A Virtuous Cycle: 
Using Governance and Development Indexes to Generate Returns and Promote Reforms

January 2008
ABSTRACT


Capital flows to emerging markets have surged in recent years.  Likewise, developing countries have been hotbeds of structural and institutional reform.  We seek to determine whether there is a link between investment returns and reform.  We study the relationship between countries’ performance on indexes of reform and their equity market returns.  We find that countries which improve the most on reform indexes tend to exhibit equity market outperformance.  The relationship is strongest for the time period contemporaneous with the index data, but is still useful the year after the indexes are released.  We have implemented investment strategies which seek to capture excess returns generated by improvements in these indexes.  These investments have generated above-average returns.  Moreover, we believe such capital flows tend to reinforce, entrench, and perpetuate existing reforms as well as reward those countries which are pursuing a path of reform.
I. Investment Returns Are Related to Reforms
Developing countries are no longer trapped at the periphery of the investable universe.  Globalization has lowered barriers to competitiveness and promoted trade as well as facilitated the exchange of knowledge, technology, and capital.  Emerging markets have become the centerpiece of many investors’ strategic allocation of funds.  Foreign direct investment and portfolio investment have flooded into emerging markets in search of attractive yields and new opportunities.  In 2006, net FDI and FPI to developing countries totaled almost four times the amount of bilateral aid grants (see Table A and Graphs 1 and 2 for a historical breakdown of capital inflows to developing countries).  This liquidity has filtered through the nascent financial systems of regions such as Africa and South Asia.  The spillover effects have begun to transform all facets of life in many long-overlooked countries.

The new economic prosperity found in many parts of the developing world has catalyzed the emergence of more sophisticated and accountable institutions.  Governments and civil society organizations have matured in tandem with increasing investment inflows and private sector-led development.  Good governance built on solid institutions provides a sturdy foundation for sustainable economic prosperity.  
While the direct benefit of capital flows to developing countries is under debate, many studies point to “absorptive capacity” as a key factor determining whether such flows boost economic growth and prosperity.  A 2002 study by the Fed indicates that the effects of FDI and FPI are “contingent on the absorptive capacity of host countries, with particular respect to financial or institutional development.”
  The 2006 UN Economic Report on Africa includes an entire chapter devoted to absorptive capacity and capital flows.  According to the report, “a country’s capacity to absorb foreign capital depends on many factors, including the quality of the labour force, the availability and quality of the infrastructure, the depth and efficiency of the financial system, and the overall institutional and policy environment.”
  
In a seminal paper analyzing the effects of financial globalization on developing countries, Prasad, Rogoff, Wei, and Kose (2003) define absorptive capacity in terms of human capital, depth of domestic financial markets, and quality of governance and macroeconomic policies.
  The authors argue that “positive spillovers” from foreign capital flows are more likely to occur in countries with relatively high levels of absorptive capacity.
  According to their analysis, in countries with relatively low human capital, there is at best a small positive effect on economic growth.
  The authors further point to governance (transparency, control of corruption, rule of law, and financial sector supervision) as a key aspect of absorptive capacity.
  Quality of governance affects a country’s capacity to benefit from capital flows.  Controlling for other factors, studies indicate that more FDI and FPI flow to countries with higher levels of governance.

II. Falcon Study Demonstrates Indexes of Reform Are Related to Returns 
At Falcon, we posed the question, “Does the market reward behavior by governments intended to empower the individual and improve society?”  To answer this question, we analyzed governance and development indexes to help us determine whether financial markets are correlated with improvements in absorptive capacity.  Our analysis uncovered linkages between good governance, economic freedom, human development and stock market returns.  Indexes that measure trends in these areas may serve as indicators of stock market performance.  We have learned that countries which “outperform” on these indexes also tend to exhibit contemporaneous and subsequent equity market outperformance.  We believe that it is possible for investors to systematically isolate countries that appear to be building absorptive capacity by tracking changes in governance and development index rankings.  If investors increasingly reward these “best reforming” countries with portfolio flows, the indexes may become a self-reinforcing mechanism, boosting prosperity and further consolidating the structural improvements reflected in the rankings.  

Since key elements of absorptive capacity are based on aspirational concepts such as freedom, rule of law, transparency, and human development, indexes measuring countries’ progress in these areas may be used to detect correlated financial market performance.  In a study we examined three relevant indexes: the UN Human Development Index (HDI), the Heritage Foundation Economic Freedom Index, and the World Bank Ease of Doing Business Index.  Each index encompasses a variety of basic measures of governance and development (see Table B).  Countries’ rankings for each index fluctuate from year to year based on changes in the underlying indicators which comprise the index.  These indexes serve as a good proxy for measuring various aspects of absorptive capacity.
We found that the stock markets for the top ten most improved countries in each index outperformed relevant benchmarks during the year of the index as well as the following year.  In other words, for the ten countries that improved their ranking the most in a given year, the stock market in that country exhibited significant outperformance that year as well as the next year (see Table C for the performance of countries that improved their rankings the most in 2006).  This relationship proved to be robust historically (see Tables D, E, and F for the average annual compound yield generated by investing in the Top 10 countries the year after the index was released).  
The results of our study indicate that the relationship between index and financial market performance is strongest for contemporaneous data, but is still significant the following year, particularly for the HDI (see Tables G and H for a statistical analysis of the excess returns generated by investing in the Top 10 improvers relative to the average return of all equity markets).  According to our statistical analysis, we can infer with at least a 90% confidence level that the Top 10 improvers from all three indexes generate positive contemporaneous mean excess returns.  Likewise, our analysis shows that the HDI Top 10 improvers generate positive mean excess returns the year after the HDI data was released with a 93% confidence level.  The Heritage Foundation and World Bank Top 10 improvers generate subsequent positive mean excess returns with a 70% confidence level.  In summary, index ranking improvement appears to be a useful leading indicator and an even stronger contemporaneous indicator of equity market outperformance.

III. The Relationship between Reform and Returns is Tradeable
As an investor, it is a daunting task to sift through the overwhelming amount of information available to market participants.  We use governance and development indexes as one tool to filter this deluge of information.  The indexes provide a framework for us to isolate countries that are instituting reforms and improving absorptive capacity.  They also enable us to focus on markets that may demonstrate correlated outperformance.  Each year we compile a list of the top ten most improved countries for the HDI, Economic Freedom Index, and the Ease of Doing Business Index (see Tables I and J).  Since the data used to construct the HDI is lagged by two years, we create new, recalibrated HDI scores using current life expectancy and GDP data and estimates.  These variables comprise two-thirds of a country’s overall HDI score.  Since index improvement appears to be a leading indicator of financial market performance we invest in the countries which improved their rankings the most in the previous year, concentrating our attention on the countries that recur in more than one list (see countries highlighted in yellow in Tables I and J).  We then evaluate which specific asset in each country offers the best liquidity and most attractive risk-reward profile.  

In 2007, we focused on China, Georgia, and Romania – the three countries which appeared in more than one Top 10 list from the previous year.  In China, we invested in a Hong Kong-listed China A-Shares tracking fund.  In Romania, we took positions in select individual equities as well as in the Securities Investment Funds (SIFs) – large, highly diversified investment vehicles that hold blocks of shares in privatized Romanian companies.  In Georgia, we elected to buy shares of Bank of Georgia, the only truly liquid stock that offers broad exposure to the Georgian economy.  Each of these investments has rewarded us with attractive returns and has enabled us to capture dividends paid by the reforms reflected in these countries’ improved index rankings.  
In addition to investing in the most improved countries from the previous year we also attempt to track reforms contemporaneously in order to predict which countries will be in the current year’s top 10 lists.  Since index improvement appears to be most strongly linked to contemporaneous returns, actively monitoring and investing in countries that are currently reforming and improving absorptive capacity should be more beneficial than simply investing in countries which have already instituted reforms and improved their index rankings.  At Falcon we have created a screening system using RSS technology to actively monitor Google News headlines for “reform-related” keywords.  We screen Google News articles for phrases such as “free trade,” “labor regulation,” “property rights,” “investor protection,” “rule of law,” “privatization,” “tax reform,” “life expectancy,” “literacy rate,” and “GDP per capita.”  Our Google News RSS filter flags articles which may yield insight into which countries are implementing reforms that could place them in the next top 10 “most-improved” list for the HDI, Ease of Doing Business, and Economic Freedom indexes.  
Our RSS filter has helped us generate investment ideas based on notable contemporaneous reforms.  A recent example is Kuwait.  Our RSS filter flagged articles about a law approved by Kuwait’s Parliament on December 26, 2007 abolishing capital gains taxes on equity investments and reducing taxes on foreign companies.  The Kuwait equity market is the best performing market so far in 2008.  As of January 29, 2008, the Kuwait all-share index was up almost 7% year-to-date and 8.5% since the reforms were announced.  When investors begin to recognize that improvements in indexes that measure reform are a leading indicator of robust equity market performance they may also begin to use the rankings to guide their fund allocations.  Such fund allocations will reward countries that implement the structural reforms necessary to boost their rankings.  

IV. Conclusion
Countries with absorptive capacity are best able to convert capital flows into sustainable, organic economic development.  Therefore, improvements in governance and development index rankings may create a self-reinforcing process of economic development that helps consolidate the structural reforms reflected in the rankings.  Some countries are beginning to structure their policy agendas around reform index rankings.  For instance, Mauritius and Saudi Arabia, currently ranked 27 and 23 in the World Bank’s Ease of Doing Business Index, have set a goal of reaching the top 10.
  Mozambique has established a goal of attaining the top rank on the Ease of Doing Business in Southern Africa and rose six places in the latest rankings.  As countries seek to boost their rankings by instituting reforms that improve key social, political, and economic indicators, we believe they will be rewarded with increased fund flows.  This will in turn boost economic development and may help entrench and extend the initial positive reforms.  

Indexes such as the HDI, Heritage Economic Freedom, and World Bank Ease of Doing Business provide a framework for countries to develop themselves.  They also enable investors to focus on investment destinations that will both maximize returns and implement reforms that sustain long-term development.  Ultimately this “virtuous cycle” will help countries long-ignored by the financial markets become more investable.  
	TABLE A 
CAPITAL INFLOWS TO DEVELOPING COUNTRIES
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Bilateral aid grants 425 444 433 437 506 B36 705 713 706







Source: World Bank GDF 2007.

	TABLE B

	Index
	Indicators

	UN Human Development
	life expectancy, literacy rate, school enrollment, GDP per capita

	Heritage Foundation Economic Freedom
	business freedom, trade freedom, fiscal freedom, freedom from government, monetary freedom, investment freedom, financial freedom, property rights, freedom from corruption, labor freedom

	World Bank Ease of Doing Business
	Starting a business, dealing with licenses, employing workers, registering property, getting credit, protecting investors, paying taxes, trading across borders, enforcing contracts, closing a business


	TABLE C

	Index
	2006 Returns*
	2007 Returns*

	UN HDI Top 10 Improvers – 2006E**
	57.9%
	102.7%

	Heritage Top 10 Improvers – 2007 (Jan)
	47.2%
	20.2%

	World Bank Top 10 Improvers – 2006
	93.0%
	47.6%

	World Stock Markets***
	40.0%
	36.9%

	MSCI Emerging Markets Index
	29.2%
	36.5%

	MSCI EAFE Index
	23.5%
	8.6%

	Wilshire 5000 Index
	13.9%
	3.9%

	*Returns from the top improvers are based on a selected representative, capitalization-weighted equity index, where available.

**HDI Top Improvers calculated based on 2005 HDI recalibrated with 2006 IMF GDP and UN life expectancy data and estimates. 

***Simple average of the returns of 96 representative country equity indexes.


	TABLE D

	UN HDI
	Cumulative Return (’00-’07)
	Annual yield

	Top 10 Contemporaneous Strategy
	1,437%
	39.5%

	Top 10 Leading Strategy
	1,087%
	34.8%

	World Stock Markets
	492%
	22.0%

	MSCI EM Index
	255%
	12.4%


	TABLE E

	HF Economic Freedom
	Cumulative Return (’00-’07)
	Annual yield

	Top 10 Contemporaneous Strategy
	990%
	33.2%

	Top 10 Leading Strategy
	546%
	23.6%

	World Stock Markets
	492%
	22.0%

	MSCI EM Index
	255%
	12.4%


	TABLE F

	WB Ease of Doing Business
	Cumulative Return (’04-’07)
	Annual yield

	Top 10 Contemporaneous Strategy
	429%
	62.5%

	Top 10 Leading Strategy
	268%
	38.9%

	World Stock Markets
	254%
	36.4%

	MSCI EM Index
	230%
	32.0%


	TABLE G
STATISTICAL ANALYSIS OF EXCESS RETURNS (ERs): TOP 10 CONTEMPORANEOUS

	Index
	# of ERs (N)
	ER Mean
	ER Std Dev
	P-Val
	Conf Level*

	UN HDI
	8
	18.4%
	16.5%
	0.008
	99%

	HF Economic Freedom
	8
	13.0%
	13.9%
	0.016
	98%

	World Bank EDB
	3
	27.4%
	23.1%
	0.088
	91%


	TABLE H
STATISTICAL ANALYSIS OF EXCESS RETURNS (ERs) – TOP 10 LEADING

	Index
	# of ERs (N)
	ER Mean
	ER Std Dev
	P-Val
	Conf Level*

	UN HDI
	8
	15.1%
	24.9%
	0.065
	93%

	HF Economic Freedom
	8
	4.3%
	21.4%
	0.294
	70%

	World Bank EDB
	3
	2.7%
	7.5%
	0.297
	70%


*The confidence level (or (1-p-value) * 100%) is calculated using a one-sided t-test.  This test takes as the “null hypothesis” that excess returns (ERs) are random variables having a normal probability distribution with mean zero and unknown standard deviation.  The p-value is the probability that the mean of N such ERs is at least as big as the observed ER mean.  Thus a high confidence level means that we are more confident in rejecting the null hypothesis (mean ER = 0) and accepting the alternative hypothesis that the mean ER is positive (ER > 0).  Confidence levels over 90% are highlighted in green.  

	TABLE I

	MOST IMPROVED COUNTRIES WITH STOCK EXCHANGES, 2006

 (Based on 2005 & 2006E* HDI, 2006 & 2007 HF Econ Freedom, and 2005 & 2006 World Bank EDB)

	Human Development
	Economic Freedom
	Ease of Doing Business

	Uganda
	Nigeria
	Georgia**

	Kenya
	Georgia**
	Serbia

	Malawi
	Morocco
	Romania

	Bangladesh
	Estonia
	Kazakhstan

	Mongolia
	Romania
	Mexico

	Zambia
	Lebanon
	China

	India
	Namibia
	Cote d’Ivoire

	Pakistan
	Venezuela
	Peru

	China
	Tunisia
	France

	Indonesia
	Fiji
	Croatia

	
	Malaysia
	Ghana

	*HDI 2006 Top Improvers calculated based on 2005 HDI recalibrated with 2006 IMF GDP and UN life expectancy data and estimates.

**Excluded from returns calculations in Table B since no index is available to track overall market appreciation.


	TABLE J

	MOST IMPROVED COUNTRIES WITH STOCK EXCHANGES, 2007
(Based on 2006E* & 2007E* HDI, 2007 & 2008 HF Econ Freedom, 2006 & 2007 World Bank EDB)

	Human Development
	Economic Freedom
	Ease of Doing Business

	Botswana
	Egypt
	Egypt

	Latvia
	Mauritius
	Croatia

	China
	Mongolia
	Ghana

	Kenya
	Hungary
	Macedonia

	Kazakhstan
	France
	Colombia

	Malawi
	Turkey
	Georgia*

	Zambia
	Colombia
	India

	Mongolia
	Denmark
	Indonesia

	Uganda
	Poland
	Kenya

	India
	Canada
	Saudi Arabia

	
	
	China

	*HDI Top Improvers calculated based on 2005 HDI recalibrated with 2006/2007 IMF GDP and UN life expectancy data and estimates.

**Excluded since no index is available to track overall market appreciation.


GRAPH 1: NET CAPITAL INFLOWS TO DEVELOPING COUNTRIES

Source: World Bank GDF 2007.
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GRAPH 2: NET CAPITAL INFLOWS TO DEVELOPING COUNTRIES, 2006E 
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YTD performance as of 29 January 2008.  Data from Bloomberg and official stock exchange websites.
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