

   
(1.646) 

Exconst 

  
1.596 

   
(1.383) 

Polcomp 

  
2.332** 

   
(1.117) 

Parliamentary 4.777* 4.606* 3.394 

 
(2.790) (2.859) (2.850) 

Proportional -0.661 -0.673 -0.815 

 
(2.327) (2.390) (2.464) 

Left_maj 9.174* 8.250 7.921 

 
(5.699) (5.598) (5.614) 

French -17.041** -17.552** -19.395** 

 
(8.115) (8.402) (8.621) 

Germanic -40.496*** -41.935*** -42.171*** 

 
(14.623) (14.842) (14.764) 

Scandinavian -3.989 -5.866 -5.000 

 
(13.393) (13.714) (13.896) 

Socialist -33.64*** -33.865*** -33.684*** 

 
(8.129) (8.236) (7.899) 

log_gdp 9.885*** 9.659*** 10.348*** 

 
(2.424) (2.339) (2.306) 

log_gdp_pc -0.353 -0.108 0.783 

 
(3.488) (3.337) (3.271) 

inflation 0.001 0.002 0.002 

 
(0.001) (0.001) (0.001) 

kaopen 1.299 1.069 1.508 

 
(1.469) (1.440) (1.480) 

trade 0.109 0.107 0.127 

 
(0.086) (0.0828) (0.085) 

Intercept -233.939*** -229.739*** -247.934*** 
  (47.312) (46.122) (48.828) 

Year dummies YES YES YES 
Observations 1226 1213 1213 

Countries 81 81 81 
R-sq (within) 0.416 0.418 0.414 

R-sq (between) 0.506 0.515 0.553 
R-sq (overall) 0.480 0.478 0.485 

Chi-sq 484.93*** 596.72*** 773.49*** 
Method Random-effects GLS Random-effects GLS Random-effects GLS 

***, **, * indicate significance at 1%, 5% and 10% levels respectively. 
mktcap is the total market capitalisation as a proportion of gross domestic product; Polity is Marshall and Jagger (2004)'s measure of the competitiveness and openness of the 
political system, ranging from -10 (Autocracy) to +10 (Democracy); Polity^2 is the squared value of polity; Democ is a component of Polity that accounts for characteristics of 
democratic systems, ranging from 0 to 10; Democ^2 is the squared value of democ; Exrec is a concept variable that measures the competitiveness and openness of the chief of 
executive government's recruitment,ranging from 1 (executive selection through ascription) to 8 (competitive elections); Exconst is a concept variable that measures institutional 
constraints on the decision-making powers of the chief of government, ranging from 1 (unlimited executive authority) to 7 (executive parity or subordination); Polcomp measures 
the competitiveness and openness of political participation, ranging between 1 (repressed competition) and 10 (institutionalised open participation); Proportional indicates 
proportional, mixed or majoritarian electoral systems, ranging from 0 (purely majoritarian) to 3 (pure proportional); Parliamentary takes the value of 2 for Parliamentary 
systems, 1 for an Assembly-elected President, and 0 for Presidential systems; left_maj is the share of votes that government has in legislative houses whenever the head of 
government’s power (or majority of government composition) and the largest government party are left-wing, or 0 otherwise; Log_GDP is the natural logarithm of gross domestic 
product; Log_GDP_pc is the natural logarithm of gross domestic product per capita; inflation is the annual percentage change in the cost to the average consumer of acquiring a 
basket of goods and services; trade is the sum of exports and imports as a percentage of gross domestic product each year; kaopen is a measure of capital account openness 
developed by Chinn and Ito (2006). More detailed description of each variable can be found in Table 4.5. 
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4.6 Discussion, limitations and future research 

 Contributing to the theoretical debate on the effect of politics on finance, in this 

chapter we provide evidence of a curvilinear U-shaped relationship between the 

competitiveness and openness of political systems (democracy) and the development of 

stock markets. Our contribution is important, given that results in the existent empirical 

literature are contradictory, and that none of them directly proposes a curvilinear 

relationship between these variables. Furthermore, we observe that while executive 

recruitment competitiveness presents a negative effect on stock markets, the impact of 

political participation competitiveness is positive. This finding is another key contribution, 

as these concepts have not been previously tested separately. 

In terms of policy implications, the results presented in this chapter are also 

relevant, as they indicate that countries that experience political openings, should accelerate 

the creation of appropriate democratic institutions as much as possible, in order to give the 

economy a chance to benefit from such changes, as a dysfunctional democracy performs 

worse than a stable autocracy. Also, it appears to be more beneficial for markets to 

guarantee a well-regulated and open system of political participation, than to maintain a 

more competitive system of government’s executive recruitment, mainly because the 

former is likely to assure stability in the long-term, and soft transitions of power, whilst the 

latter might cause short-term instability, especially in the case of democracies that are not 

fully consolidated. 

However, some issues have to be discussed with regards to our findings. Firstly, our 

test is for a direct relationship between a measure of democracy and a measure of stock 

market development, although we recognise that the main channel between these constructs 

is the institutional protection given to property and contract rights. A direct test of the effect 
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of democracy on a measure of legal protection given to minority shareholders has been 

performed in chapter III, which presents a negative and significant relationship. How can 

we reconcile these findings without threatening the reliability of any of them? Despite the 

use of different samples, both results are strongly significant, and even when we use 

matched samples, this contradiction still persists (unreported). The answer can be in the 

definition of “respect for property and contract rights”, and Clague et al. (1996) shed some 

light on this point. These authors have enumerated several ways in which governments can 

violate the property and contract rights of its citizens and subjects, such as: direct 

expropriation of assets, defaulting on public debt, debasing the currency, prohibiting any 

transactions other than those at officially established prices, and failing to provide a legal 

infrastructure that impartially enforces contracts and adjudicates disputes about property 

rights. Therefore, formal legal protection for minority shareholders (independent variable in 

chapter III) is only a small part of the overall protection for contract and property rights that 

investors expect from a government, and our finding of a U-shaped relationship between 

democracy and finance implicitly encompasses all the above mentioned forms of 

(dis)respect for property and contract rights, as all of them specifically affect the 

development of stock markets. 

 Furthermore, this is a quantitative study that uses a large sample of countries and 

years and thus provides a broad picture of a certain situation. It tends to provide general 

rules and useful simplifications that might not capture the complexity involved in the 

social, cultural and economic relations that occur within each society, thus missing some of 

the causes and explanations for the findings. For instance, we have observed in our research 

that executive recruitment competitiveness and political participation competitiveness have 

contradictory effects on stock markets, and we have speculated on some of the reasons for 
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this. However, no solid theoretical construction exists that supports these explanations, and 

further study needs to be carried out here. The stories of national case-studies are of utmost 

importance in order to shed light on causality issues, especially in the case of cross-country 

research. Along this line, future research could explore the cases of several countries that 

have presented significant changes in their polity score over the last 20 years, such as, for 

instance, Peru, Nigeria, Mexico, Ecuador, Bolivia and Belgium, amongst others. These are 

natural candidates for case-study research on the relationship between democracy and stock 

markets. 

 Finally, we provide some contribution to the legal origins hypothesis. In our sample, 

civil law countries generally performed worse than English common law in terms of stock 

market capitalisation. However, contrary to the original research of La Porta et al. (1997, 

1998), we find that German civil law presents the worst results, followed by Socialist law, 

and finally by French civil law. Scandinavian legal tradition did not present a significant 

difference in comparison to English common law. Empirical findings in the literature show 

that, at least during the post-wars period, the origin of the legal system has played an 

important role in shaping finance and governance across countries. However, further 

investigation is required to explain the reasons for the differences within civil law legal 

systems.  
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Appendix C 

DATA FROM CHAPTER IV 

Table C.1 – Mean values of political and legal variables per country 

Mean values - political and legal variables 

This table shows the mean values of political and legal variables per country 

country polity democ exrec exconst polcomp left_maj lg_orig 

Argentina 7.58 7.58 8.00 5.67 8.83 0.15 2.00 
Australia 10.00 10.00 8.00 7.00 10.00 0.30 1.00 
Austria 10.00 10.00 8.00 7.00 10.00 0.51 4.00 
Bahrain -7.00 0.00 1.00 2.00 3.00 0.00 1.00 
Bangladesh -2.00 2.00 4.67 3.00 4.33 0.28 1.00 
Belgium 9.58 9.58 8.00 7.00 9.38 0.00 2.00 
Bhutan -10.00 0.00 1.00 1.00 1.00 0.00 1.00 
Bolivia 8.33 8.33 8.00 6.83 8.00 0.20 2.00 
Botswana 7.71 7.71 7.00 6.71 9.00 0.00 1.00 
Brazil 8.00 8.00 8.00 6.00 9.00 0.20 2.00 
Bulgaria 8.43 8.43 8.00 7.00 7.86 0.00 3.00 
Canada 10.00 10.00 8.00 7.00 10.00 0.30 1.00 
Chile 8.82 8.82 7.55 7.00 9.27 0.21 2.00 
China -7.00 0.00 3.00 3.00 1.00 1.00 3.00 
Colombia 7.92 7.92 8.00 6.33 8.17 0.00 2.00 
Costa Rica 10.00 10.00 8.00 7.00 10.00 0.23 2.00 
Cote d'Ivoire 0.73 5.00 7.00 5.00 6.00 0.82 2.00 
Croatia 5.33 6.71 6.57 6.14 7.71 0.13 3.00 
Cyprus 10.00 10.00 8.00 7.00 10.00 0.07 1.00 
Czech Rep 9.82 9.82 8.00 7.00 9.73 0.33 3.00 
Denmark 10.00 10.00 8.00 7.00 10.00 0.16 5.00 
Dominican R. 8.00 8.00 8.00 6.00 9.00 0.00 2.00 
Ecuador 7.07 7.07 7.80 5.80 7.93 0.22 2.00 
El Salvador 7.19 7.19 8.00 5.19 9.00 0.06 2.00 
Estonia 7.40 8.00 7.60 7.00 7.20 0.00 3.00 
Fiji -2.50 1.00 4.50 2.67 3.50 0.00 1.00 
Finland 10.00 10.00 8.00 7.00 10.00 0.21 5.00 
France 9.00 9.00 8.00 6.00 10.00 0.22 2.00 
Georgia 5.40 5.40 7.20 5.00 7.40 0.00 3.00 
Germany 10.00 10.00 8.00 7.00 10.00 0.16 4.00 
Ghana 5.30 6.89 7.33 5.67 8.33 0.00 1.00 
Greece 10.00 10.00 8.00 7.00 10.00 0.36 2.00 
Guatemala 8.00 8.00 8.00 6.00 9.00 0.00 2.00 
Guyana 6.00 6.00 8.00 5.00 7.00 0.52 1.00 
Honduras 6.00 6.00 7.00 5.00 9.00 0.00 2.00 
Hungary 10.00 10.00 8.00 7.00 10.00 0.44 3.00 
India 8.71 8.71 8.00 7.00 8.42 0.36 1.00 
Ireland 10.00 10.00 8.00 7.00 10.00 0.00 1.00 
Israel 9.54 9.54 8.00 7.00 9.54 0.08 1.00 
Italy 10.00 10.00 8.00 7.00 10.00 0.05 2.00 
Jamaica 9.25 9.25 8.00 7.00 9.25 0.50 1.00 
Japan 10.00 10.00 8.00 7.00 10.00 0.00 4.00 
Jordan -5.33 1.00 2.00 2.67 5.00 0.00 2.00 
Kazakhstan -5.67 0.17 3.00 2.00 3.50 0.00 3.00 
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country polity democ exrec exconst polcomp left_maj lg_orig 

Kuwait -10.00 0.00 2.00 1.00 1.00 0.00 2.00 
Latvia 8.00 8.00 7.00 7.00 9.00 0.00 3.00 
Lithuania 10.00 10.00 8.00 7.00 10.00 0.38 3.00 
Macedonia 8.00 8.00 7.67 6.33 9.00 0.72 3.00 
Malawi 5.88 6.13 7.00 5.88 7.25 0.00 1.00 
Mauritius 10.00 10.00 8.00 7.00 10.00 0.80 2.00 
Mexico 5.25 5.75 6.50 5.17 8.17 0.30 2.00 
Moldova 7.00 7.00 7.00 7.00 7.00 0.56 3.00 
Namibia 6.00 6.00 7.00 5.00 9.00 0.74 1.00 
Nepal 2.88 4.82 5.35 4.82 6.47 0.40 1.00 
Netherlands 10.00 10.00 8.00 7.00 10.00 0.21 2.00 
New Zealand 10.00 10.00 8.00 7.00 10.00 0.25 1.00 
Nigeria -0.33 2.26 5.70 3.26 3.74 0.00 1.00 
Norway 10.00 10.00 8.00 7.00 10.00 0.29 5.00 
Pakistan 5.57 6.36 7.29 5.93 6.29 0.20 1.00 
Panama 8.75 8.75 8.00 6.00 9.75 0.00 2.00 
Paraguay 7.33 7.47 7.40 6.93 7.13 0.05 2.00 
Peru 5.55 6.48 7.62 5.38 7.38 0.12 2.00 
Philippines 8.00 8.00 8.00 6.00 9.00 0.00 2.00 
Poland 9.50 9.50 8.00 7.00 9.50 0.43 3.00 
Portugal 10.00 10.00 8.00 7.00 10.00 0.27 2.00 
Qatar -10.00 0.00 1.00 1.00 1.00 0.00 2.00 
Romania 8.13 8.13 8.00 6.13 9.00 0.22 3.00 
Russia 4.00 5.00 7.00 4.00 8.00 0.00 3.00 
Saudi Arabia -10.00 0.00 1.00 1.00 1.00 0.00 1.00 
Slovak Rep. 9.00 9.00 8.00 6.71 9.00 0.56 3.00 
Slovenia 10.00 10.00 8.00 7.00 10.00 0.43 3.00 
South Africa 8.08 8.64 8.00 7.00 7.82 0.54 1.00 
Spain 10.00 10.00 8.00 7.00 10.00 0.32 2.00 
Sri Lanka 5.12 6.12 8.00 5.12 6.00 0.27 1.00 
Swaziland -9.17 0.00 2.00 1.50 1.33 0.00 1.00 
Sweden 10.00 10.00 8.00 7.00 10.00 0.34 5.00 
Tanzania -1.00 2.00 7.00 3.00 3.00 0.87 1.00 
Thailand 6.33 6.92 7.25 5.75 8.17 0.00 1.00 
Trinidad Tob. 9.63 9.63 8.00 7.00 9.63 0.31 1.00 
Tunisia -3.83 0.78 3.00 2.61 5.35 0.87 2.00 
Turkey 7.80 8.47 7.93 6.93 7.53 0.13 2.00 
Ukraine 6.50 6.50 8.00 5.00 8.00 0.00 3.00 
Un. Ar. Em. -8.00 0.00 2.00 3.00 1.00 0.00 1.00 
Un.Kingdom 10.00 10.00 8.00 7.00 10.00 0.33 1.00 
United States 10.00 10.00 8.00 7.00 10.00 0.24 1.00 
Uruguay 10.00 10.00 8.00 7.00 10.00 0.21 2.00 
Uzbekistan -9.00 0.00 3.00 1.00 1.00 0.86 3.00 
Venezuela 8.67 8.67 8.00 6.00 9.67 0.10 2.00 
Vietnam -7.00 0.00 3.00 3.00 1.00 0.91 3.00 
Zambia 4.19 4.81 6.00 5.00 7.38 0.64 1.00 

Total 6.81 7.75 7.22 6.04 8.34 0.26 2.10 
Polity is Marshall and Jagger’s (2004) measure of the competitiveness and openness of the political system, ranging from -10 (Autocracy) to +10 (Democracy); Democ is a 
component of Polity that accounts for characteristics of democratic systems, ranging from 0 to 10; Exrec is a concept variable that measures the competitiveness and openness of 
the chief of executive government's recruitment,ranging from 1 (executive selection through ascription) to 8 (competitive elections); Exconst is a concept variable that measures 
institutional constraints on the decision-making powers of the chief of government, ranging from 1 (unlimited executive authority) to 7 (executive parity or subordination); Polcomp 
measures the competitiveness and openness of political participation, ranging from 1 (repressed competition) to 10 (institutionalised open participation); left_maj is the share of 
votes that government has in legislative houses whenever the head of government’s power (or majority of government composition) and the largest government party are left-wing, 
or 0 otherwise; Lg_orig  is defines as follows: 1 – English Common Law, 2 – French, 3 – Socialist, 4 – Germanic, 5 – Scandinavian. 
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Table C.2 – Mean values of economic variables per country 

Mean values - economic variables 

This table shows the mean values of economic variables per country 

country mktcap ln_gdp ln_gdp_pc Inflation kaopen trade 

Argentina 21.24 26.27 8.86 252.74 -0.01 24.37 
Australia 88.90 26.91 10.14 3.24 1.67 38.30 
Austria 19.92 26.19 10.29 2.14 2.16 87.32 
Bahrain 103.31 23.39 9.73 2.14 2.24 141.06 
Bangladesh 6.39 24.73 6.02 8.44 -1.40 38.15 
Belgium 55.50 26.39 10.24 2.17 2.11 142.01 
Bhutan 10.20 19.68 6.51 8.40 -1.17 81.90 
Bolivia 13.66 23.04 7.04 5.94 1.00 59.60 
Botswana 22.25 22.63 8.26 9.52 1.00 92.25 
Brazil 36.24 27.34 8.38 442.94 -0.91 21.15 
Bulgaria 7.43 23.65 7.76 157.89 0.01 115.53 
Canada 87.71 27.44 10.20 2.37 2.44 65.93 
Chile 95.17 25.20 8.65 7.14 0.21 63.51 
China 42.92 28.03 7.07 4.85 -1.24 47.99 
Colombia 10.83 24.88 7.47 20.09 -1.46 34.03 
Costa Rica 8.99 23.64 8.42 11.31 0.92 90.51 
Cote d'Ivoire 20.69 23.50 6.83 2.76 -1.17 86.18 
Croatia 25.73 24.30 8.99 3.38 0.54 85.91 
Cyprus 44.61 23.30 9.81 2.76 0.35 99.96 
Czech Republic 22.59 25.11 8.97 4.35 1.16 116.66 
Denmark 50.34 25.99 10.50 2.37 2.33 82.40 
Dominican Republ 0.71 23.70 7.77 8.30 -1.60 76.42 
Ecuador 6.46 24.18 7.83 28.84 0.59 52.33 
El Salvador 17.21 23.48 7.87 3.69 2.18 67.89 
Estonia 23.74 22.45 8.31 6.42 2.39 158.84 
Fiji 12.96 21.82 8.17 5.51 -1.17 119.42 
Finland 82.06 25.74 10.28 2.32 2.16 68.64 
France 61.10 28.13 10.21 1.97 1.96 49.51 
Georgia 3.15 22.03 6.74 4.95 1.38 71.12 
Germany 39.42 28.52 10.30 2.01 2.44 65.83 
Ghana 12.57 23.06 6.26 16.80 -1.31 79.19 
Greece 40.24 25.78 9.59 7.41 1.04 53.08 
Guatemala 0.91 23.59 7.43 8.97 1.21 42.12 
Guyana 17.20 20.48 6.94 5.86 2.44 198.29 
Honduras 6.65 22.07 6.54 24.71 -0.26 88.52 
Hungary 19.33 24.95 8.82 12.52 0.78 124.17 
India 44.39 27.05 6.30 7.84 -1.17 29.61 
Ireland 54.10 25.69 10.47 2.43 2.42 160.62 
Israel 56.26 25.41 9.79 7.29 0.70 74.61 
Italy 30.85 27.95 10.09 3.33 1.96 47.39 
Jamaica 56.88 22.75 8.00 20.22 0.95 97.24 
Japan 81.29 29.07 10.41 0.57 2.38 21.76 
Jordan 67.83 22.91 7.76 12.45 0.03 118.61 
Kazakhstan 23.70 24.84 8.29 8.97 -1.17 90.27 
Kuwait 48.94 23.83 9.31 2.41 2.44 92.14 
Latvia 8.13 23.25 8.61 5.99 2.30 99.85 
Lithuania 13.70 22.95 7.85 16.75 2.31 111.15 
Macedonia, FYR 7.18 22.31 7.77 1.27 -0.35 99.06 



 

203 
 

country mktcap ln_gdp ln_gdp_pc Inflation kaopen trade 

Malawi 19.45 22.03 5.60 10.32 -1.60 70.68 
Mauritius 22.26 21.90 7.99 8.67 -0.64 125.29 
Mexico 25.96 27.07 8.63 16.56 0.69 48.03 
Moldova 3.21 21.18 6.07 20.58 -0.97 125.33 
Namibia 8.64 22.44 7.97 7.57 -1.21 94.74 
Nepal 15.43 22.68 5.69 6.86 -1.11 50.48 
Netherlands 89.22 26.85 10.28 2.12 2.44 123.60 
New Zealand 40.30 25.00 9.84 2.77 2.44 58.95 
Nigeria 12.93 24.78 6.16 22.83 -1.05 59.72 
Norway 40.17 26.01 10.69 2.51 1.69 71.51 
Pakistan 14.88 24.94 6.25 9.81 -1.17 35.04 
Panama 17.01 23.04 8.14 0.86 2.44 155.64 
Paraguay 2.75 22.97 7.47 10.19 0.70 101.54 
Peru 32.74 24.81 7.75 523.01 1.66 38.42 
Philippines 57.83 25.35 7.14 5.70 -0.02 87.56 
Poland 21.46 26.11 8.64 6.78 -0.55 64.63 
Portugal 30.70 25.61 9.47 4.66 1.80 65.10 
Qatar 88.92 23.81 10.40 5.04 2.44 90.59 
Romania 6.20 24.53 7.62 48.66 -0.48 69.79 
Russian Federati 59.38 28.05 9.28 8.98 0.41 50.26 
Saudi Arabia 39.00 25.62 8.95 1.66 2.44 72.98 
Slovak Republic 5.95 24.71 9.21 3.89 0.18 145.64 
Slovenia 20.77 24.16 9.65 5.31 1.16 117.88 
South Africa 167.51 25.86 8.29 8.21 -1.21 52.09 
Spain 60.72 27.35 9.81 3.71 1.74 50.18 
Sri Lanka 13.52 23.25 6.54 10.82 0.02 75.93 
Swaziland 10.67 21.23 7.40 8.36 -0.82 154.20 
Sweden 87.97 26.41 10.41 2.67 2.05 78.13 
Tanzania 4.51 23.32 5.90 7.31 -1.17 49.13 
Thailand 52.48 25.54 7.64 4.42 -0.20 93.47 
Trinidad and Tob 49.82 22.92 8.86 6.62 1.57 95.08 
Tunisia 11.85 23.81 7.77 4.34 -0.99 90.04 
Turkey 17.17 25.88 8.00 70.90 -0.68 40.65 
Ukraine 4.86 24.38 6.66 15.02 -1.28 101.20 
United Arab Emir 31.11 25.68 10.56 4.89 2.44 106.81 
United Kingdom 124.64 28.07 10.17 2.88 2.44 54.95 
United States 105.55 29.89 10.45 2.89 2.44 23.47 
Uruguay 0.73 23.82 8.81 16.94 1.99 48.30 
Uzbekistan 0.72 23.26 6.24 31.45 -1.34 57.27 
Venezuela, RB 12.14 24.68 7.87 43.06 -0.52 54.94 
Vietnam 11.26 25.08 6.83 10.32 -0.70 140.75 
Zambia 12.14 22.48 6.28 20.63 1.92 71.58 

Total 41.52 25.24 8.68 29.69 0.83 74.28 

mktcap is the total market capitalisation as a proportion of gross domestic product; Log_GDP is the natural 
logarithm of gross domestic product; Log_GDP_pc is the natural logarithm of gross domestic product per 
capita; inflation is the annual percentage change in the cost to the average consumer of acquiring a basket 
of goods and services; trade is the sum of exports and imports as a percentage of gross domestic product 
each year; kaopen is a measure of capital account openness developed by Chinn and Ito (2006). 
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Table C.3 – Country-year observations 

Country-year observations 

This table shows the country-observations used in our sample 

country Starting year Final year country Starting year Final year 

Argentina 1988 2011 Malawi 2003 2011 
Australia 1988 2011 Mauritius 1990 1995 
Austria 1988 2011 Mexico 1988 2011 
Bahrain 2003 2006 Moldova 1996 1999 
Bangladesh 1991 2008 Namibia 1994 2011 
Belgium 1988 2011 Nepal 1994 2011 
Bhutan 1996 1998 Netherlands 1988 2011 
Bolivia 1994 2011 New Zealand 1988 2011 
Botswana 1991 2011 Nigeria 1988 2011 
Brazil 1988 2011 Norway 1988 2011 
Bulgaria 1997 2011 Pakistan 1988 2011 
Canada 1988 2011 Panama 1992 2004 
Chile 1990 2011 Paraguay 1993 2011 
China 1991 2011 Peru 1989 2011 
Colombia 1988 2002 Philippines 1993 2011 
Costa Rica 1992 2011 Poland 1996 2007 
Cote d'Ivoire 2000 2010 Portugal 1988 2011 
Croatia 1996 2011 Qatar 1997 2006 
Cyprus 1994 2010 Romania 1997 2004 
Czech Republic 1996 2006 Russian Federati 2009 2011 
Denmark 1988 2011 Saudi Arabia 1991 1993 
Dominican Republ 1997 1997 Slovak Republic 1996 2010 
Ecuador 1992 2011 Slovenia 1996 2011 
El Salvador 1996 2011 South Africa 1988 2011 
Estonia 1997 2001 Spain 1988 2011 
Fiji 2001 2011 Sri Lanka 1988 2004 
Finland 1988 2011 Swaziland 1990 2007 
France 1988 2011 Sweden 1988 2011 
Georgia 2000 2004 Tanzania 1998 2011 
Germany 1990 2011 Thailand 1989 2007 
Ghana 1991 2008 Trinidad and Tob 1988 2011 
Greece 1988 2011 Tunisia 1988 2010 
Guatemala 1996 1998 Turkey 1988 2002 
Guyana 2003 2005 Ukraine 1997 2002 
Honduras 1991 1998 United Arab Emir 2001 2006 
Hungary 1991 2011 United Kingdom 1988 2011 
India 1988 2011 United States 1988 2011 
Ireland 1995 2011 Uruguay 1993 2011 
Israel 1988 2011 Uzbekistan 1996 2004 
Italy 1988 2011 Venezuela, RB 1988 1993 
Jamaica 1988 2011 Vietnam 2003 2011 
Japan 1988 2009 Zambia 1995 2011 
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CHAPTER V - CONCLUSION 

 

This thesis analyses the paradox that some countries do not take the steps needed for 

developing their financial systems, providing finance spurs growth, together with the 

intriguing question about the existence of diversity in corporate governance structures 

across countries, and over time. The first chapter presented an in-depth review of the 

literature on this topic, which shows that three main theoretical traditions have been 

developed to explain this phenomenon: legal origins, culture and politics. Although both 

legal origins and culture have provided relevant results and contribute towards a complete 

explanation, they are time-invariant characteristics which are inadequate for explaining the 

variation in finance and governance over time, and they are unable to explain why some 

countries with identical legal systems and very similar cultural values, demonstrate 

significant differences in their financial development and governance structure, examples 

being Finland and Sweden, or Belgium and the Netherlands. 

 The ‘politics school’ presents a compelling argument - that finance is a political 

choice. Political institutions and interest groups with differing political preferences both 

dictate how these preferences are aggregated and how policies shape financial and 

corporate governance structures. As political preferences  and institutions can vary across 

countries and also over time – even amongst those with the same legal origin and close 

cultural values –, these two factors are better suited for providing a more complete 

explanation for our starting paradox. Thus, the central question we have explored here is 

how political preferences and institutions contribute to explaining the variation in finance 

and governance between countries, and over time. 
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In the second chapter, we try to address the contradictory findings of previous 

research regarding the association between left-wing politics and stock market 

development. While Roe (2003) argues for a negative association and Pinto et al. (2010) 

provide some evidence of a positive association, we propose an original hypothesis, which 

is that left-wing political power had a negative impact on stock markets up until the fall of 

the communist bloc (1991) and had a positive effect from then onwards. We argue that 

before the fall of communism, the agenda of the left used to focus on the direct protection 

of labour through legislation and public policies, and that it had an anti-capitalist view, 

whilst in the post-communist era, parties of the left have embraced minority shareholder 

protection and capital competition as ways of indirectly protecting labour. In a sample of 42 

countries during the period between 1988 and 2011, we find empirical evidence that 

supports this idea. Also, contrary to previous findings, we show that the left vs. right 

conflict is relevant in emerging economies, which are less developed institutionally and 

provide more scope for political leanings to overcome institutions, but this is not 

statistically significant in developed countries.   

The third chapter concentrates on the role of political institutions, having 

consensualism – to what degree political power is constrained institutionally and requires 

negotiation/consensus for policy implementation - as the central political dimension. We 

develop two new indexes for the measure of political consensualism, and as dependent 

variables, we use the shareholder protection and creditor protection indexes over time that 

were developed by Armour et al. (2009) and Siems et al. (2009). Also, we propose a 

theoretical rationale that considers a political bargain between large capitalists, small 

capitalists and workers, arguing that small capitalists are the most dispersed and weaker of 

these groups, and that they are less favoured in consensual models, adding to the previous 
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rationales of Pagano and Volpin (2005), and Gourevitch and Shinn (2005). Accordingly, 

our empirical evidence in a sample of 25 countries between 1995 and 2005 shows that more 

consensual systems are negatively associated with minority shareholder protection and are 

positively associated with creditor protection. In a cross-sectional sample of 43 countries, 

we find political consensualism to be positively associated with ownership concentration. 

The fourth and last empirical chapter questions the association between democracy 

(how competitive and open a political regime is) and stock market development. Taking 

into consideration previous contradictory empirical findings and the theoretical rationales 

of Olson (1993), McGuire and Olson (1996) and Acemoglu (2008), we argue that the 

association between democracy and stock market development follows a U-shaped 

relationship, and find empirical support for this. Also, we find some evidence that executive 

recruitment openness and competitiveness has a negative impact on stock markets, whereas 

political participation has a positive effect. Our empirical evidence uses a sample of 90 

countries over the 1988-2011 period. In this chapter we also observe – incidentally – that 

countries with German legal tradition perform worst of all in terms of stock markets, 

followed by Socialist and French legal origins respectively. Scandinavian legal origin 

performs better than other civil law traditions and presents no significant negative effect on 

stock markets in comparison with English common law. These findings are different from 

those of La Porta, López-de-Silanes, Shleifer and Vishny (1997).  

Overall, we have explored different dimensions of the political explanation for 

cross-country and over time variation in finance and governance. We have provided 

innovative solutions to some apparently paradoxical previous findings in chapters II and 

IV, and have reinforced and extended the existent literature through the use of new 

variables and theory in chapter III. Each chapter provides important contributions to the 
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political explanation for finance and governance variation, and raises new questions for 

further research which are suggested throughout the thesis in our “discussion, limitations 

and future research” sections. We are far from fully understanding how politics helps to 

shape finance, and research in this field will continue to grow over the following years, 

helping us to understand this phenomenon and generating relevant policy implications for 

those countries that intend to improve their financial and economic development. 
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