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Introduction

How do government policies and institutions affect equity market performance across
countries? This question is gaining urgency as stock markets become broader and deeper in the
developed and developing world. In 2004, world stock market capitalization stood at $37.2 trillion,
compared to global GDP of $41.3 trillion. While this was slightly less than global commercial bank
assets ($57.3 trillion), it markedly exceeds the total size of outstanding public debt securities, which
stood at $23.1 trillion.! The bulk of total stock market capitalization represents developed-country
equity markets, but less developed country (LDC) markets—which accounted for 14 percent of total
capitalization in 2004—are quickly gaining ground. Some emerging market countries, such as
Malaysia, Singapore, and South Africa, have total stock market capitalizations that exceed their
respective GDPs. Equity markets provide a useful mechanism for governments to raise capital
through the sale of state-owned enterprises, and thereby lessen their reliance on sovereign debt.
Moreover, equity markets enhance corporate efficiency, spur innovation, and provide a valuable
source of capital for long-term economic development (Lavelle 2004). In short, it is clear that
equities constitute an increasingly important capital market in the world economy. However, we
currently know very little about how government policy choices and political institutions influence
equity investors’ decisions.

The growth of global financial markets since the early 1990s has attracted attention from
both scholars and pundits. A large literature in political science, public policy, and economics
considers the ways in which the increased openness of trade and financial markets might affect
national economic outcomes and government policymaking. While some scholars take a more

restrained view, others argue that economic globalization generates a “golden straightjacket” for

! Information in this paragraph is taken from the International Monetary Fund, Global Financial
Stability Report: Market Developments and Issues (April 2000), Statistical Appendix, Table 3 (p. 19). See
http:/ /www.imf.org/external/pubs/ft/ GFSR /2006/01/index.htm.



governments. At the extreme, global markets become masters of governments, eviscerating the
authority of national states. Along these lines, Susan Strange maintains that, “where states were once
the masters of markets, now it is the markets which, on many crucial issues, are the masters over the
governments of states.”” In the realm of capital markets, investors’ capacity for exit, and the political
voice it confers, is central to such accounts. While capital market openness provides governments
with greater access to capital, it also subjects them to external (market) discipline (Obstfeld and
Taylor 2004). Governments must sell their policies not only to domestic voters, but also to
international investors. Because investors can respond swiftly and severely to actual or expected
policy outcomes, governments must consider financial market participants’ preferences when
selecting policies. This logic suggests that, as financial openness increases, governments’ capacity to
spend and tax, and the more general ability to pursue divergent policies, should diminish markedly.
Yet much of the work on the impact of economic globalization generally, and financial
globalization specifically, ignores the fact that nations are integrated differently into the global
economy. Some have high levels of trade openness, but lower levels of capital market openness
(Garrett 2000). High trade openness may present governments with one set of pressures, while high
capital market openness may expose them to a different — and perhaps contradictory — set of
demands (see Rodrik 1997). Likewise, nations are integrated into the global financial system in
different ways, relying on different types of capital flows and asset markets (e.g., equities, bonds,
bank loans, direct investment). Different types of investors will have different preferences and
concerns regarding asset allocation and public policies. For instance, investors in equities may react
negatively to certain policy outcomes, while investors in sovereign bonds may perceive these

outcomes positively. Alternatively, political institutions such as democracy and federalism may affect

2 Strange 1996, p. 4; also see Helleiner 1994, Cerny 1999.



some types of assets significantly, but have little impact on others. Our analyses of the impact of
financial openness on government policies must acknowledge this variety among global capitalists.

Along these lines, Maxfield (1997) provides one of the few explicit treatments of the
diversity of investors in global capital markets. In her study of central bank independence in the
developing world, she considers how different types of asset holders (FDI, equity, bank loans, and
sovereign bonds) would respond to changes in monetary institutions, given the liquidity of their
assets and the ways in which government policies affect their returns. As Maxfield’s study illustrates,
government policies can affect assets differently. For instance, bondholders may dislike
expansionary fiscal policies, while direct investors and equity market participants will appreciate the
effects of such policies on aggregate demand and on human capital formation (Santiso 2003).

Moreover, assessing the existence and extent of heterogeneity in global capital markets
provides insight into the ways in which governments and their citizens are affected by financial
globalization. If a country relies heavily on foreign direct investment (FDI) rather than on sovereign
lending or bank financing, it may face few pressures to reduce public spending (see Jensen 2000).
On the other hand, if a government relies heavily on the bond market to finance its expenditures,
but has a relatively low level of stock market capitalization, it may face greater pressures for fiscal
and monetary tightening (Mosley 2003). Finally, if a country relies on various types of financial
inflows, as most do, then we might imagine that asset holders will have diverse preferences over
public policy.” From a domestic political perspective, we might then ask how their competing
interests are resolved.

The first important contribution of this paper is to explain the linkages between equity

market outcomes and national government policies, which have been largely neglected in the

’ On varying investor preferences over exchange rate regimes in developing nations, see Shambaugh
(2004).



literature on financial globalization. Our second contribution is to consider how investors’ concerns
might vary across financial assets, with an empirical focus on equity and sovereign bond markets.
Our goal is to gain insight not only about how government policies and institutions matter to
investors, but also about how (or if) investor preferences generate a disciplining effect on
government policymakers. By analyzing equity and sovereign bond markets, we can compare the
market pressures on government policymaking that emanate from two types of investment with
similar degrees of liquidity but different payoff and risk structures.

While political economists recently have explored the linkages between policies and
institutions, on the one hand, and financial markets, on the other, this work has largely overlooked
the possible influence of equity markets investors. For instance, scholars have investigated the
political correlates of interest rate premiums in government bond markets (Mosley 2003, Saiegh
2005, Wibbels 20006); the impact of political events and institutions on foreign exchange markets
(Bernhard and Leblang 2002, Freeman et al 2000, Moore and Mukherjee 2006) and on currency
crises (Leblang 2002, Leblang and Bernhard 2000, Leblang and Satyanath 2006); and the political
correlates of foreign direct investment flows (e.g. Jensen 2006, Li 20006, Li and Resnick 2000).

The few extant analyses of stock markets and politics tend to focus on one or two counttries,
or on sectoral variation within a particular market, rather than on the determinants of national-level
market outcomes in a broader cross-country context. For instance, Leblang and Mukherjee (2005)
consider the impact of government partisanship and elections on stock market outcomes in the
United States and Great Britain (also see Herron 2000, Roberts 1990). In a broader study,
McGillivray (2003) considers the impact of partisan changes and electoral institutions on stock
market outcomes in fourteen advanced democracies. Her analyses, however, focus largely on
variation at the sectoral level, arguing that shifts in political constellations change investors’

expectations regarding which industries will win and lose from industrial and trade policies. Indeed,



McGillivray is less interested in equity market outcomes per se than in using such outcomes (stock
price dispersion, specifically) as a proxy for the expectations of economic actors regarding political
decisions. Similarly, Bernhard and Leblang (2006) consider the impact of politics and political
uncertainty on daily market behavior in several advanced democracies. Unlike most analyses, theirs
considers outcomes in multiple asset markets, including currencies, equities, and government bonds.
However, Bernhard and Leblang’s aim is exploring the consequences of discrete political events—
such as elections and cabinet formations—on capital markets, rather than on explaining the broader
impact of public policy and institutions on capital market outcomes.

The paper proceeds as follows. In the next section, we discuss the politics of equity market
performance, focusing in particular on the effects of government policies and institutions on market
valuations. We then provide an empirical analysis of the correlates of aggregate price-to-earnings
ratios for a sample of 30 countries during the 1985-2004 period. We find that expansionary fiscal
policies, capital account openness, economic growth, the number of veto players in government, and
the relative size and depth of the stock market are positively associated with equity market
valuations, while fiscal federalism is associated with lower valuations. Then, as an empirical
assessment of the potential variation across asset types, we shift our focus to the sovereign bond
market. We analyze the influence of these same factors—plus other relevant policies and control
variables—on borrowing costs for the subset of the sample in which we have available data. Among
the significant findings is that expansionary fiscal policy is a hindrance to sovereign borrowing, in
contrast to its salutary effects on equity markets. In addition, institutional characteristics such as
fiscal federalism and the number of veto players have no appreciable effect on bond market
outcomes. We conclude by placing our findings in the context of the broader debate on the

influence of globalization on public policy choices.



I. The Politics of Equity Market Performance

Stock market performance is increasingly a target of analysis by political scientists, because
equity investors are highly sensitive to the effects of government policies and institutions on their
investments (e.g., McGillivray 2003; Bernhard and Leblang 20006). Equity investments are generally
very liquid (subject, of course, to national regulations and transaction costs), and the time horizons
of equity investors are often relatively short. As a result, changes in government policies can trigger a
swift response in national stock markets. Government policies that enhance corporate earnings—
either directly, through subsidies and regulatory inducements, or indirectly, by expanding the
economy and triggering increased consumer demand—will be rewarded by higher stock prices and
market valuations. Likewise, investors can quickly exercise their exit option if governments choose
market-unfriendly policies, thereby causing downward pressure on stock prices and valuations.
Stock markets, in short, are a valuable indicator of financial actors’ preferences over government
policy outcomes.

Changes in the price of a company’s stock often reflect changes in expectations of future
earnings. Price changes, however, are not the only performance metric for stock markets; indeed,
they may be misleading when compared across countries. International systemic influences, such as
natural disasters, terrorist incidents, or economic downturns in the U.S. and other major financial
centers, can cause stock prices to move synchronously across countries. A prime example is the
stock market crash of 1987, which began in New York but quickly cascaded to London, Tokyo,
Hong Kong, and a number of other stock markets. An exclusive focus on stock prices overlooks
the variation—or absence of variation—in the underlying valuation of the market relative to
expected earnings. A fitting alternative measure of performance is the ratio of the stock price to
company earnings—of, in other words, the price that equity investors are willing to pay for an

expected stream of profits. This valuation ratio varies significantly across countries. The United



States, for example, has an average price-to-earnings ratio of 19 for listed shares (as of 2005),
meaning that investors are willing to pay a price equivalent to corporate earnings per share
multiplied by 19. In contrast, the comparable figure for Germany is approximately 12; for the Czech
Republic, the ratio is 15.* As with stock price changes, these ratios reflect investors’ expectations
about future earnings—but they also signal investors’ preferences over variable government policy
as well as largely invariant institutional and political characteristics. Moreover, the variance of price-
to-earnings ratios across countries remains clear even when national stock markets are hit
simultaneously by global price shocks.

Which government policies and institutions are relevant for equity investors? To answer this
question, it is helpful to analyze the characteristics of equity investment compared to other forms of
investment, such as FDI and sovereign lending. As mentioned above, equity investment is liquid
and short-term, especially compared to the often immobile nature of FDI. Equity investors are
therefore able to react abruptly to changes in government policies, whereas the costs of liquidating a
direct investment often preclude a similar exit by FDI investors. Foreign direct investors and equity
investors do share a concern for the particular economic and political conditions within subnational
regions, given that the return on their investments could be dependent on local markets. This
concern, however, should be more salient for FDI, which is closely tied to a geographic region, than
for the more fungible investment in equities. Equity investors, when considered collectively, are
likely to focus more on aggregate demand at the national level than on more narrow regional
conditions. Investors in equities and FDI may have other similarities as well, including a concern for

government taxation and spending that enhance or curtail corporate earnings and human capital

* Data from Thomson Datastream. Average price-to-earnings ratios are value-weighted according to
market capitalization.



development, as well as enduring political institutions and regime characteristics that influence
investor confidence by increasing transparency and contractual certainty (see Jensen 2000).

There are fewer similarities between the concerns of sovereign bond and equity investors,
despite the fact that the same professional investors are often active in both types of markets. A
sovereign bond is a financial instrument issued by a government that pays the bearer a fixed amount
at a specified date. In contrast, equities have no maturity dates or other specific temporal
dimension; indeed an equity security could remain valid indefinitely as an ownership interest in a
corporation. As a result, equity investors have little concern over default or repayment, and their
concerns about economic or sectoral conditions are not targeted at a specific date in the future
(Maxfield 1997). The temporal dimension of bonds—also known as “fixed income” securities—
makes them vulnerable to the eroding effects of inflation, since the real value of the payoff at
maturity depends on the prevailing price level; in contrast, equities provide variable returns that
adjust for changes in the price level. Equity investors should therefore be far less sensitive to
inflation, and to other economic policies that can generate future inflation, than bond investors. The
contrast in the two markets can be seen almost daily in the pages of the financial press. Attempts by
a country’s central bank to rein in inflation are rewarded in the bond market by higher bond prices
(lower yields), since a decrease in inflation results in an increase in the real returns for bond holders.
In the equity market, however, even a hint by the central bank of a hawkish position toward
inflation results in a prompt decline in stock prices upon fears of a short-term economic contraction
and greater corporate borrowing costs.

The preceding discussion suggests several hypotheses regarding the effects of government
policies and institutions on national stock performance. First, equity investors are likely to reward
stock markets in countries with fiscally expansionary policies (Santiso 2003). Government spending,

without corresponding taxation, provides a short-term stimulus for domestically based firms by



boosting aggregate demand for goods and services. Fiscal deficits also signal the government’s
willingness to use countercyclical policy in response to economic downturns, thereby leading to
increased investor confidence in the stability — throughout the economic cycle -- of corporate
earnings.

Hypothesis Al Larger fiscal deficits (smaller fiscal surpluses) are associated with higher stock market

valnations.

Fiscal deficits are, of course, not a panacea for equity investors. In the medium and long term, fiscal
imbalances can lead to higher interest rates, inflation, and market inefficiencies. Deficits require an
increase in the supply of government bonds, which hurts bond investors by depressing bond prices,
and could also crowd out corporate borrowing in the long term. Moreover, the Mundell-Fleming
model teaches us that in countries with floating exchange rates, the increase in aggregate demand
caused by a fiscal expansion is offset by an increase in the exchange rate, which reduces export
earnings. However, overall stock market valuations are likely to reflect the short term benefits of
fiscal imbalances on corporate earnings rather than longer term indirect costs—including inflation—
on the economy more broadly.

The centralization of fiscal policy authority also may be important for equity investors. In
fiscally federal systems, subnational units have a degree of authority over spending decisions, and are
likely to base their policies on local or regional imperatives rather than national conditions. Equity
investors, however, respond to national economic conditions when making their portfolio allocation
decisions, and are likely to reward governments that maximize national benefits at the expense of

local or regional benefits.

Hypothesis A2: Fiscal federalism is associated with lower stock market valnations.
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Moreover, equity investors should respond not only to countries’ specific fiscal policies and
institutions, but also to the more encompassing characteristics of the political environment, such as
the degree of transparency and accountability in the policymaking process. Equity investors are
dependent on information of all kinds, from the status of the economy, to the probability and
direction of government policy change, and the business and marketing strategies of corporations.
Investors rely on government filings, the press, companies’ marketing materials, and business leaders
themselves for this information. In short, investors depend on an open political environment to
make informed decisions. We therefore expect investors to prefer the relative transparency of
democracies compared to the opaqueness of authoritarian regimes (Rosendorff and Vreeland 2000).
Furthermore, equity investment involves a contractual obligation between an investor and a
corporation; the value of the investment depends completely upon the integrity of that contract.
Democratic regimes benefit from the credibility of their commitments in both the international and
domestic spheres, and are less likely to threaten investors with expropriation of corporate revenues,

or other interventions that could threaten the value of investors’ equity contracts.

Hypothesis A3: Denmocracy and transparency are positively associated with stock market valuations.

A related point is that investors value policy stability. Market valuations reflect investor confidence
in public companies’ earnings growth, and that confidence can be compromised in an environment
of frequent policy change. Countries with dispersed decision-making authority—namely, those with
policymaking authority located in multiple branches of government, or with broad governing
coalitions that render a wider consensus necessary for dramatic policy changes—are likely to provide
a more stable policy environment than countries with few veto players.

Hypothesis A4: The dispersion of policymaking authority (number of veto players) is positively associated

with stock marfket valuations.



11

In the remainder of the paper, we explore the determinants of equity market and bond market
performance, and we highlight the contrasting policy and institutional preferences across the two
markets.
I1. Correlates of Price-Earnings Ratios

In this section, we explore the determinants of stock market valuations for a panel of 30
developed and developing countries for the 1985-2004 period. The limited data availability for some
of the covariates reduces the sample size to 453 observations. Sources for the data can be found in

the appendix.

Dependent 1V ariable

The dependent variable is the annual average price-to-earnings ratio (hereafter P/E ratio) for
listed stocks in a national stock matrket. A typical P/E ratio is calculated by dividing a stock’s
current trading price by its earnings-per-share (EPS). The national aggregate P/E ratio used in our
empirical analysis is value-weighted based on market capitalization; thus the P/E ratio of a stock
whose market capitalization constitutes five percent of the total market will be weighted accordingly
in the national average. The P/E ratio is prominent in the lexicon of stock investors, as it
constitutes a straightforward valuation measure of a stock, sector, or entire market. A high P/E
ratio indicates that investors believe a firm has strong growth opportunities, a favorable regulatory
environment, stable earnings, and low risk of collapse or operational malfeasance. Similarly, a high
national aggregate P/E ratio indicates an overall favorable growth environment for publicly traded
companies.

The P/E ratio provides three main advantages over alternative measures of stock market
petformance. First, the P/E ratio is a measure of market valuation, not of market returns. Our

empirical goal is to determine the ongoing influence of government policies and institutions on
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investors’ purchasing decisions, rather than to gauge the stock market’s rise or fall during a given
time period. Valuations, in short, are not duration-specific. Thus, we can compare P/E ratios across
countries at a particular point in time, and within countries over time. Second, the P/E ratio
measures investors’ valuation of the stock market relative to market earnings, and therefore isolates
the cross-national and over-time variation in investor confidence that might otherwise be lost in a
measure of market returns. Consider the aggregate P/E ratios of two countries, one with a high
P/E ratio, and one with a low P/E ratio. In a given year, it is possible for the two countties to
experience the same overall market returns—say, ten percent—yet it would be a mistake to believe
that investors have equal degrees of confidence in both markets. Finally, investors themselves use
the language of valuation, rather than the language of price changes, when discussing their portfolio
allocation decisions. Markets are “overvalued” or “undervalued” based on the ratio of prices to

earnings, which do not necessarily track recent stock price changes.

Explanatory 1V ariables

The existing literature on stock market performance tends to focus on variation across
sectors or firms within a national market, or on cross-national stock market returns. Certain studies
rely on the Capital Asset Pricing Model (CAPM), which relates the expected return of an asset to the
asset’s riskiness, measured by the variance of the asset’s historical rate of return (Sharpe 1964,
Lintner 1965). Empirically, the CAPM alone has demonstrated only modest success in explaining
stock market returns, largely because of the importance of firm-level factors and other sources of
risk that are not incorporated in the model (see Basu 1977). Scholars have therefore attempted to
use more sophisticated proxies for risk in their empirical analyses of market returns (e.g., Ferson and
Harvey 1998). Studies that seek to explain stock market valuations, rather than returns, are rare; one
exception is Lee and Ng (2004), who analyze the influence of corruption on P/E ratios in a cross-

national analysis.
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Given that our goal is to explain the influence of government policies and institutions on
aggregate stock market valuations—rather than on the P/E ratios of particular firms or sectors—we
focus on country-level attributes and macroeconomic conditions. Limited data availability precludes
the inclusion of aggregate firm-level explanatory variables, such as research and development
spending, firm size, and dividend history. Our explanatory variables can be divided into four
categories: fiscal policy and institutions, political institutions, stock market characteristics, and
economic controls. We also discuss other possible control variables, such as partisan orientation
and regulatory compliance, which were not ultimately included in our models.

Fiscal policy and institutions. We expect equity investors to respond favorably to
expansionary fiscal policy, which—all else equal—increases aggregate demand and stabilizes (or
enhances) corporate earnings. We therefore include a measure of the government’s fiscal balance as
a percentage of GDP, with negative numbers indicating a government deficit. A negative coefficient
for this variable therefore indicates a positive relationship between fiscal deficits and market
valuations. We also include a dichotomous measure of fiscal federalism, which takes the value of 1 if
the country is a federal system, and O otherwise. Employing any quantitative measure of federalism,
especially a dichotomous measure, requires a degree of caution (Rodden 2004). We selected the
federalism indicator used here, from Henisz (2000), because it focuses exclusively on the nature of
fiscal policymaking, rather than on the broader political considerations of federalism. The variable
takes the value of 1 only if subnational entities—including states, provinces, or regions—impose
substantive constraints on national fiscal policy. The countries in our sample that meet this criterion
include Australia, Belgium, Brazil, Canada, Germany, South Africa, Switzerland, and the U.S. By
using a bare-bones indicator of federalism, we can isolate the effects of fiscal institutions on equity

market valuations, and examine separately the independent effects of other political institutions. We
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expect federalism to be negatively associated with P/E ratios because of investors’ preference for
aggregate demand stabilization administered by a centralized, nationally-focused authority.

Political institutions. There are many aspects of the political environment that could
conceivably influence the valuation of publicly traded companies. We focus on two encompassing
variables which we believe are the most salient: the overall degree of transparency and accountability
in the political system, and the overall stability of government policy. The first variable is captured
by the Polity IV measure of regime characteristics, which ranges from -10 (the most autocratic) to 10
(the most democratic). We expect investors to reward stock markets in more open political
environments with higher valuations. The Polity IV measure also is a reasonable proxy for the
availability of information in a national market. Given that information costs are an important
consideration for investors’ portfolio allocation decisions (Mosley 2003), we expect greater
transparency to correlate with higher stock valuations.

To capture the stability of government policy, we use Henisz’s formula for measuring the
political constraints in the political system (Henisz 2002). The construction of this variable begins by
identifying the number of effective branches of government—including the executive, the legislative
body or bodies, the judiciary, and any other subnational units—with veto power over policy change.
This initial measure is modified to reflect whether these veto points are controlled by different
political parties, and the degree of preference heterogeneity within each branch. In our sample,
Polity and Political Constraints are highly correlated (0.82), clearly because democratic regimes are more
likely to have dispersed decision-making authority than autocratic regimes. As discussed below, only
one of the two political institutions variables appears in any of the regression models, but our results
are unchanged with the inclusion of both variables in a single model.

Market characteristics. National stock markets vary in a number of dimensions, many of

which are difficult, if not impossible, to quantify across a large sample of countries. However, two
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characteristics—the overall size of the market relative to the total world market, and the size of the
market relative to its own economy—should have a clear influence on investor behavior; these also
have the benefit of being straightforward to measure. The first variable, stockworld, is the ratio of the
total national market capitalization to the total world market capitalization. Larger markets offer
greater degrees of liquidity and investment choice, and possibly lower transaction costs for trading
and settlement. The second variable, sfockgdp, is the ratio of the total national market capitalization
to gross domestic product (GDP). This variable should capture the attractiveness of countries such
as Singapore and Malaysia that have small stock markets relative to the world market capitalization,
but extremely large markets relative to their own economies.

We also include the Chinn-Ito index of capital account openness, &gpen, in which higher
values indicate greater degrees of openness (Chinn and Ito forthcoming). This variable measures the
extent of legal restrictions on cross-border financial transactions. It is based on the binary codings
of restrictions in the IMF’s Annual Report on Exchange Arrangements and Exchange Restrictions, and
focuses specifically on four dimensions of capital account restrictions: the existence of multiple
exchange rates, restrictions on the current and capital accounts (where the latter are measured as the
proportion of the last five years without controls), and requirements to surrender export proceeds.’
The index has a mean of zero and ranges from -2.66 (full capital controls) to 2.66 (complete
liberalization). It is reasonable to expect that capital account openness will be positively associated
with market valuations, as investors will benefit from the liquidity and lower transaction costs of an
open market.

Economic controls. Finally, we control for the general status of the macroeconomy by

including several standard controls, including (logged) GDP per capita, annual GDP growth, and the

> For a detailed description of this measure, see Chinn and Ito forthcoming. Other capital account
openness indices exist (Quinn 1997, Brune and Guisinger 20006), but their coverage is more limited,
and the Chinn-Ito index is highly correlated with these alternative measures.



annual change in the real effective exchange rate (REER). All else equal, we expect higher

valuations in more developed economies in which listed stocks are more likely to represent higher

growth industries. The advanced industrialized countries are also more likely to have stronger

prudential regulations and better infrastructure than developing countries. We also expect higher

valuations when countries are experiencing economic expansion, as indicated by strong annual
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growth in GDP and real exchange rate appreciation. Summary data on all variables included, as well

as those included in the bond models in Section 111, are found in Table 1.

Table 1: Summary Data

Variable Mean Standard Minimum Maximum
Deviation

P/E Ratio 18.23 9.37 3.6 721
Fiscal Balance -2.08 4.81 -20.3 15.6
Federalism 0.25 0.43 0 1
StockWorld 0.03 0.07 0.00 0.38
StockGDP 0.65 0.54 0.02 3.11
Capital account openness 1.60 1.38 -1.75 2.62
Income per capita (Log) 9.52 0.88 6.77 10.55
GDP Growth 3.00 2.72 -7.36 12.28
Real Exchange Rate Change | 0.00 0.06 -0.24 0.30
Polity 8.91 2.69 -2.00 10.00
Political Constraints 0.45 0.13 0.01 0.71
Benchmark Government 9.38 4.29 1.01 24.01
Bond Rate
US Ten Year Bond Rate 7.65 2.64 4.01 13.92
Inflation 5.21 4.89 -0.92 28.78
Current Account Balance -0.49 4.96 -16.14 29.18
Left Government (Exec.) 0.45 0.50 0 1

Results

We begin by estimating a model that includes the fiscal policy and federalism variables,

market characteristics, and economic controls. We then add the additional political institutions

variables—DPolity and political constraints—in the second and third models, respectively. The model

takes the following form:
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P/E RATIO = constant + FISCAL BALANCE + FEDERALISM + POLITICAL
INSTITUTIONS + STOCKWORLD + STOCKGDP + KOPEN + GDP/C +
GDP GROWTH + REER GROWTH + error

“POLITICAL INSTITUTIONS” refers to Polity in the second model, and Political Constraints in
the third model.

To estimate the model, we employ OLS estimation with panel corrected standard errors,
developed by Beck and Katz (1995; 2004) and widely used for cross sectional time series data,
particularly when the number of countries (N) exceeds the number of time periods (T). Our sample
includes 30 developed and developing countries, and spans the period from 1985 to 2004. We
assume first-order autocorrelation within panels (an AR1 process). We opt against using fixed
effects, given the fact that fixed effects will be collinear with time-invariant, or largely time-invariant,
regressors (Beck 2001). Since several important independent variables (e.g., Polity and Federalism)
remain fairly constant across time, the inclusion of fixed effects would dilute greatly the implied
importance of these variables. While random effects models do not suffer from this shortcoming,
they do require the assumption that unit-specific errors do not correlate with the model’s
independent variables (see Hsaio 1986). This is, in our view, too strong an assumption for cross-
sectional time series data. Our estimated models assume that the disturbances across panels are

heteroskedastic (variance specific to each panel) and contemporaneously correlated.”

¢ Additionally, while some (e.g., Beck & Katz 2004) recommend the inclusion of a lagged dependent
variable (LDV) in cross-sectional time series models, others (e.g., Achen 2000) warn against doing
so. Such warnings are based on the fact that LDVs tend to dominate the regression equation,
generating downwardly biased coefficient estimates on the explanatory variables, as well as on the
atheoretical nature of the LDV. We therefore opt to use an AR(1) process, but no LDV.
7 . . . . . . .

Our results are robust to changing this assumption, i.e., with only heteroskedastic disturbances (no
contemporaneous correlation across panels).
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Table 2 reports the results for the three models of P/E ratios. The results show strong
supportt for our hypotheses regarding fiscal policy and institutions. As expected, fiscal deficits are
associated with higher P/E ratios, as indicated by the negative coefficient for fiscal balance. The
results are statistically significant, but substantively relatively small: a one standard deviation (4.4
percentage point) increase in the fiscal balance is associated with an approximate one-point drop in
the P/E ratio. This result is consistent with the notion that expansionary fiscal policy (i.e., a decline
in the fiscal balance) may yield short-term benefits for publicly traded companies, but could cause
macroeconomic instability in the long run. Equity investors tend to have short time horizons, but
do not completely ignore the long-term consequences of government policy decisions. Investors
therefore reward equity markets for the government’s fiscal stimulus, but only modestly so.

The results also indicate that federalism is associated with lower P/E ratios. The coefficient
for federalism ranges across the models from -6.3 to -5.5; it has strong statistical significance in each
model. A change from a non-federal system to a federal system (where the dichotomous variable
takes the value of 1) is associated with an approximate six-point drop in the P/E ratio. This is a
substantively important finding, especially given that we control for other factors that might be
associated with federal systems, such as the fiscal balance and political constraints. The result
indicates that investors value the centralization of fiscal policy, and punish markets in which local or
regional economic conditions—rather than national fiscal stabilization—can drive spending
decisions. To be sure, there are alternative reasons why fiscal federalism could be linked to lower
valuations. Federal constitutions are not randomly assigned to countries, but instead reflect
institutionalized compromises that hold heterogeneous countries together.” The countries in our
sample with fiscally federal constitutions include Australia, Belgium, Brazil, Canada, Germany, South

Africa, Switzerland, and the United States. Cultural, territorial, or linguistic conflicts are evident (in

® We thank Jonathan Rodden for this point.
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varying degrees) in each of these countries, and these conflicts could have a negative affect on
investor confidence.

The results reflect mixed support for our hypotheses about political institutions.
Surprisingly, Polity is not statistically significant in the second model, although it is positively signed.
Thus, we cannot claim a relationship between democracy and equity market valuation. On the other
hand, the coefficient for political constraints is both substantively large and statistically significant.
As we expected, investors seem to reward stock markets in countries with multiple veto players.
Higher P/E ratios in countries with dispersed decision-making authority are consistent with
investors’ desire for stable policies and a degree of certainty about their contractual commitments.
Substantively, a one standard deviation increase in political constraints (equal to 0.2 in the index)
results in a two-point increase in the P/E ratio.

Turning to market characteristics, we find strong support for our argument that the size of
the stock market—both relative to the world, and relative to the country’s economy—has an
important impact on P/E ratios. In both models, stockpercent and stockgdp are positive and statistically
significant. Investors clearly value the liquidity and choice provided by the world’s largest stock
markets, including those in the U.S., the U.K,, Japan. However, investors also gravitate toward
equity markets that are large relative to the host country, such as the stock markets in Finland,
Singapore and the Philippines. In addition, the results indicate that capital account openness has a
positive and statistically significant association with P/E ratios. An increase in KOPEN by one
standard deviation (1.6) is associated with an approximately 1.4 point increase in the P/E ratio.

Of the remaining economic controls, the only variable to receive some statistical support in
the results is GDP growth. Investors react positively to expanding economies, and may be quick to
withdraw funds from countries experiencing recessions and economic downturns. GDP growth

varies widely in our sample, ranging from a low of -13 percent to a high of more than 19 percent. A
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one standard deviation increase in GDP growth (approximately 3.7 percent) is associated with an
approximate 1.9 point increase in the P/E ratio.

Based on these results, we can conclude tentatively that fiscal policy and institutions, market
characteristics, and the number of veto players in the government are all closely associated with
stock market valuations. Of course, there are a number of additional controls whose inclusion in
our models could be theoretically justified. Unfortunately, more fine-grained measures of fiscal
policy, including spending on subsidies, pensions, and the like, are available for only a subset of the
countries in our sample, and often for a very restricted time frame. Measures of corruption suffer
from the same limitations.

One control that deserves special mention, however, is partisanship, since time-seties
measures of left/right otientation ate available for a large sample of countries from sources such as
the World Bank’s Database of Political Institutions. It is widely argued that right-leaning
governments are more supportive of business and private commerce than left-leaning governments;
we might therefore expect a positive association between right parties and higher stock market
valuations. On the other hand, right-leaning governments may be more inclined to subordinate
domestic concerns to international economic imperatives, such as free trade and exchange rate
stability. Such a bias could be harmful to domestic businesses, and could result in downward
pressure on P/E ratios. The literature in international political economy is in fact largely ambiguous
about the relationship between partisanship and the global economy (e.g., Broz and Frieden 2001).
For example, left-leaning governments—which are often assumed to be anathema to financial
market participants—might feel compelled to counteract the global market’s putative expectations
of their policy agendas by enacting market-friendly policies. In the end, it seems that the
relationship between partisanship and the global economy is an empirical question. We added

several measures of partisanship in our model, including the partisan orientations of the legislature
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significant.
Table 2: Correlates of Price-Earnings Ratios
Variable Model 1 Model 2 Model 3
Fiscal Balance -0.26%* -0.22% -0.22%
(0.12) (0.0821) (0.0807)
Federalism -5.50k* -5.88%* -6. 2448k
(1.02) (1.04) (1.08)
StockWortld 53.82%%* 53.15%** 56.87***
(10.80) (10.76) (11.18)
StockGDP 5.80%k* 6.18%k* 5.91 %%
(0.98) (1.02) (1.02)
Capital Account 0.88** 0.95%* 0.99*¢
Openness (KOPEN) (0.41) 0.41) (0.44)
Income per capita 0.68 0.27 0.09
(Log) (0.75) (0.78) (0.81)
GDP Growth 0.5k 0.51%k* (0.571%kk
(0.14) (0.14) (0.14)
Real Exchange Rate 0.50 0.01 -0.68
Change (5.50) (5.45) (5.17)
Polity 0.36
(0.27)
Political Constraints 10.36%**
(3.40)
Constant 3.90 4.44 4.84
(7.06) (6.94) (7.33)
N. of country-years 453 453 453
N. of countries 30 30 30
R® 0.27 0.27 0.28

Prais-Winsten regression coefficients; panel-corrected standard errors are in parentheses.

wkxp> ()1 #4p>.05, *p>. 1
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ITI. Comparing across Instruments: The Government Bond Market
Correlates of Benchmark Government Bond Rates

As we note in Section I, much of the previous work linking government policies and political
institutions with financial market outcomes has focused — implicitly or explicitly — on the public debt
market. These markets, in which government authorities sell bonds as a means of financing
expenditures, investments, or fiscal deficits, often are assumed to be the segment of the capital
market that most affects government policy choices (e.g. Mosley 2003, Wibbels 2000).

Given that sovereign bond investors are interested in maximizing returns at a given level of
investment risk, they will consider factors that affect default risk —that is, governments’ willingness
and ability to repay their debts (Edwards 1986). Such factors might include government revenues
and spending, fiscal balances, the nature of political institutions, relations between central and
subnational governments, and the possibility of political instability. Investors also are interested in
the real return on government bonds, in their local currency, which leads to assessments of the rate
of inflation and changes in the exchange rate during the term of the bond. In this respect, fiscal and
monetary outcomes, shifts in government ideology and policy priorities, as well as economic
institutions, may be relevant to asset allocation decisions among bond market investors. We also
might expect that, when investing in developed nations, bond market investors assume default risk
to be relatively low, and they focus largely on macro-policy outcomes, such as inflation rates and
fiscal deficits. Indeed, previous research on the determinants of interest rates on long-term
benchmark government bonds reveals that the inflation rate, the U.S. long-term interest rate, the
current account balance, and, to a lesser degree, the government budget balance, the partisanship of
government, and the occurrence of national elections are significant correlates of bond rates (e.g.

Mosley 2003).
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Ideally, we would investigate not only how the determinants of government bond rates
compare with those of equity market valuations, but also how bond market behavior varies between
developed and emerging markets.” Including emerging market nations in statistical analyses raises
issues of data availability: not only are key independent variables more often unavailable for
developing nations, but comparability across the dependent variable (the interest rate on benchmark
government bonds) often is difficult to achieve. Developing country debt frequently is structured
differently than OECD benchmark government bonds, in terms of currency denomination (foreign,
rather than domestic) and in terms of maturity (1, 3 or 5 years, rather than the benchmark 10).
Moreover, secondary markets for developing country debt often are shallower (lower liquidity) than
those for OECD securities. For these reasons, then, our sample is limited to those country-years
that include data on benchmark government bonds; most of these are developed — or “recently

emerged” -- nations.

Hypotheses and Control 1V ariables

Extant literature suggests a variety of factors that may influence pricing in the government
bond market. These include inflation, the current account balance, government budget deficits, and
the real exchange rate, as well as elections, government ideology, and data transparency. Because
financial globalization is a multifaceted process (Burgoon 2001, Santiso 2003), different types of
investors likely exert different sorts of pressures on national governments. How does the impact of
these factors vary across types of financial instruments, in this case, between equities and bonds?

We expect that, while policy outcomes and political institutions may matter to both equity

and bond investors, different factors will be important to each; additionally, the same factor may

’ For arguments that default risk considerations are more salient in emerging markets, and that

emerging markets generally have greater difficulties accessing global capital markets, see Armijo
(1999), Mosley (2003), Santiso (2003), Wibbels (20006).
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affect different asset markets in different ways. In part, this reflects the fact that what drives
performance (price-earnings ratios or bond yields) varies across markets. For instance, in equity
markets, both “top down” (economy-wide and global) and “bottom-up” (sector-specific and firm-
specific) can play an important role. In the government bond market, however, the assets on offer
are more homogeneous (bonds from a variety of national governments, rather than shares of a
variety of firms that differ in size, sector and in myriad other ways), so “top down” factors
(macroeconomic outcomes) should play a more direct role for bond investors. This is not to say, of
course, that policy and political institutions do not matter for equity investors; changes in sectoral
regulations, for instance, will provoke equity market reactions. In general, though, equity markets
and bond markets will differ in their key determinants, particularly where policy outcomes and
political institutions are concerned:

Hypothesis BI: Reflecting the heterogeneity of portfolio capital markets, the significant determinants of

bond market interest rates will be different from those of equity market valuations.

In addition, we expect that particular indicators — accounting for fiscal and monetary policy
outcomes — will be associated with interest rates on government bonds. These include the rate of
inflation, the government budget balance, and a country’s current account balance.

Hypothesis B2: As in previous studies, nations characterized by higher rates of inflation and

deteriorations in the real exchange rate will pay higher interest rates, while those with larger fiscal surpluses

(smaller fiscal deficits) and current account surpluses (smaller current account deficits) will pay lower rates of

interest.

Recent research suggests that government fiscal balances affect market assessments of
government bonds. Along these lines, observers frequently argue that financial internationalization
generates downward pressures on fiscal deficits, and that higher levels of financial openness are
associated with smaller government budget deficits (e.g. Garrett 1998, Obstfeld and Taylor 2004,

Simmons 1999). Here, the causal mechanism is different than on the equity side: market participants
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dislike government budget deficits because they worry about the effect of sustained deficits on the
government’s ability to repay its debt (default risk) and, more importantly, because they worry that
an accumulation of debt will create incentives for governments to inflate away their nominal
liabilities (Maxfield 1997). Current and anticipated inflation also should be important determinants
of long-term interest rates, given the linkage between nominal interest rates, inflation rates, and real
interest rates. Inflation reduces nominal returns, thereby increasing the risk premiums charged to
governments.

For similar reasons, exchange rate movements sometimes are correlated with government
bond rates. Benchmark bonds are denominated in the currency of the issuing government, while
investors often are located in (and measure returns in the currencies of) other nations. As a result,
asset pricing decisions reflect currency as well as an inflation risk: if the real exchange rate is
expected to deteriorate, a larger interest rate premium will be charged, to compensate for the
currency depreciation.

Additionally, the current account balance may be an important correlate of government
bond rates, again capturing exchange rate, and possibly inflation, risk. A smaller (more negative)
current account balance should be associated with higher rates on government bonds. Under
floating exchange rates, a current account deficit can be rectified via capital inflows (the capital
account) or via exchange rate depreciation. The former implies a rise in interest rates, to attract
investment; the latter implies an improvement in the trade balance, as well as a higher risk of
currency depreciation for investors. Via both mechanisms, a smaller current account balance places
upward pressure on interest rates (Mosley 2003).

Moreover, our analyses include several political variables, both those that were significant in
the models of price-earnings ratios in Section I, and those that have been identified in previous

work as significant correlates of government bond rates. While we do not report all of these models,
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we do include results that test the importance of federalism, veto players (both included in the price-
earnings analyses), and left government ideology. The latter may be important to market
participants, /f government ideology serves as a reliable signal of government macroeconomic
policies. For instance, left governments should pay higher risk premiums 7f they tend to preside over
inflationary eras with high government budget deficits (Garrett 1998, Kurzer 1993; also see Leblang
and Bernhard 2000). On the other hand, if government partisanship provides little information
about economic policy outcomes, there is little reason to expect that left governments will pay
significantly higher interest rates than right governments.

Furthermore, our analyses include various control variables. First, we include a measure of
the interest rates on United States long-term government bonds." Past work suggests that, because
asset allocation depends on country-specific as well as global influences (“pull” and “push” factors),
world market rates are significantly and positively associated with national government bond interest
rates (IMF 2003, Wibbels 20006). For instance, an increase in the rates of US Treasury securities
tends to generate an increase in interest rates on Brazilian, Canadian and Mexican government
bonds. Given the size and importance of the US government securities market, this measure proxies
for world interest rates; as a result, the remaining variance in our model captures spreads among
countries, rather than nominal rates on benchmark government bonds. We expect US long term
rates to be positively and strongly associated with government bond rates.

The second control variable is the openness of a country’s markets to international capital.
High international capital mobility could have two opposite effects on government bond rates. On
the one hand, increased capital mobility provides a greater capacity for exit for market participants

and, therefore, an increased ability to punish governments for unsuitable policy outcomes. On the

" For this reason, the bond market models exclude observations from the United States. Including
observations for the United States in the sample does not change statistical significance of our
results.
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other hand, increased capital mobility provides governments with a larger pool of capital from which
to borrow. Rather than borrow funds only from domestic savings, governments and private
individuals may borrow from any holder of capital (Simmons 1999). The positive effect of capital
mobility should reduce interest rates, so that higher levels of legal capital market openness might
also be associated with lower interest rate levels. Lastly, as in the price-earnings models in Section II,
we control for the relative wealth of the economy, using the natural log of income per capita. This
measure allows us to consider whether, as some past work suggests, poorer nations (“emerging” or

“recently emerged”) pay higher interest rates, as a result of their higher perceived default risk.

Empirical Results

We test the two hypotheses above for up a maximum of 26 countries during the 1980-2004
period." Because we are interested specifically in the determinants of government bond market
outcomes — as opposed to interest rate outcomes in the economy more generally — we opt to use
benchmark government bond rates as the dependent variable. This variable captures the nominal
rate of interest paid on long-term (ten year), domestic currency-denominated bonds. As such, our
dependent variable captures the borrowing costs of governments; it also is a significant influence on
the cost of borrowing for private actors in the domestic economy. Our sample selection is based on
data availability of the independent and dependent variables, with availability of the dependent
variable perhaps posing the greatest limitation. Using benchmark bond rates ensures comparability
across our observations, but it also limits the scope of our analysis. While we hope to compare the
impact of various factors not only across financial instruments, but also across types of countries,

the present analysis focuses on developed democracies, given our data constraints. As in Section II,

" The substantive results (including statistical significance) of the P/E analysis do not change when
the sample is limited to the countries in the bond market sample.
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we estimate the models using OLS with panel corrected standard errors and first-order
autocorrelation (arl) within panels.

Table 3 reports results from three models of government bond market rates. These models
include similar independent variables as the price-earnings models, to allow for comparison of the
statistical and substantive significance of various factors. Model 1 includes the policy outcome and
control variables described above. As expected, countries with higher rates of inflation pay higher
interest rates when their governments borrow; a one standard deviation increase in the rate of
inflation is associated with a 1.56 percent rise in the government bond rate.

Similarly, governments with larger government budget surpluses pay lower rates of interest,
while those with larger fiscal deficits (smaller surpluses) pay higher rates of interest.’”> When a
government’s fiscal balance worsens by one standard deviation (4.81 percent of GDP), its
government bond rate increases by 0.38 percent. Like the (opposite) significant association in the
equity market models, this substantive effect is relatively small. Both of these results, however,
suggest that macroeconomic policy outcomes are important to the asset pricing and allocation
decisions among government bond market participants, but in ways that sometimes differ from the
stock market valuation models reported in Section II. We might also expect that these outcomes

differ from what matters to direct investors. For instance, while bond market investors may react

'2 In a model that also includes a measure of government expenditure (scaled to GDP) and the
partisanship of the chief executive, there is a negative and significant association between
government spending and interest rates on government bonds. That is, governments with larger
public sectors pay /ower interest rates when borrowing. Overall fiscal balances retain their negative
sign, so that governments with budget surpluses pay lower rates, but governments with budget
deficits are charged higher interest rates. The effects of other independent variables remain as in
Model 1, in terms of signs and significances, and partisanship (of the executive or, alternatively, of
the largest legislative party) is not associated with bond rates. This result offers some evidence that,
while the size of the public sector is not of interest to those in equity markets, it does matter for
government bond markets — albeit not in the direction that many observers would expect. This
model, however, has a much smaller number of observations (n=121) than those reported in Table
3, because of data availability on the government expenditure measure.
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against government budget deficits, direct investors may prefer increases in some types of
government expenditures, such as infrastructure and human capital formation, because these
increase an investment location’s productive capacity (Jensen 20006). The two remaining
macroeconomic policy indicators — the real exchange rate and the current account balance — are not
significantly associated with government bond rates. In both cases, this could reflect the ability of
market participants to ameliorate exchange rate risk through hedging — for example, through buying
local currencies at pre-announced rates on the forward market.

Turning to control variables, US interest rates are a significant influence: as expected, when
US rates rise, rates on other government bonds increase. Additionally, the impact of capital account
openness is consistently negative and significant: countries that are more integrated into global
capital markets may face more pressures from those markets, but they also benefit from easier access
to funds. The results imply that, when capital account openness increases by one standard
deviation, government bond rates fall by -0.87 percent. Finally, the level of economic development
(income per capita) also is associated with lower rates of interest: even once we control for various
economic indicators, wealthier countries pay less to borrow than do poorer ones (within, of course,
a relatively wealthy sample of countries). An increase in income per capita by one standard deviation
is associated with a decrease of -0.75 percent in government bond rates. This result may reflect
greater concerns about information quality and transparency, or about the general risk of default on
government debt, in less developed countries (e.g. in the 1980s and 1990s, the “emerging European”

countries of Greece and Portugal).

Table 3: Correlates of Government Bond Rates®

Y The 27 countries are Australia, Austria, Belgium, Canada, Czech Republic, Denmark, Finland,
France, Germany, Greece, Hungary, Ireland, Italy, Japan, Malaysia, New Zealand, Norway,
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Variable Model 1 Model 2 Model 3
US Ten Year Bond 0.42%x* 0.50%** 0.42%%*
(0.08) (0.08) (0.08)
Inflation 0.32%F% 0.31#F% 0.32%4F
(0.03) (0.03) (0.03)
Real Exchange Rate -0.98 -0.65 -0.98
Change (0.84) (0.87) (0.84)
Current Account -0.00 0.06 -0.00
Balance (% GDP) (0.02) (0.04) (0.02)
Fiscal Balance -0.08** -0.09%** -0.08**
(0.03) (0.03) (0.03)
Capital Account -0.63%** -0.49%x* -0.63%**
Openness (0.16) (0.17) (0.16)
Income per Capita -0.85* -1 7R -0.86%+*
(log) (0.44) (0.52) (0.45)
Federalism 0.22 0.25
(0.33) (0.35)
Left Ideology (Chief 0.23
Executive) (0.17)
Political Constraints -0.04
(1.00)
Constant 13.04%** 20.68*** 13,11
(4.08) (4.73) (4.08)
N. of country-years 477 438 477
N. of countries 26 23 26
R’ 0.74 0.78 0.74

Standard errors are in parentheses.
Ep>.01; *p>.05, *p>.1

Model 2 adds two political variables to Model 1: the ideology of the chief executive and a
dichotomous indicator of federalism. In the price-earnings models, government ideology is not

statistically significant, but federalism is negative and significant, suggesting inferior stock market

performance in such political systems. In Model 2, the results on other regressors remain as before,

and neither federalism nor government ideology is significantly associated with interest rates on
government bonds. In the case of federalism, this may reflect the fact that — within our sample, at

least — federalism is not a good predictor of the macroeconomic policy outcomes (inflation, fiscal

Philippines, Poland, Portugal, Singapore, South Africa, Spain, Sweden, Switzerland and the United

Kingdom. We exclude the United States because of the inclusion of the US long term interest rate

as a control variable. Including the United States does not alter our results substantively.
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balances) that are most important to investors. In the case of government ideology, left governments
do not experience systematic penalties in the bond market (nor are right governments systematically
rewarded). If we use legislative rather than executive ideology, the variable remains statistically
insignificant.

In the third model, we include another measure of political institutions — the degree of
political constraints on a country’s chief executive. This variable is significantly associated with
outcomes in the price-earnings analyses, but it is not a statistically significant determinant of interest
rates on government bonds. When a measure of the degree of democracy is included in these
models, it is not significantly associated with bond market rates."* This is not surprising, given the
low level of variation in this measure for the country-years included in our sample. Similarly, in
contrast to Mosley (2003, 2000), years characterized by a parliamentary or presidential (or either)
election are not characterized by statistically different rates on government bonds.

Among a sample of relatively high-income nations, then, we find that the indicators most
salient to the pricing of government bonds are macroeconomic ones — inflation and government
fiscal balances — as well as world market conditions (measured by the US interest rate), the degree of
capital market openness, and a country’s level of wealth. These results confirm many of the findings
of past research in this area, as well as some of the expectations stated in Hypothesis B2, using data
that adds more recent years (to 2004) to the analyses. At the same time, however, political
institutions are poor predictors of government bond rates, once macroeconomic outcomes are taken
into account. More importantly, and providing support for Hypothesis B1, is the fact the results

from the bond market models reveal differences across portfolio capital markets: indicators that are

" For a review of the “democratic advantage” argument with respect to sovereign borrowing costs,
see Saiegh (2005). On democracy, transparency and the government bond market, see Santiso
(2003).
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significant predictors of price-earnings ratios are not necessarily significant predictors of government
bond rates, and vice versa.
IV. Conclusion

The extant literature on the linkages between globalization and domestic politics has paid
scant attention to the diverse ways in which countries are integrated into the world economy. By
assuming that financial markets impose a unified influence on government policies, prior studies
have overlooked the stark variation in the preferences of investors across different types of financial
assets. In this paper, we argue that equity investors are becoming an increasingly influential force in
the global economy, and that their preferences diverge from those of other financial actors in
important ways. To illustrate this divergence, we present empirical analyses of the political and
institutional determinants of equity and sovereign bond market performance across a range of
countries. Our most provocative finding is that equity investors respond favorably to fiscal deficits,
most likely due to the salutary effects of fiscal expansions and countercyclical demand management
on corporate balance sheets. In contrast, sovereign bond investors respond negatively to countries
with fiscal imbalances, since deficits often go hand in hand with inflation and increased default risk.
We also find that equity investors are more sensitive to largely invariant political institutions, such as
federalism and veto players, than bond investors. On the other hand, both types of investors share a
strong preference for capital account openness, while appearing indifferent toward the government’s
partisan orientation.

Given that countries are integrated into the global financial system in different ways, these
findings lead to the question of how government policymakers might reconcile the competing
interests of different types of financial investors. If equity markets benefit from fiscal imbalances,
but bond markets react against them, how does a government that is attentive to market pressures

behave? While this question is beyond the scope of this paper, we offer a few tentative answers
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which can serve as hypotheses for future research. First, the relative economic importance (as a
percentage of the overall economy, or as a proportion of capital inflows) of different types of
assets—from bonds and equities to bank loans and direct investment—will certainly condition the
character and extent of financial market influence on government policy. Equity markets are still
relatively underdeveloped in many LDCs, and bank loans are still the financing method of choice for
corporations in many advanced industrialized countries. Thus, banks and other financial investors
are likely to overshadow equity investors in terms of influence on government policymaking.
However, the process of disintermediation—in which corporations bypass banks and other
intermediaries in favor of securities markets—is accelerating throughout the global economy, and
for some countries, equity markets already constitute the dominant market for capital. The
pendulum of policy influence may swing toward equity investors as disintermediation continues
unabated. Second, we might ask about the po/itical status of various types of asset holders within a
country. While accounts of financial globalization treat investors as an external influence, some key
asset holders are based domestically and can exert influence through “voice” as well as “exit”
(Hirschman 1970). Even when key investors are foreign-based, they may be able to lobby for certain
policies through their connections with domestic economic actors. Moreover, when a higher
proportion of a nation’s citizens have assets in the national equity or bond market (for instance, in
locations where a greater proportion of retirement savings is privately- rather than publicly-held and
provided), the interests of domestic voters may align with those of foreign-based asset holders in the
same market.

A more specific question pertains to the channels of influence for equity investors. How
could an investor’s threat of exit from the stock market cause a change in government policy? The
causal mechanism is not as simple as it is in the sovereign bond market, in which the government

suffers higher borrowing costs—and presumably constraints on its spending decisions—when bond
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investors disapprove of government policy. Changes in the equity and bond markets, however, both
can cause a wide-scale increase in the cost of capital for firms in the economy. Sovereign bond rates
often serve as a benchmark for bank lending and corporate bond rates. In the stock market, lower
valuations translate into a greater cost (and lower financial return) of equity issuance for private
corporations, which in turn can prove detrimental to economic growth, employment, and
innovation. Elected officials or authoritarian leaders will have strong incentives to ameliorate these
conditions, particularly when equity issues constitute an important source of capital for publicly
traded firms, and may therefore reexamine the policy choices to which equity investors responded
negatively. Moreover, corporations are the source of campaign contributions and other forms of
political support, and they themselves are likely to lobby for government policies that bolster the
performance of their listed shares. It is no surprise that publicly traded companies are vocal in their
support for lower taxes, loose monetary policy, and fiscal stabilizers for the national economy.
Financial globalization, then, may have a variety of effects on national economies and on
government policy-making. Our analyses suggest that these effects will vary both cross-nationally
and over time, as a function of countries’ involvement in different types of capital markets.
The central research question about economic globalization is no longer “does globalization
influence policy,” but “how does globalization influence policy?” Considering the determinants of
equity market valuations, and comparing those determinants with behavior in the government bond
market, constitute one step toward answering this question. To further address this issue, researchers
should consider how still other types of financial instruments, such as bank loans and direct

investment, might react to — and therefore influence — nations’ institutional and policy choices.
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Data Appendix

Benchmark Government Bond Rate: Yield on ten-year, local currency-denominated government
bond. Source: Global Financial Data.

Capital Account Openness (KOPEN): Index of capital account openness complied from the IMF's
Annual Reports on Capital Exchange Restrictions. Lower scores represent more severe restrictions
on the payment and receipt of capital. The index is calculated such that the series mean is zero.
Source: Chinn-Ito Financial Openness Measure

(http:/ /www.ssc.wisc.edu/~mchinn/kopen 2004.xls)

Current Account Balance: balance on current account, as percentage of gross domestic product.
Source: World Bank, World Development Indicators.

Federalism: Dichotomous indicator, coded 1if “independent sub-federal entities (states, provinces,
regions)....impose substantive constraints on national fiscal policy as indicated in The Statesmen’s
Yearbook ot The Political Handbook of the World. Source: Witold Henisz, Political Constraint
(POLCON) Index Database, http://www-

management.wharton.upenn.edu/henisz/ vti bin/shtml.dll/POLCON/Contactlnfo.html

Fiscal Balance: Budget deficit/surplus as a percentage of GDP. Source: International Monetary
Fund, World Economic Outlook, April 2006 (for 26 industrialized nations). Additional observations are
calculated using World Economic Outlook data on GDP and International Monetary Fund data
(International Financial Statistics database) on total budget deficit or surplus.

GDP growth: annual rate of change in gross domestic product per capita. Source: World Bank,
World Development Indicators.

Inflation: annual rate of change in consumer prices. Source: World Bank, World Development Indicators.

Left ideology: ideology of the executive branch. Original coding (EXECRLC) has three categories,
left, right and center. Variable is recoded as a dichotomous indicator of left government (left=1,
center or right=0). Similarly, left legislative coding is based on the LGOVRLC, which codes the
partisan orientation of the largest legislative party; again, this variable is recoded as a dichotomous
indicator of left government (left=1, center or right=0). Source: the Database of Political
Institutions (DPI 2004),
http://econ.worldbank.org/WBSITE/EXTERNAL/EXTDEC/EXTRESEARCH/0,,contentMD
K:20649465~pagePK:64214825~piPK:64214943~theSitePK:469382,00.html, and based on Beck et
al 2001.

Log GDP/capita: natural logarithm of gross domestic product per capita. Source (for GDP/capita):
Wortld Bank, World Development Indicators.

P/E Ratio: Aggregate price to earnings ratio for financial sector firms. Source: Datastream.
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Polity: Twenty-one point scale of autocracy and democracy (ranges from -10 to 10). Source: Polity
database, http://www.cidem.umd.edu/insct/polity/

Political Constraints: political constraints variable (POLCONIiii or POLCONv — David? Data

descriptions for each at http://www-
management.wharton.upenn.edu/henisz/POLCON/CODEBOOK 2005.doc)

Real Exchange Rate Change: annual percentage change in the real exchange rate. Source: real
exchange rate index from the World Bank, World Development Indicators.

StockGDP: Stock market capitalization as a percentage of GDP. Source: World Bank Financial
Structure Database.

Stock World: National stock market capitalization as a percentage of total world stock market
capitalization. Source: Global Financial Data.

US Ten Year Bond Rate: Benchmark Government Bond Rate for United States Treasury bonds.
Source: Global Financial Data.
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