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Abstract

This dissertation explores the impact of legal and institutional factors on the
development of securities and banking markets in transition economies, and on flows
of foreign direct investment into the same.

Chapter 1 introduces the main questions the dissertation seeks to address and
identifies the topic of each chapter.

Chapter 2 presents the methodology, and focuses on the 1999 EBRD Legal Indi-
cator Survey, which provided the data on securities and banking laws, and contract
enforcement. It presents background information on the use of surveys in economics,
and the economic rationale for attaching weights to the survey questions.

Chapter 3 studies the impact of securities laws on several measures of securities
market development, and finds that stricter regulation of financial disclosure and
market intermediaries raise stock market capitalisation and turnover. The enforce-
ment of disclosure and regulation of intermediaries drives this result.

Chapter 4 studies the impact of banking law and its perceived enforcement upon
banking development. It establishes that legal indices on information disclosure by
banks, such as use of external auditors, and consolidated supervisory examinations
of banks, raise private credit, and foreign bank entry. Fewer legal restrictions on
foreign ownership of domestic banks are also associated with a more developed
banking industry.

Chapter 5 examines the relevance of the contract enforcement environment for
flows of foreign direct investment, and establishes that foreign investors are attracted
to locations, with a transparent legislative process and dissemination of new laws,
and which protect litigants’ rights of appeal and judicial review of government de-
cisions. FDI is higher in countries with higher confidence in the courts to resolve
disputes with the government, but not so in countries with higher confidence in the

courts to resolve disputes with private parties.
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Finally, Chapter 6 summarises the main results, and offers policy implications

and guidelines for future research.
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Chapter 1

Introduction

Transition economies from Central and Eastern Europe and the former Soviet Union
have undergone dramatic changes over the last ten years. At the beginning of the
1990s new markets began to be established where few or none had existed before.
Some of the most far-reaching reforms have happened on the real side of the economy,
namely privatization and restructuring of formerly state-owned enterprises. The
main challenge of the transition period was to create foundations for new enterprises
and to restructure old inefficient state-owned enterprises.

Financial market reforms began almost immediately at the start of the transition
period, but have been rather slow, and proceeded in most of the transition countries
with a lot of delays and hesitation. Many financial reforms were politically unpopular
and left for implementation at a later stage. Fina,nc»ial crises, bank failures and
fraudulent saving schemes occurred almost everywhere in this region. A key element
of the transition was to create functioning capital markets, which involved both the
creation of a two-tier banking system, and the establishment of a stock market.
Thus, for example, during the transition process two-tier banking systems replaced
the mono-bank system of the socialist years, and stock exchanges have re-emerged or

were created in most of the 26 transition economies from Central and Eastern Europe
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and the former Soviet Union (the exceptions with no stock market today are Albania,
Bosnia and Herzegovina, Serbia and Montenegro, Tajikistan and Turkmenistan).

The banking sector plays an important role in the transition period. While stock
markets were largely non-existent at the beginning of transition, banks as known in
market economies, were relatively developed in some of the early reforming transi-
tion countries, such as Hungary. The mono-bank was usually broken up into new
commercial banks in the early years of transition. Banks became crucial in exteriding
loans to ’de novo’ enterprises. However, the experience of several transition countries
suggests that the banking séctor was a major source of non-performing ldﬁns to old
state-owned enterprises and that these loans have prevented the expansion of bank
credit to the new, small and politically less connected enterprises. The accumulation
of bad loans became instrumental in triggering the banking crises, which plagued
a number of transition economies in the second half of the 1990s, and resulted in
tightening of credit, thereby stunting the growth of new firms.

Simultaneously with the economic package of reforms, legal reforms started at
the beginning of the transition period. Typically, the classical centrally-planned
economy operated in the virtual absence of economic legality. However, we cannot
think of a market economy without laws and courts, functioning in such a manner
as to reduce the uncertainty of economic outcomes. Institutional reform is difficult
and takes time to accomplish. Changing the rules, which govern the economic
relationships between firms and individuals and between the government and the
‘private sector, is likely to generate serious obstacles and resistance. Furthermore,
the establishment of legal norms and rules, which protect investors, and fostering
a culture of their proper enforcement takes time. During this period of time the
investment process in the real sector as well as in the financial sector is hampered
by great uncertainty. So long as there are no stable laws or their enforcement is

inadequate, potential domestic or foreign investors regard such investments as very
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risky. Thus, both domestic and foreign investment have been very low in almost
all transition economies. A stable legal framework plays also an important role in
securing financial stability. For example, Wagner (1998) reports that the existence
of a rigid banking law and strict bankruptcy laws and proceedings, adopted after the
unification in Germany, have generally prevented the uncontrolled credit expansion,
which characterizes the other transition countries.

The purpose of the present dissertation is to examine the institutional and legal
determinants of securities market development and banking development in transi-
tion economies. I divide my analysis into three distinct areas, namely: securities
law and regulation and stock market development; banking law and regulation and
banking industry development; and enforceability of commercial contracts and in-
flows of foreign direct investment (FDI). I introduce briefly each topic in the next
paragraphs.

The majority of crises in transition economies have been financial in their origin
and nature - failing banks, pyramid deposit schemes, collapsing investment funds,
speculative currency attacks, etc. They span from lack of investor protection to
cases of sheer fraudulence. Economists and legal scholars alike have long maintained
that law is essential for sound finance. Consequently, legal reform has occupied an
integral part of political transition in Eastern Europe and governments across the
region have been delegated the laborious task of enacting new legal rules, supportive
of a market economy.

An established theoretical view is that the availability of external finance (both
equity and debt) to a country’s private sector tends to be positively correlated with
the quality of legal investor protection.! Fairly large-sample cross-country studies
in institutional economics, linking legal origin and legal protections of outside in-

vestors to financial and economic development have spurred a plethora of empirical

1See for example La Porta, Lopez-de-Silanes, Shleifer and Vishny, (1997).
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and theoretical work over the past few years, e.g. La Porta et al. (1997, 1998,
2000), Acemoglu et al. (2001, 2002), Djankov et al. (2002, 2003a, 2003b), Beck et
al. (2000, 2003a, 2003b), Levine and Zervos (1998), among others. These recent
studies in the area of institutional economics (recently dubbed ”The New Com-
parative Economics”) are exploring through what channels countries’ legal origins
matter for financial market development; whether institutional development has an
independent impact upon economic growth, or affects it through its influence on the
financial system; whether countries’ geographical and disease endowments at the
time of colonization have an impact on their current economic and institutional de-
velopment; how government regulation affects financial market performance; which
types of capitalist institutions — those which protect private contracting and enforce-
ment between private firms or individuals, or those which ensure protection against
the government and powerful elites. It is a rich research agenda, and one which is
evolving fast.

In view of this research, which typically covers relatively large cross-sections or
panels of data, the sample of countries studied in the current dissertation is limited
to only about 20 transition economies. This limits seriously the degrees of freedom,
with which we operate and make econometric inferences. Nevertheless, as we argue
in Chapter 2 and further, the existing methodological concerns do not invalidate our
approach, and we take measures to ensure the robustness of our results.

The main purpose of Chapter 2 Wethodology of the 1999 EBRD
Legal Indicator Survey (LIS) — a survey of legal practitioners carried out in 1999 to
assess progress in financial and commercial legislation and the enforcement of this
legislation. Its purpose is to justify thg methodology adoptt?d and to present the
rationale for the content of the LIS questionnaire and the scoring and aggregation
of the questions in the survey. I will make the argument that surveys in general

— particularly self-administered written questionnaires without a formal interview,

.
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such as the LIS — must be well-designed in order to generate good-quality data. I will
explain the economic rationale behind the aggregation of legal indices on securities
and banking laws, utilised in later chapters. Furthermore, Chapter 2 presents an
account of the extensive cleaning procedures, which I undertook in ensuring internal
consistency, and lack of data coding errors. I will justify the steps undertaken to
change some question weights — in order to make them correspond better to current
economic thinking, and to make question scores easily comparable. Chapter 2 also
provides a brief summary of current literature on survey design and implementation,
and presents some methodological issues of particular concern, such as conflicting
respondents’ answers, or equal question weights. Our main purpose would be to
lay out the main tool of gathering our legal data, and to present an account of
its strengths and drawbacks. We will also argue that there is no unique way of
aggregating the legal survey data — our main criterion for weighting the data — in
contrast to prior uses of the same data — would be existing economic theoretical and
empirical work, and some internationally-accepted standards on financial laws (such
as those of the Basle Core Principles of Bank Supervision (1997)).

After the discussion of the methodology in Chapter 2, I present the core the-

matic chapters of the dissertation. Chapter 3’s main aim is to investigate whether

securities laws and their enforcement — as perceived by the lawyers respondents'to
the LIS — affected stock market development in 1999 agd tilereafter. In order to
answer the above -question, I shall test whethér these laws, governing sécurities n}ai—
kets, and in operation in 1999, and in particular the qua.lity: of their enforcement,
have any significant bearing upon the volumes of equity finance and stock m@rke?
turnover in around 20 transition economies. I use a cross-section of relevant aggre-
gate economic data and indices of securities laws’ perceived extent and perceivgd

enforcement based on the survey. The main novélty from prior versions of this work

is that I utilise disaggregated indices — such as indices of disclosure requirements, or
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indices of regulation of securities market intermediaries — and place less emphasis
on the concepts of legal extensiveness and legal effectiveness, even though I still
maintain this categorical distinction between LIS questions.

An important objective of Chapter 3 is to test newly-available empirical evidence
by La Porta et al. (2003) that securities laws matter for stock market development,
and that disclosure rules and liability rules, which support private enforcement mech-
anisms, rather than powerful public regulation of securities markets (i.e. the public
enforcement view), are associated with higher market capitalisation, turnover and
other indicators of liquidity, depth and efficiency. The La Porta et al. (2003) data
sample do not cover the transition economies, so it is worthwhile to expand their
sample to these countries. Furthermore, the LIS and the analysis in the dissertation
goes into more detail in some of the aspects of securities laws that they consider. The
latter feature also enables us to compare securities regulation and legislation — albeit
as perceived by the LIS respondents — in two of the advanced transition economies
— Poland and the Czech Republic in the mid- to late-1990s, and to compare our
findings with other studies of the same, e.g. Glaeser et al. (2001).

Some transition economists, e.g. Berglof and Bolton (2002), have argued that
banking markets may be more important for the transition economies than securities
markets. Chapter 4 studies the impact of banking law and its enforcement — again
as perceived by the responses to the Banking section of the LIS questionnaire —
upon the share of credit to the private sector in GDP, the liquid liabilities of the
domestic bank and non-bank financial intermediaries and the penetration of foreign
banks. The main idea behind this chapter is to assess different theories of financial
regulation and recent evidence that powerful supervision of banks, e.g. Barth et al.
(2004), is associated with worse rather than better banking industry performance.
The motivation for this chapter is also to try explaining the low volumes of bank

finance, and obstacles to finance perceived by firms across transition economies, e.g.
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Pistor et al. (2000), Fries et al. (2002).

As in Chapter 3, I rely on disaggregated indices of banking law and its enforce-
ment, and test for their effect upon bank development, measured in a variety of
ways. Suitable control variables are employed in the regression estimations, con-
trolling for degree of competition in the domestic banking sector, for availability of
information on borrowers, and for macroeconomic stability.

In both Chapter 3 and Chapter 4, which share a common theme, I conduct
a series of robustness checks aimed at overcoming estimation problems, typical of
cross-country regression analysis — such as endogeneity, multi-collinearity and omit-
ted variable bias. One set of these checks involve running instrumental variables (IV)
regressions, which correct for endogenous legal and financial development variables.

Transition economists have pointed out that foreign direct investment (FDI) has
been a substitute for bank or capital market-raised finance by firms in transition.
Indeed, estimates reveal that FDI flows have accounted for about half of gross fixed
capital formation in several advanced transition economies, which have been able
to attract a large share of total FDI inflows to the region. Therefore, firms in
transition, which are finance-constrained, can rely on foreign partners and owners
to inject funds and restructure.

Foreign direct investment is considered an important factor in the process of
economic transition. It is argued that the transitional economies of Central and
Eastern Europe and the former Soviet Union can benefit directly from FDI inflows
in terms of hjgher’ employment and capital stock, and indirectly, as a result of
technology transfer, introduction of new management and labour skills, and better
marketing and distribution. FDI is also regarded as being complementary to local
industry by creating backward linkages to local suppliers, and in this way leading to
benefits to other local firms, such as those in the upstream industry. This in itself can

spread to the local downstream firms, which due to the entry of a multinational firm
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would initially be exposed to stronger competition. As a result of the possibility
of FDI acting both as a substitute for the local downstream industry and as a
complement to the local upstream industry, and depending on the magnitude of
these effects, it can be shown that FDI can lead to growth of local industry?.

The past several years — after the first decade of transition — have produced sev-
eral papers which evaluate the impact of FDI in transition economies. The evidence
is not very conclusive — while most studies, e.g. Resmini (2000), Konings (2001),
Djankov and Hoekman (2000), Yudaeva et al. (2003), find that foreign-owned firms
are more productive efficient than their domestic counterparts, the results generally
point to either no effects, or negative spillover effects on other domestic firms —
both within the same industry, and outside. Nevertheless, most studies concur that
benefits can be generated if labour skills improve.

Despite the numerous benefits of FDI, some transition economies seem to have
attracted much less FDI than others. What are the reasons for this? Which are the
key determinants of FDI in the region? Does the legal and regulatory environment
exert any influence on the decision of foreign investors to enter these markets? These
are the main questions, which Chapter 5 aims to address. My initial hypothesis is
that both commercial law enforcement and the contract enforceability environment
will affect the willingness of foreign entrepreneurs to invest in these markets. This
is in line with previous case studies and investor surveys, in which property rights
protection and legal factors are cited among the main obstacles to high FDI inflows
in transition, as well as with more recent econometric work, performed on transition
countries, e.g. Bevan et al. (2001), and other samples of countries, e.g. Globerman
and Shapiro (2002).

Unlike the analysis of Chapters 3 and 4, which employ the legal data from the Fi-
nancial Markets section of the LIS, Chapter 5 utilises data from the so-called General

2For a theoretical model of the effects of FDI on local firms in the same industry see Markusen

and Venables (1999).
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Commercial Law Effectiveness section of the survey?. I again employ disaggregated
measures of the contract enforcement environment — such as confidence in the work
of the courts; legal drafting and dissemination of new laws on commercial activity;
regulation of judicial process, and notably presence of litigants’ rights of appeal and
judicial review of government decisions; and perceptions about court performance
in terms of speed, fairness and cost. Importantly, the survey also gathered estimates
of the duration of a standard debt collection case in a first-instance trial court, and
duration of execution of a first-instance judgment.

Apart from enabling us to see which institutional features affect FDI flows —
something which the related literature is still attempting to determine — the study
also relates to recent contributions to the institutional economics literature, which
aims to understand whether private contracting institutions, guaranteeing the rights
of private parties in disputes with other private parties; or property rights institu-
tions, guaranteeing the rights of private parties versus the government, matter most
for economic and financial development, e.g. Acemoglu and Johnson (2003). My
study presents evidence that foreign investors are primarily concerned with property
rights institutions — i.e. with guarantees that the courts will uphold their contrac-
tual and property interests in disputes with the government. Good property rights
institutions reduce the risk of expropriation.

Notably, the dissertation makes several contributions: the original paper, which
eventually split into Chapters 3 and 4, on Law and Finance in Transition Economies
was one of the first attempts to estimate the impact of financial-legal and regulatory
factors over the volume of private sector credit, and the siée and volume‘of stock
market activity, for transition countries, using the La Porta et al. (1997) method-

ology. As mentioned above, Chapter 3 expands the La Porta et al. (2003) sample

3Although originally classified as a section with only effectiveness-related questions, a careful
analysis of the questions in this section reveals that some do have elements close to extent of the

law rather than its enforcement.
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to transition economies, and goes deeper into further detail in some aspects of se-
curities law. Chapter 4 provides a robustness check for some of the data gathered
by Barth et al. (2001) — they built a comprehensive data on bank regulation and
supervision across over 100 countries, and used these data in Barth et al. (2004).
Chapter 4 is a critique of their work, showing that measurement of some of the
supervisory variables is highly uncertain, and finding that — at least in transition
economies — some of their results on the detriment of powerful regulators may not
necessarily hold. Finally, Chapter 5 investigates whether the contract enforcement
environment, as measured by disaggregated indices of law dissemination, confidence
in the courts and rights of appeal, among others, plays a significant role in explain-
ing cumulative flows of FDI over 1999-2002 alongside standard variables used in the
related literature. Thus, it provides valuable empirical support for the largely anec-
dotal evidence, e.g. Lankes and Venables (1996), Thornton and Mikheeva (1996),
and more recent econometric evidence on the role of legal institutions for FDI in
transition, e.g. Garibaldi et al. (2001), Bevan and Estrin (2000) and Bevan et al.
(2001).

Some of the research on which the dissertation is based has been published. The
author’s work on the EBRD Legal Indicator Survey has led to contributions to the
Annex on Legal Reform in the 1998 and 1999 EBRD Transition Reports, and to a
presentation of the financial law dataset in an article (joint with Anita Ramasastry)
in Law in Transition (1999). Further work on the commercial law section of the
Legal Indicator Survey has led to papers on corporate governance and insolvency in
transition, also published in Law in Transition (1999 and 2000). The work in the
dissertation also fits well into the author’s subsequent research at the World Bank
on judicial efficiency around the world, one of the background studies for the 2002
World Bank World Development Report, as well as work on contract enforcement

and co-authorship of the chapter of ” Enforcing Contracts” in the World Bank report
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on Doing Business in 2004: Understanding Regulation. Recent work by the author
has also led to a World Bank publication on ”Building Market Institutions in South

Eastern Europe”, World Bank (2004).



Chapter 2

Methodology of the Legal

Indicator Survey

2.1 Introduction

The new institutional economics literature uses two main methodological approaches
to examine the economic effect of law and legal enforcement across countries. First,
it is possible to review the laws on the books and to codify existent legal norms
and derive corresponding measures of what laws on the books represent. For exam-
ple, in La Porta et al. (1997) shareholder and creditor rights are measured in this
manner, first by identifying several key variables, (which ‘gaken together give a fairly
good measure of the degree of protection of shareholder and creditor rights), and
then by matching these variables with provisions in the law. They then construct
corresponding legal indices, noting 1 if a certain provision is in the law, and 0 if
such provision is omitted from the law. The approach is simple, straightforward,
easy to use and to understand, and methodologically sound, since it builds on exis-
tent economic theory about the underlying economic variables, such as shareholder

and creditor rights in this example. The same approach is also used in Pistor et

12
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al. (2000) when measuring the protection of shareholders and creditors in the tran-
sition economies. In this instance, the authors utilize the La Porta et al. (1997)
methodology by using the same methodology for shareholder and creditor rights in
the transition economies, but add on to the two indices some additional variables,
which are matched with corresponding legal provisions. An extensive review of the
laws in the transition countries is made, and for each country each variable, from
which the indices of shareholder and creditor rights are constructed, is coded as 1
or 0, depending on whether or not there exists a legal provision which supports it.

Second, it is also possible to use various surveys to measure perceptions of prac-
tising lawyers, judges, and businessmen at large, about how good the laws and legal
enforcement in a given jurisdiction are. The latter survey approach is not limited to
examining legal conditions and enforcement only, but is also widely used to measure
various aspects of the business environment such as enterprise performance, corrup-
tion, bribery, unofficial payments, competition, etc. Indeed, various surveys utilizing
perception-based data have been in use for some time in the economic literature,
e.g. the corruption indicators of Transparency International or the World Competi-
tiveness Report are both based on surveys of business community professionals, and
therefore reflect subjective individual opinions.

In addition, survey-based measures of legal enforcement are used both in the
study by La Porta et al. (1997) and by Pistor et al. (2000). Since the focus and
thrust of the Pistor et al. article is precisely on the priority of legal enforcement
over law on the books, it is important to stress that methodologically the authors
use a sum of three separate survey-based proxies of how good legal enforcement of
shareholder and -creditor rights may be (their variable is called Legal Effectiveness,
but should not be confused with the legal effectiveness measures in this dissertation),
where the surveys are not run by the authors, but obtained from three external

sources.
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Recently there has been a new wave of studies based on institutional survey
indices. For example, Djankov et al. (2003a) entirely rely on survey-based measures
of contract enforcement across 109 countries worldwide. The survey questionnaire,
in this case, was designed to follow the exact procedures which would be followed
by creditors to collect a bounced check, and to evict a non-paying tenant, through
the courts. The survey was conducted with the cooperation of Lex Mundi and Lex
Africa law firms, and one law firm in each of the 109 countries was chosen to prepare
the survey answers. Two lawyers in each law firms worked on the survey, and the
answers were verified by one of the partners. The main variables, whose function
is to measure the efficiency of contract enforcement, are the number of procedures
mandated by law through which the parties to the case and the judge must go;
the expected duration of the case in a first-instance court, and the expected legal
costs of procedure. Again, lawyers give opinions on each of these variables, and
their answers are used in constructing each of these indicators. Regardless of the
strict factual and procedural assumptions on which the assumed case is built, the
Lex Mundi survey also contains an element of lawyers’ opinions. Yet, the data are
shown to be consistent with other measures of judicial efficiency, and recent updates
of the survey relating to a larger debt claim provide additional consistency checks.

Another survey instrument, which has gained popularity among researchers work-
ing on transition economies, is the Business Environment and Enterprise Perfor-
mance Survey (BEEPS); this was conducted for the first time in the summer of
1999, and re-run for a second time in the summer of 2002, among the transition
economies of Central and Eastern Europe and the CIS countries. This is a survey
of enterprise managers, rather than lawyers, though the principles of the survey are
the same. Again, the answers reflect individual opinions about various aspects of
the investment climate, among them how fair and incorrupt court enforcement of

contracts is, as well as how well the enterprise performs. The derived indicators are
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necessarily proxies of the underlying economic variable being measured.

Finally, surveys of legal practitioners have recently been utilised in large cross-
country studies, aimed at generating comparative data on registration procedures
(following the methodology of Djankov et al. (2002), contract enforcement (following
the methodology of Djankov et al. (2003)), bankruptcy proceedings (in co-operation
with the American Bar Association), labour regulations (following the methodology
of Botero et al. (2004)), and secured credit transactions (following La Porta et al.
(1997)). These are the Doing Business data (World Bank (2004)). Typically, a
standard detailed questionnaire is sent to one law firm in over 130 countries, and
lawyers are asked to fill it in. The data is then coded and post-coding interactions
with the survey respondent are usually undertaken to explain unclear answers and
confirm interpretations. These data have gained popularity, and are being utilised
increasingly in cross-country studies related to financial market development and
the role of institutions, among others, e.g. Acemoglu and Johnson (2003), Beck et
al. (2003b), Qian and Strahan (2004).

This chapter will provide a description of the methodology used to evaluate
the quality and enforcement of investor protection laws in our sample of transi-
tion economies. Our main legal variables, which would be used in the analysis in
subsequent chapters, are derived from the European Bank for Reconstruction and
Development (EBRD) Legal Indicator Survey (LIS), run by the General Counsel
Office of the EBRD since 1997; therefore we will pay due attention to the use of
survey-based legal indicators, their attractions and limitations.

The chapter is organized as follows. We discuss the use of surveys in measuring
economic outcomes at some length in section 2.2. Section 2.3 compares the legal
indicators in the Transition Report 1999 and those reported and used in this thesis.
Special attention is paid to the two set of weights used for aggregating the legal

variables in the Transition Report and in the thesis. Consistency checks, and pro-
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cedures to clean the data are also outlined in this section. Section 2.4 presents the
‘theoretical background behind the construction and content of our legal variables on
securities laws and banking laws. Section 2.5 examines alternative ways to weight

and aggregate the data, and their effect upon our results. Section 2.6 concludes.

2.2 The Use of Surveys in Measuring Economic
and Legal Outcomes - the Legal Indicator Sur-
vey

It is often said that designing a good survey questionnaire is an art!. Yet, the sci-
ence of survey methodology and cognitive psychology sheds a lot of light on the
survey process. What constitutes a good survey? What should social scientists do
to construct better questionnaires? How do respondents arrive at the answers in the
survey process? What cognitive processes determine the choice of a particular an-
swer, and how does this affect the answers to subsequent or earlier survey questions?
How do expert survey responses differ from general, non-expert responses?

All these questions are discussed extensively in ” Thinking About Answers” by
Sudman, Bradburn and Schwarz (1996). The book summarizes existing research
on the interactions between cognitive psychology and survey questionnaire design.
The authors start out from the premise that a survey is a social encounter, a spe-
cial type of conversation between interviewer and interviewee, and governed by the
same social norms which govern relations between strangers. Furthermore, a survey
questionnaire is delivered to respondents through language, and the ways in which
people comprehend speech or written material affect their answers. For instance,

question wording affects, among other things, the meaning of the question. What is

1See Recanatini, Wallsten and Xu (2000) for a comprehensive review of different firm-level

surveys, and the main problems with the design of survey questionnaires.
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more, related research indicates that the most important part of the survey process
is the wording of each question. In this regard, question wording and how it affects
comprehension, and whether or not the inferred meaning of the question differs from
the meaning actually intended by the survey author, would be crucial in survey de-
sign. Small changes in wording could alter the meaning fundamentally, whereas
extensive wording changes could change the meaning slightly. An early experiment
from the 1940s is quoted by the authors, whereby matched samples of respondents
were asked one of two questions: "Do you think the United States should allow
public speeches against democracy?” or "Do you think the United States should
forbid public speeches against democracy?” When the question referred to ”allow-
ing”, 21% of respondents were in favor of free speech. However, when the question
was about ”forbidding”, 39% of respondents supported free speech. The authors
point out that a theory of survey response effects would be able to explain these
differences. Finally, it is necessary to understand that respondents’ answers to sur-
vey questionnaires are the result of complex cognitive processes, such as memory
retrieval and information processing; therefore survey methods are inherently linked
to cognitive psychology.

To begin with, from a cognitive perspective, answering a survey question requires
the respondent to accomplish several distinct tasks. These include interpreting the
.question, retrieving information, forming an opinion, formatting a response, and
editing this response. These are the main psychological stages of the process, which
begins when a question is asked and ends with the respondent’s answer to that
question.

The main issue in question comprehension is to ensure that the respondent’s
understanding and interpretation of the question matches the content which the
researcher had in mind. This involves understanding both the literal meaning of the

question and the pragmatic meaning, i.e. to infer the questioner’s intention in ask-
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ing the question. It is argued that since lexical ambiguities are present in language,
both spoken and written, and there exist idiosyncratic differences in word meanings
across regions or cultures, it is often unclear what a particular word or term means
to survey respondents. For example, it was found that respondents had in mind
nine different meanings about the term ”energy crisis”. Similarly, respondents also
differed in their interpretation of the term ”big government”. These differences in
meaning are exacerbated when comparative surveys, such as the Legal Indicator
Survey in our case, are conducted across countries. Therefore, in designing cross-
country surveys researchers must be careful to avoid ambiguous terms, and try to
word questions in the same way across languages. However, to the extent that the
LIS is a survey of experts, and the questions are highly specific and require sys-
tematic knowledge of local laws, the problems inherent in generic surveys, such as
various opinion polls, political surveys, etc., are less acute. Furthermore, all the LIS
respondent lawyers had a good working knowledge of English, and the survey was
administered in English in most countries. Since a lot of the legal jargon and termi-
nology is highly specific and the lawyers we surveyed were identified mainly through
the EBRD’s local contacts, and constitute leading law firms which work with many
international clients, survey question comprehension and interpretation are not con-
sidered a serious issue. It must be noted that the survey was administered in the
Russian language across the CIS countries, and the translation was made in-house,
using professional EBRD translators, proficient in legal and economic terminology.

It has been demonstrated, however, that question comprehension can depend
on the response alternatives provided by the survey designers. For example, rating
scales have been found to affect the inferred meaning of the question. Using two
different rating scales for the same question could yield different responses. To
illustrate this point, in an experiment, German adults were asked ” How successful

would you say you have been in life?” The question was accompanied by an 11-
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point rating scale, ranging from ”"not at all successful” to ”extremely successful”.
However, in one case the numeric values of the rating scale ranged from 0 ("not at all
successful”) to 10 (”extremely successful”), whereas in the other case the same scale
had numeric values from -5 ("not at all successful”) to +5 (”extremely successful”).
Almost three times more respondents (34% vs. 13%) endorsed a value between 0 and
5 on the 0 to 10 scale compared to the formally equivalent values between -5 and
0 on the -5 to +5 scale. Therefore, respondents appear to have inferred differential
interpretations of "not at all successful” from the scale. Subsequent experiments
confirmed that when this answer choice was assigned the value of 0 on the scale,
it was interpreted as lack of success. When the same answer choice was combined
with a numeric scale value of -5 and the scale offered 0 as the midpoint, the same
term was interpreted by respondents as presence of failure.

In a similar experiment, respondents have been asked to provide behavioral fre-
quency reports on a rating scale ranging from ”rarely” to ”frequently”. In one case
the numeric scale used assigned to the verbal label "rarely” the value of 0, whereas
in the other case: the same scale assigned to the label "rarely” the value of 1. It was
found that respondents assigned higher frequency ratings when "rarely” was coded
as 0 rather than 1, since the value of 0 made them interpret "rarely” as "never”,
thereby requiring the assignment of higher values for a given behavioral frequency.

These features of survey questionnaires indicate that respondents use response
alternatives in interpreting the meaning of survey questions. The dependence of
answers on the numeric scale given for responses is one example how this can happen.
Therefore, this poses particular problems in survey design and is considered one of
the main limitations of survey methods.

How important is this limitation for our survey? First, the majority of questions
in the LIS have a format of responses of Yes, No, Unclear. Rating scales were

introduced in the 1999 version of the survey with regards to effectiveness-related
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questions. They all share a common 5-point rating scale of 1 to 5, in increments
of 1, and provide frequency reports. Thus, the rating scale assigns the value of 1
to ”"Never”, and the value of 5 to ” Almost always”. We have not conducted any
robustness checks to see whether assigning different numeric values to the same
scale, for instance giving "never” the value of 0, would change the answers to these
questions — such robustness tests may be desirable, but were not feasible since the
data was generated in one round and no pilot questionnaire was implemented (the
questionnaire was largely a repeat of the 1998 and 1997 ones). If a change in
numerical scale values were found to affect answers, distribution of the answer points
could be affected. Thus, if respondents interpret a value of 1 to actually mean
"rarely” (the next verbal label on the scale) rather than "never”, this could lead
to the respondent’s assignment of lower values to a given behavioral frequency. So,
the effectiveness scores might be underestimated. Unfortunately, we have no way of
judging this at this point.

Another problem of survey methods is the so-called context effect. One contex-
tual bias arises from the ordering of questions in a survey. This is known in the
survey methodology literature as question order effects. People attempt to provide
answers consistent with the answers already given in the survey. Prior questions
may bring certain memories or attitudes, which then influence later answers. In
one study, respondents were asked two questions: ”How satisfied are you with the
current U.S. health care system?” and ”How satisfied are you with your health in-
surance plan?”. The answers to the latter turned out to be independent of the order
in which these questions were asked. However, the answer to the former exhibited
strong order effects. When the question about the U.S. health care system was
asked first, 39.6% of respondents reported being somewhat or very satisfied with
it; when the question about individual health plans was asked first, only 26.4% of

respondents reported being somewhat or very satisfied with the U.S. health care
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system. Apparently, having just reported on their own health plans, with which
most respondents were satisfied, respondents then went on to interpret the question
about the quality of the U.S. health care system, as meaning: ”Aside from your
own health insurance, how satisfied are you with the U.S. health care system in
general?”, which led to lower reported levels of satisfaction.

Order effects, resulting from the sequencing of questions, are not only limited
to order effects of preceding questions. In self-administered questionnaires such as
written surveys sent by mail, without an interviewer, the respondent might skip
through questions and answer later questions before actually answering earlier ones.
Thus, order effects of this type could also occur, if the answers to later questions
then affects the interpretation of the earlier question. In any case, from a theoretical
point of view, question order is merely a technical aspect of the survey questionnaire
and not a relevant psychological variable. We will get back to the context effects and
how they are generated in the cognitive processes involved in answering a survey.

Let us now go back to the five stages of a respondent’s processing of information
in a survey situation. We have so far focused on comprehension. The next stage of
the process is a respondent’s recalling or computing a judgment. Once they have
determined what the survey researcher is actually asking, respondents have to decide
whether or not they have the answer stored in their memory, and would either need
to recall this answer (i.e. recalling a judgment), or would have to come up with
a judgment on the spot (i.e. computing a judgment). Usually, respondents would
have to compute a judgment. In attitudinal questions even if an opinion has been
formed earlier and is retrieved from memory, the existing opinion might not exactly
match the particular aspect sought in the survey question. In behavioral questions
respondents are unlikely to have an answer stored in memory. At the very least,
they would have to determine whether relevant behavioral instances fit the period

specified, etc. Thus, most survey answers record judgments generated on the spot in
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the specific context of the survey. Normally, this context dependency of respondent’s
answers is explained by the fact that humans are ” cognitive misers”, in other words
when asked to form a judgment, individuals do not normally retrieve all potentially
relevant information from memory, but rather truncate the search process as soon as
sufficient information has come to mind to form a judgment. In addition, searching
memory takes time, and given the time constraints of many survey processes, such
search truncation usually happens early on. In order to induce respondents to search
their memory extensively, they must be induced to do so by certain stimuli, e.g. if
the answers have important personal consequences.

Information plays a crucial role in the process of computing a judgment. Infor-
mation, which is readily accessible, such as information used to answer a preceding
question, would likely come to mind when a related question is being asked. One
needs to distinguish between ”temporarily accessible” information, and ” chronically
accessible” information. The former refers to information, which has been brought
to the respondent’s attention by virtue of the same information being used to an-
swer a preceding question. The latter refers to information, which comes to the
respondent’s attention by virtue of the frequency of its use in general, outside the
survey process. For example, a respondent who is concerned about unemployment,
might often think about this issue, and would resort to ”chronically accessible”
information when asked a question on this issue. Or, as in the Legal Indicator
Survey, a respondent lawyer, by virtue of his everyday work, would know and think
about the particular legal questions being asked, thus likely resorting to ” chrohically
accessible” information when forming a judgment in the survey process. In other
words, ”temporary accessibility” is mainly determined by questionnaire design, while
”chronic accessibility” is mainly determined by respondents’ characteristics. Finally,
a given piece of information is proportionately more accessible in memory if it is

part of a larger knowledge structure, e.g. an encompassing knowledge of the overall
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legal system and a law degree might make information about bankruptcy laws more
accessible.

Once a judgment has been formed by a survey respondent, the next stage of the
process is concerned with how this judgment would be formatted to give a particular
response. Survey designers do not usually allow the respondent to answer questions
in their own words. Rather, they provide a template of response alternatives, from
which the respondent must choose. In so doing, the answers are necessarily affected
by the response alternatives provided. However, the impact of response alternatives
is not only limited to the formatting stage, but also to the other stages of the
survey-answering process. For example, in categorical scales which offer a number of
discrete opinions, it has been demonstrated that when respondents cannot identify
the response which reflects their judgment, they are unlikely to report it, even
if a generic category of ”Other” is provided by the survey designers. Or in the
case of questions with rating scales, the range of the scale might affect question
comprehension as well as respondents’ judgmental strategy. When rating scales are
used, respondents usually use the most extreme stimuli to anchor the end points of
the rating scale. In addition, if the number of stimuli to be rated is large enough,
respondents use all categories of the rating scale about equally often.

The final stage of the survey-answering process is the editing of the response.
Respondents might want to edit their response to the survey question before com-
municating it for reasons of social desirability or self-presentation. This effect, how-
ever, is shown to be more pronounced in face-to-face interviews, and less so in
self-administered surveys. Since the Legal Indicator Survey is of the second type,
the problem of providing an answer which makes the respondent look good or is
" politically correct” is less of an issue.

The methodology employed in the Legal Indicator Survey is based on hypotheses

derived in economic theory. To avoid generality, it focuses on narrow topics - national
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laws and regulations on banking and stock markets, laws related to bankruptcy,
corporate governance and secured transactions, as well as perceptions about the
general enforceability of contracts and the performance of the courts. It is factual,
as questions elicit responses on the laws in force and how a procedure is done in
practice, not how the respondent would evaluate its effectiveness. The questionnaire
asks about highly specific aspects of the respective laws, regulations and procedures
under detailed assumptions, to ensure that the facts and meaning are comparable
across countries and that the respondents envision the same process as they complete
the surveys.

By targeting lawyers who are experts in the particular area, the Legal Indicator
Survey ensures that only those with detailed professional knowledge and experience
provide the data. The methodology also allows for repeat interactions during the re-
search process, to eliminate possible misinterpretations in questions?. Furthermore,
the survey builds on local knowledge - without exception, indicators are based on
answers by local respondents in the transition countries, who practise law in the ju-
risdictions we study and are familiar with changes in the law as well as with judicial

and administrative procedures to make use of these laws.

2 Although desirable, such interactions usually occurred once a year — the same law firms were

usually asked to complete the LIS.
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2.3 How do the legal data in the thesis differ from
the legal data in the EBRD Transition Re-

ports?

2.3.1 Subjective Legal Expert Opinions

The Legal Indicator Survey data were initially used for the EBRD country rankings
on commercial law extensiveness and effectiveness and financial law extensiveness
and effectiveness as published in the 1999 Transition Report. The country rankings
use a scale from 1 (lowest) to 4* (highest), increasing in increments of 1, but also
using add-on pluses or minuses. The underlying raw survey data used to derive
these scores are the same data used in this thesis. Two important qualifications are
in order, however. First, the official EBRD scoring reflects the survey outcomes,
but also takes into account expert opinions, notably EBRD in-house lawyers, who
have usually been consulted and asked to review the country scores before these are
released for publication. To the knowledge of the thesis author, such consultations
have happened on several occasions and have led to revisions in the 1 to 4* scores
given to particular countries. In contrast, the data presented and used in the thesis
do not include any external judgments, and therefore reflect only and exclusively

the opinion of the survey respondents.

2.3.2 Missing Answers

Second, extensive consistency checks were performed on the data for the purposes of
the author’s research and work on the thesis. In the process, a number of errors were
discovered, at a much later stage than the time of publication of the 1999 Transition
Report (November 1999). Although these were limited, we are presenting a list of all

recorded omissions, which lead to discrepancies in the scores given in the Transition
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Report, and the scores in the thesis. One example of this kind is Georgia, which
was represented in the 1999 survey by three law firms. One of them, however, did
not provide answers to the Banking part of the questionnaire. Nevertheless, the
official Georgia rankings did count these missing answers in as 0 scores, and after
averaging over 3 rather than 2 respondent answers, produced a downward bias in the
Georgian banking and overall financial scores. Subsequently, this error was revealed
and corrected, thereby raising Georgia’s banking and overall financial scores.

A recent review of the LIS data has also revealed that in many instances through-
out the answer entries for various countries missing questions or sub-question an-
swers were not treated as missing observations but rather counted as zero scores.
This used to generate a downward bias in the country scores across the sample and
across all sections of the survey. This bias was particularly pronounced in countries
with few survey entries — such as Armenia, Belarus, Georgia. A correct treatment
would be to exclude these missing answers, where they are truly missing rather than
non-applicable, and this has been performed for all the data used in the thesis. The
correction for missing question answers therefore produced a generally upward shift

in the country scores.

2.3.3 Differences in Question Weights

Third, the scores published in the 1999 Transition Report are based on different
question weights. In an attempt to eliminate problems and peer review queries
regarding arbitrary weights, we have treated each survey question equally, assigning
a weight of 1 to each. This again result in differences in scores as given in the
thesis and previously published. We will address the issue of weighting at great
length when we explain the economic concepts behind the survey variables. Here we
present the set of weights used for the scores which appear in the Transition Report

1999 on one hand, and the set of weights used for the scores in the thesis on the
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other, and illustrate how each set affects country scores on a given indicator.

The distinction between extensiveness and effectiveness questions and sub-questions
is maintained for most questions, i.e. questions and sub-questions categorized as
extensiveness-related for the scores in the Transition Report, are normally also cate-
gorized as extensiveness-related for the scores used in this thesis.® Again, given their
central place in the thesis, the concepts of legal extensiveness and effectiveness, as
employed in this thesis, are reviewed briefly in a later section.

Using weights of 1 for all survey questions has enabled us to cross-check the
entire database for other errors in coding the answers. We also tabulated individual
question scores for the purposes of the thesis — something which was not done in

Transition Report 1999.

2.3.4 Coding Errors and Logical/Internal Inconsistencies

Finally, the thesis data were additionally cleaned for some typical survey inconsis-
tencies. We must stress, however, that such incidences were very few and had minor
effects on the legal variables in most cases. Nevertheless, we will provide examples
of when and how such survey answer inconsistencies have arisen, and the procedures
used to eliminate these inconsistencies. A section will be devoted to this end. Cod-
ing errors, such as missing values coded as zero values were identified in the last
cleaning procedure, and the data were corrected for them as well.

Summing up, there are four major reasons why the legal variables, as shown and
used in this thesis, deviate from the same variables as given in the 1999 Transition
Report and associated EBRD publications, such as Law in Transition. First, the
legal data published by the EBRD incorporates in-house opinions and judgments,
which augment the survey raw scores to arrive at the legal scores on a numeric

scale from 1 to 4*. We do not allow for outside subjective judgments to play a

3Where changes occur, we highlight them and explain the rationale for them.
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role. Second, discrepancies may be due to certain consistency errors in aggregating
the data, which have been corrected in the scores reported in this thesis. Third,
the EBRD published data were based on a different set of question weights. For
a variety of reasons, to be taken up and analysed later, we have chosen to employ
equal weights. The issue, however, is still open for discussion, and robustness checks
can be performed actually employing both, or even a third, sets of weights. Finally,
logical inconsistencies in the survey process and in the data coding, which were
not corrected in the EBRD Transition Report scores, have been eliminated in a
systematic cleaning operation by the thesis author.

A thorough discussion of the differences in the LIS legal data used in the thesis
and in official EBRD publications in Appendices 2.A to 2.D*. The appendices go
through a very detailed explanation about observed differences, particularly focusing
on changes in weights. We present Table 2.1, showing the 1 to 4* overall financial le-
gal extensiveness scores reported in the 1999 Transition Report, the underlying raw
country scores for these 1 to 4* scores (before further judgmental manipulations),
and the country scores used in the thesis. The countries are ranked by their Tran-
sition Report index score. Detailed explanations are offered in the appendices in
accounting for all the differences. Table 2.2 then shows the number of law firms per
country, which provided answers to the three different sections of the Legal Indicator
Survey used in the thesis (Banking Law, Securities Law and Legal Enforcement).

Furthermore, we also map the time line of the extensive work, performed to check

4We must stress, however, that the numbers given in these appendices have been further changed
due to changes in definitions, variable re-classifications, and subsequent discovery of missing values
coded initially as zeros. These events have led to further changes. Since in this thesis, we employ
more disaggregated indices, based on individual questions, in a sense some of the calculations in
Appendices 2.A to 2.D are somewhat old at this stage. They do illustrate an important point
about the changes in scores used in the previous version of the thesis and published EBRD legal

indicators based on the LIS.
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and clean the data, used in this thesis (Table 2.3).

2.4 Theoretical Background for Legal Variables
and Question Weights

Having outlined the main sources of differences between the scores shown in the
thesis and the published scores in some EBRD publications, and provided a detailed
explanation for these differences in terms of weight changes in the appendices, let
us now turn to the essential question of what the survey is measuring and how the
legal variables reflect current theoretical and empirical knowledge about bank and
stock market regulations, and contract enforcement, which are the sections whose
data is utilised in later chapters®. Since the Legal Indicator Survey captures lawyers’
opinions on each of these aspects of laws and regulations and their application, we
will consider each of them in succession. Our main objective in this section is to
explain the theoretical economic thinking about each of these institutions, say stock
market laws and regulations, and based on this thinking, to justify the particular
questions asked in the survey, the weights awarded to their answers, and the use
of legal extensiveness and effectiveness as separate proxies for the quality of legal

protection. We begin with a look into securities market regulation.

2.4.1 Securities Markets Laws and Regulations

There is a growing body of theoretical and empirical research, which seeks to answer
the question whether or not securities laws matter for stock market development.

One view, the older one, is that securities law does not matter. Following Coase

5We have also reviewed and cleaned systematically the Bankruptcy and Company Law sections
of the LIS, as well as a substantial proportion of the Pledge Law section, but do not employ those

data in the thesis.
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Table 2.1: Differences in Scores: Extensiveness of Banking Laws, 1999

Country TR99 (1-4*) TR99 (1-100) Thesis (1-100)
Estonia 4 64.52 64.61
Hungary 4 64.57 67.95
Moldova 4 71.29 73.69
Poland 4 60.04 63.13
Slovak Republic 4 60.46 62.89
Czech Republic 3+ 59.39 62.23
Slovenia 3+ 62.07 59.31
Albania 3 53.51 58.92
Armenia 3 57.34 56.67
Bulgaria 3 62.80 65.98
Croatia 3 54.75 56.68
FYR Macedonia 3 53.47 57.94
Kazakhstan 3 59.58 63.02
Latvia 3 56.99 58.44
Romania 3 57.80 61.68
Russian Federation 3 50.66 51.26
Kyrgyzstan 3- 54.60 59.69
Lithuania 3- 52.80 54.47
Azerbaijan 2 52.85 55.81
Belarus 2 39.56 39.25
Ukraine 2 48.14 48.29
Uzbekistan 2 57.56 59.17
Georgia 1 30.59 48.96

Source: EBRD Transition Reports, EBRD Legal Indicator Survey raw data

and author’s compilations.
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Table 2.2: Number of Surveyed Law Firms Per Country, 1999 Legal Indicator Survey

Country Banking Law Securities Law Contract Enforcement
Albania 4 4 4
Armenia 1 1 2
Azerbaijan 3 3 3
Belarus 1 1 1
Bulgaria 16 16 16
Croatia 9 9 9
Czech Republic 13 13 14
Estonia _ 7 7 7
FYR Macedonia 3 3 3
Georgia 2 3 1
Hungary 13 13 13
Kazakhstan 5 5 5
Kyrgyzstan 3 3 3
Latvia 4 4 4
Lithuania 3 3 3
Moldova 4 4 3
Poland 7 7 7
Romania 6 6 6
Russian Federation 20 20 21
Slovak Republic 9 9 10
Slovenia 3 3 3
Ukraine 8 8 8
Uzbekistan 4 4 4

Source: EBRD Legal Indicator Survey, 1999
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Table 2.3: Timeline of EBRD and author’s work on the Legal Indicator Survey

Year

EBRD

Author

1997

June,
July and Au-
gust, 1998

September
1998

April 1999

May 1999

June, July

1999

Commercial law survey conducted

and results reported in TR97

Commercial law survey re-run with
minor changes (new questions).
A new survey instrument devel-
oped and launched: Financial Law

Survey.

Results from both surveys appear
in TR98.

Results from Financial Law Survey

appear in LiT.

Commercial and Financial Law
Surveys combined in joint Legal In-
dicator Survey and administered to
respondents. Modifications intro-
duced in response alternatives for
effectiveness questions: a 1 to 5 fre-
quency rating scale adopted. Oth-

erwise, same questions as in 1998

surveys.

Involved in collecting and coding
data, modifying coding template
for Commercial Law Survey, and
building a coding template file for
Financial Law Survey (using Visual
Basic programming).

Team work on preparing country

scores for the TR.

Joint work on article.

First version of paper on Law
and Finance in Transition pre-
sented at Budapest workshop, us-
ing 1998 banking and stock market
law data.

Work on re-design of survey ques-

tions, and coding templates.
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October 1999 Results on company law
(corporate governance) pub-

lished in LiT.

November

1999

February, Article on insolvency laws in

March 2000 LiT.
April 2000

March, May,

June 2000

June, July Preliminary work on Legal
2000 Indicator Survey 2000. A

new section on Concessions

Law added to LIS.

February
2001

October,
Novem-

ber, Decem-
ber 2001
January 2003

- February
2004

Work on LiT article.

Law and Finance paper revised to use
1999 financial law data alongside 1998
data, and appears as a FMG working
paper

Joint work on LiT 2000 article.

Law and Finance paper submitted to
journal.

Law and Finance paper presented at
international conferences

Preliminary coding of available data,
and development of a new coding tem-

plate on Concessions Law.

Revision of Law and Finance paper,
and presentation at World Bank work-
shop. Suggested to use equal weights
of questions.

Revision of both Commercial and Fi-
nancial law data; Systematic consis-
tency checks performed and a cleaning
operation complete.

Entire legal dataset based on 1999 Le-
gal Indicator Survey shown in thesis.

Cleaning completed.

33
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(1960) and Stigler (1964), the government’s optimal policy is to do nothing regarding
securities markets. When securities are issued, informational asymmetries arising
between the issuers (or sellers) and investors (buyers) will be resolved through rep-
utational mechanisms or general contract law norms, without the need for specific
laws on securities markets. For example, under this view, when companies issue
shares, they have every reason to provide truthful and accurate information about
the company in order to extract a higher price for their shares. The incentives to
do so are grounded in general contract and tort law as well as the concern for one’s
future reputation. Similarly, investors have every reason to find out more about
the company, whose shares they intend to purchase. Their incentive is to invest in
information-gathering so as to avoid being cheated by disreputable firms. To the
extent that such incentives exist for both buyers and sellers of securities, the argu-
ment goes that securities law is unnecessary (since parties can contract around it)
or may even be harmful in so far as it raises transactions costs.

The second view is that securities law matters, e.g. Glaeser, Johnson and Shleifer
(2001), Black (2001). On this view reputational concerns, contract and tort law are
not enough to preclude opportunistic behaviour by securities issuers. The payoffs
from cheating are very high, as are also enforcement costs of private investors who
have been cheated. To reduce such costs and opportunistic behaviour, the govern-
ment can introduce a securities law, specifying how securities transactions should
be conducted. Recent work has been very supportive of this latter view, e.g. La
Porta et al. (2003).

Starting out from a theoretical perspective, let us assume a company tries to sell
shares on the stock market for the first time, i.e. initiates an initial public offering
(IPO). The company is trying to raise cash to finance its grovx'ring business operations.
Previously, it used only internal funds and bank loans. Since the company is not

known to investors at large, potential investors are required to invest some effort
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in learning more about the company and its prospects. A problem of asymmetric
information arises. The company knows more about the present value of its business
than outside investors do. It might be tempted not to reveal some aspects of its
business if it anticipates that they would turn investors away. It may be tempted to
provide more favorable information in order to boost the price the investors would
pay for its shares. How is this problem of asymmetric information going to be
resolved? In the Coasian view, private contracting would ensure that the efficient
outcome is achieved, assuming zero transaction/information costs. In the public
enforcement view, private contracting would be insufficient, and the government
needs to step in and institute a public securities agency and a securities law.

Aside from asymmetric information, a second problem which arises in this exam-
ple is the fact that once shares have been sold to outside investors, is moral hazard.
The company’s insiders, such as managers and controlling shareholders, have an in-
centive to cheat outside investors out of some or all of the value of their investment.
This could happen through self-dealing (transactions between a company and its in-
siders, or with another firm that the insiders control). It is possible that the insiders
also engage in insider trading, or even commit outright theft. Since investors know
ex-ante that such incentives exist, they may be less willing to buy a company’s shares
if they suspect that the insiders will cheat. How could this problem be mitigated?
Again, in the private enforcement view, reputational concerns and general contract
law will be sufficient to elicit honest behavior by insiders. In the public enforcement
view, a specialized law which establishes procedural and disclosure requirements
aimed at controlling self-dealing is needed.

What are the legal and institutional features which help resolve the informa-
tion asymmetry between the company selling its shares and outside investors? On
grounds of efficiency, the lowest cost provider of information about a security should

collect and present this information, and be held accountable if this information is
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wrong or misleading. Grossman and Hart (1980) present a theoretical model where
the lowest-cost providers are the securities issuers, distributors and accountants.
Therefore, an efficient system would provide these market players with incentives to
collect and present truthful information to outside investors, and would hold them
liable if they fail to do so. The relevant provisions of securities law which make this
possible are disclosure requirements and liability rules. Both make it cheaper for
investors to recover damages when information is wrong or omitted.

Black (2001) looks at this question in detail and identifies the following legal
norms and institutions which counter the informational asymmetry on the one hand,
and self-dealing by company insiders on the other: existence of effective regulators,
courts and prosecutors; sufficient financial disclosure; reputational intermediaries
operating in the securities market; well defined and requisite company and insider
liability; securities market transparency; local culture and other relevant institu-
tions. Appendix 2.E summarizes in a table what these laws and institutions entail.

We observe a lot of similarities in the laws and institutions aimed at controlling
asymmetric information and self-dealing. However, some of the institutions outlined
above are specifically targeting only one of the two problems facing securities issuers
and investors. We will return to these pre-conditions in the next sub-section when
we discuss how the Legal Indicator Survey in its Securities Law section provides
information on some of these institutions.

In a recent paper La Porta, Lopez de Silanes and Shleifer (2003) examine securi-
ties laws in 49 countries worldwide and establish that private enforcement through
disclosure and liability rules is associated with more developed securities markets,
whereas public enforcement is mostly not. The authors look at private and public
enforcement separately. They argue that disclosure requirements and liability rules
are two crucial features of private enforcement. The authors conduct a survey of

one law firm per country, and collect data on various aspects of securities laws. The



Chapter 2. Methodology of the Legal Indicator Survey 37

data are summarized in several key index measures of the variables of interest. For
example, six proxies of the strength of disclosure requirements are constructed®. An
index of disclosure requirements is the average of the six proxies. In addition to
these specific disclosure requirements, it is common to have a requirement, whereby
the prospectus needs to include all material information necessary to assess the
value of the securities being offered. However, when bad news hit the company after
it has issued securities, the question becomes whether this information was known
or knowable to the issuer, distributor and/or accountant, and whether it is easy
for investors to recover damages if information in the prospectus was misleading or
omitted. La Porta et al. (2003) distinguish four different liability regimes’.

In La Porta et al. (2003)’s analysis the sub-indices of disclosure and burden
of proof are combined to give an index of private enforcement, and it is found
that precisely this index is significantly associated with better securities market

performance.

6These are whether a prospectus is delivered to investors in advance, before the securities issue;
whether the company must disclose insiders’ compensation, ownership by large shareholders, inside

ownership, contracts outside the normal course of business and transactions with related parties.
7One possibility would be for the plaintiff to demonstrate that the issuer, distributor or accoun-

tant was negligent in leaving information out of the prospectus. In addition, under this regime
the investor has to prove that he relied on the information given in the prospectus in their deci-
sion to invest (reliance) and that his losses are due to the information provided in the prospectus
(causality). Under the second liability regime, plaintiffs need to prove gross negligence on the part
of the issuer, distributor and /or accountant. Therefore, this regime is harder for plaintiffs than
the first one. Under the third liability regime, plaintiffs must prove reliance and causality, but
not negligence. Therefore, the burden of proof is lighter in this case. Finally, the fourth scenario
calls for plaintiffs to merely prove that the information provided in the prospectus was misleading,
without proving reliance on the prospectus to invest or causality between information provided
and incurred losses. In the latter case the burden of proof shifts from plaintiff to defendant: the

defendant must prove that he exercised due diligence in preparing the prospectus.
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2.4.1.1 Disclosure Requirements and the Legal Indicator Survey

Let us now turn to the Securities Markets section of the Legal Indicator Survey.
What information does the survey elicit from respondents, given the first problem of
securities issuance, i.e. the problem of asymmetric information between issuers and
investors? As we have seen above, disclosure of financial information, which enables
potential investors to judge the health of the company and its future prospects is
essential. One of the first things the survey section on Securities Markets asks about
is disclosure and transparency. For example, six of the 29 questions in this section
are concerned with how good and effective disclosure requirements are.

Thus, an extensiveness question Q5 asks whether publicly traded companies must
provide timely and accurate financial results and other information to the public, and
a related question, Q6, asks how often such information is in fact provided, thereby
measuring the perceived effectiveness of the disclosure rule. Note that in this case
the question refers to a situation after such securities have been issued. Two aspects
of such information provision are sought: both that the information is factually cor-
rect and complete, i.e. there is no misleading or omitted information, and second,
that it is provided to investors and the general public at large in a timely fashion,
i.e. once every quarter, etc. As discussed earlier, one of the core pre-conditions
for countering the information asymmetry involves good accounting and auditing
rules designed to provide information useful to investors. Q7 attempts to measure
exactly that. It asks the lawyers to tell us whether publicly-traded firms must use
international accounting standards when preparing their financial statements. Use
of international accounting standards is thought to be desirable, especially since the
transition economies had no proper accounting standards to begin with. The next
question, Q8, is about the transparency of securities transactions. It asks about the

existence of a properly functioning clearance and settlement system for both shares
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and bonds, assigning equal weights to both®. When such a system is in operation
trades can be recorded and those records made available to investors. Black (2001)
lists similar market transparency rules such as recording the time, quantity and
price of trades as one of the core institutions to control asymmetric information.
He comments that large investors often try to hide their transactions to reduce the
price impact of their trades. Large stock exchanges, however, sometimes have the
power to require that all trades be reported to them. More generally, however,
the government needs to mandate prompt reporting of transactions and their entry
into a single, consolidated source. Finally, Q8 and Q9 of the Securities Markets
section deal with disclosure requirements prior to securities issue. One half of the
question weight is assigned to an affirmative answer to the question whether filing
of information with the Securities regulator before issuance is required by the law,
and whether the information provided exceeds or falls short of that given in the
issuing company’s annual report. These parts arguably refer to the extensiveness of
the law. Another half of the question weight of 1 is awarded to a mandatory filing
of both a prospectus and financial statements, with the prospectus given a three
times higher weight than financial statements, and both considered complements.
The importance of the prospectus is discussed by both Black (2001) and La Porta
et al. (2003). Financial statements can obviously augment the financial informa-
tion provided in the prospectus. La Porta et al. (2003) stress the importance of
delivery of the prospectus to investors, and Q9 focuses on delivery of the informa-
tion (prospectus, financial statements and other) to the securities market regulator
prior to issuance. That part of the question asking about the form of information
disclosure was previously considered an effectiveness question. We choose to treat

it as an extensiveness question since it relates to the provisions of the law regarding

8Here we maintain the internal question weights originally assigned by the EBRD Legal Transi-
tion Team to the survey answers. In most cases the original internal weights have been maintained

in generating the legal indices used in the paper.
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delivery of prospectus and financial statements rather than their enforcement. And
finally, an effectiveness question, Q10, asks how often the regulator does in practice
approve of the information disclosed before a securities issue.

While, the survey omits disclosure requirements regarding director compensa-
tion, ownership by large shareholders, insider ownership, etc. as coded by La Porta
et al. (2003), it does focus on some of the crucial aspects of information disclosure
aimed at mitigating asymmetric information between securities issuers and investors.

We average the six LIS questions on disclosure requirements to get a sub-index
of Disclosure Rules (DISCL), and look at it in its aggregate as well as broken down
into its extensiveness (DISCL_EXT) and effectiveness (DISCL_EFF) components.

2.4.1.2 Effective Supervision and Regulation of the Securities Market
and the Legal Indicator Survey

As pointed out by Black (2001) and La Porta et al. (2003), it is essential to have
honest, well-funded securities regulators, who have the expertise and budget to
handle complex securities disclosure cases. Funding of securities regulators is often
a big problem, particularly in developing countries. Very often the salaries are too
low to retain qualified staff. La Porta et al. (2003) look at securities regulators as the
main government agency or official authority charged with supervising the securities
market, and thereby acting as the public enforcer of securities rules. Under the
public enforcement view, even with a securities law, private enforcement incentives
are not strong enough to elicit honest behavior from issuers, and therefore a public
enforcer, e.g. a Securities Commission, is needed to make sure that the securities
law is complied with. La Porta et al. (2003) argue that public enforcement could
be beneficial when the enforcer is politically independent and focused on securities
markets only; when it can introduce regulations of market participants; when it is

well suited to elicit information from market participants, and finally when it has
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the authority to impose sanctions on market participants. Each of these four aspects
of public enforcement through a securities market regulator is carefully coded using
their available data.

The securities markets section of the Legal Indicator Survey contains several
questions which refer to the Securities Regulator. For example, the first 4 ques-
tions of this section, Q1 to Q4 are combined under the rubric of Supervision and
Regulation. Of these, Q2 and Q3 are the most interesting. Q2 asks whether a gov-
ernment agency or an independent body exists and is in charge of securities markets
regulation. An affirmative answer, regardless of the degree of independence of the
Regulator, gets the full weight score of 1. Obviously, it makes a great difference
if the regulator’s staff members are appointed unilaterally by the government, or
not; and how they can be dismissed — following due process, or unilaterally by the
Executive branch of government. The survey does not allow us to fine-tune the
degree of independence, but rather assumes that respondents know what an inde-
pendent Regulator means. Q3 refers to the investigative powers of the Regulator
— it asks respondents whether the Regulator has the mandate to conduct on-site
examinations of securities issuers, presumably to investigate information provided
with the offering documents. Whenever inaccurate information is provided by the
issuers, accountants or underwriters, the question arises why such information was
provided? Did the issuer, accountant or distributor have that information? Could
they have had it? At what cost? Did the issuer hide relevant information from the
accountant (auditor) and /or distributor? Finding the answers to all these questions
is costly, and this is where the Regulator steps in. The Regulator can be empowered
to command documents from issuers, accountants or distributors, and to subpoena
witnesses. La Porta et al. (2003) summarize such powers into a sub-index of In-
vestigative Powers of the Regulator. Clearly, the first part of Q3 is also trying to

gauge the investigative powers of the Regulator, and like Q2, is an extensiveness
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question. The second half of Q3 asks whether the Regulator, if endowed with in-
vestigative powers, can use them in both the regulation of share issues and bond
issues, i.e. the focus is on comprehensive regulation of the securities market as well
as on focused regulatory powers. La Porta et al (2003) also stress the importance
of a focused Regulator. They argue that an effective securities regulator needs to
stay focused on securities market only rather than on both banking and stock mar-
kets. While Q3 does not rule out banking regulation, an affirmative answer to both
regulation of share and bond issues does imply a Regulator with comprehensive
powers of investigation. The information gathered in Q29 of the Capital Markets
section of the LIS is also linked to the attributes of the Regulator. This question
asks whether trained and knowledgable staff work in the agency charged with regu-
lation of securities markets (the first half of the question asks the same about bank
regulation). An affirmative answer to this question, is awarded 0.5 weight, and the
question is contributing to the total effectiveness score. Presumably, the better staff
the Regulator has, the more effective its work, and the enforcement or effectiveness
of securities regulation would be. We consider this question, as part of the Reg-
ulator’s attributes, which define its independence, focus and investigative powers.
Finally, Q1 and Q4, previously included under the rubric of Supervision and Reg-
ulation, are considered less important and will be omitted from the analysis®. Q1
asks whether securities laws or regulations have been enacted or amended over the
preceding 8 years, i.e. since 1991. An affirmative answer gains a score of 1 and
counts toward legal extensiveness. Q4 asks whether securities can be sold through
other mechanisms than a stock exchange. It used to be an effectiveness question
on a 5-point rating scale, which awards higher scores, if such trade happens regu-

larly. Presumably, expanding the opportunities for trade is considered beneficial for

9Such omissions, done at a later stage than the cleaning of the data, are another source of
differences between previously published legal scores and indices based on the LIS, and those used

in this dissertation.
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market participants. However, it is not very obvious how beneficial over-the-counter
trade could be in most transition countries, where securities markets are not very
well developed. Therefore, we choose to treat these questions with caution, and to
exclude them from the Regulator Attributes and Powers of Investigation sub-index,

which then becomes an average of Q2, Q3, and Q29b.

2.4.1.3 Enforcement Powers of the Securities Regulator and the Legal

Indicator Survey

A separate rubric of the Securities Markets section of the survey is devoted to the
enforcement powers of the Regulator. Q11 for example asks whether the Regulator
has enforcement powers. Clearly, the question assumes that the lawyers understand
what such enforcement powers are. The second part of the question in fact helps
to outline these enforcement powers. Respondents are asked whether the Regulator
is empowered to revoke an issuer’s listing, and to impose civil fines or penalties
in cases of non-compliance with securities rules. The existence of civil liability of
issuers scores higher than authority to delist. Both are non-criminal sanctions for
violations of securities law. Affirmative answers to all parts of Q11 gain a score of
1, and count towards extensiveness (previously this was considered an effectiveness
question, which we consider inappropriate since the question refers to law content
rather than enforcement). Q12 asks whether the Regulator has engaged in oversight
or enforcement action over the preceding 5 years, to see how much enforcement
has occurred in practice. An affirmative answer scores 1 point, and also counts
toward effectiveness. Similarly, La Porta et al. (2003) also review the powers of
the Regulator to impose civil sanctions on securities market participants. These
sanctions include orders on public firms’ directors to amend non-compliance with
disclosure requirements, to institute changes recommended by outside reviewers and

to compensate investors for their losses. They track whether or not such sanctions
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may be imposed on issuers, accountants and distributors alike, and average the
scores into a sub-index of ”Orders”. While their analysis is more detailed and
focuses on various market players, the information gathered by Q11 and Q12 of the
Legal Indicator Survey captures the same notion.

Questions Q13, Q14 and Q15 are all concerned with insider trading. They try
to gauge the enforcement powers of the Securities Regulator. The Regulator is also
one of the essential institutions to control self-dealing by insiders. Insider dealing
or trading is defined as trade between company insiders and less informed investors,
in which the insiders use information about the company not known to the other
investors. As discussed earlier, e.g. Black (2001), one of the ways to control insider
trading is to have securities or other laws which prohibit insider trading, and to
ensure that such laws are enforced. All three survey question are designed to assess
this in the transition economies. An affirmative answer to Q13 is awarded with
a score of 1. Q14 asks through what kind of a normative act insider trading is
prohibited, and assesses whether there is a comprehensive ban through law — both
private and criminal — as well as through administrative rules and stock exchange
rules. The rationale is that, if there is a law, a securities law or other, which
bans insider dealing, then suits on insider dealing can be filed before the courts.
Any administrative rules, issued by the government, also need to help eliminate
insider trading and support the law. Stock exchange rules and charters should also
complement the law and discourage insider trading. Finally, criminal liability and
sanctions could also be sought in cases of insider trading. La Porta et al. (2003)
list and code criminal sanctions against violators of securities laws alongside civil
sanctions. The prevailing view in today’s thinking about securities laws is that they
should impose criminal liability on issuers, accountants and distributors for certain
violations of the law. By asking whether a criminal law bans insider trading, the

Legal Indicator Survey assumes that such criminal liability may be sought in cases
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of insider trading. Both Q13 and Q14 count toward Capital Market extensiveness.

Finally, Q15 asks how often the Regulator uses his enforcement powers to pe-
nalise cases of insider dealing or fraud. Thus, this question seeks to assess how
well insider trading rules and laws are enforced. Enforcement makes violators learn
that they cannot violate these rules with impunity. Some of the literature also links
enforced insider trading rules with better stock market performance. For example,
Bhattacharya and Daouk (2002) report that many countries have laws prohibiting
insider trading, but only in few of them these laws are enforced. Enforced insider
trading laws are found to have a significant negative effect on the cost of equity,
whereas unenforced insider trading rules do not affect the cost of equity. Hence, all
indications are that Q15 is particularly important. It is an effectiveness question

and is rated on the 1 to 5 scale, with higher frequencies awarded higher scores.

2.4.1.4 Regulation of Securities Market Intermediaries and the Legal

Indicator Survey

A separate section of the Legal Indicator Survey, comprising 12 questions, is con-
cerned with securities market intermediaries (also known as reputational interme-
diaries), investment and pension funds, and some other features of the securities
market. The importance of market intermediaries such as accountants, auditors,
investment bankers serving as underwriters and distributors of securities, is un-
derscored by Black (2001) and others as one of the core institutions to solve the
information asymmetry between securities issuers and investors. A sophisticated
accounting and investment banking profession with securities laws defining liability
for each if they endorse misleading or wrong information, is a core institution to
counter asymmetric information. Furthermore, Black (2001) lists mandatory licens-
ing of reputational intermediaries, as well as their being subject to self-regulation,

as extremely useful in facilitating good financial disclosure. He also considers the
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presence of investment funds as a positive feature of the securities market, enhancing
good disclosure and providing investable funds. In this regard, the information which
the LIS attempts to collect falls very much under the realm of these arguments. For
example, Q17 asks whether securities laws regulate the conduct of securities market
intermediaries such as brokers and dealers; whether intermediaries are subject to
mandatory licensing before they begin operation, and whether licensing is based on
certain minimum standards and professional qualifications. An affirmative answer
to the third sub-question is thought twice as important as an affirmative answer to
the first two parts. This is in line with Black’s points about the preeminence of a
sophisticated and competent accounting, investment banking and securities lawyer
professions as a core institution. The terms brokers and dealers, as used by the
LIS, subsume accountants, auditors, investment bankers, lawyers and others who
are engaged as intermediaries in the sale of securities between the issuers on one end
and the investors on the other. Q18 asks whether any intermediaries have had their
licenses revoked by the Regulator or by any other self-regulatory organization. This
is an effectiveness question, measured on a 1 to 5 rating scale, aimed at evaluating to
what extent the enforcement powers of the Regulator or other self-regulatory orga-
nizations work in practice. While Q17 counts toward Capital Market extensiveness,
Q18 contributes toward effectiveness. Q19 asks whether securities market interme-
diaries are subject to mandatory self-regulation. As discussed above, self-regulation
can serve as a useful complement to the core institutions ensuring honest behavior
by the intermediaries in endorsing a company’s financial disclosure. It is an effective-
ness question, which scores highest points when self-regulation over intermediaries
exists.

Four questions (Q20 to Q24) refer to the existence of collective investment
schemes, defined as investment funds (mutual funds) or funded pension schemes.

Their existence, and the existence of private schemes is regarded as beneficial for the
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securities market. Both pension and investment funds provide market liquidity and
require good financial disclosure. Therefore, they can be a useful institution to have
in order to counter information asymmetries in the securities market. Furthermore,
Q21 asks whether separate rules and regulations govern the licensing of investment
and pension funds. This would impose checks on them and make it mandatory
that they themselves disclose information material to investor’s decisions. Q23 asks
precisely that — whether issuers of securities by investment or pension funds must
disclose financial information to investors. Q22 then gauges whether the informa-
tion provided by investment and pension funds to investors is accurate, i.e. whether
financial disclosure by them is-good and well enforced. Questions Q20 and Q21 are
extensiveness questions, whereas Q22 and Q23 were previously considered effective-
ness questions. However, while Q22 gauges enforcement of disclosure rules regarding
investment funds and pension funds, it is not so obvious whether Q23 does that too.
It just refers to the securities or other law or rule which describes what type of
information should be disclosed by investment and pension funds. Therefore, we
choose to treat it an extensiveness question instead.

Three questions in the Securities Markets section of the Legal Indicator Sur-
vey relate to investor compensation in the event of losses incurred as a result of a
failure of a market intermediary. La Porta et al. (2003) stress the importance of
civil liability and the ability of the Regulator to make issuers or other intermedi-
aries compensate investors for their losses following non-compliance by the issuer
or the intermediary with mandatory disclosure requirements. Q24 for instance asks
whether provisions in the securities law are in place whereby investors get compen-
sated for their losses after failure (we assume insolvency) of a market intermediary.
The question should be interpreted more broadly to include also compensation for
investor losses after failure to ensure good disclosure by the issuer. Q25 then asks

whether such failures have happened in the preceding three years (1996 to 1999),
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and Q26 asks whether in these cases investors did receive compensation. All three
questions were previously considered effectiveness questions. Since Q25 is concerned
more with an outcome rather than a legal rule, we remove it from the legal indices
used in the following analysis. An affirmative answer to Q24 is awarded 1 point,
and Q26 is measured on the usual 1 to 5 rating scale about the frequency of investor
compensation.

Finally, Q27 asks about the existence of a shareholder depository. The existence
of a law governing this, and its operation in practice are given equal weights, and
contribute to capital market extensiveness and effectiveness respectively. The ra-
tionale here is that the existence of a shareholder depository is useful in bringing
about market transparency about shareholdings and trades. Thus, it is thought to
be an institution enhancing good disclosure and facilitating the resolution of asym-
metric information. One last question under the rubric of Regulation of Securities
Market Intermediaries — Q16 — asks whether a functioning stock exchange exists in
the respondent’s country. The information provided as an answer to this question
can serve two purposes. First, it captures the existence of a stock exchange as a rep-
utational intermediary in its own right. Indeed, Black (2001) lists stock exchanges
with their listing rules and ability to enforce them as one of the main reputational
securities market intermediaries. Both exchanges and investors understand that
false disclosure by a member will affect the reputation of all listed members. Rep-
utational concerns make the stock exchange enforce its listing standards. So, the
survey included this as an effectiveness question, scoring 1 point for an affirmative
answer. However, a second interpretation is also possible. It can be argued that
this question does not measure how well the law is enforced, but rather measures
an outcome of how good the law or its enforcement are. Therefore, we remove this

question’s answer scores from the legal indices used in Chapter 3.1°

10This is an additional source of difference between previously published legal scores, and the

ones used in the thesis.
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2.4.2 Effective Courts and the Legal Indicator Survey

Finally, a question counted in the Securities Markets section of the Legal Indicator
Survey, but actually meant to capture effectiveness and enforcement for both banks
and stock markets, asks whether courts are authorized to review enforcement deci-
sions or other corrective actions, presumably by the Regulator, for banks and other
securities firms. Therefore the question refers to financial regulation in general, and
not to securities market decisions only. Court involvement is given points, following
the logic that good courts can complement and provide a check against the Secu-
rities Regulator’s decisions. Black (2001) stresses the importance of effective court
enforcement in cases of wrong disclosure. It is questionable, however, how benefi-
cial court review of decisions would be in the transition countries, where courts are
generally known to be corrupt, slow and expensive. Given these uncertainties, as
well as the fact that the question does not relate to securities regulation per se, we

exclude it from the indices of Capital Market effectiveness in the analysis to follow.

2.4.3 Bank Regulation and Supervision

An entire section of the Legal Indicator Survey is devoted to the regulation and
supervision of banks in the transition countries. We will proceed with reviewing the
questions and main themes of this part of the survey, providing information about
the economic foundations of question weights as we go along.

There exists a voluminous body of literature dealing with the rationale for bank
regulation and supervision, e.g. Goodhart (1998). Public regulation of economic
activity is justified by market failures due to three main sources: 1) the presence
of market power, 2) the presence of externalities, and 3) asymmetric information
between buyers and sellers. As discussed by Freixas and Rochet (1998), these three
main reasons for public regulation imply a need for prudential regulation of indi-

vidual banks. However, they argue that there are specificities about banks and the
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banking system, which call for a close look at banking regulation. One of the often-
cited justifications of bank regulation is the need to provide a safety net for banks in
order to protect depositors from the risk of failure of their bank. How are bank fail-
ures different from the failures of non-financial firms? One reason why bank failures
are so costly is due to the fact that bank debt is held by many, usually small, dis-
persed agents (mostly households), who are not in a position to monitor the bank’s
activities, whereas only the wealthy, or informed intermediaries, hold claims (debt
or equity) in non-financial firms. Therefore, an asymmetric information problem
arises — the bank’s insiders and managers know much more about the bank’s activi-
ties than the bank’s creditors (depositors, stockholders and other banks). It is true
that large firms are also financed through securities issues to many dispersed share-
holders. However, bank debt and firm equity differ in the fact that the latter is not
used as a means of payment (while bank debt is), which means that the free-rider
problem associated with bank monitoring is more pressing than in the case of firm
equity, and the fact that the debt-to-assets ratio is much higher in financial interme-
diaries than in non-financial companies. Therefore, free-rider problems associated
with the monitoring of widely-held firms are thought to be much more serious and
pronounced in banks and other financial companies, than in non-financial ones.

What types of supervisory and regulatory practices work best? Is there a uni-
versal set of bank regulatory rules and regulations? Since banking regulation and
supervision is usually codified in banking laws and regulations, the question has
implications for the relevant laws and regulations pertaining to bank regulation and
supervision. Are there universally acceptable rules about what bank supervision
and regulation should or should not do?

Barth, Caprio and Levine (2001) build a new database of information on regu-
lation and supervision of banks in 107 countries worldwide. The data are based on

surveys conducted among bank supervisory and regulatory authorities, and cover
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a broad area of issues, such as entry requirements for banks, bank ownership re-
strictions, bank capital requirements, activity restrictions, external auditing re-
quirements, deposit insurance characteristics, loan classification and provisioning
requirements, accounting and disclosure requirements, and the independence of the
supervisory authority. Using these data, Barth, Caprio and Levine (2004) examine
the impact of specific bank regulations and the development and fragility of the
banking sector. What they find is that regulations aimed at eliciting accurate in-
formation disclosure from banks, thereby empowering private sector monitoring of
banks, as well as regulations which create incentives for private agents to monitor
banks, work best in promoting bank performance and stability. On the other hand,
regulations which restrict bank activities are negatively associated with bank per-
formance and stability. Bank capital regulations are not found to be closely linked
to bank performance or activity. Moreover, measures of official supervisory power,
resources, independence, loan classification stringency, provisioning stringency, etc.
are found not to be robustly linked to bank performance or bank stability.

Since the Barth, Caprio and Levine (2001) database covers most of the transition
economies and most of their survey data are as of 1999, In chapter 4 we proceed
with a comparison, where possible, of the various aspects of bank regulation and
supervision captured by their data and the LIS survey. In the next sections of this
chapter we review the economic rationale behind the LIS Banking Laws questions
and their weights. As we go along, we will be proposing a different way of aggregating
the LIS data than used so far. It is important to stress that there is no unique way
of aggregating and quantifying the LIS data on bank regulation, as also mentioned

above in the section on securities regulation.
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2.4.3.1 Supervisory Independence

There are competing theories about the scope and need for government regulation
of the economy. Going back to Pigou (1938), monopoly power, externalities and
asymmetric information in markets create the need for powerful government regu-
lation. This is the so-called ”helping hand” view of government regulation. Applied
to banking industry, this view emphasizes the importance of powerful and inde-
pendent bank regulators and supervisors. The arguments for this are that private
agents such as depositors do not have the ability or incentive to monitor and super-
vise banks, and will be tempted to free-ride on others to perform such supervision
and monitoring. In the end, there will be too little supervision, which undermines
bank stability and performance. Second, since there exist problems of asymmet-
ric information, banks would be prone to contagious and socially costly bank runs.
If we assume a benevolent government, interested in preventing such bank runs,
bank supervision can serve a socially efficient purpose in preventing and limiting
the effects of such bank runs. Finally, most countries have instituted deposit in-
surance schemes, protecting depositors up to a given amount in the event of bank
failures, and this reduces private agents’ incentives to monitor banks, while at the
same time creates incentives for bank managers to undertake more risky operations.
From this perspective, it is argued that strong official supervision can prevent banks
from engaging in such high-risk-taking activities, and thus prevent bank failures and
improve bank performance.

There is also an opposite school of thought, which raises doubts about the ben-
efits of powerful government regulation, e.g. Glaeser and Shleifer (2003), Djankov,
La Porta, Lopez-de-Silanes and Shleifer (2002) and (2003a). The proponents of this
school, referred to as ”the grabbing-hand view of public regulation”, argue that
powerful public regulators usually implement regulations that favor political con-

stituencies rather than ameliorate market failures. Applied to the banking sector,
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this theory posits that bank supervisors may actually exert negative rather than
positive influence over bank performance and stability. For example, in countries
with powerful regulators governments may try to use this power to favor certain po-
litical constituencies, extract bribes, or attract campaign donations. In this manner,
powerful regulators would not be exclusively focused on overcoming market failures
and maintaining bank stability, but rather will expend efforts in achieving their own
narrow objectives. From this perspective, it is expected that powerful supervision
and regulation of banks would be associated with higher corruption, but with no
improvements in bank performance or stability.

The assessment of these two views is largely an empirical question. Barth et al.
(2001) collect data on several aspects of supervisory and regulatory power. These
are the number of bank supervisors, the average tenure of bank supervisors, the
official legal power of the supervisory agency, and the independence of the supervi-
sory agency. The variable which allows a comparison with the LIS is independence
of the supervisory authority. It has two components: political independence, i.e.
the degree to which the supervisory authority is independent from the government,
and independence from banks, i.e. the degree to which the supervisory authority is
independent from lawsuits from banks and other parties. The index of political inde-
pendence is measured on a 1 to 3 scale, with 1 standing for low independence, 2 - for
medium independence, and 3 - for high independence. The degree of independence
is determined by survey answers to the following three questions:

1) To whom are the supervisory bodies responsible or accountable?

2) How is the head of the supervisory authority (and other directors) appointed?

3) How is the head of the supervisory authority (and other directors) removed?

The degree of independence from lawsuits by banks or others is measured on a
0-1 scale, with 1 being awarded if bank supervisors are not legally liable for their

actions, and 0 otherwise.
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The overall index of supervisory independence is then the sum of these two sub-
indices, and varies from 1 to 4, with higher values signifying greater independence.

The first question of the LIS Banking Regulation and Supervision section — Q1
— is most closely related to the independence of the supervisory authority. It asks
whether banks and other financial institutions are regulated and supervised, and
determines whether the regulator is the Minister of Finance (no political indepen-
dence), a separate body that has at least some political independence, or a separate
body with no political independence. Presence of regulation and supervision is
awarded 0.25, no independence and no separate body regulating gets 0 points, a
separate regulatory authority with no political independence gets 0.25 points, and
a separate authority with at least some political independence scores 0.75 points.
Overall, the value ranges from 0 (if banks are not supervised) to 1 (if banks are
supervised and the regulator is a separate body with some political independence).
In between we have a score of 0.25 if banks are regulated, but the regulator is the
Minister of Finance, and 0.50 if banks are regulated by a separate body, but the lat-
ter lacks political independence. While carefully checking each individual response

to Q1, we have corrected two prior coding errors!!.

2.4.3.2 Ease of Foreign Bank Entry

Part of the LIS is concerned with the banking laws and regulations governing the
ownership of domestic banks by foreign banks and the entry of foreign banks into

10One of the 13 answers for the Czech Republic showed that a regulator exists, but had no answer
to the question ” Are financial institutions regulated and supervised?”, scoring 0 points on it. We
have assumed that the correct answer is ”Yes”, since the next sub-question has been answered.
This raises the total average score for the Czech Republic on Q1 from 0.69 to 0.71. A similar
mistake occurs in one of the 7 answers for Poland. The answer indicates that a regulator, which
is a separate body with at least some political independence exists, but does not have an answer
to the first sub-question on whether financial institutions are regulated and supervised. Again, we

correct the answer to be ”Yes”, and this raises the score for this entry from 0.75 to 1.
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the domestic market. A series of related questions elicit information whether foreign
ownership in financial institutions (banks) is permitted in the respondent’s jurisdic-
tion, whether certain limits on the share of a domestic bank owned by a foreign bank
are in place, and whether foreign banks are subject to a special licensing regime be-
fore they can make an investment in a local bank. A fourth question asks whether
the licensing requirements for the subsidiaries or branches of foreign banks differ
from those for domestic banks. Before we engage in analyzing the collected data
from these questions, let us briefly outline the importance of regulatory restrictions
on foreign ownership of banks and entry of foreign banks into a country’s banking
market. In broad terms, foreign ownership and entry restrictions, alongside restric-
tions on domestic banks’ permissible activities, constitute regulations of competition
in the banking sector.

Recent empirical evidence suggests that foreign bank entry can bring about sub-
stantial benefits to the host country in terms of increased banking sector competi-
tion and the quality of banking disclosure and supervision. Clarke, Cull, Martinez
Peria and Sanchez (2001) review the literature on foreign bank entry and discuss
the benefits and risks of foreign bank entry. One of the findings of the literature
is that foreign banks are more efficient than domestic banks in developing coun-
tries, while in developed countries, such as the United States for example, foreign
banks are less efficient than domestic ones, perhaps due to linguistic or cultural
differences. Cross-country empirical studies point to several factors, which affect
the decision of banks to enter a foreign country. These are the degree of bilateral
trade and economic integration between the home and host countries, the market
opportunities available in the host country, and the entry restrictions and other reg-
ulations in the host country, which banks are subjected to. Some evidence (Miller
and Parkhe (1998)) suggests that higher FDI flows to a host country are associated

with more foreign bank entry, but the result does not generally hold for develop-
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ing countries. It is conjectured that in developing and. transition countries foreign
banks face relatively less domestic competition. Therefore, developing countries of-
fer very good profit opportunities in the provision of banking and financial services.
In this regard, foreign bank entry might precede and even help bring about entry of
non-financial firms (non-financial FDI). Profit opportunities and market conditions
in the host country are paramount. For instance, Claessens, Demirguc-Kunt and
Huizinga (2001) analyse foreign bank entry in 80 countries during 1988-1995, and
establish that foreign bank entry is significantly associated with a reduction in the
profitability, non-interest income and overhead costs of domestic banks. This result
is interpreted to mean that foreign entry is associated with greater efficiency in the
domestic banking system. High profits mean less competition, ceteris paribus, while
high overhead costs are indicative of less efficient management or organizational
structures. An interesting finding is that it is the share of foreign banks in the total
number of banks in the host country rather than the share of foreign bank assets
in total bank assets in the host country, which is empirically found to affect the
competitive environment in the banking market.

A cross-country study by Focarelli and Pozzolo (2001) examines cross-border
mergers and acquisitions in the banking industry, using data on approximately 2500
banks in 29 OECD countries. They establish that cross-border mergers and acqui-
sitions are less frequent in the banking sector compared to the rest of the economy,
and that in part this difference is due to regulatory restrictions in the banking sec-
tor. More stringent regulatory restrictions in the banking industry of a country
reduce both the competitiveness of its domestic banks, and hinder foreign bank
entry. Estimated probit regressions indicate that the decision to of a bank to ac-
quire equity in a foreign bank is positively and significantly associated with both
the bank’s efficiency as proxied by profitability, and the home country banking mar-

ket’s efficiency, again proxied by the country-level return on assets (profitability).
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Furthermore, the probability to internationalize is also positively and significantly
associated with the bank’s share of non-interest income. Non-interest income at the
aggregate country level however is found to reduce the probability to go abroad.
In addition, bank size is also found to have a positive and significant impact on
the bank’s decision to enter a foreign market. Among the country-specific variables
affecting significantly this decision are foreign trade openness as measured by the
share of exports in GDP; the size of the home country banking sector, measured by
the ratio of total domestic credit to GDP and stock market capitalization as percent
of GDP. The latter has a negative impact on the probability to go abroad; the for-
mer two — a positive one. Furthermore, regulatory restrictions in the home country’s
banking market and restrictions on outward banking FDI significantly reduce the
probability of home country banks to acquire shareholdings in foreign banks. The
study includes three Central European transition economies, which are members
of OECD - the Czech Republic, Hungary and Poland. Unfortunately, the authors
exclude their observations from the estimation of the preferred equation (including
regulatory restrictions among the regressors) due to lack of data on regulatory re-
strictions in these countries. Overall, the study has pertinence to the current chapter
in the fact that banking regulatory restrictions in general and the restrictions with
respect to ownership of foreign banks are found among the main factors behind
banks’ decision to go abroad. Second, contrary to previous thinking that foreign
banks mainly cater to their country’s multinationals in the host country, the papers
reviewed above point to issues of efficiency and profitability driving banks abroad in
search of better profit opportunities. The studies also confirm the previous finding
in the literature that in developing and transition economies foreign banks are more
efficient than local banks, thus helping to enhance competition and driving local
banks to undertake restructuring in search of new niches and market opportunities.

As a further example of the foreign banking literature, case study evidence from
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Hungary presented by Bonin and Abel (2000) lends support to the view that in
the developing and transition economies foreign banks are attracted mainly by mar-
ket opportunities rather than ”follow the customer” policies. In Hungary, which in
1999 had close to 60% of banking assets held by foreign banks and was among the
first transition economies to rapidly open its banking market to foreign penetration,
foreign banks have entered the retail banking market rather then staying involved
in wholesale operations and industrial lending, which is typical of foreign banks in
general. Foreign banks are involved in deposit taking and consumer lending in Hun-
gary, and Bonin and Abel (2000) also present evidence that foreign entry has forced
incumbent domestic banks such as OTP — the largest Hungarian commercial bank —
to look for new market niches and improve its services. Thus, OTP has managed to
restructure successfully and, being under the pressure of foreign competition, now
provides improved retail banking services and holds a large share of the bank cards
issued in Hungary (about 40% in 1999).

One of the main findings of the recent literature on internationalization of bank-
ing is that host-country regulations, which limit banking market competition and
protect inefficient local banks, are a deterrent to foreign entry. As mentioned above,
Focarelli and Pozzolo (2001) find that foreign entry is lower in countries with heavier
regulatory restrictions on banking activity. Furthermore, Barth, et al. (2004) find
evidence across 107 countries that heavier restrictions on domestic or foreign bank
entry are associated with higher net interest margins and overhead costs, and that
limitations on foreign bank entry and ownership increase significantly the likelihood
of a banking crisis. Therefore, restrictions and limitations on foreign bank entry and
ownership worsen bank performance and banking system stability.

Going back to the LIS, we assign weights to the questions related to the regulation
of foreign bank ownership on the assumption that foreign ownership is beneficial

and carries minimum risks. Thus, the question whether or not foreign ownership
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of banks (and financial institutions) is permitted — Q17 — gets a score of 1 for a
positive answer, and 0 for a negative one. A question on the percentage of control
shares of a bank that can be owned by foreigners (Q18) awards the maximum 1
point to a lack of any such restrictions, i.e. when a bank may be 100% foreign-
owned. Fractions of a point (0.75 and 0.5) are awarded when greater than 50% but
below 100% is permitted, and when the limit is between 26% and 50% respectively.
Fractions of a point are deducted when the permitted share is less than 10% (-0.5
score) and between 10% and 25% (-0.25 score). Finally, 1 point is awarded when
the banking laws do not impose a need for a foreign entity to obtain a special
license before acquiring shareholdings in a local bank (financial institutions) — this
is question Q19. Also, one point is also given when the licensing requirements for
foreign banks do not differ from those for domestic banks (Q20). We average the
scores of these four questions to get a sub-index of the ease of foreign bank ownership
(FOR_EASE_P).

One caution is in order here: when reviewing each country’s entry for these LIS
questions we discovered a number of missing answers. For instance, a respondent
would answer that foreign ownership is permitted, and would specify what the lim-
its for it are, if any, but would fail to provide an answer to the question whether
a special license is necessary. Alternatively, a respondent would indicate that for-
eign ownership in financial institutions is allowed, but would not reveal what its
maximum permissible share of a domestic bank’s control capital is. By the nature
of the summation of the answers until now, these "no answers” have been treated
as zero values, thereby producing a downward bias in the final average scores. We
have decided that a correct treatment would be to treat these "no answer” cases
as truly missing values, and have adjusted the country scores for the particular
question affected accordingly, generally raising scores for Q19 and Q20 across most

of the sample countries. An alternative way to address this problem would be to
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treat these as ”Unclear” values, and deduct a fraction of a point (0.17) whenever
they occur, particularly because both Q19 and Q20 do not allow for the ” Unclear”

category in their answer menus.

2.4.3.3 Private Monitoring of Banks

The central finding of the Barth et al. (2004) studies as well as subsequent studies
utilizing their cross-country database on bank supervision, e.g. Beck, Demirguc-
Kunt and Levine (2003c), is that when bank supervision focuses on eliciting accurate
information disclosure it eases private agents’ monitoring of banks and is associated
with better financial market outcomes. For example, firms perceive significantly
lower obstacles in raising external finance in countries with stronger and easier pri-
vate monitoring of banks. In contrast, official bank supervisory power, i.e. the
powers afforded to the supervisory agency to conduct supervision, are found to af-
fect firms’ financing obstacles positively and significantly. Furthermore, more official
supervisory power is associated with more corruption and a higher role of connec-
tions and nepotism in financial intermediation. Supervisory independence, however,
is found to mitigate some of the negative effects of official supervisory power. The
authors contend that these findings support the so-called ”private empowerment
view”, i.e. the notion that supervision of banks should address the information and
enforcement costs of private agents’ monitoring of banks by enhancing their ability
and incentives to overcome information problems and exert corporate control over
banks. It also seeks in so doing to limit the power of bank supervisors so that they
are less susceptible to capture by political or private interests. Yet, the supervisory
agency must have sufficient powers in order to be able to force accurate information
disclosure. How to achieve the right balance is the crucial issue.

Barth et al. (2004) construct an index of Private Monitoring of Banks. This in-

dex is a composite of nine dummy variables, which measure 1) whether banks must
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be audited; 2) whether the bank auditor is an internationally certified and licensed
auditor; 3) whether 100% of the top 10 domestic banks are rated by an interna-
tional rating agency; 4) whether or not an excessively generous deposit insurance is
in place, which distorts private agents incentives to monitor banks; 5) whether banks
must publish consolidated statements; 6) whether banks must disclose off-balance
sheet items to the public; 7) whether banks must disclose internal risk management
procedures to the public; 8) whether bank managers and directors are legally liable
for disclosing misleading or erroneous financial information; and 9) whether subor-
dinated debt is allowable as bank capital. It is straightforward to see how these
components affect the abilities of the public to better monitor banks. For exam-
ple, having the bank audited would provide an independent check on the financial
information, which the bank releases to the public. Requirements that the auditor
be certified and licensed internationally is a further step in making sure that the
outside evaluation of the bank’s financial condition is accurate and up to standard.
The higher the share of domestic banks which are rated by foreign rating firms,
the better the public’s awareness of the overall condition of the country’s banking
industry. Absence of an explicit deposit insurance scheme and lack of depositor
compensation the last time a bank failed are awarded 1 point on the assumption
that generous deposit insurance and guarantees that deposits are protected would
lead to less private monitoring and more risk-taking by banks, i.e. will exacerbate
the free-riding and moral hazard problems which deposit insurance creates. Fur-
ther, when banks are obligated to release accounting information on a consolidated
basis (i.e. parent bank and subsidiaries, including non-bank financial affiliates or
subsidiaries) reduces the scope for banks to hide problems by shifting losses around,
and therefore enables better private sector monitoring. Private monitoring is also
made easier by making banks disclose off-balance sheet accounting information, and

by requiring banks to also release risk-management procedures to the public. Mak-
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ing it possible to prosecute and bring to court bank managers, who have. released
wrong or misleading information, also reinforces the abilities of the private sector
to monitor, but, more importantly, enhances bank managers’ incentives to disclose
accurate accounting data. Finally, treating subordinated debt as part of bank capi-
tal creates further checks on the bank by establishing a new class of bank monitors,
i.e. the suppliers of subordinated credit. Thus, the BCL Private Monitoring Index
ranges from 0 to 9, with higher values indicating more tools and mechanisms for
private bank monitoring, and is constructed as a principal components indicator.
As mentioned earlier, the banking law section of the LIS uses as a guidepost the
Basle Committee on Banking Supervision’s Core Principles for Effective Banking
Supervision (1997). Most of the survey questions are gauging the extent to which
national banking laws comply with these Core Principles!?. Several of the survey
questions (Q22 to Q28) are directly concerned with the frequency with which banks
publish financial statements and the accounting standards being used; with the
requirement for regular audits of bank financial statements and whether or not ex-
ternal auditors are used; and whether or not banks prepare financial statements on
a consolidated basis according to the law, and in practice. Thus, Q22 asks whether
banks generally prepare financial statements that are restated in accordance with
International Accounting Standards, or the generally accepted accounting principles
of a country home to an international financial center (such as the United States
or the United Kingdom). Answers are given on a Yes-No-Unclear scale, and adher-
ence to international accounting standards is awarded 1 point. Lack of clarity in
the law is penalised at -1/6 of a point. The next two questions are nested within

Q22. Q23 asks those respondents, who indicate that IAS are being used by banks

12Principle 21 of the Core Principles establishes that banks must maintain records prepared in
accordance with consistent accounting practices that enable bank regulators to obtain a fair and
true view of the financial condition of the bank and its profitability, and that banks must publish

such financial statements on a regular basis.
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in the preparation of financial accounts, whether the shift to IAS has produced any
different financial outcomes. Presumably, good local accounting principles would
mean less of a difference in major accounts when restated along international prin-
ciples. This notion is reflected in the answer weights, with a maximum value of
1 awarded to lack of such disparity across the board; and fractions of a point 0.6
and 0.4 respectively being awarded when only very few or the majority of banks are
affected. If all or almost all banks are affected, zero points are given. Finally, the
last part of Q23 asks the subset of lawyers who say that IAS are not yet used by
banks, i.e. who give a negative answer to Q22. In this case, the question is whether
IAS are in the process of being implemented, and an affirmative answer scores 1
point. Therefore, no IAS and no process of switching to IAS is worth 0 points,
IAS being implemented but not yet used by banks is worth 1 point; IAS being al-
ready in use, but causing great disparities between statements according to local
standards and international standards for almost all banks is also worth 1 point;
and IAS being used and no substantial disparities between local and international
standards is worth between 1 and 2 points, with complete absence of disparities
between financial results following local and international standards getting the full
2 points. Thus, the weighting reflects the assumption that good financial disclosure
is desirable in order to enable both bank supervisors and private agents to acquire
accurate information about the financial condition of the bank, and that good finan-
cial disclosure by banks should be based on comparable, internationally-acceptable,
accounting principles, created specifically for the banking industry. Q24 addresses
the issue who is responsible for setting the accounting standards in general use in
the respondent’s jurisdiction. The accompanying weights reflect an assessment that
the professional accounting community is better equipped to adopt accounting laws
which comply with internationally-accepted rules and principles.

The rationale behind the LIS questions on accounting and the BCL accounting
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variables, which are part of the index of Private Monitoring, is practically the same.
The LIS, being a survey specifically targeted at transition economies, attempts to
establish to what degree IAS have become operational and used by banks in their
financial accounts. Similarly, the BCL survey asks supervisors to specify bank ac-
counting features, and the answers are then employed to form the Bank Accounting
sub-index.

Recognising the need for an independent external review of the financial informa-
tion released by banks, Q25 of the LIS asks law firms whether banking laws mandate
that banks’ financial statements get audited at least annually. Presence of at least
annual audits gets 1/4 of a point, and use of international auditing standards scores
a further 3/4 of a point. The next LIS question, Q26, asks about the frequency with
which banks use external auditors for their annual audits. Its menu of answers is
given on a frequency-rating scale from 1 to 5, with 0 to 1 points being awarded for
higher frequencies, in equal increments of 0.25. As outlined above, the BCL survey
of bank supervisors also collects information whether an outside audit is mandatory
for the financial statements of a bank, and whether the auditor is licensed or certi-
fied, and the answers to these two questions make up two of the dummies used in
aggregating the Private Monitoring index. As explained earlier, the presence of an
external audit of financial information issued by banks creates confidence that the
information submitted to bank supervisors and released to the public is accurate.

Next, the LIS (Q27) attempts to ascertain whether the financial statements
of banks must be prepared on a consolidated basis, i.e. a parent-bank and bank
branches prepare joint financial accounts. This question’s answers assume the fa-
miliar Yes-No-Unclear format, with affirmative answer getting 1 point. The benefit
of having banks report on a consolidated basis is that if the bank is in trouble
and consolidated reporting is not the norm, it may attempt to shift non-performing

assets or off-balance sheet items to a subsidiary, and thus conceal the problematic
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assets. This would present an unfair picture of the bank’s financial condition. Hence,
consolidated reporting of financial results is required. Similarly, the BCL database
builds the banking law requirements for consolidated financial statements into the
index of Private Monitoring. The existence of such a requirement is assumed to
enhance the ability of private agents to monitor bank behavior.

Finally, the LIS (Q28) gathers information about the frequency with which banks
are examined by the supervisory agency on a consolidated basis, i.e. a parent-bank
and bank branches are examined together. This effectiveness-type question is built
upon the usual 1 to 5 rating scale, and scores are awarded from 0 to 1 in equal

increments of 0.25 for higher rating frequencies.

2.4.3.4 Permissible Bank Activities

The LIS gathers information about restrictions imposed by banking laws on the
nature and scope of permitted business activities of banks. In particular, Q7 asks
whether banking laws and regulations include a list of permissible activities for
banks. A nested sub-question then goes on to elicit information about the specific
types of activities which banking laws permit banks to engage in. Among the an-
swer options are traditional bank activities such as granting of loans and acceptance
of deposits. Further, the question also seeks answers as to whether securities un-
derwriting and dealing and insurance activities are allowed for banks. One answer
option is also ”only activities closely related to banking”, which one would assume
would be only lending and deposit-taking activities. Finally, among the menu of
choices respondents can also check ”Other” for activities that are allowed, but not
explicitly shown in the answer menu.

The next LIS question - Q8 - asks whether there are prohibited activities for
banks and financial institutions, and more specifically, whether securities underwrit-

ing and participation in investment funds are activities legally prohibited for banks.
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In the same line of thought, Q9 asks whether banking laws impose restrictions on
banks’ holding of both government and private firms’ securities. Therefore, the lat-
ter question also seeks to establish whether banks may own shares in non-financial
private companies.

These questions attempt to determine whether banking laws impose restrictions
on the so-called universal banking, i.e. allowing banks not only to engage in typical
banking activities such as lending and deposit-taking, but also in securities, insur-
ance and other activities, as well as to be shareholders in non-financial firms. This
mixing of banking and commerce has recently received a lot of attention in the bank-
ing literature. How to assign weights to the LIS questions just mentioned, therefore,
is a matter of assessing the pros and cons of universal banking, and assessing what
the empirical evidence shows.

Among the theoretical arguments for restricting the degree to which banks can
engage in securities, insurance, real estate and other commercial activities is that
conflicts of interest might arise when a bank underwrites a firm’s securities, while
it also extends a loan to the same firm. The bank might abuse its informational
advantage by knowing more about the firm than others, and might ”dump” low-
quality securities on other, less-informed customers so as to assist the firm with the
outstanding loan. Another cost of universal or integrated banking (see Claessens
and Klingebiel (2001) for analysis of the benefits and costs of integrated banking)
is that a broader set of activities that may be undertaken can increase risky be-
havior by banks. Next, universal banking might entail a reduction in competition
in the financial industry, and thus lower market efficiency’®. Further, universal
banking might be costly since it would lead to larger, more concentrated banking
and economic power. Such large financial institutions might become so politically

and economically powerful that they would be ”too big to discipline”. Therefore,

13Claessens and Klingebiel (2001) discuss that this cost might be partially offset by a liberal
policy toward bank entry.
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universal banking makes bank monitoring more difficult - both from the supervi-
sor’s perspective, and from the market at large. Another potential cost of universal
banking is that deposit insurance and bank safety nets might be extended to the
investment and commercial activities of universal banks.

In summary, since universal banking entails conflict of interests, might lead to
too large and powerful banks which limit market competition, breed more risky
behavior, and are difficult to supervise and monitor, the government can limit the
scope of bank activities, and thereby enhance competition and performance in the
banking industry.

There are, however, alternative views on universal banking, which claim that al-
lowing banks to engage in broader investment and commercial activities can gener-
ate significant benefits. These can stem from informational advantages, which banks
could obtain from firms through the various services and products they offer. Such
informational advantages may lead to banks establishing close, long-term relation-
ships with client firms. Fewer restrictions on bank operations may lead to economies
of scale and scope: for example, economies of scope can arise from access to bor-
rower information, management of different types of risk for customers, economies
in distribution and marketing of financial services, and reputational economies. On
the bank consumer side, this might result in lower search, information, monitoring
and transaction costs. Moreover, economies of scale can lead to potential savings in
overhead, back-office bank costs, information technology and investment banking-
type operations. Proponents of universal banking further argue that allowing banks
to engage in investment and commercial activities can help banks better manage
risks and diversify risks. Thus, in periods of slow lending activity, universal banks
can generate higher profits on the investment side. Therefore, income streams will
be diversified and bank profits would be more stable. In addition, cross-selling of

different products and services can help increase bank revenues, and thus increase
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banks’ franchise values. The latter may bring about more prudent behavior by
banks.

Existing empirical evidence mostly suggests that there are benefits to gain from
fewer regulatory restrictions on bank activities. For example, Berger and Udell
(1996) find that broad-banking powers are associated with a lower cost of capital
and less stringent cash-flow constraints. Kroszner and Rajan (1994) establish that
universal banks did not abuse investors and underwrite low-quality securities in the
U.S. before the passage of the Glass-Steagall Act of 1933'4. They find that the
market rationally accounted for possible conflicts of interest, and this constrained
banks to underwrite good-quality securities only.

Barth, et al. (2004) also look at the extent to which banks can engage in commer-
cial and investment activities, such as securities underwriting, provision of insurance
services and real estate services. They also gather information whether banks may
be owners in non-financial firms. The results of Barth et al. (1999) on a sample of
60 countries and of Barth et al. (2001), using an expanded sample of 107 countries,
indicate that restrictions on bank activities, and specifically restrictions on securities
activities, affect bank performance (measured as the share of private credit in GDP)
negatively. Furthermore, more restrictions on bank activities are associated with
bank supervisory systems less open to private monitoring, with more barriers to en-
try in banking and with more government ownership of banks. Since the empirical
evidence does not identify some tangible benefits from restricting bank activities, it
is argued that the preferred option may be to impose less restrictions.

We assume that this logic applies to the transition economies as well. Of course,
it may be argued that commercial banks in these countries are relatively young, and

perhaps some limitations of broad-based banking are warranted to avoid abuses and

4The US Glass-Steagall Act of 1933 prohibited commercial banks to engage in investment
banking activities. The absence of universal banks in the United States persisted for most of the
20th century.
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systemic collapse. Further, universal banks would be more difficult to supervise and
monitor — which may be even harder for bank supervisors in these countries. Never-
theless, in line with the discussion above, we have assumed that fewer restrictions on
bank activities would benefit these markets, and have assigned weights accordingly'®.
In Q7, securities underwriting and insurance activities (answer options c¢) and d))
used to get penalised at fractions of a point (-0.25 and -0.35 accordingly) in accor-
dance with a view for less integrated banking. This is no longer the case. Now both
answer options get weights of 1/6. The same weights are also awarded to lending
and deposit-taking activities and other activities. We also award 1/6 of a point to
banking laws specifying a list of permissible bank activities. Question Q8 also has
revised weights. Previously, presence of prohibited activities for banks was awarded
half a point, with the other half awarded for specific legal provisions prohibiting
securities underwriting and dealing and participation in investment funds. Now a
lack of such prohibitions scores 1 point. Finally, Q9 previously used to favor the
presence of legal restrictions on banks’ holdings of public or private securities, with
1 point previously awarded for a positive answer. In accordance with the above
review and since restrictions on such holdings of securities, particularly on banks’
holdings of shares in non-financial firms are associated with no tangible benefits in
terms of bank performance and stability, we have also decided to award 1 point
to answers indicative of absence of such restrictions. Thus, we build an index of
Permissible Bank Activities and compare it to the Permissible Activities data by

BCL in Chapter 4.

15We must note a revision of weights on these questions compared to an earlier version of the

LIS data.
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2.4.3.5 Supervisory Power

One of the main findings of Barth et al. (2004) and Beck, Demirguc-Kunt and
Levine (2003c) is that official supervisory power is associated with more financing
obstacles for firms and more corruption and need for special connections in raising
external finance. Powerful supervisory agencies, which directly monitor banks, are
found to hinder financial development. Supervisory power is measured as a compos-
ite index of 14 dummy variables and constructed as a principal component indicator.
Among these 14 sub-components are the BCL survey answers to whether the super-
visory agency can meet up with external bank auditors without the approval of the
bank; whether the law mandates that external auditors communicate directly with
the bank supervisory agency in case of presumed involvement of bank directors and
managers in illicit activities, fraud, or insider abuse; whethér bank supervisors can
take legal action against auditors for negligence; whether or not off-balance sheet
items are disclosed to supervisors. Among the ingredients of the supervisory powers
index are also powers of the supervisory authority to intervene in troubled banks
through corrective actions, to initiate bank restructuring, or to declare bank insol-
vency. For example, whether or not the supervisory agency can order bank directors
to constitute provisions to cover actual or potential losses is a measure of supervi-
sors’ powers to prevent or correct problems. Other powers, which measure prompt
corrective actions by bank supervisors, are whether the supervisors can force a bank
to change its internal organizational structure, or order bank directors to suspend
distribution of dividends, bonuses or management fees. Declaring insolvency powers
are proxied by whether the bank law authorizes the supervisory agency to declare a
bank insolvent, such that this declaration supersedes the rights of shareholders, and
whether the supervisory agency is authorised to intervene in an insolvent bank by
suspending bank ownership rights. Finally, restructuring and reorganization powers

measure the degree to which supervisors can restructure and reorganize an insolvent
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bank. Specifically, these are proxied by the powers of the supervisor to supercede
shareholder rights, to remove and replace bank management, and to remove and
replace bank directors.

The LIS also contains a number of questions which could serve as a useful proxy
for bank powers. Indeed, many of these were built into the survey with the idea that
having powerful supervision can be beneficial. Most of these powers are envisaged by
the Basle Core Principles (1997). To determine how these powers afforded to bank
supervisors affect bank performance and stability is an empirical issue, which will
be addressed in Chapter 4. Here we describe the survey questions, whose answers
constitute our index of Supervisory Powers, and compare it with the BCL index of
Supervisory Powers. Since the LIS was designed to measure to what extent banking
laws were in agreement with the Core Principles, many of the survey questions were
designed and weighted with the Core Principles as a benchmark. For instance, Q5
asks whether bank supervisors are authorised to conduct on-site examinations of
banks, how often such on-site examinations of banks are conducted, and whether
the supervisory authority has professionally-trained examiners capable of conducting
such examinations. This is modeled closely on Principles 16 to 18 of the Basle Core
Principles. These specify that a system of effective supervision should combine both
elements of off-site and on-site supervision, and that bank supervisors should have
a means of independent validation of supervisory information either through on-
site examinations or use of external auditors. Therefore, on-site examinations are
perceived as a check on the accuracy of reports and financial information which banks
submit to the supervisory agency. The weighting of Q5 favors on-site examinations
of banks (awarding a 1/4 of a point for the legal need for such on-site supervision),
and awards more points for more frequent such examinations (with more than one
on-site bank visit by supervisors scoring 1/2 of a point). Presence of bank examiners

trained and capable of conducting effective on-site examinations gets a further 1/4
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of a point. Thus, the answers to Q5 form the sub-index of Supervisory Powers to
Conduct On-Site Bank Examinations. Q3 and Q4 are related to ongoing supervision
methods, and garner information about the types of documents banks are obligated
to provide to the supervisory agency, and the frequency with which supervisors
collect and review such documents. A wider variety of financial documents given to
supervisors, as captured by question Q3, is preferred to less documents, with each
type of document gaining equal fractions of a point (1/5)'®. Higher frequencies of
supervisory collection and review of the prudential reports, as given in answers to
Q4, is interpreted as a positive feature of bank supervision, or indeed as effective
bank supervision. Therefore, higher frequency ratings (on the usual 1 to 5 scale)
are awarded higher weights, ranging from 0 to 1 and increasing by an increment of
0.25.

Another set of LIS questions is also concerned with supervisory powers. Q13 for
instance asks whether certain bank activities require prior approval by the Regulator.
The question tracks whether regulatory approval is needed for a bank before it
engages in mergers and acquisitions; before it introduces any changes in its ownership
and control structure; and before it enters into a new line of business activity. The
latter is related to competition regulation, which is discussed in the next sub-section.
Legal requirements for each of the three approvals scores 1/3 of a point; lack of
such a requirement scores zero. This weighting again reflects the ideas behind the
Basle Core Principles regarding transfer of bank shares and major acquisitions and
investments by a bank (Principles 4 and 5). Since Q13 is about regulation of bank
structure, we may also consider it as one of the Competition Regulatory variables.

Finally, Q31 and 32 look at supervisory powers to undertake corrective actions

against banks. More specifically, Q31 assesses whether bank supervisors have the

16Here we have introduced a small revision in the weight previously awarded to answer option
b) Call reports by moving it from 0 to 1/5. Accordingly, the previous weight assigned to category
”Other” has now been changed from 1/5 to 0.
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authority to undertake corrective measures against banks for violations of bank
laws, and tracks whether it is authorised to revoke bank licenses, impose civil fines
and penalties; and make banks undertake corrective actions. Under the assumption
that a powerful regulator is beneficial, supervisory authority to undertake all these
corrective actions scores maximum points. This is an extensiveness question. Q32
then asks about the frequency with which banks found in violation of the law, have
been penalised by the supervisors. It is an effectiveness question, measured on the

1 to 5 rating scale.

2.4.3.6 Competition Regulatory Variables

The LIS collects data about the legal entry requirements for banks. Thus, Q12 asks
what kind of information must be provided prior to the establishment of a finan-
cial institution. Again, more comprehensive entry requirements are viewed as being
desirable, and the total number of points scored depends on such a comprehensive
disclosure of information. Thus, if the applicant for a bank license must submit
before the Regulator the bank’s ownership structure; the names and information
about the directors and senior managers, including their professional qualifications;
the bank’s operating plan, financial projections and sources of capital, then the
maximum 1 point is awarded (each of the five entry requirements scores 0.2 points).
This assessment is based on the assumption that such entry requirements are pru-
dent and needed; to assess whether they are excessive is an empirical question. As
before, this question and its weighting reflect the Basle Core Principles (1997), in
particular Principles 2 and 3. The ranking of the transition economies in terms of
entry requirements shows that, generally, legal requirements for opening a bank are
comprehensive — more than half of the sample countries score at least 0.9 points,
indicating more requirements. Among the most restrictive (or prudent) are Arme-

nia, Belarus, FYR Macedonia, Georgia, Kyrgyzstan, Moldova and Uzbekistan. The
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more advanced transition countries rank in the middle around the 0.8-0.9 mark.

2.4.3.7 Capital Adequacy Requirements

Traditionally, capital is seen as a buffer against bank losses. Bank capital require-
ments are therefore seen as a positive feature of regulation, reducing risk-taking
activities by bank-managers and ensuring that bank stability is maintained, e.g.
Dewatripont and Tirole (1994). There are other theoretical models, however, which
raise doubts about the ability of capital requirements to reduce risk-taking behav-
ior. For instance, Thakor (1996) shows that risk-weighted capital requirements may
actually increase credit rationing by banks. Gorton and Winton (1995) argue that
higher capital adequacy raises the cost of capital. Therefore, theoretically, there is
a debate about the need for and benefits of capital requirements for banks.

Barth, Caprio and Levine (2004) attempt to answer this question empirically.
Their database on bank supervision collects information about overall capital strin-
gency. They take into account whether the capital requirement reflects certain risks
and deducts certain losses from capital before minimum capital adequacy is deter-
mined. For example, their index of Overall Capital Stringency reflects whether the
capital-asset ratio is risk-weighted according to the Basle guidelines; whether the
minimum ratio varies with market risk and with a bank’s credit risk; whether the
market value of loan losses not yet realized in the accounting books is deducted from
capital before calculating the capital adequacy ratio; whether unrealized securities
and foreign exchange losses are likewise deductible; etc. Presence of these features
scores 1 point, and higher values of the index mean greater capital stringency. A
second index of Initial Capital Stringency measures whether certain funds may be
used to capitalize a bank initially and whether the sources of such capital are verified
by the bank regulatory authority.

The LIS does not go into this level of detail regarding capital adequacy. It has
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two questions concerning capital requirements. First, Q29 asks whether banks need
to adhere to established capital requirements. A positive answer scores a fraction
of a point (1/6). The next sub-question asks whether capital requirements are set
in accordance with those prescribed by the Basle Capital Accord, i.e. whether risk-
adjusted capital requirements are the norm. Capital requirements are normally
prescribed in banking laws, hence the question is concerned with the extent of the
law. This part of Q29 scores 5/6. The next question, Q30, asks whether the laws
clearly describe capital requirements and whether capital requirements are normally
understood by bank managers. This is an effectiveness question as it is attempting
to measure how clear and practicable these provisions are. It is measured on the

usual 1 to 5 frequency rating scale.

2.5 Some Methodological Concerns

Having outlined the rationale behind the Securities and Banking Law sections of the
LIS (we do the same for the contract enforcement section in Chapter 5), we briefly
outline next two issues which may be problematic: the method of assigning weights
to the LIS questions described above, and the distinction between extensiveness of

the law and effectiveness of the law, as measured by the respective legal indices..

2.5.1 Question Weights

As explained in the previous section and Appendices 2.A to 2.D, we have undertaken
some changes in absolute question weights, with the purpose of treating all questions
equally in the aggregation of the individual scofes; changed some intra-question
distribution of weights, such as the effectiveness rankings on a 0 to 1 5-point scale,
as well as changed intra-question weights when economic theory necessitates so.

A legitimate question is whether our results and country rankings are sensitive to
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the weights employed, particularly whether relative rankings change if we attach
unequal weights to some questions, which are deemed more important than others.

To glean more information on this, we have conducted a simple test, using the
Banking Law data. We test for example how the individual question scores change
if we revert back to the original internal weights for Q26, Q28 and Q30. There-
fore, we change from the following 5-point scale — 0, 0.25, 0.5, 0.75 and 1 to the
old scale for some effectiveness questions —i.e. 0, 0.2, 0.3, 0.8 and 1. Therefore,
the old scale attached lower values for frequency answer ”Sometimes”, as well as a
lower value for frequency answer ”Rarely”. Conversely, it assigned a higher value
for answer ”Frequently”. The weights attached to the two extremes points are the
same. Q26 is essentially our banking effectiveness index of external audit effective-
ness (EXT_AUDIT_EFF), while Q28 is equal to the index of effectiveness of con-
solidated bank examinations (CONS_EXAM_EFF). Both are found significant for
private credit and liquid liabilities in Chapter 4. We find that recalculating these
variables, using the old weighting scale, does not change the relative ranking or the
significance of the variables. In fact, the correlation coeflicient between the vari-
able, using old and the variable, using the new weighting scale, is 0.98 and 0.96 for
EXT_AUDIT_EFF, and CONS_LEXAM_EFF respectively. Employing each in the
basic regression for PRIVATE CREDIT, controlling for other variables, does not
change the results — CONS_EXAM_EFF retains sigm'ﬁcaﬁce at the 5% level. The
results for EXT_AUDIT_EFF also hold, but the latter’s significance drops to the
10% level. Conducting a similar comparison between the same variable — weighted
differently — gives the same results for Q30.

We also test how a change in overall question weights will affect the aggregate
indices — in this case, we decide to attach a higher weight to certain questions, which
previously scored 1, and see whether our results are sensitive to such a change. Since,

however, most of our indices are now disaggregated, and the focus is not on aggregate
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but rather on disaggregated indices based on different aspects of the law, it is not

anticipated that any such change will affect our results.

2.5.2 Contradictory Answers by Lawyers from the Same

Country

A limitation of the methodology is also the fact that the LIS allows for conflict-
ing answers. For example, scores are averaged across all answers to a particular
question from respondents from the same country; however, no restriction is im-
posed on ensuring that the answers are the same or that contradictory answers are
eliminated. The EBRD approach was always to treat such contradictory answers
as another symptom of deficiencies in the legal system — presumably, when prac-
tising lawyers from the same country are in disagreement about a provision of the
law and/or its enforcement, this signals that unclarities and ambiguities exist, e.g.
Ramasastry (2002). The indices employed in the thesis — for all their differences
with the previously published ones based on the LIS — do follow the same rule,
i.e. when respondents from the same country provide differing answers to the same
questions, we treat each answer equally, apply the intra-question weights and derive
the country question score as a simple average.

This procedure is contentious — after all, it may be argued that we are not cap-
turing the precise state of the existing laws even in our extensiveness indices, since
we allow for conflicting answers to enter the aggregation. However, short of answer-
ing every question according to the law, and then eliminating or discounting the
answers which are not in agreement with the law, we do not have a clear alternative
for dealing with this problem. The most neutral thing to do is most likely to dis-
regard potential differences with the existing law, and to average across all answers
in the way that we do. Furthermore, as we have been emphasizing all along, the

LIS measures perceptions, so we would not expect that opinions even to the exist-
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ing provisions would always be the same. It is conceivable that lawyers may think
differently about a certain provision depending on whether it is used, or whether
a way of contracting around it exists. Therefore, we Will be throwing out useful
information value if we were to harmonize answers to extensiveness-questions from
the same jurisdiction.

Having said that, we explore an alternative mechanism for dealing with the
problem of conflicting answers — namely, adopting a ”majority rule”, whereby we
choose the answer to be the one that the highest number of respondents from the
same country picked, and ignoring the other answers to that question. Again, we
conduct a sensitivity test to see whether country scores would be systematically
affected by such an approach in aggregation of scores. Suppose we want to test
this for Q24 from the Banking Law section, which assesses the extensiveness of
the law with respect to who writes the country’s accounting rules. The answers
are summed up in the index of ACCOUNTING, which we find highly significant
in the PRIVATE CREDIT regressions of Chapter 4. Table 2.4 shows the current
values of the ACCOUNTING index, and the amended values, calculated using the
"majority rule”. For illustration, Bulgaria has 16 survey respondents, 15 provided
answers to this question. Of these, 13 indicated answer option ”Primarily by the
government”, and two of them provided answer option ” By both the government and
the professional accounting community”. Since the majority of respondents picked
the former, we then ignore the two latter answers, and accept the final answer for this
question for Bulgaria as being ” Primarily by the government”. Since its associated
weight is O (i.e. less value for government involvement in accounting rules writing),
and the associated weight of the answer option ”By both the government and the
professional accounting community” is 0.5, we note a reduction in the aggregate
score for this question for Bulgaria. In two cases we have an equal split in answers

— for Albania and Romania — where 2 (3) respondents pick the first answer option,
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and 2 (3) respondents pick the third one. In these two cases, we adopt the average
weight between the two options as the question weight (0.25).

We find that the correlation between the country scores is high and positive
(0.90), and significant at the 1% level. Furthermore, the ACCOUNTING-MAJ
index maintains its significance in the PRIVATE CREDIT regressions (Chapter 4).
So the results are robust to changes in the aggregation procedure, whereby conflicting
answers from lawyers form the same country are resolved through a majority rule,
whereby the answer picked by the majority of respondents is chosen as the final

answer.

2.5.3 Legal Extensiveness and Legal Effectiveness

As mentioned earlier, we do retain in the thesis the classification of LIS questions into
extensiveness- and effectiveness-related. The EBRD definitions of the two concepts
emphasize that extensiveness questions refer to the extent or scope of the law —
whether or not it has essential elements needed to achieve its purpose, such as
prohibit insider trading activity, for example. Effectiveness, in contrast, refers to
the enforceability and enforcement of the law, and the mechanism for achieving its
objectives. As we reviewed the rationale for question weights earlier, we also noted
the type of question — extensiveness or effectiveness. In several instances, which we
specifically highlight, we have re-defined some of the question classifications to the
other type. In this sense, our understanding of the two concepts differs somewhat
from that of the EBRD.

Ramasastry (2002) provides a useful account of the EBRD Legal Indicator Survey
in a historical perspective. She argues that at the outset of implementation of the
survey — in the mid-1990s — countries tended to score high on extensiveness — as
new laws were being passed, but had considerably lower effectiveness scores. While

this trend continued for some time, by the end of the decade, some jurisdictions had
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Table 2.4: Legal Indices of ACCOUNTING Aggregated Through Different Pro-

cesses, by Country

Country ACCOUNTING, average ACCOUNTING, majority
Albania 25.00 25.00
Armenia 0.00 0.00
Azerbaijan 0.00 0.00
Belarus 0.00 0.00
Bulgaria 6.67 0.00
Croatia 38.89 0.50
Czech Republic 9.09 0.00
Estonia 42.86 0.50
FYR Macedonia 0.00 0.00
Georgia 0.00 0.00
Hungary 33.33 0.50
Kazakhstan 10.00 0.00
Kyrgyzstan 16.67 0.00
Latvia 37.50 0.50
Lithuania 0.00 0.00
Moldova 12.50 0.00
Poland 21.43 0.00
Romania 25.00 0.25
Russian Federation 2.63 0.00
Slovak Republic 11.11 0.00
Slovenia 83.33 100.00
Ukraine 0.00 0.00
Uzbekistan 37.50 0.00

Correlation coefficient: 0.8981.
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reversed the trend, i.e. had higher effectiveness than extensiveness. She argues that
this may be happening due to lawyers believing that, despite of deficiencies and
unclarities in the law, judges and litigants have developed customs and practices
that allow the legal system to function reasonably well.

Judicial reforms undertaken in most of the transition economies are another
source of improved perceptions about effectiveness. What is clear, however, is that
since both concepts are built upon lawyers’ perceptions, the clear dividing line be-
tween them — such as extent-of-law questions and enforcement questions, is some-
times hard to maintain. Therefore, in a certain sense, extensiveness and effectiveness
may also be both picking up the same effects — which would also explain the fact
that they are generally correlated.

Due to these conceptual issues, we restrict somewhat our use of the two concepts
— and utilise them mainly in the analysis of securities laws in Chapter 3. Our
approach is not to adopt overall extensiveness and effectiveness proxies for the law,
but rather to focus on the substantive aspects of the laws, and to look at thematic
and disaggregated legal indices. Hence, the dichotomy of legal extensiveness and

legal effectiveness — while still used — is less pertinent for the analysis to follow.

2.6 Conclusion

In this chapter we outlined some of the main arguments, justifying the use of legal
survey data as a tool to measure perceptions of how extensive and effective the laws
in the transition economies are. Among the pros of using such data are the potential
for gathering information from the users of the law as opposed to coding of the law by
scholars based in a foreign country with no immediate understanding of all the other
related laws or legal institutions; this approach can generate potentially useful data
not about the exact state of the law, but about the perceptions of its users about

its state and enforcement. Both approaches are useful in measuring the law — but
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measure different things. Yet, to the extent that most respondents would agree on
basic legal provisions in financial laws — as covered by this thesis — we would expect
some correlation between the perception-based measures and other measures, based
on coding the actual laws. Another positive feature of the legal survey approach
based on lawyers’ perceptions is that — while it does not paint a picture of the exact
state of the law — it can provide survey results users with an idea about disparities in
legal thinking, due to ambiguous laws or unclear laws. This is an important point.
Finally, among the pros of this approach is the scope for repeat interactions over
many years with the same law firms, used as respondents — potentially increasing
the value of the data and tracking changes in the law.

As explained, however, the method adopted suffers from some distinct draw-
backs. Some of these relate to the survey instrument and its implementation. This
is a self-administered survey, and this may lead to respondents editing their an-
swers or to question order effects, which are hard to anticipate. Unlike structured
face-to-face survey interviews with trained survey enumerators, the LIS was entirely
self-administered. This aspect may affect the quality of the answers — due for in-
stance that the survey was filled in by a less experienced lawyer, or due to insufficient
time devoted to its completion. Second, survey questionnaires are always in need of
improvement. Usually pilot surveys are conducted to see how respondents interpret
questions and choose answers, and the questions are modified accordingly. The LIS
was altered in 1999 to include the 5-point scale effectiveness questions. In a sense
the experience with the 1999 financial law section in 1998 was the pilot (this was
its first run), and the alterations in 1999 reflected the experience from the previous
year. Another related drawback is that we have not conducted any tests to see
whether there are persistent question order effects (there is some indications that
such may exist, as in some instances answers to essentially the same question in

different sections of the survey seems to produce different results). This remains an
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under-explored aspect of the data.

As explained in earlier sections there is no unique way of weighting the questions
and aggregating the indices. Our approach has been — in contrast to the EBRD one —
to treat questions equally, and to assign weights on the basis of underlying economic
concepts which we are testing for — e.g. such that disclosure requirement legal rules
should be rewarded since they alleviate market informational asymmetries. Occa-~
sionally, our weights differ from those that the EBRD Legal Team attached to the
questions. In some instances, as in the Banking Law section, the question weights
also reflect internationally accepted principles, such as the Basle Committee’s Core
Principles on Effective Bank Supervision!”. It must be stressed, however, that no
universal laws exist and internationally adopted legal principles may not be appro-
priate for every country. This is a common shortcoming of all data, based on legal
surveys, which imposes a weighting structure in assessing the law.

Despite these limitations of the survey approach, such data can be useful in com-
paring perceptions of legal rules and how they work across countries. As mentioned
at the beginning, such surveys of lawyers have become very popular in recent years
in economic research related to the institutions and their impact on economic and
financial development. The LIS data have been subjected to systematic cleaning,
and is shown to be robust to alternative weighting, aggregation of answers and to
correlate well with our perception-based indices of lawyers, where available (Chapter
5 offers a comparison in this regard). Therefore, we use the data from the Securities

Law, Banking Law and Contract Enforcement sections in the chapters, which follow.

17Qther sections’ weights also reflect such principles: for instance, the Pledge Law section (not
used in the thesis) was weighted in accordance with the so-called ’best practice” law — the EBRD
Model Law on Secured Transactions. The Securities Law section weights also reflect the Objectives

and Principles of the International Organisation of Securities Commissions (IOSCO).
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Appendix 2.A Review of Changes in Banking Weights

Let us turn to the sources of differences between the TR99 scores and the thesis
scores one by one. We will review each of the 6 survey sections, and explain how
the question weights have been changed and the logic behind the change. Let us
start with the Banking Law section first, and choose Georgia since, as mentioned
above, it underwent a change from 30.59 to 48.96 on its Banking extensiveness
(EXTBANK99) score. As explained earlier, three law firms from Georgia completed
the survey, and we refer to their coded answers as Geol, Geo2 and Geo3. Their
respective scores on banking extensiveness were 0.00, 20.24 and 71.53, giving an
average of 30.59, which was translated into a score of 1 in the Transition Report
1999. However, the subsequent cleaning of the data by the author noted that it was
initially overlooked that Geol had a zero score not because the answers indicated
such a poor legal extensiveness system, but because there were no answers provided
at all. Thus, this was corrected, whereby the average score should have been 45.88.
What then explains the remaining difference between the latter value and the 48.96
score used in the thesis? At this juncture we review the weighting for banking
extensiveness.

In terms of the Georgia example, we notice that the old Geo2 score of 20.24 is
equal to 4.25 divided by 21 (the maximum sum of weights) and the Geo3 score of
71.53 is equal to 15.02 divided again by 21. The new Geo2 score is equal to 5.00
divided by 20 (the new maximum sum of weights), and the new Geo3 score is equal to
14.58 divided again by 20. The changes in the denominator affect every response in
the same manner, the maximum points that can be scored on banking extensiveness
have dropped by 1 point from 21 to 20. We investigate the source of this reduction,
and find that this is entirely due to changes in weights. We document these changes,
and how they affect the extensiveness sum of absolute weights in Tables 2.7 and 2.8.

Then we explore the differences in the numerator. Assuming no other changes,
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we would expect that the changes are due to changes in weights too. Therefore, we
employ the new weights on the old coded templates for Geo2 and Geo3, and find
that this is indeed the case. Applying the new weights in the aggregation of the
answers in the old coding, we find that the aggregatepoints garnered by Geo2 shift
from 4.25 to 5.00, and the aggregate points garnered by Geo3 shift from 15.02 to
14.58. The fact that we observe a reduction in the latter case, and an increase in the
former is due to the interaction of weights changes and particular answers chosen
by the respondents.

Let us now proceed to a question-by-question comparison of new and old weights
for the Banking section of the survey.

We will first look at the differences in intra-question weights. As shown in
Tables 2.5 and 2.6, questions 1 to 14 have the same intra-question weights as in the
Transition Report. Q15 is an effectiveness-type question with a frequency rating
scale of 1 to 5, mentioned earlier. This question used to have the following weight
structure: 0 for ”Never”, 0.2 for ”Rarely”, 0.3 for ”Sometimes”, 0.8 for ” Frequently”
and 1 for ” Almost Always”. This scale was adopted for many of the effectiveness
questions previously alongside the other possible scale of 0, 0.25, 0.5, 0.75 and 1. In
the thesis, we have switched to using only the latter. Hence, the internal weights
for Q15, and for all other effectiveness questions, using the former set of weights for
this particular rating scale, have been changed.

At this point we need to mention something else. In moving to a new set of
weights, we also broke down some of the survey questions into separate questions.
This was necessary purely for convenience purposes. For instance, previously some
questions carried a higher weight only because they combined several sub-questions.
To make matters simpler, we separated such sub-questions into separate questions
and, if necessary, changed their weights.

Let us go further with the review of intra-question weights. Table 2.5 provides
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a mapping of old questions into new questions and old weights into new weights.

The old sum of absolute weights for extensiveness used to be 21, now it is 20
due to the changes in internal and absolute weights as shown in the Tables 2.7 and
2.8. We already mentioned that this number is the denominator of our extensiveness
scores for each survey entry. In our example of Georgia, as shown in Table 2.9, the
two old scores were 4.25/21 for Geo2 and 15.02/21 for Geo3. The new scores are
5.00/20 and 14.58/20. We have already explained the source of the difference of -1
in the denominator. The numerator differences are due to changes in interim and
internal (intra-question) weights!®. If we employ the new set of such weights and
replace in the formulae calculating the indices, we find that with the new weights
the score of 4.25 of Geo2 becomes 5.00 and the score of 15.02 for Geo3 becomes
14.58. We will conduct the same checks for each survey entry ahead.

We do the same checks for banking effectiveness scores of Geo2 and Geo3. Again,
the old scores were as follows: 6.11 for Geo2, which was equal to 0.80/13.10 (the
number of points collected by Geo2, divided by the maximum number of points
which could be collected on banking effectiveness), and 58.02 for Geo3, equal to
7.60 divided by 13.10. The new scores are 5.77 for Geo2 (0.75/13.00) and 65.38 for
Geo3, equal to 8.50 divided by 13.00. The difference in the denominator is due to
the -0.1 net difference from changes in absolute effectiveness weights. This accounts
for changes in the score denominator. The numerator changes are due to changes

in internal and interim weights. We use the new weights in the old spreadsheet and

18Intra-question or internal weights are used to weight the various parts of a single quesiton
(to rank answer options essentially). Interim weights are used as an intermediary stage. Once
the answer options of a single question are weighted and summed to give a score, this score is
multiplied by the interim weight to give a final score. This was mainly used with the old set of
weights to give a higher than 1 score. Suppose a question scored 1 by internal weights. Then we
would multiply this score by the interim score, of say 2, to get a final score of 2. Then the absolute
score of 2 was essentially the product of the score by internal weights and the interim score. Since

absolute scores are all equal to 1 under the new set of weights, so are all interim weights.
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Table 2.5: Review of old and new internal weights on Banking questions

Old question New question Old internal weights

New internal weight

El
E2a
E2b
E3
E4
E5
E6
E7
E8
E9
E10
El1
E12
E13
E14
E15
E16a
E16b
El6c
E17

Q1
Q2
Q3
Q4
Q5
Q6
Q7
Q8
Q9
Q10
Q11
Q12
Q13
Q14
Q15
Q16
QL7
Q18
Q19
Q20

0.25, 0, 0.75 and 0.25
0, 0.25, 0.5, 0.75 and 1

0.2, 0, 0.2, 0.2, 0.2, 0.2

0, 0.25, 0.5, 0.75 and 1

0.25, 0.5, 0.25, 0, 0, and 0.25

1

0.2, 0.2, -0.25, -0.35, 0.2 nad 0.2
0.5, 0.25 and 0.25

1

1

1

0.2,0.2, 0.2, 0.2, 0.2

0.33, 0.33, 0.33

0.5,1/8, 1/8,1/8, -1/4, 1/8

0,0.2,0.3,0.8, 1
0.75, 0.25
1

1, -0.5, -0.25, 0.5, 0.75
0.25
0.25

Same
Same
Same
Same
Same
Same
Same
Same
Same
Same
Same
Same
Same
Same
0, 0.25, 0.5, 0.75, 1
Same
Same
Same
1

1
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Table 2.6: Review of old and new internal weights on Banking questions
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Old question

New question

Old internal weights

New internal weight

E18

E19a

E19b and c
E20

E2la and b
E21c

E22

E23

E24a and b
E24c

E25a, b, c and d
E25e

E26

Q21
Q22
Q23
Q24
Q25
Q26
Q27
Q28
Q29
Q30
Q31
Q32
Q33

0.5, 0.25, 0.25

1

0.5, 0.3, 0.2, 0, 0.1
0,1,0.5

0.25, 0, 0.75
0,0.2,0.3, 0.8, 1
0.5

0,0.2,0.3,0.8, 1
0.25, 1.25
0,0.2,0.3, 0.8, 1
0.25, 0.25, 0.25, 0.25
0, 0.25, 0.5, 0.75, 1
0.5, 0, 0.25, 0.5

Same

Same
1,0.6,04,0,1
Same

Same

0, 0.25, 0.5, 0.75, 1
1

0, 0.25, 0.5, 0.75, 1
0.17, 0.83

0, 0.25, 0.5, 0.75, 1
Same

Same

Same

Interim weights changes

Old question

New question

Old interim weight

New interim weight

El
E4
E18
E20
E23

QL
Q5

Q21
Q24
Q28

1.25
1.25
2.5
1.5
1.5

1
1
1
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Table 2.7: Review of old and new absolute weights on Banking questions

Old question New question Old absolute weight New absolute weight

E1 Q1 1.25 1
E4 Q5 1.25 1
El6a, band ¢ Q17, Q18 and Q19 2.25 3 (1 per new question)
E17 Q20 0.25 1
E18 Q21 2.5 1
E19 Q22 and Q23 1.6 2 (1 per new question)
E20 Q24 1.5 1
E22 Q27 0.5 1
E23 Q28 1.5 1
E24 Q29 and Q30 2.5 2 (1 per new question)

formulae, and confirm that with new weights the 0.80 old points of Geo2 become
0.75, and the 7.60 points of Geo3 become 8.50.

At this point, we go and check the overall banking score (BANK99). The old
overall banking score for Georgia used to be 29.98 (based on three surveys). The
correct figure (averaged over Geo2 and Geo3 only) should have been 44.97. The new
figure now (averaged over Geo2 and Geo3) is 43.69. The old Geo2 score is 17.74
(equal to 6.05 divided by 34.10), and the old Geo3 score is 69.27, equal to 23.62
divided by 34.10.

The new Geo2 score is 17.42, equal to 5.75 divided by 33, and the new Geo3
score is 69.95, equal to 23.08 divided by 33. Obviously, the change of maximum
score (the denominator) from 34.01 to 33 is due to the changes in absolute weights
in all questions (-1 for extensiveness and -0.1 for effectiveness). The changes in the

points actually gathered by the two entries are checked by using the new weights in
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Table 2.8: Differences between old and new absolute weights on Banking questions

Old question New question Type Difference
El Q1 Ext -0.25

E4 Q5 Ext -0.25
El6a, band ¢ Q17, Q18 and Q19 Ext +0.75
E17 Q20 Ext +0.75
E18 Q21 Ext -1.5

E19 Q22 and Q23 Eff +0.4
E20 Q24 Ext -0.5

E22 Q27 Ext +0.5
E23 Q28 Eff -0.5

E24 Q29 and Q30 Ext and Eff -0.5 (ext)
Change in EXTBANK99 maximum score -1.0
Change in EFFBANK99 maximum score -0.1
Change in BANK99 maximum score -1.1

the old formula. Here we find a summation mistake in the old formula, which was

corrected in the thesis data. Thus, the old weights points of 6.05 for Geo2 should

have been 5.05, which turns into 5.75 using new weights. For Geo3, the old weights

points of 23.62 should have actually been 21.28 (due to the mistake), and when

corrected and made to using the new weights, turns into 23.08.

Next, we review the changes in weights assigned to the Capital Markets questions.
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Table 2.9: Review of old and new scores for Georgia

Old score New score

Banking Extensiveness

Geol 0.00=0/21 N/A
Geo2 20.24=4.25/21 25.00=5.00/20
Geo3 71.53=15.02/21 72.90=14.58/20

Banking Effectiveness

Geol 0.00=0.00/13.10  N/A
Geo2 6.11=0.80/13.10  5.77=0.75/13
Geo3 58.02=7.60/13.10 65.38=8.50/13

Overall Banking

Geol 0.00=0.00/34.10 N/A
Geo2 17.74=6.05/34.10 17.42=5.75/33
Geo3 69.27=23.62/34.10 69.95=23.08/33

Appendix 2.B Review of Changes in Securities Sec-

tion Weights

Similarly to the banking weights, we present the changes in internal question weights
first. Again some effectiveness questions, such as Q6, Q10, and Q22 change from
the old rating scale of 0, 0.2, 0.3, 0.8 and 1, to the same five-point scale, whereby
points are added in equal increments: 0, 0.25, 0.5, 0.75 and 1. Since the initial
assignment of two scales was rather ad hoc, we decided to treat all effectiveness
questions of this type (on a five-point frequency rating scale) the same way. In all

other instances of changes in internal weights, the changes are due to the breaking
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up of a given old question into separate questions, thereby assigning equal values of
1 to the new questions, and, where necessary, maintaining the same proportions as
in the old questions. Tables 2.11, 2.12 and 2.13 report this mapping.

Let us now review the capital markets extensiveness part, using Georgia as an
example. Here we have three survey entries: Geol, Geo2 and Geo3. The old average
for extensiveness over these 3 entries used to be 74.54; the new average (again over
the same three entries) is 72.22. The score of Geol used to be 70.28, equal to 8.43
divided by 12.00, Geo2 had previously a score of 85.83, equal to 10.30 divided by
12.00 and Geo3 gathered 8.10 points, which divided by 12, yield a score of 67.50.
We show in Table 2.14 that under the new weights, the maximum sum which could
be collected on capital markets extensiveness questions is 11, whereas it used to
be 12 under the old weights. The new scores for the same three Georgian entries
are: Geol’s score is 68.48, equal to 7.53 divided by 11, the new Geo2 score is 82.73,
equal to 9.10 divided by 11, and the new score for Geo3 is 65.45, equal to 7.20,
divided by 11. The difference in the denominator is clear, we showed that the sum
of extensiveness weights is down by 1 to 11. To test the differences in the numerators,
we use the same test as before: we employ the new internal and interim weights in
the old spreadsheet and formulae, and find that the old points garnered by each of
these 3 survey entries turn into the new points once the weights are changed. In
other words, with new weights used in the calculations Geol’s old points of 8.43
become 7.53; Geo2’s old points of 10.30 become 9.10, and Geo3’s old points of 8.10
become 7.20.

Next we review the capital markets effectiveness questions, again through the
example of Georgia. The old capital market effectiveness score for Georgia used to
be 33.84, the new one is 35.08, both are the average over the scores for the three
entries of Geol, Geo2 and Geo3. Again, it is easy to demonstrate that once we take

into consideration the changes in the denominator from 16 to 18 (the maximum
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points for capital market effectiveness), and once we factor in the new weights, the
sum of old points for each Georgian entry becomes equal to the sum of the new
points. We summarise these checks in the Table 2.10.

Finally, we also check Georgia’s scores in the overall capital markets scores
(CAP99). The old score of 50.78 has changed into 49.17, using the new weights.
Both are the averages over the three Georgian entries. The change in the denomi-
nator from 28 to 29 is due to the change in absolute weights. In conducting checks
over the number of points gathered by each of the three under old and new weights,
we have uncovered 2 formulae errors, affecting the old scores. One of these pertains
to summation of internal question points for question F2 (new questions Q3 and
Q3; another is related to the old question F12 (new question Q19), which has a
possibility of Unclear as an answer. Since F12 was not counted in the scores before,
but is counted now, the‘possibility of having an Unclear answer is now taken into
account. Third, question F3’s answer format was changed from Yes, No, Unclear to
a five-point answer scale in the 1999 survey. However, in the old template the an-
swer option of Unclear was preserved, thereby potentially generating scores counted
as Unclear answers whenever option 3 on the 1 to 5 scale was chosen. These er-
rors have been eliminated in the new scores, used in the thesis. We then establish
that, with these mistakes corrected, the old score of Geo2 should have been 16.73
instead of 16.31. By sheer coincidence the correct old score of 16.73 equals the new
scored points of 16.73. This is also corroborated by the sum of scores for Geo2 over

extensiveness and effectiveness of capital markets.
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Table 2.10: Review of old and new scores for Georgia

Old score New score

Capital Market Extensiveness

Geol 70.28=8.43/12 68.48=7.53/11
Geo2 85.83=10.30/12 82.73=9.10/11
Geo3 67.50=8.10/12  65.45=7.20/11

Capital Market Effectiveness

Geol 22.55=3.61/16 20.05=3.61/18
Geo2 40.16=6.43/16 42.36=7.63/18
Geo3 38.80=6.21/16 42.82=7.71/18

Overall Capital Markets

Geol 43.01=12.04/28 38.42=11.14/29
Geo2 58.24=16.31/28 57.67=16.73/29
Geo3 51.10=14.31/28 51.41=14.91/29

Appendix 2.C Review of Overall Scores

The review of overall financial law extensiveness is conducted in much the same
manner as the earlier variables. We want to check how the old scores become the new
scores, and in so doing, to explain these differences in terms of changes in weights and
to identify any other reasons for potential differences. First, the extensiveness score
encompasses the scores on all extensiveness-type questions from both the Banking
and Capital Markets sections of the survey. We again use Georgia as our prime
example. The old score used to be 46.57, the new one is 57.21. The old score was
the unweighted average of the scores for Geol, Geo2, and Geo3. The new score is

a weighted average of the banking extensiveness score of Geo2 and Geo3, and the
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Table 2.11: Review of old and new internal weights on Capital Markets questions

Old question

New question Old internal weights

New internal weight

F1

F2a

F2b, c and d
F3

F4a

F4b

F5

F6

F7a, b and c
F7d

F8a and b
F8c

F9a

F9b

F9c

F10

Flla, b and c
F11d

F12

F13

QL
Q2
Q3
Q4
Q5
Q6
Q7
Q8
Q9
Q10
Q11
Q12
Q13
Q14
Q15
Q16
Q17
Q18
Q19
Q20

1
1

0.5, 0.25, 0.25

0, 0.25, 0.5, 0.75, 1

2

0,0.2,0.3, 0.8, 1

15

0.5, 0.5
1/4,0,1/4,3/8,1/8,0
0,0.2,0.3,0.8, 1

0.5, 3/20, 7/20

0.5

1

0.1,0.1, 0.1, 0.1, 0.1

0, 0.25, 0.5, 0.75, 1

1

0.25, 0.25, 0.5

0, 0.25, 0.5, 0.75, 1

0

0.5, 0, 0.5, 0

Same

Same

Same

Same

1

0, 0.25, 0.5, 0.75, 1
1

Same

Same

0, 0.25, 0.5, 0.75, 1
Same

1

Same

0.2, 0.2, 0.2, 0.2, 0.2
Same

Same

Same

Same

1

Same
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Table 2.12: Review of old and new internal and interim weights on Capital Markets

questions

Old question New question Old internal weights New internal weight

Fl4a Q21 1 Same
F14b Q22 0,0.2, 0.3, 0.8, 1 0, 0.25, 0.5, 0.75, 1
F15 Q23 1 Same
F16 Q24 1 Same
Fl7a Q25 1 Same
F17b Q26 0,0.25, 0.5,0.75,1  Same
F18 Q27 0.5, 0.5 Same
F19 Q28 1 Same
F20 Q29 0.5, 0.5 Same

Interim weights changes

Old question New question Old interim weight = New interim weight

F3 Q4 0.5 1
F12 Q19 0 1

capital market extensiveness scores for Geol, Geo2, and Geo3. The sum of absolute
weights (the maximum number of points an entry could attain) were previously 33,
and are 31 under the new set of weights. This has already been explained by the
changes in the total sum of absolute weights for banking extensiveness and capital
market extensiveness. The former were shown to be reduced from 21 to 20, and
the latter from 12 to 11. Hence the 2-point difference in the total sum of absolute
weights for overall extensiveness.

Factoring in all new weights in the old formulae for the three Georgian entries,
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Table 2.13: Review of old and new absolute weights on Capital Markets questions

Old question New question Old absolute weight New absolute weight

F3 Q4 0.5 1
F4a and b Q5 and Q6 3 2 (1 per new question)
F5 Q7 1.5 1
F8a,b and ¢ Q11 and Q12 1.5 2 (1 per new question)
F9a,band ¢ Q13, Q14 and Q15 2.5 3 (1 per new question)
F12 Q19 0 1

we are able to determine that, using the new weights, the old points garnered by
Geol of 8.43 become equal to the new points of 7.53, the old points of Geo2 of 14.55
become equal to the new points of 14.10, and the old points of Geo3 of 23.12 become
equal to the new points of 21.78. We also note that since Geol is the entry with no
answers provided to the Banking section as mentioned earlier, in averaging across

the three entries to derive the final country score we use a weighted average of the

type:
20 11
Ezxt = 31 x Extbank + 31 X Extcap

where Extbank is the unweighted average of banking extensiveness for Geo2 and
Geo3, and Extcap is the unweighted average for capital market extensiveness for
Geol, Geo2 and Geo3.

The results of these checks are presented in Table 2.15.

Next, we repeat the same procedure to check the overall financial effectiveness
scores. The old overall financial effectiveness score for Georgia was equal to 28.23,
and averaged over Geol, Geo2 and Geo3. The new score is 35.29, and is a weighted
average of the banking effectiveness for Geo2 and Geo3, and capital market effec-

tiveness for all three entries for this country. Again, changes in the maximum points
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Table 2.14: Differences between old and new absolute weights on Capital Markets

questions
Old question New question Type Difference
F3 Q4 Eft +0.5
F4a and b Q5 and Q6 Ext and Eff -1.0 (Ext)
F5 Q7 Ext -0.5
F8a,band ¢ Q11 and Q12 Eff +0.5

F9a, band ¢ Q13, Q14 and Q15 Ext and Eff +0.5(Ext)

F12 Q19 Eff +1.0
Change in EXTCAP99 maximum score -1.0

Change in EFFCAP99 maximum score +2.0
Change in CAP99 maximum score +1.0

which could be attained (i.e. the denominator) from 29.10 to 31 are attributable
to changes in the absolute weights. These explained earlier the drop of banking
effectiveness sum of absolute weights from 13.10 to 13, and the rise in the capital
markets sum of weights from 16 to 18. Hence, the move from 29.10 in total effective-
ness points to 31. Using all new weights, we are able to confirm that old formulae
summing up points scores become equal to the new points. For instance, the old
points of 3.61 for Geol stay the same (by coincidence) under new weights; the old
points of 7.23 for Geo2 become equal to 8.38 under new weights, and the old points
of 13.81 for Geo3 become equal to 16.21 under the new weights.

As in the extensiveness overall score for Georgia, we use a weighted average due

to the fact that Geol has no Banking section answers. The overall score is:

Eff = g x Effbank‘+;—213 « Ef feap
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The results of these checks appear in Table 2.15.

Table 2.15: Review of old and new scores for Georgia

Old score New score

Overall Financial Extensiveness

Geol 25.56=8.43/33 68.48=7.53/11(cap. markets only)
Geo2 44.09=14.55/33 45.48=14.10/31
Geo3 70.06=23.12/33 70.27=21.78/31

Overall Financial Effectiveness

Geol 12.40=3.61/29.10 20.05=3.61/18 (cap. markets only)
Geo2 24.83=7.23/29.10 27.02=8.38/31

Geo3 47.45=13.81/29.10 52.28=16.21/31
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Appendix 2.D Review of All Survey Entries by
Country

Now that we have exhausted all possible checks of weights and changes in scores
for Georgia, we replicate the same exercise for all other entries by country. We
re-calculate the new scores for EXTBANK99, EFFBANK99, EXTCAP99, EFF-
CAP99, EXT99 and EFF99 under old weights for each country entry and calculate
the differences, if any, with the old points scored. If there are no mistakes, these
differences should be all zero.

This exercise has produced the expected results: differences are indeed found
to be zero. One exception related to a mistake in the old scores, which has been
corrected already in the scores under new weights. This affected the scores for Kaz3
(one of the Kazakhstan entries), Kyrl, Mac3, Rom6, SIn3, Uzb2, Cro4, Cro8 and
Cro9, Estl, Slk4, Czel4, Bul6, Bulll and Bull2. All these entries share a common-
ality: respondents to the old question E19, which translates into current questions
Q22 and Q23, answered Yes to partl (whether financial statements are prepared
according to international accounting standards, and then went on to answer Yes
to part 3 of the old question (which reads ”If no, are IAS in the process of being
implemented?”). This inconsistency in answers led to the elimination of Yes an-
swers to the latter part for those who answered that IAS are already being used. In
other words, when revising the data under the new weights and tabulating question
by question scores, inconsistencies of this type were eliminated. While it may be
logically possible that IAS are simultaneously being used and also in the process
of implementation, in the process of cleaning the data we have chosen to regard
the answers to the second part of Q24 only when the answer to Q23 is "No” as
per Q24’s instruction. Potential differences due to this stem from both double pos-

itive answers, as well as from a positive answer to Q23 and an Unclear answer to
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Q24. Once this is taken into account, all differences between old and new scores for
Effbank and Eff (since Q23 and Q24 are effectiveness questions) are eliminated.

At this stage, in conducting rigorous country by country checks of survey scores,
we note that some countries entries were given for the commercial part of the survey,
but not for the financial. These are the Russian entry Rusl7, the Czech entry Cze3,
the Slovak entry Slk7 and the Armenian entry Arm1. These did not provide answers
to the financial part of the Legal Indicator Survey.

Finally, the same checks are implemented for the BANK99 and CAP99 scores for
all entries by country. The old and new scores for each country entry are compared
by re-calculating new scores under old weights and checking that the scores thus
derived do not differ from the old scores. This exercise is replicated on each coded

survey’s entry sheet, and no additional consistency errors are found.
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Appendix 2.E Pre-Conditions for Successful Secu-

rities Markets

Asymmetric Informa-
tion Between Buyers and Sellers

of Securities

Self-dealing by Company Insid-
ers and Expropriation of Minority

Shareholders

Effective
Regulators,
Courts and

Prosecution

1. Honest, well-resourced Regu-
lator; 2. Good judicial system; 3.

Clear procedural rules

1. Same; 2. Same; 3 Same

Financial
Disclosure

Requirement:

1. Extensive disclosure require-
ments, which allow for indepen-
b dent audit; 2. Good accounting
and auditing rules; 3. Indepen-
dent institution, which writes ac-

counting rules

1. Extensive disclosure of self-
dealing; 2. Procedural pro-
tections against self-dealing; 3.
Ownership disclosure rules; 4.

Good overall financial disclosure

Securties
Market

Intermediariqg

1. Competent accountants; 2.
Accountant liability for endorsing
sfalse or misleading financial state-
ments; 3. Investment bankers,
investigating issuers; 4. Compe-
tent securities lawyers 5. Under-
writer liability for false or mis-
leading disclosure 6. Stock ex-
change delisting firms for false or

misleading disclosure

1. Same; 2. Same; 3. Account-

ing review of self-dealing trans-

actions; 4. Same; 5. Inde-
pendent directors; 6. Stock ex-
change fines and delistings for
self-dealing; surveillance opera-

tions to catch insider trading.
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Company
and insider

liability

1. Civil liability for companies
and insiders for false or mislead-
ing disclosure; 2. Criminal liabil-
ity for insiders who intentionally

mislead investors

1. Civil liability for violations of
self-dealing rules; 2. Criminal lia-
bility for intentional violations of
self-dealing rules; 3. Prohibition
of insider trading, and its enforce-
ment. Insider trading defined in

laws.

Market

Transparency

1. Time, quantity and price
of stock market trades disclosed
promptly; 2. Manipulation of
trading prices prohibited and its

enfoircement

1. Same; 2. Same

Local

Culture

1. Financial press publicizing
misleading disclosure; 2. Cul-
ture of honesty among market

participants.

1. Financial press publicizing

self-dealing; 2. Same

Other use-
ful

institutions

1. Licensing of intermediaries; 2.
Self-regulation of intermediaries;
3. Independent directors; 4. In-
vestment and pension funds, de-
manding disclosure and providing
investable funds; 6. A reasonable

tax system

1. A ”one share, one vote”
rule, reducing opportunities to
self-deal; 2. A mandatory take-
out bid requirement; 3. Pre-
emptive and redemption rights; 4.
Reporting of trades by insiders;
5. Investment and pension funds,
demanding control of self-dealing;

6. Good bankruptcy system; 7.

Good judicial system
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Chapter 3

Securities Regulation and Stock
Market Development in Transition

Economies

3.1 Introduction

Stock markets play an important role in the financial system. The provide a way for
companies to raise external finance. This allows financially-dependent firms to grow
faster, given the limits on other sources of finance such as bank credit and internal
finance. Importantly, better stock market performance is associated with higher
growth rates. For example, Levine and Zervos (1998) report that stock market
activity, as measured by the turnover ratio, is positively associated with future
economic growth. Having well-developed stock markets reduces the risks of a credit
crunch as firms become less dependent on bank financing. Furthermore, having a
financial structure with more equity and less debt reduces the risks for firms in the
case of an economic downturn. Equity markets may also bring benefits in the form of

stronger governance of firms’ managers and companies’ investment decisions. Recent
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empirical evidence, e.g. Beck and Levine (2004), suggests that overall financial
development and the efficiency of the legal system rather than financial system
structure (bank-based versus market-based) affect future economic growth.

Theoretical research also predicts an important role for well-functioning and vi-
brant stock markets in alleviating market risks and allowing investments in long-run
projects to take place. For example, Levine (1991) finds that more liquid stock mar-
kets reduce investors’ disincentives to invest in longer-term projects because they can
easily sell their stake in the project should they need their savings before the project
matures. Other models, e.g. Devereux and Smith (1994), emphasize risk sharing
in internationally-integrated stock markets. Such risk-sharing induces a shift from
low-risk, low-return investments to high-return investments, thus enhancing pro-
ductivity growth. While some theoretical studies, e.g. Shleifer and Vishny (1986),
caution against market liquidity by arguing that higher liquidity makes it easier to
sell shares, and thereby reduces shareholder incentives to monitor firm management,
with negative repercussions on productivity and growth, the empirical evidence does
not find that market liquidity reduces productivity or growth. Altogether, the recent
empirical research on the links between stock market development and performance
and economic growth lends support to the theories that equity markets enhance
productivity in the economy and economic growth.

A large share of the transition economies now have functioning stock markets.
Most stock exchanges were established in the early to mid-1990s, and in one group
of transition countries served as a mechanism to transfer ownership in the process
of privatization?.

Today, stock markets in transition countries are still largely under-developed.
Some of the small stock exchanges have already merged with larger, regional ex-

changes — for example the Estonian and Latvian stock exchanges merged with the

1See Claessens, Djankov and Klingebiel (2000) for a discussion of the origins of transition stock

markets.
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Helsinki Stock Exchange in 2002. On many of the transition stock markets liquidity
and capitalisation remain low, even by emerging market standards. Some coun-
tries such as the Czech and Slovak Republics, which developed their markets in the
early 1990s through mandatory privatization-related listings, experienced delisting
of companies in the second half of the 1990s, after liquidity and disclosure require-
ments were enhanced and many firms found themselves unable to comply with these
requirements. The volume of initial public offerings (IPOs) in recent years is low
even in the more advanced transition stock markets. For example, only the Slovene
and Polish stock markets recorded a reasonable volume of IPOs during 1999-2002.
Thus, the Ljubljana Stock Exchange recorded 111 newly-listed domestic companies
during the period from 1999 to 2002 in cumulative terms. The corresponding figure
for the Warsaw Stock Exchange was 55 newly listed domestic firms. In contrast, the
Prague Stock Exchange saw only 2 IPOs during the same years — by one domestic
and one foreign company; the Bratislava Stock Exchange saw 7 newly-listed firms,
and the Tallinn Stock Exchange only 1 newly-listed domestic company. IPO activity
was also low elsewhere in Central and Eastern Europe and the CIS countries.

There are conflicting views about the role of stock markets in transition. Some
scholars make the observation that most of the advanced transition economies have
now developed bank-based financial systems, e.g. Berglof and Bolton (2002). Ac-
cording to this view, transition stock markets are going to be subjected to compe-
tition from larger regional markets, which offer better disclosure and attract large
transition companies. The small market size in many transition economies is also
not conducive to securities market development. Furthermore, companies in transi-
tion economies are characterized by ownership concentration, which drives firms off
the stock market as they become 100% owned by a single owner.

Despite these arguments, in this chapter we investigate whether provisions of

securities laws and their enforcement across a cross-section of 19 transition countries
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affect their stock market development. This is motivated on grounds of markedly

different levels of stock market development in the transition economies.

3.2 Literature Review

This paper follows some recent contributions to the growing literature on law and
finance, such as La Porta, Lopez-de-Silanes and Shleifer (2003), and on the role of
institutions in economic development, e.g. Djankov et al. (2003b). Law and finance
research in the past several years has been instrumental in explaining differences
across countries in corporate governance, financial structure and economic growth.
In a recent paper La Porta et al. (2003) study the effect of securities laws
on stock market development in 49 countries. They discuss three distinct theories
about the role of securities laws. Under the first one, associated with the work of
Coase (1960) and Stigler (1971), a securities law is not needed to address infor-
mational asymmetries between buyers and sellers of securities. According to this
view, securities issuers have an incentive to reveal all available information about
the company because if they fail to do so, investors would assume the worst and
not invest. Since there are verification costs associated with ascertaining whether
disclosure is complete and accurate, the market creates its own solution in the shape
of securities market intermediaries such as auditors, accountants and underwriters,
who can vouch for the quality of the securities being offered. They are motivated to
act honestly because of reputational reasons and in order to avoid liability. There-
fore, market participants’ incentives and general contract law would be sufficient to
overcome existing informational asymmetries and issuers’ incentives to cheat. Un-.
der the second and third theories securities laws matter because incentives to cheat
are high, and verification and private litigation are costly. The authors distinguish
between two schools of thought about how securities laws should be used. They

define the private enforcement mechanism of securities regulation as one where the
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main benefits of a securities law come from reducing the costs of private contracting.
Thus, a securities law allows for standard contracting and serves to clarify liability
for incomplete or inaccurate information disclosure. In this manner, the law reduces
investors’ costs of enforcing a securities contract in court. Under the so-called pub-
lic enforcement mechanism private enforcement is insufficient and a public enforcer
of securities laws, such as a securities commission (regulator), is needed. Public
enforcement is expected to work if the securities regulator is independent and hon-
est, well-funded, empowered to introduce regulations, elicit information, and impose
sanctions for violations of securities laws.

La Porta et al. (2003) argue that disclosure requirements and liability rules are
crucial features of private enforcement. The authors conduct a survey of one law
firm per country, and collect data on various aspects of securities laws. The data are
summarized in several key index measures. For example, six proxies of the strength
of disclosure requirements are constructed. These are whether a prospectus is de-
livered to investors ahead of securities issues; whether the company must disclose
insiders’ compensation; ownership by large shareholders; inside ownership; contracts
outside the normal course of business; and transactions with related parties. The
index of disclosure requirements is an average of these six proxies. In addition to
these specific disclosure requirements, it is common to have a requirement, whereby
the prospectus needs to include all material information necessary to assess the value
of the securities being offered. However, when bad news hits the company after it
has issued securities, the question becomes whether this information was known or
knowable to the issuer, distributor and/or accountant, and the burden of proof in
this case determines how easy it is for investors to recover damages if information
in the prospectus was misleading or omitted. La Porta et al. (2003) distinguish
four different liability regimes. Public enforcement is also coded and sub-indices of

Supervisor Attributes, Investigative Powers of the Supervisor, Orders and Criminal
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Sanctions are constructed. La Porta et al. (2003) combine the sub-indices of Disclo-
sure and Burden of Proof into an aggregate index of private enforcement, and their
cross-country econometric analysis finds that the private enforcement index, rather
than the public enforcement one, is significantly associated with better securities
market performance.

The idea that legal factors help explain stock market development is part of
the general law and finance comparative literature. For example, La Porta et al.
(1997) examine what determines stock market capitalisation in 49 countries, and
find that corporate laws — as encompassed by the legal index of Shareholder Rights
— as well as belonging to a given legal origin (family) are statistically significant
determinants of stock market development. That paper, however, does not focus
on securities laws but only on certain provisions of the corporate (company) laws,
which determine minority shareholder protection from managerial and dominant
shareholder expropriation.

The relevance of laws for securities market development has also been addressed
in the comparative law literature. Black (2001) examines the pre-conditions for
successful securities markets from a legal perspective. He draws up lists of legal
provisions and institutions necessary to a) resolve problems of asymmetric informa-
tion in securities issuance, and b) mitigate moral hazard problems after securities
have been sold, i.e. that company managers and controlling shareholders have an
incentive to cheat investors out of the value of their investment. Among the most
important provisions of the law and institutions to reduce informational asymme-
tries — according to Black (2001) — are good financial disclosure; reliable accounting
and audit rules; an effective securities regulator; presence of securities market in-
termediaries such as accountants, underwriters, auditors; sufficient company and
insider liability. To counter expropriation by insiders, legal rules on insider dealing

are listed as particularly important alongside most of the provisions just mentioned
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for controlling asymmetric information.

Glaeser, Johnson and Shleifer (2001) focus on securities laws and regulations in
two transition economies - Poland and the Czech Republic. The authors draw a
comparison between the two countries in terms of their securities market regulation
in the 1990s. They argue that government regulation of capital markets may be
preferable to private enforcement in the presence of a weak judicial system. The
authors find that stringent capital market regulations in Poland (as encompassed
in its company and securities laws) have stimulated the development of the stock
market and led many new firms to go public. In contrast, the lax and poorly enforced
capital market regulations in the Czech Republic have brought about stagnation
of the stock market, delisting of a lot of privatized companies and practically no
new listings. The Czech Republic has also seen rampant expropriation of external
investors, which led to the term ”tunneling”, e.g. Johnson et al. (2000).

The series of La Porta et al. (1997, 1998, 2000) papers‘ on law and finance do
not cover the transition economies. The link between legal text, legal enforcement
and finance in transition economies is explored by Pistor, Raiser and Gelfer (2000).
The authors use coded data for shareholder and creditor rights, based on these
jurisdictions’ laws on the books from 1992 to 1998.2 They follow the basic approach
of La Porta et al. (1998) in constructing indices of shareholder and creditor rights,
but extend the La Porta et al. indices to cover additional aspects of shareholder

protection of particular concern to transition countries.> The authors also use an

2The methodology of the codification of shareholder and creditor rights in the transition
economies as well as an extensive analysis of the changes in their corporate laws is provided

in Pistor (2000).
3For example, they add additional components to the LLSV shareholder index measures of

VOICE and EXIT. The former refers to corporate control within the company and comprises all
the LLSV shareholder rights measures plus other measures of the ability of shareholders to assert
their control over company management. The latter pertains to the rights of shareholders to

liquidate their holdings in a company when dissatisfied with the way it is managed. In addition,
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index of stock market integrity (SMINTEGR), which does not cover the individual
protection of shareholders but rather captures the presence of legal rules on insider
dealing, on an independent share registry and stock market supervision. Some of
the legal indices which we employ in this paper are similar in content to their stock
market index, and later we report the degree of correlation between our measures
and SMINTEGR.4

To measure legal implementation, Pistor et al. (2000) employ three separate
proxies for legal enforcement - the Rule of Law index published by the Central Euro-
pean Economic Review; the EBRD survey-based index of corporate and bankruptcy
law effectiveness (which is derived on the basis of the EBRD Legal Indicator Survey,
used for all the legal variables in this paper); and an enforcement index based on the
World Bank’s World Business Environment and Enterprise Performance Survey for
20 transition economies. The econometric analysis of both stock market and bank-
ing development reveals that legal enforcement, but not legal text, is statistically
significant for explaining stock market and private credit volume. Unlike in La Porta
et al. (1997), "the law on the books” in transition is not found to be significantly
associated with measures of external finance. Methodologically, the authors conduct
OLS and instrumental variable estimations of stock market capitalisation over GDP
(averaged over 1997 and 1998), and include the Rule of Law measure (as a proxy
for legal effectiveness), and each of the six indices of shareholder protection among

the explanatory variables. They also control for method of privatization to account

the authors use ANTIMANAGE and ANTIBLOCK indices to determine how the legal system
deals with the conflicts between management and shareholders, and blockholders and minority
shareholders. For instance, cumulative voting rights, pre-emptive rights of current shareholders
in case of new share issues, quorum requirements for the General Shareholders’ Meeting are all
examples of indicators, supportive of the rights of minority shareholders when strong blockholders

are present.
4We also employ lagged SMINTEGR indices as coded by Pistor et al. (2000) as instruments

for current securities laws and their enforcement.
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for increases in listed firms and capitalisation due to mandatory listing of privatized
firms. All estimations of stock market performance reveal that legal effectiveness is
significantly associated with larger and more liquid stock markets (market turnover
is also used as a dependent variable).

A study by Claessens, Djankov and Klingebiel (2000) focuses on the determinants
of stock market development in the transition economies. The authors conduct an
OLS regression analysis, and after controlling for income per capita and geograph-
ical distance to Western Europe, establish that low levels of inflation, adequate
shareholder protection and the size of institutional investor assets are all significant
determinants of stock market capitalisation and turnover. Their paper discusses the
origins of stock markets in transition countries, and also outlines prospects for future
development. Among the study’s important features is an emphasis on the role of
institutional investors such as insurance companies and pension funds; employing
threshold inflation effects in the estimations of the determinants of market capi-
talisation and turnover; and underscoring the positive relationship between private
credit and market capitalisation in the transition economies.

In the present chapter we would like to empirically test how securities laws and
their enforcement affect stock market capitalisation and turnover in a sample of 19
transition economies. In so doing, we will test the La Porta et al. (2003) results
about the role of securities laws for the sample of economies in transition. The
present study differs from Pistor et al. (2000) in the fact that it utilises survey-based
legal data, whereas their paper employs measures of legal investor protection, derived
from coding the written laws in 24 transition economies. Instead, we are using legal
indices of perceived extensiveness and effectiveness of law based on attorney opinions
about securities laws in their respective jurisdictions.

The chapter is organised as follows: Section 3.3 presents the data and the main

legal indices which we use. Section 3.4 discusses methodological issues, the model
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specification and estimation techniques that we employ. Section 3.5 presents the
results of the estimations, section 3.6 offers robustness checks, and section 3.7 con-

cludes.

3.3 Data

3.3.1 Securities Markets Laws and Regulations

The legal measures we use to assess equity market development in Eastern Europe
and the former Soviet Union are generated through a survey of lawyers (Legal In-
dicator Survey, or LIS hereinafter) run by the EBRD since 1997 to assess legal
reform in transition economies. We have at our disposal the raw survey data for
1999, which covers five main areas of law: company law (corporate governance),
bankruptcy law, pledge (secured transactions) law, banking law, securities law. In
addition, the survey always had a sixth section devoted to issues of legal enforcement
(called General Legal Effectiveness). A hallmark of the LIS is the focus on both the
extent of the law, and on how the law is used. The survey questions are divided
into two categories: measuring extent or scope of the law (extensiveness questions),
and measuring the implementation or use of the law (effectiveness). Questions are
weighted according to underlying economic theories about desirable legal norms, or
following so-called ”best practice” laws. The banking and securities law sections of
the survey were added to the main questionnaire in the summer of 1998 during the
work on Transition Report 1998. Over the years of implementation of the survey,
the EBRD published scores of legal extensiveness and effectiveness, based on the LIS
survey scores, but also incorporating expert legal judgments in cases where respon-
dents provided contradictory information. The scores were usually also scaled on a
rating scale of 1 to 4, with increments of 1. The baseline scores used were derived

as the average of a survey respondent’s answer to all questions. A country’s legal
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score is derived as the average of all responses from attorneys from that country.
A novel feature of the use of the LIS data in this chapter is related to 1) using
equal weights for all questions (this differs from the EBRD approach where some
questions received higher weights); 2) the legal data have been subjected to an
extensive review and cleaning, which has resulted in some differences between the
previously published scores and those used in this paper. For instance, coding
errors were corrected; internal inconsistencies in question answers were eliminated
in a systematic fashion; and missing answers, which had previously been coded as

zero values, have now been excluded when aggregating question scores.

3.3.2 Cross-Country Comparisons

In Chapter 2 we discussed the rationale for securities laws and regulations, and
the main features of these laws captured by the securities law section of the Legal
Indicator Survey. Let us now turn our attention to a discussion of the four main
measures of securities laws. We look at each sub-index overall, and broken down

into its extensiveness and effectiveness components.

3.3.2.1 Disclosure Requirements

We first compare the differences in disclosure requirements. The top-ranking coun-
tries in the overall measure of disclosure requirements are Estonia, Poland, the
Slovak Republic, Slovenia, and Hungary. The lowest-ranking ones are Georgia, Ar-
menia, Ukraine, Kyrgyzstan and Azerbaijan. Surprisingly, Kazakhstan ranks among
the top six countries in the stringency of disclosure requirements and the Czech Re-
public ranks rather low, below the other Central European countries, and with scores
similar to those of Albania, Uzbekistan and Belarus. In terms of effective application
of disclosure requirements — as shown in Figure 3.1 — the top-ranking countries are

Poland, Estonia and Slovenia, whereas the bottom ones are Armenia, Ukraine and
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Figure 3.1: Stock Market Capitalisation and Disclosure Requirements Effectiveness

Sub-index

o
m
+ RUS
IEST
»HUN
o
®)
>CZE
GDGD\A POL#
« KE
»CRO
« SLO
o _ « UT
LAT
*#BUL
#UKR « MOL “ROM »SLK
UzB
« ARM
#MAC IKYR
50 60 70 80 90
DISCL EFF

FYR Macedonia. We note the relatively high ranking of Kazakhstan and Russia -
with effectiveness of disclosure (DISCL_EFF) scores of a similar magnitude to that
of the Czech Republic. What explains these rankings?

Our results on differences in securities laws with respect to disclosure require-
ments for issuers of securities are in line with the findings of Glaeser, Johnson and
Shleifer (2001) about differences in securities regulation between Poland and the
Czech Republic in the 1990s. They find that issuers and intermediaries in the two
countries faced radically different disclosure requirements, and therefore, the two
securities market regulators had very different access to information on market par-
ticipants. The authors compare the Czech and Polish securities laws in terms of
regulation of issuers and requirements for financial and ownership disclosure, and

establish that Polish securities law imposed much more extensive and stringent re-
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Figure 3.2: Stock Market Turnover and Disclosure Requirements Effectiveness Sub-
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quirements for disclosure of issuers’ financial and ownership information than Czech
law did.* In terms of ownership disclosure Glaeser et al. find that the Polish law
required public disclosure each time a shareholder exceeded 10, 20, 33, 50, 66 and 75
percent ownership. This is helpful in preventing expropriation of minority sharehold-
ers by large shareholders and management. In addition, Polish issuers were required
by law to report the owners with more than 10% ownership stake in two national

“For example, in Poland the introduction of securities to public trading required both permis-
sion by the regulator and the issue of a prospectus. In the Czech Republic the securities law
required neither of these features. Both laws prohibited the reporting of false information in a
company prospectus. Polish law required the reporting of monthly, quarterly, semi-annual and
annual financial statements by issuer; the Czech law mandated only annual reports. Furthermore,
Polish law obliged issuers of securities to publish all information material to investors’ decision;

Czech law mandated only disclosure of significant adverse developments in the company’s business.
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newspapers; Czech law did not impose such a rule. Finally, mandatory takeover
bids are also found to be treated differently in the two countries’ laws. Thus, Polish
law required any person who has become a holder of shares representing over 50%
of the votes at the general meeting to announce an invitation to subscribe for the
sale or exchange of the remaining shares. However, Czech law did not impose such
a mandatory bid, which ié a provision intended to reduce the risk of expropriation
of minority shareholders.

These findings on the securities laws of Poland and the Czech Republic are sup-
ported by the data on disclosure requirements provided in lawyers’ answers to the
relevant questions of the Legal Indicator Survey. As mentioned earlier, Poland scores
much higher than the Czech Republic in overall disclosure requirements. Indeed,
Poland has the second highest score on the stringency of its disclosure requirements
after Estonia. On the extensiveness of its Disclosure sub-index Poland also does
better than the Czech Republic, but drops several places and ranks below Estonia,
the Slovak Republic, Croatia, FYR Macedonia and Hungary. However, from the
perspective of effectiveness of disclosure requirements, Poland ranks top among the
transition countries, as Figures 3.1 and 3.2 demonstrate. The value of its effective-
ness of disclosure index (89.29) is considerably higher than the value of the Czech
effectiveness of disclosure index (74.11). Therefore, our results based on the LIS
regarding disclosure support the Glaeser et al. (2001) findings about Polish law
mandating better disclosure than Czech law. Figure 3.2 shows that while Poland,
Estonia and Slovenia score highest in terms of their effectiveness of disclosure legal
rules, Hungary, the Slovak Republic and Poland enjoyed the highest turnover ratio
in 1999.

Looking in more detail at some of the sources of these differences in favour of
Polish disclosure regulation, we find that, generally, the Polish scores on individual

questions on Disclosure are higher than the those of the Czech Republic. For exam-
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ple, all interviewed Polish respondents agree that publicly traded firms must provide
timely and accurate information to investors (mean score is 1.00); not all Czech in-
terviewees so agreed, but the mean is also very high (0.92). However, when asked
about how often such disclosure occurs, Polish respondents say that on average it
bhappens ”frequently” or ”almost always”, while on average Czech respondents say
it happens only ”sometimes”. The respective scores are 0.86 and 0.60 for Poland
and the Czech Republic. This difference is consistent with the reported differences
in the law by Glaeser et al. (2001) that Polish law requires disclosure of all material
information, while Czech law requires disclosure of significant adverse developments
only. Comparing the two from the perspective of reliability of the disclosed in-
formation, we find a significant difference in the mandatory use of international
accounting standards (IAS). The Polish score is 0.57, the respective Czech one is
0.07. Almost none of the Czech lawyers thought that financial statements by issuers
need to comply with IAS. In terms of transparency of deals, Poland also appears
to be better: all Polish survey respondents confirm that a clearance and settlement
system for both shares and bonds is in operation (mean score of 1.00), whereas not
all Czech respondents say so about their country’s clearance and settlement system
(mean score of 0.77). The survey gathers information which could be compared with
the information provided by Glaeser et al. (2001) on requirements for a prospectus
and regulatory permission to issue securities. They found that, while Polish law
mandated both a prospectus and getting regulatory approval, Czech law did not
mandate either. However, when asked whether issuers must file information with
the Regulator prior to a securities issue, almost all Czech and Polish respondents
say that this is indeed the case, and that the information provided should be more

than that contained in the company’s annual report.® Therefore, the overall LIS

6The Czech mean scores here are somewhat higher than those of Poland (0.25 and 0.19 for
mandatory filing, and 0.25 and 0.21 for more extensive information being filed). Both these scores

have a maximum of 0.25. Also, most Polish and Czech respondents consider a prospectus manda-
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ranking of disclosure requirements, whereby Poland scores consistently higher than
the Czech Republic, captures the essence of the Glaeser et al. (2001) finding that
Polish law imposed much stricter disclosure rules than Czech law. We summarise

the individual scores on disclosure in the Appendix 3.A tables.

3.3.2.2 Regulator Attributes

One of the main findings of Glaeser et al. (2001) is that the establishment of an in-
dependent Securities Commission benefited the development of the Polish securities
market; the lack of an independent commission in the Czech Republic, who chose
to supervise the securities market through the Capital Markets Supervisors Office
in the Ministry of Finance — a body allegedly unconcerned with the regulation of
the market according to Glaeser et al. (2001) — brought about stagnation in the
Czech securities market. How are these conclusions borne out by the Legal Indi-
cator Survey data on regulator attributes? Unfortunately, the survey information
does not allow for a very detailed analysis of the pertinent Regulator characteristics,
and does not specify all the detail provided by Glaeser et al. (2001). Nevertheless,
some useful findings emerge. For example, while the Polish and Czech answers do
not differ much from the perspective of whether a Regulator exists, and what its
functional responsibilities are, the Polish Regulator is thought to have, on average,
better trained and more knowledgable staff, than the Czech Regulator does (mean
score of 0.50 for Poland versus a means score of 0.42 for the Czech Republic). The

differences in terms of existence of a Regulator and its focus are marginal.

tory, but not financial statements. The mean scores here are marginally in favor of the Czech
Republic too. This is somewhat surprising given the Glaeser et al. finding that the Czech law does
not require a prospectus while Polish law does. Moreover, when asked about the frequency with
which the Regulator reviews and approves the information provided by a company before a public
securities issue, Czech respondents also indicate a marginally higher frequency on average (mean

score of 0.85 against 0.82 for Poland).
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Overall, we do not find much of a difference in the Regulator Attributes sub-
index (mean of 97.14 for Poland and 95.76 for the Czech Republic, with the Czech
Republic having a slightly higher ranking on its extensiveness component (mean
of 98.86 against 96.43), but Poland doing considerably better (indeed, a t-test for
differences in means indicates significance at the 10% level) in terms of the effec-
tiveness component (mean of 100.00 for Poland against a mean of 83.33 for the
Czech Republic). While these results do not give a full picture of other potentially
interesting regulator features, such as how its staff are appointed or dismissed, and
~ probably the survey questions are not well suited to give even a good notion of
Regulator independence, we still find that the Polish Regulator is reported to have
better human resources, which is captured by the effectiveness score. This shows a

good parallel with the Glaeser et al. (2001) results.

3.3.2.3 Enforcement Powers of Regulator

Much like Glaeser et al. (2001), we do not find many differences in the enforcement
powers of the securities regulator in Poland and the Czech Republic. Glaeser et
al. establish that in both countries the Regulator was entitled to issue and revoke
licenses, to generate regulations and to impose fines for violations of securities laws
and regulations, but had to refer criminal cases to the public prosecutor. Simi-
larly, when asked whether the Regulator has enforcement powers, all respondents in
Poland and the Czech Republic agree that this is the case. However, when asked
what these powers include, all Polish respondents indicate both ability to revoke an
issuer’s listing and ability to impose civil fines or penalties (scores of 0.15 and 0.35
respectively), while only half of Czech respondents think that the Czech regulator
has the authority to revoke a license (mean score of 0.08), and about 77% think that
the Czech regulator is authorised to impose civil fines and sanctions on violators. A

more pronounced difference relates to the use of oversight and enforcement powers
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Figure 3.3: Stock Market Capitalisation and Effective Enforcement Powers of tfie
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by the Regulator. Polish respondents tend to answer that their Regulator has al-
ways used his enforcement powers in the preceding five years (mean score of 100.00);
Czech respondents agree that their Regulator has used its enforcement powers to a
lesser degree (mean score of 0.88).

On insider trading rules, all the interviewed Polish and Czech lawyers report
that insider trading is prohibited. Czech respondents suggest that, on average, such
a prohibition is supported by a wider array of laws and administrative rules than
Polish respondents do (the mean score of the comprehensiveness of prohibition is
0.46 for the Czech Republic and 0.34 for Poland).” However, when asked next

“For example, six of the seven interviewed Polish respondents agree that insider trading is pro-
hibited through a legislative act; a further four of these agree that it is also prohibited by criminal

law. Only one respondent indicates prohibition by legislative act, criminal law, administrative
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Figure 3.4: Stock Market Turnover and Effective Enforcement Powers of the Secu-

rities Regulator
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about the frequency with which the Regulator engages in cases of insider trading,
Polish regulators are reported to have been more actively pursuing insider dealing
violations (mean score of 0.63 versus a mean score of 0.38 for the Czech Republic).

Figure 3.3 presents the effectiveness index of enforcement powers (ENF_EFF),
and suggests that such powers are highest in Poland, Hungary and Romania. It also
shows that Estonia is an outlier - with one of the lowest scores on the effectiveness of
enforcement powers index, but with one of the highest market capitalisations relative
to GDP. Figure 3.4 shows the stock market turnover ratio against the effectiveness

rules and regulations, and stock exchange rules. Twelve out of the thirteen Czech respondents
indicate prohibition by a legislative act; eight confirm that prohibition by criminal law exists; four
say insider trading is also prohibited by stock exchange rules, and also four respondents say that

insider trading is prohibited by private law.
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of enforcement powers index (ENF_EFF). It displays a better fit than capitalisation,
and the fit is further improved after we exclude Moldova and FYR Macedonia from
the scatter diagram (both are outliers in terms of turnover due to their small market
size and a few large dominant transactions in the market, and are not shown in
Figure 3.4).

Overall, the Legal Indicator Survey results on the enforcement powers of the
Regulator corroborate the conclusions reached by Glaeser et al. (2001). Indeed, we
do find that the Polish Securities Commission was much more actively involved with

the supervision of market participants and finding violations of the securities law.

3.3.2.4 Regulation of Securities Intermediaries

A cross-country comparison in the Regulation of Intermediaries sub-index, reveals
that Poland and Hungary are the two countries with the most stringent regula-
tion of securities market intermediaries, followed by Slovenia, Russia, the Slovak
Republic and the Czech Republic. The lowest-ranking countries are Kyrgyzstan,
Azerbaijan, Albania, Georgia and Uzbekistan. In terms of effective regulation of
market intermediaries only, Poland, Hungary, Slovenia and Russia rank top, and as
shown in Figure 3.5, Uzbekistan and Kyrgyzstan rank bottom. The figure points
to a generally positive relationship between the effectiveness index of regulation of
market intermediaries (INTERM_EFF), and stock market capitalisation as percent
of GDP (STOCK99). Figure 3.6 shows the turnover ratio against the index of ef-
fective regulation of securities market intermediaries. The relationship between the
two is generally positive. Hungary, the Slovak Republic and Poland have the highest
turnover ratios.

How do the rankings for the Poland and the Czech Republic compare? Glaeser
et al. (2001) argue that some of the key differences in the two countries’ securities

laws relate to their provisions regarding regulation of market intermediaries such
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Figure 3.5: Stock Market Capitalisation and Effectiveness of Regulation of Securities
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as brokers, brokerage firms, investment advisors, investment funds, and custodian
banks.®

In line with their earlier findings, Glaeser et al. (2001) report that in Poland
individual brokers and brokerage firms faced considerably stiffer licensing require-
ments and regulations than their Czech counterparts. More specifically, the Polish

®The argument for regulation of intermediaries goes back to Landis (1938), who argued that the
United States Securities and Exchange Commission (SEC) could not monitor the compliance with
disclosure, reporting and other rules by all publicly listed companies and the trading practices of
all market participants. Instead, he argued that the SEC should regulate market intermediaries
such as investment advisors, brokers, etc., placing on them the burden of ensuring compliance by
market issuers and traders. It would be in their reputational interest to ensure good compliance
by other market participants. With intermediaries being relatively few in number, the SEC could

monitor and regulate them more easily.
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Figure 3.6: Stock Market Turnover and Effectiveness of Regulation of Securities

Market Intermediaries
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law instituted elaborate licensing requirements for individual brokers accompanied
by tests. The Czech exams and requirements appeared much easier and pro-forma.*
Polish law also established strict requirements for the conduct of investment advisors
such as subjecting them to mandatory licensing by the Regulator, requiring them to
pass an exam administered by the Regulator, and subjecting them to inspections by
the Regulator as well as to disclosure of ownership information. Czech law contained
no specific provisions on the regulation of investment advisors. Finally, Polish secu-
rities law was more restrictive in terms of regulation of investment (mutual) funds

~Czech law, for instance, did not require brokers to engage in “honest trading” and act in the
interest of clients, whereas the Polish law did. Polish law imposed considerable requirements on
brokerage companies, such as an obligation to report who has more than 5 percent of voting rights;
to report changes in voting rights above 2 percent; and to allow the securities regulator access and

inspection rights. Czech law required none of these.
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and custodian banks. _

We can test some of these findings since the Legal Indicator Survey contains a
reasonably extensive subset of questions pertaining to regulation of intermediaries.
Indeed, we find that in aggregate terms, Poland does considerably better in its
Regulation of Intermediaries sub-index than the Czech Republic (mean score of 82.10
for Poland against a mean score of 62.42 for the Czech Republic). Looking for the
sources of this difference, we find that first, both countries report that the securities
law regulates the conduct of market intermediaries such as brokers and dealers,
that brokers and dealers are subject to mandatory licensing and that they must
have certain professional qualification. Most likely, the question was interpreted
by respondents as referring to individual brokers. However, when asked about the
intensity of regulation as measured by the frequency with which brokers have has
their licenses revoked in case of violations of the law, Polish respondents indicate
a considerably higher frequency of intervention than the Czech respondents (0.63
versus 0.44). A large difference arises in answers to the question whether self-
regulatory organizations exist. Poland scores better than the Czech Republic (0.64
versus 0.36). In line with the information in Glaeser et al. (2001) that investment
(mutual) funds must be licensed by the Securities Regulator, all Polish and Czech
respondents indicate that there are separate rules and regulations for the licensing
and regulation of investment funds. A source of a difference, however, is whether
issuers of investment funds are subject to disclosure requirements, and how effective
such disclosure is. The paper by Glaeser et al. does not provide information on this
aspect, but the finding that Polish law establishes stricter disclosure on investment
funds (mean score of 1.00 compared to 0.83 for the Czech Republic), and that Polish
investment funds are expected to provide such information more regularly than their
Czech counterparts (mean score of 0.79 versus 0.60), is consistent with the general

finding about Polish law requiring stricter disclosure from market participants.
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Another source of difference arises from whether, or not, an investor compensa-
tion scheme exists to compensate investors for their losses in case of the failure of a
market intermediary. While almost all Polish survey respondents agree that such a
system is in operation, Czech respondents point to its absence (a mean score of 1.00
for Poland against 0.08 for the Czech Republic). As is obvious from the Appendix
3.A tables, this is one of the largest differences in individual question scores between
the two countries. Czech respondents indicate a higher incidence of failures of se-
curities market intermediaries, but report that investors are somewhat less likely to
receive compensation for their losses (a mean score on frequency of compensation
of 0.21 for the Czech Republic against 0.38 for Poland).

In conclusion, the Glaeser et al. (2001) results about Polish law regulating se-
curities market intermediaries much more comprehensively and stringently than the
Czech law is supported by our breakdown of the relevant questions on Regulation
of Intermediaries. The main differences are due to a higher intensity of regulation
of brokers and dealers; the presence of self-regulatory organizations with oversight
responsibilities over market participants; more extensive and effective disclosure re-
quirements for investment funds; and the existence of an investor compensation
scheme. Thus, this detailed review of individual differences in question scores be-
tween two of our sample countries shows that the LIS 1999 data are in line — at least
for Poland and the Czech Republic — with other related empirical research. This
supports the validity of the LIS data, despite its drawbacks which were discussed in
Chapter 2.

Having conducted an extensive comparison of our disaggregated index ranking
with the findings of Glaeser et al. (2001) for Poland and the Czech Republic, we
next compare our securities law extensiveness and effectiveness indices with the Pis-
tor et al. (2000) index of stock market integrity (SMINTEGR). Table 3.1 shows
the correlation coefficients between the values of the SMINTEGR index for 1998,
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Table 3.1: Stock Market Integrity Index and Sub-indices of Securities Regulation,

LIS 1999: Correlation Coeflicients
SMINTEGR98 SMINTEGR96 SMINTEGR94 SMINTEGR92

DISCL 0.3576* 0.3739* 0.4249* 0.1684

DISCL_EXT 0.2862 0.2413 0.2300 -0.0451
DISCL_EFF 0.3081 0.3940* 0.5025* 0.3682*
INTERM 0.3790* 0.3792* 0.8373* 0.5650*
INTERM_EXT 0.2825 0.3283 0.6496* 0.3884*
INTERM_EFF 0.3631* 0.3336 0.7856* 0.5627*
ENF 0.1693 0.1928 0.4316* 0.3750*
ENF_EXT 0.0791 0.0790 0.2725 0.2569

ENF_EFF 0.3294 0.3628* 0.5623* 0.4579*
REGATTR 0.2519 0.0472 -0.0331 0.4324*
REGATTR EXT 0.2198 0.0139 -0.0739 0.3599*
REGATTR-EFF  0.1562 0.0723 0.0507 0.2960

CAP99 0.3896* 0.3793* 0.7265* 0.5380*
EXTCAP99 0.3514 0.3215 0.5719* 0.3913*
EFFCAP99 0.3724* 0.3768* 0.7519* 0.5789*

Source: Pistor et al. (2000), and author’s compilations. Note: Asterisks
indicate that the coefficient is statistically significant at the 10% level

at a minimum.
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1996, 1994 and 1992 (as coded by the authors), and our LIS-based indices of secu-
rities law extensiveness and effectiveness. From the outset, we would expect some
positive correlation with some of our four main sub-indices, i.e. disclosure, regula-
tion of intermediaries, enforcement powers and regulator’s attributes. However, we
would expect correlation to be fairly limited since the scope of information coded in
SMINTEGR differs considerably from the content of the securities law questions in
the LIS. For example, SMINTEGR is coded on a 0 to 6 scale, with six components.
Three of these relate to securities regulation directly. One point is given to the pres-
ence of a state agency for capital market supervision, and another point is scored for
independent capital market supervision. These two elements can be compared with
the information gathered by LIS on Regulator’s Attributes (Q2). Another point is
added to the SMINTEGR index, if insider trading is prohibited by law. This part is
then comparable to our sub-index of Enforcement Powers of the Regulator (namely,
Q13 and Q14). Therefore, we would expect some presence of correlation. However,
the SMINTEGR index also contains provisions, which are not related to securi-
ties laws per se, such as mandatory takeover bids; the shareholder register being
maintained by an independent firm; rules against self-dealing; mandatory disclosure
triggers for acquisitions of large blocks of shares. Therefore, the Pistor measure
contains some provisions from general company law, which are supportive of the
functioning of the stock market. In contrast, our securities measures do not cover
all these aspects, but go into much further detail about disclosure, intermediary
regulation, attributes and powers of the Regulator. They allow us to conduct the
detailed comparisons with other studies, as done above. In contrast, Pistor et al.
(2000) note that their coding of stock market integrity (SMINTEGR) does not al-
low them to pick up very clearly the differences in Czech and Polish securities laws
as debated by Glaeser et al. (2001). Altogether, we find some positive correlation
between SMINTEGR scores for 1998 and earlier years, and our sub-indices for 1999.
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Surprisingly, we find more instances of significant positive correlation between our
legal sub-indices and SMINTEGR in the earlier years (1992 and 1994). In addition,
the effectiveness sub-indices show a stronger positive correlation than the extensive-
ness ones. This correlation allows us to use these lagged SMINTEGR indices as

instruments for our legal indices of securities regulation in 1999.

3.4 Methodology

We are interested in examining the relationship between stock market development
and regulation of securities markets as captured by the answers of legal experts to
the LIS. We have outlined above the main sub-indices, based on the survey, and why
they are important for securities markets. We are particularly interested in testing
which types of securities regulations, if any, affect market development.

Our testing procedure relies on a standard regression methodology despite the
serious limitations of the sample size (19 observations), which restricts the degrees
of freedom with which we operate and make inferences. Nevertheless, we prefer the
econometric approach for a number of reasons. First, simple ”eye-balling” of the
association between capital market development and securities regulation reveals
that some of the regulatory sub-indices exhibit a positive relationship with mar-
ket capitalisation and turnover (see Figures 3.1 to 3.6). However, examining these
scatterplots is not sufficient to tell us whether this relationship is robust to other
factors, or what the causality and degree of association are. Moreover, we would like
to be able to compare our results with earlier findings in the related literature, e.g.
Pistor et al. (2000), and in order to do so with a reasonable degree of confidence,
an approach similar to the one used in earlier studies, i.e. one based on econometric
techniques, must be followed.

Notwithstanding this decision, we also discuss and present our data in graphic

form in order to identify potential outliers and visually illustrate the association
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between the variables of interest.
Below we address the choice of dependent and explanatory variables to be used,
and some of the problems which we encounter when conducting the regression

method chosen.

3.4.1 Choice of Variables and Regression Specification

We are interested in examining the effect of the extent and effective use of securities
laws and regulations on stock market development. We use two main proxies for the
level of stock market development. One is the ratio of stock market capitalisation
to GDP in 1999. The second variable is stock market turnover, i.e. the ratio of
the value of stocks traded and market capitalisation. Capitalisation and turnover
measure different aspects of stock market development. Market capitalisation is
the product of number of listed stocks and the price of the stocks. It is scaled by
GDP to control for economy size. Therefore, high capitalisation may reflect either
a high number of listed companies, or a high valuation of listed companies, or both.
Capitalisation is thus a measure of the size of the stock market. More importantly,
recent theoretical models, e.g. Shleifer and Wolfenzon (2002), establish that better
investor protection is associated with both a higher number of listed domestic firms,
and with higher valuations of listed shares. Since capitalisation reflects both, it is a
suitable proxy for stock market development.

Market turnover is a measure of stock market liquidity. It is equal to the value of
stocks traded divided by stock market capitalisation. Thus, it measures the extent
to which stocks are traded relative to the size of the stock market. For example,
a market with high capitalisation is not necessarily a liquid one. Stocks may be
dormant or not actively traded, which would lead to low turnover despite high
capitalisation. Another market liquidity measure is the value of stocks traded as

percent of GDP. This measures stock market liquidity relative to the size of the
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economy. The two measures of market liquidity are different: turnover will be high
in a small and liquid stock market, but value traded as percent of GDP will be low.

Measuring stock market development in transition economies is not a straight-
forward exercise. Stock market capitalisation — which is commonly used in the
literature — suffers from some drawbacks, mainly due to the mandatory listing re-
quirements after privatization. High market capitalisation to GDP may thus reflect
not a large equity market or firms raising finance through the stock exchange, but
rather a high number of listed shares, which are never traded. Glaeser et al. (2001)
also consider several measures of stock market development, and note that in 1998
the Czech market had a still larger capitalisation relative to GDP than the Polish
market (at 24.2% versus 14.1% in Poland).!?

Furthermore, the 1999 market capitalisation data, which we utilise, are also
higher for the Czech Republic than Poland although the difference between the two
— compared to 1998 — is diminishing — 23.1% in the Czech Republic compared to
20% in Poland. This suggests that stock market capitalisation is, perhaps, not the
most appropriate measure of securities market development in transition economies.
An alternative measure that we employ, which is arguably more appealing than
the market capitalisation measure, is market liquidity, as measured by the turnover

ratio. The latter measure should overcome the problem of having a mass of dormant

10This was in spite of the Czech market displaying a declining trend in capitalisation over time,
delistings on its free market segment, and no IPOs issued for cash — either by private companies,
or as part of privatization — between 1991 and 1998. At the same time, Poland saw an upward
trend in its equity market capitalisation and listed firms figures, as well as 50 privatizing firms
selling equity for cash as part of initial privatization, and 136 private firms going public during
the period of 1991-1998. The corresponding figures for the Czech market were zero. Glaeser et
al. (2001) also note that the Polish market was outperforming the Czech one on another measure
— the IFC Investable Index — which is compiled by the International Finance Corporation, and
measures stocks which are liquid enough for foreign investors to buy. The Polish index comprised

more stocks than the Czech one, and displayed a higher value than the Czech one in 1998.
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shares due to mandatory privatization-related listings since it measures the volume
of shares traded (number times price) as percentage of market capitalisation (total
number of listed shares times price at last transaction). Having a large amount of
dormant shares would result in a low turnover ratio.

Market turnover also has some shortcomings — some of the transition stock mar-
kets are very small and had only a few listed stocks in 1999 (such as FYR Macedonia
with 2 listed firms). One or few large transactions — usually related to privatiza-
tion listings — can result in large turnover ratios in any given year. The turnover
ratio would be high although trading in most listed stocks is low, firms do not find
it attractive to list on the stock exchange and the stock market has less relevance
for the external financing needs of private firms than other sources of finance. We
overcome these problems by dropping extreme outliers from the regression analysis.

Among the other variables which proxy stock market development and which
are used in the related literature, are the value of initial public offerings (IPOs)
relative to the country’s GDP; the number of domestic publicly-traded firms scaled
by population; subjective assessments about the ease of raising equity finance on a
given stock market measured by cross-country surveys of investors, etc. We have at
our disposal limited information about the number of listed firms and value of IPO
activity in our sample countries. The data have missing observations for a number
of countries, which reduces the sample size considerably and does not allows us to
conduct meaningful econometric estimations.

Therefore, we employ both stock market capitalisation and market turnover as
the main dependent variables in our regression estimations. Acknowledging that
both suffer from some shortcomings, we take the results of the next sections as
merely suggestive. Furthermore, in the capitalisation regressions we control for
mandatory privatization-related stock listings, which should somewhat mitigate the

problems associated with the capitalisation variable.
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In order to isolate the effect of legal development on financial development, we
control for a number of variables identified as significant predictors of financial de-
velopment in previous research. Thus, both Djankov et al. (2000) and Pistor et
al. (2000) introduce in stock market capitalisation regressions a control variable for
mandatory privatization-related listings on the stock market.!! In a similar fashion,
to control for forced listings due to privatization, we include a dummy variable for all
countries where mass voucher privatization was the primary method of privatization,
using information from the EBRD Transition Reports.

A second control variable is the level of economic development as measured by
the logarithm of GDP per capita. The law and finance literature recognises the
need for isolating the effect of general economic development from the effect of
legal factors on financial outcomes. Economic development is generally associated
with more developed and deeper capital markets. Moreover, richer countries may
have generally better laws and institutions for law enforcement. Therefore, some
scholars argue that legal development may only affect financial development through
its carrying a ”general development effect”, i.e. legal development may only affect
financial development insofar as it picks up this general economic development effect.
Therefore, we need to isolate the effect of the laws beyond the effect of economic
development. We address how this will be done in the following sub-sections.

Macroeconomic stability is also an important factor for financial market devel-

opment. High inflation reduces expected returns and the willingness of investors

UFor example, several transition countries which had mass voucher privatization programs,
such as the Czech and Slovak Republics, Lithuania and Romania, forced privatized firms to list
on the stock exchange, and the transfer of ownership passed through the stock exchange. This
is in contrast to other countries where there was no mass privatization and stock markets were
established with relatively few IPOs, and to a third group of countries which fall somewhere in
between — i.e. where there was mass privatization, but initial exchanges of shares took place off
the stock exchange, and there were no mandatory listings for all privatized firms as in the first

group of countries.
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to buy shares. Theoretical literature shows that inflation interferes with the ability
of financial markets to allocate resources efficiently. Recent empirical research, e.g.
Boyd, Levine and Smith (2001), suggests that there is a significant negative rela-
tionship between stock market activity and inflation. In addition, the authors find
evidence of thresholds — economies with inflation rates exceeding 15% per annum
exhibit a discrete drop in financial sector performance. In recognition of these find-
ings and since many transition countries have or did have high inflation, we include
a measure of average inflation over the preceding 5 years and including 1999 in our
regressions.!?

Financial development is also shown to be affected by general institutional devel-
opment such as legal origin, or the prevailing system of law and order in a country.
Since the transition economies all underwent an extended period of time under com-
munism, time spent under communism may serve as a good proxy for historical mem-
ory of markets. The idea that historical memory of markets and institutions matters,
has been put forward in a number of empirical studies of transition economies, e.g.
Pistor (2000). Shared historical past with Western European countries and experi-
ence with laws and market institutions, such as banks and stock markets, prior to
the onset of communism in some of these countries might be reflected in the present
degree of banking and stock market development and regulation. In other words,
we may expect that historical memory would play a role in the effective application
of financial laws and functioning of capital markets. The number of years under
communism could serve as a useful proxy for the memory of market institutions. In
this respect the transition economies could be divided into three main groups: those,
which spent a low number of years under communism (40-45 years), those with a
high number of years under communism (70-75), and the medium-range countries

(51-52 years). Among the first group are most of the Central and Eastern European

12The years are chosen so as to reflect the timing of stock market development (which started

in many places in the mid-1990s), and to also smooth out inflation fluctuations over the period.
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countries; the three Baltic countries and Moldova fall into the intermediate range,
and all the other former Soviet republics are at the high end of the scale. We have
conducted a simple analysis of differences in means of securities law effectiveness for
these three groups of countries, shown in Table 3.2. The results indicate statisti-
cally significant differences in mean effectiveness of securities laws (for all 5 indices)
between the countries with high and low number of years under communism, and
for three of the five indices when comparing the group of countries with high and
medium number of years under communism.

As witnessed by the literature on law and finance, the causal effect of legal
development on financial development cannot be established with certainty, and it
is crucial to find suitable instruments for legal development. We address this issue
in the next section in more detail. We test several instrumental variable sets such as
legal origin (LEGAL ORIGIN) as defined in Pistor (2000); legal transplant status
(TRANSPLANT_ST), as defined by Berkowitz et al. (2003) and Pistor et al. (2000);
lagged values of the stock market integrity index (SMINTEGR) by Pistor et al.
(2000); the number of years under communism (YRCOMM); and the main religion
practised by the largest fraction of each country’s population (RELIGION)!3.

In summary, our basic regression specification is as follows:

STOCKDEV99,=a+b*x LEGEXT99;,+cx LEGEFF99;4+d x Controls;+u

STOCKDEV99 is the measure of stock market development, a is a constant
term, LEGEXT99 and LEGEFF99 are the respective extensiveness and effective-
ness components of securities laws, and the set of control variables include GDP per
capita, average inflation, and a voucher privatization dummy; the subscript ¢ refers

to country 3.1

13For example, Stulz and Williamson (2003) find that cultural proxies, such as religion and lan-
guage, help explain both creditor rights across a sample of 49 countries, as well as legal enforcement

of shareholder and creditor rights.
14 An earlier version of this paper included the GDP growth rate among the explanatory variables.
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Table 3.2: Years under Communism and Securities Law Effectiveness: Average

Scores for Each Country Group

Years under | piscLerrF INTERM.EFF  REGATTR.EFF ENF_EFF EFFCAP99
communism | (mean) (mean) (mean) (mean) (mean)
70-75 64.89 26.75 71.20 36.44 41.67
50-55 74.55 43.71 81.85 40.31 53.23
40-45 73.95 40.46 89.72 58.07 55.03
T- -1.66* -3.20%** -0.75 -0.39 -2.67**
test 70-75 / | (0.0696)  (0.0063)  (0.2356)  (0.3506)  (0.0115)
50-55

T- -1.96%* -1.71* -1.45* -2.14%* -2.18**

test 70-75 / | (0.0340)  (0.0527)  (0.0904)  (0.0237)  (0.0220)
40-45
T- 0.11 0.54 -0.98 -2.22%% -0.36

test 50-55 / | (0.4563)  (0.3014)  (0.1874)  (0.0258)  (0.3615)
40-45

Note: The table reports average scores for each category as well as
the probabilities of rejecting the null hypothesis of equal means.
One-tailed t-tests are reported. P-values are shown in parentheses

next to t-statistics.
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Finally, we must stress that the pure cross-sectional regression model, which we
are going to estimate has some distinct shortcomings. These are the inability of
cross-sectional regressions to take into account time dimensions of data; potential
omitted variable bias due to country-specific effects, which cannot be captured by
the model; and potential simultaneity bias. In addition, cross-sectional regression
models face common problems such as multi-collinearity. We address these draw-

backs in the next sub-sections, and explain possible ways to overcome them.

3.4.2 Endogeneity Problems

Endogeneity problems are quite common in a multiple regression model of the type
we specify here, i.e. looking at contemporaneous measures of financial development
and legal development. The presence of an endogenous explanatory variable in a
multiple regression model could be due to an omitted variable, to measurement
error or to simultaneity. Each of these may cause the endogenous variable to be
correlated with the error term of the regression, which violates the standard as-
sumption of the OLS estimator of a zero conditional mean, and produces biased
and inconsistent OLS estimates. In such cases, measures need to be taken to ensure
that the parameter estimates are unbiased and consistent. One way to correct for
endogenous explanatory variables in cross-sectional multiple regression models is to
employ instrumental variables (IV) estimation. The IV estimator relies on identify-
ing a new variable, z, such that it is correlated with the endogenous variable, but is
not correlated with the regression error term wu, i.e. is exogenous to the regression
specification.

To confront problems of endogeneity in our regressions due to simultaneity or

Since many studies on the finance-growth links have established that financial development predicts
economic growth, i.e. causality runs from finance to growth, it is questionable whether growth
belongs in the type of model we are estimating. We have conducted robustness checks, controlling

for average GDP growth from 1995 through 1998, and find that our results do not change.
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omitted variable bias, we have chosen to employ instrumental variable techniques in
add