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ABSTRACT

We investigate how differences in legal and financial systems affect firms’ use of
external financing to fund growth. We show that in countries whose legal systems
score high on an efficiency index, a greater proportion of firms use long-term ex-
ternal financing. An active, though not necessarily large, stock market and a large
banking sector are also associated with externally financed firm growth. The in-
creased reliance on external financing occurs in part because established firms in
countries with well-functioning institutions have lower profit rates. Government
subsidies to industry do not increase the proportion of firms relying on external
financing.

THE CORPORATE FINANCE LITERATURE suggests that market imperfections, caused
by conflicts of interest and informational asymmetries between corporate in-
siders and investors, constrain firms in their ability to fund investment projects.
The magnitude of these imperfections depends in part on the effectiveness of
the legal and financial systems. Because these systems differ across coun-
tries, the literature implies that there should exist systematic cross-country
differences in firms’ ability to obtain external capital to finance investment.

In this paper, we examine whether the underdevelopment of legal and
financial systems does prevent firms in some countries from investing in
potentially profitable growth opportunities. In particular, we focus on the
use of long-term debt or external equity to fund growth (see our earlier
work, Demirgiic-Kunt and Maksimovic (1996a), which compares firms’ fi-
nancial structures in developed and developing countries and finds the great-
est difference to be in the provision of long-term credit). We estimate a financial
planning model to obtain the maximum growth rate that each firm in our
thirty-country sample could attain without access to long-term financing.
We then compare these predicted growth rates to growth rates realized by
firms in countries with differing degrees of development in their legal and
financial systems. Our approach enables us to identify specific characteris-
tics of the legal and financial systems that are associated with long-term
financing of firm growth. Thus, we provide a micro-level test of the hypoth-
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esis, advanced by King and Levine (1993) and Levine and Zervos (1998),
that the degree to which financial markets and intermediaries are devel-
oped is a determinant of economic growth.

An effective legal system is important because a firm that wishes to ob-
tain long-term financing must be able to commit credibly to controlling op-
portunistic behavior by corporate insiders. Long-term creditors commonly
use debt covenants to constrain debtors’ opportunistic behavior; likewise,
outside shareholders rely on explicit fiduciary responsibilities to constrain
opportunistic behavior by corporate insiders. For these checks on insider
behavior to work, there must exist an effective legal system that deters vi-
olations and that can enforce compensation for infractions.!

An effective financial system is important because well-developed mar-
kets and financial intermediaries serve as direct sources of capital and as
mechanisms for ensuring that investors have access to information about
firms’ activities. Thus, the existence of developed and active financial mar-
kets and a large intermediary sector should make it easier for firms to raise
long-term capital.?

The empirical results for our sample suggest that an active stock market
(though not necessarily a large one) and high scores on an index of respect
for legal norms are associated with firm growth financed by long-term
external debt and equity. These two characteristics are also associated with
lower returns on capital for established firms. Thus, greater reliance on
external financing to fund investment in countries with more developed
legal and financial systems may be due in part to relatively small inter-
nally generated resources. This is consistent with the hypothesis that, as
financial markets develop, the role of established firms’ internal capital
diminishes.

Our approach to identifying financially constrained firms differs from other
approaches in the literature on financial constraints and investments in the
United States. Following Fazzari, Hubbard, and Petersen (1988), firms have
been interpreted to be financially constrained if they are observed to have a
high correlation between long-term investment and internal financing, an
interpretation that Kaplan and Zingales (1996) question. Our approach, in
contrast, directly identifies firms that cannot internally fund their invest-
ment by estimating the excess growth made possible by external financing
for each firm in our cross-county sample.

This paper is related to the literature comparing the financial policies of
firms in different countries. Several recent papers have examined the choice
of financial structure. Rajan and Zingales (1995) compare financial struc-
tures in a sample of developed countries. Demirgiic-Kunt and Maksimovic
(1996a, 1996b) analyze how institutional and economic differences between

! For a more extensive discussion of the role of commitments and the legal system in invest-
ment, see Williamson (1988, 1994) and Shleifer (1994). La Porta et al. (1996) identify important
differences between legal systems and discuss their implications.

2 For a theoretical treatment of the role of financial markets and intermediaries, see Allen
(1993), Diamond (1993, 1996), and Holmstrom and Tirole (1993).
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countries affect firms’ debt-equity ratios and maturity choice. This paper
explores the links between financial markets and institutions and firms’
ability to obtain debt and equity financing.3

The remainder of the paper is organized as follows. In Section I we discuss
the financial planning models we use in our empirical tests. In Sections II
and III we analyze how the development of markets and institutions affects
firms’ ability to obtain external financing. Section IV provides some sensi-
tivity tests. Section V concludes.

I. External Financing and Growth

Our objective is to investigate whether the underdevelopment of legal and
financial systems prevents firms in some countries from investing in poten-
tially profitable growth opportunities. Such an effect, if it exists, does not
constrain all firms equally. Firms that can finance themselves from retained
earnings are minimally affected, whereas firms whose financing needs ex-
ceed their internal resources may be severely constrained.4 To gauge whether
access to financial markets affects a firm’s ability to exploit growth options,
it is necessary to identify firms that have an external financing need and
examine whether their realized growth depends on the development of fi-
nancial markets.

A firm’s external financing need depends on the magnitude of its inter-
nal cash flows relative to its investment opportunities. Both the firm’s
cash flow and its optimal investment level are endogenous, and their ratio
may differ systematically across countries even for firms employing the
same technology. Consider, for example, a firm whose technology is capital
intensive and which therefore needs to finance large investment expendi-
tures in order to grow. If the firm has sufficient market power or faces
high demand, it may be able to generate sufficient cash flow to finance
investment internally; however, an equivalent firm in a more competitive
economy may require external financing to grow at the same rate. More-
over, the level of competition faced by a capital-intensive firm may itself
depend on the development of legal and financial systems. In an economy
in which financial markets are not well developed, new firms may not be

3 In contemporaneous work Rajan and Zingales (1998) investigate the relationship between
financial dependence and industry growth. Some of the issues they address are a subset of the
topics we cover in Sections II and III, but the papers differ in major respects. First, Rajan and
Zingales do not use the indicators of stock market liquidity, the legal system, or government
subsidies that are the major focus of Sections II and III. Second, they use aggregate industry
data, rather than firm-specific data. Third, they assume that financing requirements of indus-
tries in other countries are similar to those of corresponding U.S. industries. By contrast, we
estimate the external financing need of each individual firm in our sample. Fourth, our ap-
proach separates long-term and short-term financing needs.

4 In this paper we focus on direct effects of access to external financing on firms. Financial
market development may spur economic growth and thereby also indirectly affect internally
financed firms (see Levine and Zervos (1998)).



