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0. Introduction

The importance of the institutional and legal environment for the behav-

iour of actors on financial markets, the development of these markets and

economic growth only recently attracted attention of research in corporate

finance, in particular the so-called �law and finance� literature. This new re-

search area was initiated by the seminal papers of La Porta, Lopez-de-Sil-

anes, Shleifer and Vishny (hereafter: LLSV). These papers investigated the re-

lationship between a country�s legal framework and its financial develop-

ment. This new stand of literature shows that differences in the legal frame-

work and in law enforcement (see section 1) affect ownership structure (sec-

tion 1), the capital structure (availability of external finance�section 2), the

asset structure (section 3), dividend policy (section 4) and corporate gover-

nance (section 5).

Since investor protection determines the readiness of investors to finance

firms, it is of crucial importance that corporate finance turns on these legal

rules and their enforcement. In their first paper LLSV (1996) examine

whether laws on investor protection differ across countries and whether

these differences matter for corporate finance. Investor protection rules are

defined as rules that determine the ease with which investors can exercise

their powers against management (and controlling shareholders), or put dif-

ferently, how investors can extract the returns on their investment from these

managers. Indeed, Johnson e.a. (2000) shows how tunnelling or the transfer of

assets and profits out of the firm occur for the benefit of those who control

them at the expense of minority shareholders. This can come a.o. in the form

of transfer pricing, asset stripping or investor dilution. Johnson e.a. (2000)

show that especially in French civil law countries such as France, Italy, and

Belgium,much of the tunnelling is even legal compared to common law coun-

tries. Thismainly because such transactions are assessed by courts in French

civil law countries in light of their conformity with statutes and not on the ba-
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sis of their fairness to minority shareholders such as in common law coun-
tries.

Investors get cash only because they have power. Investors� rights, in
LLSV (1996), are both shareholder rights as well as creditor rights. The differ-
ent bundles of rights to which an investor is entitled are determined by laws
and are not inherent in the securities themselves, implying that legal rules
matter. Other rights include disclosure rules, accounting rules and securities
regulation. LLSV (2000) point out that such rules are established to provide
investors with information they need to exercise the other rights (see
Engelen (2002) for a recent overview of the distribution of price-sensitive in-
formation and efficient solutions to asymmetric information in stock mar-
kets).

1. Legal families shape financial regulation
In line with comparative legal scholars2, LLSV (1996) classify the national

legal systems of 49 countries into four families of law. Historically speaking,
common law is case law developed by precedents from judicial decisions.
Common law countries include the U.K., the United States, Canada and Brit-
ish colonies. Civil law countries, on the contrary, are characterized by the
codification of abstract rules and rely heavily on legal scholars. Civil law
countries can be subdivided into three legal families: French3, German4 and
Scandinavian5. Their results show that investor protection is determined by
the legal family to which a country belongs. This is an important observation.
LLSV (1999, p.9) conclude that �because financial legal families originated
much before the financial markets have developed, it is unlikely that laws
were written primarily in response to market pressures. Rather, the legal
families appear to shape the legal rules, which in turn influence financial
markets.�

With regard to shareholders rights they examine voting powers (one-
-share-one-vote rules), the ease of participation in corporate voting (vote by
mail, the necessity to deposit one�s shares with a financial intermediary sev-

eral days prior to a shareholdermeeting, cumulative voting for directors) and
legal protections against expropriation by management (minority sharehold-

ers legal mechanisms, percentage of share capital needed to call an extraor-

dinary shareholders� meeting). Finally, the right to a mandatory dividend is
examined. The analysis very clearly shows that common law countries offer
the best legal protections to shareholders (see table 1). Shares are never
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blocked before a shareholder meeting (0%), voting by mail is frequently al-
lowed (39%), laws protecting oppressed minorities have a high incidence
(92%), relatively few shares (9%) are required to call an extraordinary share-
holder meeting. These countries therefore have an overall score of 3.39 with
regard to anti-director rights.

In contrast, the French civil law countries offer the worst legal protection
of shareholders: the lowest incidence of voting by mail (9%), a high incidence
of blocking shares before the shareholder meeting (43%), a low incidence of
laws protecting oppressed minorities (33%), the highest percentage of share
capital (14%) required to call an extraordinary shareholder meeting and
a score of 1.76 with regard to anti-director rights. Their results show that the
differences between common law and French civil law countries are large
and statistically significant. It is not surprising to see that the weak legal pro-
tection of shareholders in French civil law countries coincides with the exis-
tence of amandatory dividend, such as in Greece or Portugal, to serve as a re-
medial legal protection. This does not exist in the other legal families.

Table 1.
Shareholder rights according to legal family

Legal family

(averages)

One

share�

one vote

Proxy by

mail

allowed

Shares

blocked

before

meeting

Cumulative

voting for

directors

Oppressed

minority

% of share

capital to

call an ESM

Antidirector

rights

index°

Mandatory

dividend°°

Common law 22%�PS 39%�PS 0%�PS 17%�PS 92%�PS 9%�PS 3.39 0%

French civil law 24%�PS 9%�PM 43%�PM 19%�PS 33%�PM 14%�PM 1.76 14%

German civil law 33%�PS 17%�PM 67%�PM 17%�PS 33%�PM 5%�PS 2.00 0%

Scandinavian

civil law 0%�PM 25%�PS 0%�PS 0%�PM 25%�PM 10%�PS 2.50 0%

Total 22% 22% 27% 16% 53% 11% 2.44 6%

Legend: Percentage are expressed as a fraction of one legal family
PS�pro-shareholder; laws; PM�pro-management laws
° ranging from one to five; °° as percentage of net income

For a precise definition of all variables, see table 1 in LLSV (1996).

Source: LLSV (1996).

Furthermore, LLSV (1996) examine five creditor rights variables: auto-

matic stay on assets6, secured creditors paid first, restrictions for going into
reorganization, the stay of management pending the resolution of the reorga-

nization and the existence of a legal reserve as a percentage of capital. Again,
common law countries offer creditors better legal protection against manag-
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ers (e.g. they place restrictions on managers seeking court protection from
creditors�71%, and the lowest incidence of allowing managers to stay on the
job in reorganization proceedings�24%), while French civil law countries of-
fer creditors the weakest protections against managers (e.g. allow automatic
stay on assets�74%, and lowest guarantee that secured creditors are paid
first�68%). Scandinavia and German civil law countries have some pro-man-
agement and some pro-creditor laws (see table 2). As was the case with man-
datory dividends with respect to shareholders rights, the existence of a legal
reserve serves as a remedial creditor right when other investor powers are
insufficient to extract from management the returns on their investments. It
is therefore not surprising to see that they do not exist in common law coun-
tries, with the exception of Thailand.

Table 2.
Creditor rights according to legal family

Legal family
(averages)

Restrictions for
going into

reorganization

Automatic stay
on assets

Secured
creditors first

paid

Management
stays in

reorganization

Legal reserve
required as

a % of capital

Common law 71%�PC 29%�PC 94%�PC 24%�PC 1%

French civil law 42%�PM 74%�PM 68%�PM 74%�PM 20%

German civil law 33%�PM 33%�PC 100%�PC 67%�PM 28%

Scandinavian
civil law 75%�PC 75%�PM 100%�PC 100%�PM 16%

Total 54% 52% 85% 57% 13%

Legend: Percentage are expressed as a fraction of one legal family
PC�pro-creditor laws; PM�pro-management laws

For a precise definition of all variables, see table 1 in LLSV (1996).

Source: LLSV (1996).

Table 3.
The rule of law and accounting standards

Legal family
(averages)

Efficiency
of judicial
system°

Rule of
law°

Corruption° Risk of ex-
propria-
tion°

Risk of
contract

repudiation°

Rating on
accounting
standards°°

Common law 8.15 6.46 7.06 7.91 7.41 69.62

French civil law 6.56 6.05 5.84 7.46 6.84 51.17

German civil law 8.54 8.68 8.03 9.45 9.47 62.67

Scandinavian civil law 10.00 10.00 10.00 9.66 9.44 74.00

Total 7.67 6.85 6.90 8.05 7.58 60.93

Legend: Percentage are expressed as a fraction of one legal family
° ranging from one to ten (highest is best); °° as a score on 90 items

For a precise definition of all variables, see table 1 in LLSV (1996).

Source: LLSV (1996).
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Another important topic LLSV (1996) look into is the enforcement of the

investor protection rules because a strong system of legal enforcement could

even substitute for weak rules. Using fivemeasures for the quality of enforce-

ment (efficiency of the judicial system, rule of law, corruption, risk of expro-

priation, likelihood of contract repudiation by the government), once again,

the analysis shows that law enforcement is strongest in Scandinavian coun-

tries, whereas it is the weakest in French civil law countries. It appears from

the analysis in LLSV (1996) that the quality of law enforcement does not com-

pensate for the lack of quality of laws.

Moreover, their empirical results show that good shareholder protection

and enforcement are highly negatively relatedwith the concentration of own-

ership. It appears that highly concentrated ownership is a response to poor

investor protection. However, if small investors are not well protected, com-

panies are unable to raise capital from them and entrepreneurs cannot di-

versify their holdings.

Besides the classification in legal families, Cassimon and Engelen (2002)

examine legal and institutional barriers for developing countries. Their

analysis shows that the level of development is another important factor for

explaining the legal framework7. Table 4 gives an overview of several legal

and institutional constraints in developing countries. The data presented

here are mainly the result of firm-level surveys, i.e. theWorld Business Envi-

ronment Survey conducted by the World Bank for eighty one countries. Vari-

ables e through l of table 4 examine the enforcement of legal rules in develop-

ing countries. Table four reports the general quality of courts, the fairness

and impartialness of courts, the honesty and uncorruption of courts, the con-

sistency of the court�s decisions, the enforcement of court�s decisions and the

confidence in the legal system for upholding one�s rights. This legal con-

straints can be summarized in column lwhichmeasures how problematic the

functioning of the judiciary is for the operation and growth of one�s business.

This general legal constraint is higher for developing countries (ranging from

2.13 to 2.26 for developing countries compared to only 1.79 for developed

countries). Next, table 4 analyzes whether the level of corruption is more

problematic to obtain sufficient financial resources in developing countries.

Columns m and n measure the level of corruption of bank officials and the

general level of corruption of a given country. As can be seen corruption is in-

creasingly problematic in developing countries (ranging from 2.36 for upper

middle income countries to 2.89 for low income countries, compared to only

1.60 for high income countries).
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2. Finance effect

LLSV (1997) show that the legal environment is highly relevant for the size

and extent of a country�s capital markets. An investor is only willing to sur-

render funds to a company in exchange for securities, if he is protected

against expropriation by management. A good legal environment, as mea-

sured by both legal rules and the quality of enforcement, therefore, expands

the ability of companies to raise external finance through either debt or eq-

uity. Using three equity measures (ratio of stock market capitalization to

GNP, the number of listed domestic companies and the number of initial pub-

lic offerings) their regression results show that low shareholder protection

causes smaller equity markets as well as lower access of firms to external

equity8. Similar results are found with regard to the debt market. Using two

variables (the total bank debt of the private sector and the total face value of

corporate bonds, relative to the GNP), their results show that debt finance is

more accessible in common law than in French civil law countries. Exam-

ining the impact of the quality of enforcement, they also find that it has a sig-

nificant impact on the ability of companies to raise external debt or equity

finance9. To conclude, LLSV (1997) offer strong evidence that the legal frame-

work has a large effect on the size and the breath of capital markets across

countries. And, importantly, it has an effect on both equity and debtmarkets.

Several other papers confirm similar relations between the legal frame-

work and financial development. Using a sustainable growth model, Demir-

güç-Kunt and Maksimovic (1998) identify externally financed companies and

link the availability of external finance to the legal framework. The access to

long term external finance depending upon the origin and efficiency of a le-

gal system is also demonstrated by Demirgüç-Kunt and Maksimovic (1999).

Similar results are also reported by Rajan and Zingales (1998). Beck, Demir-

güç-Kunt andMaksimovic (2002) show that firm growth ismore affected by re-

ported constraints in countries with underdeveloped financial and legal sys-

tems and higher corruption. This is especially true for small and medium

sized companies (SMEs). As a policy recommendation they argue that im-

proving financial and legal development and reducing corruption will pro-

mote firm growth, especially in the case of SMEs. Cassimon and Engelen

(2002) also report the negative impact of legal constraints on the amount of

long-term debt as well as short-term debt.

The finance effect shows the impact of the legal framework on the liabili-

ties side of the balance sheet of companies. But, the legal environment can

also have an impact on the assets side of the balance sheet (see figure 1). This

so-called asset structure effect is explained in the next section.
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Figure 1.
The impact of the legal framework on the balance sheet of companies

3. Asset structure
Examining the impact of property rights and the enforcement of these

laws using a sample of 51 countries10 Claessens and Laeven (2001) extend the
existing law and finance literature. Their empirical results not only show
that weaker legal frameworks diminish the availability of external re-
sources, but also show an asset substitution effect, i.e. the investment inmore
fixed assets relative to intangible assets compared to firms operating in
a strong legal environment, because of the weaker (intellectual) property
rights. This is of crucial importance for firms that depend heavily on invest-
ments in intangible assets. An over-allocation of resources towards tangible
assets will then impede the future growth opportunities of such firms. Espe-
cially for so-called new economy firms the asset substitutionwill be as impor-

tant as the finance effect of a weak legal framework. Their overall results
shows that weaker property rights are associated with lower firm growth be-

cause of these two effects: less financing and underinvestment in intangible
assets. Again, this paper adds to the growing amount of evidence provided by
the law and finance literature that the legal framework matters and that it is
of crucial importance for explaining financial behavior of companies and in-

vestors. The combined effect of the finance and the asset substitution effect
is also illustrated in figure 2 with respect to a sample of 28 countries.

Cassimon and Engelen (2002) also illustrate some barriers to the optimal
amount of investment in intangible assets (columns a to d in table 4). The first
variable measures the protection of intellectual property and analyzes
whether copyrights, patents and trademarks are violated by competitors or
not. It appears that the protection of these intellectual property rights is in-

deed more problematic in developing countries (2.28, 2.61 and 2.44) than in
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structure
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effect

Legal framework

10 The population consists of 23 developed countries and 28 developing countries.
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high income countries (1.90) (see column a of panel II of table 4). If banks and

financial institutions demand collateral for providing financing, again, fi-

nancing for new economy firms is problematic because of the intagible na-

ture of such firms. As table 4 shows the provision of collateral becomes in-

creasingly problematic for developing countries (ranging from 2.50 to 2.63,

compared to 2.13 for high income countries). As firms invest heavily in intan-

gible assets, adequate financial reporting becomes increasingly important to

value investments in goodwill and other intangible assets. Hay, Shleifer and

Vishny (1996) show that accounting standards are important for financial

contractingwhen investor rights areweak. As can be seen from columns c and

d of table 4, the quality of accounting standards decreases sharply with the

level of income of a country, which can further impede the development of

new economy firms in developing countries because shareholders and finan-

cial institutions face higher uncertainty about the fundamental value of such

firms. Cassimon and Engelen (2002) report the negative impact of several in-

stitutional and legal constraints on the amount of intangible assets to total as-

sets, such as collateral, corruption of bank officials and the functioning of the

judiciary.

4. Dividend policy

In yet another paper LLSV (1998) focus on the dividend policy of compa-

nies from an agency perspective. Although Frank Easterbrook already pub-

lished an article in 1984 on agencymodels explaining the dividend puzzle, lit-

tle research has be done on dividend policies as a solution for agency prob-

lems between corporate insiders and outsider shareholders11. The starting

point is that the interests of corporate insiders and outside investors do not

necessarily align (Jensen and Meckling, 1976). Jensen (1986) points out that

insiders can use corporate assets to pursue investment strategies that are not

in the interest of outside investors (e.g. diversification) or for their personal

benefits. When a company pays out dividends, insiders are no longer capable

of using the earnings in ways that do not benefit outside investors. In this

view dividends are an outcome of an effective system of legal protection of

shareholders. It is the very fact of existence of corporate laws that give out-

side investors the power to protect their investment against expropriation by

insiders. LLSV (1998) point out that only because of these legal protections

becoming a minority shareholder is a viable investment strategy at all. For,

under an effective system, minority shareholders use their legal powers to

force companies to distribute cash dividends.

Therefore, according to thismodel, the higher the shareholder protection,

the higher the dividend payout ratios will be. Moreover, this model predicts

that high growth companies should have significantly lower dividend payout
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ratios than low growth companies in countries with good shareholder protec-
tion. For, shareholders that are protected by legal rules would accept lower
payout ratios in case of high reinvestment rates. Their empirical result show
indeed that common law countries have a significantly higher dividend pay-
out ratio than civil law countries. The regression analysis shows that coun-
tries with better shareholder protection have higher dividend payout ratios.
Moreover, only in common law countries high growth companies have signifi-
cantly lower dividend payout ratios. Again, this empirical study clearly
shows that the quality of legal protection of investors is important, in this
case for understanding dividend policies around the world.

5. Corporate governance
LLSV (1999) elaborate their analysis to the corporate governance context.

Instead of focusing on the traditional difference between bank-centered and
market-centered corporate governance systems, they argue that the law and
finance approach appears to be a more fruitful way to understand corporate
governance. The legal approach to corporate governance holds that the key
mechanism is the protection of outside investors. They observe that �Italy
andBelgiumhave developed neither debt nor equitymarkets because no out-
side investors are protected there� (LLSV, 1999, p.23). They stress the impor-
tance of investor protection as an important factor contributing to the devel-
opment of financial markets. Again, this is an important finding, because re-
cent research shows a clear link between the development of financial mar-
kets and economic growth (see section 6).

Klapper and Love (2002) examine the relationship between the legal
framework, corporate governance and operating performance and company
valuation. Examining 374 firms in 14 emerging markets12 they examine the
impact of good (bad) corporate governance on Tobin�s-Q as a measure of the
market valuation of assets and ROA (return on assets) as ameasure of operat-

ing performance. They confirm that firms in countries with a good legal envi-

ronment have better market and operating performances. But, more impor-

tantly, their empirical results reveal that firm-level corporate governance
mattersmore in countries with poor overall minority shareholder protection.
It appears that even the smallest improvement of a company�s corporate gov-

ernance compared to country-average is very important to investors in coun-

tries with poor legal environment or with weaker investor protection from
the courts. This study shows that a relative improvement through company
charters of corporate governance compared to the country-average in coun-

tries with poor investor protection improves the valuation and operating per-

formance of such companies and acts as a rough and partial replacement for
the poor country-level legal environment. Therefore, Klapper and Love
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(2002) conclude, in line with the conceptual model of Shleifer and Wolfen-
sohn (2002), that companies �cannot completely compensate for the absence
of strong laws and good enforcement.�

6. Impact on economic growth
The finding of the law and finance literature that the legal environment is

a crucial factor contributing to the development of financial markets, is an
important finding because recent research shows a clear link between the
development of financial markets and economic growth. Several recent em-
pirical studies find a link between financial development and economic
growth. King and Levine (1993) find a relationship between indicators of fi-
nancial development and indicators of economic growth. The empirical re-
sults in Levine and Zervos (1998) show a statistically significant relationship
between initial stock market development and subsequent economic growth.
Similar results are reported by Rousseau and Wachtel (1998) and Van
Nieuwerburgh and Buelens (2000). Financial development can enhance sub-
sequent economic growth in several ways (Levine, 1997 and Beck, Levine and
Loayza, 2000): enhanced savings, capital accumulation, efficiency improve-
ments and technological innovation. The link between legal framework and
economic growth is clear: investor protection enhances financial develop-
ment, which in turn accelerates economic growth (see figure 2). So, from a de-
velopment point of view, the legal framework is an important element for cre-
ating economic growth.

Figure 3.
A theoretical approach to law, finance and growth

Source: Engelen (2002).

ekonomia 9 129

Law and Finance�State of the Art

Finance-growth literature

Law and finance literature

Legal framework

Investor protection

Development of

financial markets

and intermediaries

Channels to growth

� capital accumulation

� savings

� efficiency improvements

� technological innovation

Growth



7. Conclusion
This article gives a state of the art of the so-called �law and finance� litera-

ture which stresses the importance of the institutional and legal environ-
ment for the development of financial markets and economic growth. Investi-
gating the relationship between a country�s legal framework and its financial
development, this new stand of literature shows that differences in the legal
framework and in law enforcement affect ownership structure, the availabil-
ity of external finance (capital structure), the asset structure, dividend policy
and corporate governance of companies.
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