l » ’i I:) BAR - Brazilian Administration Review
| B, | E-ISSN: 1807-7692

Brazilian
i e bar@énpad.org.-br ’
Raview Associacdo Nacional de P4s-Graduacéo e
Pesquisa em Administracdo
Brasil

Borges Forti, Cristiano Augusto; Yen-Tsang, Chen; Maciel Peixoto, Fernanda
Stock Market Development: an Analysis from a Multilevel and Multi-country Perspective
BAR - Brazilian Administration Review, vol. 8, nim. 4, octubre-diciembre, 2011, pp. 351-375
Associagédo Nacional de Pds-Graduacao e Pesquisa em Administracdo
Curritiva, Brasil

Available in: http://www.redalyc.org/articulo.oa?id=84119900001

How to cite [ f &\ /"
Complete issue Scientific Information System
More information about this article Network of Scientific Journals from Latin America, the Caribbean, Spain and Portugal

Journal's homepage in redalyc.org Non-profit academic project, developed under the open access initiative


http://www.redalyc.org/revista.oa?id=841
http://www.redalyc.org/articulo.oa?id=84119900001
http://www.redalyc.org/comocitar.oa?id=84119900001
http://www.redalyc.org/fasciculo.oa?id=841&numero=19900
http://www.redalyc.org/articulo.oa?id=84119900001
http://www.redalyc.org/revista.oa?id=841
http://www.redalyc.org

Available online at

BAFR

AN%@ http://www.anpad.org.br/bar [ ]
| BAR, Curitiba, v. 8, n. 4, art. 1, Admi I'?.zazitl_ian
! pp. 351-375, Oct./Dec. 2011 ministration
Review

(@) ev-rc |

Stock Market Development: an Analysis from a Multikevel and
Multi-country Perspective

Cristiano Augusto Borges Forti *
E-mail address: forti@fagen.ufu.br
Universidade Federal de Uberlandia — FAGEN/UFU landdacéo Getulio Vargas — EAESP/FGV
Uberlandia, MG, Brazil.

Chen Yen-Tsang
E-mail address: yentsang@gvmail.br
Fundacéo Getulio Vargas — EAESP/FGV
Sao Paulo, SP, Brazil.

Fernanda Maciel Peixoto

E-mail address: fmacielpeixoto@gmail.com

Universidade Federal de Uberlandia — UFU and Usidaede Federal de Minas Gerais — UFMG
Belo Horizonte, MG, Brazil.

* Endereco: Cristiano Augusto Borges Forti
Rua Francisco Vicente Ferreira, 136, Uberlandia, 8&108-102, Brazil.

Copyright © 2011 Brazilian Administration Reviewll Aights reserved, including rights for
translation. Parts of this work may be quoted withprior knowledge on the condition that
the source is identified.



C. A. B. Forti, C. Yen-Tsang, F. M. Peixoto 352

Abstract

Stock markets have been rapidly developed arouedmbrid during the last 20 years. Accordingly, thés
sincere academic interest in understanding themétants of this phenomenon. Most studies advoitatethe
development of a stock market is influenced byva ifedividual country variables such as the origfrite legal
system, enforcement of law, accounting patter@sisparency, corporate ownership structure, andethet of
creditor and minority investor protection. This papextends previous empirical literature concernihg
determinants of stock market development. We fauilhique sample of 50 countries, ranging from theisk
emerging to developed economies. From a set ob&npal variables, 12 factors were employed usmifiple
regression. The research breaks new ground by dsffiegent constructs taken from financial liten&usuch as
the Human Development Index (HDI, 2010), Manage3ills of Entrepreneurs and Democracy of the Cgunt
Results showed that more factors may influencedtheelopment of stock markets, such as the adajyabil
firms and the openness of a country, helping atieéed multicollinearity effects that may have affetearlier
studies.

Key words: stock markets; economic development; factor aisly



Stock Market Development: an Analysis 353

Introduction

Stock markets around the world have been develmpgaiously during the past 20 years.
Several benefits can be attributed to the developnoé the stock markets, such as economic
development and allocation of resources for pradeaipportunities (Camargos & Barbosa, 2006). In
general, there is a strong correlation between @oan development and stock market activity,
because stock markets allow people, firms andtutisihs to invest their savings in productive
activities. According to the World Bank (2010), eeal contributions can be associated with
developed stock markets:

Investment in stocks is a form of long-term sawimat is invested directly in production activity.

Developed markets reward investors by returns maation and the efficient use of resources,
which are the seeds to begin a cycle of developrmahicompetitiveness.

Developed markets with liquidity, volume and regigla stimulate businesses at a firm-level.

Shareholder activity reflects the expectationshef main market players, as well as their opinions
about both domestic and international states afi@wic affairs.

Finally, an efficient stock market has a fundamerdke in attracting, maximizing, consolidating
and retaining external capital.

According to the World Bank (2010) and InternatioNonetary Fund (2010), the Brazilian
stock market had an increase in its capitalizafiom 28% of the GDP in 1996 to 67% in 2006.
Despite this growth, the Brazilian market is spHoportionately small when compared to other
countries such as Chile (120%), Australia (140%%.4. (148%) or Hong Kong (904%).

Another interesting aspect of the Brazilian stocicket is the significant increase in the number
of investors willing to transfer part of their sags from fixed income to stocks and mutual funds.
According to Info Money (2010), the number of indival investors in the Brazilian stock market
increased from 85,249 in 2002 to 558,853 in Felyr@2éx 0, representing a555% growth during that
period.

Many countries have tried to stimulate the develepimand investment level of their stock
markets as a mean to achieve economic growth atidl seelfare. Some authors have studied this
connection through issues involving corporate go&ece, pointing out the advantages that firms and
markets gained from the adoption of such practidesording to Rogers, Ribeiro and Souza (2005),
the development of the stock market depends ogdbd practices of corporate governance, because
the adoption of an efficient system of corporatgegnance increases liquidity, negotiation volume
and share valuation, consequently reducing thesaxpaof the firms to macroeconomic factors.

Still in the lines of Corporate Governance, we baghlight some studies that tried to identify
the characteristics of countries with well-develdmtock marketsShleifer and Vishny, 1997; La
Porta, Lopes-de-Silanes, Shleifer and Vishiny, 2@tk and Zingales, 2004. They studied a wide
range of factors that could affect corporate goapce, from firm and country characteristics to
political and legal structure.

Taking these studies into consideration, the objedf the present paper is to evaluate, under a
broader approach, the determinants of the developofestock markets around the world. Instead of
evaluating the benefits of having a developed stnakket based upon a set of country characteristics
(as in Dyck & Zingales, 2004) or the benefits ofastor protection and corporate governance (La
Porta, Lopes-de-Silanes, Shleifer, & Vishi@p00), this paper analyzes a new set of releatois
for stock market growth, which have not yet beerlyed in financial literature. The main
distinctions from the existing literature are tmelusion of the Human Development Index (HDI,
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countries. The improvement upon existing literatisreot limited to selection of the variables, but
also extends to how these variables have beeredreatd argued. We believe that there could be
factors that simultaneously influence several efvhriables analyzed in the previous literaturéhif
assumption is true, previous analysis could hawentaone under a multicollinearity effect, which
could invalidate previously proposed models.

In this paper, we initially employed variable retioe through factor analysis. In addition, we
ran multiple regression techniques using the presljoobtained factors instead of each individual
original variable.

The paper is organized as follows. Firstly, we enéshe existing literature. Secondly, we
describe the methodology and data employed inr#ggarch. Then, the empirical test results are
presented. After that, we discuss the resultsetabts and finally we have the conclusion of theep.

Theory

Recent studies concerning the development of stwkets (Dyck & Zingales, 2004; La Porta
et al, 2000; Shleifer & Vishny, 1997) cover a broad margf aspects, namely: (a) origin of legal
system and enforcement levels; (b) level of prataector minority shareholders and creditors; (c)
ownership structure and corporate control; (d)gpanency and accounting standards; and (e) volume
of IPOs (Initial Public Offerings) and incentivex iPOs.

At the same time, Zingales (1995), Pagano, PaaetaZingales (1998), and Brau and Fawcett
(2006) pointed out other factors that affect theelef stock market development. These include: (a)
concentration of corporate ownership, private bigmedf control and expropriation of minority
shareholders, (b) resistance of firms to an IPQ,iformational asymmetries and errors in share
pricing, (d) conflicts and agency costs, and (dauorable economic conditions. All these factors ar
interrelated and characterize the legal and ingital environment of each country under analysis.
This paper aims to disentangle these relationshlyaing key aspects separately, while showing thei
interrelations.

Investor protection, legal origin and enforcement

Several elements of a country’s financial systeohsas breadth and depth of their stock market,
the pace of new bond issues, the patterns of cai@oownership structures and efficiency of
investment allocation appear to be explained, quoedly and empirically, by how well (or at what
level) the rule of law protects outside investdua Portaet al,, 2000).

La Portaet al. (2000) argue that shareholder and creditors’ lggatection is central to
understanding the models of corporate financeffergint countries.

Thus, changes in the legal system and its enfonaeare central to understand why some firms
raise more funds than others across countries.dri Bt al. (2000) stated that when investor rights
(i.e., voting rights) and creditor rights.€., reorganization and liquidation rights) are waibtected
and enforced by legislation and courts, they areenalling to finance firms. In such a situation,
insiders are required to reduce expropriationnif exists, and, as a consequence, the privateitenef
of control are diminished.

Following this line of studies, La Porta, Lopez-$idanes, Shleifer and Vishny (1998) discussed
a set of legal rules that protect shareholderscaeditors in 49 countries worldwide. They created a
index of anti-director rights to measure the rights of shareholders and a doorthe rights of
creditors for each country analyzed, accordindnéirtiegal origin.
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David and Brierly (1985) discussed that the legatems of most countries derive from a few
legal families, primarily common law (English) ari¢ law (French or German). They proposed that
the legal origin determines the degree to whiclsidaets are protected and show that common law
countries have stronger outsider investor protadii@n French civil law countries. In addition, yhe
report that in countries with French civil law, Bygrotection is weaker than in countries with Germa
civil law or Scandinavian countries.

As shown in La Portat al. (2000), the strong investor protection is assedatith effective
corporate governance, reflected in broader and imigidy valued financial markets, dispersed share
ownership and efficient allocation of resources mgndirms. They cited several attempts at
governance reform in countries like Germany, théAl#dd Poland. Despite the hurdles involved in
this process, they argued that the reform of iroregtotection is politically feasible and can bring
significant economic benefits.

Corporate ownership structure and control

Shleifer and Vishny (1997) argued that the structafrownership and control and the level of
legal protection for investors vary greatly betweenntries. The United States, Germany, Britain and
Japan are examples of countries where the govesrsystems are effective, the ownership structures
are dispersed and levels of minority shareholdetegtion are high. On the other hand, countries tha
fail to develop good governance mechanisms areacteized by a low level of legal protection and
high ownership concentration (Italy, Latin Ameriéssia and India).

As an example, in Italy, Pagaet al. (1998) claimed that the stock market is underdmped
due to the following major problems: ownership amtcation, lack of effective legal enforcement,
greater potential for agency conflicts and largpregriation of minority investors. According to the
authors, in ltaly, tax evasion is a common practered firms often keep two parallel accounting
controls, indicating a low level of transparency.

La Porta, Lopez-De-Silanes and Shleifer (1999) cotetl a study on the ownership structure of
large corporations in 27 developed countries. Intest to the Berle and Means’ (1932) modern
corporation, they find that few firms have dispersgnership. In addition they show that the primary
agency conflict observed in most countries is ef tfajority-minority shareholder type, unlike what
happens in the United States, where the conflidnhtefrest between management and shareholders
prevails. According to La Port al. (1999), Claessens, Djankov, Fan and Lang (200@Bazec and
Bozec (2007), pyramidal structures and the exigtefcmultiple classes of shares are two ways to
separate cash flow rights from control in firmsg @amcrease the use of private benefits of control.

In the Brazilian context, for instance, Leal, Cdingdda-Silva and Valadares (2002), showed
that there is a high amount of shareholders witlingorights and, therefore, the one share-one vote
rule does not apply. In 1998, from the 225 firmslgred in this study, 155 (69%) had a single
shareholder who owned more than 50% of the voiglgs.

Grossman and Hart (1988) and Harris and Raviv (1888wed that in firms which do not
operate under one share-one vote, there is a teypdemave higher private benefits of control, vrhic
occurs mainly when these firms are located in aiestvith weak enforcement.

Another study that explored the private benefiteaitrol is Doidge, Karolyi, Stulz, Lins and
Miller (2005). They investigated these benefits #imeir relation to the ownership structure and the
decision to issue shares in foreign markets, (American Depositary Receipts, ADRs) in about 8,00
firms from 31 countries in Asia, Europe and Latiméica. They argued that if the main shareholder
owns only ordinary shares, he will want to extthet maximum benefits of control. On the other hand,
if he also holds a reasonable amount of preferhades ie., without voting rights), he is willing to
extract private benefits of control, which will ek the value of the firm and also its own capital.
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In a related study, Dyck and Zingales (2004) measprivate benefits of control (PBC) in 39
countries using 393 blocks of ownership stock sdl@ing the period of 1990-2000. They realized
that, on average, corporate control relates to &fi%he equity value of the firm, ranging from -4% i
Japan to 65% in Brazil. This result is consisteithwhat was already shown by Shleifer and Vishny
(1997).

To do so, Dyck and Zingales (2004) used 29 largedistinct firm and country characteristics
including the premium price for a controlling blodakarket capitalization relative to GDP of the
country, concentration of ownership, initial publafferings, number of listed firms, takeover
regulation, accounting standards, anti-directointggthe quality of the rule of law, the stock nerk
rules, newspaper circulation, the level of tax cbhamge, and legal origin. As main results, Dyck and
Zingales (2004) found that higher PBCs are assetiatith less developed stock markets, more
concentrated ownership, and more privatization®tiggd by the private sector. They also found that
many institutional variables, taken separately,sfi@vn to be associated with a lower level of PBCs:
better accounting standards, better legal protecid minority shareholders, intense market
competition, high level of press diffusion and higlk compliance.

Disclosure

According to Wong (2009), transparency (measuredhieylevel of information disclosed) is
one of the most common governance mechanisms yskdns, as well being the fundamental pillar
to the development of stock markets. He noteswditgoverned organizations increase transparency
in order to give access to the same informatioloth insider and outsider shareholders, reduciag th
potential for insider expropriation. He also empbes that transparency is at the top of concerns
about investment decisions for institutional ineest

In line with these findings Malacrida and Yamam{2606) assessed the relationship between
the level of disclosure of accounting data andviblatility of stock returns for 42 firms belongirnig
the BOVESPA in 2002. They found that a higher disate level implies on lower average volatility
of stock returns for the sample. In a separateastreFernandes and Ferreira (2007) argued that
investment opportunities, external funding dependemispersion of ownership, cash holdings, an
environment of strong legal protections for investand greater visibility and access to globallstoc
markets tend to increase transparency of orgaoimfind reduce earnings management.

For the Brazilian context, Lopes and Walker (20fa®)nd that stricter governance choices and
the decision to issue ADRs (American Depositarydies) are negatively related to the manipulation
of financial reporting in firms inserted in the sanmstitutional environment. In a similar stream,
Fernandes and Ferreira (2008) concluded that finaisissue ADRs reduce the variation in the returns
of their stock and that the information about tine$ is quickly incorporated into stock prices.

Dalmacio (2009) assessed the relationship betweed gorporate governance practices and
accuracy of forecasts of analysts of the Brazifiarket from the perspective of the Signaling Theory
He concluded that analysts seem to be incorpor#iagignal (governance) issued by firms, leading
to a more accurate profit forecast.

Silveira and Dias (2007) investigated the impaatie€losure disputes between controlling and
minority shareholders on the share price in theziBaam stock market. They found a significant
negative abnormal return of shares (7%) shortgrdfte publication of gathered news.

Volume of IPOs (Initial Public Offerings) and incertives for IPO

La Porta, Lopez-De-Silanes, Shleifer and Vishny9{)9reported wide differences in the
activity of IPOs across countries. The volume oD$Pis one of the factors that signals the
development of the capital market of a country @Pag Panetta, & Zingales, 1998).
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Evidence of large variations in the number of IROBSSs countries and over time suggests that
the market conditions represent the most impoffeeibr in the decision to go public. The firm’selif
cycle stage is shown as the second most impomaturf(Ritter & Welch, 2002).

By the early ‘80s, the decision to go public wasatural step for a firm to grow. However, in
the ‘80s and ‘90s, some firms that went publictstato become private again (Zingales, 1995).

Pagano, Panetta and Zingales (1994) found thatgetlgears after an IPO, there is a high
increase in the turnover in firm control. AccordittggZingales (1995), this suggests that the deatisio
to go public should possibly be seen as an ide#éihadefor selling a firm. Following this argument,
Zingales (1995) claim that, by doing an IPO, thenewcan change the balance between cash flow
rights and control rights of the firm. Thus, the maw would use the IPO to optimize ownership
structure, in order to maximize their total earsimnga future transaction.

In this model, the decision to go public is entirdirected by the willingness to maximize the
owner’'s surplus. This can lead to a dispute betwhenideal private situation and the ideal social
situation.

Under a similar point of view, Pagara al. (1998) analyzed the reasons of leading Italian
private firms to go public. Using a panel of 2,1Bfns from the period 1982-1992 they presented the
costs and benefits of joint stock. The concerns @sts arising from adverse selection, information
asymmetry between insiders and outsiders, dubioigthg and moral hazard, fixed costs, loss of
confidentiality of the firm's data. As benefitsethmentioned that an IPO helps in: overcoming the
funding constraints, diversification, increaseduidity, better monitoring by the stock market,
increasing the number of potential investors, iasieg bargaining power with banks, transferring
control, and adjusting stock pricing.

Pagancet al. (1998) also found that in Italy and Europe as alehfirms do not go public in
order to finance subsequent investments and grdngkead, they do so in order to re-balance their
accounts after a period of high investment and growinally, they verify that the probability of an
IPO in Italy increases with firm size and the inty's market-to-book ratio.

According to Ritter and Welch (2002), the amounfiwhs going public in the U.S. from 1980
to 2001 surpassed one per business day. The nwhbgtial public offerings (IPOs), however, has
varied from year to year, with some years seeimgfehan 100 IPOs, and others seeing more than
400. These IPOs raised $488 bhillion (in 2001 ds)lam gross incomes, an average of $78 million per
deal. The long-run performance of IPOs varies tines.

Brau and Fawcett (2006) conducted a survey in ZWW2, with 336 chief financial officers
(CFOs), comparing theory with practice on the stthjé initial public offering (IPO). They found tha
the main motivations for a firm to conduct an IR@dlve the creation of shares for use in future
acquisitions and the definition of market pricevalue of the firm concerned.

At the same time, Brau and Fawcett (2006) arguatl88% of the sample used in their study
involved firms that chose not to go public in tperiod. They said that among the reasons to remain
private are: maintaining control in decision-makireyoiding dilution of ownership, and poor
conditions of industrial levels and the market.

Hypotheses, Data and Empirical Methods

Using different methods than previous studies, dhproach in this study starts by seeking
factors or constructs of each country that coulccéeable of explaining, inross sectionand in a
systematical way, the reasons for a healthy dewstop of stock markets. Then, with similar database
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Nations (UN, 2010), antVorld Competitiveness Year Bag, we consolidated ¢new database with
information concerning countries that pre:s information of Firrs Market Value. The variables us
in the initial selection are related to the ecoromformation finances politics, legalities, enterprise
and society which are alvailable in thee databases (the variables useel similar to those used
the authors of previous studies, excthis paper initially selected superior volume of variabl). A
partial analysis of these data provides an initieh of hov these factors/constru could be formed.
Eight expected factors havweeen created based on this insighstitutional Framework, Busine
Legislation, Societal Framework, Finance, Managdn®eactices, Attitudes and Values, Democ,
and Human Development.

Hypotheses

This paper focuses on the hypothesis that there are fatti®rs that influence the developm
of stock marketsbut due tomulticollinearity problems,were not evident in previous studi
Therefore we investigated the existence of additidactors/consticts that may arise in this paf
because of its methodologywhich attempts to mitigate the problems of inflation afriance by
reducing the variance in orthogonal factors. Figlirsummarizes the set of hypotheses that ¢
influence the size of these arkets. The details of the variables contained athe of the
factors/constructs can be viewed in Apperl.

Institutional
Framework

Human Business

Development Legislation

Sizeof the

Democrac Stock FSOCietaI .
Market ramewor

Attitudes
and Values

Management
Practices

Figure 1. Summary of lpothese.
Source: Authors.

Sample and Data

The data used in thi&udy are seconde. They had been collectém the following databases:
World Development Indicator, The Econon United Nations andNorld Competitiveness Ye:
Book of 2006 We merged e databases into one using specific variablesach one as follows:

The dependent variableCapitalization of e Market divided by Gross Domestic Prou
(MktCapGDP)was obtaine from the databas@/orld Development Indicatc The initial sample
consisted ofill countries of the worlcHowever the analysis of tt#atabasecontaining a total of
209 countries, resultedith 105 with complete data (50.2%)he variable demonstrates the siz
the stock market of a country in relation to Gross Domestic i®duc (GDP); the variable is
measured in percentage.
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Democracy Factor: Extracted from the yearbook editof the magazine The Economist. The
database provides the classification of the coemtdccording to their political situation. This
database provides information on 169 countrieswbich 105 can also found in the World
Development Indicator database

According to The Economist, the countries can laasified based on their grades such as (a)
Completely democratic; (b) Democratic; (c) Hybrigstem; (d) Authoritarian. This distribution is
demonstrated in the Figure 2.

Distribution of the Democracy

70

60

@50

340
o

B30

Z20

10

Completely

Democratic Democratic Hybrid Authoritarians

System

Figure 2. Countries and their Political Situation.
Source: Adapted from the yearbook edition of thgazine The Economist. (200%jearbook Retrieved April 6, 2010, from
http://www.economist.com/node/8908438, referringdar 2006.

This construct is composed of 5 dimensions (ElettBrocess and Pluralism, Functioning of
Government, Political Participation, Political Guk, and Civil Liberties). The construction of this
variable, as well as its items and scale, is ddfibg the yearbook edition of the magazine The
Economist. The score of the varialdemocracyis built on the arithmetic mean of the 5 dimension
according to magazine. The scale goes from 0 to 10.

Human Development Factor: We use the Index of HIDILQ) obtained from the United Nation
(UN) database referring to year 2006. This seagshlted in a sample of HDI from 182 countries.
Despite the limitation of the definition, this valble was chosen as a proxy of the social-human
situation, since it is the only one available witformation published by a relevant international
agency (UN).

The other factors, Institutional Framework, Busméggislation, Societal Framework, Finance,
Management Practices, Attitudes and Values, wetargdd from the World Competitiveness Year
Book database (See Appendix 1 for detailed infolonatabout each Factor)This database
provides information on 61 localities, of which &8 countries and 8 are administrative regions.
Among the countries, 51 have capitalization of lstoarkets information available in the database
of World Development Indicatoihere are 60 variables of the World Competitivenésar Book
database. The scale goes from 0 to 10, and thegratged in 6 categories: (a) Institutional
Framework; (b) Business Legislation; (c) Social rresvork; (d) Finance; (e) Management
Practices; (f) Attitudes and Values. Some categdra/e sub-groups, as shown in Table 1.
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Table 1

Categories and Sub-groups of Variables: World Compéiveness Year Book

Category Sub-Groups

Institutional Framework - Political Efficiency

- Openness
- Competition and Regulations
- Labor Regulations

Business Legislation

Societal Framework - Societal Framework

- Bank Efficiency
- Stock Market Efficiency
- Finance Management

Finance

Management Practices - Management Practices

Attitudes and Values - Attitudes and Values

Note. Source: World Competitiveness Year Book from Intéomal Institute for Management Developme2006).IMD
world competitiveness yearbook 20&&trieved April 2, 2010, from
http://www.imd.org/research/publications/wcy/Fastand_criteria.cfm

After crossing the data, a sample of analyzed cmsis presented below:

Table 2

Sample of Countries Analyzed

Countries
Argentina Czech Republic Indonesia New Zealand ewed
Australia Denmark Ireland Norway Switzerland
Austria Estonia Israel Philippines Thailand
Belgium Finland Italy Poland Turkey
Brazil France Japan Portugal United Kingdom
Bulgaria Germany Jordan Romania United States
Canada Greece South Korea Russia Venezuela
Chile Hong Kong Luxembourg Slovakia
China Hungary Malaysia Slovenia
Colombia Iceland Mexico South Africa
Croatia India Netherlands Spain

Note. Source: Authors.

However, analyzing the dependent variable usingfot it is possible to notice that there is
an element that presents outstanding value, whiohbe considered an Outlier, which was ultimately
removed.
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Boxplot of the variab

®

Hong Kong, Chin

SO o, N, © , ©,

®
®

SOlFrARL:

—

Figure 3. Distribution of the Dependent Variable and the @u{Hong Kong).
Source: Authors.

The average of market capitalization is approxityai#® +100% of the GDP (taking into
consideration the city of Hong Kong), however, wtike withdrawal of that city the average falls & 6
+ 60%. The data demonstrates a great variatiohisfphenomenon.

Table 3

Mean, Deviation & Distribution of Market Capitaliza tion / Gross Domestic Product

Data with Hong Kong Data without Hong Kong

Mean 74,0309 Mean 66,0546
Std. Deviation 101,67668 Std. Deviation 60,77418
Minimun 0,65 Minimun 0,65
Maximun 903,56 Maximun 318,74

25 20,5985 25 20,4445

Percentiles 50 49,9492 Percentiles 50 46,9763
75 93,8360 75 93,1523

Note. Source: Authors.
Factor analysis

Our main concern about previous studies on devedoprof Stock Markets is the supposed
covariance between the variables that can leadrmlticollinearity problem. In an ideal model of
multiple regression (using OLS) there is no cotretabetween the dependent variables; they are
orthogonal. Our solution is to identify unobsenalictors that explain the correlations between
observable variables. Instead of using all varmbiee use factors that represent the covariancexmat
of a group of variables. Still, it is fundamentalassure that all the factors are efficient anihapéd;
in other words, they must be orthogonal and redibeenumber of variables without significant loss of
data. Thus, we use eigenvalue 1.00 as the cri@ridefining the amount of variables of each fastor
and the VARIMAX rotation technique for optimizatiaf loads (Hair, Anderson, Tatham, & Black,
2006). According to Favero, Belfiore, Silva and €a009), it is unusual to apply a factor analysis
with a sample of 50 observations. The size of ameuended sample for factor analysis should be,
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preferentially, equal or superior to 100 observaioln spite of this recommendation, we have not
found evidence for rejecting the application ofttechnique to a database with 50 observations.

In short, Exploratory Factor Analysis techniques aised to obtain grouping of variables
(factors), that later on in the analysis procedkheiused in the multiple regression techniqueetdfy
the existence of relationship among the dependaidhble and the factors obtained (Hgiiral, 2006).
This methodology is also called two-step regression

The first step is to find the factor loadings fack variable that represents the correlation
structure between the variables which constituté eanstruct. The model is:

ij = f,-l.Xlk + sz Xog+...+ fp ka (j=1,...,m; k=1,...n)
Where:

X = observable variables;=f factor coefficient or factor load. Calculated Hye matrix
covariance between the variables of the factoreaeh firm and k = each factor.

This way, each sub-grouping of the variable suggkblyWorld Competitiveness Year Book
(WCYB) was submitted through the factor analysithviivo objectives: Reduction of the number of
variables and validation of the factor/constructedi by the WCYB. Among the sub-groupings
proposed by the WCYB, only two of them had beermasspd into more than one factor (Social
Framework and Management Policy) by the factoryemmaprocedure. The Table 4 exhibits the results
of the factor analysis of each sub-grouping vaesldf WCYB with each factor load (component —
second column). This produced 12 factors that sgpriethe 60 variables of the WCYB Database.

After this step, a database was built with 14 aoiess (12 constructs from WCYB according to
Table 4, 1 Construct of democracy and 1 Constriickarial-Human index, HDI, 2010) and the
dependent variable size of the stock market (Ciggataon of the Market divided by Gross Domestic
Product [MktCapGDP]), comprising a single datalthsé will be used for multiple regression.

Table 4

Constructs Obtained through Factor Analysis of theData WCYB

Variables Component Factor/Construct
PDG 0.883

LRF 0.947

AGP 0.893 Political Efficiency
GD 0.963

TRANS 0.932

BURO 0.940

BC 0.812

CA 0.860

PROTEC 0.930

PSC 0.933 Openness

Fl 0.857

AMC 0.937

TI 0.950

I 0.736
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Table 4 (continued)

Variables Component Factor/Construct

SuUB 0.883

CL 0.897

PC 0.832

PE 0.889 Competition and Regulation
RI 0.904

EDB 0.903

CF 0.834

LR 0.918

UL 0.915 Labor Regulation

IL 0.198

JUST 0.890

PSPP 0.938

RPI 0.933 Societal Framework 1
SC 0.895

DISC 0.621

HARAS 0.923

Z FIP 0.692 Societal Framework 2
GIR 0.893

CREDIT 0.947

INV_RISK 0.793

VC 0.907 Bank Efficiency

BFS 0.957

BR 0.944

SM 0.891

SR 0.967 Stock Market Efficiency
FIT 0.944

CASH_F 0.985 Finance Management
CD 0.985

EP 0.129

CM 0.176

CB 0.193

AAP 0.138 Management Practice 1
SV 0.169

CS 0.117

MKT 0.174

Continue



C. A. B. Forti, C. Yen-Tsang, F. M. Peixoto 364

Table 4 (continued)

Variables Component Factor/Construct
SOCIALR 0.099

AOC 0.521

ENTRE 0.514 Management Practice 2
HSEG 0.106

ATG 0.936

IA 0.805

NC 0.851

FA 0.782 Attitude and Values
NESR 0.891

VS 0.939

CcVv 0.785

Note. Source: Authors.

Results

OLS regression

Starting with the new database obtained by theofaamhalysis, we accomplish the empirical
testing using multiple regression. Due to the epgilry approach of this paper we adopted the
stepwise backward method for the selection of tmgables. Thus, we initialized the regression with
all available variables and the method drops eaclable without statistical significance. Remember
that the variables mentioned here refer to theofactound during the factor analysis. Appendix 2
exhibits the first step with all factors regression

The method of the stepwise backward multiple regioesgenerated the following result:

Table 5

Result of the Multiple Regression

Coefficients
Unstandardized Standardized 95% Confidence Collinearity
Coefficient$® Interval for B Statistics
b Std. . Lowder Upper

B Error Beta T Sig. Bound Bound Tolerance VIF
(Constant) .941** .069 13.712 .000 .803 1.079
Openess -.493** .138 - 747 -3.578 .001 =770 -.216 .253 3.954
Stok Market o 133 939 4662 .000 352  .888 271 3.684
Eficiency
Management s,q. 577 483 4117 163  .163 474 .802 1.248
Practice 2

Note <nrirrea: Anithoare
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From the 14 evaluated factors, only 3 were sigaificat 1% level. An important item that
deserves mention is the low value (less than S)ddor the VIF (Variance Inflation Factors), which
means that factors used presented low multicollieadANOVA (Table 6) presents the following
results:

Table 6

Resultant ANOVA of the Regression

Model SQ df MQ F Sig.
1 Regression 10,538 3 3,513 14,927 0,000**
Residual 10,824 46 0,235
Total 21,362 49

Note. Source: Authors.
(** P-value < 0.01)

From the ANOVA (Table 6), the hypothesis which seshether all the coefficients are equal to
zero is rejected, also at the significance of 0.01.

To finish the validation of the model, it was vad that the normality of the residual through
the graph qg (Normal distribution test) and itgritisition is random and homoscedastic (see Figure 4

Normal P-P Plot of Regression Standardized
Residual

Dependent Variable: MktCapGDP
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Figure 4. Residual Analysis of the Model.
Source: Authors.

Once the model is validated, the R2 presented4id &nd the adjusted one is 0.46 which means
the model is capable of explaining 46% of the \aility of the studied phenomenon.

Table 7

Explaining ‘Power’ of the Model

Model R R? R ? Adjusted Std. Error of the Estimate
0.702 0.493 0.46 0.485

Note. Source: Authors.
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The analysis of the proposed model, leads to tbepance of the following hypotheses:

1. Financial and Political Structure influence theesiaf the stock market: The acceptance is
confirmed by the coefficient related to the fadpenness(Customs’ authorities, Protectionism,
Public sector contract, Freedom for foreign investoAccessibility of the Stock market,
Investments Incentive) with the dependent variglleef. = -0.493). Again remember this
coefficient is significant gb-valueless than 0.01.

In order to understand the negative coefficient@penness it is important to review, briefly, the
literature about economic liberalization and protegsm. In terms of classical and neoclassical
theories of trade, Smith (1776), in his wofke Wealth of Nations covered the theory of
international trade based on absolute cost advanRigardo (1817) advocated a free market based
on the concept of comparative advantages betweaantries. Besides them, the neoclassical model
of international trade from Heckscher-Ohlin-Samae]s called H-O-S Model, explained
international trade based on the abundance origcafcproduction factors that each country has
(Leamer, 1995).

Regarding the protectionist approach, Johann @btHichte, German philosopher active in the late
eighteenth century, wrote a book that advocatechaoic protectionism, calledhe Closed
Commercial State in 1800, which deals with customs prohibitionfrency inconvertibility and

the need to have an economically self-sufficiemtittey managed by the State (Fichte, 1980).
Georg Friedrich List, in his critical approach teetclassical school, does not see protectionism as
an end in itself, but as a means of developingangtnation able to trade in a world of free trade
(List, 1983). After List, Raul Prebisch presentadtpctionism as a mechanism of development
directed towards the periphery of the capitalistey (as cited in Bielschowsky, 2000).

Several authors have noted the present persisteinpeotectionist policies. According to Hill
(2010), “in spite of the apparent promise of opapi@l markets offered by globalization and
convergence theory, protectionism is on the rigerimationally” (p. 1). The author cites the
example of China, where, although the authoritesydoublicly trade protectionism, it is clear that
the decisions of the Ministry of Commerce contirtoeimpose barriers to foreign investment.
Similarly, Aaken and Kurtz (2009) found evidencediécrimination against foreign investors in
international economic law in the post-crisis 2008. the other hand, Aktas, Bodt and Roll (2006)
found protectionist motivations in the interventiohEuropean regulatory agencies in the period
1990-2000.

Thus, the negative coefficient obtained in this graponfirms the theory enunciated by Fichte
(1980), List (1983) and Bielschowsky (2000), andraoorates findings of the existence of

economic protectionism nowadays by Ak&sl. (2006), Aaken and Kurtz (2009) and Hill (2010).

The result contradicts the classical theories e firade set out by Smith (1776), Ricardo (1817)
and Leamer (1995), among others.

2. The second coefficient of the regressiiock Market Efficiency (Stock Market, Shareholders’
Right, Financial Institutions, Transparency) présea positive coefficient of 0.62, statistically
significant at a level less than 0.001. This factpresents the answers proposed by the papers
mentioned in the theoretical reference of this wturd a condensed form (Dyck & Zingales, 2004;
La Portaet al, 2000; Wong, 2009).

3. Management practices positively impact the size¢hef stock market: The acceptance for this is
confirmed by the coefficient related to the faditenagement Practice 2(Adaptabiliy of Firms,
Entrepreneurship, Health, safety and environmentems) with the dependent variabtodf. =
0.319). The signal of the coefficient demonstrabespositive impact caused by this factor on the
dependent variable. This hypothesis representahlas that had not been considered as relevant in
previous studies. Recent studies are inconclusieaitathe relationship between best management

practices and development. Bloom and Reenen (28i®ved a positive relationship between
marlkat devvelanmaent and hatter mananamaent nractinmeme f the channeale far thie ralatinnchin
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would be that a more competitive environment resintbest practices to ensure the survival of
firms. Another channel would be evidence that improents in management practices and
efficiency have an impact on the capital market iehmanagers are more fearful of losing their
jobs. Bloom and Reenen (2010) also found that pubtimpanies have better management
practices. Our literature review did not uncovey apecific relationship between management
practices and stock market development.

Analysis of the result

In this paper, we aimed to search for factors/contt that are capable of explaining the size of
the stock market of countries in relation to tHeDP. The use of factors was considered due to the
small number of countries (about 50) in relatiotthte initial number of available variables (aboQ} 7
and the number of variables used by other autimostudies cited in the literature review. The pggo
of factor analysis is to reduce the number of \@es and to avoid variables with multicollinearity.
The data treatment enacted found three factorsetiatin 46% of the variability of the dependent
variable. These factors represent at least twermdifft constructs capable of explaining the reason f
the stock market size for the analyzed countries.dah affirm that these factors are different from
each other by the low correlation coefficient (I9W). The cross section multiple regression wita th
factors has demonstrated significant coefficienta Evel of significance of 0.01, which allows tas
conclude that they are distinct and relevant factor

Concerning the other hypotheses initially propodibe, hypothesis of Democracy was not
confirmed once the Factor/Construct related toddmocracy of the country was eliminated during
regression due to presenting low significance. ®tteers (1) Institutional Framework, (3) Social
Framework, (5) Management Practices, were als@blet to be confirmed for the same reason. The
HDI (2010) showed little significance in explainistpck market size.

The biggest advantage of the factor analysis, duoited in the present study, in relation to the
direct use of the multiple regression carried thgfoby the previous works (Dyck & Zingales, 2004;
La Portaet al, 1997, 1998; Pagarai al, 1998; Ritter & Welch, 2002) is that the posstiibf diverse
common variables presented in this study can beesepted, in the proper proportion, by the
constructed factors (Table 4 presents the loadaoh evariable at the factor analysis). Finally,sit i
possible to assure better quality in the multipdgression by using factors with low correlation
between them and minimizing the effect of the moltinearity possibility which could have been
responsible for the elimination of important vategbin previous studies mentioned in the theorktica
review.

Conclusion

Due to the unequivocal importance stock marketséomtry development, this paper sought to
extend upon previous empirical literature as todbierminants of stock market development.

Previous studies (Brau & Fawcett, 2006; Dyck & Zgg, 2004; La Portet al, 1998, 2000;
Pagancet al, 1998; Ritter & Welch, 2002) did not lead to aatlanswer, as they rely heavily on only
a few variables: the legal system and its origiorporate ownership structure, minority investor
protection, disclosure and IPOs volume. By usirgjferent statistical approach factor analysis, the
present paper was able to reduce a great numbariables into factors with a higher capability of
explanation and lower multicollinearity. These tastoffer at least two different explanations floe t
determination of the stock market size for coustaealyzed in a cross sectional manner, in addition
to previous explanations found in the previouslyntimed literature The most important factors
represented are: (a) Openness (openness of a yoamtr its stock market); (b) Stock Market
Efficiency (investor protection and financial sture); and (c) Management Practices (adaptabifity o
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The factors Openness and Stock Market Efficieneyracurrent issues, highly debated in the
financial and economic literature (Dyck & Zingal@904; Fichte, 1980; La Por& al, 2000; Pagano
et al, 1998, among others). However, the questionsaela management practices, entrepreneurship
and adaptability of the company to market changesrot yet been approached by cited papers as to
the capability of developing stock markets. Our gyap contribution comes from this aspect. For
future research, we suggest analyzing the issung gsinel data, but first making the factorial asily
for each year and using fixed effects, so probleagarding specific characteristics of each year of
analysis can be mitigated and a greater repregmmiait variables by a large amount of records could
be performed.
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APPENDIX

Appendix 1

Table 1

Variables Obtained from the World Competitiveness ¥ar Book Database

Institutional Framework

Political Efficiency

Policy Direction of the Government (PDG)

Legal and regulatory Framework (LRF)

Adaptability of government policy (AGP)

Government decision (GD)
Transparency (TRANS)
Bureaucracyc (BURO)
Bribing and corruption (BC)

EfficienafyPolicy Direction of the Government

The legal aaglitatory framework encourages the competitivenéss
enterprises.

Adaptabyliof government policy to changes in the econonhjigé.
Government decisions fieeterely implemented.

Transparency of governmerityd satisfactory

Bureaucracy does not hinder busmasyity.

Bribing and corruption dut exist

Business Legislation

Openness

Custom Authorities (CA)
Protectionism (PROTE)

Public sector contract (PSC)
Foreign investor (FI)

Access to Capital Market (ACM)

Investment incentives ()

Customs’ authorities do faatk the efficient transit of goods.
Protectionism does not imgpgrconduct of your business.
Public sector contrassufficiently open to foreign bidders.
Foreign investors are freatquire control in domestic firms.
Capital markets (foreend domestic) are easily accessible.

Investment incentives attractive to foreign investors.

Competition and Regulations

Subsidies (SUB)
Competition legislation (CL)
Price Control (PC)

Parallel economy (PE)

Regulation Intensity (RI)
Ease of doing business (EDB)

Creation of firms (CF)

To private and public firms as agetage of GDP
Competition legislatianéfficient in preventing unfair competition.
The intensity of the price cofstro

Parallel (black-market, uarded) economy does not impair economic
development.

The intensity of the redida of competition and the market.
Ease of doing busisesspported by regulations.

Creation of firms is supportsdlegislation.

Labor Regulations

Labor Regulation (LR)

Unemployment legislation (UL)

Immigration laws (IL)

Labor regulations (hiring/fgipractices, minimum wages, etc.) do not
hinder business activity.

Unemployment legiglatprovides an incentive to look for work.

Immigration laws do not prexteyour firm from employing foreign labor.

Continue
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Table 1 (continued)

Societal Framework

Justice (JUST) Justice is fairly administered.

Personal security and private property (PSPP)  Rafsecurity and private property are adequatedyeted.

Risk of political instability (RPI) The risk of poidal instability is very low.
Social cohesion (SC) Social cohesion is a priootytifie government.
Females in parliament (FIP) Percentage of totdkdeeld by females in Parliament.
Gender income ratio (GIR) Ratio of estimated femalmale earned income globally.
Harassment (HARAS) Individuals are treated witlpees and dignity

Finance

Bank Efficiency

Credit (CREDIT) Credit is easily available for busire=sss

Investment risk (IR) Investment risk.

Venture capital (VC) Venture capital is easily ashlé for businesses.

Banking and financial service (BFS) Structure of iagland financial service (higher, better structure
Banking regulation (BR) Finance and banking regulaiscsufficiently effective

Stock Market Efficiency

Stock Market (SM) Stock Market Operations (hightter operation).
Shareholders’ rights (SR) Shareholders' rights aifecently implemented.
Finacial institution tranparency (FIT) Financiasiitutions' transparency is sufficiently implemehte

Finance Management

Cash flow (CASH_F) Situation of the cash flow of fiens (higher, better).

Corporate debt (CD) Corporate debt does not restnaiability of enterprises to compete.

Management Practices

Abilities of the company (AOC) Adaptability of firmte market changes is high.

Ethical practice (EP) Ethical practices are implated in firms.

Credibility of manager (CM) Credibility of managerssociety is strong.

Corporate board (CB) Corporate boards supervise thageament of firms effectively.
Auditing and account practice (ACP) Auditing andaetting practices are adequately implemented imkess.
Shareholder value (SV) Respect for shareholder value

Customer satisfaction (CS) Customer satisfaction ghasized in firms.

Entrepreneurship (ENTRE) Entrepreneurship of marsaigenidespread in business.

Marketing (MKT) Investment in marketing.

Social responsibility (SOCIAL_R) Social responsitlilof business leaders is high.

Attitudes and Values

Health, safety and Environmental concerns Health, safety & environmental concerns are adedyatdressed by

(HSEC) management.

Attitude toward globalization (ATG) Attitudes tovehglobalization are generally positive in your sbgi
Image Abroad (IA) The image abroad of your couringourages business development.
National culture (NC) The national culture is operidreign ideas.

Continue
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Table 1 (continued)

Attitudes and Values

Flexibility anddaptability of people are high when faced with new
challenges.

Flexibility and adaptability (FA)

Need for economic and social reform (NESR)  The rieedconomic and social reforms is generally wellierstood.
Values of Society (VS) The value system in yourietycsupports competitiveness.

Corporate Values (CV) Corporate values take into aucthe values of employees.

Note. Source: World Competitiveness Year Book from Imé&tional Institute for Management Development. @0MD
world competitiveness yearbook 20&&trieved April 2, 2010, from

http://www.imd.org/research/publications/wcy/Fastand_criteria.cfm

Appendix 2

Table 1

First Step of Stepwise Backward Method — Regressiaaith all Factors

MktCapGDP (%) (All factors model)
HDI — Human Development Index -1.6754
(1.8542)
Political Efficiency -0.1895
(0.2768)
Openness -0.5830***
(0.1980)
Competition and Regulations 0.4550
(0.4033)
Labor Regulations 0.1879
(0.1887)
Societal Framework 1 -0.0825
(0.2982)
Societal Framework 2 -0.0187
(0.0847)
Bank Efficiency 0.0665
(0.2602)
Stock Market Efficiency 0.4781**
(0.2194)
Finance Management 0.2158
(0.1811)
Management Practices 1 -0.2191

(0.1811)
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Table 1 (continued)

MktCapGDP(%) (All factors model)

Management Practices 2 0.2751**
(0.1315)

Attitude and Values -0.1846
(0.1844)

Democracy Index 0.1539
(0.2018)

_cons 2.4241
(1.6598)

N 50

r’-adj 0.57

Note. Source: Authors.
Standard errors in parentheses. * p<0.1, ** p<0*®5p<0.01



