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Based on the theoretical framework of new institutionalism, the dissertation examines the politics 

of stock market development and securities regulation.  The past two decades has witnessed 

dramatic expansion of stock markets around the world.  Indicators such as market growth and 

regulatory reform have revealed a remarkable change.  However, the depth and speed of market 

growth and regulatory change have not been even across country, region and over time.  Some 

countries enjoyed higher levels of market development, earlier liberalized their markets and 

enforced a certain regulation than others.  In contrast to the propositions built on industrialization, 

legal traditions, interest groups, or international diffusion, I argue that the characteristic of 

policymaking systems defined by political institutions – i.e., fragmentation versus concentration – 

significantly affect not only the development of stock markets, but also the speed of market 

liberalization and regulatory enforcement.  Using panel data from 94 countries from 1960 to 2002, 

as well as a comparative case study of Korea and the post-Great Depression U.S, I find that 

fragmented policymaking systems including more veto points enable policy makers to make 

credible policy commitment, which reduces uncertainty at the market, fosters stable long-term 

expectations of investors and ultimately contributes to stockmarket growth.  Contrary to the 

conventional wisdom, such institutional fragmentation and policy credibility turn out conducive 

to market liberalization and regulatory enforcement, too.  These findings have important 

implications of political institutional settings for economic growth, financial reform, and 

globalization effects. 
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Chapter 1. Introduction 

 

1.1. Reality: The Globalization of Stock Markets 

 

The past two decades have witnessed the rapid expansion of stock markets in both 

developed and developing countries, and in both quantitative and qualitative terms as 

well.   The number of formal stock exchanges increased dramatically.  Those exchanges 

in the post-War era existed only in areas sufficiently-industrialized that presumably had 

large incomes to generate domestic savings available equity investments.  In 1950, only 

49 countries had organized stock markets: 24 were located in Europe, while 13 were 

current or former British colonies (Goetzman and Jorion 1999).  A half-century later, 103 

countries of the world have a local stock exchange.  Even in poverty-ridden Africa, the 

number of stock exchanges has reached 19 in 2003 (Irving 2003).  Furthermore, moves 

are underway to better link them with each other.  For instance, the Nigerian Stock 

Exchange is working with other West African stock markets on plans to eventually 

integrate the exchanges in the region, with the aim of making them more viable 

instruments for private-sector activity.  Thus, the proliferation of stock exchanges around 

the world indicates that a number of countries now consider them one facet of a wider 

strategy for developing national economies. 

 

Growth in the size of global stock markets also is remarkable.  According to Emerging 

Stock Markets Database, the aggregate market capitalization of all national equity 

markets has grown nine hundred times from $27 trillion in 1980 to $278 trillion by the 

end of 2001.  The world total value of stock trading also had markedly increased: from 

US $7.4 trillion to US $420 trillion (5575 times).  In particular, the rates of growth of two 

market indicators in emerging markets are even more striking.1  Their market 

capitalization jumped 2,886 percent (that is, about 131% per annum) from US $86 billion  

                                                 
1 To compare the absolute values of market capitalization and trading value between developed and 
developing countries seems misleading.  For example, emerging markets’ share of market capitalization in 
the world has never exceeded 20% during the period under consideration. 
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Note: The amount of portfolio investment is the sum of of absolute values of inflows and outflows. 
(Source: W orld Development Indicators)

Figure 1-1. International Portfolio Investment M ovements, 1970-2004
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to US $25 trillion, with their trading values snowballing from US $23 billion to US $24 

trillion by 10,042 percent or about 500% per annum.     

 

Cross-border portfolio investment flows increased sharply, and there have been quite 

widespread regulatory reforms for liberalization.2  Balance-of-payment statistics indicate 

that cross-border transactions in bonds and equities around the world rose from 0.9 

percent of world gross domestic product (GDP) in 1980 to 5.3 percent in 2004 (see figure 

1-1).  International bond and equity markets have reached staggering proportions: by the 

end of 2003, portfolio holdings of equity and long-term debt securities reached nearly 

                                                 
2  Liberalization in the financial sector is, if sometimes overlapping, not the same as deregulation.  Relaxing 
price and entry regulations to promote competition needs to go well together with increased regulation 
pertaining to the availability and reliability of information.  Thus, only the purpose of financial 
liberalization has changed, from channeling credit in preferred directions to safeguarding the health of the 
financial system (World Bank 1997). 
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$189 trillion.3  Capital flows to developing countries and transition economies almost 

quadrupled from $57 billion in 1990 to over $212.2 billion in 1997.4

 

International issues of equity and debt securities also skyrocketed.  Developed countries 

reaped $0.1 billion in the first quarter of 1983 and $50.3 billion in the fourth quarter of 

2004 through equity issues.  For the same period of time, the value of equity issued by 

developing countries grew from $0.1 billion to $14.7 billion.  In case of debt securities 

(mainly bonds), developed countries issued the amount of $729 billion in the first quarter 

of 1987 and $12458 billion in the fourth quarter of 2004, while developing countries 

provided to international markets $14.7 billion in 1987 and $803.2 billion in 2004.5

 

Beside the above numerical indicators, qualitative changes also are noticeable.  Arguably, 

the debate about the relative merits of the United States and other systems becomes less 

meaningful because the different models are converging.  Substantive law in the leading 

financial centers is increasingly similar.  The United Kingdom moved closer to the 

United States in 1986 with the adoption of the Financial Services Act, and closer still in 

1998 when it centralized regulatory authority in one agency.  Japan’s Big Bang appears 

to be a financial revolution that applies much of the United States substantive law to 

Japanese securities markets.  Germany strengthened its insider trading laws in the early 

1990s, largely in response to rules set by the European Union but also to improve 

Frankfurt’s competitive position in regional and international financial markets.  With 

few exceptions, developing countries designed their securities laws and supervisory 

bodies after the United States counterparts.  For example, South Korea and Thailand 

drafted their original securities laws with the assistance from the United States securities 

law scholars.  One calls this phenomenon “fundamental convergence” (Coffee 1999). 

 

                                                 
3 IMF Global Portfolio Investment Survey (2003). 
4 Thereafter, capital flows plummeted to an all-time low of $29.4 in 2000 in the wake of financial crises in 
Asia and Russia, but recovered to $114 billion in 2003 (IMF World Economic Outlook 2004).   
5 BIS International Banking and Financial Market (various years). 
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Also, weak yet non-negligible international efforts have been made to coordinate 

regulatory policies among national securities regulatory organizations.  The IOSCO 

(International Organization of Securities Commission) was born in 1983 from the 

transformation of its ancestor inter-American regional association created in 1974 

consisting of eleven securities regulatory agencies from North and South America.  

Today the IOSCO is recognized as the international standard setter for securities markets.  

In fact, the Organization's wide membership regulates more than 90% of the world's 

securities markets. In particular, IOSCO adopted in 1998 a comprehensive set of 

Objectives and Principles of Securities Regulation (IOSCO Principles), which gathers 

more recognition as the international regulatory benchmarks for all securities markets.  It 

also encourages cross-national regulatory enforcement and cooperation through multi-

lateral and bilateral memoranda of understanding and various technical assistances.6

 

Only ten years ago, participation in the stock market was limited to a relatively small 

segment of the population, the few households in the very upper tail of the wealth 

distribution, relatively well-educated.  This picture has changed considerably over the 

1990s, and a much larger proportion of investors now hold stocks in their portfolio.  For 

instance, about 50 percent of households in the United States and Sweden, and over one-

third in the United Kingdom invest in the stock market directly or indirectly (through 

mutual funds and other managed investment accounts).  Only 15-25 percent of 

households hold stocks in the Netherlands, Italy, France and Germany, but in each of 

these countries that percentage has increased quite significantly, sometimes doubling in 

the course of the decade (Guiso et al. 2003). 

 

Thus, we can observe some common trends in the global capital market; that is, the 

proliferation of formal stock exchanges, their increasing weight in the economy, more 

efforts for regulatory convergence, exponential growth of international portfolio – i.e, 

stocks and bonds – transactions, and rising equity culture. 
                                                 
6 In 2002, IOSCO adopted a multi-lateral (IOSCO MOU) designed to facilitate cross-border enforcement 
and exchange of information among the international community of securities regulators. 
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1.2. Puzzle: Different Paths of Stockmarket Development 

 

The above indicators tell us a general trend of increasing importance of stock markets in 

the international economy.  Policymakers create and promote stock markets to mobilize 

domestic savings and to channel them into productive investments for economic growth, 

to induce foreign capital, and sometimes to democratize the economy through diffuse 

corporate ownership.7  Almost every introductory section of a securities law of a national 

documents explicitly these policy goals. 

 

But my project starts from the recognition that despite the existence of arguably common 

preferences of policymakers over stock markets, there have been considerable cross-

country variances in the magnitude, as well as the direction, of market growth and in 

related regulatory frameworks.  Figures 1-2 through 1-4 describe changes in the 

importance of stock market vis-à-vis commercial banking sector in national economies 

that is measured by the ratio of market values of listed shares to deposit money banks 

asset.  Also, they provide information of varying degrees of convergence in the financial 

system.  Figure 1-2 shows the patterns of the financial system in all 94 sample countries 

and figures 1-3 and 1-4 represent those of developed and emerging markets, respectively.  

First, as expected, the global financial system has been dominated by that of developed 

countries.  The movement of relative market-versus-bank weights in industrialized 

countries influences the general picture of the world financial regime (see figure 1-3).  

Until the mid-1970s, the global financial system had moved toward being bank-

dominated and since then, stock markets became more important.   

 

                                                 
7 An example of economic democratization movements through securities popularization is the creation of 
the Employee Stock Ownership Plans (ESOPs) in advanced economies such as the United States, Japan and 
Germany after World War II. 
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Note: 94-country average change in the ratio of stock market capitalization to deposit money bank assets 
(Source: World Bank Financial Structure Database and author's calculation)

Note: 22 OECD country average change in the ratio of stock market capitalization to deposit money bank assets 
(Source: World Bank Financial Structure Database and author's calculation)

Note: 72 developing country average change in the ratio of stock market capitalization to deposit money bank assets 
(Source: World Bank Financial Structure Database and author's calculation)

Figure 1-2. Evolution of Global Financial System

Figure 1-3. Evolution of OECD Financial System

Figure 1-4. Evolution of Developing Countries Financial System
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Second, in all three figures we can see larger variance when stock markets grow, but as in 

the 1970s, smaller variance when stock markets decline.  The former characteristic 

especially offers the reason of existence of this dissertation.  In other words, it implies the 

existence of stickiness in financial system change.  Since the “Great Reversal” coined by 

Rajan and Zingales (2003) during the Great Depression, the default of the global financial 

regime has been bank-dominated.  However, relative importance of markets and banks as 

mechanism of savings, investment and corporate financing, were not time-invariant.  

Rather, across countries and over time, there existed different magnitude as well as 

direction of financial system transformation.  In particular, transition moments toward 

more market-based financial structure produced greater cross-national variation.  This is 

observable in both developed and developing nations.       

 

Thus, I ask the questions: What causes those varying degrees of financial system change?  

More specifically, why do countries have different levels of stock market growth?  How 

had some countries liberalized their stock market earlier?  Why did some national 

securities agencies enforce insider-trading laws earlier than others?  As briefly mentioned 

below and detailed in chapter 2, I argue that the key lies in political institutions.  Portfolio 

investors are far more sensitive to change in government policies and regulations, as well 

as to the uncertainty involved in the policy-making process.  These two are heavily 

affected by political institutional configurations.  

 

To study the stock market from the perspective of political science is important.  The 

growth of stock markets is understood to have implications for the quality of political 

systems.  Since the Third Wave of democratization, political scientists have paid much 

attention to political democracy, but not to economic democratization.  Political 

democratization is a process of diffusing national authorities to citizens and enhancing 

their participation.  Similarly, economic democratization means that corporate ownership 

is distributed to a wider range of investors.  That is, just as political democracy could be 

characterized by free flows of information between elected officials and voters, so 
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economic democracy presupposes the existence of informed investors.  Stock markets are 

a more information-based institution than any other financial institution.  Analyzing the  

political dynamics of stock market growth corresponds to studying levels of economic 

democracy.  Studying the stock market is part of the democratization literature.  

The expansion of stock markets and equity culture could determine the content and scope 

of policy options available to national governments.  For instance, privatization initiatives 

in former communist regimes were politically motivated to enhance the popularity of 

capitalism and laissez-faire by allowing more people to own a share of the pie (Guiso et 

al. 2003).  But in the U.S. context, Barabas (2006) finds that the window of opportunity 

for Social Security privatization was contingent upon changes in the stock market.  

Abrupt market decline in 1998 increased opposition to privatization.  The American 

public adjusted their preferences for privatization depending on the direction of the 

domestic equity market.  Support for Social Security privatization is conditional on 

satisfactory signals from the stock markets. If markets drop precipitously, public support 

for market-based reforms will likely plummet as well.  Thus, the characteristics of equity 

markets have critical policy implications.  

 

Against this backdrop, however, it is surprising that not much about global stock markets 

has been documented, especially with respect to the relationship between stock market 

growth and politics, even though understanding the nature, origins and consequences of 

global finance, such as international borrowing, foreign direct investment, capital account 

liberalization and exchange rate regimes, is a central task for contemporary political 

economy.  Indeed, “Unlike the study of the labor market, the study of the capital market 

has not developed into a proper subfield of political science” (Verdier 2000).  Clearly, 

investors’ calculations may be mainly guided by economic indicators, yet political factors 

also play a major part in the sense that national politics provides investors with 

information about investment environments and subsequently influence investor 

expectations.  Singh (1995) aptly points out the nature of policy-induced stock market 

development:  
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“Stock market development in today’s industrializing countries is not a spontaneous response to market 

forces.  Rather for various reasons, the developing country governments have played a major role in the 

expansion and development of these markets.  That is, with respect to the fast expansion of capital markets 

during the 1980s, much of the capital market growth has been policy induced.  Indeed the governments 

have pursued a number of policies to actively promote stock markets on the supply as well as the demand 

sides” (27). 

 

Therefore, the present study is among early attempts to draw global equity markets into 

the realm of political science.  The following section presents a sketch of theoretical 

arguments. 

 

1.3. Theory: An Institutionalist Approach 

 

Existing theories of the evolution of equity markets have centered on levels of economic 

development, legal families and interest groups for stockmarket growth, on the one hand, 

and interest groups and international diffusion for regulatory change, on the other.  But as 

discussed in chapter 2, those factors are not fully satisfactory in explaining the cross-

national variations in stockmarket development and regulatory responses.  

 

A key premise of this work is that the growth of equity markets is policy-induced.  

Namely, it is meant by policy-induced that the nature of government policy-making 

systems shapes the path of equity market expansion.  The nature is basically formed by 

political institutions into two types: concentrated versus fragmented.  A concentrated 

policy-making system consists of fewer veto players than a fragmented policy-making 

system.   

 

As shown in figure 1-5, I focus on two types of the institution-market nexus: uncertainty 

effects and regulatory effects.  Policy-making systems directly influence investor 

confidence through the uncertainty mechanism.   
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Figure 1-5. A Simple Form of Analytical Framework8
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Economists have long theorized that investors are forward-focused and adjust their 

investment choices with rational expectations of the future.  Only unexpected shocks 

have an impact on the market.  Accordingly, the government may have incentives to rely 

upon shock therapy to accomplish intended policy goals in the short run.  However, the  

potential for short-termism increases uncertainty and unpredictability that investors at the 

market most dislike.  It is often said in financial communities that investors dislike 

uncertainty more than bad policies.  Thus, my theoretical argument is that policy-making 

systems fostering uncertainty are detrimental to the development of equity markets.  On 

the contrary, policy-making systems that ensure policy credibility lead to more developed 

stock markets. 

 

The other path between policy-making institutions and stock markets is through 

regulatory effects.  By regulatory effects, I refer to the role of political institutions in 

changing regulatory content or behavior, rather than the effect of particular regulations on 

the market performance.  For example, I do not examine here whether or not market 

liberalization has something to do with market performance, such as capitalization and 

                                                 
8 Figure 1-5 is reproduced in chapter 2 (figure 2-1) to detail the causal flows between domestic and foreign 
factors, and political institutions. 
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trading activity.  Indeed, change in equity market regulation affects investors’ 

expectations and activities and subsequently, market performance.  For instance, fixed 

minimum (brokerage) commission rates abolished in 1975 is attributed to the growth of 

regional stock exchanges and the third market in the United States.  However, that issue 

is beyond the scope of this dissertation.  Rather, I focus on the effect of policy-making 

systems on regulatory change. 

 

I consider two aspects of regulatory change: market liberalization and enforcement.  The 

former concerns change in the content of rules, while the latter concerns change in 

regulatory behavior.  As fully specified in chapters 2 through 5, I address liberalization 

and enforcement from the perspective of policy adaptability and policy credibility. 

Adaptability concerns short-term responses to external shocks, whereas credibility 

involves relatively long-term nature of policy making.  Conventional wisdom, 

particularly in the veto players analysis, is that concentrated policy-making systems may 

be good for adaptability, but not for credibility.  Thus, we can expect that market 

liberalization and regulatory change will be adopted in a country with concentrated 

policy-making systems or with fewer veto points, earlier than others.  In contrast, 

fragmented policy-making systems with more veto points may not be suitable for short-

term regulatory changes, but for good for credible policy commitment and regulatory 

stability.  But I will show empirically that fragmented policymaking systems could be 

appropriate for both credibility and adaptability in some policy issues.  That is, when the 

regulated is limited in scope and/or when a regulatory issue is so technical that it doesn’t 

draw much attention in policy debates, the effect of multiple veto players can differ from 

conventionally accepted patterns. 

 

In general, my approach puts greater emphasis on the supply side of policy-making to 

explain the variance of stock market development and regulatory reforms across nations 
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and over time.9  It is because policy demand from organized interest groups needs to be 

filtered through policy-making systems to affect the market.  For instance, business 

communities, either domestic or foreign, may push the government to adopt securities 

regulation that favors their interests.  But as read in a case study in chapter 5, the relative 

power of interest groups and the window of opportunities for policy change are heavily 

affected by political institutions.  In a nutshell, my argument is that a country’s equity 

market tends to grow when her political institutions are set to reduce uncertainty and 

increase policy credibility.   

 

Another feature of equity market growth is the fact that it has not been a domestic matter, 

but rather a global process.  The process can be either voluntary or coercive, or both.  

Unlike domestic banking, local equity markets tend to more quickly respond to what 

happens in other countries; in particular, financial centers, such as Japan, Germany, the 

United Kingdom and the United States.  Comparative advantage concerns for capital and 

regional/cultural similarities also can encourage national governments to promote local 

stock markets.  Moreover, nation states are exposed to foreign influences in varying 

degrees.  It is well known that armed with the Washington Consensus, international 

financial institutions have sometimes forced developing countries to liberalize their 

financial system toward more market-based one.  I will show in subsequent chapters that 

these factors of international diffusion and foreign influence also play important roles in 

shaping the trajectories of a country’s equity market development.  To conclude, my 

argument is summarized by the institution-diffusion-market triangle in figure 1-5.     

 

1.4. Methodology: Combining quantitative and qualitative analysis 

 

In chapter 2, I elaborate theory and derive specific hypotheses from the existing studies. I 

also develop a set of propositions from my alternative theory about how domestic 

political institutions shape the path of equity market growth, while interacting with 
                                                 
9 For an argument for a synthesis between demand- and supply-side theories in the trade policy literature, 
see Rodrik (1994). 
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domestic interests and international influences.  To address these hypotheses, I employ 

both quantitative and qualitative analysis.   

 

Of a few statistical methods, I first use pooled time-series cross-section analysis of data 

gathered from 99 countries between 1960 and 2002.  Pooled time-series analysis provides 

a powerful technique for dealing with both spatial and temporal variation in the 

expansion of equity market around the world.  In particular, it offers a useful instrument 

for evaluating hypotheses involving economic variables, such as stock market indicators 

that significantly vary over time and factors, such as political institutions and diffusion 

mechanisms whose variation is primarily spatial.  Employing this method, chapter 3 

analyzes causal relationships between political institutions, domestic interests, 

international diffusion, and stock market growth. 

 

Another point of interest is in the probability and duration of regulatory change that 

specific political institutional setups facilitate.  In chapter 4, I utilize event-history 

techniques to evaluate the effect of key variables on change in regulatory choices, such as 

equity market opening to foreigners and first-time enforcement of insider-trading laws.  

Event-history (or duration) analysis is more useful than traditional logit/probit models to 

examine the timing of regulatory change.  Indeed, most of the sample counties opened 

their stock markets around the early 1990s and first enforced insider-trading laws in the 

latter half of the decade.  Traditional logit/probit analysis that puts dichotomous 

indicators as dependent variable in cross-section time-series data structure inflate, 

statistical significance of spatially and temporally correlated variables.  While logit/probit 

methods are appropriate in explaining the probability of particular regulatory change, 

event-history analysis better fits to address the problem of durations of regulatory change. 

  

To further assess the central theoretical hypotheses of the study, I also use a comparative 

case-study analysis of stock market growth and regulation in South Korea and the United 

States.  Mostly limited data availability tends to force researchers to reply on macro-level 
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indicators such as presidentialism-parliamentarism, unitarism-federalism, unicameral-

bicameral legislatures, in the case of political institutions.  But there exists considerable 

difference even under the same regime type.  For example, South Korea and the United 

States adopt a presidential system, but its executive power varies according to 

constitutional provisions of bill introduction and emergency powers.  Thus, the case study 

helps further detail causal flows between institutions and stock markets.  Overall, the 

case-study analysis provides a second body of empirical evidence that contributes to 

ultimate conclusions about the stock market growth effects of institutions, diffusion and 

domestic interests and particularly, the extent to which political institutions shape the 

impacts of non-institutional variables.    

 

1.5. The Organization of the Dissertation  

 

In chapter 2, I develop in detail an institutionalist thesis of stock market growth.  First, I 

discuss the nature of equity market to derive the implications of policy-making systems 

dictated by political institutions, for market activities.  I emphasize that even risk-taking 

investors, in terms of portfolio choice heavily discount policy uncertainty at the stock 

market, and that policy uncertainty discourages participation in stock market by affecting 

both the demand and the supply sides of equity market.  Second, I link political 

institutions to varying degrees of policy uncertainty and ultimately, to stock market 

growth.   

 

Along with this independent role, political institutions are granted intervening and gate-

keeping roles in translating demands from domestic and foreign interests into securities 

policies.  I address diffusion factors, such as international norm, regional affinity, and 

competition.  These affect national stock markets through multiple routes.  In other words, 

they may change the preference of domestic economic agents over portfolio composition 

of cash, bank savings, bonds and stocks.  Also, international diffusion changes 

policymakers’ calculation and perception of particular stock market regulations and 
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policies.  Nowadays, the development of information and communication technology 

facilitates more direct influences of international events on local equity markets.  Thus, 

the ultimate theoretical gist is that interplays between political institutions and 

international diffusion determine the trajectories of stock market development.  Finally, 

before presenting my theoretical arguments, I review existing studies on stock market 

growth.  I focus on the economics approach and the law-and-politics perspective.  While 

deriving testable hypotheses from them, I present their limitations in explaining cross-

national variations in market development.  I conclude the chapter with discussion of 

measurement issues of policymaking systems. 

 

As shown in figure 1-5, chapters 3 through 5 do the core empirical analysis of the central 

questions of this study.  Two main dependent variables throughout empirical chapters are 

market growth and regulatory change.  Chapter 3 examines the determinants of different 

levels of market development.  Chapter 4 deals with the determinants of regulatory 

change in terms of liberalization and enforcement.  Chapter 5 studies the experiences of 

South Korea and the United States qualitatively and quantitatively.  A consistent finding 

in the empirical analysis is that market or regulatory outcome is heavily shaped by 

policy-making systems.  For instance, fragmented (concentrated) policy-making systems 

are beneficial (harmful) for the development of stock markets and regulatory enforcement.  

Also, institutional fragmentation isn’t necessarily inflexible in securities regulations.  

Rather, it depends on the policy issue in question.  In chapter 6, I conclude the 

dissertation with a summarized integration of findings from the quantitative and case-

study analysis presented in the dissertation.  I will also emphasize the centrality of 

domestic institutions in shaping contemporary global stock markets.  In addition, some 

implications of this research for more general themes in comparative/international 

political economy are addressed.  Finally, what remains unanswered in the project is 

specified as future research topics.    
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Chapter 2. Political Institutions, Diffusion and Stock Markets 
 

This chapter proposes a political institutionalist framework to explain cross-national 

variation in the evolution of stock markets in the world.  Two key agendas to investigate 

are determinants of market development and of regulatory reform associated with equity 

markets.  Although the two features of stock market are interrelated, I deal with them 

separately.  On the one hand, market regulations may have important, direct effects on 

the indicators of stock market development such as market size and market activity.  For 

example, a change in equity transaction taxes, foreign ownership restrictions, and 

regulatory enforcement directly affects investors’ calculus and investment behavior, and 

hence the overall market performance.  On the other hand, a stock market is understood 

to operate within much broader contexts.  Besides regulations, other political-economic 

events inside and outside a country also influence the expectations of market participants.  

A recent example is the “Bernanke effect” coined by journalists to explain the effect of 

United States Federal Reserve Board Chairman Ben Bernanke’s statements on share price 

fluctuations in the stock markets outside the United States.10   

 

Furthermore, it has been debated among finance economists whether it is possible to 

isolate the causal relationship between regulations and market performance, even though 

a specific regulation is assumed to have an impact on the market.  I examine the 

determinants of market growth and regulatory reform here, as shown in figure 2-1, with 

the relationships between regulation and market reserved for future research.  The first 

three sections of the chapter discuss testable hypotheses of stock market growth and 

regulatory reform and enforcement.  My central theoretical claim is that the 

characteristics of policy-making systems defined by political institutions – i.e., the degree 

of fragmentation of policy-making institutions – matter.  For market growth, the  

                                                 
10 The Korea Composite Stock Price Index started off at the 1,255-level earlier last week and went as low 
as 1,233 midweek before Bernanke's comment helped fuel an appetite for emerging market shares, lifting 
local shares to 1,271.33 at the market's close on Friday (The Korea Herald, July 24, 2006). 
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Figure 2-1. A Theoretical Framework
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- corporate governance
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- market activity*
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- market volatility

Political Institutions
- de jure veto points

  - de facto veto points

Concentrated versus Fragmented
Policymaking Systems

   - information
- resources

 
 

configuration of policy-making institutions constitute the credibility of policy 

commitments and hence, levels of uncertainty at the market, while for regulatory reform 

and enforcement, policy-making institutions affect the speed of regulatory change.  

Specifically, I argue that concentrated (fragmented) policy-making systems tend to 

decrease (increase) policy credibility and discourage (encourage) the development of 

equity markets.  Also concentrated policy-making systems tend to accommodate 

relatively easily the pressure for regulatory change, such as liberalization and 

enforcement.  In general, my claims are in line with those of the credible commitment 

and veto players approach.  But I note that instead of veto players or veto points, I use the 

term “policy-making systems” in order to emphasize a policy-induced aspect of stock 

market growth.  An overall picture of my analytical framework is presented in figure 2-1.   

 

After examining the existing theories and my alternative propositions, I operationalize the 

main variable: policy-making systems.  Focus is on the distribution of policy-making 

powers and the potential for divergent preferences which I call “de facto policy-making 

institutions” and “de jure policy-making institutions,” respectively.  From the veto 

players approach, the former represent partisan veto players and the latter institutional 

veto players. For example, unitary or divided/coalition governments belong to de facto 
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policy-making institutions, whereas federalism de jure policy-making institutions.  A 

summary of the testable hypotheses concludes the chapter.  

 

2.1. The Literature on Stock market Development 

 

There have been three veins of arguments in the extant literature on financial 

development in general and stock market growth in particular.  Each of them puts 

emphasis on levels of economic development, legal origins and domestic interest groups 

as a key determinant of market development.  Here, I critically evaluate these dominant 

perspectives and in the following section presents an alternative framework to explain the 

problems unanswered in the literature.  

 

2.1.1. Industrialization 

Economic historians normally hold the view that the general level of economic 

development is the prime factor for stock market growth.  A larger pool of savings lead to 

a higher demand for various investment instruments including securities (Sylla and Smith 

1995; Boyd and Smith 1998).  Thus, it is argued that the development of securities 

market is closely paralleled by the growth of the economy (Kumar and Tsetsekos 1992).  

Arguably, striking distance in the average level of stock market development between 

developing and developed nations provides evidence for this argument.  

 

In a similar vein, the timing of industrialization (TOI) theory argues that key differences 

among national financial systems are traced back to their respective industrialization 

phases (Gerschenkron 1962; Lazonick and O’Sullivan 1997).  Firms in countries where 

industrialization started later faced more disadvantages, compared with their advanced 

competitors in early industrializing countries.  Their internally generated finance was 

inadequate, and in the case of newly founded firms, nonexistent, relative to the large 

sums needed for investments in catch-up technologies and infrastructure.  Only banks 

could gather such large sums of capital and take the risks involved in pioneering ventures.  
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As a result, late industrializers had to have bank-dominated financial systems, while early 

industrializers had market-based systems.  So we can expect that low levels of economic 

development tend to be matched with low levels of stock market development 

(industrialization hypothesis). 

 

These economic approaches to financial system transformation are criticized in the 

following ways.  First, the fact is that the accumulation of savings owing to economic 

development is not directly and automatically linked to the emergence and growth of 

stock markets.  For instance, even among OECD countries, there is a large variance with 

respect to the orientation of their financial system, despite their similar levels of 

economic development.  Austria, Italy and France are bank-oriented, whereas the United 

States, Britain, and Canada market-oriented.  Second, the timing of industrialization 

theory cannot explain changes in financial system over time.  For example, in the United 

States, Germany, and Japan during the pre-1930s, banks dominated their financial 

systems in spite of considerable differences in the timing of industrialization (Vitols 

2001).  The phases of industrialization did not match the patterns of financial system.  

Furthermore, the economics approach has difficulties explaining the fact that since 1980, 

some developing countries such as Malaysia, Singapore, South Africa, and so on have 

had more developed stock markets in terms of market capitalization and trading values, 

than advanced countries like Germany, France, and Italy.11

 

2.1.2. Legal Origins  

 

Another influential scholarship on the determinants of financial development argues that 

legal origins decisively shape the financial structure of a country.  According to La Porta 

et al. (1997; 1998), show that whether a country’s Commercial/Company law is based on 

British, French, German, or Scandinavian legal origins is important for explaining the 

country’s laws on creditor rights, shareholder rights, and private property rights as well as 

                                                 
11 See Tables 5-10 and 5-11. 
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the country’s level of bank and stock market development.  Levine (1998, 1999) also 

traces the effect of legal origin on financial development through to long-run economic 

growth, suggesting that legal origin influences economic growth by shaping national 

financial systems toward market-based ones.  It is believed that British colonies are likely 

to inherit better institutions than French colonies with positive effects on stock market 

development.  As a result, it is argued that countries within the English Common Law 

camp are likely to have more developed equity markets than those in other legal 

traditions. 

 

However, there is much historical evidence to counter this ‘law and finance’ approach. In 

1913, France’s stock market capitalization relative to its GDP was almost twice that of 

the United States (0.78 vs. 0.39), even though the French Civil Code has never been 

friendly to investors (Rajan and Zingales 2003).  Corporate share issues in Germany with 

civil law codes in the beginning of the 20th Century were greater than in England.  Thus, 

the degree of stock market growth is not a stable function of legal origins.  Rather, there 

have been “large reversals” in the transformation of financial systems within and between 

the legal traditions.  Furthermore, the form and content of securities laws are not time-

invariant even within the same legal origin.  Recently, for instance, securities laws of 

many developing countries (e.g., South Korea and Taiwan) with non-Common Law 

traditions but with relatively advanced equity markets resemble the American 

counterparts by promoting the rights of shareholders vis-à-vis corporate managers.  It 

suggests that what matters for equity market development is the content of securities laws 

rather than the legal origins. 

 

Despite these weaknesses, work empirically testing the law-and-politics paradigm is 

being multiplied in the finance literature, in which legal traditions prove significant for 

micro structure of financial systems.12  So, here I test the hypothesis that English 

                                                 
12 For example, it relates legal institutions to corporate ownership concentration (La Porta et al. 2002), 
external finance and growth (Demirguc-Kunt and Maksimovic 1999), and financial crisis (Johnson, et al., 
2000). 
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Common Law traditions are correlated with advanced stock markets (common-law 

hypothesis). 

 

2.1.3. Interest Groups 

 

A common critical shortcoming of the economics and the legal origin approaches is that 

they don’t take into account political processes inevitably involved in the evolution of 

financial structures.  A financial system defines who allocates capital among industrial 

sectors (for example, in Zysman’s terms, banks, market or the state) and who is given a 

dominant say in corporate decision making (e.g., shareholders/workers versus 

management/owners in corporate governance).  Thus, choosing a financial system is 

close to choosing the mode of distribution of economic values and property rights.  

Hence, this who-gets-what process entails distributional conflicts among the parties 

concerned and its nature is basically political.   

 

Noticing that, early studies of stock market development in political science were 

pioneered by the interest group politics.  They view a financial system, whether bank-

based or market-dominated, as institutional equilibrium that is reached through 

distributional conflicts among interest groups.  A political majority decides to alter the 

legal framework of financial markets and corporate governance.  Rajan and Zinglaes 

(2003) observe that it happened in the United States around the turn of the century, as 

well as in Europe and in the United States during the Great Depression.   

 

The key issue in this approach is how to identify the relevant actors and their preferences 

over financial systems.  Here, I examine class-based propositions also employed by 

Richard Carney (2003).13  He views that the financial system of a country is shaped by 

                                                 
13 From a different angle, Perotti and von Thadden (2001) argue that the coalition of stakeholders and 
lenders achieves a majority in the legislature, they support bank over equity dominance.  Pagano and 
Volpin (2001) consider the balance of power between established companies and new entrants on 
regulation enforcement.  But nether 
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the political power of farmers and labor in relation to that of large firms.  Other things 

being equal, farmers and labor prefer banks, while big firms prefer capital markets.  

When farmers and labor are politically dominant, a bank-based financial system prevails.  

When big firms are politically strong, a market-based financial structure does.  I narrow 

my focus on labor and big firms since their influences are more visible in security politics 

than farmers.14

 

Big firms have comparative advantages, relative to small and medium-size firms, in the 

sense that they can ‘choose’ either market capitalization or bank loans, owing to their 

established reputation and size itself.  In contrast, small firms and farms may have to rely 

solely on bank loans for funding their business, now that they are unlikely to meet capital 

requirements for IPOs.  Thus, assuming that finance resources in a country are limited, at 

least, in the short term, small firms (large firms) are more likely to oppose (support) 

movement of those resources from banking sectors to stock markets.   

 

Meanwhile, labor may have the same preference as small firms.  Employees prefer higher 

wages and shareholders prefer lower wages at the same level of productivity.  Employees 

also are averse to risks to the firm, as their human capital is tied up in the firm and they 

are not fully diversified.  Employees also prefer that the firm expand, not downsize, 

because expanding often yields them promotional opportunities, while downsizing risks 

leaving them unemployed (Roe 2000).  Thus, labor is expected to oppose equity 

financing that may strengthen the say of shareholders, and therefore, prefer a bank-based 

over market-based financial regime.  So the greater political power of labor is likely to 

lead to the smaller size of stock markets.   

 

                                                 
14 The preference of farmers are considered the same as that of small firms in that the former have similar 
disadvantages in financing that the latter have.  In chapter 3, I report the coefficient for the effect of farmers 
on stock market growth, but I don’t provide separate explanation. 
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To sum, the testable hypothesis is that big firms (capitalists) tend to contribute to stock 

market growth (capital hypothesis), whereas labor is likely to resist movements toward 

equity market-dominant financial structure (labor hypothesis).   

 

Unlike the arguments emphasizing industrialization and legal origins, the interest-group 

politics discovers the political nature of financial system change and also provides the 

micro-foundation of stock market development.  However, it misses the fact that the 

translation of particular domestic interest-group power into policy outcomes is mediated 

by political institutions.  The existing institutional context conditions the incentive facing 

interest groups and politicians (Garrett and Lange 1995).  Political institutions define the 

relative power of interest groups and their window of opportunity in policy making 

processes.  Thus, I offer an institutionalist alternative below, which explicitly takes into 

consideration the interaction of political institutions and domestic interest groups, as well 

as the autonomous effect of political institutional settings on stock market development.  

 

2.2. An Alternative: Political Institutions and Diffusion 

 

The above literature review shows that the extant theories of stock market growth cannot 

fully explain the variation in market equity around the world.  In particular, even though 

it provides the micro-foundation of financial system transformation, the interest-groups 

theory understudies the roles of political institution within which interest groups act and 

their political power and strategies are shaped.  In the subsequent discussion, my 

theoretical arguments are two-fold.  First, political institutions define the nature of policy-

making systems – i.e., policy stability (credibility) or flexibility, thereby affecting the 

degree of policy uncertainty (information) at the stock market, the long-term stability of 

investor expectations, and market participation.  Second, political institutions and policy-

making systems interact with interest groups and international diffusion factors (which I 

elaborate in the next section) as well, by mediating their influence in domestic policy-

making arenas.  Below I discuss the characteristic of stock markets, the importance of 

 23



government activities, and the implications of policy-making systems for stock market 

growth.         

 

2.2.1. Stock Market: An Information-Sensitive Institution15

A stock market is known as a highly information-sensitive institution since winners and 

losers at the market are determined by the amount and accuracy of information investors 

obtained.  All kinds of information - either firm-level or market-level - within a polity 

gather and form overall investor confidence in the market.  Along with prospects for 

profitability of listed firms, investors are very attentive to political, economic, and social 

events in not only domestic but also foreign arenas.  Domestic concerns range from 

economic fundamentals such as labor market, foreign exchange market, current accounts, 

fiscal and monetary policies, to political and social developments.  As shown in the 

numerous instances where United States Federal Reserve Board (FRB) Chairman’s brief 

statement of interest rate and inflation brought about market fluctuations in other 

countries, foreign events also are a key component of investors’ calculus.  

 

Thus, information of all domestic and foreign issue areas intersects at the market and is 

reproduced to investor sentiments and ultimately market outcomes.  Indeed, there are so 

many variables associated with stock market that one could not isolate any specific 

indicator as a principal.  Nonetheless, most market analysts, securities law scholars and 

economists agree that the obvious condition for investor confidence is that the market 

should be free from manipulation.  For instance, law professor Black (2001) points out:  

 
“There are two essential prerequisites for strong public securities markets.  A country’s laws and related 

institutions must give minority shareholders: (1) good information about the value of a company’s 

business; and (2) confidence that the company’s insiders – i.e., its managers and controlling shareholders – 

won’t cheat investors out of most or all of the value of their investment through self-dealing transactions 

                                                 
15 In following discussion, I use uncertainty and asymmetric information interchangeably.  In fact, 
uncertainty differs from asymmetric information in that the former refers to lack of information, whereas 
the latter disproportionate distribution of information.  But disproportionality assumes relative lack of 
information on a certain party. 
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(i.e., transactions between a company and its insiders or another firm that the insiders control) or even 

outright theft.” 

 

Market manipulation is concerned with the problem of asymmetric information at the 

market.  Asymmetric information describes the situation in which one party in a 

transaction had better information than the other.  Two costs arise from asymmetric 

information: adverse selection and moral hazard.16  In the context of stock market, the 

adverse selection problem affects the supply side of stock market by discouraging listing 

of quality firms.  For example, suppose that firm A is a new maker of computer chips.  If 

the firm obtains capital, it will be able to finance a promising technological development 

in chip making.  If the firm issues new shares of stock, it can pursue the chip-making 

project.  If it doesn’t, it loses the opportunity.  At the same time, firm B also is seeking 

funds to develop a product similar to firm A’s, but, unknown to the market, firm B’s 

product is inferior.  In fact, on the basis of available information, investors cannot 

determine the quality of the firms’ scientific expertise and their productive capabilities.  

When firm A tries to sell stock, then the market will assign the same value to it as to firm 

B’s stock, and firm A’s shares will be undervalued.  Firm A’s cost of funds is higher than 

it would be if potential shareholders had all the information the firm possessed.  In such a 

situation, firm A’s management knows that the firm’s prospects are better than the market 

price signals and will not turn to the market.  Thus adverse selection crowds out quality 

firms out of the market.  It is costly for the stock market and the economy in general. 

 

In contrast, the moral hazard problem (or principal-agent problem) affects the demand 

side by increasing monitoring costs on the investors’ part.  Put differently, monitoring 

problems increase the information costs of raising funds through stock issues.  For 

example, say that an investor buys stock in firm A.  But he or she may not know whether 

the firm is investing the funds in its research and development (R&D) or in wood 

paneling for the new executive dining room.  The investment in R&D is likely to increase 

                                                 
16 For a more comprehensive discussion of asymmetric information problem at a market, see Akerlof 
(1970), Myers and Majluf (1984), and Jensen and Meckling (1976). 
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the firm’s profits and the investor’s returns; the wood paneling is not.  To find out 

whether the firm is using the funds in a productive way, the investor needs to spend time 

and money monitoring its activities.  Once investors have bought the stock, the firm’s 

management has an incentive to understate profits and reduce dividend payments to the 

investors.  If the monitoring costs are considerably high, the investors would substitute 

stocks for another investment instruments such as real estate, bonds, and bank savings.  

Thus, severe moral hazard problem and high monitoring costs are likely to contract 

demands for stocks at the market.    

 

In sum, sound equity markets depend on the amount and distribution of information. 

Information issue is more critical at the stock market than any other financial markets in 

the sense that investors pay enormous amounts of money to strangers for completely 

intangible property rights – i.e., stocks, whose value depends entirely on the quality of the 

information that the investors receive and on the issuers’ honesty.  Based upon this 

understanding of stock market, I develop a politico-institutionalist framework of analysis 

as an alternative to existing theories of stock market growth. 

 

2.2.2. Political Institutions and Stock Market 

 

The previous section shows that information is an indispensable prerequisite for the 

growth of stock market.  In this part of the chapter, I link political institutions and policy-

making systems to the flow of information at a stock market, using the logic of the 

credible commitment of the government (Weingast 2002; North and Weingast 1989).  

Ultimately, I argue that concentrated policy-making systems increase uncertainty at the 

market, decrease the amount and quality of information, and accordingly, discourage the 

development of stock markets.   

 

The overall agenda I am tackling could best be understood by reference to figure 2-1.  

The main independent variable is the nature of policy-making systems derived from 
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fundamental political institutions such as de jure institutions (i.e., regime type, federalism, 

bicameralism, and electoral systems) and de facto institutions (i.e., seat shares of 

governing parties in the lower chamber and the distribution of seats among governing 

parties).17  Political institutions are the “rules of the policy-making game” (Hammond 

and Burtler 2003).  And a policy-making game is played out on the distribution of 

information and other resources, that is, power.  The distribution of power is defined by 

political institutions.  Fewer veto points suggest that policy-making powers are 

concentrated within a particular institutional agent, mostly the executive, and result in 

more concentrated policy-making systems.  The degrees of policy-making power 

concentration constitute different “institutional environments” (Williamson 1996) that 

provide stock market participants with different levels of uncertainty and information. 

 

Government Roles in Stock Markets 

Market failures resulting from asymmetric information need inevitably government 

intervention in the form of various securities regulations and policy measures.  Indeed, in 

most industrialized countries, government agencies set requirements for information 

disclosure for firms that desire to sell securities in stock markets.  In the United States, 

government regulations promulgated by the Securities and Exchange Commission (SEC) 

require publicly owned enterprises to report their performance in financial statements 

prepared by using standard accounting methods.  Developing countries also are never 

slow to document disclosure requirements in laws or by-laws when they launch an 

organized stock market.   

 

Besides those regulatory functions, government’s active role proves critical for the 

development of securities markets in both industrialized and developing nations.  

Financial historians, for example, Sylla (1995), show that in many instances governments 

actually helped create securities markets by issuing the first financial instruments to be 

traded in large volumes.  The standardized debt floated by the English government in the 
                                                 
17 My choice of independent variables coincides with that of other similar efforts, for example, Haggard 
and McCubbines (2001) and Cowhey and McCubbins (1995). 
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eighteenth century is an excellent example, for it nurtured the London stock exchange.  

State intervention was a necessary first step before equity in private firms can be traded 

by anonymous buyers and sellers.  Initially, equity will only be held by corporate 

insiders; most outsiders will spurn it because they lack the insiders’ information.  It will 

usually take state action to pave the way before the shares can be traded on an exchange.   

 

In developing countries, furthermore, the relatively nascent development of market 

institutions or the capital market industry requires governments or regulators to typically 

provide considerable support and implement initiatives that are usually the purview of the 

private sector in developed markets.  The exchange is a state-owned institution and is 

regarded as a national exchange.  For example, the Istanbul Stock Exchange is a state 

owned institution.  The Capital Market Law of Turkey provides that all exchanges, where 

capital market instruments are traded, are public institutions.  In Thailand, the Stock 

Exchange of Thailand is a half-mutual organization established on the government’s 

initiative under a specific law.   

 

The development of exchanges in many emerging markets is seen as part and parcel of 

national policy given the strategic importance of the exchange in promoting economic 

development.  Therefore, governments have pursued a number of policies to actively 

promote stock markets on the supply as well as the demand sides.  Those policies include 

tax incentives and a variety of non-tax benefits, in order to induce both the corporations 

to seek stock market listings (i.e., supply of shares) and for individuals to purchase shares 

(i.e., demand for shares).  For instance, in Jordan, companies are allowed the privilege of 

limited liability only if they offer a minimum percentage of their equity to the general 

public (i.e., 25 percent for financial institutions and 50 percent for industrial and 

commercial companies).  In Turkey, companies are subject to a lower corporate income 

tax rate depending on the extent to which their shares are publicly held. More widely held 

companies pay lower rates (Glen and Pinto 1994).  As early as 1972, the South Korean 

government selected certain Korean firms and forced them to go public using several 
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measures, including a corporate tax-rate hike and tightening the audit and supervision of 

bank credit for all non-listed firms.  Other such measures followed throughout the 1970s.  

At the same time, on the demand side, the South Korean government has attempted to 

educate the general public in stock ownership through a country-wide drive.  In addition, 

the government launched in mid-1980s a two trillion won (US $2.8 billion) market 

stabilization fund, the purpose of which was to stabilize the market in the wake of a 

decline of prices.  Similar stabilization funds have been used in other countries as well, 

for example, Thailand (Woo 1991).  In short, in both developed and developing 

economies, governments are dominant forces in shaping stock markets.  Equity markets 

could not exist without a series of rules, regulations, and enforcement provisions, all 

created within the political system. 

 

Principal-Agent Problem and Policy-making Institutions 

By specifying disclosure requirements for firms and designing stock market promotion 

measures, the government may, to some extent, reduce short-term micro-level uncertainty 

between market actors such as managers and investors.  Securities rules on paper, 

however, do not guarantee their enforcement.  Most developing countries have very 

similar provisions on their securities laws to the United States Securities Act of 1933 and 

the Securities and Exchange Act of 1934.  Creating an organized stock market, without 

few exceptions, they copy the content and form of United States securities regulations.  

But as an example, as of the end of 1998, just 24 percent of emerging markets enacting 

insider-trading laws enforced them, compared to 82 percent of developed markets 

(Bhattacharya and Daouk 2002). 

 

That the government enacts securities rules and regulations is considered as a policy 

contract between policymakers and citizens or investors.  Elected officials supply policy 

commodities in exchange for votes in elections and government support.  In particular, 

investors at stock markets require more policy predictability than in other areas 

(MacIntyre 2001: 84).  Once enacted, a law is expected to be enforced as promised.  
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When the law changes in an unpredictable fashion or is not appropriately enforced, 

information problem and policy uncertainty that market participants feel persist or 

sometimes increases. 

 

The “credible commitment” literature (Weingast 2002; North and Weingast 1989) 

provides a theoretical foundation for government incentives.  The government is not a 

disinterested party in financial markets.  It simultaneously specifies and enforces the rules 

that govern the financial system and looks to the financial system as a source of credit 

(Haber et al. 2003).  Indeed, Sylla (2000) emphasizes that the government’s system of 

public finance is an integral part of the financial system. 

 

All this creates a fundamental dilemma, that is, a principal-agent problem in securities 

policy-making and enforcement.  The government (agent)’s direct interest in capital, and 

markets for financial services more broadly, implies that it may have strong incentives to 

behave opportunistically so as to maximize its own access to capital rather than investors’ 

interests.18  Indeed, world history is replete with cases of policymakers who specified and 

enforced properly rights in the financial system in such a way to limit entry, thereby 

creating rents for a selected group of individuals or firms.  For example, Kuo (2000) 

observes that using political alliance with the ruling party (KMT); Taiwan's 

conglomerates distorted the operation of Taiwan's stock exchange and supervisory 

institutions and engaged in illegal stock transaction.  Self-interested governments 

increase the potential for unpredictable change and under-enforcement of existing rules 

and policies, and thereby exacerbate market failures caused by undersupply and distortion 

of information available at the stock market.  So, for the growth of equity markets, whim 

of the ruling government needs to be checked.  But the principal – i.e., voters or investors 

- cannot fully monitor what the agent (government) does and will do.  Even when they 

are informed of policymaker’s breach of policy contracts, they are able to punish it only 

once in four or so years through elections in democracies.  Only when the government is 
                                                 
18 This is the same logic as the Leviathan theory of regulation that sees the government as a self-interested 
actor.  For review, see Kroszner (1998). 
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institutionally constrained so that the policy promise is kept, a more stable and 

predictable policy environment exists for investor.  V.O. Key (1964: 688) stated, 

 
“A potential for a policy change does not guarantee such change, but the absence of this potential precludes 

it.”19

 

Unconstrained governments cannot be trusted.  No matter what they promise on issues 

ranging from securities regulations, market promotion measures to other macroeconomic 

policies, nothing prevents them from reversing or betraying themselves and undermining 

investors’ confidence.  In history,  
 

“Forcing the English crown to renounce all pretense of legislative and judicial authority during the Glorious 

Revolution helped provide a secure basis for rights, including those over capital and that public and private 

capital markets date from precisely this moment” (North and Weingast 1989). 

 

To sum up, stock markets are far more information-sensitive than any other financial 

institution in the economy.  Along with securities regulations, uncertainty and 

unpredictability concerning other macroeconomic policies are harmful to investor 

confidence.  In particular, institutionally unchecked government which is named below as 

“concentrated policy-making systems,” exacerbates these problems and discourages stock 

market growth.  As a result, this implies that concentrated policy-making systems have 

greater adaptability to needs for policy change.  Thus, my key proposition in this study is 

that when the government’s policy-making power is institutionally concentrated 

(fragmented), stock markets are likely to shrink (flourish), mainly due to low (high) 

policy credibility.  This is named institution hypothesis. 

 

The institution hypothesis implies that concentrated policy-making systems do harm than 

good for equity markets, other things being equal.  But as shown in chapter 5, the Korean 

experience tells a quite different lesson.  The policy-making systems of South Korea have 

                                                 
19 Recited from Tsebelis (1995: 294). 
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historically been characterized by concentration rather than fragmentation.  Following the 

hypothesis, we should expect that the Korean equity market is not likely to develop.  

Nonetheless, South Korea has an above-average size and activity of stock market, even 

after controlling for its levels of industrialization.  Very often has the desirability of 

policy-making systems been evaluated in terms of not only stability but also 

adaptability.20  Seemingly, there exists a tradeoff between the two attributes of policy-

making systems: the greater stability, the less adaptability.  Countries which are exposed 

to external shocks – for instance, like Korea, non-oil producing countries are very 

sensitive to oil prices - need to change their policies flexibly to buffer those shocks.  

South Korea’s concentrated policy-making systems proved appropriate to cope with such 

policy challenges, which contributed to the short-term development of the equity market.  

At the same time, however, frequent policy swings cost policy stability in the long run 

and increased market volatility which is another indicator of stock market development.  

In sum, the Korean case reveals that concentrated policy-making systems may be 

conducive to market growth in the short run, but not much in the long run.  Indeed, 

several market indicators show that, compared to the early takeoff stage, the Korean 

securities market has not that much deepened.  For a more rigorous analysis of the short- 

or long-term effect of policy-making systems, we should consider how severely and how 

often a country is exposed to external shocks and decide the threshold of the short or long 

term.  But it is not the main goal of this research and I reserve it for future research. 

 

2.2.3. International Diffusion 

 

Along with domestic factors such as interest groups and political institutions, I include 

external factors into analysis because of the international characteristic of equity market 

development.  Historically, the creation and promotion of an organized stock market has 

resulted from domestic and external concerns as well.  First, besides banking sector, it 

was to mobilize domestic savings and channel into industrial projects for economic 

                                                 
20 For desirable attributes of policy making, see Weaver and Rockman (1993). 
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growth.  Second, as recently in most developing countries and also the United States in 

the 18th century and Japan in the 19th century, stock markets played an important role in 

inducing foreign capital.  According to Sylla (1998), United States securities market 

development during the 1790s paved the way for a flow of capital from Europe to 

America that would reach huge proportions in the internal improvement era of the 1820s 

and 1830s.  Also Japan’s financial revolution came during the 1870s and 1880s of the so-

called Meiji era.  At the time, Japanese government officials consciously studied and 

emulated best-practice Western financial systems such as public finances, a public-debt 

securities market, and a central bank.  In the 1990s, many African countries established 

organized equity markets with the expectation that they could provide other financing 

sources than deficient domestic savings.  Indeed, Mrs. Ndi Okereke-Onyiuke, managing-

director of the Nigerian Stock Exchange, notes in Africa Recovery (Irving 2003) that 

 
“Floating major enterprises on stock markets can help develop otherwise thin markets by attracting foreign 

capital.  This in turn could encourage more indigenous companies to list.” 

 

Also, Mr. Alan Kyerematen, director of the Enterprise Africa Programme of the UN 

Development Programme (UNDP), expects that  

 
“Stock markets, along with other sources of financing, can promote private enterprise expansion and thus 

stronger national economic growth.” 

 

Thus, the development of stock market is inseparable from international political 

economy in many cases.  So we need to examine how a nation state is situated in the 

global equity market.   

 

Usually international diffusion is referred to as a “process of uncoordinated 

interdependence” among nation states and thus, it rules out coordinated or unilaterally 

dependent processes such as cooperation and coercion (Simmons and Elkins 2005).  But I 

understand international diffusion more broadly in the sense that diffusion, whether 
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coordinated or uncoordinated and whether voluntary or coercive, has the same feature 

that it is exogenous to domestic politics.21  Therefore, my terminology of diffusion 

includes not only uncoordinated diffusion mechanisms such as international norm, 

regional/cultural proximity, and competition, but also coordinated diffusion mechanisms 

such as international systemic factors and hegemony influences. 

 

My analytical framework suggests that international diffusion factors may affect a 

country’s stock market through three channels (in figure 2-1, see (i) ~ (iii)).  Equity 

culture may diffuse by altering the preference of domestic savers over different 

investment instruments such as real estates, bonds and stocks (i).  For example, equity 

culture in a nation can stimulate equity demands in other regional peers.  Possibly, 

advance in information and telecommunication technology accelerates the transmission 

of the strength of equity investments.  Also, diffusion factors play a role of changing the 

relative power of domestic interest groups (iii) and constraining the autonomy of policy 

makers (ii).  This argument is very similar to the globalization thesis.  On the one hand, 

increased capital mobility may strengthen the power of capital vis-à-vis organized labor 

and hence, spur demands for market-based financial system.  On the other, capital 

mobility may force policy makers to adopt various market reform measures such as 

liberalization and enforcement.  In this part, I focus on the implication of international 

diffusion only for stock market growth.  Hypothetical diffusion effects on regulatory 

change are examined in a separate section. 

 

Financial Integration and Hegemony 

One may argue that increased financial integration and capital mobility are beneficial to 

stock market growth and so is greater exposure to a hegemonic state - that is, United 

                                                 
21 Of course, there should be a long-term feedback – so-called, the second-image reversed - chain between 
the development of domestic securities markets and international influences.  For example, countries with 
more developed stock markets may push other countries to liberalize their local markets and hence 
internationally spread the norm of market liberalism.  I incorporate that possibility into the discussion of 
hegemony influence and technically put a variable for lagged levels of stock market development into the 
regression equation.       
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States influences for the post-war periods.  Access to international capital markets allows 

domestic firms to tap foreign markets for funds, introduces competition in the domestic 

financial market and fosters stock market growth as an alternative to bank-based financial 

system.  For example, as Japanese firms escaped abroad in the 1980s to raise arm’s 

length finance from the Euromarkets, Japanese banks were forced to stop repressing the 

Japanese corporate bond markets (Rosenbluth 1989).  Capital mobility is also likely to 

make the government more circumspect about direct credit allocation.  Not only because 

the government will have less control over who gets credit, but also because product 

markets become more competitive, the risks in lending will increase.  Thus, the potential 

for large errors from the centralized allocation of domestic credit will increase.  For 

instance, the French government was severely constrained in its credit allocation due to 

increasing capital mobility in the 1980s (Loriaux 1997).  As the government gets 

distanced from credit allocation primarily relying on banks, so the importance of 

securities markets increases.  

 

In particular, developing countries are affected by international financial integration in 

the following ways.  First, new capital became available in the international financial 

markets with developing countries trying to attract part of it to their domestic markets. 

Second, developing countries tried to emulate the increasing use of capital markets that 

characterized developed economies by instituting a series of reform.  Thus, I hypothesize 

that increasing international portfolio movements may entail transformation of domestic 

financial regimes toward a market-based system (integration hypothesis). 

 

As mentioned, it is well known that the distribution of power in the international system 

is not even among nation states.  Some are more powerful enough to trigger a change in 

other countries.  In particular, the United States has taken a predominant status in 

international financial relations.22  The hegemon hypothesis is that, as a country interacts 

with the United States.; its financial system becomes more market-based.  On the one 

                                                 
22 The section of regulatory change details U.S influences on securities regulations. 
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hand, the United States government and international financial institutions have often 

pushed fund recipients to reform domestic financial systems toward being more market-

based.  Specific policy reform measures include the abolition of policy loans and artificial 

credit allocations.  Since these are for the most part implemented by, sometimes 

government-controlled, banking sectors, financial reform inevitably increases the weight 

of domestic equity markets, relative to commercial banking.  It is partly because less 

bank-dependent financial reform encourages or forces domestic companies to search for 

other corporate financing sources like equity issue at stock markets.  On the other hand, 

the United States financial system has been predominantly securities market-dominated 

since the Great Depression.  Possibly, increased interaction with the United States may 

diffuse its equity culture to other countries, and hence promote their local securities 

markets. 

 

Norm, Region and Competition 

Apart from systemic and hegemonic influences, equity culture can expand through such 

voluntary processes as international norm, regional proximity and competitive 

emulation.23  That equity markets become important around the world or in a particular 

region may have positive externalities to the stock markets of member countries.  Such 

international and regional spread of equity culture can directly affect the perception of 

market agents toward stocks as investment and saving instruments.  Both types of 

diffusion are the same in the nature, but different in the scope.  International diffusion 

suggests a shift in idea of equity investment and hence, a convergence of preference over 

stocks.  It is partly evidenced by the boom of equity market creation in Africa and in 

Eastern Europe in the 1990s.  Now, regardless of differences in financial wealth, almost 

all countries consider stock market as an essence of capitalist economic system.   

Arguably, this international expansion of stock market-oriented norm contributes to the 

growth of local equity markets (norm hypothesis). 

 
                                                 
23 The intentional characteristic of diffusion is discussed in terms of regulatory change in the following 
section. 
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But it is often that a learning process occurs among regional neighbors.  The spread of 

equity culture is heavily dependent upon deep-rooted historical and cultural backgrounds 

which are shared by regional peers.  In South Korea and Japan, when choosing 

investment and savings instrument, people tend to give an extraordinary priority to 

physical assets such as real estates.  But a change in a country’s attitude toward equity 

investment can transmit to regional neighbors and hence boost their equity markets.  For 

example, a news report that Japanese old people prefer stocks to real estates may 

influence the perception of neighboring Korean investors.24  Thus, I expect regional 

diffusion of equity culture to have positive impacts on the stock market growth of 

constituting states (region hypothesis). 

 

Unlike norm and regional diffusion, competitive emulation is a more intentional and 

policy-related process.  Investors of a country are hardly believed to compete with 

investors of another country.  Instead, policy makers are keen to competitive concerns in 

relation to other nations.  They may attempt to enhance their country’s relative 

accessibility to international capital.  Efforts to tap into flows of capital encourage policy 

makers to adopt market-friendly measures.  As mentioned above, for instance, a dozen of 

African countries rushed to establish an organized securities market in the 1990s, even if 

some distinguished finance economists were skeptical about the effectiveness of stock 

markets for economic growth by asking “Should Africa Promote Stock Market 

Capitalism?” (Singh 1999).  But an important hidden motive for such rush would be 

competitive concerns of the African countries.  They are believed to create stock markets 

to signal their support for market capitalism and to gain an advantage in inducing foreign 

capital.  Thus, another hypothesis is that competition also boosts stock market growth 

(competition hypothesis). 

                                                 
24 According to a survey, 35.2 percent of Korean old people invest in real estates, whereas 10 percent of 
Japanese people do.  With respect to equity investment, Japanese (47%) prefer more stocks than Korean 
(3.7%). Chosun.com, July 19, 2006. 
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Hypothesized Causes
effects

Industrialization (+) Increase in domestic savings
Legal Origins: Common law (+) Investor protection
Interest Groups
    Capital (+) Advantage in equity financing
    Labor (-) Opposition to equity financing harming job security
    Small firms/Farmers (-) Disadvantage in equity financing
International Difusion
     Integration (+) Increase in demand for domestic stocks 
     Hegemon (+) Increase in equity investments by the U.S
     Norm (+) International expansion of equity culture
     Region (+) Regional diffusion of equity culture
     Competition (+) Compeition for international equity investments
Policymaking Systems: Fragmentation (+) Credible commitment and stable long-term investor expectation

Table 2-1. Summary of Hypotheses about Stockmarket Growth

 
 

Table 2-1 summarizes the testable hypotheses about the growth of stock markets.  I will 

test them in chapter 3.  Now I turn to the hypothetical determinants of regulatory change. 

 

2.3. Determinants of Regulatory Reform and Enforcement 

 

Here I investigate the puzzle of why some countries implement, earlier than others, such 

measures as stock market liberalization and insider-trading laws.  Riding the tide of 

globalization, stock market reform allowing foreigners to invest in domestic equity 

markets has become an important topic in international financial relations.  Also anti-

insider trading laws are gathering policy and scholarly attention as a key means of 

investor protection.  For the analysis purpose, I name liberalization as “regulatory 

reform” and I call insider-trading law enforcement “regulatory enforcement.”  The former 

is associated with a change in regulatory rules, while the latter a change in regulatory 

behavior.25  Both have in common that they are policy decisions made by policy makers 

in the government.  Therefore, my question is what motivates policy makers to choose a 

specific policy choice, whether market opening or regulatory enforcement. 

 

In passing, I note that my analysis concerns regulatory change rather than regulatory 

effects.  In discussing the roles of government in securities markets, I briefly emphasized 

                                                 
25 A detailed discussion of conceptual issues of liberalization and enforcement is made in chapter 4. 
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the policy-induced nature of stock market development.  For example, laws and 

regulations can affect the capacity to raise capital from the public, propensities to invest, 

and the attractiveness of various forms of investment.  And the sources of capital may be 

affected by statutory limits on the types and amounts of securities suitable for purchase 

by financial institutions or by credit regulations applied to the financing of securities 

transactions.  However, perhaps “the single most important role that law can play in 

fostering the development of a capital market is in the area of promoting investor 

confidence though investor protection” (Roth 1967: 1282).  Thus, a regulatory change 

may have important implications for stock market development.  Particularly, market 

liberalization and enforcement may help advance domestic equity markets.  But my 

foremost concern here is what factors cause such regulatory changes, but not which 

specific regulations have what effects on stock market.  

 

In the area of international financial regulation, most theoretical arguments have been 

concentrated on the matter of capital account liberalization allowing free flows of capital 

across border. 26  But the political sources of stock market liberalization and regulatory 

enforcement have been tremendously understudied in political science.27  In general, 

capital de-controls predate stock market liberalization.  It is because portfolio investments 

are different than foreign direct investment.  In particular, equity investments can have 

significant impacts on the ownership of domestic companies.  For that reason, with few 

exceptions, governments place a certain degree of limits on foreign ownership of some 

sectors such as finance, utilities, and military industries.  Thus, stock market 

liberalization entails intense political debates among the parties concerned, and is a much 

harder decision for policy makers.  Against this backdrop, the dissertation belongs to 
                                                 
26 For discussion of political institutions in the area of capital account liberalization, see Pauly (1998); 
Alesina et al. (1994); Rosenbluth (1996); Milner and Keohane (1996). 
27 The term “stock market liberalization” differs from both “financial liberalization” and capital account 
liberalization.  Financial liberalization, per se, has nothing to do with granting foreigners access to domestic 
capital markets.  It refers to the removal of domestic financial repression such as government-imposed 
interest rate ceilings.  However, capital account liberalization refers to a decision to allow capital in all 
forms to move freely in and out of the domestic market.  Thus, stock market liberalization is a specific type 
of capital account liberalization.  So, I build theoretical arguments mainly on the literature of capital 
account liberalization (Henry 2000a).  
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early attempts to reveal political causes underlying equity market liberalization around 

the world.   With respect to the enforcement of securities regulations, few efforts have 

been made to reveal the political grounds that underpin the depth and width of regulatory 

enforcement.  Writing securities rules and policy promises on paper is one thing and 

enforcing them is another for investor protection.  As an initial step into the unchartered 

land, I study the determinants of insider-trading law enforcement.   

 

As in the case of stock market growth, key variables are domestic interest groups, 

international diffusion (often known as the globalization thesis in the context of financial 

reform) and political institutions.  Generally speaking, stock market liberalizations were 

the phenomena of the first half of the 1990s, while first enforcements of insider-trading 

laws were those of the second half.  The diffusion hypotheses discussed below may help 

to explain a general trend of regulatory change.  However, they have difficulties 

explaining cross-country and cross-regional variations in the timing of policy change.  

Thus, attention moves to domestic sources of financial reform.  Specially, interest groups 

and political institutions came into the spotlight.  Focus on interest groups provides a 

micro-foundation of policy change, but only take into account the demand side of policy 

making (see figure 2-1).  I understand that a government is not a passive entity which just 

translates societal demands into policies.  Rather, the government – i.e., the executive - 

may have their own policy interests and preferences.  Furthermore, the executive 

inevitably act within a certain type of policy-making systems.  Some grant the executive 

greater room for policy discretion, while others place institutional checks on the 

executive in policy making.  So, I argue that policy-making systems mediate policy 

demands from both domestic interests groups and international diffusion.  The 

characteristics of institutional settings of policy-making determine the possibility that 

interest groups and diffusion have, if any, substantive effects on regulatory choices.  Thus, 

I put more emphasis on the supply side of market liberalization and enforcement.  
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2.3.1. Interest Groups 

 

The interest group theories of capital account liberalization (Frieden 1991; Sobel 1994; 

Garrett and Lange 1996; Haggard and Maxfield 1996) understand regulatory change as 

the product of the preferences of domestic socioeconomic actors.  International factors 

are able to have effects only by affecting those actors’ preferences and relative power.  

Thus, it is argued that these internationally interacting domestic interests determine the 

direction and content of policy change.28  The process (ii) in figure 2-1 depicts such 

mechanism. 

 

In identifying relevant interest groups and their preferences involved in regulatory change, 

I focus only on capital (especially large corporations) and labor because activities of the 

two are more visible in most cases.  In terms of market liberalization, on the one hand, 

big firms or usually listed companies may prefer liberalized equity markets to closed ones.  

It is because participation of foreign investors in the domestic market adds a new demand 

for listed shares and it provides additional opportunities to mobilize a larger sum of 

capital.  On the other hand, listed firms may not want the equity market to open to 

foreigners.  Newly added foreign investors could call for greater transparency in 

corporate accounting and enhanced shareholder rights as well.  Transparent accounting 

entails additional costs for the firms.  Further, corporate owners can interpret claims to 

shareholder rights as a threat to ownership.  Thus, in theory, big firms and capital have 

ambivalent preferences over market liberalization.   

 

Also in the case of regulatory enforcement, we can see managers and owners of listed 

firms have conflicting interests.  Management of listed firms is among insiders who have 

incentives to undercover its incompetence and inefficiency.  Sometimes they try to make 

money using their preferential access to company information that is not yet available to 
                                                 
28 In international relations, this approach is labeled the “second-image reversed” (Gourevitch 1978; 
Katzenstein 1978).  The second-image-reversed analysis differs from the “second-image” analysis, in the 
sense that the former emphasizes the interplay between domestic actors and international systemic factors, 
whereas the latter derives the origin of systemic events solely from domestic sources.  
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ordinary investors at the market.  So, corporate managers may oppose the enforcement of 

insider-trading laws.  Conversely, listed firms may ask for stricter implementation of anti-

insider rules.  Insider trading is known to reduce market liquidity (e.g., trading volume) 

because it discourages the general public from participating in equity investment.  This 

lower liquidity hampers equity investments and ultimately constrains firms’ equity 

financing.  Furthermore, integral managers not involved in self-trading could support 

anti-insider laws enforcement.  Rampant insider self-dealings weaken investor confidence 

and market credibility and crowd out quality firms out of the market.  As in low liquidity, 

this does harm than good for listed companies as a whole.  Thus, the resulting preference 

of listed firms over enforcement is indeterminate in theory and should be empirically 

tested.  In sum, big firms and capital may or may not support market liberalization and 

regulatory enforcement (capital hypothesis).  

 

By contrast, workers’ preferences over stock market liberalization and regulatory reform 

are relatively straightforward.  First, labor would resist market liberalization for the 

following reasons.  Opening stock markets to foreign investors can lead to an increase in 

wage volatility and job insecurity.  Foreign shareholders are likely to give higher priority 

to profits and returns rather than workers welfare (Gourevitch and Shinn 2005).  To 

maximize corporate profitability, they may push managers to cut employment and wages, 

especially in hard times.  Such portfolio investors are less tied to the economy of 

liberalizing countries than domestic shareholders.  As experienced in the Asian financial 

crisis, herd behavior of foreign investors deepened stock market crashes and worsened 

economic instability in general.  In addition, market discipline that might be strengthened 

to protect foreign portfolio investors also constrains social policy by restricting labor and 

minimum wage laws, and putting pressure on governments to reduce taxes leading to 

social spending.29  Thus, labor is likely to oppose entry of foreign investors into the 

domestic equity market.    

 
                                                 
29 For argument that capital market liberalization can lead to capital accumulation and increase in wage, see 
Williamson (2000). 
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With respect to regulatory enforcement, workers would support strict enforcement of 

securities laws including the ban on insider trading.  Management malpractices such as 

securities fraud and false accounting severely hurt reputation of the company, and 

sometimes as in the Enron case, it goes bankrupt.  This could leave employees 

unemployed over night and the retirement plans of workers have shriveled.  Many 

advanced and developing countries adopt Employee Stock Ownership Plans (ESOPs) by 

distributing corporate shares to employees.  Thus, as minority shareholders, workers call 

for securities authorities to crack down insider trading because it distorts fair distribution 

of corporate profits between managers and shareholders.  If the undisclosed information 

used by inside traders were available at the stock market, the stock price of the company 

could go up and workers would get more dividend.  But not only insider self-dealing, per 

se, but also its disclosure and prosecution deals direct threat to employees’ job and 

income.   In short, workers would want regulatory stringency.  My labor hypothesis about 

regulatory change is that workers oppose equity market liberalization, but support strict 

regulatory enforcement. 

 

2.3.2. International Diffusion 

 

Regulatory change is a type of new policy choices made by governments.  In open 

economies, the government should respond to not only domestic policy demands but also 

external pressures.  This part deals with what roles such external factors, namely, 

international diffusion, play in encouraging or discouraging regulatory reform and 

enforcement in a country.30  International diffusion has thus far been studied mainly in 

the context of capital account liberalization in international political economy (e.g., 

Simmons and Elkins 2004).  But we can see that stock market liberalization and 

regulatory enforcement also have international features in that market openings directly 

aim at foreign investors and the performance of securities laws enforcement decisively 

affects investor confidence and country credit ratings.  The diffusion paradigm is 
                                                 
30 I note again that the term “international diffusion” in the dissertation includes both cases of voluntary and 
coerced adoption of an idea and a policy derived from international transactions. 
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applicable to regulatory change such as stock market liberalization and insider-trading 

law enforcement.  As in stock market development, I examine the effect of international 

diffusion on securities regulation, in terms of financial integration and hegemony, on the 

one hand, and international norm, region and competition, on the other. 

 

Financial Integration and Hegemony 

Systemic approaches focus attention on the constraints on a country’s policy decision 

which originate from the status in the international system.  They interpret alterations in 

policy making as the result of influences exogenous to the state, and maintain that a high 

degree of capital mobility systematically constrains the behavior of states by punishing 

some, rewarding others (Webb 1995; Cerny 1993; Andrews 1994; Baines 2002).  That is, 

states must wear Thomas Friedman’s Golden Straightjacket, regardless of their unique 

policy preferences.  Advances in communication and information technology and 

subsequent integration of financial markets dismantle the base of policy autonomy of 

nation states.  For instance, Goodman and Pauly (1993) contend that governments 

abandoned national barriers to cross-border capital flows in response to the rapid growth 

of liquid international funds and the increasing globalization of production.   

 

Similarly, international financial integration and capital mobility increase the costs of 

keeping stock markets closed, as well as not strictly enforcing securities laws.  “Capital 

mobility is generally a desirable aim” (Guitian 1998).  When private capital is allowed to 

flow freely across borders in search of the best investment opportunities, it can be 

channeled toward its most productive uses on a global scale.  Developing countries, 

where domestic resources tend to be in short supply, stand to benefit particularly from 

liberalization, which can lead to increased investment, faster economic growth, and 

improved standards of living, as well as contribute to the deepening and broadening of 

domestic financial markets.  But in order to induce foreign portfolio investments, two 

conditions need to be met: market opening and investor protection.  Thus, equity market 

liberalization is a necessary condition, whereas regulatory enforcement sufficient.  Thus, 
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foreign capitals which freely move cross borders demand governments to open the 

market and enforce securities regulations aiming at protecting investors.  In sum, 

increased international portfolio movements are likely to lead to higher probability of 

market liberalization and enforcement as well (integration hypothesis).   

 

Another policy constraint results from the distribution of power in the international 

political economic system constrains states’ behavior.  The dominant actor – i.e., 

hegemon - forces other national governments to adopt certain policy change in favor of 

the hegemon’s interests.  Usually, the power of the United States and international 

financial institutions (IFIs) such as the International Monetary Fund and the World Bank 

is emphasized.  Arguably, it has been known that IMF policy conditionality and World 

Bank loans are two possible coercive measures available to the hegemon (Cohen 2002; 

Thacker 1999; Stone 2002, 2004).  Joseph Stiglitz (2000) also points out that the close 

collaboration between the United States Treasury and the IMF were instrumental in 

enforcing emerging markets neo-liberal orthodoxy.31

 

Since World War II, the United States has dominated international financial relations in 

terms of the size, efficiency, and internationalization of financial markets and the 

sophistication of their regulatory structures (Simmons 2001).  As in foreign direct 

investment flows and international trade, the United States. maintains predominance in 

equity markets.  The world’s largest stock market is located in New York and the United 

States. stock markets alone account for, on average, 45 percent of the world’s total stock 

market capitalization over the last two decades (figure 2-2).  Much of the world’s 

financial regulatory expertise and best practices in supervision and regulation also 

originates in the United States.   

                                                 
31 There are some constructivist studies that view those organizations as “teaching,” rather than 
conditioning and coercing, debtor countries.  They argue that knowledge-based experts residing in the 
organizations disseminate new norms and understandings and act as agent of social construction by 
defining what is and what is not appropriate (Finnemore 1993; Barnett and Finnemore 1999).  In this case, 
regulatory change like liberalization should be understood as a voluntary choice by governments according 
to internalized appropriateness rather than external pressures.  In either way, we can see the international 
organizations play a nontrivial role in international financial relations. 
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Source: IFC/S&P Emerging Stock Markets Factbook (various years)

Figure 2-2. U.S Dominance in World Equity Markets
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Regulatory decisions are subject to competitive constraints, but the size and efficiency of 

the United States. financial markets and institutions often render such constraints 

nonbinding.  Indeed, the U.S. has set the agenda for international financial affairs 

throughout most of the postwar period and its single most important thrust since the 

1970s has been for free capital movements and freedom of entry and exit for financial 

service firms (Wade 2003).32  In other words, most of the regulatory harmonization that 

occurred in the 1980s and 1990s was imposed by the financial hegemon on other nations 

(Simmons 2001).  In reality, the pattern of securities market regulation within ASEAN 

shifts toward a United States-style regulatory framework, particularly for Indonesia, 

Malaysia, the Philippines, and Thailand (Craig and Diga 1996).  To protect American 

investors, the United States government has the incentive to push for strict regulatory 

enforcement including insider-trading laws. 

                                                 
32 The fact that the removal of restrictions on capital mobility is one of top United States preferences in 
international financial relations was implied in the statement by the United States. deputy treasure secretary 
Lawrence Summers: “At Treasury, our most crucial international priority remains the creation of a well 
funded, truly global capital market” 
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Therefore, the United States’ financial power can be taken as systemic forces 

constraining, exogenous to, other countries’ regulatory choices.33  Thus, I hypothesize 

that as the United States’ hegemonic power in international markets grows, it is more 

likely that other countries are forced to follow the United States. regulatory regimes and 

hence to liberalize national stock markets and enforce insider-trading laws, which I call 

hegemon hypothesis.   

 

Norm, Region and Competition 

One of diffusion theories of financial liberalization focuses on ideas.  This approach 

underscores the role of ideational factors, such as belief systems and consensual 

knowledge in accounting for policy outcomes (Odell 1982; Gowa 1983; Ikenberry 1993; 

McNamara 1998).  On the decision to liberalize financial markets, several scholars point 

to the importance of an ideational shift from “embedded liberalism” to neo-liberalism that 

occurred in numerous countries.34  Regulatory enforcement also can be affected by the 

way other countries deal with the same policy issue.  Thus, we can expect that both types 

of regulatory change are the result of externalities generated by ideational shifts and 

learning effects at the global and regional level, or through competitive relations between 

states.  My discussion focuses mainly on equity market liberalization, but the following 

hypotheses have the same implications for regulatory enforcement in the sense that a 

country may learn lessons from what other countries have been doing. 

  

Typical of the current trend toward globalization is the ascendancy of theories that 

emphasize market mechanisms as engines of economic growth (Gore 2000; Williamson 

1993).  The spread of liberalization both reflects and buttresses the power of a neo-liberal 
                                                 
33 Many scholars take United States hegemonic status as a mechanism of international diffusion (e.g., 
Cohen 1996, 2002, 2003; Chwieroth 2003; Brune 2003), rather than as a systemic force.    
34 Policies that are analyzed with focus on the cross-national diffusion of ideas include: social security 
systems (Collier and Messick 1975), oil nationalizations (Kobrin 1985), the growth of the welfare state 
(Strang and Chang 1993), the bureaucratization of national science policy (Finnemore 1993), currency 
crises (Glick and Rose 1998), deregulation (Eising 2002), neo-liberal macroeconomic policies (Yebra 
2003), pension privatization (Weyland 2003), capital account liberalization (Brune and Guisinger 2003), 
central bank independence (McNamara and Castro 2003), right to transparency laws (Roberts 2003) and 
privatization (Brune, Garrett, and Kogut 2004). 
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ideational consensus, i.e., “Washington Consensus.”  In the absence of ideational 

consensus, heterodox policies are difficult to distinguish and are readily tolerated 

(Simmons and Elkins 2005).  But consensus on an appropriate economic model raises the 

intangible costs of nonconformity in part because perceived policy failures associated 

with heterodoxy will suffer greater public condemnation than similar failures of 

conforming policy.  So, the proportion of liberalizations in the sample at large should 

influence a government’s decision to liberalize, i.e., the norm hypothesis. 

 

Another mechanism of policy diffusion is geographic proximity.  Countries within 

specific geographic regions tend to be more economically integrated so that the decisions 

made by one country are more likely to directly impact other countries throughout the 

region.  Transaction costs are much lower for observing the consequences and benefits of 

policy decisions made by geographic neighbors.  Similarly, transaction costs for 

monitoring policies among geographic neighbors are lower, as evidenced by the 

proliferation of regional trade agreements and coalitions.  Even if the languages are 

different, national news sources tend to report on such events as policy decisions and 

outcomes in geographically proximate country.  So, geographic proximity is a natural 

peer network from which countries may gather more information about the costs and 

benefits of stock market liberalization.  I expect that it is more likely for countries in the 

same regional grouping to move in similar directions in equity market liberalization.  I 

name this region hypothesis.35   

 

Finally, competitive concerns also play a considerable role in encouraging policymakers 

to make a regulatory change (Helleiner 1994).  Policy liberalization in country A may 

make it a relatively more attractive venue for investment or conducting commercial 

                                                 
35 Ideational approaches to international political economy understand diffusion through cultural and 
regional affinity as a process of social emulation (Brune 2003).  The logic is: Country doesn’t know 
whether it is desirable to liberalize its capital market.  Countries A and B are connected by an array of 
social ties based on history, culture, language, etc.  As a result of these ties, country A takes policy cues 
from country B.  When country B reduces restrictions on its capital movements, country A mimics its 
behavior and opens its market. 
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relations.  As a matter of fact, economists have stressed that capital and trade respond 

positively to the signal that policy liberalization sends (Bartolini and Drazen 1997).  

When a country’s foreign competitors liberalize, traders and investors are drawn to 

locations where they can do business more freely and securely.  Anticipating this 

outcome, country B may feel competitive pressures to match its rival’s liberal policy.  

Therefore, as governments’ liberalization policies are influenced by the policies of their 

most important foreign economic competitors, my hypothesis is that as a country’s 

competition with other countries for capital intensifies, the country is more likely to adopt 

stock market liberalization policies (competition hypothesis).   

 

In sum, hypothetically states liberalize equity markets and enforce securities regulations 

in response to systemic forces such as international financial integration and the United 

States’ hegemonic power, as well as to the diffusion of ideas and policy lessons through 

international norm, regional proximity, and inter-state competition. 

 

2.3.3. Policy-making Systems 

 

The so far discussed hypotheses of interest groups and international diffusion focus on 

the preferences of societal groups and the external pressures to explain regulatory change.  

Here, however, I emphasize the effects of domestic political institutions that intervene 

between policy demands and policy decisions.   

 

Basically following the veto players theory (Tsebelis 2002), I assume that states with 

more veto points and/or veto players are assumed to be less able to alter preexisting 

policies.  Tsebelis (2002) has shown that the difficulties of policy change grow as the 

number of veto players increases, as their preferences diverge, and as the internal 

coherence of the actors declines.  Policy and regulatory stickiness becomes more likely in 

proportion with the number of veto players.  In other words, institutional constraints on a 

government weaken (strengthen) decisiveness (resoluteness) of state action, and the 
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former constitutes a major obstacle to policy reform.36  There seems to be a deep-seated 

trade off between decisiveness and resoluteness of a polity, depending on the number of 

veto points.  One purpose of the dissertation is to test the applicability of such veto 

players arguments to securities regulations. 

 

Accordingly, the relative merit of a certain type of policy-making systems depends on the 

nature of policy issues.  If the issue needs decisiveness, then concentrated policy-making 

systems with fewer veto points may be better.  Conversely, if the issue needs resoluteness, 

fragmented policy-making systems with more veto points may be better.  I put the 

problem of stock market development into the latter case in which policy credibility 

matters and thus, institutional fragmentation is conducive to market growth.  In contrast, 

the regulatory issues – i.e., liberalization and enforcement - under consideration belong to 

the former case.  It is because as defined in chapter 4 in detail, both are understood as a 

change in the policy status quo: statutory and behavioral, respectively.  Liberalization is 

to open a thus far closed equity market, and enforcement is to first execute the already 

existing securities regulations.   

 

In short, my institution hypothesis regarding regulatory change is that concentrated 

policy-making systems or fewer veto points are more readily liberalize stock markets and 

enforce insider-trading laws.   Table 2-2 describes the key hypotheses of regulatory 

change which are tested in chapter 4. 

 

                                                 
36 Also see Buchanan and Tullock (1962) and Cox and McCubbins (2001). 
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Hypothesized Causes
effects

Interest Groups
    Capital (+) Expectation of increased demand for listed shares
    Labor (-) Concerns over outflows of domestic wealth
International Difusion
     Integration (+) Increase in demand for domestic stocks 
     Hegemon (+) Increase in pressure for liberalization
     Norm (+) International expansion of liberalization norm
     Region (+) Regional diffusion of liberalization 
     Competition (+) Compeition for international equity investments
Policymaking Systems: Fragmentation (-) More veto points and inflexible policymaking

Hypothesized Causes
effects

Interest Groups
    Capital (-) Increase in costs
    Labor (+) Checks on corporate management
International Difusion
     Integration (+) Increase in demand for domestic stocks 
     Hegemon (+) Increase in pressure for enforcement
     Norm (+) International expansion of enforcement norm
     Region (+) Regional diffusion of enforcement
     Competition (+) Compeition for international equity investments
Policymaking Systems: Fragmentation (-) More veto points and inflexible policymaking

Table 2-2. Summary of Hypotheses about Regulatory Change

A. Regulatory Reform: Market liberalization

B. Regulatory Enforcement: Prosecution of inside traders

 
 

2.4. Operationalization of Policy-making Systems 

 

Then, there remains a problem of how we operationalize policy-making systems.  This 

measurement issue of institutions is well noted by David Lake (2002: 143) as follows.37

 
“Institutionalism lacks a ready operationalization of its key variable, whether regime or institution…. Most 

agree that formal organizations or agreements constitute regimes, but there is no agreement on how to 

count or code organizations.” 

 

                                                 
37 Lake (2002: 145) also points out that “institutionalists have fallen into what Keohane and Martin call the 
endogeneity trap.  William Riker famously criticized institutionalist for not recognizing that as institutions 
are endogenous, they cannot solve the problem of cycling.  Institutionalists responded that institutions are 
embedded into larger social structures and reinforced by vested interests created by past policy choices.  
Thus, for many issues and policies, institutions can reasonably be treated as exogenous.” 
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In constructing a measure of policy-making systems or veto players, political 

institutionalists use different terms.  George Tsebelis (1995; 2002) divides “institutional 

veto players” and “partisan veto players.”  Others use “collective veto points” and 

“competitive veto points” (Crepaz and Moser 2004).  Also, they count veto players with 

different institutional components.  For example, some count the number of parties in 

government (Andrews and Montinola 2004), but others not (Crepaz and Moser 2004).  

Each has strengths and weaknesses, and the number of veto players varies by issue 

(Tsebelis 1995: 307).  Here the issue of interest is securities policies and overall policy 

uncertainty that directly affect the stock market.  More concentrated policy-making 

systems are conducive to more flexible securities legislation and greater overall 

uncertainty.  

 

Basically, but with some reservations, I follow the coding scheme of the veto-players 

approach, in the sense that I take into account de jure (i.e., institutional) policy-making 

institutions defined by constitution and statutes, as well as de facto (i.e., partisan) policy-

making institutions formed by electoral outcomes.  According to Tsebelis (2002), “a veto 

player is an individual or collective actor whose agreement is required for a policy 

decision.”  Thus, policy-making powers are thus more concentrated as the actors involved 

in policy-making are fewer, the actors have closer positions on a particular issue of 

interest, and the dominant policy-making actor is more cohesive.   

 

Specifically, I first consider formal institutions such as regime type, federalism and 

bicameralism.  Policy-making powers are assumed fragmented under presidential, federal, 

bicameral political systems, while concentrated under parliamentary, unitary, and 

unicameral political systems.  As for the relations between institutional and partisan veto 

players, Tsebelis (1995; 2002) applies the absorption rule wherein an institutional veto 

player is eliminated when the same political party controls it.  For example, a bicameral 

legislature in which the government party controls both houses is counted as one 

institutional veto player rather than two. 
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But I don’t apply the absorption rule for the following reason.  Even if the same party 

dominates both the executive and all legislative branches, it is still possible that there 

remain different preference structures between the members of each institution.  It is 

because each institution is likely to have different constituencies.  In a presidential 

bicameral regime, the president may have more encompassing constituencies than 

legislators.  Of lawmakers, senatorial districts are likely to be wider than House 

representatives.   Different size of electoral districts implies different preferences of 

elected officials, given that politicians are primarily re-election seekers and for reelection, 

they need to serve their constituencies.  In fact, as detailed in chapter 5, we can observe 

numerous instances where the members of the same political party in the United States, 

whether Republicans or Democrats, express different policy positions according to their 

affiliation with the House or the Senate.  Apart from the partisan composition of an 

institutional agent, the formal structure itself has the potential for diverging policy 

preferences and thus may work to weaken the policy-making power of the executive. 

 

After counting de jure institutions (e.g., I code one for parliamentarism, two for mixed 

regime and three for presidentialism), I examine de facto institutions, so-called, partisan 

veto players: that is, whether the government party controls the lower chamber, how the 

government party is constituted in terms of seat distribution, single or coalition, and how 

cohesive the dominant government party is.  The first component covers the cases of 

divided presidential and minority parliamentary governments.  The second and the third 

measure the degree of coalitional strength within the governing parties, and the extent of 

intra-government party cohesion, respectively.  It is obvious that the executive’s policy-

making would be easier and less costly when its party enjoys a majority in the legislative 

branch.  At the same time, when the government party is single rather than multiple, the 

cost of legislative bargaining will be low.  When the governing party is a coalition of 

multiple parties, its policy-making power will increase as the executive’s party holds a 

dominant position in seat distribution.  But a majority may not be a panacea for a 
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legislation game.  It is because even if the governing party or coalition controls the 

legislature by overwhelming margin, undisciplined parties cannot play as a cohesive 

legislative block and it conducive to weakening the policy-making power of the executive. 

 

Unlike the veto-players approaches that employ ordinal indicators for counting partisan 

vetoes, my measures are continuous.  That is, I look how much, rather than whether, 

governing parties hold legislative majorities.  Also, I measure how concentrated the seats 

are among governing parties.  For party discipline, there is no available time-series data 

that measures the degree of discipline of each political party over time, so I use the 

proportion of representatives elected through proportional representation (PR) rules.  

Generally speaking, PR electoral rules, particularly closed-list PR, tend to establish more 

disciplined political parties because the electoral fate of individual candidates is closely 

interrelated with that of their political parties.   

 

Of course, this measure of party discipline is not party-specific, but rather, a general 

potential across political parties.  This causes some problems.  For instance, the degree of 

party discipline depends on whether or not the parties participate in the government, or 

on whether the parties are left-leaning or right-wing in the ideological spectrum.  In the 

literature on comparative party systems, some argue that governing parties are more 

disciplined due to benefits available to their members, while others maintain that 

opposition parties are more united because they have to compete with ruling parties.  It is 

also argued that left-wing parties are more disciplined than right-wing parties.   

 

Nonetheless, my measure is, if not the best, a good proxy for party discipline.  First, there 

is no reason that political parties do not respond to the incentives dictated by electoral 

rules.  Experts on party (system) institutionalization (e.g., Scott Mainwaring) count party 

discipline as one of key indicators of party institutionalization.  Furthermore, they 

emphasize the importance of institutional engineering which helps make political parties 

more disciplined.  For instance, governing parties in SMDs may be less cohesive than 
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those in list PR.  Also a similar inference is possible in the case of party ideology.  Thus, 

it can be a justification for the proxy measure.  Second, there are no available cross-

national time-series data on party-specific discipline.   

 

Measuring de facto policy-making institutions, I take additive values of (i) government 

parties’ legislative seat share, (ii) the degree of seat concentration among governing 

parties, and (iii) the share of MPs elected by closed-list PR.  The greater value of each 

indicator, the more concentrated policy-making systems are, or vice versa.  All the values 

are continuous.  Those continuous measures of partisan institutions are more appropriate 

for this study.  As mentioned above, stock market participants respond sensitively to not 

only specific regulatory change but also overall policy-making environment.  The case 

where the executive controls 51 percent of seats in a unicameral legislature is different 

from the case where it holds 90 percent.  In the latter policy-making environment, 

investors expect more volatile policies and are likely to be exposed to greater uncertainty.    

 

I note that I consider two types of policy-making institutions - de jure and de facto, but I 

take an agnostic stance about the relative importance of the two.  For example, the 

difference between a single party government and coalition governments matters.  But so 

does the difference between a single party government in unicameralism and one in 

bicameralism.  In a sense, the problem stems from not applying Tsebelis’ absorption rule 

under the assumption that even if the same political party controls both houses in a 

bicameral legislature, different constituency size provides differing electoral incentives 

for MPs.  Of course, the difference in preferences means simply potential in the analysis, 

but not particular policy preferences.   

 

For each component of institutional variables, I use various on- and off-line data sources 

(see Appendix).  In particular, for identification of governing parties and their seat shares, 

I primarily rely on World Bank’s DPI2004 Database and Woldendorp et al (2000).  For 

time-series shares of PR-elected representatives in non-Western countries, I use Dieter  
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Type Description Operationalization
de jure institutions; (1) regime type 0= dictatorship, 1=parliamentarism, 2= mixed regime, 3= presidentialism
(1)+(2)+(3) (2) vertical separation of powers 0= unitarism, 1= federalism

(3) legislative structure 0= unicameralism, 1= bicameralism

de facto institutions; (4) seat share of governing parties                     , where SGP is the seats of governing parties, and ST is the total seat in the lower chamber.

[(4)+(5)+(6)]*(-1)
(5) seat distribution of governing parties                       , where SGi is i th governing party.

(6) party discipline of governing parties                      , where SPR is seats elected according to list-PR.

Table 2-3. Measurement of Policymaking Systems

∑
=

=
N

i
iSG

1

TPR SS=

TGP SS=

 
 

Nohlen and his coauthors’ (1999; 2001; 2005) data handbooks.  Table 2-3 summarizes 

the operationalization of the above policy-making systems.  For the purpose of consistent 

interpretation, I multiply the values of de facto policy-making systems by minus one, 

meaning that the greater, the more fragmented, in the same way as de jure policy-making 

systems. 

 

2.5. Conclusion: Summary of Hypotheses 

 

I have drawn testable hypotheses about stock market development and regulatory change 

as well.  For market development, I examined existing theories emphasizing the role of 

industrialization, legal origins, interest groups, international diffusion, and then presented 

an institutionalist alternative.  The industrialization hypothesis is that levels of economic 

development are a prerequisite to stock market growth since industrialization expands the 

volume of domestic savings, provides investors with incentives to diversify investment 

instruments available and hence, strengthens the demand for equity markets.  The 

hypothesis of legal origins emphasizes the effect of legal family on investor protection 

which is critical to equity market development.  In particular, the Common-law 

hypothesis links English Common-law Commercial Code and securities regulations to 

greater investors’ rights and more developed markets.  These two hypotheses don’t take 

into consideration the politics involved in financial transformation.  A financial system is 

an institution defining who gets what, in gathering and allocating domestic capital, 

though.   Furthermore, the two lacks any micro-foundation in their explanation of 

financial regime change.  In this sense, the interest-group politics tries to fix both 
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problems.  It views a financial structure as an equilibrium resulting from distributional 

conflicts among relevant actors.  Big firms are assumed to prefer equity markets to 

commercial banks, due to their comparative advantages in equity financing (capital 

hypothesis).  By contrast, labor and small firms (including farmers) are located on the 

opposite side.  Equity market-based financial regimes need flexible labor markets, 

heighten job insecurity and thus labor is likely to oppose stock market-dominant system 

(labor hypothesis).  Also, small firms and farmers may have similar preferences over 

financial regime, because they are relatively disadvantaged in equity financing and have 

similar preferences to labor (agriculture hypothesis).  Beside such domestic factors, a 

financial system could be affected by external environments, too.  International financial 

integration and more exposure to the United States' influence can be beneficial to the 

growth of equity markets in that integration and the United States increase international 

portfolio investment flows and directly boost the demands for local shares.  In addition to 

these integration and hegemony hypotheses, equity culture can diffuse through 

international norm, region, and competition.  Advanced telecommunication and 

information technology facilitates the expansion of information of successful equity 

markets in a country to others.  Despite some degree of explanatory power, the above 

theoretical propositions miss the importance of stable long-term expectations and the role 

of governments for equity investment.  Long-term investments, in part but significantly, 

depend on the extent of policy credibility.  Low credibility aggravates the information 

problem such as adverse selection and moral hazard and weakens the confidence of 

market participants.  Credible policy commitments can be possible through institutional 

constraints on the government.  In particular, fragmented policy-making systems where 

policy-making powers are shared by multiple decision makers (i.e., veto players), are 

conducive to credible commitments and equity market development (institution 

hypothesis). 

 

With respect to regulatory change, very similar components constitute theoretical 

arguments, but for different reasons.  For example, capitalists and listed firms in 
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particular favor stock market liberalization but not strict regulatory enforcement like 

insider-trading laws.  The former stimulates the demand for their listed shares and the 

latter imposes additional management costs.  Conversely, labor resists market opening 

for fear of job instability, but pushes the government for regulatory enforcement as 

outsiders or minority shareholders.  The effect of international diffusion factors is 

assumed to be positive for market reform and enforcement as well.  Financial 

globalization and the United States-originated “Washington Consensus” force developing 

countries under consideration to open the equity markets and enforce insider-trading laws 

for the purpose of foreign investor protection.  Policy makers also learn policy lessons 

from the international structure of ideas, regional peer networks and competitor nations.  

Positive externalities of such factors facilitate stock market liberalization and 

enforcement (norm, region, and competition hypothesis, respectively).  As in market 

development, I put emphasis on the nature of policy-making systems.  Following the veto 

players theory, I hypothesize that concentrated policy-making systems respond quickly to 

external pressures, so are likely to earlier liberalize stock markets and enforce securities 

regulations than fragmented counterparts, which is names the institution hypothesis. 

 

The next chapters test these hypotheses using statistical and case study methods.  Chapter 

3 is to examine the determinants of stock market development, and chapter 4 tries to 

isolate the causes of regulatory change.  In chapter 5, I qualitatively study the politics of 

regulatory change in South Korea and the United States to provide empirical evidence for 

my institutionalist arguments.  
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Chapter 3.  The Political Economy of Stock Market Growth 

 

Now, I empirically test the hypotheses elaborated in the previous chapter.  The dependent 

variable in this chapter is the development of stock market.  To test the hypotheses, I 

employ pooled time-series cross-section analysis using data from 94 countries between 

1960 and 2002.  I start with discussion of the importance of stock market development 

for economic growth. 

 

3.1. Stock Market and Economic Growth38  

 

In most developing countries, given the relative scarcity of capital and small volume of 

savings, the question is asked whether there is any need for the establishment of equity 

markets.  The answer to this question lies mainly in the role expected to be played by a 

stock market in the financing of economic development.   

 

In finance, a stock market is believed to be an important institution even when equity 

issuance is a relatively minor source of funds, for the following reasons.  First, an equity 

market provides investors and entrepreneurs with a potential exit mechanism.  For 

example, venture capital investments will be more attractive in countries where an equity 

market exists than one without an adequately functioning public equity market.  When 

the market exists, the venture capital investor knows that it is possible to realize the gains 

from a successful project when the company makes an initial public offering.  The option 

to exit through a liquid market mechanism makes venture capital investments more 

attractive and might well increase entrepreneurial activity generally.  

 

Second, capital inflows – both foreign direct investment and portfolio investments – are 

potentially important sources of investment funds for emerging market and transition 
                                                 
38 Here is also a chicken-and-egg debate over which of stock market development and economic growth 
comes first.  The conventional wisdom is that economic growth leads stock market development.  But 
finance historian like Sylla (1998) and economists such as Levine (1999) and Rajan and Zingales (2003) 
empirically evidence that finance leads growth in the real sector.  
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economies.  International portfolio investments have grown rapidly in recent years as 

portfolio managers around the world have begun to understand the importance of 

international diversification.  Portfolio flows tend to be larger to countries with organized 

and liquid equity markets.  Thus, the existence of equity markets facilitates capital inflow 

and the ability to finance current account deficits.39  Third, the provision of liquidity 

through organized exchanges encourages both international and domestic investors to 

transfer their surpluses from short-term assets to the long-term capital market, where the 

funds can provide access to permanent capital for firms to finance large, indivisible 

projects that enjoy substantive scale economies. 

 

Also, the existence of a stock market provides important information that improves the 

efficiency of financial intermediation generally.  For traded companies, the stock market 

improves the flow of information from management to owners and quickly produces a 

market evaluation of company developments.  As firms increasingly link the 

compensation of their managers to stock price performance, a deep equity market may 

also provide managers with incentives to exert more effort in monitoring risky, high-

return projects. 

 

Finally, a stock exchange also plays an important role in mobilizing funds and resources 

needed for development and offers the government the institutional forum for 

implementing its policies relating to stabilization, monetary controls and regulation of the 

banking system.  By marshalling savings and making them available to companies and 

public authorities that need them, the stock exchange plays an important supportive role 

in capital formation.  All in all, stock markets are beneficial to capital formation, 

economic efficiency, and ultimately economic growth.   

 

                                                 
39 Some point out that portfolio flows can also be destabilizing since a change in market sentiment can lead 
to massive outflows which often lead to exchange rate crises as in Mexico in 1995 and the Czech Republic 
in 1997. 
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Recognizing the important role of stock market, governments have created a new stock 

exchange or sometimes actively promoted existing equity markets.  As a result, stock 

markets around the world have experienced phenomenal expansion over the past two 

decades.  According to Emerging Stock Markets Database, the aggregate market 

capitalization of all national equity markets has grown exponentially from US$ 27 trillion 

in 1980 to US$ 278 trillion by the end of 2001.  In particular, the rate of growth for 

emerging markets is far more striking.  That is, market capitalization in those markets 

jumped 2886 times (that is, about 131% per annum) from US$ 86 billion to US$ 25 

trillion.  

 

Nonetheless, the cross-national outcomes of stock market growth have not been even, 

rather, sometimes diverging.  While stock market capitalization increased in most 

countries, this rise has differed substantially across nations.  Within emerging economies, 

market capitalization in Latin America has increased at a slower pace, with markets being 

much smaller than those in East Asia.  For example, stock market capitalization relative 

to GDP was only 28 percent in Latin America compared to 72 percent of in G-7 countries 

and 95 percent in East Asia.  Similarly, trading value to GDP in Latin America stock 

markets was only 3.4 percent at the end of 2002.  On the other hand, the value at Asian 

and G-7 equity markets reached 86 and 99 percent of GDP, respectively.40  So, it is 

important to examine what factors determine the extent of a country’s stock market 

development, measured by both size and activity.  This chapter is devoted to empirically 

examining the determinants of stock market development. 

 

3.2. Key Testable Hypotheses 

 

In the previous chapter I hypothesized, among other things, that the nature of policy-

making systems affects the credibility of policy contracts between government and 

investor.  When the government operates under a concentrated policy-making systems, its 

                                                 
40 Torre and Schmukler (2004). 
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policy promise becomes less reliable, given the government’s opportunistic incentives to 

renege the contract for its own, probably short-term, interests.  I assume that whenever 

the government establishes a formal stock exchange and promulgates a certain policy 

measure, a policy promise is created.  But as in a principal-agent problem, investors have 

difficulties monitoring what the government is doing to keep the promise.  Furthermore, 

when the government is supported by a political institutional setting such that its policy-

making power is so concentrated and the government is able to do whatever it wants to 

regarding public policies, the previously announced policy promises will not be credible.  

This cannot solve market failures at the stock exchange resulting from the persistence of 

uncertainty and asymmetric information problems.  It hampers the establishment of long-

term expectations which are important to equity investments.  Eventually, it dampens the 

supply of and demand for stocks.  Simply put, a concentrated (fragmented) policy-

making system is likely to lead to less (more) developed stock markets.  

 

In addition, for past decades, national stock markets have been engaged in more 

interactions with foreign influences, whether voluntary or involuntary.  Therefore foreign 

factors need to be taken into account to study the evolution of global stock markets.  I 

examine hypothetically positive effects of international portfolio mobility, ideational and 

geographical diffusion, inter-state competition for capital, and the influence of a hegemon 

in the international system.  The roles of interest groups, for the micro-foundationing 

purpose, and legal traditions and levels of economic development, as a default theory of 

stock market growth, also are analyzed.  In next sections, I deal with data and 

methodology issues, and then discuss the results. 
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3.3. Data and Methodology 

 

3.3.1. Dependent Variable 

 

My dependent variable is the development of stock market.  As in the concept of 

‘economic development,’ there is no unanimously accepted definition of stock market 

development.  Some see the aspect of size, that is, market capitalization (i.e., total value 

of listed shares).  Others look at the activity of a market such as trading volume and 

trading value.  Some consider important market volatility (i.e., standard deviation of 

stock returns),41 while others take seriously degrees of market concentration in terms of 

the distribution of trading and ownership.  Market liquidity (i.e., ratio of capitulation and 

trading value) is also of much interest. 

 

Of these market indicators, I choose market capitalization and trading value for two 

reasons.  First, for a large sample as in this study, the two indicators produce more 

observations than any other.  Second, most stock exchange websites and various annual 

reports of financial institutions including central banks evaluate the stock market 

primarily with respect to capitalization and trading.  Thus, large and active stock markets 

are considered “developed” in this analysis.  To address both aspects of stock market, I 

construct a composite index of stock market development using the additive mean values 

of the proportion of total values of listed shares (that is, capitalization) in GDP, on the 

one hand, and the proportion of trading values in GDP.42  Both indicators are deflated 

with consumer price index to eliminate inflation effect, on the other.43

 

                                                 
41 For example, Singh (1999) gives three reasons why share price volatility is a negative feature of stock 
markets: (1) it reduces the efficiency of the price signals in allocating investment resources; (2) it increases 
the riskiness of investment and may discourage risk-averse firms from financing their growth by equity 
issues and thus from listing on the local stock market; and (3) it may lead to financial fragility for the whole 
economy, at a macroeconomic level. 
42 There exists a moderate level of correlation between the two.  From 1,844 observations, the correlation 
coefficient is 0.5366. 
43 For the formula, see Appendix. 
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For data on capitalization and trading value, I use World Bank’s Financial Structure 

Database and World Development Indicators, and IFC/S&P’s Emerging Stock Markets 

Handbook as a baseline source.44  

 

3.3.2. Independent Variables 

 

Since political institutional variables are operationalized in detail in chapter 2, I discuss 

the measurement of other variables here divided into international and domestic factors.     

 

International Factors 

International systemic force is measured by the degree of international financial 

integration.  Conventionally, international integration is measured by the amount of 

international borrowings (e.g., Leblang 1997), foreign direct investment (FDI) and total 

exports and imports.  However, I employ foreign portfolio investment - i.e., total 

outflows and inflows of investment in bonds and equities as a proportion of World GDP.  

It is because international transactions of bonds and stocks have a more close relation to 

national stock markets.  The total net flows are calculated as the absolute value of the 

sum of these inward and outward flows (Simmons 1999).45  Relevant data came from the 

World Bank’s World Development Indicators and the IMF’s Balance of Payments and 

International Investment Position statistics.  The expectation is that as this measure 

increases, so do levels of stock market development, by either transmitting equity culture 

or directly stimulating the demand for stocks at a domestic market. 

 

To test the hegemon hypothesis, I measure the influence of United States hegemonic 

power in two ways.  First, I consider the degree of trade dependence on the United States, 

                                                 
44 For full description of data sources, see Appendix 
45 Compared to other alternative measures such as trade openness and foreign direct investment, portfolio 
transactions show relatively low cross-country variations.  That is, as percent shares of GDP, trade 
openness ranges from 3.7 to 269, FDI inflows from -16.7 to 94.3 and portfolio flows from 0.1 to 9.8.  So, I 
substitute the integration indicators with those alternatives, but the estimation results do not vary 
significantly.   
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which is the proportion of a country’s total exports to the country’s exports to United 

States markets.  I extracted related data from the United Nations’ COMTRADE Database.  

More trade dependence means greater vulnerability to hegemonic pressures.  

Alternatively, using the same database, I measure bilateral current account balances, 

assuming that if a country enjoys larger surplus, that country is likely to be subject to 

United States’ pressures of market liberalization.  Finally, based on the United States’ 

Treasury International Capital (TIC) reporting system data on international portfolio 

capital investment flows; I calculated bilateral portfolio transactions between the United 

States and other individual countries in the sample.  To the extent to which United States 

Residents hold portfolio assets in a country, the country is assumed to be more exposed to 

United States influences and hence, to have relatively developed stock markets.  

                     

For international diffusion variables, I measure global equity culture (norm) using the 

yearly mean of the dependent variable across all sample countries, except for the country 

of interest (Simmons and Elkins 2004).  For instance, suppose that in 1985, there are 40 

countries including country A.  Then a norm measure is calculated by the mean value of 

market development index of 39 countries excluding country A.  In similar ways, the 

yearly effects of regional diffusion are approximated by the averaged market 

development index of all other regional peers of country A’s.  Thus, country A’s level of 

market development is excluded in both norm and regional diffusion measures.   

 

For competitive emulation, I assume that countries compete for international capital and 

therefore may have incentives to make their stock market more attractive investment 

venues to foreign investors.  To that end, the government may stimulate the spread of 

equity culture with various incentives such as taxation and Employee Stock Ownership 

Plans (ESOPs).  Usually, foreign investors are institutional investors like investment 

banks and securities firms.  They are known to base their investment decisions on 

international credit ratings of a country.  All else equal, competition is likely to be intense 

among countries belonging to similar country credit and risk ratings.  For example, a 
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country whose credit rating is AA in S&P Sovereign Credit Ratings is likely to compete 

with other countries whose ratings are around AA, rather than B or C grades.  So, I 

measure competitive pressures for stock market growth by the yearly mean of the market 

index within the same credit rating group.  The same as the above diffusion indictors, a 

given country’s market index is excluded from calculation.  I use S&P’s foreign 

currency-denominated sovereign bond ratings which are available from 1975.46  Since 

the ratings are letter-grades, I transform them into ordinal grades.  I provide a procedure 

in Appendix. 

 

Domestic Factors 

For domestic interest groups, the power of labor can be measured by seat shares of leftist 

political parties in the legislature, union density, and the annual cases of workouts and 

strikes.  Each has strengths and weaknesses in terms of conceptual persuasiveness and 

data availability.  The first represents the power of labor filtered through political 

institutions, whereas the last two indicate workers’ non-institutional, informal political 

power.   But among other things, data limitations dictate me to choose the former 

measure.  Many developing countries under analysis do not provide relevant data on 

union density and strikes sometimes in entirety. 

 

An issue associated with seat shares of leftist parties is how we can identify ideological 

stances of political parties cross countries and over time.  Particularly, the problem 

becomes complicated because party ideology can change over years and elections.  To 

identify left-leaning political parties, I look at party labels and code “communist” and 

“socialist” parties as left-wing.  Also, I refer to Socialist International 

(www.socialistinternational.org) and Leftist Parties of the World (www.braodleft.org) 

database.  The two websites include the member list of left-leaning political parties.  For 

party ideology of Latin American political parties, I use Madrid’s (2005) measure, but the 

difference is that I code both center-left and leftist parties as left.  After identifying party 
                                                 
46 As an alternative, Moody’s sovereign bond rating covers a longer period of time (since 1950), but fewer 
countries. 
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ideology, I calculate the legislative seat shares using Nohlen and his coauthors’ (1999; 

2001; 2005) data handbooks of electoral outcomes. 

 

Capitalist power is calculated using the weights of listed firms in the national economy.  

Technically, I first calculate average market capitalization for individual listed firms and 

divide it by GDP.  I assume that listed companies are largest and representative firms in a 

country.  So, their importance in the economy works as a proxy for the political power of 

capital.  Thus, labor’s power is conceived as an electoral outcome, but capital’s not.  It is 

partly because usually, labor has a political say through elections, but capital through 

regular and irregular political contributions. 

 

One of important modifications to the interest groups politics and the diffusion theory is 

that I explicitly consider the interactions between political institutions, on the one hand, 

and domestic interests and international factors, on the other.  To test these mediating 

roles of policy-making institutions, I put interaction terms into the equation.  Specifically, 

I analyze the interaction between de jure and de facto policy-making systems for two 

interest groups and five international variables, which produces fourteen (i.e., two times 

seven) interaction terms.     

 

I also include several control variables.  First of all, I consider the degree of 

democratization.  Financial transactions may be more active when economic freedom is 

guaranteed.  While economic freedom entails political freedom, the opposite is closer to 

reality.  Empirically, for example, both Taiwan and South Korea experienced stock 

market boom shortly after their transition to democracy.  Thus, we can conceive 

democracy as a favorable condition for the growth of stock markets.  Also, some argue 

that the effect of political institutions depends on the level of democracy in the sense that 

dictators may be able to simply bypass or ignore the checks of formal institutions.  I 

employ the democracy minus autocracy values from the Polity IV dataset (Marshall and 

Jaggars 2000). 
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Then, to test the economics argument, using per capita GDP, I measure levels of 

economic development.  We can expect that higher levels of per capita income would be 

correlated with more developed stock markets.  Macroeconomic indicators also are 

considered.  Inflation is annual percent changes of consumer price index.  When prices go 

up, people tend to avoid holding monetary assets which have greater risks, and instead 

seek to turn their savings to real assets like estates.  So, higher inflation is harmful to 

stock markets.  Similarly, unemployment suggests poor performance of the economy and 

gloomy outlook, so we expect a negative correlation between unemployment rates and 

equity market growth. 

 

Also, following the law and politics approach, I include dummy variables of legal origins 

which are English, Socialist, French, German and Scandinavian (La Porta et al. 1997; 

1998).  I expect the coefficient of English legal family to have positive signs.  Equity 

culture may also be affected by the history of a stock market.  When it has existed for 

long, it can be salient to investors as an investment venue, or becomes more efficient 

through numerous trial and errors.  Jorion and Goertzmann (1999) provide the 

establishment dates of world stock markets.  To control for regional fixed effects, I 

include ten regional dummies (see Appendix for details).  

 

3.3.3. Methodology 

 

The main sample includes data from 94 countries from 1960 to 2002.  Even though I 

analyze the full sample in this section, for the robustness check purpose, I separate it into 

OECD and developing country tiers and assess the validity of the hypotheses.  Of total 

4,042 country-years, data availability and use of lagged variables ultimately shrank the 

data set to ranging from 1,263 to 1,457 observations.  
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I offer here a general specification of the empirical model, reserving the explication of 

the details of the variables for below. Following the hypotheses outlined in chapter 2, I 

evaluate the effect on stock market development of economic growth, interest groups, 

legal traditions and policy-making systems (factPMS for de facto PMS; jurPMS for de 

jure PMS), and international diffusion, with a set of controls.  A full model becomes: 

 
Stock market development index (SDI)i,t = f(SDIi,t-1, Economic development i,t-1, Legal origins i,t,  

                                                                    Power of labori,t, Power of capitali,t, factPMSi,t,     

                                                                    jurPMSji,t, Integrationi,t-1, Hegemoni,t-1, Normi,t-1,  

                                                                   Region,i,t-1, Competition,i,t-1, Controlsi,t ). 

 

The model summarized above is autoregressive, modeling the prior values of the 

dependent variable as part of the dynamics of the equation.  This entails lagging the 

dependent variable.  I do this for strong methodological and theoretical reasons.  

According to Beck and Katz (1995), pooled time-series designs often violate the standard 

OLS assumptions about the error process.  First, errors might be contemporaneously 

correlated, such that errors in country i at time t are correlated with errors in country j at 

time t.  Second, the error process may display panel heteroskadasticity, where the 

variances of the error process differ from unit to unit.  Third, there may be serial 

correlation such that errors in country i at time t are correlated with errors in country i at 

time t+1.  Each of these violations tends to reduce the size of the estimated standard 

errors, thereby raising estimated levels of significance for the individual coefficients. 

 

Along with one-period temporal lags, I include one-period spatial lags for diffusion 

variables.  As noted, the spatial lag is calculated for each country by taking the average 

value of the dependent variable in the other (N-1) countries for each time period.47  It is 

to control for endogeneity of international diffusion.  Assuming that equity market 

growth in a country has positive externalities to other, not lagging diffusion variables 

faces the problem of endogeneity and spurious correlations.   
                                                 
47 This type of control for spatial dependence is discussed by Beck (2001) and used by Franzese (2002). 
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In theory, stock market development entails, for the most part, incremental adjustments 

of the status quo.  For example, inflow of extra funds into stock markets hardly increases 

at once.  Further, the number of domestic companies that deserve listing on the exchanges 

increases in extremely gradual fashion.  As firms grow and mature, their experience and 

reputation may qualify them for longer-term loans from banks and other intermediaries 

such as insurance companies and pension funds and equity investments from 

information-specialist venture capital firms.  Further growth and maturity would increase 

the likelihood that the firms could qualify for an equity offering, either through domestic 

or foreign securities markets. 

 

Autoregressive model performs another important function, in that it allows for the 

assessment of changes in stock market characteristics over time and thus generates a 

picture of the dynamics of stock market growth.  So, proceeding without lagging 

variables in a pooled sample would harm the credibility of statistical inference, as 

autocorrelation would clearly bias the results.   

 

In sum, the lag is essential and hence, the model takes the form of pooled time-series-

cross-sectional regression analysis with a lagged dependent variable.  This technique has 

come into vogue in comparative political economy.  It is useful in that it allows a 

significant expansion of the number of observations in the regression, thus in part 

resolving the small-n problem.  I note that whenever possible, I use panel-corrected 

standard errors (pcse’s) as recommended by Beck and Katz (1995) to correct for panel 

heteroskedasticity and contemporaneous correlation of the errors. 

  

3.4. Analysis 

 

Figure 3-1 provides snap-shot diagnostic plots for the selected variables, which are 

produced by regressing market capitalization, trading value and the composite stock  
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A. Market Capitalization

B. Trading Value

C. Stockmarket Development Index (capitalization plus trading value)

Note: I obtained residuals against each predictor variable separately and then graph the residuals
against predictor vraiable (i.e., de facto and de jure policymaking systems, per capita income, 
equity investment from the U.S. The sample consists of 110 countries and each variables are the value 
for 2000 only. "facto" and "jure" stand for de facto and de jure policymaking systems; 
"capita" for per capita income; "usequity" for US equity holdings

Figure 3-1 Diagnostic Plots for Selected Variables
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market development index, on de facto (partisan) and de jure (institutional) policy-

making systems, per capital income, and United States equity holdings, respectively.  

Generally speaking, United States influence appears to have positive and strong 

correlations with both capitalization and trading, while the effect of per capita income is 

discernable only for the market development index.  Of policy-making systems, partisan 

fragmentation of policy-making systems seems to have positive, but weaker influences 

than institutional fragmentation for all the stock market indicators.  With this general 

sense about the relationships between market growth and key explanatory variables, the 

next sections discuss the results of econometric analyses.   

 

Table 3-1 reports the estimation results using different models.  The coefficients and 

panel-corrected standard errors are obtained under the assumption of panel-specific first-

order autocorrelation.  Other auxiliary estimators under the different autocorrelation 

assumptions are presented in Appendix.  Model 1 includes all the relevant variables and 

models 2 and 3 deal with diffusion and domestic interests only.  Model 4 does not include 

any interactions terms, suggesting that it estimates only the marginal or autonomous 

effects. 

 

Policy-making systems 

With respect to policy-making systems, de jure institutions (“jurPMS”) prove to be a very 

significant predictor for market growth.  As expected, the signs of the coefficients are 

positive.  It suggests that de jure institutions forming a fragmented policy-making system 

are beneficial for stock market growth.  Initially, I measure de jure institutions with 

degrees of federalism, bicameralism and presidentialism.  And I assume that each 

institutional component increases the possibility of diverging preferences among 

policymakers, mainly due to different constituency bases.  The very existence of different 

preferences implies that neither party involved in policy decisions could easily overturn 

the existing policy promises.  Hence, problems of uncertainty and asymmetric 

information at the market can significantly diminish and it forms stable long-term 
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Coefficient PCSEs P>|z| Coefficient PCSEs P>|z| Coefficient PCSEs P>|z| Coefficient PCSEs P>|z|
Lagged D.V. 0.8433 0.0219 *** 0.9093 0.0167 *** 0.8523 0.0233 *** 0.8466 0.0220 ***

Political Institutions (PI) Democracy -0.0009 0.0033 -0.0007 0.0035 -0.0021 0.0033 0.0036 0.0032
jurPMS 0.1119 0.0540 ** 0.1094 0.0390 *** 0.0539 0.0318 * 0.0258 0.0096 ***
factPMS 0.2481 0.1787 0.1070 0.1057 -0.0732 0.1402 0.0834 0.0324 ***

Diffusion (D) Norm -0.5081 0.2320 ** -0.5272 0.2766 * -0.7275 0.2983 **
Region -0.2327 0.0416 *** -0.2247 0.0455 *** -0.0177 0.0291
Competition 0.0075 0.0444 0.0111 0.0451 0.0286 0.0328
Integration -0.0273 0.0192 -0.0229 0.0225 -0.0470 0.0221 **
Hegemony 0.0163 0.0047 *** 0.0129 0.0042 *** 0.0029 0.0023

     Interaction PI & D jurPMS*Norm -0.3299 0.1030 *** -0.5272 0.1032 ***
jurPMS*Region -0.0079 0.0113 -0.2247 0.0106
jurPMS*Competition 0.0439 0.0161 *** 0.0128 0.0166
jurPMS*Integration 0.0145 0.0077 * 0.0166 0.0078 **
jurPMS*Hegemony 0.0029 0.0016 * 0.0017 0.0016
factPMS*Norm -0.4918 0.2334 ** -0.4906 0.2451 **
factPMS*Region -0.1744 0.0288 *** -0.1813 0.0295 ***
factPMS*Competition 0.0136 0.0277 0.0062 0.0299
factPMS*Integration 0.0215 0.0154 0.0217 0.0164
factPMS*Hegemony 0.0145 0.0039 *** 0.0158 0.0041 ***

Interest Groups (IG) Capital 0.1540 0.0424 *** 0.1097 0.0380 *** 0.1692 0.0249 ***
Labor 0.0023 0.0021 0.0034 0.0022 -0.0027 0.0004 ***

     Interaction PI & IG jurPMS*Labor -0.0001 0.0004 -0.0006 0.0004
jurPMS*Capital -0.0056 0.0057 -0.0033 0.0038
factPMS*Labor 0.0017 0.0011 0.0019 0.0012
factPMS*Capital 0.0099 0.0250 -0.0117 0.0231

Legal Origins English Common Law 0.3385 0.1882 * 0.4652 0.1979 ** 0.0301 0.1736 0.0455 0.2184
French Law 0.2263 0.1793 0.3801 0.1880 ** -0.0687 0.1646 -0.0830 0.2126
German Law 0.0842 0.1823 0.3205 0.1826 * -0.1986 0.1693 -0.2042 0.2149
Scandinavian Law 0.3854 0.1790 ** 0.4976 0.1981 ** 0.0455 0.1610 -0.0637 0.2063

Controls Industrialization -0.0445 0.0369 -0.0520 0.0318 0.0016 0.0305 -0.0738 0.0328 **
Unemployment -0.0065 0.0021 *** -0.0043 0.0021 ** -0.0061 0.0019 *** -0.0070 0.0021 ***
Inflation 0.0143 0.0121 -0.0049 0.0111 -0.0065 0.0120 0.0006 0.0112
Market age 0.0013 0.0003 *** 0.0001 0.0002 0.0012 0.0003 *** 0.0012 0.0003 ***
Africa -0.1330 0.0693 * 0.0546 0.0653 -0.0325 0.0580 -0.1465 0.0524 ***
South Asia -0.0627 0.1135 -0.1813 0.1133 0.1256 0.0876 0.0551 0.1258
East Asia 0.4481 0.0955 *** 0.2265 0.0970 ** 0.3739 0.0901 *** 0.4797 0.1029 ***
Southeast Asia -0.0434 0.0807 -0.0319 0.0894 0.0741 0.0761 0.0724 0.0771
MENA 0.0530 0.0737 0.0675 0.0684 0.1761 0.0587 *** 0.1351 0.0632 **
Latin America -0.1745 0.0844 ** -0.0825 0.0818 -0.0981 0.0552 * -0.1908 0.0703 ***
North America -0.1321 0.0537 ** -0.0369 0.0425 -0.0395 0.0425 -0.0598 0.0476
Eastern Europe 0.3493 0.1741 ** 0.4780 0.1763 *** 0.2183 0.1503 0.1995 0.2065
Western Europe -0.0880 0.0735 0.0621 0.0665 -0.0257 0.0682 0.0480 0.0702
Constant 1.0871 0.3403 *** 0.0620 0.3325 0.4646 0.3097 2.2125 0.3465 ***
Obs 1191 1215 1418 1223
R2 0.9580 0.9525 0.9517 0.9543

* significant at 0.1 level, ** significant at 0.05 level, and *** significant at 0.01 level.

[3] Interest Group Model [4] No Interaction Model

Table 3-1. Determinant of Stockmarket Development

[1] Full Model [2] Diffusion Model

 
 

investor expectations.  Eventually, such policy-making system is conducive to stock 

market growth. 

 

For the purpose of analysis I discuss the institutional components of policy-making 

systems separately, when necessary.  In the case of federalism, Weingast (1989) coined 

the term “market preserving federalism.”  He suggests that such federalism combines 

checks and balances, prevents the government from interfering in the economy and 

therefore, enhances the credible commitment of the government.  This federalist check is 

important for stable securities regulation.  For instance, in Canada and the United States, 

the power of securities regulation is shared between federal and state governments.  It is 

true even when Canada moves to establish a federal regulator and the United States has 

the SEC as principal federal securities authority.  Federal regulators or the central 
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government may prevent the race to the bottom in securities regulation by setting the 

minimum level of permissible regulations.  Also, as shown in chapter 5, state 

governments function as an institutional check on the central government in regulatory 

change. 

 

Bicameralism has important implications for regulatory independence of, if any, a 

national securities authority.  That is, simply creating an independent securities regulator 

may not be enough to guarantee its legal, as well as behavioral, independence.48  As in 

central bank independence (Moser 1999), national regulators are more independent in 

those countries in which legislative process involves more veto players.  In contrast, 

unicameral legislatures are prone to manipulate the independence of the regulator to 

control securities policy for political gain, whereas bicameral structures serve as 

institutional checks on each other’s behavior.  Indeed, government-controlled unicameral 

Korean legislature has turned the independence of the Securities Supervisory Board into 

independence only on paper lacking any regulatory teeth until the Asian financial crisis.   

 

Similarly, increase in the value of de facto policy-making systems (“factPMS”), 

indicating a more fragmented policy-making system and more credible policy promises, 

is correlated with higher level of equity market development only in the no interaction 

model.  As hypothesized, its sign is positive and significant in model 4.  While de jure 

policy-making systems show the potential for policy stability, de facto policy-making 

systems are associated with the real feasibility of credible commitment.  The former is 

related to the situation where the executive and other relevant policy-making institutions 

may have different preferences even in the same political parties.  The latter pertains to 

the problem of whether or not the executive is backed by partisan support in the 

legislature, when he wants to reverse existing policy contracts.   

 

                                                 
48 For a survey of independent securities regulators around the world, see Martinez and Rose (2003). 
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Coefficient PCSEs p>|z|
Lagged D.V 0.3988 0.1164 ***
Integration 0.0839 0.4218
Norm 3.6040 5.1534
Region 0.1147 1.2078
Competitio 0.2608 1.3128
Hegemon 0.0242 0.0275
Labor -0.0563 0.0298 *
Capital -0.6893 0.2651 ***
jurPMS -0.4854 0.2266 **
factPMS -1.9351 1.0900 *
Common law -1.5635 0.6892 **
Economic Development 0.3667 0.3099
Inflation 1.7687 0.4102 ***
Unemployment 0.0250 0.0368
constant -6.2984 4.0913
Obs 982
R2 0.5078
* significant at 0.1 level; ** significant at 0.05 level;
*** significant at 0.01 level.

Table 3-2. Policymaking Systems and Market Volatility

 
 

Indeed, table 3-2 reveals that fragmented policy-making systems make the market less 

volatile.  After controlling for domestic macroeconomic indicators (i.e., inflation) and 

international factors, the result holds.  Market volatility is a decreasing function of de jure 

policy-making institutions.  In other words, institutional fragmentation such as federalism, 

bicameralism and presidentialism reduces volatility at the exchange.  In contrast, 

volatility is an increasing function of de facto policy-making institutions.  It suggests that 

concentrated policy-making systems contribute more volatile stock price movements.  As 

studied in chapter 5, for example, the Korean executives were able to repeatedly raise and 

then lower securities transaction taxes for investors, as well as corporate taxes for listed 

firms.  When the stock market was bearish, the government took various promotion 

measures such as tax incentives.  But when the market was seen too bullish, those 

incentives were soon revoked.  Indeed, the government lowered securities transaction tax 

rates from 0.5 to 0.2 percent in March 1979 to boost the market.  Thereafter, the new 

military regime led by General Chun raised it back to 0.5 percent in October 1981 which 

coincided with the explosive demand for construction stocks at the exchange.  This 
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regulatory fine-tuning was possible mainly due to the unique institutional environment 

wherein, for the most of time, a single government party enjoyed legislative majorities by 

large margin, and its party discipline was strong.  Kuo (2000) also documents that the 

Taiwanese one-party dominance and its alliance with big businesses hamper autonomous 

role of securities authorities. 

 

In sum, I find that fragmented policy-making systems have both the potential for and the 

feasibility of policy credibility, and thereby lessen the credibility problem, which 

encourages the development of equity markets.  

  

International diffusion 

Models 1, 2 and 4 address the effects of international factors on domestic stock markets.  

Mostly, equity markets development is negatively correlated with the levels of market 

growth through international norm, region and integration, but positively through United 

States’ influences.  Here I discuss the former cases where the original hypotheses 

contradict statistical results.  The implication of financial integration is dealt with in the 

following section.  Throughout the models, the influence of international norm and region 

measured by the mean level of market development in the full sample and the regional 

groups, respectively, is significant but negative.  But I argue that it does not negate the 

validity of the diffusion hypotheses.  The key lies in better understanding of the 

measurement process.  For instance, international norm perceived by a country A is 

calculated by the mean level of market development of N-1 countries, but not N, because 

the market performance of the country A is excluded, by definition.  Thus, if the 

country’s market is highly advanced more than other nations, it should face lower 

average of market development in the rest of the world.   Conversely, if the country’s 

market is less developed than other nations, it should face higher average of market 

development in the rest of the world.  So as the difference between a particular country’s 

market development and the rest’s grows, the effect of international norm becomes more 

negative.  The same logic applies to the operationalization of regional diffusion. 
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Then, what does the difference mean?   I understand that the difference in market 

development indicates the existence of variations in market development in the whole 

world or in a specific region.  Let’s take a look at the case of South Africa and Swaziland 

in Sub-Saharan Africa.  The South African equity market is most developed and 

Swaziland’s least in the region.  So, regional diffusion scores for South Africa is lower 

than its own level of market development, whereas for Swaziland higher.  As a result, the 

originally calculated diffusion values are negatively associated with market development.  

What if the variation between the two countries becomes smaller?  Then, diffusion is 

positively related to market growth.  A larger variation is identical with a weaker 

diffusion effect, so I conclude that international norm and regional diffusion – i.e., 

smaller variations in market development among states – have positive impact on the 

growth of equity markets. 

 

Competition has mostly positive, but inconsistent, signs with no significance.  As a 

matter of fact, however, regional diffusion and competitive emulation are closely related.  

Countries tend to not only compare themselves with regional neighbors in various aspects 

but also, compete for either international capital or commodity export markets.  This is 

evidenced by the fact that many self-assessment studies provided by national stock 

exchanges reports, with a very few exceptions, the performance (e.g., capitalization, 

trading value, and foreign ownership) of geographical peers’ equity markets, along with 

that of advanced markets.  In East Asia, indeed, Taiwan and South Korea has been 

attentive to their comparative advantages in such areas as trade, portfolio and foreign 

direct investments.  That is the reason why competitive diffusion effects on stock market 

development are likely to be larger among countries within the same regional grouping.  

 

Besides implication for competition, regional proximity highly correlates with cultural 

backgrounds.  Geographically similarly situated people share the likes of beliefs, values, 

and attitudes toward external environments.  Equity culture would be a derivative from 
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this deep-rooted value system.  East Asians attach greater values to real estates that other 

liquid financial assets.  It is revealed by periodic real estate boom in both countries. Also, 

the data on flows of fund in South Korea and Japan confirm their similar equity culture.  

From 1979 to 2004, Japanese and Korean households owned, on average, 6.9 and 7.6 

percent of total financial assets in equities, respectively.  Against striking difference in 

personal income, this similarity looks remarkable.  The shared attitude leads to similar 

levels of stock market development and eventually a similar financial system.  In short, 

the growth of equity markets in a country emulates its regional neighbors.  Dependence 

on hegemonic power also is a significant predictor for market development.  Specifically, 

U.S portfolio investments turn out beneficial to domestic equity markets of other 

countries.    

 

Globalization effects? 

One surprising finding is that international integration measured by the proportion of 

cross-national portfolio movements relative to world GDP turns out to affect national 

equity markets significantly but negatively (see Models 1, 2, and 4).  In chapter 2, I 

assumed that increased international capital movements forced the government to adopt 

investor-friendly policies and that portfolio inflows could directly influence the demand 

for domestic shares at the market.  Therefore, it was hypothesized that international 

integration boosts local stock markets. 

 

In this line of reasoning, some claim that participation in international markets would 

have positive spillover effects on local markets, as going abroad, among other things, 

sends positive signals to investors, encouraging them to participate in domestic markets.  

For example, by raising capital in international markets, governments and firms choose to 

abide by stricter accounting and disclosure standards, making them less likely to 

expropriate investors (Coffee 1999, 2002). 
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However, the statistical result shows the opposite.  More integration and hence greater 

systemic force discourage the development of equity markets.  I would impute this 

contradictory finding to two things.  First, there could be a measurement problem with 

the conventional indicator for international financial integration.  For example, such 

scholars as Leblang (1997), Simmons and Elkins (2004) and many others measure the 

degree of global financial integration with an additive index.  It considers only the 

absolute values of capital inflows and outflows.  It is in part because typical international 

financial statistics like IMF’s provides only data on flows of capital movements, whether 

international borrowings or portfolio investments.   

 

Accordingly, even though outflows of capital may mean reduction in domestically 

available investment funds, taking absolute value of capital outflows distorts the original 

implication of the data.  Levine and Schmukler (2004) point out that in a context of 

liquidity agglomeration, capital outflows can shift local liquidity to international markets, 

generating negative spillover effects on local markets.  Thus, the issue suggests that there 

is need to seek an alternative indicator for financial integration.   

 

Alternatively, a plausible causal factor inversely linking between integration and 

domestic markets is the side effect of increased capital mobility.  Greater capital 

movement presumes more exit options for domestic and foreign capital.  Particularly, 

Thomas Friedman’s “herd behavior” of international capital might make domestic 

securities market more volatile.  Market volatility weakens investor confidence (Singh 

1999).  First, it reduces the efficiency of the price signals in allocating investment 

resources.  Furthermore, inaccurate price signals encourage speculative activities at the 

market.  Second, it increases the riskiness of investment and may discourage risk-averse 

firms from financing their growth by equity issues and thus from listing on the local stock 

market.  In sum, increase in international portfolio transactions is found to be harmful to 

sound growth of equity markets. 
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Domestic interest groups 

The influence of domestic interest groups on market growth also proves significant (see 

models 1, 3 and 4).  Overall, the evidence supports the relevance of class conflict in stock 

market development.  First, as expected, the coefficient of labor power has a negative 

sign, meaning that powerful labor prevents stock market growth.  In Roe’s (2003) “social 

democracy model” and Gourevitch and Shinn’s (2005) “labor power model,” workers 

favor corporate governance practices that will preserve jobs and maximize labor’s share 

of the firm’s income, even at the expense of shareholder value.  Workers seek job 

security and push for laws that make it difficult to discharge employees and close 

factories.  In this situation left-leaning political parties are likely to oppose shareholder 

rights in corporate governance because of shareholders’ interest in corporate profitability 

rather than in employee job security.  Weak shareholder rights not only directly threaten 

property rights, but also intensify the problem of asymmetric information between 

shareholders and corporate insiders.  All this discourages investors from participating in 

equity market.  Facing strong internal opposition from labor, corporate managers also 

may hesitate going public, and equity financing is given lower priority.  As a result, it is 

confirmed that strong labor power is associated with decrease in the demand for and the 

supply of stocks and ultimately with less developed stock markets. 

 

But I find that the strength of the labor effect is very small, with the coefficient ranging 

from mere 0.0017 to 0.0026.  This may indicate the existence of labor’s ambivalent 

preference over stock market.  On the one hand, it suggests that workers’ preferences are 

not uniformly distributed across corporations and sectors.  Given that mostly large 

companies are listed at the exchange, the employees of those firms are to some extent tied 

to the market in the form of pension schemes and employee stock ownership.  In most 

cases, furthermore, the workers of large manufacturing companies tend to constitute a 

majority of organized labor unions in the nation.  Thus, the labor effect on equity market 

development is contingent upon the cross-company and sectoral distribution of 

preference among labor unions.  
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Apart from preference distribution, securities popularization policies also are conducive 

to weakening the negative effect of organized labor on stock market growth.  Those 

policies help workers to become owners of a firm through diffuse share ownership.  For 

example, in the United States, customer share ownership plans (for low income earners 

such as salary men, workers and farmers) and employee share ownership programs (for 

employed workers) are being used to expand the investor base.  As early as 1947 and 

1958 in the United Kingdom and Japan, respectively, the governments launched stock 

popularization drives such as investor education. 

 

With respect to capital, it is consistently confirmed that stronger power of capital is 

positively correlated with the development of stock market.  Unlike small firms and 

farmers, large firms enjoy reputational advantages in equity financing.  In this study, the 

power of capital is measured by an index of industrial concentration, that is, the weight of 

listed firms in GDP in market capitalization.  One may maintain that the causal direction 

could be the opposite: the development of stock markets increases the power of capital 

rather than vice versa.  But to cope with such problem, I lagged the variable by one 

period.  Thus the coefficient means the effect of the previous level of capital power on 

the current level of market growth.  In short, the analysis evidences not only that labor 

and capital have opposite effects on the growth of stock market, but that the negative 

influence of labor is weaker than expected. 

 

Legal origins and industrialization 

Some of legal families have significantly effects on stock market growth.  Table 3-1 

shows that English and Scandinavian legal traditions play a positive role for market 

development.  But French and German civil laws do not have consistent effects.  By 

contrast, levels of economic development are not a significant factor.  A reason for 

inconsistent relationships between legal origins and market development is that legal 

tradition itself cannot guarantee shareholder protection.  “Law and regulation come from 

politics” (Gourevitch and Shinn 2005: 86).  For example, Pakistan has weak shareholder 
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protection, while the United Kingdom has the opposite.  The difference lies in the 

political use of their common-law tradition.  Legal tradition can evolve in different 

directions, depending on the politics that shapes legislation and enforcement.  In fact, 

Pakistan and the U.K have similar level of policy-making concentration.  But my 

interpretation is that lower degree of democracy in Pakistan makes the policy-making 

systems more concentrated and lets policy promises less credible, resulting in less 

developed equity markets. 

 

Contrary to the economic arguments, the models suggest that industrialization is not an 

important factor for market growth.  Increase in national wealth does not result in the 

choice of equity markets as corporate financing source and as investment instrument.  

Nonetheless, the significance and positive sign of the variable “market age” is 

informative.  In most cases, industrialized countries have long had an organized stock 

market.  For example, the median year of stock market establishment for developed 

countries is 1859, whereas for developing countries 1973.  Stock markets of advanced 

nations are more than 100 years older than those of developing states.  Furthermore, the 

correlation coefficient of economic development and market age is pretty high, that is, 

0.58 (meaning 58 percent of the variable of economic development is explained by 

market age).  Thus, given the possibility that the effect of industrialization may be 

absorbed by the one of market age, the economic argument is partially confirmed.  

 

Interaction effects 

Along with independent effects of the above variables, I am also interested in the 

interactions between policy-making systems and other interests, diffusion factors in 

shaping the road to developed stock markets.  It is based on the assumption that political 

institutions play such roles as aggregating and mediating domestic policy demands and 

gate keeping foreign influences.   Models 1 through 3 of Table 3-1 report all possible 

interaction effects between institutions, on the one hand, and interest groups and diffusion, 

on the other.   

 82



As hypothesized, policy-making systems, whether institutional or partisan, play 

significant gate keeping roles such that the impact of external influences such as 

international norm, region, competition, and hegemony depends on domestic policy-

making systems.  For example, in model 1, the effect of norm, regional proximity, and 

hegemony rests upon both types of policy-making systems, but competitive emulation de 

facto policy-making systems only.  Since norm and hegemony seem to have independent 

effects (see model 4), I focus discussion on those variables here.49

 

Most interestingly, international norm interact with domestic political institutions in a 

seemingly negative, but in reality positive, fashion.50  Hegemony also positively interacts 

with domestic institutions.  It implies that fragmented policy-making systems increase 

both norm effect and the United States’ influence.  Thus, policy credibility can be a 

supplement to norm and hegemony in that, given the same level of the two international 

factors, the more fragmented the policy-making systems, the more developed stock 

markets, or vice versa.  

 

With respect to domestic interest groups, the interactive relationship between policy-

making institutions and labor vary with the type of those institutions.  That is, the impact 

of labor interacts with de jure policy-making systems, but the effect of capital interplays 

with de facto policy-making systems (see model 3).  The negative signs of 

“jurPMS*Labor” and “factPMS*Capital” imply that the effect of labor and capital on 

stock market growth inversely depends on the degree of institutional fragmentation.51  As 

policy-making powers are shared among more veto points, so the independent effect of 

capital and labor decreases.  As in the case of diffusion, thus, it is confirmed that 

                                                 
49 In the case of region, we can apply the same reasoning as the case of norm because the difference 
between them lies only in the scope. 
50 Recall that increasing values of norm are translated to increasing variations in market development, and 
eventually decreasing levels of diffusion. 
51 As mentioned earlier, the dissertation does not make any theoretical arguments about the relationship 
between de jure and de facto policy-making systems, which of the two, matter for what should be dealt 
with in future research. 
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domestic political institutional settings significantly constrain the influence of interest 

groups on stock market growth.    

 

3.5. Conclusion 

 

For the past twenty years, the importance of stock markets in the economy has 

dramatically increased.  Both market capitalization and trading value grew exponentially.  

But the process of stock market growth is not universal phenomena across countries, in 

that some have both large and active exchanges, whereas others have either active but 

small, or large but inactive, equity markets.   

 

This chapter aimed at isolating key determinants of these cross-national variations in 

stock market development, with primary emphasis on policy-making systems defined by 

political institutions.  The main institutionalist hypothesis was that the degree of 

fragmentation of policy-making powers shapes the direction of equity market growth.  

Fragmented policy-making systems are characterized by more veto points – i.e., (1) de 

jure institutions such as presidentialism, bicameralism, and federalism; (2) de facto 

institutions such as multi-party coalition governments and weak party discipline.  This 

type of policy-making systems makes more credible the government’s policy promises 

and fosters investor confidence in the market by decreasing policy uncertainty and 

subsequently information costs, which contributes to the growth of stock markets.  In 

particular, I find that political institutions significantly interact with other non-

institutional factors and constrain their influence on the dependent variable. 

 

Specifically, the pooled time-series cross-section analyses confirm the significant positive 

effect of fragmented policy-making systems, whether de jure or de facto, on market 

growth.  Also, it evidenced that as a country is exposed to international and regional 

diffusion of equity culture, the country is more likely to have an advanced stock market.  

In contrast, I find that international financial integration functions as a stumbling block 
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for stock market development when it entails market volatility.  I pointed out that an 

alternative measure of financial integration is required to analyze its real effect.  My 

analysis also supports existing studies that emphasize domestic interest groups: capital 

prefers equity market-based financial regimes, but labor opposes it.  Finally, the impacts 

of international and regional diffusion, labor and capital significantly depend on the 

characteristics of policy-making systems.  For example, fragmented systems increase 

diffusion effects, but reduce interest group influences. 

 

To conclude, my analysis is a complement to, rather than a substitute for, the literature on 

financial development in general.  Nonetheless, an important contribution is, I argue, that 

the development of stock markets is studied from a political institutionlist's perspective.  

This approach is a better fit for not only examining the very nature of policy- or 

regulation-induced market development, but also for explaining close relationships 

between persistent market failures (i.e., asymmetric information), policy-making systems 

and stock market growth.  The next section deals with the problem of what implications 

the characteristic of policy-making systems have for stock market regulations. 
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Chapter 4. The Political Economy of Stock Market Regulation 

 
“The paramount goal of the regulations in the security markets is to protect the innocent (but avaricious) investor” (Stigler 1964: 

725). 

 

The previous chapter finds that all else equal, fragmented policy-making systems have 

positive effects on the growth of stock markets since they make less market failures of 

asymmetric information, mainly due to the potential for credible policy commitment and 

possibly stable policy environments.  In this chapter, I analyze the second path of the 

analytical framework: what effects different policy-making systems have on regulatory 

change, more specifically speaking, on the speed of market liberalization and insider-

trading law enforcement.  

 

4.1. Introduction 

 

Equity markets have the potential to be powerful engines of economic growth.  An 

efficient stock market provides the public with investment opportunities and mobilizes 

their savings, as well as international capital, for productive corporate financing.  Market 

forces serve to discipline management and public ownership improves the accountability 

of the business sector.  But developing a robust and efficient capital market is a difficult 

task for many countries.  One of such challenges is creating an effective securities 

regulatory regime in terms of stability and adaptability. 

 

In chapter 1, I briefly surveyed the globalization of securities markets.  Particularly, 

dramatic increase in international portfolio transactions poses dilemmas for national 

financial regulators.52  On the one hand, governments can allow domestic firms and 

investors to participate in the increasingly integrated financial markets, tap a vast pool of 

                                                 
52 For a summary of the basic purposes of financial regulation, see Herring and Litan (1995) and IOSCO 
(1998/2003). 
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new capital and possibly contribute to the accumulation of more national wealth.53  On 

the other hand, financial liberalization and the removal of capital controls call for the 

sophisticated re-regulation of capital markets (Cerny 1993).  As the Asian financial crisis 

in the late 1990s suggested, liberalization has increased competition in commercial and 

investment banking and in turn, has encouraged some firms to take on more risk.  This 

moral hazard problem led to the collapse of domestic financial sectors.  As the need for 

prudential regulation and supervision of financial institutions increased, the IOSCO 

(1998/2003)54 documented that a well-functioning capital market should be characterized 

as one furnished with investor protection, property rights, transparency/disclosure, and 

regulatory institutions with teeth.  In sum, national authorities are squeezed in between 

such two competing demands as liberalization and regulation with teeth. 

 

Besides, whenever attempting to change regulatory rules and behavior, the government 

faces both opportunities and challenges in regulatory politics.55  Opening domestic stock 

markets to foreign investors may broaden the pool of capital resources available.  But at 

the same time, it may increase vulnerability to speculative attacks by hot money and 

accelerate shifts of industry ownership to foreigners.  As shown in the Asian crisis, 

Malaysia shut down capital movements in response to international speculation.  In the 

late 1980s, a Japanese firm’s purchase of the Rockefeller Center generated nationalistic 

debate about foreign influence in the American economy.   

               

Regulatory enforcement also is a double-edged sword.  Strict enforcement of disclosure 

and insider trading rules may be one of key requirements for a sound financial system. 

Particularly, stock markets with strongly enforced laws against insider trading tend to 

have lower costs of capital for security issuers (Bhattacharya and Daouk 2002).  In other 

                                                 
53 For the case against capital market liberalization, see Stiglitz (2004). 
54 The IOSCO, the International Organization of Securities Commissions, is a multilateral organization of 
national regulatory authorities and stock exchanges. 
55 Discussing the relative merits and disadvantages of securities laws as such is beyond the scope of the 
dissertation.  For Caoasian arguments against securities laws, see Coase (1960); Stigler (1964); Easterbrook 
and Fischel (1991); Berglof and von Thadden (1999).  On the contrary, for arguments for legal rules, see 
Johnson (2002); Coffee (1999); La Porta et al. (1997, 1998).  
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words, where certain individuals are permitted to buy and sell shares based on inside 

information, other investors will be more wary and demand a premium for their 

investment.  This, in turn, raises the cost of capital for all issuers and ultimately entails 

misallocation of financial resources in the economy.  But at the same time, excessive 

legalism and strict enforcement sometimes may incur unnecessary costs for national 

firms and hence, encourage capital or financial activity to migrate to other under 

regulated jurisdictions.56

 

Governments thus confront hard choices in opening stock market and enforcing 

regulations.  This chapter examines the question of how governments attach different 

weights to the costs and benefits associated with stock market regulation.  The following 

questions are being answered.  Specifically, why did some countries decide to open 

equity markets to foreign investors, earlier than others?  Why did some rules have to wait 

for several years until being enforced, even though the rules had existed on paper for a 

long time?  Of emerging markets, for instance, Chile opened the market in 1992, and 

enacted insider trading laws in 1981, which started being enforced from 1996.  Mexico 

liberalized her stock market in 1989 and has had similar insider trading rules since 1975, 

but still has yet to enforce them.  I explain these cross-national variations in regulatory 

performance, with focus on domestic policy-making systems and international diffusion. 

 

Analysis of regulatory change and enforcement surrounding stock markets has been 

underdeveloped in political science.  Rather, though providing useful analytic 

frameworks, as discussed below, some political scientists have paid their attention solely 

to liberalizations of current accounts, capital accounts, and exchange rate regimes.  

Among few exceptions is Andrew Sobel (1994).  He examines the politics underlying 

securities market liberalization in three financial centers such as Japan, the United States 

and the United Kingdom, but does not study stock market liberalizations that swept 

                                                 
56 For economics literature on the desirability of allowing or prohibiting insider trading, see Ausubel (1990), 
Leland(1992), and Bernhardt et al. (1995). 
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across developing countries in the 1990s.  His argument is that the globalization of 

market liberalization is the product of domestic distributional conflicts. 

 

Some economists directly investigate stock market regulation in emerging markets, but 

they work on regulatory effects, for the most part: i.e., if stock market liberalizations 

reduce the cost of equity capital (Stulz 1999; Martell and Stulz 2003), cause investment 

booms (Henry 2000a, 2000b), and ultimately lead to economic growth (Boyd and Smith 

1996; Levine 1997b; Levine and Zervos 1998a, 1998b).  Others analyze changes in the 

level and volatility of stock prices around market openings (e.g., Kim and Singal 2000).  

Also, securities law experts try to make judgmental list of effective market regulations 

(e.g., Black 2001) and find which securities laws and regulations are better for strong 

securities markets (La Porta et al 2004; Fox 1999).  In sum, economics and legal 

approaches concern the costs and benefits of market openings and/or certain legal 

frameworks, but not the political contexts in which changes in regulatory rules and 

regulatory behavior takes place on national securities markets.   

 

For the purpose of bridging the gap between reality and scholarly work, the chapter is 

organized as follows.  In Section 2, briefly reviewing the studies of financial 

liberalization, I present key testable hypotheses more relevant to stock market 

liberalization and regulatory enforcement.  Then, data and methodological issues are 

discussed. To test the validity of the hypotheses, I adopt an event-history method.  A 

summary of main findings concludes the chapter. 

 

4.2. Key Hypotheses 

 

In chapter 2, I discussed how the characteristics of policy-making systems affect the 

development of stock market, measured by both size and activity.  The main intervening 

factor between political institution and market outcome was policy credibility.  In chapter 

3, I empirically evidenced that policy-making systems which are characterized by greater 
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fragmentation and make credible policy commitment are significantly correlated with 

more developed stock markets.  The basic assumption was that institutional 

fragmentation is conducive to the establishment of stable policy environment.  The 

institution thesis holds here, but fragmentation is hypothesized to produce lower 

probability of policy change and thus lower likelihood of market liberalization and 

enforcement.   

 

I address two forms of regulatory change: liberalization and enforcement.  Both issues 

have been well recognized by finance economists important for a sound equity market to 

develop.  Liberalization, characterized as change in regulatory rules, means that 

governments lower or abolish legal barriers to competition of price and actors in 

domestic stock markets.  Traditionally, it includes the abolition of brokerage commission 

rates, the allowance of new financial instruments, and opening the market to foreign 

investors.  Enforcement, characterized as change in regulatory behavior, means that 

governments guarantee the credible implementation of extant legal rules such as 

disclosure requirements, corporate governance and insider-trading laws.  In a sense, 

market liberalization is related to policy adaptability, while enforcement is associated 

with policy adaptability and credibility as well.  Decision to liberalize the stock market to 

foreigners is a one-time policy event in the sense that it creates new rules and new market 

participants.  In reality, governments announce the first date of market liberalization.  

Enforcement under analysis is also a short-term event of the first execution of inside 

traders, but can belong to a long-term policy promise because it concerns implementation 

of existing rules.  Unlike liberalization, governments do not announce the first 

enforcement date of the already promulgated rules.  Here I consider both as regulatory 

change.  

 

Conventional wisdom about policy change is that more veto points make policy change 

less likely.  Two issues of regulatory change under study are distinct in nature.  

Liberalization, as a change in rules, is associated with policy formulation.  Enforcement, 
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as a change in behavior, may be related to policy commitment in the sense that any 

enforcement presupposes the existence of a rule, that is, a policy contract and promise.  

However, both have in common that they are the government’s policy responses to 

external stimuli.  Following the veto-players theory, my institution hypothesis is that 

fragmented policy-making systems are slow to liberalize equity markets and to first 

enforce insider trading laws. 

 

As hypothesized in chapter 2, increased cross-national capital mobility significantly 

constrains the government policy autonomy (Andrews 1994).  As financial integration 

increases, the costs of maintaining capital controls or not enforcing existing investor 

protection measures like insider trading rules come to outweigh the benefits.  Thus we 

can expect that international financial integration increases the possibility of market 

liberalization and law enforcement.  As a similar systemic force, given the dominance of 

the United States in international finance and its support for market liberalism, greater 

exposure to United States influence is likely to regulatory change in other countries.  So, 

as United States’ hegemonic power in international markets grows, it is more likely for 

other countries to liberalize national stock markets and enforce insider-trading laws. 

 

As for diffusion through international norm, regional proximity, and emulation, the same 

hypothesis as in the case of market development applies.  That is, as the proportion of 

market liberalization and enforcement increases in the world (norm), in the region 

(region), or in competitor countries (competition), the country is likely to liberalize the 

market and enforce existing securities laws.57

 

Of domestic interests, big firms are expected to support market liberalization but resist 

regulatory enforcement (capital hypothesis).  It is because entry of new investors in the 

local market means increase in demand for stocks and expansion of mobilizable capital 

pool.  But the management of big firms, as insiders, is likely to oppose strict enforcement 

                                                 
57 For a full description, see chapter 2. 
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of insider trading laws.  Organized workers are concerned about wage volatility and job 

insecurity possibly resulting from market liberalization and misconducts of corporate 

insiders.  Therefore, hypothetically labor opposes liberalization and support enforcement 

(labor hypothesis). 

 

4.3. Estimation 

 

4.3.1. Censoring Issue 

 

Both dependent variables –i.e., market liberalization and enforcement of insider-trading 

law - in this analysis are a duration measure.  Of interest is the elapsed yearly time until a 

stock market is first opened to foreign investors, and until the first criminal prosecution 

of insider trading was made.  Duration assumes the existence of identifiable starting and 

ending points of observation. But there exists both the right- and left-censoring problem.  

The former is the case where we cannot observe what will happen in the future, whereas 

the latter is the case in which we cannot observe, or cannot get the relevant data on, what 

happened in the past.  

 

In case of market liberalization, the left-censoring problem occurs for various reasons.  It 

is ideal that we start our analysis from the year when an organized stock market was first 

established.  But this is not possible in quantitative analysis like this chapter, because 

most stock exchanges of industrialized countries were created one or more centuries ago.  

For instance, Netherlands is said to have a stock market since the 16th century.  

“Censoring is a pervasive and usually unavoidable problem in the analysis of duration 

data” (Greene 2000: 937).  So it is quite inevitable to use an arbitrary starting point of 

analysis.  In the chapter, it is the year 1980.  By assumption, the sample countries started 

having their stock market since 1980.  Also, the sample includes even the countries that 

established a stock exchange after 1980 like most East European and Sub-Saharan 

countries. 
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For the first enforcement of insider-trading laws, the left-censoring problem doesn’t 

occur.  We can identify the first enforcement years that are quite recent in most sample 

countries.  Data problem is not that serious.  For the robustness check on the analysis of 

market liberalization, I use different observation periods, that is, 1980 and 1990.  Each 

sample includes different countries and sample periods.  Thus, we can conclude that a 

variable is significant, when it proves significant in both analyses. 

 

4.3.2. Dating Market Liberalization and Enforcement   

 

In general, stock market liberalization refers to a government decision to allow foreigners 

to purchase share in that country’s stock market and to give domestic investors the right 

to transact in foreign equity securities.58  So, it is distinguished from allowing non-

residents to participate in foreign exchange markets and foreign direct investment, and 

from permitting residents to go for international borrowings.  

 

Of numerous regulatory changes associated with stock market, why is important the issue 

of stock market opening and insider-trading laws enforcement?  These two policy 

measures accompany more direct and explicit government involvement and hence, 

provide a good opportunity to evaluate the relationship between policy-making systems 

and regulatory outcomes.  Other regulatory measures are not appropriate for that purpose 

since liberalization of brokerage commission rates and transformation of trading systems 

have been left with the hands of self-regulation organizations (SROs) such as stock 

exchanges and securities dealers associations. 

 

Market opening and fresh criminal prosecution of insider-trading laws are measured as 

binary.  That is, market opening questions whether or not each country liberalized its 

                                                 
58 Traditionally, stock market liberalization has been dealt with as a specific type of a more general policy 
reform called capital account liberalization or capital market liberalization, which is a decision by a 
country’s government to remove restrictions on capital inflows and outflows more generally. 
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stock market between 1980 and 2002.  Each country observation on the dependent 

variable is coded 0 for each year of the study until the year in which the liberalization is 

implemented, in which case the country is coded 1 for that year.  Liberalizing countries 

then drop out of the analysis in the following year, creating a progressively smaller “risk 

set” of potential liberalizers.  The analysis encompasses 75 countries.  Insider-trading 

laws enforcement is coded following the same scheme.  Only the difference is that the 

analysis starts with the year when insider trading laws were enacted rather than the year 

1980 and ends with the year when the laws were first enforced.  If a country did not 

enforce the laws until the end of 1998, it is considered as a non-enforcing country.  76 

countries are under analysis. 

 

There are various ways to date stock market liberalization,59 but following Henry (2000a), 

I identified the date of each country’s first stock market liberalization.  Official policy 

decree dates are used when they are available; otherwise, two alternatives are pursued.  

First, many countries initially permitted foreign share ownership through country funds.  

Since government permission is presumably a necessary condition for establishment of 

these funds, the date when the first country fund is established is a proxy for the official 

implementation date.  The second way of indirectly capturing official liberalization dates 

is to monitor the IFC’s Investability Index.  The index is the ratio of the market 

capitalization of stocks that foreigners can legally hold to total market capitalization.  A 

large jump in the investability index is evidence of an official liberalization.  In sum, the 

date of a country’s first stock market liberalization is defined as the first year with a 

verifiable occurrence of any of the following: liberalization by policy decree, 

establishment of the first country funds, or an increase in the investability index of at 

least 10 percent.60 Dating the first enforcement of insider-trading laws, I rely on 

Bhattacharya and Daouk’s (2002) data. 

                                                 
59 For information of dating equity market liberalization, see Bekaert and Harvey (2000); Bekaert, Harvey 
and Lundblad (2003);  
60 However, there are other equity market liberalization dates provided in the literature (e.g., Kim and 
Singal 2000) which, employing somewhat different criteria, do differ significantly from those provided by 
Bekaert and Harvey (2000) for certain countries.  Another challenge one faces when dating stock market 
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Most independent variables are measured in the same way as in chapter 3, except for a 

few controls newly employed.  Regulatory enforcement is related to the rule of law in a 

polity, and hence I include a democracy measure in the enforcement equation.  

Democracy controls for its effect on the different operation of political institutions.  

Along with per capita income, I add other macroeconomic indicators such as GDP 

growth rate, inflation and unemployment.  It is because the government may feel 

pressured for change when its economic performance deteriorates.  Also, I include 

current account balances (BOP).  Many governments have tries to compensate for current 

account deficits using financial account surplus.  Thus, we can expect BOP deficits to 

increase the incentive to induce foreign capitals and to that end, to open domestic market 

and strengthen regulatory enforcement.  Another control is levels of stock market 

development.  Developed markets are likely to be ready for liberalization and 

enforcement.  Also, the crisis hypothesis of “crisis-induces-reform” is tested using data 

on the IMF agreements which may increase the probability of regulatory change in 

recipient nations. 

 

4.3.3. A Discrete-Time Duration Model 

 

In this chapter, the dependent variable is the probability that a regulatory change takes 

place in a point in time.  According to Box-Steffensmeier and Jones (1997, 1999), there 

are two problems with the standard OLS regression model: the inability to incorporate 

censored observations into analysis and time-varying independent variables - covariates.  

It is because the standard linear regression models treat all covariates as if they are time-
                                                                                                                                                 
liberalization is that many of these emerging markets were already indirectly open to foreign investment 
prior to official reform by way of country funds and American Depository Receipts, ADRs.  For example, 
the Korea Fund partially opened up the Korean equity market to foreign investors in 1984, long before the 
capital market liberalization of 1991.  Edison and Warnock (2003), alternatively, propose a continuous 
measure of equity market openness designed to reflect the foreign investability of these markets.  The 
measure is based on the ratio of the market capitalization of the constituent firms comprising the IFC 
Investable Index to those that comprise the IFC Global index for each country.  In each case, the official 
liberalization date is generally associated with the first big jump in the investability measure.  The problem 
with Edison and Warnock’s measure is that it is available only for the years after 1989. 
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invariant or fixed over time, and because they do not consider time dependency in the 

dependent variable.  However, duration or event history models can address not only 

censored cases but also time-varying variables.   

 

I use a discrete-time duration model since the dependent variables, i.e., the start of stock 

market liberalization and insider trading law enforcement, are measured as a 

discontinuous yearly event.  The start and end of regulatory change could be assumed to 

be a continuous-time process in which regulatory change could happen at any point in 

time.  However, the reality is that relevant data are available only in quarters or years.  In 

addition, when major covariates are institutional variables that are relatively invariant 

over time, it has no much benefit to measure the dependent variable in terms of 

continuous time.  So the chapter utilizes a discrete-time event history model. 

 

I use the approach adopted by Box-Steffensmeier and Jones (1997; 1999, henceforth 

BJS).61  Assuming that duration time k affects baseline hazards in a linear fashion, the 

BSJ model is specified as   

)(,, ,1
1)|1( kxkiki kie

xyP αβ +′−+
== , 

where y is regulatory change in the form of either liberalization or enforcement; x’s are a 

vector of covariates; k is a duration term; α is a constant.62

 

                                                 
61 As an alternative, Beck, Katz and Tucker’s (1998) model is specified as 

)(,, ,1
1)|1( kxkiki kie

xyP αβ ′+′−+
==  where k is a vector of dummy variables  such that  equals 1 

for time k and 0 otherwise. 

kk kk

α  is a vector of coefficients kα  associated with .  Thus, this model 
includes a set of temporal dummies into the equation.  However, Finocchiaro and Lin (2000: 16) point out 
that the coefficients of such temporal dummies tend to “zigzag” in time and may not be easily interpretable. 

kk

62 But, the linearity assumption is a very restrictive constraint on hazard function.  For a detailed critique of 
BJS, see Finocchairo and Lin (2000).   
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4.4. Analysis 

 

The sample of stock market liberalization includes 1,227 country years from 75 countries 

between 1980 and 2002.  The enforcement sample consists of 590 country years from 76  

as of the end of 1998.  As mentioned, however, the starting point of analysis in the first 

sample is the year 1980 for all sample countries, whereas the starting point in the second 

sample is the year when a country enacted insider-trading laws, which vary from country 

to country.  The ending points in both samples are the years when a country liberalized its 

stock market or started enforcing insider-trading rules. 

 

Figure 4-1. Survivor Function of Market Liberalization
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First of all, Kaplan-Meier survivor functions (see figure 4-1) show an overall picture of 

the relationship between regulatory change and duration.63  As far as stock market 

liberalization is concerned, most countries liberalized their stock markets between twelfth 

and fifteenth years, that is, between 1991 and 1994.  In case of insider trading law 

                                                 
63 Survival means that a country did not liberalize or enforce, and death means liberalization or 
enforcement. 
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enforcement, about ten of forty four countries started enforcing in six years after the 

enactment of the laws, while other ten countries waited over nine years until enforcement. 

 

Coefficient Std.Err P>|z| Coefficient PCSEs P>|z| Coefficient Std.Err P>|z| Coefficient Std.Err P>|z|
Duration Duration 1.0509 0.3297 *** 0.8656 0.2891 *** 0.2938 0.0757 *** 0.8483 0.2760 ***
Political Institutions(PI) Democracy 0.0662 0.0829 0.0846 0.0594 0.0457 0.0648 0.0400 0.0648

jurPMS -0.3802 0.8839 -0.0541 0.4829 -0.9568 0.8270 -0.5889 0.2094 ***
factPMS 2.8502 1.5645 * 1.6420 1.2074 1.9468 1.2456 1.5794 0.8600 *

Diffusion (D) Norm -26.9873 22.2482 -16.4771 13.6716 -15.6415 10.5650
Region 11.4333 6.9472 7.1340 5.9805 1.0418 1.3906
Competition -19.7408 7.5955 *** -13.7101 5.6033 ** -0.9347 1.2455
Integration 1.0351 1.0728 0.3599 0.8467 -0.5441 0.2160 **
Hegemony 0.6500 1.7274 2.1489 1.3329 -0.2233 0.3123

          Interaction of PI & D jurPMS*Norm -2.1256 2.7442 -1.4663 1.7475
jurPMS*Region 0.3275 0.7927 0.3172 0.7001
jurPMS*Competition 0.3572 1.1660 0.2629 1.0215
jurPMS*Integration -0.1666 0.1912 -0.0354 0.1526
jurPMS*Hegemony 0.4301 0.3259 0.2406 0.2712
factPMS*Norm -8.5994 11.8816 -3.5123 5.2418
factPMS*Region 6.9303 4.0395 * 4.1559 3.4124
factPMS*Competition -13.5664 5.2595 *** -9.8308 4.0366 **
factPMS*Integration 1.1127 0.7414 0.6879 0.5806
factPMS*Hegemony 1.6817 1.1439 2.1525 0.9471 **

Interest Groups (IG) Labor 0.2136 0.0800 *** 0.0819 0.0516 0.0133 0.0089
Capital 0.1736 0.5465 -0.1775 0.2349 0.1369 0.1200

       Interaction of PI & IG jurPMS*Labor -0.0186 0.0083 ** -0.0183 0.0066 ***
jurPMS*Capital 0.0845 0.0740 0.0521 0.0591
factPMS*Labor 0.1073 0.0434 ** 0.0311 0.0281
factPMS*Capital -0.0414 0.3366 -0.0884 0.1031

Controls Per capita income 1.1248 0.6022 * 0.8932 0.4726 * 0.1994 0.4039 0.3182 0.3552
GDP growth -0.0916 0.0699 -0.0798 0.0529 -0.0499 0.0559 -0.0602 0.0510
Inflation -0.0015 0.0018 -0.0005 0.0005 -0.0005 0.0006 -0.0008 0.0006
Unemployment -0.0282 0.0569 -0.0244 0.0486 -0.0575 0.0426 -0.0195 0.0438
Market development -0.4335 0.5269 -0.0916 0.4315 0.5591 0.3541 0.4794 0.3640
BOP -0.0776 0.0444 * -0.0391 0.0330 0.0022 0.0328 -0.0352 0.0312
IMF 1.0013 0.6868 0.8874 0.5584 1.0126 0.5445 * 1.0285 0.5321 *
Constant -18.6154 7.1348 *** -9.4505 4.9872 * -5.1922 3.6070 -5.1206 4.0889
Obs 370 381 381 383
Pseudo-R2 0.3683 0.2855 0.2372 0.2354

* significant at 0.1 level, ** significant at 0.05 level, and *** significant at 0.01 level.

[3] Interest Group Model [4] No Interaction Model

Table 4-1. Determinant of Stockmarket Liberalization

[1] Full Model [2] Diffusion Model

 
 

From the survivor functions, we can see graphically different trends in liberalization and 

enforcement.  The survivor function of liberalization is curved quite monotonically, but 

that of enforcement is curved inwards from the origin.  This means that liberalization is 

adopted at a regular pace with the elapsed time.  But enforcement respond quickly early 

in the duration time, then slow later.  

 

I run four hazard models for each dependent variable: full, diffusion, interest group and 

no interaction models.  Before discussing findings, I examine a possible multicollinearity 

problem that is common with this type of analysis.  Networks of influence tend to overlap.  

For example, as hegemonic stability theorists in international relations note, the post-war 

United States hegemony prevailed across all issue areas including international economy.  

Arguably, the United States has been a proponent of free flows of capital, and at the same  
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[3] Interest Group Model [4] No Interaction Model
Coefficient Std.Err P>|z| Coefficient Std.Err P>|z| Coefficient Std.Err P>|z| Coefficient Std.Err P>|z|

Duration Duration 0.1805 0.0847 ** 0.1141 0.0764 0.1006 0.0583 * 0.1215 0.0687 *
Political Institutions(PI) Democracy 0.0829 0.1226 0.0363 0.1063 0.0168 0.0796 0.0176 0.0816

jurPMS -1.8111 1.5350 -1.0819 1.1402 0.9414 0.6084 -0.3469 0.2953
factPMS 1.9996 1.7237 2.3081 1.5390 0.6592 1.3972 1.9063 1.1561 *

Diffusion (D) Norm 39.1136 25.9263 14.8315 17.8794 1.1013 6.9204
Region -27.8367 11.3630 ** -21.1188 9.4212 ** -0.3480 2.2542
Competition -13.6415 7.4724 * -10.3041 6.6245 -2.5731 2.1259
Integration 1.0677 1.1013 1.2349 0.9141 0.2204 0.2966
Hegemony 0.1159 0.6194 0.0837 0.5711 -0.0244 0.1215

          Interaction of PI & D jurPMS*Norm 2.3860 5.4332 6.5485 4.3837
jurPMS*Region -1.3276 2.2303 -1.4181 2.0127
jurPMS*Competition 4.2693 1.9494 ** 3.2121 1.7784 *
jurPMS*Integration -0.6296 0.2525 ** -0.5992 0.2240 ***
jurPMS*Hegemony 0.1595 0.1106 0.0756 0.1018
factPMS*Norm -0.0174 0.0170
factPMS*Region -0.3117 0.2388
factPMS*Competition 28.1129 17.2930 14.5919 10.5013
factPMS*Integration -19.2634 8.1322 ** -14.3325 6.6679 **
factPMS*Hegemony -5.4264 5.3859 -4.4287 4.7774

Interest Groups (IG) Labor 0.2838 1.0283 -0.9042 0.4455 ** -0.4298 0.3842
Capital 0.1233 0.0899 0.0326 0.0633 0.0037 0.0193

          Interaction of PI & IG jurPMS*Labor -0.1015 0.7895 0.1651 0.6063 -0.0104 0.0092
jurPMS*Capital 0.2167 0.5217 0.1469 0.4743 0.0832 0.0845
factPMS*Labor 0.0712 0.0564 0.0029 0.0378
factPMS*Capital 0.3949 0.6731 -0.0537 0.2340

Controls Per capita income 1.7482 0.7283 ** 1.5442 0.6742 ** 1.2147 0.5000 ** 1.0323 0.5510 *
GDP growth 0.0821 0.1020 0.0392 0.0904 -0.0089 0.0757 0.0431 0.0853
Inflation -0.1912 0.3978 -0.0104 0.3758 -0.2870 0.2888 -0.0970 0.4142
Unemployment 0.1624 0.0734 ** 0.0997 0.0587 * 0.0969 0.0511 * 0.1448 0.0681 **
Market development -0.0056 0.8096 0.3354 0.7717 0.6535 0.4118 0.4909 0.6552
BOP 0.0185 0.0717 0.0275 0.0652 0.0124 0.0496 -0.0895 0.8588
IMF 0.8592 1.0127 0.4249 0.8902 -0.2374 0.7382 -0.0131 0.0671
Constant -25.7000 9.5623 *** -17.2631 7.6706 ** -21.8675 6.1916 *** -13.0293 8.0337
Obs 332 337 376 202
Pseudo-R2 0.3414 0.3034 0.2107 0.1880

* significant at 0.1 level, ** significant at 0.05 level, and *** significant at 0.01 level.

[1] Full Model [2] Diffusion Model

Table 4-2. Determinant of Regulatory Enforcement

 
 

time, the most important contributor to international financial organizations.  Thus, we 

can expect that US’s hegemonic power influences financial integration and 

conditionality.  . 

 

Policy-making systems 

Surprisingly, fragmented partisan policy-making systems have positive effects on both 

market liberalization and enforcement (model 4 in tables 4-1 and 4-2).  The results 

contradict the so called veto-players hypothesis that the more veto points, the less likely 

regulatory change.  However, Tsebelis (2002) himself notes that the convergence or 

divergence of veto players’ preferences varies with policy issue, which suggests that 

partisan veto players do not always have different policy preferences.   

 

Why?  First, I imagine that the salience of policy issues may matter.  Salience is not 

identical with importance, though.  The degree of salience partly depends on information 

available to veto players.  For example, in Korea, regulatory issues have been dealt with 
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almost exclusively by government officials in the Ministry of Finance in which all 

available information resided.  Even the members of the ruling party had not enough 

information and knowledge about regulatory matters.  In that case, the legislative veto 

players, whether the ruling party or opposition parties, cannot properly function as an 

institutional check on the executive.  

 

Thus, partisan veto players can take different bargaining positions depending on the 

salience of policy issues.  Those with high salience tend to involve a wide range of 

domestic players in the policy debate.  Conversely, issues with lower salience involve 

fewer players and generate less attention to policy outcome than the highly salient ones.  

Consequently, the higher the salience of issues under consideration, the greater the 

possibility that veto players will take larger bargaining positions and demand more 

concessions.  The lower the salience of issues under consideration, the better the prospect 

that veto player can take smaller bargaining positions and demand fewer concessions.  In 

other words, veto power of governing political parties of a coalition government 

increases in proportionate with information of policy issues.  Thus, we need to examine 

the salience of securities regulations in policy debates. 

 

Generally speaking, the policy of equity market liberalization and regulatory enforcement 

carries relatively low salience.  For instance, even in the United States whose securities 

markets are most developed in the world, the White House has been little interested in 

securities regulations since Roosevelt’s presidency.  Both the Presidents and Congress 

had no greater interest in stock market regulations.  Indeed, William Cary (1967: 7), a 

former SEC chairman, states that “There was a sense that the White House expected to be 

involved with an agency like the Securities and Exchange Commission (SEC) only when 

something went wrong.”   This could be true for some reasons.  Securities regulations are 

characterized by high technicality.  They involve complicated accounting and auditing 

standards, and taxation rules that ordinary people hardly understand.  Also, the regulated 

such as securities industry and listed firms is a much smaller segment of the whole 
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economy.  In the case of market liberalization, actually there are no politically sizable 

losers differently than trade liberalization, for example.  Usually, the protected sector is 

domestic securities companies, but market opening differs from securities industry 

liberalization.  Enforcement also needs highly technical expertise and aims at relatively 

small fraction of the population so that it is very rare to draw national attention, with 

times of financial crisis as exceptions.  As discussed below, only one coefficient of 

interest groups has statistical significance (see model 3 of table 4-2).  Consequently, this 

low salience of market liberalization and enforcement could weaken the involvement of 

veto players, decrease the probability of diverging policy preferences.  In such a case, 

multiple veto points can facilitate regulatory change.  

 

Secondly, the executive’s incentives also are important.  A concentrated policy-making 

system and its lack of credible commitment not to reverse reforms increases adjustment 

cost and makes reform success less likely.  In addition, lack of credible commitment of 

the incumbent government to respect arrangements to compensate losers raises the 

political cost of reform.  Similarly, Keefer (2004) argues that a higher credibility can 

encourage government to carry out reform.  The executives knowing that their promises 

regarding the future are not credible have less incentive to undertake policies that are 

effective only if investors believe government promises regarding the future.  Thus, a 

lack of credibility reduces the feasibility and efficacy of reform and increases the cost of 

reform, so these governments are less likely to undertake a policy change.  In sum, I 

found that contrary to conventional wisdom (Cox and McCubbins 2001; Tsebelis 2002), 

more veto points may at the same time increase both government credibility (see chapter 

3) and decisiveness, and may therefore be conducive to both market growth and 

regulatory change. 

 

Another interesting point to make is that de jure and de facto policy-making systems 

show different signs in their effect on market liberalization (see table 4-1, model 4).  That 

is, institutional fragmentation has negative impact on regulatory change, but partisan 
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fragmentation positive.  Since the latter part is discussed above, I deal with the former 

here.  The coefficient means that all other things being equal, presidential, federal or 

bicameral systems are less likely to liberalize stock markets.  In chapter 2, I maintained 

that even when the same political parties control both houses, or both central and state 

governments, or both the presidency and legislative majority, for example, different size 

of electoral districts provides different incentives for elected officials.  Members of the 

lower chamber may have narrower interests than members of the upper chamber.  

Congressmen may have narrower electoral interests than the president.  State 

governments’ interests also can be narrower than the federal government’s.  Put 

differently, institutional fragmentation gives politicians the incentive to serve narrow 

interests, which provides possible loser groups from liberalization with multiple access 

points in policy-making processes.  In consequence, fragmented de jure institutions are 

correlated with lower probability of liberalization.64

 

Diffusion factors 

Of diffusion factors, the effects of competition, integration and region turn out to be 

significant.  Integration and competitive emulation matter for liberalization, while region 

and competition matter for enforcement.  In terms of liberalization, international 

diffusion factors turn out to have a negative influence on the probability of market 

opening.  It suggests that as cross-border portfolio investments increase, governments 

tend to be more cautious about opening the equity market to foreign investors.  It 

contradicts the theoretical proposition.  An experience of a developing country is 

informative, however.  In the middle of the Asian financial crisis in the late 1990s, 

Malaysia shut down cross-border capital movements.  Until then, the Malaysian capital 

market has been most liberalized and open to foreign investors.  But Malaysia’s 

experience left lessons that allowing international portfolio investments access to 

domestic capital markets is not a unique road to financial development.  In that case, the 

costs of negative externalities of integration may outweigh the benefits from foreign 
                                                 
64 This is supported by the analysis of United States-style regulatory politics, as analyzed in chapter 5.  That 
is, various types of institutional fragmentation contribute to stable regulatory environment. 
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capitals.  Those costs include market volatility resulting from the movement of hot 

money and pressure for currency depreciation accompanied by foreign capital inflows.  

In particular, currency appreciation pressure is detrimental to a competitive position of 

export-oriented developing economies (Kim and Singal 2000).  The government of such 

an economy may also worry that there may not be enough investment opportunities to 

absorb the inflow of money and that the ensuing excess capital will fuel inflation.  A 

good example is Argentina, where capital inflows both increased inflation and 

strengthened the currency.65  Thus, international capital flows can be negatively 

correlated with lower probability of market openings.  This is counter evidence against 

the globalization thesis.  Financial integration may not be able to force all the countries to 

wear the “Golden Straightjacket.”  Rather, countries still maintain regulatory autonomy. 

 

More strikingly, the variables of regional diffusion and competitive concerns also 

produce unexpected outcomes.  As the country sees other regional peers or competitors 

maintaining closed equity markets and not enforcing insider-trading laws, she may earlier 

undertake such regulatory changes.  First, I note that the correlation between the two 

variables is quite high, with its coefficients being 0.5911 and 0.5938 in the liberalization 

and enforcement samples, respectively.  It suggests that countries compete for foreign 

capital on the regional basis.  Competition involves strategic interactions among states.  

Neo-realism in international relations argues that nation states are interested in relative, 

rather than absolute, gains.  Given foreign capital searching high returns, earlier market 

openings and signals of investor protection through regulatory enforcement provide 

strategic advantages in competition for foreign portfolio investments.  Thus, the negative 

signs of region and competition can be understood as the result of strategic moves by 

rational nation states.   

 

                                                 
65 For a more detailed study of the Argentina case, see Obsfeld (1985). 
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Interest groups 

Of domestic interest groups, the effect of labor appears significant.  Unlike the initial 

hypotheses, however, labor tends to support market liberalization and to oppose 

regulatory enforcement.  In short, labor has the same preference profile as capital. 

  

There can be a number of reasons for that possibility of capital-labor collusion.  First, the 

structure of organized labor matters.  If the power of organized workers is concentrated in 

a couple of big trade unions, interest collusion is more likely.  It is because most listed 

firms in a country are largest ones in the nation and constitute largest proportion of labor 

union membership, with a few exceptions like Walmart.  Therefore the interest of 

management and labor could not be that divergent and thereby they take the same 

position in the issue of enforcement.  Second, the expansion of employee share 

ownership plans has a converging effect between labor-capital preferences.  The 

reputation of the firm at the market affects both management and labor.  Given the 

potential incentive of management to engage in insider self-dealing, an enforcement of 

anti-insider trading laws increases the reputational vulnerability of the firm.  In this 

situation, labor may or may not support insider-law enforcement.  The analysis shows 

that the latter is likely to happen.  In fact, very often were the leaderships of trade unions 

involved in program trading on stock market using preferential inside information.  Thus, 

the political power of labor does not ensure sincere regulatory enforcement. 

 

Interaction effects 

Both tables 4-1 and 4-2 estimate interactions effects between diffusion, interest groups 

and policy-making institutions.  Overall, interest groups interact with political institutions 

only in market liberalization, whereas diffusion factors in both liberalization and 

enforcement.  Noticeably, the impact of regional diffusion, competition, and labor on 

liberalization is significantly dependent on domestic political institutions, for the most 

part, partisan (de facto) policy-making systems.  For instance, given the coefficient of -

13.5664 in model 1 of table 4-1, partisan fragmentation significantly constrains 

 104



competition effects on liberalization.  Also, the effect of integration and competition on 

regulatory enforcement relies upon institutional (de jure) policy-making systems.  For 

example, if the policy-making institutions are more fragmented, the integration effects 

decrease.  Thus, it confirms that domestic political institutions play a significant gate 

keeping role in relation to foreign influences. 

 

4.5. Conclusion 

 

In this chapter I examined the determinants of regulatory change: formal and behavioral.  

Specifically, I asked why some countries open their equity market to foreign investors 

and enforce the existing insider-trading laws earlier than others.   The same as chapter 3, I 

addressed the issue from a political institutionalist perspective that puts greater emphasis 

on policy-making systems. 

 

An important finding, from the event-history analyses of liberalization and enforcement, 

is that the validity of conventional veto-players arguments of policy change depends on 

the nature of policy issue in question.  When a policy issue is not politically salient or 

when the success of policy reform depends on credible commitment, fragmented policy-

making systems can facilitate, rather than block, policy change. 

 

With regard to diffusion factors, the negative coefficients of region and competition 

suggest that national governments adopt a specific policy from a strategic motive.  To 

gain more gains than regional competitors, they tend to take liberalization and 

enforcement measures earlier than others.  This finding lies in the same line with the neo-

realist reasoning of international relations.  

 

Also the positive influence of labor on market opening and enforcement is also 

unexpected, calling into question the classic class-based paradigm in regulatory reform.  

In the case of securities regulation, labor’s interests do not necessarily collide with 
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capital’s.  Rather, two groups’ preferences tend to be converging: labor supports entry of 

foreign portfolio investors, but opposes strict regulatory enforcement. 

 

Using statistical analyses, I have thus far examined the determinants of stock market 

growth and regulatory change.  Now I turn to a case study of South Korea and the United 

States. 

 106



Chapter 5.  A Comparative Case Study of South Korea and the United States. 

 
“A major characteristic of Korean policy formulation is that the executive branch is  

the overwhelmingly dominant government partner” (Jones and Sakong 1980). 
“Ambition must be made to counteract ambition'' (James Madison. The Federalist Papers No. 51). 

 

5.1. Introduction 

 

Domestic political institutions determine how power over decision-making is allocated 

among national actors.  The way political institutions distribute decision-making powers 

significantly affects whose preferences are dominant in the policy-making process.   With 

primary focus on intervening roles played by such institutions, the statistical analyses in 

the previous two chapters examined the effects of both international and domestic forces 

on stock market growth (chapter 3), and on regulatory change (chapter 4).  Their main 

finding is that fragmented policy-making systems are associated with more developed 

stock markets and higher probability of market liberalization and regulatory 

enforcement.66

 

In this chapter I seek to better understand implications of different institutional contexts 

for regulatory politics through a comparative case study of South Korea and the United 

States.  As theoretically elaborated in chapter 2, key premises of this project are that : (1) 

the evolution of stock market regulations varies with settings of political institutions as a 

whole that are composed of institutional (de jure) policy-making systems defined by the 

constitution (e.g., regime types, federalism and bicameralism) and eventually the 

distribution of political powers within those de jure institutions; (2) those institutions play 

mediating roles of not only shaping the incentives of, and determining the relative power 

of, domestic political actors, but also channeling external influences into domestic policy 

arenas.   

 

                                                 
66 Hereafter, I use securities and stock, and regulation and legislation, interchangeably.  
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Thereby, I argue that those institutional features – i.e., whether concentrated/unified or 

fragmented/diffuse defined below – have shaped trajectories of stock market 

development and relevant regulatory politics in Korea and the United States.67  In other 

words, other things being equal, when a political institutional context is characterized as 

unified/concentrated, regulatory changes are made with relative ease and the pattern of 

market growth is characterized by volatility and boom-bust fluctuations.  In contrast, a 

fragmented setting of political institutions is associated with slow paces of regulatory 

change and stable growth rates. 

 

A caveat needs to be mentioned here.  In the previous chapter on regulatory change, I 

found that fragmented policy-making systems are more likely to take reform measures 

such as market liberalization and insider-trading laws enforcement.  But in this chapter, I 

examine broader regulatory environments, for instance, including securities taxation.  

Liberalizing equity markets and first enforcing insider-trading laws belong to one-time 

policy events, so differ from the depth of liberalization and enforcement.  Fragmented 

systems can make some regulatory changes earlier, and establish a long-tern regulatory 

stability.    

 

An important policy implication of these findings is that generally speaking, unified 

political institutional frameworks appear appropriate for flexible regulatory 

transformation which may be needed at the take-off stage of stock market development, 

as in South Korea.  Following the jump-starting phase, however, fragmented political 

institutions are good for stable growth of the stock market.  I note that political 

institutions in a country is of time-varying nature in that the country may have a unified 

system in a certain point in time, and then a fragmented system in other time point.  For 

example, the institutional framework of the United States is not always characterized by 

                                                 
67 In fact, it is well known in finance literature that linking legislative actions to market development is not 
easy, mainly due to the difficulty of isolating days on which events occur that change the expectations of 
investors (Schwert 1981; Binder 1985).  So, I examine the regulation-market linkage from a macroscopic 
viewpoint. 
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fragmentation, nor the Korean political system is not all the time unified.  Thus, political 

institution is understood as a variable rather than a constant over time.   

 

The case study can make contributions to existing literature on the political institution-

public policy nexus.  First, I examine variations within arguably the same category of 

presidential regimes,68 and aim at dealing with the problem with dichotomous approaches 

to regime type that are prevalent in empirical research in comparative politics.  Almost 

without any exceptions, researchers place South Korea and the United States into the 

category of presidentialism.  As shown below, however, Korean constitutions have 

incorporated parliamentarian ingredients into the default presidential system, such as the 

presidential powers to directly introduce legislation to the legislature and allowance for 

an assemblyman to take a cabinet post.  Combined other institutional peculiarities, the 

Korean political system is closer to a parliamentary system in policy-making.  

 

Second, it is, if not nonexistent, very rare to compare an advanced with a developing 

country in the literature.  Rather, it is typical that either some of OECD nations or some 

of developing countries, but not both, are under consideration.  Apart from limited data 

availability for developing countries, I conceive two other reasons for that scholarly trend.  

First, striking differences in levels of socioeconomic and political development prevent 

scholars from doing such comparative analysis.  It entails a methodological problem 

because it cannot meet either of J. S. Mill's methods of "agreement" (or similarity) or 

"difference." 69  But I argue that the existence of dynamic similarities in the development 

of equity markets in South Korea and the United States makes it possible to adopt the 

first method of comparative study.70  That is, the United States stock market grew from 

                                                 
68 For the possibility of variations of presidentialism, see Shugart and Carey (1992). 
69 In a two-case setting, the method of agreement is the case where similar outcomes result from variables 
that are matched in both cases, while being other variables different.  The method of difference is the case 
in which different outcomes result from variables contained in one case but not in the other, while being 
other variables similar.  For detailed discussion of comparative methods, see Lichbach and Zucherman 
(1997) and Valenzuela (1998). 
70 Dynamic similarities are understood as similarities observable from a long-term pattern of development.  
With respect to stock market development, for instance, South Korea and the United States have been 
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an emerging in the 18th century to a world leader in the early 20th century, while the 

Korean market developed from a newly born in the early 1960s to a leading market of 

developing countries markets in the 1990s.71  This is not to argue, however, that Korea 

and the United States were initially alike in all respects other than their political 

institutions.  The purpose of drawing comparisons between country cases is not only to 

do controlled experiments.  Comparisons can also be drawn in order to trace differences 

in historical processes.  Thus, this chapter aims at answering the question of how political 

institutional variables affect the takeoff and subsequent development of stock markets.  

 

Another related issue is the applicability of institutional effects to authoritarian regimes.  

Political institutions are believed to work differently according to the degree of 

democracy and hence, could be factored only under democracies in meaningful manners.  

It is, for instance, because dictators could simply dissolve existing legislative bodies or 

make them just a rubber stamp that lacks any function of institutional checks and 

balances.  Of course, I cannot take political institutions into account at their face value on 

paper, but low levels of democracy do not necessarily deny political institution certain 

roles in shaping both incentives and disincentives for political actors, even including 

dictators.  In South Korea, for example, Presidents Park Chung Hee’s (1962-79) and 

Chun Doo Hwan’s (1981-87) authoritarian regimes had sought to manipulate political 

institutional setups in favor of their interests, rather than deny them any political 

functions.72  Despite very limited civil and political liberties, Korean authoritarian leaders 

allowed parliamentary elections in relatively regular fashions and recognized the 

existence of a legislative chamber for the most of time under analysis.73  Thus, once 

installed, those institutions became the object of manipulation and capture to political 

                                                                                                                                                 
moving in the same direction from a less market-based to a more market-dominated financial structure, 
albeit at different paces and width. 
71 In the early 1980s, the World Bank (1984) reported that, although not as diversified as in the United 
States, corporate financing pattern in South Korea was much less bank-oriented than in Japan, France or 
Germany - countries with an enviable record of growth and financial stability. 
72 One example was mixed electoral rules that heavily favored ruling parties by distributing half or one-
third of proportional seats to the larges parties.  
73 Exceptions were during the 1960-62 and 1980-81 periods when military coups took place. 
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elites, which is evidence that political institutions play their constraining role for political 

actors even under non-democratic regimes.  Arguably, there have been institutional 

incentives for the presidents or legislators to be responsive to constituents.  Thus, my 

study shows that institutional analysis should not necessarily be confined to democratic 

nations.  

 

The rest of the chapter proceeds as follows.  Section 2 builds a basis of comparison 

between South Korea and the United States, by identifying two types of political 

institutional configuration under the same cover of presidentialism.  A key dividing line 

is drawn by the degree of executive dominance in policy making.  To the extent that a 

setting of political institutions - including both formal and partisan - favors executive 

dominance in stock market policies and their implementation, it becomes closer to a 

fragmented system, or vice versa.  The Korean system seems far less fragmented than the 

American counterpart.  The subsequent two sections investigate historical developments 

in Korea’s (section 3) and America’s (section 4) stock market regulations.  In doing so, I 

briefly describe market responses to a regulatory change as well.  Then, a comparative 

summary of South Korea and the U.S. concludes the chapter. 

 

5.2. Same Cover, Different Contents: Unified vs. Fragmented Presidentialism 

 

Constitutions create political actors’ incentives and influence their political behavior 

(Lijphart 1999; Carey 2000).  Also, there is rich literature that focuses on the economic 

consequences of political institutions in general (North 1990; Alesina et al. 1999) and 

constitutions in particular (Huber and Stephens 2001; Boix 2000; Weingast 2000; 

Persson and Tabellini 2003).  This section investigates differences of South Korea and 

the United States in the relationships between economic policy making and constitutional 

rules governing executive-legislative relations. 
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5.2.1. Presidentialism in the Literature 

 

Policy-making in presidential systems is by definition characterized by a “separation of 

power.”  It is very often characterized as well by a “separation of purpose.”74  Shugart 

and Haggard (2001) neatly distinguish degrees of separated powers in presidential 

regimes according to presidential powers such as decree power, legislative veto, and 

exclusive introduction of bills.  Further, they measure degrees of separated purpose by 

means of electoral cycle and electoral formula so forth.  The result is that the Korean 

presidentialism is marked by a strong presidency and a high separation of purpose, 

whereas the United States system by a moderate level of presidential powers and a high 

separation of purpose.75  In sum, Korean presidents have stronger powers than the U.S. 

counterparts, but both countries have the same level of tendency to promote separation of 

purpose.  Thus, when following this analytical scheme, we can expect variations in 

policy-making to result from the differences in presidential powers. 

 

Although Shugart and Haggard provide an intriguing general framework with which we 

can analyze policy-making implications of political institutions, with main focus on 

regime type – i.e., presidentialism versus parliamentarism, their analytical framework 

does not well fit my purpose.  The formulation and/or implementation of stock market 

policies are defined in the broader environment including executive-legislative relations, 

party systems, and vertical/horizontal separation of powers. Thus, I include those 

institutional features into analysis below.  

 

Furthermore, we can see some discrepancies between their index and reality.  For 

instance, defining decrees as presidential actions “having the force of law, and may 

possibly superseding existing law, without prior consent of the assembly (emphasis in 

                                                 
74 A separation of powers refers to the extent to which different components of government have the ability 
to exert influence through the exercise of a veto on the formation of public policy; a separation of purpose 
refers to the extent to which different parts of the government seek different goals (Haggard and 
McCubbins 2001: 3).  For another classification criteria for regime types, see Stepan and Skach (1994:120). 
75 For detailed index operationalization, see Shugart and Haggard (2001), especially tables 3.2, 3.3, and 3.4. 
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original: 72),” the authors note that Korean presidents have no decree power.  But the 

Korean Constitution explicitly provides that “In time of … a grave financial or economic 

crisis, the President may take … the minimum necessary financial and economic actions 

or issue orders have the effect of law ...” (Article 76).  This different characterization is 

important in discussing financial politics in South Korea.  As discussed below, the 

Korean presidents have often used those emergency powers to introduce new financial 

policies and promote stock markets. 

 

In addition, Shugart and Haggard characterize Korea’s electoral system as candidate-

centered, single-member-districts (SMDs) plurality rules.  But the Korean electoral 

formula has long been mixed rules by which members of the National Assembly are 

elected by both SMDs and some variant of proportional representation.  Also, those rules 

tend to be party-centered rather than candidate-centered, due to other institutional 

features.  The party-centered nature of electoral rules also plays a non-negligible role in 

the politics of equity regulation in South Korea, which is elaborated below.  Thus, in 

order to better understand the policy-making effects of political institution involving 

stock market, I develop a broader framework.   

 

5.2.2. An Alternative Framework 

 

For the purpose of comparative analysis of South Korea and the United States, I put more 

emphasis on the different institutional underpinning of executive-legislative relations 

associated with securities legislation.  Particularly, I consider the distribution of 

legislative powers between the legislature and the executive of national government that 

gives actors control over the process of creating and implementing laws and other 

policies.76 77

                                                 
76 For the definition of legislative powers, see Shugart and Carey (1992: 131-148). 
77 By adding “national,” we can incorporate federalism into analysis. 
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Institutions U.S. Korea (since 1988)

Decree No provision Various emergency decree powers
Introduction of bills Recommendation to congress Direct introduction
Dismissal of cabinet No Recommended by assembly
Co-membership of cabinet and assembly No (by convention) Yes

Electoral cycle Every 4 year for Every 5 year for presidents; 
both presidents and congressmen Every 4 year for legislators

Staggering of legislative elections No N/A
Electoral formula SMD Mixed/hybrid (SMD+PR)

Legislative structure Strong bicameral Unicameral
Decentralization Strong federalism Strong unitarism
Party system Institutionalized Uninstitutionalized

two-party system multi-party system
Party discipline Low High

Feature of policymaking systems Fragmentation Concentration

Table 5-1. Comparison of Political Institutions of the U.S and Korea

(1) Presidential powers vs. legislative checks

(2) Separation of purpose

(3) Other institutions

 
 

I identify two types of executive-legislative relations in presidential systems: fragmented 

and unified.  Fragmented executive-legislative relations are characterized by power 

sharing between the executive and the legislature, while unified relationships are 

characterized by executive dominance.78  Both fragmented and unified systems have 

either constitutional or contingent roots.  Constitutional origins affect the relationship 

between the legislature and executive at all times and act as background conditions 

setting the broad parameters for executive-legislative interaction.  Contingent nature of 

the executive-legislative relations results from electoral rules and election outcomes.  Of 

most importance is how political institutions distribute such powers between the 

executive and the legislature.  Table 5-1 summarizes the main differences between 

presidential systems of Korea and the U.S.   

 

To conclude, Korea’ unified presidential system has contributed to executive dominance 

in policy-making and securities legislation.  By contrast, the United States’ fragmented 

system has fostered power sharing between the executive and legislative branches and 
                                                 
78 In this sense, executive-dominant presidential systems look similar to single-party majority parliamentary 
systems, but they are on different constitutional grounds.   
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hence, relatively weak executive powers on securities legislation for the most of years 

under study. 

 

5.2.2.1. Constitutional Origins 

 

This section deals with mainly differences in constitutional provisions associated with the 

executive-legislature relationships, for similar provisions belong to the “other things” of 

“other things being equal.” 

 

Decree/Emergency Powers 

Decree is defined as “the authority of the executive to establish law in lieu of action by 

the assembly” (Carey and Shugart 1998: 9-10).  Decree does not refer to executive 

actions governing the administration of law set by the assembly.  But executive policy 

initiatives are considered decree even if they eventually require ratification by the 

assembly, as long as the initiatives go into effect without prior legislative action.  This 

decree power is one of indicators of executive dominance in presidential regimes in the 

sense that the president may bypass the legislative chamber(s) in legislation.79

 

In the United States, in principle, presidents are not supposed to legislate.  Rather, the 

Constitution grants the lawmaking power solely to Congress.  But it has been recognized 

since the earliest days of the country that the president's executive power necessitates 

some degree of de facto lawmaking.  As shown in table 5-2, American presidents issued 

executive orders in a variety of issue areas ranging from national defense, international 

trade to public health, only some of which included policy contents.  But the United 

States president lacks most of the explicit decree authorities available to chief executives 

elsewhere (Sala 1998).  The United States Congress often delegates foreign affairs 

                                                 
79 For instance, 1,854 (52.6%) of 3,524 executive orders were issued under divided governments where 
different parties were in control of the executive and legislative branches.  This suggests that decree or 
executive orders offer the executive legislative edge vis-à-vis the legislature. 
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Issue Area Number %
Agriculture 36 1.02
Banking and Finance 89 2.53
Civil Liberties 150 4.26
Defense* 726 20.60
Education 36 1.02
Energy 81 2.30
Environment 61 1.73
Foreign Trade* 153 4.34
Government Operation 813 23.07
Health 53 1.50
Housing and Community Development 54 1.53
International Affairs* 400 11.35
Labor and Employment 329 9.34
Law and Crime 59 1.67
Macroeconomics 82 2.33
Public Lands and Water 219 6.21
Social Welfare 23 0.65
Space and Science 74 2.10
Transportation 86 2.44
TOTAL 3524 100
Source: Policy Agendas Project Database(www.policyagendas.org), author's calculation

Issue Area Number %

Finance and Economy 7 43.75
Law and Crime 5 31.25
Defense 2 12.50
Transportation 2 12.50
TOTAL 16 100
Source: The Secretariat of the National Assembly, author's calculation

Table 5-2. Issuance of Executive Orders by U.S Presidents (1946-2000)

Table 5-3. Issuance of Emergency Orders by Korean Presidents (1946-2000)

 
 

responsibilities to the president, but it rarely delegates substantive policy-making 

authority directly to the president in domestic policy.  For instance, the proportion of 

executive orders on the policy topic of “banking and finance” was 2.53% between 1945 

and 2001.  During the same period only three executive orders – all by President Ronald 

Reagan in 1987 - were associated with financial markets in such policy areas as 

“securities and commodity regulation” and the “United States Banking System and 
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Financial Institution Regulation.”  The former was to investigate the causes of the 1987 

market crash, while the latter was related to open market operations in emergency.80  In 

sum, U.S presidents’ decree power has very limited influence on securities legislation. 

 

By sharp contrast, Korean presidents have explicit constitutional rights to issue 

encompassing emergency measures that have the effect of law.  After democratic 

transition, this power has continued to exist in Articles 75 and 76 of the 1987 

Constitution, according to which the President may take necessary financial and 

economic actions.81  All the previous constitutions also gave the president far broader 

emergency powers that were not necessarily confined to financial and economic 

measures.  As a matter of fact, 43.75 percent of presidential decrees were made on 

financial and economic issues (see Table 5-3) and, as discussed below, some of them 

decisively contributed to the development of stock market in Korea.82  Thus, as to 

financial policy making, the United States presidents are given much weaker decree 

powers than Korean presidents.  

 

Introduction of Bills 

The ability to set the legislative agenda has long been recognized as a powerful capability 

in policy-making.  “The pattern of public policy are determined by not only by such final 

decisions as votes in legislatures, or initiatives and vetoes by presidents, but also by the 

fact that some subjects and proposals emerge in the first place and others are never 

seriously considered (Kingdon 1984; Milner 1997:102).  So, I pay attention to the 

                                                 
80 Executive Orders 12614 and 12621. 
81 Article 76: (1) In time of internal turmoil, external menace, natural calamity, or a grave financial or 
economic crisis, the President may take in respect to them the minimum necessary financial and economic 
actions or issue orders having the effect of law, only when it is required to take urgent measures for the 
maintenance of national security or public peace and order, and there is no time to await the convocation of 
the National Assembly. (2) In case of major hostilities affecting national security, the President may issue 
orders having the effect of law, only when it is required to preserve the integrity of the nation, and it is 
impossible to convene the National Assembly. 
82 For example, the Presidential Emergency Decree for Economic Stabilization and Growth of 1972 that 
aimed at curbing the unregulated private financial markets and turning the surplus capital in private credit 
markets to organized financial markets including the stock exchange. 
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Total Bills Government Bills(%)* Reported Bills (%) Passed Bills (%)

Senate 329 171 (51.97) 20 (11.7) 8 (4.68)

House 649 252 (38.82) 16 (6.35) 13 (5.16)

TOTAL 978 423 (43.25) 36 (8.05) 21 (4.96)

* Government bills are bills introduced by government-party congressmen.
Source: Congressional Bills Project Database, author's calculation

Table 5-4. Success Rate of Government Securities Bills in U.S Congress(1973-98)

 
 

distribution of legislative agenda-setting power between the executive and the legislature.  

At the same time, I understand agenda-setting in narrower terms in that I consider 

legislative agenda-setting.  It is in part because most of important agenda set by either 

presidents or other political actors aim at transforming into public policy through 

legislation.  

 

As briefly mentioned above, the legislative powers in the United States are reserved to 

the Congress.83  The U.S. president can initiate public policy-making through the annual 

State of the Union addresses and necessary recommendations to the Congress.  The 

President cannot directly introduce a bill to Congress and instead, should seek a sponsor 

in Congress – usually his party member(s) - who will introduce his bill.84  Table 5-4 

shows the percentage of government bills and their success rate in the House of 

Representatives and the Senate.  While government bills introduced in the Senate 

accounted for more than half (51.97%), only 8.05 percent and 4. 96 percent of them went 

through committees and either chamber, respectively.  Thus, the United States president’s 

legislative power is much weaker than the Korean counterpart’s below.       

                                                 
83 Section 1 of Article I of the US Constitution provides that “All legislative Powers herein granted shall be 
vested in a Congress of the United States, which shall consist of a Senate and House of Representatives.” 
84 Besides the right to recommend to Congress, the President may use independent agencies like the 
Securities and Exchange Commission (SEC) that has a legislative power delegated by Congress.  This can 
be a useful legislative tool for the President because any regulatory agency’s legislative proposal should be 
in advance reported to, and approved by, the Office of Management and Budget (OMB), a White House 
arm.   
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NA Years Government Bills Passage of Government Bills Passage of Original Government Bills
1 48~50 62.00 67.83 13.99
2 50~54 54.30 61.93 16.97
3 54~58 58.80 34.73 9.21
4 58~60 61.85 23.08 7.96
5 60~61* 53.36 24.53 13.84
6 63~67 36.78 63.64 25.21
7 67~71 54.39 80.41 19.24
8 71~72 68.80 94.29 32.65
9 73~79 75.67 96.03 53.24

10 79~80* 96.15 78.40 46.40
11 81~85 58.45 89.55 42.86
12 85~88 44.33 92.86 43.45
13 88~92 39.23 87.23 37.50
14 92~96 64.48 92.43 45.61
15 96~00 41.36 81.66 26.77
16 00~04 23.73 72.44 19.66

55.86 71.31 28.41
* military junta
Source: The Secretariat of the National Assembly (author's calculation)

N.A. Years original amended total original amended total
1 54-58 22.32 33.93 56.25 15.87 39.68 55.56
2 58-60 25.00 17.00 42.00 15.79 24.56 40.35
3 60-61 18.60 19.77 38.37 32.43 35.14 67.57
4 61-63* 59.68 24.14 83.82 45.31 32.42 77.73
5 63-67 31.28 20.51 51.79 30.36 26.79 57.14
6 67-71 43.00 29.95 72.95 27.71 57.83 85.54
7 71-72 38.89 44.44 83.33 27.27 68.18 95.45
8 73-79 61.93 25.57 87.50 54.81 40.38 95.19
9 79-80 80.95 19.05 100.00 75.00 25.00 100.00

10 80-81* 79.25 20.75 100.00 76.14 23.86 100.00
11 81-85 42.54 23.88 66.42 34.15 39.02 73.17
12 85-88 64.29 15.71 80.00 66.67 25.00 91.67
13 88-92 40.22 14.13 54.35 26.92 40.00 66.92
14 92-96 43.95 28.66 72.61 40.00 54.55 94.55
15 96-00 33.81 42.70 76.51 18.99 68.99 87.97
16 00-04 15.11 26.10 41.21 10.10 66.67 76.77

AVERAGE 43.80 25.39 69.19 37.34 41.75 79.10
* military junta
Source: The Secretariat of the National Assembly (author's calculation)

Table 5-5. Success Rate of Bills in the Korean National Assembly

AVERAGE

Table 5-6. Success Rate of Finance Committee Bills in the Korean Natinal Assembly
All Bills Government Bills

 
 

On the contrary, the Korean government may directly introduce any bill to the National 

Assembly according to Article 52 of the 1987 Constitution.85  The constitutional 

legislative power furnishes the President with tremendous advantages in law- and policy-

making in general.  Table 5-5 reveals that dominant proportion of bills (56%) were 

introduced by the executive, and that 71 percent of those government bills passed through 

the National Assembly and 28 percent of them passed through the legislature without any 

amendments.  Table 5-6 indicates the preponderance of the executive in financial and 

economic issues.  In other words, 79 percent of the bills reported by the Finance 

Committee were initially proposed by the executive.  All these numbers of bill and 

                                                 
85 The Article provides that “Bills may be introduced by members of the National Assembly or by the 
Executive.” This provision has been existed in the Constitution from the first year of the Republic. 
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success rates will go up as bills introduced by government-party members are taken into 

account together. 

 

Federalism and Bicameralism 

Other important constitutional differences between Korea and the U.S are federalism and 

bicameralism.  Only once but very briefly between 1960 and 1961, the parliamentary 

government adopted a bicameral legislative structure.86  Since then, the country has 

remained with a unicameral structure.  So, the probability that institutional frictions 

between separate legislative chambers take place is nonexistent.  In addition, Korea has a 

unitary system of government in which there is no distinction between the national 

government and states.  Virtually all economic decisions of any importance are made in 

Seoul.  This centralization is in no sense confined to the economic sphere and is hardly of 

recent origin.  The historical causes and contemporary consequences of the broader 

phenomenon are detailed in Henderson’s Korea: The Politics of the Vortex.  Centralism 

reinforces executive dominance and facilitates speed and flexibility (Jones and Sakong 

1980). 

 

Meanwhile, federalism and bicameralism (Article I) are among key characteristics of the 

United States Constitution.  Policy-making or regulatory powers are divided between the 

state and federal governments.87  In this system, state politicians respond to different 

constituencies.  Herein lies the cause of policy divergence across levels of government 

(Riker 1987).  Also, any bill should pass through both the Senate and the House before it 

becomes a public law.  In particular, the existence of two separate chambers in the 

legislature increases the possibility of divided government.  As we see the United States 

Congressional history, divided government is the rule rather than the exception.88  This 

                                                 
86 Bicameralism was stipulated in the First Amendment of the Constitution in 1952, but due to the Korean 
War (1950-53), the upper chamber was not organized until 1960.  
87 Since the enactment of the Securities Act of 1933 and the Securities and Exchange Act of 1934, the U.S. 
federal government is constitutionally entitled to assert jurisdiction over all aspects of securities regulation 
industry through its power to regulate interstate commerce.  But historically the states were the first to 
engage in securities regulations like blue sky laws. 
88 Since the WWII, the U.S. government had been divided for thirty four congressional years.  
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often leads to legislative gridlock and prevents important legislation from passing 

through Congress (e.g., Jones 1994; Kernell 1991; Cox and McCubbins 1991; Sungquist 

1992; Edwards III et al. 1997).89   

 

These features have important implications for the executive-legislative relations in 

general and for the executive’s policy-making power in particular.  In a federal system, 

each state may seek to advantage its own citizens at the expense of citizens of other states 

and nations.  Hence, state regulation will be prone to biases in favor of local interests.  It 

suggests that the federal executive may have another hurdle to overcome in policy 

formulation and implementation.  A bicameral legislature also may work in a similar 

manner in that it may increase transaction costs involved in legislative bargaining 

between both chambers, or between the President and either or both chambers.  In sum, 

the United States system puts more constraints on the executive’s policy-making power 

than the Korean system. 

 

5.2.2.2. Contingent Origins 

 

Along with time-invariant constitutional bases, the executive-legislative relations in 

presidentialism are also affected by institutional features varying over time, such as 

electoral rules, party systems (including party discipline) and seat distribution in the 

legislature.  These relatively short-term institutional variations provide different political 

actors with different opportunity structures.  For example, the executive may have greater 

control in policy-making over its party members (and therefore, the legislature, if it 

enjoys a majority), as a change in electoral rules increases party discipline.  These issues 

are the discussion topics in the following. 

 

 

                                                 
89 On the contrary, David Mayhew (1991) and Howell et al. (2000) argue that divided government does not 
contribute to gridlock: about the same amount of important legislation seems to pass under divided 
governments as under unified government.  
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Electoral Systems 

In the U.S., both state legislatures and the federal House of Representatives are elected 

from single-member districts (SMDs), with the winner chosen by plurality in almost all 

cases.  The U.S. Senate has dual-member districts (states), but each senator is elected in a 

separate election, again nearly always on the basis of a plurality of the votes. South Korea, 

contrary to common perception, has adopted mixed/segmented electoral systems: 

majority of members of the National Assembly is elected by SMDs, but some portions by 

a variant of proportional representation.90

 

The literature on electoral systems emphasizes the effects of electoral rules on incentives 

and behavior of candidates.  SMDs give candidates an especially strong incentive to 

advocate narrow, special-interest policies in return for campaign contributions.  The 

incentive to engage in such behavior is present in any system in which voters choose 

from among individual candidates rather than parties.  In this sense, United States’ 

electoral systems are much more candidate-centered than South Korea’s.  The degree of 

candidate-centeredness has influence on the distribution of policy-making power between 

the executive and the legislature, via party discipline or unity.  It is because the greater 

candidate-centered, the lower party discipline and hence, the weaker executive 

dominance in policy-making.   

 

The Korean ruling party is highly centralized with strong internal discipline.  Party 

leaders strictly control their rank-and-file members.  At every stage of decision making, 

legislative members follow instructions from above.91  Strong electoral incentives exist 

for members to obey their leadership’s directives.  For a member to be re-elected, he or 

                                                 
90 It is a variant because the segment of proportional-representation seats is allocated according to party’s 
seats earned in SMDs rather than votes.  In 1963, 1967, and 1971, two thirds of the representatives were 
elected via the plurality system in SMDs and one third by proportional representation in a single national 
constituency.  In 1973 and 1978, two thirds of the members of parliament were elected by the binomial 
system, whereas one third was appointed by the president.  In 1981 and 1985, two thirds of the 
representatives were elected according to the binomial system, and one third was allocated proportionally 
in a single national constituency. 
91 Kim (1988). 
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she must first obtain a party nomination from the party leadership, making a member’s 

loyalty to his party’s top leaders an important issue.92  Also, the candidate needs the 

party’s financial and organizational support, crucial for electoral campaigns and for 

constituency representational activities after the election.93  

 

Furthermore, in some cases as in South Korea, electoral systems may have a strong 

majoritarian effect.  From 1963 to 1988 the electoral system returned a disproportionate 

number of National Assembly seats to the majority party.  Multi-member districts with 

numerous “at large” or “national” seats in the National Assembly created a situation 

whereby the majority party could win one-third of the popular vote but retain two-thirds 

of the National Assembly seats.94   

 

The arbitrary character of the electoral law was particularly pronounced in legislative 

elections.  The National Assembly Election Laws, used from the 1960s until the late 

1980s, were constructed to secure the hegemonic position of the ruling Democratic 

Republican Party (DRP) of President Park Chung Hee (1963-1979), and later of the 

Democratic Justice Party (DJP) of President Chun Doo Hwan (1980-1987).  This 

proportional representation plus premium system created a situation in which the 

government party could ensure its dominant electoral position.  Indeed, government 

parties have won 38.36 percent of popular votes in SMDs, but until recently could enjoy 

legislative majority (54.29 %), mainly thanks to electoral premium of 15.92 percent, on 

average (see table 5-7).95   

 

A wide majority controlled by the ruling party reduced the extent of legislative autonomy.  

Thus, Korean electoral rules, combined by strong party discipline discussed below, 

                                                 
92 In reality, the 1972 electoral law stipulate that party defectors lose their office in the Assembly. 
93 Park (1988a; 1988b). 
94 See also Brady and Mo (1992). 
95 In the elections for the fourteenth and the fifteenth assemblies (in March 1992 and April 1996, 
respectively), the president’s party was not able to obtain a majority of legislative seats.  But after the 
elections, the ruling party drew in some opposition members and independents and eventually 
manufactured a majority. 
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N.A. Years Total GovParty vote GovSeat/ Electoral Premium
seats in SMDs PR seats seats % %

3 60-61 203 36.8 114 56.16 19.36
4 61-63* 233 42.1 126 54.08 11.98
5 63-67 233 41.7 175 75.11 33.41
6 67-71 175 33.5 22/44 110 62.86 29.36
7 71-72 175 50.6 27/44 129 73.71 23.11
8 73-79 204 47.8 27/51 113 55.39 7.59
9 79-80 219 38.7 73/73 73 50.00 11.30

10 80-81* 231 31.7 77/77 68 44.16 12.46
11 81-85 276 35.6 61/92 151 54.71 19.11
12 85-88 276 35.2 61/92 148 53.62 18.42
13 88-92 299 33.96 38/75 125 41.81 7.85
14 92-96 299 38.5 33/62 149 49.83 11.33
15 96-00 299 35.1 18/46 139 46.49 11.39
16 00-04 273 35.87 19/46 115 42.12 6.25

AVERAGE 38.36 54.29 15.92
Source: The Secretariat of the National Assembly (author's calculation)
Note: GovParty; governing party, GovSeat; seat of governing party, 
Electoral premiun; final seat share less vote share in SMDs

Table 5-7. Electoral Premium in Korean Elections

Final GovSeat

 
 

guaranteed the President’s party a majority in the legislature and facilitated the executive 

to easily translate its preferences into policies.  In short, candidate-centered SMDs in the 

United States tend to weaken the policy-making power of the executive, whereas mixture 

of highly disproportional SMDs and seat-proportional representation in Korea is 

significantly conducive to executive dominance.  

 

Political Parties and Party System 

Political parties are viewed as an institution that aggregates diverse societal interests and 

represent them to the national government, yet in South Korea this process has been 

reversed: parties created from above were designed to organize society and extend 

influence downward.  Political parties in South Korea have never had much influence.  

Ever since independence, politicians have created political parties to further their own 

political interests rather than to respond to interests expressed from below.   
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N.A. Years Total Freshmen Turnover (%)
1 54-58 209 209
2 58-60 218 184 84.40
3 60-61 208 151 72.60
4 61-63* 239 116 48.54
5 63-67 247 129 52.23
6 67-71 189 114 60.32
7 71-72 182 79 43.41
8 73-79 207 112 54.11
9 79-80 251 115 45.82

10 80-81* 235 91 38.72
11 81-85 285 225 78.95
12 85-88 288 114 39.58
13 88-92 308 174 56.49
14 92-96 342 156 45.61
15 96-00 335 159 47.46
16 00-04 313 139 44.41

54.18
Source: The Secretariat of the Korean National Assembly

Table 5-8. Turnover of Legislators in the Korean Assembly

Average

 
 

As a result, political parties live and die depending on the success of their creators.96  

Accordingly, the legislature had a high rate of turnover (i.e., high percentage of freshmen 

members in the legislature), which considerably weakened the Assembly’s policy 

influence.97  Indeed, more than half of the members of the Korean national assembly 

were new faces every term (see Table 5-8).  This fluidity of Korean political parties 

makes it difficult to coordinate among them, which keeps the National Assembly from 

acting as a unified body when dealing with the executive. 

 

Unlike the United States, the Korean party system has not been institutionalized in all 

aspects of criteria developed by Mainwaring (1998, 1999) and Mainwaring and Scully 

                                                 
96 For example, the Liberal Party, formed by Syngman Rhee in 1951, disappeared after he fled from office 
in 1960. In 1963, Park Chung Hee created the Democratic Republican Party (DRP) in order to mobilize the 
vote, but the DRP evaporated after Park died in 1979.  Similarly, Chun Doo Hwan, after taking power in 
1980, created the Democratic Justice Party (DJP), which disappeared after Roh Tae Woo took power in 
1988. 
97 Mezey (1979: 249-251). 

 125



(1995).98  Institutionalized party systems are characterized by (1) regularity of party 

competition, (2) extent to which parties have strong roots in society, (3) legitimacy that 

political actors accord to parties, and (4) autonomous party organization.99   Political 

parties enter and disappear from, the Korean political scene from one election to the next 

(Stockton 2001, p.101).  Also, Koreans are still cautious in their support of the party 

system that exists in Korea and only 27 percent felt that parties serve the interest of the 

public (Shin 1994).  The effect of such a weak party systems in Korea has been to subvert 

the United States-type chain of influence in the opposite direction: instead of aggregating 

voters’ interests through the party and then selecting an executive, uninstitutionalized 

political parties and party system further strengthened the power of the executive. 

 

5.3. Political Institutions and Regulatory Politics 

 

The different institutional foundations of executive-legislative relations in presidential 

systems affect the degree of executive dominance in policy arenas whereby they have 

significant implications for policy making and regulatory transformation. 

 

First of all, they determine the speed at which a change in policy or regulation takes place.  

Usually, the present status quo is challenged by internal or external shocks.  In that 

circumstance, institutions affect not only the willingness/incentives but also the ability of 

the executive to do something to adapt to those shocks.  One example that federalism 

affected the president’s preference for regulatory change is the U.S. President Hoover’s 

ambivalent preference over the adoption of federal securities regulation in 1929.  Even in 

economic crisis, federalist structure made Hoover doubt the constitutionality of moving 

regulatory authority from states to the federal government and eventually, the regulatory 

transformation came to occur in 1933 under the Roosevelt administration.   

 
                                                 
98 In the United States, the present Republican Party and Democratic Party has competed for since the early 
1800s. 
99 The authors distinguish party institutionalization from party system institutionalization in that parties are 
actors that operate within the encompassing structure of a party system.   
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N.A Years Introduced Passed % Days spent
2 50-54
3 54-58 2 0 0
4 58-60 3 0 0
5 60-61 0 0 0

SCR* 61-63 6 6 100 25
6 63-67 0 0 0
7 67-71 1 1 100 325
8 71-72 1 1 100 94
9 73-79 5 5 100 34

10 79-80 1 1 100 26
NSLC* 80-81 1 1 100 7

11 81-85 1 1 100 110
12 85-88 2 2 100 90
13 88-92 2 1 50 48
14 92-96 8 6 80 76
15 96-00 18 13 72 27
16 00-04 10 8 80 90

61 46 75.41 79
* military junta
Source: Congressional Information System (government bills only; author's calculation)

Table 5-9. Passage of Securities Laws in Finance Committee of the Korean Assembly

 
 

In addition, institutions influence the executive’s ability to accomplish regulatory policy 

changes.  For example, in South Korea, there exists a close connection between the ruling 

party and the executive branch.  The president had usually been the head of the party and 

laws allowed national assemblymen to take various cabinet posts without resigning their 

offices.  Moreover, the president may directly introduce a bill to the National Assembly 

and convene congressional sessions if he feels necessary.   Thus, the Korean political 

institutions readily link the executive’s willingness to his ability in regulatory change.  

Indeed, most of amendments to the initial Securities Exchange Act of 1962 were 

introduced by the government.100  And securities laws have passed through the Assembly 

in three months after introduction, on average (see table 5-9). 

 

Also, political institutions constrain the relative power and behavior of interest groups.  

Such institutions as candidate-centered single-member plurality rules, federalism and 

weak party discipline in the United States provide much wider room for interest group 
                                                 
100 Since its enactment, the Securities Exchange Act of 1962 has as many as 20 times been amended. 
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involvement in securities regulation than the Korean parallels such as party-centered 

mixed electoral systems, a unitary structure of government and strong party discipline.  

Sometimes the Korean government exchanges opinions with relevant interest groups and 

hears recommendations from them in the process of legislation.  However, it is very often 

that securities bills are introduced to the Assembly and proceed without any formal 

public hearings.  Under a system of executive dominance, securities industry has a very 

limited access to securities policy-making.  In the United States, the story that the 

Gramm-Leach-Bliley Act of 1999 came to officially repeal the 1933 Glass-Steagall Act is 

very illustrative of the importance of political institutions to interest groups.  In fact, 

Congress attempted to repeal the Glass-Steagall Act in 1991, but was rejected by the 

Democrat-controlled House.  But in 1999, a similar drive succeeded.  Given that the 

President had no formal power of legislative initiatives, the year of 1991 saw Democrats 

controlling both chambers, but in 1999, Republicans prevailed in both Houses.  This 

institutional change encouraged interest groups such as bank, insurance and securities 

industry to bet on pro-deregulation Republicans such that they made more than $30 

million political contributions in 1999, with 60 percent going to Republicans.101  Thus, 

political institutions make a significant difference for the strength of interest-group 

influence on policy-making. 

 

Finally, political institutions hold sway over not only the speed of policy change and the 

opportunity structure for interest groups, but also the credibility and coherence of policy 

making.102  The Korean political institutional configuration appears appropriate for 

sending credible signals of regulatory policy change in response to external shocks, 

whereas the American political institutions turn out proper for showing credible signals 

of commitment to already changed policies and regulations.103  Credible commitment can 

be made to both policy adaptability (i.e., the ability to change policy) and policy 

                                                 
101 CQ Almanac (1999: 5-31). 
102 In a different perspective, Jones and Sakong (1980) argue that in the Korean executive-dominant policy-
making system, there are potential costs resulting from inadequate scrutiny and policy errors. 
103 This is also known as the tradeoff between “decisiveness” and “resoluteness” (Haggard and McCubbins 
2001: 26-28). 
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coherence (i.e., the ability to maintain a given policy).  Most work on credible 

commitment focuses solely on the latter attribute of political institution.   

 

However, which system could be better for stock market development is widely open to 

debate.  As may be the case, a policy can change forward rather than backward.  A 

backward movement of policy – that is, policy reversal – may do harm than good to 

investor confidence.  For instance, suppose that the government lowers the rate of taxes 

on dividends or capital gains for the purpose of boosting the bearish stock market.  Then, 

at next stages it would be better to maintain or further lower the tax rate (i.e., forward 

movements) than to raise it to the original level or the higher (i.e., backward movements).  

In this situation, we can expect the United States executive to maintain the new tax rate, 

due to its institutional barriers to changing the tax rate.  By contrast, the Korean 

government has fewer institutional constraints and therefore, may be able to either 

maintain, lower or raise the rate.  A policy reversal will occur only if the government 

chooses to raise the rate.  Put differently, Korea’s executive-dominance unified political 

system may be more prone to policy inconsistencies than the American system. 

 

So far, I have explained how political institutions shaped the executive-legislative 

relations in South Korea and the United States.  Also, regulatory policy implications were 

briefly discussed, in terms of differences between Korea’ unified presidential system and 

executive dominance and the United States’ fragmented presidential regime and 

executive-legislative power sharing.  Now, I turn to detailed study of stock market 

regulations of South Korea and the United States.  In the following two sections, I 

maintain the main focus on the effects of political institutions on regulatory politics.  But 

broader implications of varying institutional contexts for investor confidence and market 

development are also under consideration.  
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5.4. Korea 

 

5.4.1. The Korean Stock Market in a Comparative Context 

 

The Korean stock market, established in 1956, has made tremendous strides over the past 

decades and now is among the largest of the emerging stock markets.  For example, stock 

market capitalization grew from 10 billion won in 1963 to 2,586 trillion won in 2002.  

Trading value also increased rapidly from mere 394 million won in 1956 to 7,421 trillion 

won in 2002.  The financial structure had moved toward a less bank-dominant one; the 

ratio of market capitalization to deposit money bank assets rose from 18 percent to 51 

percent during the same period.   Listed firms expanded from 15 in 1956 to 683 in 2002.  

Just 31 million shares were listed in 1963, but 26.4 billion shares were on the market in 

2002.  The increase in demand for stocks also is striking.  Shareholders grew to 3.9 

million in 2002 from 14,823 in 1962.   

 

Reflecting this growth, capitalization once ranked as high as the tenth in the 1990s and 

twenty-sixth in 2004 after the Asian financial crisis.  Along with sharp increase in trading 

volume, the value of traded stocks has never been out of top ten (see Appendix).  These 

numbers are remarkable, compared to the level of economic development of Korea, 

whose gross domestic product (GDP) per capita was the 37th in the world in 2002. 

 

Although it is undeniable that the Korean equity market has accomplished an outstanding 

growth, figure 5-1 tells us interesting stories.  First, contrary to the economics argument, 

industrialization is not paralleled with stock market development in South Korea.  Second, 

in contrast to the United States, the Korean market experienced much more ups and 

downs in both the growth pattern of market capitalization and the volatility of stock 

prices.104  Thus, this section is to investigate the political institutional origins of such a 

leapfrogging yet unstable growth path of Korean equity markets.   

                                                 
104 A similar pattern is observed in trading value. 
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A. Market Growth

KORGDP = Korea's gross domestic product
USCAP = US stock market capitalization
KORCAP = Korea's stock market capitalization
Note that all values are standardized Z-scores for comparison.

B. Market Volatility

KORVOL = Volatility (i.e.,Std. Dev) of Korean Share Price Index
USVOL = Volatility (i.e.,Std. Dev) of US DOW index

Figure 5-1. Evolution of Stock Markets in Korea and the U.S
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5.4.2. A History of the Korean Stockmarket Regulation 

 

The Korean securities market, named the Daehan Stock Exchange, came into being as an 

organized entity in February 1956, with joint contributions from a private club of 

government bond traders such as banks, insurance companies and brokerages.105 106  

Trading began in March, but with only 12 companies listed, the Exchange was focused 

on government bonds, constituting 80 percent of all trades between 1956 and 1961.  

Furthermore, the Exchange lacked an institutional structure able to facilitate the issuance 

or circulation of new stocks or corporate bonds. 

 

In the early 1960s, with the launching of the First Five-Year Economic Development 

Plan (1962-66), the government decided to foster the capital market as a means of 

mobilizing domestic funds and savings.  The Securities Exchange Act (SEA), the first 

legal framework for the Korean securities market, was enacted in 1962, whereby the 

Korea Stock Exchange was reorganized as a joint-stock corporation, a step closer to a 

stock market and away from a government bond market.  At the same time, some 

government enterprises also revalued their real assets to reflect past inflation and started 

to pay dividends, thereby creating a demand for their stock.107

 

However, the reorganization of the Exchange and the inadequate management of the 

market led to market clashes.  Subsequently, the SEA was amended in April 1963 to 

impose stricter regulations on the operation of the securities market and to reform the 

Exchange into a nonprofit, government-owned corporation, with a new name: the Korea 

Stock Exchange (KSE).108  

                                                 
105 The Korean stock exchange traced back to the Chosun Securities Exchange, created in January 1932 by 
the Japanese. Its main purpose was selling public debentures (e.g., bonds) to finance the Japanese war 
efforts (KSE 1991:65-68). 
106 The concept of “securities” was presumed to be first introduced in Korea since 1876 when Chosun 
Dynasty signed an open-door treaty with Japan, for at the time Korea’s first modern newspaper, Hansung 
Sunbo, started carrying articles on the procedures and need for the establishment of joint-stock companies 
(KSE 1991: 63).  
107 It was based on the Asset Revaluation Act enacted in 1958. 
108 The KSE was finally privatized into a non-profit, membership organization in 1988. 
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Launching the Second Five-Year Economic Development Plan (1967-71), the Ministry of 

Finance (MOF) took comprehensive measures to further promote the securities market 

and help mobilize industrial funds through direct financing.  The most important measure 

taken was the enactment of the Capital Market Promotion Act (CMPA)109 in November 

1968.  Its main purpose was to increase the number of listed companies, thereby 

stimulating broad share ownership among the public.110  The CMPA encouraged firms to 

go public by providing tax incentives and other benefits.  It also established the state-

owned Korea Investment Corporation (KIC) to facilitate the issuance, distribution, and 

underwriting of securities.111   In 1969, the introduction of the Securities Investment 

Trust Business Act (SITBA), aimed at stimulating securities demand, permitted the KIC 

and other qualified companies to practice securities investment trust business including 

mutual funds. 

 

Since the enactment of the CMPA in 1968, the government continued to encourage 

privately-held or non-public corporations to go public by giving such incentives as bank 

loans and tax benefits and even designated appropriate corporations to go public.112  In 

addition, in December 1972, a new and stronger law, so called the Public Corporation 

Inducement Act was enacted. 113  Under the act, financially healthy corporations, 

remaining closed, had restrictions placed on their access to credit.  Punitive measures, 

                                                 
109 Sometimes, the act is also called the Law on Fostering the Capital Market or the Law for the Promotion 
of the Capital Market. 
110 Indeed, its objective was that “The development of the capital market by inducing privately-held firms 
to go public and creating a favorable investment environment in which people’s participation in business 
affairs and domestic resource mobilization are to be facilitated” (Article 1). 
111  Before its liquidation in 1977, the KIC performed various other functions such as taking open-market 
measures to stabilize prices and making payment guarantees for corporate debt securities. 
112  For instance, the corporate marginal tax rate was 35 percent for publicly held corporations and 45 
percent for closed corporations in 1968, but in 1969, the rates were lowered to 25 percent and 45 percent, 
for publicly held and closed corporations, respectively. 
113  Some call this act the Law for Inducing Business Corporations to Go Public. This law was merged and 
incorporated into the revised Capital Market Promotion Act in 1987. 
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together with expanded manipulation incentives, could now be taken against certain 

corporations that failed to “go public.”114  

  

Source: Korea Securities Statistics Yearbook

Figure 5-2. Net Change of Listed Companies at the KSE 
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More importantly, the Minister of Finance was allowed not only to direct financial 

institutions to restrict credit to these closed firms, but also to select “appropriate 

corporations” based on the total paid-in capital, financial situation, ability to pay 

dividends, stock trading prospects, the general securities market trend, and so on, from 

among “eligible corporations.”   

 

Nonetheless, few of the chaebol (i.e, large corporate conglomerates) firms participated in 

the program, rejecting the benefits in favor of traditionally closely held management 

pattern.  Concern over the chaebol problem led to the May 29 Presidential Special 

                                                 
114  Those measures included a 20 percent tax penalty on the company’s corporate income and a similar 
levy on the personal income tax of majority shareholders. 
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Directives of 1974 (henceforth, the 1974 Presidential Directives).  The 1974 Directives 

placed rather extraordinary restraints on chaebol behavior such that certain groups were 

prohibited from receiving further foreign loan guarantees, establishing or acquiring new 

companies, investing in stock, or acquiring non-operating real estate. 115  In the year 

following the special directives, 61 additional firms went public that was far less than 

desired response from major chaebol (figure 5-2).  This suggests the perseverance of the 

bureaucracy in pursuing an objective established at the top, and the flexibility of the 

search for a tool to achieve that end.  

 

In the meantime, the sudden growth of the securities market in the 1970s, however, posed 

new regulatory concerns.  The SEA was amended in 1976 to ensure more effective 

supervision of the securities industry and to reinforce investor protection.  Under the 

revised act, the Securities and Exchange Commission (SEC) and the Securities 

Supervisory Board (SSB) as the SEC’s executive body were established as principal 

regulators in February 1977.  During the 1970s, trading and settlement systems markedly 

improved to accommodate increased listing of companies and their expanded trading 

volume.116

 

The following 1980s and 1990s was characterized by market liberalization that allowed 

foreign investors to participate in the Korean equity market directly and indirectly.  In 

1981, the government announced the Capital Market Internationalization Plan, a 

comprehensive blueprint to globalize the Korean securities markets.  A series of new 

regulations were implemented to allow foreign portfolio investments in the domestic 

                                                 
115  The following August 8 Measure of 1975 extended coverage to the main holding companies (but, 
previously only subsidiaries had been included) and established a specific time schedule for compliance. 
116  For instance, in October 1971, the continuous trading was introduced on a limited basis and then finally 
replaced inefficient call trading in 1975. Along with the introduction of the book-entry clearing, which 
requires the safekeeping of deposited securities, in 1974 the KSE established the Korea Securities 
Depository (KSD) that acts as a central depository and settlement agent. In addition, to improve operational 
efficiency and to facilitate computerization of the securities market, the KSE set up the Korea Securities 
Computer Corporation (KOSCOM) in 1977. 
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market and reciprocally local investments overseas, including Korean stock listings on 

overseas stock exchanges.  

  

Source: Korea Securities Statistics Yearbook (unit: %)

Figure 5-3. Foreign Shareownership at the KSE
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Measures taken in the first half of the 1980s were intended as a preparatory phase for 

limited foreign investment liberalization.  The first stage involved establishment of the 

Korea International Trust and the Korea Trust in 1981 as investment vehicles for foreign 

portfolio investors.  In 1984, the listing of the Korea Fund on the New York Stock 

Exchange was the first incidence of indirect foreign participation in the Korean market.  

To further accelerate liberalization, the revised 1988 Mid-Term Plan allowed for greater 

investment opportunities: capital requirements were relaxed for overseas funds (e.g., 

Korea Fund and Korea Euro Fund) and requirements were eased for overseas securities 

issuance by Korean companies, including convertible bonds, bonds with warrant and 

depository receipts.   
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The new decade marked greater liberalization and a sweeping market overhaul after the 

1997 financial crisis.  In 1991, Korean securities companies were permitted to establish 

overseas branch offices.  Then in 1992, the Korean stock market was liberalized to 

accommodate direct foreign investments, though with some limitations and ceilings.117  

Those ceilings were gradually lifted before reaching full liberalization in May 1998.  That 

year, the government also lifted all restrictions on the bond investment by foreigners and 

allowed foreigners to invest in money market instruments such as commercial papers and 

certificates of deposits.  In addition, for the coherent, effective regulation of the financial 

markets, three regulatory bodies that were independently responsible for the securities, 

banking and insurance industries were consolidated into a single regulator called 

Financial Supervisory Commission (FSC) in April 1998.  As a consequence, foreign 

investors share ownership increased from mere 2 percent in 1980 to 10.12 percent in 

1995 (figure 5-3).  

 

Regulations on corporate governance also were significantly strengthened.  Since 1999, 

for the transparency purpose, 30 largest business groups have been required to prepare 

certified combined financial statements.118  To strengthen minority shareholders’ right 

and promote transparency of management, the previous requirement of 1 percent 

ownership to bring a derivative suit was eased to 0.01 percent, and the 1 percent 

ownership to request the dismissal of a director or an auditor for an illegal act was 

relaxed to 0.5 percent.  As a part of the effort to encourage institutional investors to play 

an active role in monitoring corporate management, all restrictions placed on exercising 

voting rights by institutional investors were removed in September 1998, thus 

institutional investors as shareholders are now able to exercise their voting rights freely.  

 

                                                 
117  The aggregate foreign investment ceiling was 55 percent of the outstanding shares of a company. 
118  Combined financial statements bring together all assets, liabilities, and operating accounts of a parent 
company and its subsidiaries. 
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5.4.3. The Politics of Stock market Regulation in Korea 

 

In this part of the section, I inquire into the roles played by Korea’s unified presidential 

system in influencing the distribution of policy-making power among political actors and 

in regulating the stock market. 

 

Executive Preference 

As read in the above history of market regulation, the executive (or, the Ministry of 

Finance) has took the lead in building legal and institutional infrastructure and actively 

engaged itself in promoting stock supply and demand.  Among other things, the initial 

legal framework was installed by General Park Chung Hee’s junta in 1961 five years 

after the establishment of the Stock Exchange.   

 

Until then and throughout the 1950s, however, both the Korean public and the 

government had not been fully aware of the importance and necessity of stock market.  A 

leading newspaper editorial illustrates this public opinion: “Frankly speaking, we feel 

skeptical about the possibility of establishing a stock market intended by a Securities Bill 

under discussion in the National Assembly.  A market can appear when active 

transactions are being made, but it doesn’t mean any physical building. … Therefore 

voluntary transactions come first, and then a market follows.  A securities market should 

be established only after economic conditions for it are met. Our current economic 

situation makes it too early to create a securities market.”119  Similarly, the government 

did not make serious efforts, either, to provide institutional foundations for the newly 

born stock exchange.120  In as early as 1953 when the Securities Business Association 

was established, a member of the National Assembly introduced a securities bill with 

support from securities dealers, but failed to get through the Assembly.  Afterward, seven 

                                                 
119 Chosun Ilbo (Chosun Daily Newspaper). January 16, 1954. 
120 Chosun Ilbo. March 14, 1959. 
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other securities bills introduced died in the Assembly, 121 and finally, General Park’s 

Supreme Council for National Reconstruction (SCNR) came to enact the Securities 

Exchange Act (SEA) of 1961. 122

 

Under an executive-dominant system, this sluggish response contradicts our expectation.  

Even if the immature stock market repeatedly encountered market crashes in 1958 and 

1959, all the then government did was to enact the Asset Revaluation Act of 1959 as a 

tool to promote securities demand.  I argue that the difference between 1950s and the 

early 1960s lied in the preference of the executive over stock market.  Neither President 

Syngman Rhee’s nor Premier Chang Myun’s administrations had a clear vision about the 

stock market.123  Instead, Park’s regime had kept placing high expectation and priority on 

securities markets as an important means to mobilize domestic capital for economic 

development.124  Thus, it reveals that the preference of the executive plays a key part in 

stock market development. 

 

As another evidence of executive leadership in securities policy making, the Capital 

Market Promotion Act (CMPA) of 1968, the Public Corporation Inducement Act (PCIA) 

of 1972, and the 1974 Presidential Directives deserve close attention.  Those of numerous 

government initiatives taken throughout the 1970s were primarily intended to stimulate 

top-100 big corporations to go public by issuing stocks into the market. 125  The 

difference was that the CMPA was legislated in part because of the “recommendations 

for stock popularization” by the Federation of Korean Industries (FKI), a largest business 
                                                 
121 Those bills included No. 020393(December 1953), No.020402 (January 1954), No.030060 (December 
1954), No.030373 (November 1957), No.040013 (June 1958), No.040129 (January 1959), and No.040186 
(February 1959).  The first two bills were proposed by members of the National Assembly, and the other 
five by the government. 
122 SCNR 96th Sess. Bill No. AA0389.  Along with the 1961 SEA, the SCNR solidified the legal 
foundations by legislating the 1st Amendment to the 1961 SEA, the Stock Dividend Guarantee Act of 1962 
(AA0581) and the Securities Transaction Tax Act (AA0627). 
123 Chang Myun’s parliamentary regime was ended by General Park’s coup in May 1961, so the short-lived 
government might not have enough time to manifest its preference.  Nonetheless, the regime has been 
typically characterized by “indecisiveness” in policy making.  
124 Chosun Ilbo. September 4, 1962. 
125 The Ministry of Finance selected first 105 and then 101 companies that should go public. Dong-A Ilbo 
(Dong-A Daily Newspaper). August 9, 1975. 
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association in Korea, but that the PCIA and the Directives were made despite FKI’s 

hesitation and displeasure.126  The latter measures included compulsory and punitive 

provisions against corporations that did not comply with the CMPA, which might betray 

the principle of free enterprise in capitalism.  At the time, the FKI asserted in vain that 

the preconditions for voluntarily going public should come first.  This indicates that the 

government could twist big businesses’ arms whenever it wanted to do so.  There were no 

institutional checks from either within or without: the opposition parties were by 20 

percent margin minor in the legislature and the power of corporate business groups were 

yet weak.  

 

The importance of the will and ability of the executive is also well shown in the process 

of stock market liberalization.  As early as the late 1960s, a group of academicians, 

journalists, and business community asserted that foreign investors’ participation should 

be actively promoted for the purpose of attracting quality foreign capital and that 

foreigners should be allowed to purchase as well as undertake stocks.127  Dr. Sidney M. 

Robbins, a former chief economist of the United States Securities and Exchange 

Commission (SEC) who participated in the SEC 1964 Special Study, also confirmed in 

his research report that “The possibility of utilizing … foreign individual and institutional 

investors including the U.S. investment companies was widely discussed and recently 

various (Korean) institutions and organizations recommended the government to relax the 

eligibility requirements for foreigners in purchasing Korean corporate shares.”128  

However, the government’s indifference made market liberalization wait until the early 

1980s. 

 

The above mentioned episodes emphasize how South Korea’s unified political system 

granted the executive free hands in making stock market policies and regulating securities 

markets.  Under the circumstances where policy initiatives were almost monopolized by 
                                                 
126 KSE (1991) and Dong-A Ilbo. August 9, 1975. 
127 Chosun Ilbo. November 23, 1970.  
128 His report was on the Korean financial markets and submitted to the USAID/Korea in June 1970. The 
report was translated in Korean (Stock. Vol.26: 8).  
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the executive, any policy or regulatory transformation had to presuppose a change in the 

executive’s policy preferences and actions.  

 

Interest Groups 

Interest groups involved in securities markets also have played a considerable role in the 

development of the market.  The 1962 SEA enacted, securities dealers-brokers 

successfully lobbied the government to establish the Korea Stock Exchange as a joint-

stock company that was able to issue its own shares on the market and to compensate for 

insufficient supply of stocks (KLCA 2003: 36).   

 

In 1960 and 1961, KSE member firms asked the government to privatize state-owned 

enterprises by selling their shares on the Exchange.129  The government made no 

immediate policy change on that matter.  But on June 28, 1965, the Securities Business 

Association decided to indefinitely close their business in a protest to the government’ 

inactivity and the Ministry of Finance ordered in a hurry next day that nine state-owned 

enterprises should list their stocks on the stock market.  Arguably, the 1972 Public 

Corporation Inducement Act was originally mapped out by securities businesses and 

adopted by the government (KLCA 2003: 38).  Big businesses also made some important 

policy inputs such as the 1968 Proposal for Stock Popularization and the 1980 Securities 

Market Revitalization Plan.  Table 5-10 suggests that economic resources of securities 

firms dramatically increased around the years when they eagerly pushed their regulatory 

agenda to the government.  For instance, even though the total number of securities firms 

decreased from 44 in 1956 to 35 in 1964, their total asset grew from 117 million won to 

819 million won during the same period.  Also, for three years before the year of 1972, 

the asset amounted to 3,016 million won, on average.  

 

                                                 
129 Chosun Ilbo. November 13, 1960; September 21, 1961. 
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Year # of firms Assets(million, won) Personnel Branch offices(total) Branch offices(Seoul)
1956 44 117
1957 47 247
1958 42 223
1959 44 233
1960 38 202
1961 30 170
1962 55 1,194
1963 40 885 527
1964 36 819 566
1965 35 581 489
1966 26 586 415
1967 25 589 341
1968 27 673 399
1969 29 2,756 445 3 0
1970 28 2,963 419 4 0
1971 28 3,331 405 4 0
1972 27 3,993 363 4 0
1973 30 8,948 681 13 3
1974 30 14,575 1229 23 9
1975 28 28,000 1462 66 35
1976 28 32,148 3143 154 76
1977 27 46,320 4157 219 130
1978 27 51,250 5376 263 154
1979 27 54,600 5095 254 158
1980 27 70,900 4816 229 157
1981 27 103,527 5460 223 152
1982 27 139,950 5988 230 158
1983 25 175,750 5799 231 160
1984 25 211,650 5853 239 168
1985 25 248,159 6099 246 174
1986 25 436,150 7397 257 182
1987 25 560,000 10587 277 183
1988 25 1,154,050 15345 338 210
1989 25 2,498,176 16390 594 276
1990 25 2,868,921 25742 627 314
1991 31 3,320,421 26054 677 335
1992 32 3,320,421 25618 701 344
1993 32 3,470,421 26828 737 370
1994 32 3,687,267 25582 803 407
1995 33 3,783,535 28675 868 441
1996 38 3,984,575 28397 1080 534
1997 39 4,086,125 1261 1261 600
1998 42 4,657,125 22352 1108 506
1999 40 6,867,515 32005 1358 594
2000 51 16,641,746 36708 1800 786

Source; Korea Securities Statistics

Table 5-10. Development of Securities Firms in Korea
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In 1993, the government introduced an amendment bill to the Securities Exchange Act to 

the National Assembly.130  A key provision of the bill was to repeal the quantitative 

limits to ownership of listed stocks that had until then protected corporate managements.  

Previously, any person who was not among majority shareholders of a listed company 

was prohibited from owning more than 10 percent of the company shares without the 

securities authorities’ prior approval.  Expectedly, securities businesses and investors 

supported the bill, while the Federation of Korean Industries and small and medium-size 

enterprises opposed it.  The final version of the bill passed repealed the restrictions on 

ownership of listed companies, but with an important condition that the implementation 

of the repeal shall be postponed for two years and six months. 

 

This legislative anecdote is an exemplar of interest-group powers in securities policy-

making in Korea.  However, I argue that it was possible because the then political 

institutional configuration widened the room for interest group maneuvering.  In other 

words, at the time, the government party (President Kim Young Sam’s Democratic 

Liberty Party) was by one seat a minority in the legislature.  Furthermore, the ruling party 

was internally split among three factions and had weaker party discipline than ever 

before.131  A difference in policy preference associated with stock market within the 

governing party was reported as follows: “Recently as 650s of the stock price index 

considered as a psychological Maginot line collapsed, the ruling party voices divergent 

opinions about an appropriate policy for the stumbling stock market. … Former leaders 

of the Democratic Justice Party and the Democratic Unification Party support for market 

boosting measures, whereas members from the Democratic Republic Party support 

nonintervention.132  As a result, business interest groups led by the Federation of Korean 

Industries was given more access points to mobilize their supporters and to further their 

interests in policy making process.   

                                                 
130 14th National Assembly. Bill No. 140372. 
131 The Democratic Liberal Party was created as a result of the consolidation of the Democratic Justice 
Party (then, the ruling party), the Democratic Unification Party (led by Kim Young Sam) and the 
Democratic Republic Party in 1990. 
132 Chosun Ilbo. August 11, 1990. 
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Percentage of exports to U.S markets out of total exports (commodities only)
Source:  UNCTAD's COMTRADE Database

Figure 5-4. Dependence of Korean Exports on U.S Market
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In sum, the success of interest groups heavily depended on the executive’s policy 

preference and underlying political institutional settings.  When interest-group 

preferences coincided with the executive’s, then a unified political system worked in their 

favor.   But when interest groups and the executive had different preferences, a 

fragmented political system was better for interest groups.133

 

Foreign Influences 

Historically the geopolitical significance of Korea has exposed herself to various foreign 

influences.  In particular, after independence in 1945, the United States provided Korea 

with a variety of support ranging from national security, economic aids, export markets, 

capital, and policy skills and ideas.  Since export-led economic development planning 
                                                 
133 On the contrary, for example, in 1963 right after the May 1962 market crash, KSE member firms could 
not block the SCNR from passing the First Amendment of the 1962 SEA, which transformed the ownership 
structure of the KSE from a joint-stock company to a non-profit quasi-government entity.  The 1974 
Presidential Directives forced privately held business firms (mainly chaebol groups) to open themselves to 
public participation by selling their shares on the stock market, which was against the will of chaebol. 
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was launched in 1962, about more than a third (35 percent), on average, of Korean 

exports relied upon United States markets (figure 5-4).     

 

In case of financial policy, the blueprint employed in the development of the Korean 

financial system has drawn heavily on the United States model.134  In September 1965, 

for example, the Korean government undertook a major financial reform, highlighted by 

a drastic increase in the interest rates on time deposits of the deposit money banks.  The 

primary objective of this reform was to attract into the banking systems private savings 

that had been directed to the unregulated financial markets or to accumulation of other 

real assets.  To this end, the interest rates on one-year time deposits were doubled from 

15 to 30 percent per year.   

 

Actually, that reform was traced back to a study of the Korean financial system (called 

“Financial Structure of Korea”) completed in late July 1965 by American Professors John 

Gurley and Edward Shaw of Stanford University and Hugh Patrick of Yale University.  

The study group was in fact commissioned by the United States Aid program.  The report 

led to action by the National Assembly raising interest-rate ceilings in August and 

implementation of many of their recommendations in a financial-reform package on 

September 1965.  One factor that contributed to this rapid implementation was a 

provision in the annual stabilization program for 1965, jointly agreed upon by the 

American and Korean governments as the basis for the annual United States aid program 

to Korea, that a financial reform would be implemented by the end of the third quarter of 

that year.135  The reform met this time schedule and the flow of the United States’ aid 

funds were not interrupted (Cole and Park 1983:200-201).  Thus, the 1965 financial 

reform took place thanks to the Korean government’s dependence on the United States’ 

aids and knowledge.  As far as inflation is concerned, “Much of the pressure to curtail 

                                                 
134 World Bank (1984: 35). 
135 The Financial Stabilization Program (FSP), first introduced in the 1950s, was annually prepared for and 
approved by the Combined Economic Board, consisting of senior Korean economic ministers and the 
United States aid officials. The FSP was a kind of treaty negotiated with the IMF that authorized a certain 
amount of expansion of credit in a given time. 
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inflation has come from foreign agencies, particularly the United State government and 

the International Monetary Fund (IMF), both of which often contended that price stability 

was a necessary condition for economic growth” (Cole and Park 1983:214). 

 

Stock market policies were not the exception to that, either.  As an example that the U.S.’ 

securities business community transferred policy ideas to the Korean government, in 

1976, the government invited a group of American securities experts and held a 

symposium, in order to design a plan for direct financing from international capital 

markets and institutional requirements.136  Earlier in 1973, the government invited 

another group of the U.S.’ securities experts and have it examined the state and problems 

of the Korean capital markets.  One of its policy recommendations was, if possible, not to 

implement the 1972 Public Corporation Inducement Act that forced large corporations to 

go public.  Following the recommendation, the government did not use those compulsory 

measures of the Act until August 1975.137   

 

However, the characteristic of policy collaboration became more conflictive since the 

Uruguay Round (UR) embarked in the 1980s.  The United States had kept asking the 

Korean government to open the financial markets through bilateral talks separate from 

multilateral UR negotiations.  In 1990, both governments established the Korea-U.S. 

Financial Policy Forum.  Since then, the Forum had functioned as a tool by which the 

United States Treasury repeatedly asked earlier securities market liberalizations such as 

allowing foreign investors to purchase Korean corporate stocks and advancing the entry 

date of foreign securities firms.138  The Korean government responded that “Exchange 

rates, financial liberalization, and capital market opening are not the matter to decide 

through negotiations with a foreign country,” and that “the government will gradually 

improve them, with keeping pace with economic conditions.”  Afterwards, the Korean 

government stuck to the initial gradual approach to financial liberalization.  It suggests 

                                                 
136 Chosun Ilbo. November 23, 1976. 
137 Chosun Ilbo. April 14, 1973; Dong-A Ilbo. August 9, 1975. 
138 Chosun Ilbo. April 27 and 28, 1990. 
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that the Korean executives were able to control their speed and sequence of policy 

adjustments in face of external pressures, rather than passively reacting to them.  And I 

argue that the policy discretion was built on its institutional foundations which 

empowered government policy-makers, in relation to domestic societal actor as well 

foreign governments. 

 

Policy Ineffectiveness and Instability 

Thus far, I discussed how Korean political institutions have been conducive to the 

executive dominance in policy making in general and the flexible formulation and 

implementation of securities policies in particular.  However, flexibility cost the 

government consistency and effectiveness in policy making.  A newspaper reported on 

the harmful effects of inconsistent market regulations:  
 

“The eye and ear of investors is concentrated entirely on the securities authorities. … To that extent, the 

authorities took one market-supporting after another market-restricting measure and stock prices danced to 

those measures.  Knowing that the stock prices are much more sensitive to regulatory actions by the 

authorities than normal market functions, investors could not help paying their attention to every breath of 

the authority. …. The frequency of the authority’s inconsistent regulatory measures amounted to as many 

as 26 times in 1976 alone.139  … The securities community attributed the market slump solely to the 

management of the authority.140   

 

Thus, very often have the measures of market intervention been enough to dampen 

investors’ confidence.141  

 

Another resulting feature of such a flexible policy-making is that the government has 

very often committed various policy errors and implemented ineffective stock market 

regulations.  For example, in 1966, the government ordered state-owned enterprises to list 

                                                 
139 Chosun Ilbo. December 4, 1976.  
140 Chosun Ilbo. October 6, 1976. 
141 Major tools used by the authority have included changing credit availability for margin transactions 
(where investors may borrow money from securities companies to buy stocks or may borrow stocks to sell 
them) and urging institutional investors to buy or sell specific stocks. 
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Year Listed
shares (million, won) (million, won) (million, won)

1963 31,973
1964 27,022
1965 28,933
1966 42,936
1967 59,446
1968 114,861 2 160 10 20,317 12 20,477
1969 141,041 12 2,211 8 6,145 20 8,356
1970 158,965 9 2,068 13 5,088 22 7,156
1971 170,211 4 850 7 2,090 11 2,940
1972 209,755 6 955 31 13,733 37 14,688
1973 305,053 35 17,756 52 29,623 87 47,379
1974 487,602 12 9,227 61 32,080 73 41,307
1975 824,983 48 27,287 68 82,929 116 110,216
1976 1,583,349 56 40,559 81 101,941 137 142,500
1977 2,117,166 34 31,073 97 141,859 131 172,932
1978 2,959,389 23 23,777 148 285,201 171 308,978
1979 3,506,744 5 4,875 98 211,927 103 216,802
1980 3,875,641 1 345 52 170,803 53 171,148
1981 4,048,429 2 3,045 81 302,996 83 306,041
1982 4,705,352 0 0 69 274,242 69 274,242
1983 5,444,062 2 20,800 102 431,769 104 452,569
1984 7,406,944 13 81,190 107 397,672 120 478,862
1985 7,955,343 10 33,860 60 259,528 70 293,388
1986 9,410,142 12 33,360 110 797,705 122 831,065
1987 1,518,975 40 197,714 178 1,654,950 218 1,852,664
1988 2,511,383 98 554,115 298 6,720,644 396 7,274,759
1989 4,242,304 110 1,468,558 274 11,124,538 384 12,593,096
1990 4,796,327 33 315,709 169 2,581,808 202 2,897,517
1991 5,101,926 21 226,894 136 2,180,164 157 2,407,058
1992 5,412,931 8 81,680 133 1,711,188 141 1,792,868
1993 5,760,143 7 181,245 171 2,788,862 178 2,970,107
1994 6,880,511 25 579,524 161 5,378,678 186 5,958,202
1995 7,609,405 36 531,010 163 5,583,890 199 6,114,900
1996 8,598,375 40 1,391,438 146 3,651,522 186 5,042,960
1997 9,030,746 23 479,299 109 2,678,317 132 3,157,616
1998 11,443,672 3 36,782 122 13,452,087 125 13,488,869
1999 17,325,801 15 1,720,116 250 33,426,923 265 35,147,039
2000 19,638,667 0 0 84 5,788,845 84 5,788,845
2001 19,578,295 3 217,825 99 5,097,779 102 5,315,604
2002 26,463,384 8 594,535 125 6,211,406 133 6,805,941

Source: Korea Securities Statistics Yearbook

Table 5-11. Development of Primary Markets in Korea

IPOs Rights offerings Total new share issues

 
 

stocks on the market, but did not contribute the development of stock market because 

most of those shares were not widely distributed and showed low levels of performance. 
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Two years later, the executive enacted the Capital Market Promotion Act (CMPA) of 

1968, a center piece of stock market-boosting legislations in the late 1960s and the early 

1970s.  But it contradicts the government’s previous policy attitude.  Up until then, the 

government had so overtly allowed large corporations, chaebol, to attract foreign and 

internal capital and to enjoy certain levels of corporate profits, that the monopoly and 

protection of chaebol had been strengthened.  Thus, this policy deprived chaebol of 

incentives to list stocks at the Exchange in pursuant to the Act that provided going-public 

firms with numerous tax breaks and other benefits and effect of the CMPA was 

minimal.142  Only eight firms went public in the following year, suggesting the low 

effectiveness of stock supply promotion (see figure 5-2).  This led the Ministry of 

Finance to take further compulsory measures such as the Public Corporation Inducement 

Act of 1972 and the 1974 Presidential Directives that forced firms to list their shares on 

the stock market.   

 

Due to these efforts, throughout the latter half of the 1970s, the securities market 

experienced an unprecedented rush of public offerings.  In 1975 alone, 61 corporations 

listed their equity shares, while 48 new issues (i.e., IPOs) and 68 outstanding issues (i.e., 

rights offerings) were offered in the stock market, mobilizing 110.2 billion won.  The 

number of listed companies, which stood at only 24 in 1967, jumped to 355 by the end of 

1979.  Furthermore, the sales value of share more than doubled from 24.9 billion won in 

1967 to 1741.5 billion won in 1978 (table 5-11).   

 

Nonetheless, the seemingly success of those stock market promotion policy drives didn’t 

match a fundamental change of preferences of firms in corporate financing and 

ownership structure.  Throughout the period before the 1987 democratic transition, the 

pattern of corporate financing has not shown any sign of structural change.  Promotional 

policies being adopted, the ratio of stocks to bank loans in corporate funds increases but 

soon goes back to the previous low levels.  For instance, as shown in figure 5-5, increase 

                                                 
142 Dong-A Ilbo. November 8, 1968. 
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A. Bank Loans vs. Securities Issues

B. Bank Loans vs. Share Issues

Source : Bank of Korea, Flow of Funds in Korea .

Figure 5-5. Structure of Corporate Financing in Korea
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in direct financing through the capital market in 1972 is understood as transient effect of 

the 1972 Presidential Emergency Decree for Economic Stabilization and Growth.143

 
                                                 
143 Stock. 1975. vol. 82: 7-30. 
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The considerable number of the newly listed firms repurchased their shares on the market 

in order to prevent the further diffusion of stocks that might exceed the upper limits of the 

requirements, or intentionally blocked the sales of employee-owned shares.  As a result, 

some stocks had remained listed in name only, for months without any transactions, but 

gotten the benefits from going public.  According to the share ownership pattern of 106 

listed firms in 1974 showed that oligopolistic shareholders held 36.16 percent of total 

listed shares, while small shareholders owning less than 3 percent of the total shares 

accounted for 56.63 percent.  In reality, however, when the proxy shareholders within the 

purview of majority ones were considered, more than half was controlled by those 

oligopolistic large stockholders.144  Furthermore, the rapid expansion of public offerings 

overheated the market and entailed the going public of even such firms that were below 

the IPO requirements like faltering enterprises.  Accordingly, the government 

strengthened IPO requirements by introducing corporate registration, and shrank tax 

incentives for listed firms in 1978.145

 

Apart from the supply side, the government made various efforts to facilitate the 

diffusion of corporate ownership through increased capital participation by the public.  In 

1962, for example, the first Commercial Code introduced the concept of minority 

shareholder rights.  The CMPA of 1968 provided that regular employees (except 

executives) of publicly held corporations were given to the opportunity to subscribe to 

new stock issues up to the limit of 10 percent of the newly issued share.  In addition, the 

Finance Minister was given the discretion to sell government-owned stocks at below 

market prices to the general public, government officials or employees of the government. 

In the 1974 Amendment to the Securities Exchange Act, more forceful provisions were 

included: when newly issuing securities, even listed companies were required to submit 

securities statements examined by the criteria that new rights offerings shall be  

 
                                                 
144 Dong-A Ilbo. May 30, 1974. 
145 BOK 2004: 151.  In 1968, the corporate marginal tax rate was 35 percent for publicly held corporations 
and 45 percent for closed corporations.  In 1972, the rates were lowered to 27 percent and 40 percent, for 
publicly held and closed corporations, respectively. 
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Year Shareholders*
Government Institutions Firms Individuals Foreigners

1962 14,823
1963 13,878
1964 14,820
1965 31,767 55.3 8.5 15.6 20.4 0.2
1966 33,064 63.3 6.6 14.8 15.1 0.2
1967 39,986 62.2 6.9 13.1 17.8 0.1
1968 54,318 43.8 20.5 12.9 22.6 0.1
1969 76,276 41.3 18.7 11.7 28 0.1
1970 81,923 38.8 14.8 11.4 34.7 0.2
1971 103,266 35.8 14 12.1 37.5 0.6
1972 199,999 32.5 9.5 14.7 42.6 0.6
1973 199,613 19.8 7.9 16.6 55.2 0.6
1974 290,678 15.4 5.8 20.3 57.8 0.7
1975 568,105 13.9 8.1 24 52.9 1
1976 395,275 16.3 7.8 25.8 48.7 1.4
1977 963,049 17.2 5.7 31.4 44.2 1.5
1978 872,075 14.3 5.8 17.4 61.2 1.3
1979 753,290 14.3 5.6 20 58.3 1.8
1980 696,276 14.5 5.9 21.6 56 2
1981 682,175 1.8 5.6 26.1 64.5 2
1982 708,510 0.8 5.2 30.7 61.3 2
1983 723,734 0.2 6.1 33.6 57.9 2.2
1984 772,471 0.2 6.6 37.3 53.7 2.2
1985 1,410,507 0.4 7.1 37.4 52.5 2.6
1986 3,102,303 0.2 7 37.4 52.4 3
1987 8,541,253 0.1 5.6 28.6 62.4 3.3
1988 19,013,983 1.4 15.34 17.6 62.96 2.7
1989 4,352,329 11.8 3.18 28.3 54.62 2.1
1990 4,414,193 0.1 12.01 39.9 45.99 2
1991 2,630,000 9.96 27.59 15.49 44.47 2.49
1992 1,995,949 9.2 27.96 18.77 39.94 4.13
1993 2,457,749 8.58 27.91 17.16 37.57 8.78
1994 2,436,386 8.62 27.22 18.18 36.87 9.11
1995 2,978,731 8.03 26.78 18.65 36.42 10.12
1996 2,678,391 7.4 26.08 20.65 34.29 11.58
1997 3,335,348 6.59 21.7 22.81 39.79 9.11
1998 3,355,000 17.32 11.24 22.26 38.79 10.39
1999 3,304,000 16.36 12 18.79 41.98 10.87
2000 3,883,000 10.7 14.4 20.34 43.15 11.41
2001 3,974,000 6.78 15.68 20.11 45.66 11.77

Source: Korea Securities Statistics Yearbook

Table 5-12. Share Ownership in the KSE
Shareownership by investors (%)

 
 

preferentially distributed to employees through employee stock ownership programs 

(ESOPs).  Consequently, new rights offerings were possible only for listed companies 

with ESOPs.  Favorable tax treatment was also given to investors in securities.  Tax  
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exemption was granted for dividends received by small stockholders.  Even the dividend 

income of large stockholders was taxed at 5 percent, a rate much lower than the 20 

percent applied to dividends from closed corporations. 

 

Government efforts to stimulate the demand for securities were not limited to tax 

incentives.  They also included under pricing of new stock issues and discouraging 

holding other assets, in particular real estates and claims on the unofficial financial 

markets.146  Prices of new issues were deliberately kept below their market values so that, 

when these shares were placed in the stock exchange, their prices rose markedly.  This 

expected short-term capital gain was a strong incentive to investors in securities.  It 

succeeded in attracting a large number of savers into the stock market.  For instance, 

according to Table 5-12, the number of shareholders, which was only 33,000 in 1967, 

rose to 963,000 at the end of 1977 and to 19 million in 1988.147  Also the share of 

individual investors on the Exchange increased from 17.8 percent in 1968 to 61.2 in 1978 

and to 62.96 in 1988.   

 

Again, the above bright picture turns quite bleak when we consider the proportion of 

small stockholders.  Throughout the history under analysis, the share of small 

stockholders who owned one hundred shares or less has remained higher than 58 percent, 

on average, in terms of the number of shareholders.  However, their share in total listed 

shares has remained less than 1 percent for the most of time with the exception of the 

latter half of 1980s.  Share ownership in Korea has been concentrated on the hands of a 

small number of large stockholders (see figure 5-6).   

 

                                                 
146 Capital gains on designated types of land were taxed at the heavy rates of 50 percent starting in 1968, 
which further tightened in 1974. 
147 Until 1989, the number of shareholders was the simple mathematical sum of the entries in the 
shareholders, including duplicate counts. 
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Unit: percentage of shareowners who hold 100 shares or less
Source: Korea Securities Statistics Yearbook

Figure 5-6. Concentration of Share Ownership in Korea
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The shallow depth of stock demand is also confirmed by the share of securities holdings 

of financial assets by individuals or households.  According to figure 5-7, from 1968 to 

1974 when the government took numerous stock market promotion measures, individuals 

increased their stock holdings of total financial assets from 17.9 percent in 1968 to 28.2 

percent in1974.  Since then, however, the level of stock holdings has never reach the 

point of 1973~4 and afterwards, has shown a downward path in general, even though 

there were brief periods of sharp rise in the early 1980s and around democratic transition 

in 1987.  Also, individual savers’ preference has switched from stocks to bonds since the 

early 1990s, which suggests that they became more risk-averse in financial transactions 

and that they lost confidence in the stock market.  The government’s policy objective of 

“stock popularization” through demand-pushing is nothing but a half success, due to 

frequent policy swings between boost and stabilization. 
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Source: Bank of Korea, Flow of Funds in Korea

Figure 5-7. Portfolio Composition of Individuals in Korea
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To sum up, the government promoted the supply as well as demand side of equity 

markets in order to mobilize internal capital and fund the government-led economic 

development strategy.  Almost every time the executive branch felt it necessary to take 

regulatory actions to either promote or cool the stock market, it could do it.  There were 

no institutional checks in the legislature.  Nor were there strong interest groups to 

significantly affect government policies.  Foreign influences and pressures appeared 

sometimes important, but the process of financial liberalization provides evidence of 

relatively autonomous executive power.  All these political features contributed to the 

growth of stock market in the short run, but fell short of acquiring investor confidence 

through consistent and reliable policy signals that could be favorable to the stable long-

term growth of the stock market. 
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5.5. The United States 

 

5.5.1. The U.S. Stock Markets from a Global Perspective 

 

The United States has the largest stock market in the world in every aspect.  Leading up 

to 1996, the New York Stock Exchange (NYSE) was the biggest exchange until its 

trading volume was exceeded by that of National Association of Securities Dealers 

Automated Quotations (NASDAQ).  American stock markets, measured by the market 

capitalization of the listed shares and traded, are the world’s largest organized market.  At 

the end of the year 2004, the market capitalization was more than $163.2 trillion, which 

accounted for 41.96 and 48.64 percent of the world’s and OECD’s total market 

capitalization, respectively (see table 5-13).  The value of shares traded was $278.1 

trillion.  It accounted for more than half of the world’s total trading value.  Thus, the 

United States stock market takes the pre-eminent position in world markets. 

 

 

World OECD World OECD
United States 41.96 48.64 United States 50.15 54.23
           (US GDP 28.36 37.11)
Japan 9.45 10.96 United Kingdom 9.61 10.39
United Kingdom 7.24 8.39 Japan 8.89 9.61
France 4.77 5.53 Germany 3.64 3.94
Germany 3.07 3.56 France 3.40 3.67
Canada 3.03 3.51 Spain 3.10 3.35
Spain 2.42 2.80 Italy 2.08 2.25
Switzerland 2.12 2.46 Switzerland 1.88 2.04
Italy 2.03 2.35 Canada 1.69 1.83
Australia 2.00 2.31 Korea, Rep. 1.66 1.79
Source: World Development Indicators (%)

Table 5-13. Share of U.S Stock Markets in the World (2004)

Market Capitalization Trading Value

  
 

But until the U.S. Congress adopted federal securities regulations in the early 1930s, the 

British stock market did better than the U.S. market.  Furthermore, around the 1790s, the 

United States financial market was not only small and undeveloped, but also lacked 
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institutional foundations.  It had no central bank, or securities markets.  Without the first 

United States Treasury Secretary Alexander Hamilton’s financial reform plans, the 

present advanced United States financial system could have hardly been imaginable. 

 

Here I examine how such an undeveloped the U.S. stock market was able to make a 

remarkable growth in a short period of time, compared to other industrialized Western 

European countries.  In particular, I take seriously implications of Arthur Levitt Jr.’s 

argument.  Mr. Levitt, a former SEC chairman under the Clinton administration, argued 

in a speech to a securities law conference in San Diego in 1995 that “Our markets are the 

best in the world, partly because our securities laws are the best in the world.”148  Given 

that those securities laws are the product of political bargaining, we need to study the 

institutional basis on which bargaining games among political actors played out.  As 

frequently emphasized before, political institutions not only shape actors’ incentives, but 

also determine the relative power of the actors in regulatory policy-making.     

 

In the following sections, I first examine the regulatory evolution arguably closely 

associated with the U.S. market’s remarkable but stable growth.  In doing so, I focus on 

major legislations debated in Congress rather than regulatory details issued by the SEC.  

It is in part because many of SEC’s regulatory rules have been not only mostly technical, 

but also less prominent, if not important, in regulatory politics.  That is, we can observe 

more vividly interactions between political actors such as presidents, the Senate and the 

House, interest groups, the SEC and so forth.  Furthermore, policy positions of each actor 

are well documented and readily identifiable through congressional publication such as 

CQ Almanac and Congressional Record.  Then, I trace the political institutional 

underpinnings of a relatively stable regulatory environment for the United States stock 

market. 

 

 

                                                 
148 New York Times. January 26, 1995. 
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5.5.2. A History of U.S. Securities Regulation 

 

In this part, I sketch the history of United States securities legislation in terms of two 

interrelated but separately evolved regulatory areas: securities market operation and 

investment banking.  The former regulates issuance and transactions of securities on 

organized and over-the-counter (OTC) stock exchanges, while the latter regulates the 

relationship between commercial and investment banking.  

 

Prior to 1933, the United States securities markets were regulated by an assortment of 

state laws and by a system of self-governance by the industry.  As early as 1922, the New 

York Stock Exchange (NYSE) imposed its own capital requirements on member firms.  

Laws to protect the individual investors from fraudulent sales of stock, collectively 

known as “blue sky” laws, originated in the states.149  They were intended to shield the 

investing public from securities dealers who would sell shares of anything – including the 

sky.  The quality of protection and the level of enforcement varied from one state to 

another, but even the most effective antifraud statutes did not regulate interstate 

trafficking in securities (Parrish 1970).  Furthermore, effective lobbying, principally by 

the Investment Bankers Association, had riddled most state blue sky laws with 

exemptions.  Typically, an act might exempt the securities of all corporations listed on a 

stock exchange (Seligman 1995: 44-45).  In the early 1920s, attempts to pass federal 

securities legislation had always been opposed by Wall Street.  At the time, the United 

States economy was growing at tremendous rates and the stock market was booming.  

But between 1929 and 1930, the United States stock market crashed, losing 24.24 

percent% of its value.  Year-end trading volumes also drastically shrank, by 27.93 

percent, from 1,125 million to 811 million shares.  Thousands of American banks failed.  

The Roaring 20s were over, and the Great Depression had begun (see Appendix). 

                                                 
149 Within two years after the Kansas blue sky act had been adopted in 1911, 23 states enacted securities 
regulation statutes, all but six of which were either identical with the Kansas law or modeled on it (Macey 
and Miller 1991).  After the Kansas-style blue sky law was held to be constitutional by the U.S. Supreme 
Court in 1917, the movement swept the country.  By 1933, every state except Nevada had adopted a 
securities law. For a history of blue sky laws, see Nash (1964). 
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During the Great Depression, the Congress passed several legislation designed to prevent 

abuses of the securities markets and to restore investor confidence.  First of all, the 1933 

Banking Act combined a bill sponsored by Representative Steagall to establishing federal 

deposit insurance with a bill sponsored by Senator Glass to segregate the banking and 

securities industries.  In the 1920s, commercial banks speculated in securities markets 

and underwrote securities offerings with customer deposits.  Deposits were placed at risk 

and contributed to the massive bank failures.  Consequently, the Glass-Steagall Act 

erected barriers between commercial and investment banking: (1) commercial banking, 

which is the business of taking deposits and making loans, and (2) investment banking, 

which is the business of underwriting and dealing in securities.  All banks were forced to 

select one of the two roles and divest businesses relating to the other.  Also, the Federal 

Deposit Insurance Corporation (FDIC) was formed to provide deposit insurance for 

commercial banks.  All member banks of the Federal Reserve were required to participate. 

 

Two acts were enacted to regulate the securities markets.  The 1933 Securities Act 

focused on primary markets, ensuring disclosure of pertinent information relating to 

publicly offered securities.  The 1934 Securities Exchange Act focused on secondary 

markets, ensuring that parties who trade securities—exchanges, brokers and dealers—act 

in the best interests of investors.  The 1934 Act also established the Securities and 

Exchange Commission (SEC) as the primary regulator of the United States securities 

markets.  In this role, the SEC gained regulatory authority over securities firms.  The 

initial 1934 Act applied only to stock exchanges and their listed companies (as the word 

"Exchange" in the act's name implies).  In the late 1930s it was amended to provide 

regulation of the over-the-counter (OTC) market (i.e., trades between individuals with no 

stock exchange involved).150  In 1964 it was amended to apply to companies traded in the 

OTC market (i.e., the Securities Act Amendments of 1964).151    

 
                                                 
150 This is also called the Maloney Act of 1938. 
151 As during the 1960s, a number of unannounced corporate takeovers occurred, the 1934 Act was once 
again amended (the Williams Act of 1968).  The act required potential acquirers to publicly file details of 
their offers with the SEC and also specified a minimum time period in which the offer must remain open. 
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The 1930s’ legislation amounted to a major shift in the federal government’s oversight of 

the U.S. securities markets and financial industries.  In a short span of time, relatively 

unregulated securities markets became the most regulated industry in the U.S.  The New 

Deal securities laws provided the framework for securities markets until the 1970s.152

 

In the 1970s, the markets and regulatory framework underwent dramatic changes.  The 

rise of institutional investors and the increasing fragmentation of securities markets 

pushed deregulation and integrated market management.  Among other things, in 1975, a 

Big Bang occurred in the U.S. securities markets and unleashed competition in securities 

industry.  Until then, the NYSE was a private club backed by cartelization of membership 

and fixed brokerage commission rates.  As investors, particularly institutional investors, 

complained about fixed commissions and the lack of price competition for brokerage 

services, Congress enacted the Securities Act Amendments of 1975 that abolished fixed 

brokerage commission rates in stock transactions.153  The act also directed the SEC to 

facilitate the development of a National Market System (NMS) for securities, even 

though not dictating the structure of a NMS.154  

 

Four years earlier, in response to the “paperwork crisis” between 1967 and 1970 caused 

by a dramatic increase in trading volumes, in 1971, Congress passed the Securities 

Investor Protection Act and founded the Securities Investor Protection Corporation 

(SIPC) as an insurance scheme for brokerage customers in the event that a brokerage firm 

failed.  It also amended the 1934 Act to require the SEC to implement regulations to 

safeguard client accounts and establish minimum financial responsibility requirements 

for securities firms. 

 

                                                 
152 In 1940, Congress enacted laws regulating investment companies such as the Investment Company Act 
and the Investment Advisers Act, which granted the SEC regulatory authority over investment companies. 
153 In fact, the first break in fixed commissions came when the SEC ordered competition – meaning 
negotiated rates – on very large transactions in the late 1960s (New York Times. September 12, 1973). 
154 The concept of a NMS first appeared as a Central Market System (CMS) in the 1971 Institutional 
Investor Study that the SEC submitted to Congress. 
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The 1980s watched federal legislations designed to discourage and punish insider trading 

in securities and securities fraud.  That is, the Insider Trading Sanctions Act of 1984, 

passed by Congress with little opposition, allowed the SEC in insider trading cases to 

seek damage up to three times the amount of profits gained or losses avoided from 

trading on inside information.  The Insider Trading and Securities Fraud Enforcement 

Act of 1988 authorized the SEC to award bounties to individuals who provide insider 

trading information.   

 

In the wake of the stock market crash of October 1987, Congress rewrote federal 

securities laws to address the public’s lingering unease about Wall Street ethics.155  First, 

the Securities Enforcement Remedies and Penny Stock Reform Act (PL 101-429, PL 

101-550) gave the SEC new powers to crack down on securities violations abroad and at 

home.  That is, the laws established new civil penalties for securities law violations and 

gave the SEC more authority to cooperate with foreign governments in securities fraud 

investigations.  And the Securities Market Reform Act (PL 101-432) aimed at improving 

the ability of securities regulators to limit major market disruptions, such as the shock 

that struck the market in October 1987.  The SEC was given new tools to track 

transactions by large traders to better guard against market manipulation and to monitor 

the financial strength of brokerage houses. 

 

Congress also enacted the Private Securities Litigation Reform Act of 1995.  The act 

imposes new rules on securities class action lawsuits.  The act was enacted into law by 

the U.S. Congress over a veto by President Clinton.  The United States House approved 

the bill by a 319-100 margin, and the Senate approved it 68-30.  Every Republican in the 

House voted in favor of the legislation and prominent liberals in the Democratic Party 

voted in favor of the bill, while many conservative-to-moderate Democrats voted against 

it.  Three years later, the Securities Litigation Uniform Standards Act of 1998 provides 

                                                 
155 New York Times. October 17, 1990. 
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that large securities class actions must proceed in federal court, where they will be 

governed by the Private Securities Litigation Reform Act of 1995. 

 

The latter-half of 1990s saw sweeping revisions to the Federal securities regulations built 

in the New Deal era.  In 1996, for the first time since the New Deal, substantial changes 

were made to the dual system of federal-state regulation while preserving state anti-fraud 

authority.  That is, the National Securities Market Improvement Act of 1996 (PL 104-

290), as amendments to the Federal securities laws and the Investment Company Act of 

1940, provided a federally imposed set of rules, instead of having to deal with each 

individual state's rules and regulations.  In response to the states' failure to uniformly 

regulate certain types of national securities, Congress sought to do away with overlapping 

state and federal regulations of mutual funds, investment advisers and stockbrokers.  As a 

result, the SEC retained oversight of investment advisers with more than $25 million in 

assets under management.  More importantly, Congress repealed the Glass-Steagall Act 

of 1933 with the Financial Services Modernization Act of 1999 (or, the Gramm-Leach-

Bliley Act), whereby opened up competition banks, securities companies and insurance 

companies by allowing mergers and acquisitions among banks and securities firms and 

insurance companies.  Actually prior to the passage of the act, there were many 

relaxations to the Glass-Steagall Act.  For example, a few years before, Commercial 

banks were allowed to get into investment banking, and before that banks were also 

allowed to get into stock and insurance brokerages. 

 

On July 30, 2002, President Bush signed into law the Sarbanes-Oxley Act of 2002, which 

he characterized as "the most far reaching reforms of American business practices since 

the time of Franklin Delano Roosevelt."  The Act mandated a number of reforms to 

enhance corporate responsibility, enhance financial disclosures and combat corporate and 

accounting fraud, and created the "Public Company Accounting Oversight Board," also 

known as the PCAOB, to oversee the activities of the auditing profession. 
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From the overview of the U.S. securities laws, we can see notice some typical patterns in 

regulatory change.  First, with the exceptions of crisis, legislative changes involved in 

securities markets took a long period of time.156  For instance, the repeal of the Glass-

Steagall Act of 1933 divorcing commercial and investment banking awaited 66 years 

until the Gramm-Leach-Bliley Act was legislated in 1999.157  The abolition of fixed 

commission rates in 1975 was possible more than 180 years after the establishment of the 

NYSE.  Along with these macroscopic profiles, individual legislation once introduced to 

Congress tended to take much longer time than in other countries like South Korea.  As 

an example, the passage of the Private Securities Litigation Reform of 1995 was the 

result of a long, winding, and controversial 4-year legislative process (Spiess and Tkac 

1997). 

  

Second, for the most part, securities legislation was a response to a certain type of market 

instability such as scandals and market crashes.  The 1930s’ federalization of securities 

laws originated from the Great Depression and the 1970s’ Big Bang was to respond to 

dramatic changes in international financial markets.  And market reform acts of 1990s 

such as the Market Reform Act of 1990 and the National Securities Market Improvement 

Act of 1996 traced back to the lingering effects of the 1987 October crash.  Nonetheless, 

the speed and depth of regulatory change still differed from institutional contexts in 

which each political actor had different powers in regulatory policy-making.  For 

example, pro-business securities legislations in the 1990s are understood as possible 

because of the rise of Republican-controlled Congress. 

 

                                                 
156 In the context of financial crisis, regulatory changes were relatively speedy.  For instance, the Securities 
Act of 1933 itself was drafted in haste and secrecy principally by James Landis who was an academic 
reformer interested in establishing greater public control over finance, and adopted in great haste and by 
voice vote (Mahoney 2001).  
157 In effect, Congress attempted to repeal Glass-Steagall in 1991 and again in 1995.  Both attempts failed. 
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5.5.3. The Politics of Stockmarket Regulation in the United States. 

 

Now I turn to discussion of political institutional foundations of the evolution of 

securities legislations.  The American political system is characterized as a fragmented 

structure resulting from vertical and horizontal separation of powers, together with 

bicameralism.158  Political parties and party system are institutionalized in the sense that 

the parties take deep roots in society and repeat electoral games over and over again.  But 

electoral rules provide political candidates and party members with incentives to take 

different position than party leadership, leading to weak party unity and discipline.  

Those institutional segments create a fragmented system as a whole that affects the nature 

and direction of regulatory change.  A key finding is that as James Madison envisioned, 

even in securities regulation, one actor’s ambition was cross-checked by another actor’s 

ambition.  In other words, for the most part, the history of the U.S. securities regulation 

shows that none of relevant actors has taken overwhelming control over a regulatory 

change, which is a sharp contrast to Korea’s experiences.    

 

For the analytical expedience purpose, I take an individualistic approach rather than a 

holistic one in discussing interplays between institutions and regulatory outcomes.  

Nonetheless, I have to note that executive preference and other institutional components 

interplay with each other.  That is, executive interests in regulation can vary with 

institutional configurations.  Bicameralism and party unity, federalism and party unity, or 

bicameralism and federalism are also intermingled in having an effect on securities 

legislation.  In addition, these institutional variables make differences in the political 

power as well as incentives of interest groups under the assumption that institutions are 

exogenous in the short term.  Furthermore, economic crises and market crashes can 

function as a focal point that drastically transforms the causal nexus between institution, 

                                                 
158 I note that my analysis is mainly focused on the executive-legislative relations in spite of the existence 
of the third branch, the judiciary.  In fact, in the United States, the role of the judicial branch played a key 
role in securities legislations.  For instance, the 1968 SEC v. Texas Gulf Sulphur case greatly broadened the 
application of insider trading laws by applying the insider-trading restrictions to all corporate insiders.  
Nonetheless, I leave discussion of regulatory roles played by the courts for future research. 
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interest groups, and regulatory outcomes.  So, the subtitles of the following sections do 

not mean any mutual exclusiveness in importance or exhaustiveness in scope.  

 

Executive Preference 

As in South Korea, I first dealt with the preference of the executive branch for equity 

market regulations.  Notwithstanding weak statutory power of presidency, the president 

in presidential regimes is an important initiator or final decision-maker of regulatory 

change through either bill introduction by regulatory agencies or vetoes.  I argue that for 

a regulatory change to take place, the executive branch should be in favor of the change 

and/or be backed by appropriate characteristic of political institutions. 

 

The United States has had an independent regulator of securities markets, the SEC, since 

1934.  The SEC has been given a legislative power delegated by Congress to regulate the 

markets in that the agency may propose legislation to Congress.  An analytical problem, 

however, is where the SEC is located in the executive-legislative relationships.  Here I 

put the president and the SEC on the same side of the executive-legislative divide.  The 

reason is that the independent regulatory commissions in the U.S. are not truly 

independent of presidential direction and control.  The President has various resources at 

this disposal such as budgeting and appointment and he can use them to affect 

commission behavior (Moe 1982: 197).  Indeed, former SEC chairmen confirmed that 

point.  For instance, James L. Landis, a SEC chairman and an architect of federal 

securities laws under the FDR administration, later reported to President Eisenhower: “… 

There is not too great a difference between the allegedly “independent” agencies and 

those technically a part of some Executive Department. … The independent agencies are 

clearly dependent upon the Executive … .”159  Also, William L. Cary, a SEC chairman in 

the President Lyndon B. Johnson’s era, pointed out:  “Most important of the influences at 

work upon a regulatory agency are the White House, on one hand, and Congress, on the 

other.  Government regulatory commissions are often referred to as “independent 
                                                 
159 James M. Landis. 1960. Report on Regulatory Agencies to the President-Elect.  Available from the SEC 
Historical Society website, www.sechistorical.org. 
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agencies,” but this cannot be taken at face value by anyone who had ever had any 

experience in Washington” (1967: 13).  In particular, the White House exercises 

significant control over the SEC with respect to legislation.  The control is strict over 

both detail and policy.  All proposals must be sifted through the Bureau of the Budget, 

the predecessor to the present Office of Management and Budget (OMB), for ultimate 

approval by the White House.  Consequently, it is unlikely to enact constructive 

legislation on behalf of a regulatory agency unless it has some backing from the President 

(12).  In short, when the SEC proposes a regulatory change requiring Congressional 

consent, it is considered to have obtained ex ante implicit and explicit agreement from the 

White House. 

 

The U.S. stock market is often believed to have grown without tangible government 

promotion and involvement.160  But this is at best partly true in that in some instances, 

the U.S. executive played active parts in encouraging equity markets and in reforming 

financial market regulations in favor of the investing public.  Richard Sylla (2003) 

succinctly summarizes the close relationship between the United States government and 

stock market development by saying that “the United States and the NYSE, as it were, 

grew up together, to such an extent it can almost be said that the history of one cannot be 

understood without reference to that of the other.”  

 

My argument is that the United States securities markets owed their early growth mainly 

to Alexander Hamilton, the first Treasury Secretary as well as to the then institutional 

configuration.  Through drafting and ratifying a new constitution in 1781 and 1788, 

respectively, the powers of a new federal government enlarged vis-à-vis state 

governments.  Alexander Hamilton, an architect of the U.S. financial system, became the 

new federal government’s Secretary of the Treasury in 1789. On becoming Treasury 

Secretary, Hamilton and the executive branch implemented three key components of a 

modern financial system.  First, it was necessary to implement a federal revenue system 
                                                 
160 Generally speaking, this lies in the same vein as the economics argument that stock market development 
follows levels of industrialization. 
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and use its proceeds to pay government expenses and interest on a restructured 

government debt.  Congress responded to the challenge with the tariff act of July 1789.  

Second, Hamilton formulated his debt-restructuring plan and presented it to Congress in 

January 1790.  Congress approved the plan in July 1790.  Third, in December 1790, 

Hamilton reported to Congress his plan for a Bank of the United States.  Congress 

adopted the plan in February 1791.  The initial public offering of bank stock took place 

on July 4 of that year, and within hours it was oversubscribed.161

 

Of those measures, public finance and banks’ capital-raising methods were critical to the 

rise of securities markets in the nation.  Debt-restructuring by issuing government bonds 

made the nascent securities market more attractive as an investment tool.  And allowing 

banks to raise their bank capital by way of new share issues facilitated banking and 

securities markets to grow in a complementary fashion, unlike most banks in other 

countries at the time.  A study concluded that “Following the debt refinancing of 1790 

and the launching of the Bank of the United States a year later, securities markets sprang 

up virtually overnight in the major cities such as Philadelphia, New York, Boston and 

Baltimore to provide regularized trading opportunities for the new debt and equity 

claims” (Rousseau and Sylla 1999: 8). 

 

The above historical anecdote tells us important empirical evidence justifying the main 

claims in this research.  First, as in Korea, the United States securities markets were born 

under the leadership of the executive wanting to restructure war debts.  Treasury 

Secretary Hamilton in the United States and Presidents Syngman Rhee in Korea 

encouraged the idea of stock market in order to fund the government’s wartime financial 

needs.162  Another similarity is that at first trading was limited to the U.S. government 

                                                 
161 Besides, in January 1791, Hamilton sent Congress his report on a mint, and then Congress adopted it 
later that year. 
162 Later, to finance the WWI effort, the U.S. Treasury sold securities such as the four Liberty Loans of 
1917-18 and the Victory Loan of 1919 on an unprecedented scale worth of $21.5 billion.  Particularly, as 
the Treasury relied heavily on commercial banks to sell those securities, many commercial banks created 
bond departments or securities affiliates to engage in securities underwriting, which became an important 
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debt securities, but soon after it expanded to stocks.  Before too long, the New York 

Stock Exchange was born.163  Thus, the rise of stock markets was the product of 

government leadership rather than the result of industrialization.   

 

Second and more importantly, the executive’s preference was able to be realized into real 

policy actions because of the backing of favorable political institutional environments. 

Indeed, in the United States, anti-Federalist opposition contested almost every financial 

measure proposed by Hamilton and the Federalists.  That opposition quickly coalesced 

into the Republican Party led by Thomas Jefferson and James Madison.  Once, they tried 

to drive Hamilton from office by charging him with transgressing the letter or spirit of the 

laws.  However, Congressional votes supported the treasury secretary.  Along with 

relatively weakened powers of state governments, the distribution of legislative seats in 

both chambers was in favor of Hamilton’s projects.  That is, Pro-Administration occupied 

37 of 65 House representatives and 18 of 26 senators in Congress.  Similarly to South 

Korea, this period’s American political institutions were so close to a unified presidential 

system increasing the speediness of policy change that during 1789-91, in barely two 

years of time, main components of a modern financial system were installed.164  

 

The importance of the executive’s preference and legislative power is evidenced by a 

legislative history associated with securities regulation at the turn of the 20th century.  As 

a matter of fact, according to a former SEC chairman Edwards N. Gadsby (1959), federal 

legislation regulating corporations, especially with reference to the disclosure of 

corporate affairs, was not dreamed up precipitously in the nightmare which followed the 

dramatic market collapse of 1929.165  In 1898, Congress created the U.S. Industrial 

                                                                                                                                                 
source of bank failures and the market collapse in the late 1920s (Mahoney 2001).  Similarly, in South 
Korea, government bonds issues caused the great market waves in the late 1950s.   
163 The origin of the NYSE can be traced to May 17, 1792 when the Buttonwood Agreement was signed by 
24 stock brokers outside of 68 Wall Street in New York under a buttonwood tree.  On March 8, 1817, the 
organization drafted a constitution and renamed itself the New York Stock & Exchange Board.  This name 
was shortened to its current form in 1863. 
164 Rousseau and Sylla (1999) and Sylla (2003). 
165 Mr. Gadsby served as SEC chairman from 1957 to 1961 during the Eisenhower administration.  
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Commission to investigate immigration, labor, agriculture, and manufacturing problems.  

The Commission pointed out the desirability of more accurate and current reports by 

corporate managers and promoters.  Moreover, during the period from 1900 to the advent 

of WWI, every President recommended to the Congress that legislation be enacted which 

would give the federal government control over corporations engaged in interstate 

commerce.  No regulatory legislation was enacted, however.  This implies that if the 

Presidents had been given a right to directly introduce a bill, rather than just recommend 

legislation, to Congress, the decade might have seen the birth of a federal corporate 

disclosure rule. 

 

Particularly, President Woodrow Wilson recommended the adoption of a federal 

securities act to prevent the fraudulent methods of securities sales promotion, in 

accordance with the recommendation of the wartime Capital Issues Committee that 

investigated whether each securities sale of more than $100,000 was compatible with the 

national interest.166  After that, numerous securities bills were introduced in Congress 

between 1919 and 1927, but federal securities legislation received little support except 

from some representatives of institutional investors and the Investment Bankers 

Association (Loss 1961: 116-117; Gadsby 1959: 7).  For instance, even “the most 

important bill” first offered by Congressman Edward Dennison in December 1920 failed 

to go through Congress.167   

 

I argue that some institutional features contributed to the failure of the bill.  Most 

importantly, both the bicameral structure of Congress and federalism played a decisive 

role.  The Dennison bill won the, even if grudging, support of interest groups like the 

                                                 
166 The Committee was authorized by Congress in 1918 and its two final reports were “unanimously of the 
opinion that federal supervision of securities issues, here undertaken for the first time, should be continued 
by some public agency, preferably by one of the government departments, in such a form as to check the 
traffic in doubtful securities, while imposing no undue restrictions upon the financing of legitimate 
industry.” (Carosso 1970: 230-34). 
167 The Dennison bill would have choked the largest loophole in the enforcement of state blue sky laws by 
making it illegal for any person to use the mails or any of the facilities of interstate commerce to sell 
securities in any state (Seligman 1995: 49). 
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Investment Bankers Association and was almost unanimously passed by the House of 

Representatives.  But after the Dennison bill was referred to the Senate Judiciary 

Committee, it was never reported out to the full Senate.  The Committee was doubtful as 

to whether a federal statute related to securities regulation was constitutional 

(Cherrington 1973: 47-51).  Since then, the opportunity for a Wilson-inspired federal 

securities act temporarily also died and later Roosevelt revitalized in his 1932 presidential 

campaign.  

 

The unfolding of the unprecedented financial collapse in the late 1920s depicts how the 

executive’s preference interacted with changes in institutional composition and economic 

circumstances.  President Hoover’s ambiguous preference for federal securities 

legislation had sent mixed signals on several occasions.168  For example, two days after 

his March 4, 1929 inaugural, Hoover urged the Federal Reserve Board to reduce credit 

for speculative purposes for fear of an inevitable collapse of American financial system.  

But in November that year, Hoover assembled conferences of industrial leaders to urge 

voluntary action to maintain employment and wages (Seligman 1995: 4).  As a 

consequence, as Senator Frederick Walcott implied in public statements, it proved that 

President Hoover had not envisaged the Senate Banking and Currency Committee’s 

1932-34 investigation of stock exchange practices - usually called the Pecora Hearings – 

to result in possible federal legislation.169  The Hoover administration had no legislative 

plans.170  In addition, Hoover’s indifference to federal legislation was backed by a 

legislative majority of his Republican Party in Congress.  The Democratic minority in 

Congress did not share Hoover’s reluctance either to criticize the financial community or 

                                                 
168 That is, as early as 1925 when he was Secretary of Commerce, Herbert Hoover had been concerned 
about the growing tide of speculation and complained to President Coolidge about the Federal Reserve 
Board’s easy money policies.  But Hoover campaigned for President in 1928 and maintained that for 
prosperity to last, a continuation of the policies of the Republican Party was fundamentally necessary.  
169 Senator Walcott was a former investment banker and Hoover’s assistant in the United States Food 
Administration during WWI and one of Hoover’s closest friends, an ally in Congress. 
170 New York Times. March 2 and May 2, 1932. 
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to propose federal regulation of the securities markets.171  Within ten weeks of the 

October stock market crash, six members of Congress introduced bills to regulate 

securities markets.172  However, the Democratic Party’s criticisms had not echoed with 

any legislation in Congress. 

 

But the 1930 Congressional and 1932 presidential elections turned the tide.  For the first 

time since 1919, the Democrats won control of the House and came within one vote of 

controlling the Senate.  By the time the 72nd Congress officially convened in December 

1931, Hoover’s voluntary approach to the securities markets was no longer credible 

(Khademian 1992: 26-27).  Also, while President Hoover’s Republican platform, adopted 

on June, 1932, contained not a word about stock exchanges, Democratic presidential 

candidate Franklin Roosevelt (FDR)’s platform called for federal regulation of securities 

markets and the divorce of investment banking from commercial banks and FDR won the 

presidential election.  Legislation was only required, Roosevelt believed, “when evils are 

not eradicated by people in the business in which the evil exists” (Parrish 1970:43). 

 

In sum, I point out that three changes in institutional characteristics were conducive to the 

advent of federal securities regulation.  First, the Presidents’ preference changed from 

anti- to pro-federal legislation.  Second, the pro-federal legislation President’s party 

enjoyed a majority in Congress.  Finally, the October, 1929, crash weakened states’ right 

arguments in securities regulation by substantiating the vulnerability of state blue sky 

laws.  All in all, I argue that these institutional changes created a relatively less 

fragmented political system and made it possible to enact the Glass-Steagall Act of 1933, 

the Securities Act of 1933, the Securities and Exchange Act of 1934, and the creation of 

the SEC.  These federal laws turned the United States securities markets from the most 

                                                 
171 In effect, according to Seligman (1995: 5), President Hoover remained convinced that there was 
“doubtful constitutional authority … for federal regulation of the sale of securities,” and that “the primary 
responsibility for initiation of official action lay on Governor Franklin Roosevelt of New York.” 
172 Those were on corporate financial statements, margin loans, or short sales of securities: HR5060 
(11/11/1929), HR5412 (11/21, 1929), HR5658 (12/2/1929), HR6122 (12/3/1929), HR6985 (12/9/1929), 
and S2846 (1/6/1930). 
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Year Enforcement* Stock price Staff Budget (million)
1935 692
1940 701 50.5 1665 5470
1945 402 88.2 1146 4697
1950 564 111 993 5878
1955 461 238.8 662 4843
1960 774 335.3 975 8100
1965 644 573.1 1415 15442
1970 657 680.7 1449 21904
1975 806 718.7 1946 44427
1980 499 1349.2 1940 72739
1985 604 1951.8 106382
1990 659 2765.9 166633
1995 898 5875.6 300437
2000 1025 11732.1 382400
2001 1023 11218.6 427272
2002 1029 9182.7 515112
2003 1546 11580.9 717055

* Including administrative proceedings, injunctive actions, and investigations.
Source: SEC Annual Report

Table 5-14. SEC and U.S Stock Market

 
 

unregulated to the most regulated ones.  Also they became the best securities laws that 

gave rise to in the best securities markets in the world, in former SEC chairman Arthur 

Levitt’s terms. 

 

Reforming Wall Street ceased to be a matter of urgency in Washington after Roosevelt’s 

death (Seligman 1995: 349).  The priority that successive Presidents and successive 

Congresses had assigned to securities regulation was quite low.  There was a sense, as 

William Cary (1967: 7) once wrote, that the White House expected to be involved with 

an agency like the SEC only when something went wrong.  Congress in the first twenty 

years after WWII had no greater interest in the work of the Commission.  For instance, in 

marked contrast to Roosevelt’s SEC, Eisenhower’s SEC began with the assumptions that 

business was overregulated, that large business institutions like the NYSE usually could 

discipline themselves.173  By June 30, 1955, the SEC’s staff had been reduced to 662 

                                                 
173 Seligman (1995: 269). 
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persons, the lowest level in the post-WWII period.  After the Democrats regained control 

of Congress in November 1954, the number of SEC personnel increased to 1087 n 1961 

(see Table 5-14).   

 

But the SEC’s staff increases never kept pace with the booming securities markets.  

During the same period, the SEC staff grew by 63 percent, while the number of investors, 

representatives of the NYSE firms, and the value of shares traded on the NYSE 

approximately doubled.  The number of registered NASD representatives increased by 

130 percent.  Through the Kennedy-Johnson and Nixon-Ford presidential administrations, 

Presidents’ interest in securities regulation had ups and downs.  Democrat John F. 

Kennedy’s 1960 election had been accompanied by the loss of twenty liberal Democrats 

from the House of Representatives, making the House far more conservative than the 

White House.  The SEC received no effective White House support in seeking passage of 

new enabling legislation between 1961 and 1963.  For example, when the Kennedy 

administration’s Comptroller of the Currency was attempting to sabotage the SEC’s 1963 

Securities Act Amendments bill,174 the White House did not effectively intervene.  

Republican President Richard Nixon criticized the SEC for heavy-handed bureaucratic 

regulatory schemes and his interest in the SEC during the first years of his presidency 

was to use his appointment powers for political purposes unrelated to the securities 

industry.   

 

Such absence of presidential or congressional support for SEC’s legislative initiatives had 

important implications for regulatory politics and eventually policy outcomes by 

affecting the incentives of involved actors.  Given the President’s backing for the 1963 

securities bill lacking,175 SEC Chairman William Cary’s strategy to secure enactment of 

                                                 
174 The amendments were all sponsored by Democratic congressmen: the Senate bill (S 1642) by Senator 
Harrison A. Williams Jr. and the House bills by Representatives Oren Harris (HR 6789) and Harley O. 
Staggers (HR 6793) (1963 CQ Almanac: 539). 
175 Unlike President Kennedy who never specifically endorsed the SEC bill, President Johnson, in his 
February 5, 1964, consumer message to Congress, recommended enactment of S 1642. On June 23 he 
listed the bill as one of 30 he hoped Congress would enact before adjournment (1964 CQ Almanac: 562). 
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the legislative proposals was to win general securities industry support.176  In effect, the 

bill passed the Senate in July 1963 with considerable support from the financial 

community.  There was no virtually no securities industry opposition to tighter standards 

and controls over individuals in the business.177  However, in order to get as much 

support as possible from those involved in securities markets, the SEC had to scale back 

its regulatory ambition.  A New York Times editorial on the 1964 Securities Act 

Amendments aptly pointed out the importance of executive preference: “Business 

opposition exists even though the honest and resourceful corporation has much to gain 

from full disclosure.  But consumers have no effective lobby.  The President will have to 

lead the battle to strengthen their protection.”178  In the end, President Johnson’s 

commitment to regulatory change and institutional support – i.e., Democrats controlled 

both chambers – made it possible to enact the 1964 Act. 

 

In 1991, the Bush administration proposed repealing the 1933 Glass-Steagall Act.  House 

and Banking committees concurred, but the full House defeated the bill.  President’s 

Bush’s efforts to destroy barriers between commercial and investment banking were not 

able to succeed largely because the 102nd Congress (1991-93) was controlled by the 

Democratic Party.  Thus, the executive’s preference for regulatory change and relevant 

institutional backups played a key role in securities legislation in the United States.  The 

next sections deal with other institutional features such as bicameralism, federalism, and 

party unity that have been at work in American regulatory politics.   

 

Bicameralism 

The bicameral structure of the U.S. Congress has significantly influenced the politics of 

securities regulation in three ways.  First, members of senators and representatives are 

elected based on different electoral rules and constituencies.  This may help congressmen 

to have different perceptions of a regulatory problem and hence different preferences for 
                                                 
176 Carey (1967:99, 111-2); New York Times. February 9, 1964. 
177 1963 CQ Almanac (534).  Only the insurance industry unsuccessfully opposed the disclosure provisions 
in the Senate, claiming companies were adequately regulated by state agencies.  
178 New York Times. February 6, 1964. 
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legislative remedies.  Second, the very existence of separate chambers further increases 

the possibility of divided government, along with the separation of powers between the 

executive and the legislature in presidential regimes.  In particular, when two chambers 

are controlled by different political parties, the problem of institutional friction and 

transaction costs associated with passage of a bill is likely to be amplified.  Finally, 

members of a bicameral legislature may be more exposed to interest-groups pressures by 

providing many access points to policy-making process in a given time or over time.  I 

will discuss this point in detail below.  A resulting feature of these factors in regulatory 

change is a longer process of legislation and greater probability of modifications to 

original policy intent.  

 

Legislative history of the 1933 Securities Act and the 1934 Securities Exchange Act 

exemplifies such effects of bicameralism in securities legislation.  Even though 

Democrats was controlling the White House (FDR), the House (313 to 117), and the 

Senate (59 to 36), there existed different legislative preferences for regulating the primary 

market (i.e., the markets for new share issues).  The House unanimously adopted the 

Landis-Cohen bill on a voice vote.179  But at the same time, in the Senate, the Landis-

Cohen bill was in serious trouble.  Duncan Fletcher, chairman of the Senate Banking 

Committee, did not share House Commerce Committee chairman Sam Rayburn’s 

anxieties about a revised Thompson’s securities bill.180  With little debate, the Senate 

insisted upon Thompson’s version and enacted it on May 8, 1933, three days after the 

House had adopted the Landis-Cohen bill.  Then, the decisive Conference Committee 

sessions began on May 15, 1933.181  Meetings of conference committees often result in 

the weakening of regulatory measures by compromises.  Precisely this occurred in the 

                                                 
179 New York Times. May 6, 1933.  James Landis and Benjamin Cohen were the main draftsmen of the bill. 
180 One of those revisions was to eliminate the provision empowering the federal government to enforce 
state blue sky laws. 
181 A House-Senate Conference Committee is an ad-hoc joint committee composed of members selected by 
each chamber to resolve differences on a particular bill in disagreement.  Conference committees are called 
the third house of Congress.  Major and controversial legislation usually requires conference committee 
action (Oleszek 2001: 245). 
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securities bill conference.182  As enacted, the 1933 Securities Act involved in a modest 

grant of regulatory power to the Federal Trade Commission (FTC) that had been the 

regulator of securities industry until the SEC was established in 1934. 

 

Simultaneously with Roosevelt’s 1934 message formally recommending the enactment of 

legislation to regulate the securities exchanges, Senator Fletcher and Congressman 

Rayburn introduced a stock exchange proposal, thereafter called the Fletcher-Rayburn 

bill.  The breadth and severity of the bill startled both Washington and Wall Street such 

that the New York Times, for example, reflected the view with its headline “Drastic Stock 

Exchange Bill.”183  The NYSE, regional stock exchanges and brokerage houses, 

criticized the bill.184  Sam Rayburn called it “the most powerful lobby ever organized 

against any bill which ever came up in Congress” (Schlesinger 1959: 464).  Together 

with fierce opposition from securities industry, there were also differences in the House 

and the Senate positions.  First, the Senate preferred a new federal securities regulator to 

the FTC, while the House made the FTC the enforcement agency.  Second, the Senate bill 

empowered the Federal Reserve Board to specify margin requirements, but the House bill 

stuck to a fixed formula.  After a long legislative battle, the Securities Exchange Act of 

1934 was reported out by the Conference Committee in which the House conferees gave 

up the struggle for FTC enforcement, and their Senate counterparts consented to a fixed 

limitation of margins to 45 percent with ample room for Federal Reserve intervention.  

Interestingly, the NYSE achieved an almost total victory regarding Exchange 

membership.  Floor traders were allowed to continue, although subject to SEC rules.  The 

specialist system was very nearly unchanged and broker-dealer segregation was not 

achieved s accomplished.  Furthermore, the final act almost entirely reversed fixed 

margin loan limits by providing that the initial extension of margin to investors could be 

                                                 
182 For compromise, the House members surrendered the provision (originally proposed in the Thompson 
bill) empowering the federal government to enforce the state blue sky laws when securities were sold 
across state lines. The Senate members surrendered their more severe civil liability clause (Seligman 1995: 
69). 
183 New York Times. February 10, 1934.  Also, see Seligman (1995: 85). 
184 For detailed description, see Parrish (1970: 129-131). 
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no greater than 55 percent of the current market price of a security or 100 percent of the 

lowest price during the preceding thirty-six months.  Arguably, I attribute the NYSE 

success and reversed provisions to the bicameral Congress that may have differing policy 

preference within and allow more interest groups penetration in legislative process in 

terms of time and access channels.  

 

Thereafter, similar occasions have repeatedly taken place in Congress.  In 1963 when 

Democrats controlled both the executive branch and two houses, the Senate passed a 

Securities Amendments bill (S 1642), less than two months after its introduction.  But the 

House committee did not report its bill until May 1964.  The House bill (HR 6793) 

differed from S 1642 in two major ways.  It exempted insurance companies from SEC 

jurisdiction.  HR 6793 also allowed securities dealers the option of joining the National 

Association of Securities Dealers (NASD) or having similar supervision by the SEC, 

while the Senate bill made it mandatory for the dealers to join the NASD.  The delay in 

the House was reportedly due to the pressure of other business, for there was widespread 

support for the legislation and very little opposition.  At the time, the insurance industry 

opposed the application of S 1642’s disclosure requirements to stock insurance 

companies.  The final version of the bill exempted a stock insurance company from the 

disclosure provision if the company was regulated by a state law that provided for 

disclosure.185

 

Institutional frictions caused by bicameralism have more frequently occurred under 

divided governments.  I examine two legislations: the 1975 Securities Amendments Act 

and the National Securities Markets Improvement Act of 1996.  The former was enacted 

by Democratic Party-controlled Congress under Republican Ford administration, while 

the latter were legislated by Republican Party-controlled Congress under Democratic 

Clinton administration.  The institutional similarity was divided government and the 

difference was the party that controlled both houses.  My discussion focuses on the latter 

                                                 
185 1963 CQ Almanac (562). 
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point that even if the same party enjoys both chambers, there still exists possible discord 

between them that may significantly affect regulatory outcomes. 

 

The 1975 Act initially aimed at encouraging development of an integrated national 

securities market system, abolishing fixed commission rates and opening up stock 

exchange memberships to all qualified stockbrokers and dealers.  As the result of its 

study of industry problems – prompted largely by a 1967-70 “paperwork crisis” during 

which the NYSE had to suspend trading for various periods of time and many stock 

brokerage firms were forced into liquidation, on May 28, 1974, the Senate passed, with 

no objection, a bill (S 2519) which combined two previous passed Senate Subcommittee 

bills (S 470 and S 2058).  Expectedly, the legislation was strongly opposed by the 

Securities Industry Association, the NYSE and other important segments of the securities 

industry.  But a House bill (HR 5050) combining three Senate-passed bills died in the 

House Rules Committee on November 25, 1974.186  In the following year, the Senate and 

the House passed its own bill (S 249 and HR 4111) and reported to a conference 

committee on April 1975.  As usual, House and Senate conferees reached agreement by 

compromise.  This time also, final agreement was delayed, due to differences in the 

House and Senate versions.  For instance, HR 4111 required that any such exchange rule 

that limited or put conditions on a member’s ability to do business in other markets be 

eliminated by September 1, 1975.  By contrast, the Senate bill merely directed the SEC to 

review all exchange rules and force elimination of those that restrained competition.  In 

terms of exchange seats, the House bill required that stock exchange membership be open 

to all brokers and dealers who met capital and competency requirements and that 

effective in 1978, the concept of stock exchange seats be abolished.  But the Senate 

counterpart still acknowledged an exchange’s right to limit the physical number of 

members.  The final agreement met the NYSE’s objections by dropping House provisions 

                                                 
186 1974 CQ Almanac (193-96). 
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that would have abolished stock exchange seats and revoked a NYSE rule that forces its 

members to do business only on the exchange floor.187

 

More recently, the National Securities Markets Improvement Act of 1996 was in a similar 

suite.  The 1996 Act was to streamline the regulation of mutual funds, investment 

advisors and stockbrokers.  Legislators, regulators and securities industry executives 

hailed the bill, which Arthur Levitt Jr., then SEC chairman, called “the most significant 

overhaul of the securities regulatory structure in years.”188  Sponsors called it “the first 

serious overhaul of securities law in 50 years.”189  But the act was almost derailed by a 

dispute between the House and the Senate over the investment-advisor provisions.  If 

Republican Senator Phil Gramm and Democratic Representative Edward J. Markey had 

not reached a deal on the contested provisions just hours before members were set to 

adjourn for the year, the act should have waited for another year.190

 

For decades until the Gramm-Leach-Bliley Act passed Congress in 1999, banking 

deregulation bills had been each time prevented from final action.  In 1979, House 

Banking Committee Chairman Henry S. Reuss concluded, “The irresistible force seems 

to have met the immovable object,” as a conference committee failed to reach a 

compromise.  The irresistible force was the House provision designed to encourage 

membership in the Federal Reserve System.  The immovable object was the Senate 

provision to phase out interest rate ceilings under Regulation Q.191  Unable to reach 

agreement on these issues, Senate and House conferees had to decide to defer further 

conference action on the bill (HR 4986) until 1980.192  In 1986, Congress was unable to 

clear major banking legislation before adjournment, partly because time pressure and 
                                                 
187 1975 CQ Almanac (112). 
188 New York Times. October 2, 1996. 
189 1996 CQ Almanac (2-55). 
190 In fact, legislators Markey and Gramm had wrangled over regulating investment advisers for years.  In 
both the 102nd (1991-91) and the 103rd (1993-95) Congresses, Gramm played a central role in killing House 
efforts, shaped largely by Markey (1996 CQ Almanac: 2-56). 
191 Regulation Q set interest rate ceilings on different types of accounts, and allowed savings and loan 
associations to pay 0.25 percent more in interest than commercial banks. 
192 1979 CQ Almanac (324). 
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partly because of serious disagreement among members and between the chambers over 

the scope of measures that would allow banks to offer new commercial services (S 2592 

and HR 20).193  In 1988, the Senate Banking Committee passed by the 18-to-2 a banking 

bill repealing the 1933 Glass-Steagall Act, but the House Energy and Commerce 

Committee and Banking Committee was far more skeptical about any bill that would 

grant new powers to banks. 

 

Federalism 

Federalist structure of government also played significant roles in the politics of 

securities regulation in the United States.  Since “blue sky” laws in the early 1910s and 

even after the New Deal-era federal securities legislation, state governments have 

maintained some regulatory powers.  For instance, while the mandatory disclosure 

system of the federal securities laws only requires full and complete disclosure of 

material information, virtually all state jurisdictions specify additional standards for the 

denial, suspension, or revocation of securities registration which is called “merit 

regulation.”194   

 

Along with statutory powers, federalism affects the incentives of political actors involved 

in securities legislation.  For instance, one of the reasons why President Hoover was 

unwilling to enact federal securities laws in the middle of the October 1929 stock market 

crash is known as his skeptics about the constitutionality of preempting state’s rights to 

regulate securities markets.  Instead, he believed that “the primary responsibility for 

initiation of official action lay on Governor Franklin Roosevelt of New York.”195  Even 

though Republicans controlled both branches of government, Hoover’s belief in 

federalism and hence lack of preference for federal securities regulations had blocked 

“the best securities laws in the world” from being enacted until the surge of New Deal 

Democrats.  

                                                 
193 1986 CQ Almanac (588). 
194 As late as 1995, eighteen states retained traditional merit regulation standards.  
195 Seligman (1995: 5). 
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Besides, a vertical division of regulatory authorities appeared ineffective for regulating 

securities business partly because of increasing interstate securities transactions and 

partly because of state governments’ greater vulnerability to local special interests.  

Elected officials in states tend to heavily rely on local big businesses in various respects: 

government revenues, political contributions, and general economic prosperity.  Thus, 

state politicians have little incentives to strictly regulate securities industry within the 

state border.  Indeed, in the 1920s, effective lobbying, principally by the Investment 

Bankers Association, had riddled most state blue sky laws with exemptions. 

 

The congressional process in which the 1964 Securities Act Amendments made several 

exemptions evidences close relationships between state regulators and local industries.  

The initial Senate-passed bill (S 1642) applied disclosure requirements to stock insurance 

companies.  As anticipated, the insurance industry opposed it, asserting that state 

agencies regulated adequately those companies.196  State insurance commissions also 

objected to the bill that brought them under SEC jurisdiction.  In the end, they succeeded 

in accomplishing exemptions.  The Act exempted insurance companies from the SEC 

supervision.  In 1996, Congress restructured federal-state securities regulation through 

the National Securities Markets Improvement Act.  The act deviated from the original 

legislation that proposed blanket preemption of state securities laws enacted to protect 

small investors.  Rather, pivotal role of state securities agencies was validated by passage 

of the Act.  The president of the North American Securities Administrators Association, 

Mark J. Griffin, imputed the reaffirmation of state securities regulation to the support 

from industry, federal and state securities regulators, and consumer advocates.  In 

particular, Senator Phil Gramm (R-TX) proved to be a staunch supporter of states 

rights.197  This suggests that federalism has taken deep root in American public and major 

                                                 
196 The public witnesses who appear in the House Securities subcommittee hearings were representatives of 
small insurance companies, mostly located in the South and Southwest, who objected to new legislation. 
New York Times. January 19, 1964. 
197 New York Times. September 29, 1996. 
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political actors’ belief such that a federal-state dual system of securities regulation was 

preserved.  

 

Sometimes regulatory innovation occurred in state level.  In 1993, the New York State 

Legislature moved toward restricting a form of securities litigation – i.e., the so called 

“derivative suits” - that allowed shareholders to sue corporate officials for mishandling 

company affairs.198  That move was also endorsed by Governor Mario M. Cuomo, who 

had made the proposal part of his platform for improving the state’s business climate.  

Along with Cuomo’s platform, Sheldon Silver, a drafter of the state bill, confirmed the 

importance of state interests in securities regulation, by saying that that “We want to 

make New York a place where business will be comfortable.”199  In short, American 

federalism has affected political actors’ value system, material interests of state 

governments, or the opportunity of interest-groups lobbying, whereby it ultimately plays 

significant roles in development of securities politics. 

 

Interest Groups 

Americans have a long-standing reputation for forming groups.  In his classic work, 

Democracy in America, Alexis de Tocqueville, the nineteenth century French visitor to 

the United States, noted that “Americans of all ages, all stations in life, and all types of 

dispositions are forever forming associations.”  The United States Constitution protects 

the rights of citizens to form groups and attempt to influence the government.200  Besides 

government policy makers, domestic interest groups play a pivotal part in policy decision.  

In fact, one school of thought in political science, pluralism, assigned groups to a central 

place in American politics.201  Although pluralism is considered out of fashion, interest 

groups still remain one of key political actors in policy making.  For example, as E. E. 

                                                 
198 A federal legislation was enacted in 1995 through passage of the Private Securities Litigation Reform 
Act by overriding President Clinton’s veto. 
199 New York Times. November 28, 1993. 
200 The First Amendment not only guarantees freedom of religion, speech, and the press, it also prohibits 
any law abridging “the right of the people to assemble and to petition the government for a redress of 
grievances.” 
201 Truman (1958). 
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Schattschneider pointed out in his The Semisovereign People (1960), pluralist principles 

backed Congress to enact the Smoot-Hawley tariff act which deepened and lengthened 

the Great Depression.  Thus, interest groups have significantly influenced the form and 

content of American public policies.  

 

In the meantime, the danger of good government and the public interests from interest 

groups is also a familiar theme in American government.  Americans have worried about 

the “mischief of factions” since James Madison wrote about them in The Federalist, No. 

10.  This fear of factious majorities and their capture of government led the Framers to 

design a fragmented political system to diffuse power and allow ambition to counter 

ambition.  As a result, the U.S’s political institutions were to guarantee the protection of 

various interest groups and at the same time, to check the rise of a dominant group, in 

accessing the government.202  In other words, the influence of interest groups on public 

policy in general or securities legislation in particular is inevitably constrained by 

political institutional settings. 

 

Generally speaking, however, the U.S’s fragmented political system has worked in 

interest groups’ favor.  There are a number of institutional access points available to 

interest groups, such as the White House, the Senate, and the House in the national level, 

and state governments and legislatures at state level.203  The lobbying-friendly 

institutional setup provides more opportunities for interest groups to penetrate into 

policy-making at a point in time.  Not only that, a legislation process turns into a repeated 

game in which a defeat in one institutional organization does not preclude another chance 

in other institution to pursue their interests.  By contrast, in Korea, if interest groups are 

not aligned with the executive, their interest is hardly reflected in concrete policy 

outcomes.  For the most part, legislation is not a repeated game beneficial to interest 

group lobbying.  Simply speaking, once an interest group-backed legislation is not 

endorsed by the President, the interest group is not given other alternative lobbying routes.   
                                                 
202 The Federalist Papers. No.51. 
203 Of course, the courts also are important vehicles by which interest groups influence policy making. 
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In the United States, when an interest group is first defeated in a legislative game of 

either of the two chambers, then the interest group still has another round of legislative 

battles in the other chamber.  It is because a bill becomes a law only after it goes through 

both chambers.  Even when failing to get support from the legislative branch, it has a 

presidential veto as a last lender of resort.   

 

For example, in 1988, the Senate Banking Committee passed by the 18-to-2 vote a bill 

relaxing barriers between commercial and investment banking.  The vote margin boded 

well for passage of the bill in the full Senate.  Thereupon, brokerage industry and 

insurance agents started heavily lobbying the House.  At the time, the House Committees 

such as the chairmen of the Energy and Commerce Committee and the Banking 

Committee have been far more suspicious about expanding banking business into 

securities underwriting and about breaking down Glass-Steagall.204  After a three-year-

long fight, the bill ended up with one failure of the two attempts made in 1991 and 1996.  

It illustrates that bicameral Congress offered interest groups a second chance to try to 

defeat the bill against their interests.  Even when they were defeated in the Senate, 

brokerage industry and insurance agents could lobby the House and defeated the banking 

de-regulation bill.   

 

This is possible partly because the President, senators and representatives are elected by 

different constituencies at national, state, and district units, respectively.  Elected officials 

may have different preferences for public policy including securities regulation.  In 1991, 

for example, Republican President Bush and the Democratic-controlled Senate were on 

the same side and supported repeal of Glass-Steagall, but the Democratic-controlled 

House didn’t.  Combined with distribution of conflicting preferences among the three 

bodies of securities legislation, pro-Glass-Steagall lobbying efforts could succeed.  In 

contrast, anti-Glass-Steagall commercial banks were not able to accomplish their goals 

exactly because the then institutional configuration was not in favor of their cause. 

                                                 
204 New York Times. March 4, 1988. 
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Also, a unified government structure may hinder a particular interest group from 

fulfilling its policy objective.  In August and September 1933, leading financiers and 

corporate attorneys assailed the 1933 Securities Act.  Frank Gordon, president of the 

Investment Bankers Association, won unanimous support from the association for a 

resolution seeking redefinition of the act.  But Gordon’s claims were soon blocked by 

President Roosevelt and New-Deal Democrats securing majority in both houses.  

Roosevelt adamantly opposed any significant amendments to the act, by saying that 

“There is a very definite drive being made by certain elements to have the Securities Act 

modified or repealed…..Well, they are not going to have that right anymore…There will 

be mighty few changes, if any, in the Securities Act this winter.”205   

 

Stories of the 1960s, too, illustrate well how political institutions interacted with interest 

groups and what regulatory outcomes resulted in.  The Securities Act Amendments of 

1964 was enacted due to, rather than in spite of, the President’s indifference to the need 

for regulatory change at issue.  The then SEC chairman William Carey (1967: 7) wrote 

about the administration’s low priority of securities markets: “During the years of 1961 to 

1963, I never saw the President (Kennedy) officially – which surprised many journalists.” 

To increase the chances for enactment of the bill, the SEC-drafted proposals were 

stripped down from those the Commission originally had in mind with the specific aim of 

eliminating provisions that might meet securities industry opposition.  When the bill 

passed the Senate in July 1963, it won considerable support from the financial 

community such as the National Association of Securities Dealers, the Association of 

Stock Exchange Firms and the Investment Bankers Association.  There was no virtually 

no securities industry opposition to tighter standards and controls over individuals in the 

business.206   

 

                                                 
205 Seligman (1995:77); New York Times. December 7 and 14, 1933. 
206 1963 CQ Almanac (534).  Only the insurance industry unsuccessfully opposed the disclosure provisions 
in the Senate, claiming companies were adequately regulated by state agencies.  
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However, the Commission’s legislative proposals had already been tailored to gain 

securities industry endorsement through policy conferences and the “Securities Industry 

Liaison Group.”  Complying with SEC’s request, Wall Street formed the Group in 

1963.207  Avery Rockefeller Jr., chairman of the legislation committee for the National 

Association of Securities Dealers was named chairman of the liaison group.  Keith 

Funston, president of the NYSE, Edwin D. Etherington, president of the AMEX, and 

James R. Day, president of the Midwest Stock Exchange also participated in the group to 

consult stock exchange problems.  Amyas Ames, president of the Investment Bankers 

Association and Dorsey Richardson, president of the Investment Company Institute acted 

as chairman of study groups concerned with investment banking and investment 

company problems, respectively.  Eventually the SEC bill had grown out of a series of 

meetings between the SEC and industry liaison groups.  Nearly every one of the 

proposals contained in the legislative package reflected the effort made by the 

Commission to obtain industry support by elimination of features the industry considered 

unworkable.”208  This is a case where under a unified government of which the President 

had no regulatory preferences, SEC’s legislative ambition increased interest groups 

influence on regulatory change.  

 

From 1933 till the early 1960s, the United States had witnessed a rapid 

institutionalization of the stock markets.  In the postwar period up until the SEC’s 1963 

Special Study, aggregate stock trading by mutual funds, commercial bank trust 

departments, insurance companies, pension funds, and other institutional investors ranged 

between 17 and 28 percent of total NYSE volume.  By 1969, institutional investors 

accounted for 52 percent of NYSE volume, with individual and nonmember broker-

dealer trading for the first time reduced to a minority of transactions on the Exchange.  In 

particular, between 1940 and 1966, mutual fund net assets had dramatically increased 

from $450 million to $38.2 billion, growing from a minority 21 percent share of the total 

                                                 
207 In April, 1963, the SEC asked Hudson B, Lemkau, vice chairman of the NASD, along with Mr. Funston 
and Mr. Ames, to organize the group (New York Times. April 18, 1963)  
208 New York Times. June 5, 1963. 
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investment company industry to a predominant 83 percent share.209  At the same time, 

the number of mutual fund investors had increased twelve-fold, from approximately 

300,000 investors in 1940 to more than 3.5 million in 1965. 

 

Notwithstanding enormous increase in institutional powers in the stock market and 

potential for abuses and excesses, however, the SEC did not develop any legislative 

recommendations concerning mutual funds until December 1966.  In fact, the SEC 

requested the Wharton School of Finance and Commerce to study the mutual fund 

business in 1961.  The study constituted the most comprehensive analysis of the mutual 

fund industry since the Commission's study made more than 20 years ago, prior to the 

adoption of the Investment Company Act of 1940.210  It concluded that there was no 

evidence of wrongdoing, and the bigness of a fund did not necessarily detract from its 

performance.211  The 1963 Special Study (Chapter XI), too, cited the impressive numbers 

involved in institutional investors, but omitted any information of the role of institutions 

and their potential for abuse.212

 

But reform of mutual fund industry became the SEC’s legislative priority in 1966 during 

Manuel F. Cohen’s chairmanship (1964-69).  The Senate adopted the SEC’s mutual fund 

bill on July 1968.  However, a 4-3 majority of the House Commerce and Finance 

Subcommittee refused to report out any version of the mutual fund bill for consideration 

by the full House Commerce Committee and the bill died in the House in September 

1968.  Newspaper accounts attributed the surprise vote to the waning influence of the 

lame duck Johnson administration and the lobbying activities of the mutual funds 

(Seligman 1995: 380).213   It suggests that interest groups are able to block or at least 

derail regulatory paths at the end of presidential terms which is fixed. 

                                                 
209 The Investment Company Act was adopted in 1940 to regulate investment companies activities and 
require them to register with the SEC. 
210 SEC Annual Report (1962). 
211 New York Times. April 15, 1963. 
212 New York Times. May 6, 1963. 
213 Seligman (1995: 380). 
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The power of interest groups is also affected by electoral systems and party discipline, 

which is very relevant in discussion of the United States securities regulation.  Compared 

to proportional representation, single-member district plurality rules are widely known as 

strengthening candidates’ incentives to appeal to their constituencies rather than party 

leadership and thereby weakening party unity in policy-making.  Furthermore, in the 

United States, candidates running for the Senate and the House are selected through 

primaries such that local interest groups become far more influential.  Congressional 

procedures also are structured in the direction of increasing intra-party policy 

discrepancies.  For instance, neither Republicans nor Democrats have a cross-chamber 

caucus that conciliates different policy positions of members of each chamber.  As a 

result, congressmen of the same political party tend to introduce different bills.  Hence 

increases transaction costs and lengthens legislative process.  Eventually, the U.S. 

Congress gets more vulnerable to interest groups influence.  

 

Such institutional features are revealed in the process of enactment of the Private 

Securities Litigation Reform Act of 1995.  Until the 1995 Act, American big business had 

sought for more than a decade to make it harder to sue companies.  The shift to a 

Republican-controlled Congress in January 1994 set the stage to make it more difficult 

for investors to pursue claims of fraud against the securities industry.  As Republicans 

secured majority in both chambers,214 business interests intensified their lobbying efforts.  

Indeed, accounting PACs (Political Action Committees) gave congressional Republicans 

$1.7 million in the 1994 election cycle, up 71 percent from 1992, and $339,900 of the 

total – or 20 percent – poured in during the first quarter of 1995.  House Republicans and 

big business’ strategy can be epitomized by “Bite the apple while we’ve got it.”215  

Public opinion also was on their side: a 58 percent majority said it’s more important to 

cut down on lawsuits, while 32 percent said it’s more important to protect the right to 

sue.216   By contrast, President Clinton, most Democrats, and securities market regulators 

                                                 
214 Seat distribution was 52 to 48 in the Senate and 230 to 204 in the House. 
215 Wall Street Journal. December 23. 1994. 
216 Wall Street Journal. March 9, 1995. 
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appeared to oppose the Republican agenda to curb securities lawsuits.  SEC Chairman 

Arthur Levitt said, “The prime mission of this agency is protecting the investor’s interest, 

and the private right of action is fundamental to that mission.”217

 

The battle ended with final passage of the Act after President’s veto and congressional 

override.  Of interest is position change of Democratic congressmen to override the 

presidential veto.  Initially, when the House passed its bill by a 257-155 vote, only 37 

Democratic representatives supported.218  The Senate cleared the bill by a 65-30 vote and 

19 Democratic senators voted for.219  But in the congressional override, 93 and 23 

Democrats changed their positions from against to for the bill in the House and the 

Senate, respectively.220  In fact, Representative John Dingell (D-Michigan), who blocked 

such legislation as chairman of the Energy and Commerce Committee when Democrats 

controlled the House, complained “it’s a triumph in the sheltering of rascals over the 

protection of innocent investors.” But Mr. Dingell’s impassioned arguments were only 

able to hold about one-half of the Democratic caucus. The 99Democrats who joined their 

GOP colleagues included liberals such as Representative Ron Wyden (D-Oregon), who 

was sensitive to concerns of high-tech companies near his Portland district.221

 

In short, the Act was able to come into being because (1) pro-business Republicans 

controlled both chambers, (2) SMDs electoral rules led House representatives to be more 

concerned about their district interests, and hence (3) the Democratic Party’s party unity 

was weak enough to override President’s veto. 

 

Regulatory Stability 

Thus far, I have analyzed the interactions between the United States’ fragmented 

presidentialism, political actors and regulatory outcomes.  In terms of executive-

                                                 
217 New York Times. December 12, 1994. 
218 House Roll Call #208 (March 7, 1995). 
219 Senate Roll Call #589 (December 5, 1995). 
220 House Roll Call #838 (December 6, 1995) and Senate Roll Call #281 (December 22, 1995). 
221 Wall Street Journal. March 9, 1995. 
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legislative relationships, with a few exceptions like FDR, the Presidents haven’t enjoyed 

comparative advantage in securities legislation, vis-à-vis Congress.  Conventionally, they 

didn’t issue executive orders to cope with economic and financial market problems.  

President Reagan issued an executive order concerned with securities markets, but it was 

far cry from legislating.  A securities bill can be introduced only by Congressmen.  The 

SEC also submitted a bill –e.g., the 1964 Securities Act Amendments bill - to Congress.  

In some cases, the President recommended or proposed legislation as to particular issue 

areas, but cannot introduce any bill. 

 

Furthermore, even when the President’s bill is indirectly introduced in either of the two 

chambers, it is very likely that the other chamber has a different rival bill, due to different 

electoral and policy concerns.  Party members are more sensitive to districts rather than 

the White House.  So, there is no guarantee that the President’s policy preference results 

in final legislation in Congress.  Along with such diffuse legislative powers at the 

national level, federalism makes legislative games more complicated because it increased 

the number of actors, as well as is associated with the constitutional spirit of states’ rights.  

To the extent of institutional fragmentation, different interest groups have access to 

different policy makers and make it difficult to change existing regulations. 

 

An important regulatory result of those institutional characteristics was prolonged 

legislative battles and correspondingly, stability in securities market regulation.  

Typically, NYSE’s fixed brokerage commissions and Glass-Steagall’s separation of 

commercial and investment banking had survived numerous attempts to reverse them for 

tens of decades.  Except the 1929 stock market crash, almost none of major securities 

bills were enacted into law in a year after introduction. 

 

Such regulatory stability turns out conducive to the development of the United States 

stock market.  There were few regulatory shocks in history of United States’ securities 

markets.  It enabled investors to have stable, long-term expectations about regulatory 
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change.  Because legislative processes generally last more than a year, investors can 

internalize anticipated changes over a long period of time.  This gradual adaptation 

decreases the probability of extreme swings of share prices at the market.  Indeed, when 

the 1963 SEC Special Study was released, investors responded moderately even if the 

Study was the most sweeping review of the U.S. securities market since the New Deal.  

 

5.6. Conclusion 

 

The chapter has examined the impact of political institutions on regulatory outcomes in 

South Korea and the United States.   The two countries’ experience provides evidence 

that political institutions significantly affect the distribution of decision-making power 

among political actors and eventually, the possibility and nature of regulatory change as 

well.  Those institutions determined the relative power of the executive and the 

legislature.  Also, they channeled policy inputs from domestic interest groups such as 

those involved in securities industry to the policy-making process, but not in a passive 

way.  That is, institutional settings constrained the opportunities of interest groups to 

influence regulatory outputs. 

 

South Korea has been characterized by an executive-dominant system, which was firmly 

based on institutional grounds such as presidential decree powers, the right of the 

executive branch to introduce a bill, mixed electoral system giving disproportionate 

advantages to governing party, and strong party discipline unparalleled with party 

institutionalization.  As a result, the executive’s preference played a critical role in 

regulatory politics in South Korea, in the sense that the government could translate its 

regulatory preferences into real policies without transaction costs involved in legislation.  

Also, the regulatory goals of interest groups such as large corporate conglomerates (i.e., 

chaebol) were able to be accomplished mostly when they got support from the executive.  

The executive dominance and autonomy seemed relatively immune to even foreign 

influences, too, as shown in the process of financial liberalization in the 1980s.  

 191



Consequently, almost every time the executive branch felt necessary, stock market 

regulations could change with ease and speed.  This flexible regulatory change was 

beneficial to the take-off stage of the Korean stock market in the late 1950s and early 

1960s.  But downsides of such speedy securities policy change resulted in frequent 

regulatory shocks to the market and hence, volatile market development in the long run. 

 

By contrast, the United States has been a fragmented political system in which decision-

making powers were diffuse and shared by multiple actors.  The Presidents must face a 

strong legislature and furthermore, two separate chambers.  Political parties are well 

institutionalized so as to present coherent policy proposals, but party discipline was weak. 

Federalist tradition also took deep root in political actors’ belief and value system.  In 

consequence, the White House and executive branch have not had the speed and 

autonomy in regulatory change that the Korean counterparts enjoyed.  Rather, the 

coincidence of regulatory preferences between major institutional decision-makers was 

the exception rather than the rule.  Changing existing stock market laws lasted from for a 

couple of years to for several decades, as we see the process in which the 1933 Glass-

Steagall Act was repealed in 1999.  This has constituted a stable regulatory environment 

that was good to the already taken-off stock market.   

 

We can learn important lessons from this study of stock market regulations in Korea and 

the United States.  First, the beginning of a stock market needs the executive’s firm belief 

in the necessity of the market.  The U.S. Treasury Secretary Alexander Hamilton in 

1790s and Korean President Park Chung Hee in the early 1960s were the starting point of 

their stock market.  Second, at that stage of market development, the executive’s 

preference should be supported by appropriate institutional characteristics like a unified 

political system that facilitates flexible regulatory changes. 
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Chapter 6. Conclusions 

 

For the past two decades, stock markets around the world have remarkably grown.  More 

and more nations established organized equity markets.  The weight of those markets in 

the economy is significantly increasing in term of market capitalization and trading value.  

Many developing countries change their securities laws after the U.S.-style regulatory 

regime.  In particular, advances in information and communication technology 

exponentially expand the volume of international portfolio transactions. 

 

However, these seemingly common trends toward market development and regulatory 

change hide considerable variations across countries.  The dissertation thus asked why 

some nations have more developed stock markets, and why some earlier adopt regulatory 

change like liberalization and enforcement, than others.  To answer those questions, I 

utilized both statistical and case study methods. 

 

Despite the phenomenal expansion of stock markets around the world, it is surprising that 

not much about global stock markets has been documented in political science.  For the 

most part, such issues as international borrowing, foreign direct investment, capital 

account liberalization and exchange rate regimes, have been a central task in the 

contemporary international financial relations literature.  The dissertation thus aims at 

filling the void, with focus on political institutions and their interactions with domestic 

interests and international diffusion factors. 

 

In explaining cross-national variations in stock market growth, I paid attention to the 

information-sensitive nature of equity markets and to the role of political institutions, 

more specifically, the degree of fragmentation of policy-making institutions, in forming 

policy credibility, reducing the information problem, facilitating stable long-term 

expectations of investors, and ultimately promoting stock market growth.  In chapter 3, 

using various pooled time-series cross-section analyses of 94 countries from 1960 to 
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2002, I found that as hypothesized, fragmented policy-making systems with more veto 

points are conducive to stock market development.  In contrast, international financial 

integration functions as a stumbling block for stock market development when it entails 

market volatility.  My analysis also supports existing studies that emphasize domestic 

interest groups: capital prefers equity market-based financial regimes, but labor opposes 

it.  Finally, the impacts of international and regional diffusion, labor and capital 

significantly depend on the characteristics of policy-making systems.  For example, 

fragmented systems increase diffusion effects, but reduce interest group influences. 

 

Chapter 4 dealt with the determinants of regulatory change, that is, equity market 

liberalization and enforcement.  Liberalization is conceptualized as a change in regulatory 

rules, whereas enforcement a change in regulatory behavior.  The question was why some 

countries open their equity market to foreign investors and enforce the existing insider-

trading laws earlier than others.   

 

The veto-players theory predicts that the more veto points, the lower probability of policy 

change.  However, my event-history analyses produced the opposite outcome: more veto 

points lead to earlier regulatory change.  The validity of conventional veto-players 

arguments is limited in securities regulations, in particular, liberalization and insider-

trading laws enforcement.  It is in part because the influence of veto players may depend 

on the nature of policy issue in question.  When a policy issue is not politically salient or 

when the success of policy reform depends on credible commitment, fragmented policy-

making systems can facilitate, rather than block, policy change. 

 

With regard to diffusion factors, the seemingly negative effects of region and competition 

imply that governments adopt a specific policy choice from a strategic viewpoint.  To 

gain more gains than regional competitors, they tend to take liberalization and 

enforcement measures earlier than others.  This finding lies in the same line with the neo-

realist reasoning of international relations.   Also the classic class-based paradigm in  
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Hypothesis Estimation Explanation
International Difusion
     Integration (+) (-) Negative externalities (e.g., volatility)
     Hegemon (+) (+)
     Norm (+) (-) Lower variation, higher market growth
     Region (+) (-) Lower variation, higher market growth
     Competition (+)

Policymaking Systems
    Fragmented PMS (+) (+) Policy credibility

Interest Groups
    Capital (+) (+) Relative advantage in equity financing
    Labor (-) (-) Job insecurity

Legal Origins
    Common law (+) (+) Strong investor protection

Economic Development
    Per capita income (+)

Methodology

Table 6-1. Summary of Findings

A. Stockmarket Development (Ch. 3)

pooled time-series cross-section models  
 

regulatory reform is called into question.  In the case of securities regulation, it is found 

that labor’s interests do not necessarily collide with capitalists’.  Instead, labor supports 

entry of foreign portfolio investors, but opposes strict regulatory enforcement.  The 

chapter also evidences the intermediating roles of political institutions. 

 

In a comparative case study of Korea and the United States, I confirmed that U.S.-type 

fragmented systems construct a more stable policy environment and long-term investor 

expectations than South Korea’s concentrated ones.  In such systems, drastic policy shifts 

are almost impossible.  Even though regulatory fine-tuning of South Korea promoted the 

stock market in the short run, the market has had very high volatility and a shallow 

investor base.  Table 6-1 summarizes key findings of the dissertation. 

 

My political institutionalist approach to stock markets can extend to other grand themes. 

For example, it adds another empirical study to the literature making the case that 

“institutions matter” for economic growth (e.g., Knack and Keefer 1995; Kaufmann and  
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Hypothesis Estimation Explanation
International Difusion
     Integration (+) (-) Negative externalities (e.g., hot money, herd behavior)
     Hegemon (+)
     Norm (+)
     Region (+)
     Competition (+) (-) Relative-gains concerns and strategic liberalization

Policymaking Systems
    Fragmented PMS (-) (+) Issue salience; 

Reform commitment
Interest Groups
    Capital (+)
    Labor (-) (+) Possible interest convergence b/w labor and management
Methodology

Hypothesis Estimation Explanation
International Difusion
     Integration (+)
     Hegemon (+)
     Norm (+)
     Region (+) (-) Lower variation, higher likelihood of enforcement
     Competition (+) (-) Relative-gains concerns and strategic liberalization

Policymaking Systems
    Fragmented PMS (-) (+) Issue salience; 

Credibel commitment
Interest Groups
    Capital (-)
    Labor (+) (-) Possible interest convergence b/w labor and management

Legal Origins
    Common law

Economic Development
    Per capita income

Methodology

Korea U.S
Policymaking systems Concentrated Fragmented

Market regulations/policies Flexible Stable

Pattern of market growth Volatile Stable

D. Case Study of Korea and the U.S (Ch. 5)

discrete time event-history models

C. Regulatory Enforcement (Ch. 4)

B. Market Liberalization (Ch. 4)

discrete time event-history models

Table 6-1. Summary of Findings (cont'd )
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Kraay 2005).  Given the importance of equity markets in economic development, the 

political institutional determinants of stock market growth translate into the causal factors 

of economic growth.  It is the same line with North and Weingast’s (1989) general theory 

of development. 

 

Also, the dissertation has some implications for public policy.  In particular, successful 

securities regulations can be accomplished by adding veto points involved in policy 

decisions.  Establishment of independent securities regulatory body is an example. 

Transferring some of regulatory powers to local governments is another.  Sharing 

regulatory supervision between the executive branch including independent securities 

commissions and the legislative branch may be good for stable regulatory environment.  

In terms of international relations theory, much of the work on international relations 

treats the state as a unitary actor.  Instead, I consider the state as an aggregation of actors 

with varying preferences who share decision-making authority.  This view of the state as 

an institution is more appropriate to analyze the interactions between domestic and 

international factors.  There remain some theoretical issues to be clarified in the 

dissertation.  First, the relationship between institutional and partisan veto players needs 

to be further studied.  When is one more important than the other?  Why do some factors 

interact with one but not the other?  What weights should be given in creating a 

composite institutional index? And so forth.   
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Appendix:  
 
 
Variable Description and Source 
Variables Abb. Description & Source

Stockmarket variables

market development mkdev sum of values of market size and activity
     market size mksiz ratio of stock market capitalization (i.e., total value of listed shares) to GDP, calculated using the following

deflation method: {1/2*[Ct /CPIt  + Ct -1/CPIt -1]}/[GDPt /CPIt ], where C is market capitalization at time t , 
CPI is end-of period consumer price index.
Source: World Bank's Financial Development Database (1975-), S&P's Emerging Stock Markets Database 
(1980-), World Development Indicators(1988-). For West European countries, Stonham (1982); 
Arab countries, Abdul-Hadi (1988); Latin American countries, IIMC (1985a, 1985b); 
Canada (1961-70), TSE (1970); Bangladesh (1976-96), Ahmed (1992, 1997); Greece (1961-70), Kent (1973);
Iceland (1988-95), BIS(1996); Nigeria (1970-78), Okigbo (1981); Pakistan, Khan (1993).

     market activity mkact ratio of total values of listed shares traded at the market to GDP, calculated using the following deflation
method: {1/2*[Tt /CPIt + Tt -1/CPIt -1]}/[GDPt /CPIt ], where T is trading value at time t , 
CPI is end-of period consumer price index.
Source: World Bank's Financial Development Database (1975-), S&P's Emerging Stock Markets Database 
(1980-), World Development Indicators(1988-).
For West European countries, Stonham (1982), Kent (1973); Arab countries, Abdul-Hadi (1988); 
Latin American countries, IIMC (1985a, 1985b), Basch and Kybal (1970); Austria, Baltzarek (1973); 
Canada (1961-70), TSE (1970); Bangladesh (1976-96), Ahmed (1992, 1997); Iceland (1988-95), BIS(1996); 
Nigeria (1970-78), Yohannes (1999), Okigbo (1981); Pakistan, Khan (1993); 
Peru (1970-83), Basch and Morales (1995).

market liberalization mklib official liberalization date of stock exchanges to foreign investors
Source: Bekaert et al. (2005); Bhattacharya and Daouk (2002); for Eastern European countries, 
Dvorak and Podpiera (2005).

insider-trading law enforcement itenforce first-time application of insider trading laws, that is, criminal execution of inside traders
Source: Bhattacharya and Daouk (2002)

int'l regulatory cooperation iosco ordinary membership to IOSCO (established in 1983). Source: IOSCO (personal correspondence).
market age mkage years passed since the establishment of a stock exchange. Note: for former-communist countries and 

Lebanon, the year of market re-opening is considered as starting year. Source: Lavelle (2004); 
Goetzmann and Jorion (1998).

market volatility mkvol standard deviation of monthly change rates of share prices. Source: IMF's International Financial Statistics 
database, World Stock Exchange Factbook (2004).

Diffusion Variables
international norm norm average level of market development (mkdev ), liberalization (mklib ), and enforcement (itenforce ) of other

 countries except for a given country.
regional approximity region average level of market development (mkdev ), liberalization (mklib ), and enforcement (itenforce ) of other 

regional peer countries except for a given country.
competitive emulation competition average level of market development (mkdev ), liberalization (mklib ), and enforcement (itenforce ) of other 

countries with similar credit ratings to a given country. 
     credit rating dummy variables defined as ratings, 17 or higher = 1; 14~16 = 2; 11~13 = 3; 5~10 = 4; 4 or lower = 5. 

Source: Standard & Poor's Sovereign Foreign Currecny Bonds Ratings.
economic integration integration ratio of international portfolio investment flows to world GDP. Source: WDI, IFS
hegemony hegemon ratio of inward portfolio investment flows by US to GDP. 

Source:  US Bureau of Economic Analysis Database; Thomas et al. (2004).

Institutional Variables
democracy demo democracy minus autocracy; zero for transition years. Source: Polity IV Database.
de jure policymaking institutions jurpms additive measure of regime, federalism, bicameralism and electoral systems.
     regime type regime 0 = Dictatorship, 1 = Parliamentary, 2 = Mixed, 3 = Presidential Democracy. Source: Golder (2003).
     federalism regfed regulatory federalism. Source: World Bank Database of Political Institutions.
     bicameralism bicam bicameralism. Source: World Bank Database of Political Institutions.
     electoral system prratio seat shares of congressmen elected by PR rules. Source: Nohlen's data handbooks (1999; 2000; 2001).
de facto policymaking institutions factpms additive measure of govseat and govshare

Source: Nohlen's data handbooks (1999; 2000; 2001) and Woldendorp et al (2000).
     seat share govseat seat share of governing party (or parties) in the lower chamber. 
     seat distribution govshare seat distribution among governing parties.
legal origins dummy variables, defined as 1 = english, 2 = socialist; 3 = french; 4 = german; 5 = scandinavian legal origin.

 Source: La Porta et al. (1998).  
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Variable Description and Source (cont’d) 

Interest Group Variables
agriculatural sector farm power of farmers, defined as share of rural population in total population, 

or alternatively as share of agriculture in GDP. Source: WDI.
working class labor power of labor, defined as seat share of left-wing political parties in the legislature. Source: see "factpms."
industrial concentration capital power of large firms, defined as share of listed companies in GDP. Source: see mksize .

Control Variables
economic development percap per capita GDP. Source: WDI.
inflation cpi % change in consumer price index (2000=100). Source: IFS.
economic crisis imf defined as being under IMF agreements. Source: Vreeland (2003).
policy volatility polvol standard deviation of monthly change rates of money (M2). Source: IFS.
unemployment unemp unemployment rate (%). Source: ILO; WDI; CIA World Factbook; UNDP.
population density popdens population density, people per square km. Source: WDI.
region regional dummies, coded as 1. Sub-Saharan Africa; 2. South Asia;3. East Asia ;4. South East Asia ;

5. Pacific Islands/Oceania ;6. Middle East/North Africa; 7. Latin America;8. Caribbean and North America; 
9. Eastern Europe/Soviet Union ;10. Western Europe. Source: Golder (2003).

 

Rank
1 Singapore 208.38 South Africa 122.81 Switzerland 321.77 Switzerland 229.74
2 South Africa 124.16 Malaysia 110.42 Finland 244.89 Belgium 219.64
3 Luxembourg 78.9 Japan 98.24 UK 179.04 South Africa 214.09
4 US 53.46 Luxembourg 95.68 Luxembourg 173.52 Jamaica 179.52
5 Malaysia 50.62 Singapore 93.64 Netherlands 172.8 Jordan 164.2
6 Canada 44.47 UK 85.95 Singapore 167.07 Malaysia 161.33
7 UK 38.19 Switzerland 70.07 US 154.68 Luxembourg 161.01
8 Australia 37.29 US 53.20 South Africa 154.28 Singapore 160.6
9 Japan 35.84 Chile 45.00 Sweden 137.05 Iceland 142.39

10 Switzerland 34.99 Korea 43.78 Malaysia 129.54 US 139.91
11 Chile 34.09 Canada 42.24 Cyprus 125.9 TTO 135.92
12 Zimbabwe 27.19 Sweden 41.16 Canada 117.87 UK 131.53
13 Israel 22.17 Netherlands 40.49 France 110.57 Chile 124.4
14 Netherlands 17.05 Australia 35.12 Greece 98.88 Australia 122.99
15 Sweden 10.27 Belgium 33.09 Australia 95.81 Saudi Arabia 122.23
16 Philippines 9.87 Denmark 29.29 Spain 89.76 Canada 120.18
17 Belgium 8.33 Thailand 28.00 Ireland 86.42 Sweden 108.77
18 France 8.22 Zimbabwe 27.27 Bahrain 83.05 Netherlands 107.8
19 Denmark 7.97 France 25.86 Chile 79.98 Finland 98.48
20 Spain 7.78 Norway 22.63 Belgium 79.93 Spain 94.88
21 Greece 7.51 Spain 21.69 Italy 71.49 France 92.74
22 Mexico 6.67 Jamaica 21.49 Denmark 68.05 Israel 81.25
23 Korea 6.13 New Zealand 20.50 Philippines 67.97 Japan 79.56
24 Italy 5.62 Greece 17.93 Germany 67.92 PNG 75.28
25 Norway 5.03 Venezuela 17.21 Japan 66.52 Thailand 70.58
26 Colombia 4.81 Finland 16.61 Barbados 65.59 Korea 63.07
27 India 4.39 Barbados 16.49 Jordan 58.48 Denmark 62.27
28 Venezuela 3.83 TTO 13.73 Argentina 58.41 Ireland 62.15
29 Brazil 3.82 Italy 13.49 Portugal 57 Greece 61.57
30 Thailand 3.75 Philippines 13.37 Kuwait 56.1 Estonia 57.39
45 Korea 33.6

* Independent states only, thus Hong Kong was excluded.
Source: Emerging Stock Markets Factbook, World Development Indicators

International Rankings of Stock Market Capitalization

1980 1990 2000 2004
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Rank
1 Switzerland 73.64 Taiwan 446.32 US 326.78 Switzerland 202.28
2 Singapore 31.18 Singapore 54.99 Taiwan 317.87 Saudi Arabia 188.78
3 Japan 14.97 Japan 52.49 Switzerland 253.70 UK 173.16
4 US 14.78 US 30.45 Korea 208.23 US 165.89
5 Israel 11.24 Germany 30.03 Netherlands 182.59 Spain 120.50
6 Taiwan 10.87 Korea 29.90 Spain 175.61 Sweden 119.06
7 Canada 10.61 UK 28.17 Finland 172.20 Finland 117.93
8 Malaysia 10.50 Thailand 26.75 Sweden 162.65 Netherlands 104.67
9 UK 6.68 Malaysia 24.68 UK 127.63 Korea 94.00

10 South Africa 6.37 Netherlands 13.66 India 110.21 Iceland 84.49
11 Australia 5.76 Australia 12.66 Cyprus 104.92 Australia 81.46
12 Jordan 3.55 Canada 12.41 Singapore 100.01 Pakistan 76.86
13 Korea 3.00 Norway 12.06 Canada 89.83 South Africa 76.53
14 Zimbabwe 2.88 Austria 11.51 Turkey 89.25 Singapore 76.12
15 Netherlands 2.87 Israel 10.54 France 82.82 Japan 74.20
16 Brazil 2.26 Jordan 9.65 Greece 82.68 Canada 66.74
17 Chile 1.99 France 9.61 Italy 72.41 Thailand 66.74
18 Italy 1.91 Denmark 8.32 China 66.84 France 65.50
19 Philippines 1.91 Spain 8.03 Malaysia 64.89 India 54.79
20 Germany 1.71 South Africa 7.28 Australia 58.33 Norway 54.15
21 Mexico 1.67 India 6.72 South Africa 58.23 Germany 51.80
22 India 1.60 Sweden 6.39 Denmark 57.77 Malaysia 50.84
23 France 1.48 Mexico 4.68 Germany 57.17 Turkey 48.82
24 Argentina 1.41 Greece 4.66 Japan 56.55 Italy 48.10
25 Sweden 1.35 Venezuela 4.53 Pakistan 55.40 Jordan 47.59
26 Thailand 0.95 New Zealand 4.43 Portugal 51.06 China 45.37
27 Belgium 0.69 Italy 3.86 Norway 36.02 Denmark 40.10
28 Peru 0.65 Turkey 3.82 Iceland 28.36 Israel 39.33
29 Colombia 0.56 Indonesia 3.47 Hungary 25.95 Ireland 24.13
30 Spain 0.44 Belgium 3.26 New Zealand 20.86 Russia 22.47

* Independent states only, thus Hong Kong was excluded.
Source: Emerging Stock Markets Factbook, World Development Indicators

International Rankings of Trading Value

1980 1990 2000 2004

 
 

Calculation of Diffusion Score 

Diffusion effect on country i at time t+1 = ∑
=

−
k

k
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, where k is the number of countries in the same 

sample, region, and credit rating,  is the diffusion scores of country k at time t, and  is the diffusion scores of 

country i at time t (Brinks and Coppedge 2006). 
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Year Listed Listed shares
firms (million) (million, $) (growth, %) (million, share) (growth, %)

1924 433 27,072 284
1925 492 34,489 27.40 460 61.87
1926 586 38,376 11.27 452 -1.70
1927 655 49,736 29.60 582 28.72
1928 757 67,478 35.67 931 60.03
1929 846 1,128 64,708 -4.11 1,125 20.83
1930 855 1,297 49,020 -24.24 811 -27.93
1931 846 1,319 26,694 -45.54 577 -28.84
1932 820 1,312 22,768 -14.71 425 -26.28
1933 809 1,293 33,095 45.36 655 54.00
1934 793 1,305 33,934 2.54 324 -50.55
1935 800 1,318 46,946 38.35 382 17.85
1936 825 1,360 59,900 27.59 496 29.98
1937 859 1,412 38,900 -35.06 410 -17.44
1938 851 1,424 47,500 22.11 298 -27.35
1939 854 1,435 46,500 -2.11 262 -11.93
1940 862 1,455 41,900 -9.89 208 -20.76
1941 863 1,463 35,800 -14.56 171 -17.82
1942 867 1,471 38,800 8.38 126 -26.32
1943 869 1,489 47,600 22.68 279 121.72
1944 889 1,492 55,500 16.60 263 -5.60
1945 912 1,592 73,800 32.97 378 43.52
1946 962 1,771 68,600 -7.05 364 -3.68
1947 996 1,907 68,300 -0.44 254 -30.27
1948 1,017 2,018 67,000 -1.90 302 19.16
1949 1,043 2,166 76,300 13.88 272 -9.93
1950 1,057 2,353 93,807 22.94 525 92.80
1951 1,075 2,616 109,483 16.71 444 -15.49
1952 1,084 2,788 120,536 10.10 338 -23.83
1953 1,084 2,927 117,257 -2.72 355 5.06
1954 1,089 3,174 169,148 44.25 573 61.57
1955 1,087 3,836 207,699 22.79 650 13.29
1956 1,087 4,462 219,175 5.53 556 -14.36
1957 1,107 4,804 195,570 -10.77 560 0.65
1958 1,100 5,017 276,665 41.47 747 33.43
1959 1,116 5,847 307,707 11.22 820 9.80
1960 1,143 6,458 306,967 -0.24 767 -6.53
1961 1,163 7,088 387,841 26.35 1,021 33.21
1962 1,186 7,659 345,846 -10.83 962 -5.79
1963 1,214 8,108 411,318 18.93 1,146 19.13
1964 1,247 9,229 474,322 15.32 1,237 7.88
1965 1,273 10,058 537,480 13.32 1,556 25.85
1966 1,286 10,939 482,540 -10.22 1,900 22.05
1967 1,274 11,622 605,816 25.55 2,530 33.19
1968 1,273 13,196 692,336 14.28 2,932 15.87
1969 1,311 15,082 629,452 -9.08 2,851 -2.76

Source: NYSE Fact Book

Development of U.S Stock Markets (NYSE only)
Capitalization Trading volume
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Year Listed Listed shares
firms (million) (million, $) (growth, %) (million, share) (growth, %)

1970 1,351 16,065 636,380 1.10 2,937 3.04
1971 1,426 17,500 741,827 16.57 3,891 32.47
1972 1,505 19,159 871,540 17.49 4,138 6.34
1973 1,560 20,967 721,012 -17.27 4,053 -2.05
1974 1,567 21,737 511,055 -29.12 3,518 -13.21
1975 1,557 22,478 685,110 34.06 4,693 33.42
1976 1,576 24,500 858,299 25.28 5,360 14.21
1977 1,575 26,093 796,639 -7.18 5,274 -1.61
1978 1,581 27,573 822,736 3.28 7,205 36.62
1979 1,565 30,033 960,606 16.76 8,156 13.20
1980 1,570 33,709 1,242,803 29.38 11,352 39.19
1981 1,565 38,298 1,143,794 -7.97 11,854 4.42
1982 1,526 39,516 1,305,355 14.13 16,458 38.84
1983 1,550 45,118 1,584,155 21.36 21,590 31.18
1984 1,543 49,092 1,586,098 0.12 23,071 6.86
1985 1,541 52,427 1,950,332 22.96 27,511 19.24
1986 1,575 59,620 2,199,258 12.76 35,680 29.69
1987 1,647 71,802 2,216,311 0.78 47,801 33.97
1988 1,681 76,175 2,457,461 10.88 40,850 -14.54
1989 1,720 82,972 3,029,650 23.28 41,699 2.08
1990 1,774 90,732 2,819,778 -6.93 39,665 -4.88
1991 1,885 99,622 3,712,835 31.67 45,266 14.12
1992 2,089 115,839 4,035,100 8.68 51,376 13.50
1993 2,361 131,053 4,540,850 12.53 66,923 30.26
1994 2,570 142,281 4,448,284 -2.04 73,420 9.71
1995 2,675 154,719 6,012,971 35.18 87,218 18.79
1996 2,907 176,944 7,300,351 21.41 104,636 19.97
1997 3,047 207,089 9,413,109 28.94 133,312 27.41
1998 3,114 239,302 10,864,472 15.42 169,745 27.33
1999 3,025 280,930 12,296,057 13.18 203,914 20.13
2000 2,862 313,937 12,372,304 0.62 262,478 28.72
2001 2,798 341,509 11,713,707 -5.32 307,509 17.16
2002 2,783 349,908 9,603,327 -18.02 363,136 18.09
2003 2,750 359,660 12,157,862 26.60 352,398 -2.96

Source: NYSE Fact Book

Capitalization Trading volume

Development of U.S Stock Market (NYSE only) (cont'd)
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