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Abstract
Purpose – Our study aims to provide insights into the potential effect of investor protection on stock 
performance in terms of stock returns and volatility.
Design/methodology/approach – Based on a sample of 38,916 firms across 39 countries for the period from 
2010 to 2019, the Antidirector Right Index (i.e. ADRI) – a proxy for investor protection that rates the degree of 
legal protection offered to minority shareholders from insiders’ expropriation – is regressed on the two stock 
performance measures, including stock returns and volatility.
Findings – This paper demonstrates that a higher level of investor protection minimizes stock return fluctuations 
and lowers the return rate. Besides, this negative association is less pronounced for firms located in countries 
with better institutional environment and for firms with better information environment.
Research limitations/implications – The outcomes imply that greater investor rights protection prevents 
managers and controlling stockholders from covering up bad company performance, thus reducing the problems 
of information asymmetry and expropriation. Firms in well-protected environment are more likely to focus on 
stability, long-term growth and efficient capital allocation rather than taking risks. It enriches the agency theory 
by implying that less agency conflict results in less risk-taking but might also diminish the expected returns as a 
trade-off.
Originality/value – The study expands agency theory by highlighting a risk–return trade-off induced by 
stronger investor protection. Besides, it contributes to institutional theory by showing how institutional and 
informational environment condition the effects of investor protection on stock performance.
Keywords Investor protection, Stock volatility, Stock returns, Institutional environment,
Corporate transparency
Paper type Research article

1. Introduction
Investor protection, according to La Porta et al. (1998), is a safeguard provided by legal 
authorities for investors from outside the company, including minority shareholders and 
creditors, against wealth tunneling activities taken by managers and large shareholders. 
Generally, finance literature documents the positive impact of investor protection on firms and 
economies. For example, stronger investor protection leads to more valuable and better 
developed equity markets (La Porta et al., 1997, 2000; Shleifer and Wolfenzon, 2002). At the 
firm level, better investor protection appears to have a positive effect on corporate innovation 
(Hsu et al., 2014), leads to lower riskiness (Ghabri, 2022; Vo and Mazur, 2023). Moreover, the 
level of investor protection has been found to be positively associated with the quality of the 
accounting information and the level of dividend payouts (Leuz et al., 2003). While the impact
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of investor protection on firms and overall economic development has been well-documented, 
its direct effects on stock performance, particularly stock returns and volatility, remain
underexplored. 

The existing studies provide mixed evidence. While Giannetti and Koskinen (2010) 
suggest that stronger protection reduces risk and enhances returns, Albuquerque and Wang 
(2008) argue that stocks in a high-protection environment have lower volatility but also 
potentially lower expected returns. These inconsistencies suggest a need to reconsider the 
mechanisms through which investor protection influences stock outcomes. Moreover, recent 
studies tend to use aggregate market indicators, such as market index volatility, to proxy risk 
(Silva et al., 2024), which may obscure firm-level dynamics. This leaves an important gap 
regarding how investor protection influences firm-specific stock performance, including both 
return and risk measured by individual stock volatility and idiosyncratic risk. Another 
underexplored area is the contextual variation in how investor protection affects stock 
performance. Institutional theory (Meyer and Rowan, 1977; Scott, 1987, 1995; Oliver, 1996) 
suggests that the effectiveness of governance mechanisms like investor protection may depend 
on the broader institutional environment (IE). Yet, few empirical studies explicitly test whether 
the impact of investor protection varies depending on factors such as the rule of law, corruption 
control or firm transparency (FT). This study seeks to address these gaps by examining the 
impact of investor protection on firm-level stock returns and volatility across multiple 
countries. We aim to contribute to a broader understanding of how legal and institutional 
frameworks shape the relationship by exploring the conditional effects of institutional quality 
and FT, offering a more context-dependent view of the investor protection–stock performance
relationship.

The remainder of the paper is organized as follows. Section 2 reviews the literature and
develops hypotheses. The sample and methodology are described in Section 3. The findings
are discussed in Section 4, while Section 5 concludes the paper.

2. Literature review and hypotheses development
2.1 Investor protection and stock performance
Investor protection – defined as the extent to which legal systems shield external investors 
from expropriation by corporate insiders (La Porta et al., 1998) – is a country-level 
institutional factor that has wide-reaching implications for firm behavior and financial 
outcomes. The theoretical foundation for linking investor protection to stock performance lies 
in agency theory (Alchian and Demsetz, 1972; Jensen and Meckling, 1976), which posits that 
conflicts of interest between managers and shareholders or between outsiders and insiders give 
rise to agency costs. Legal systems that strengthen investor rights serve to reduce these agency 
costs, align incentives and thereby influence firm-level outcomes such as risk-taking, 
disclosure quality and ultimately stock performance. Many studies document that stronger 
investor protection is associated with better governance, higher firm valuation, lower private 
benefits of control and greater access to external finance (La Porta et al., 2000; Shleifer and 
Wolfenzon, 2002). These studies typically emphasize the disciplining role of legal protection, 
framing it as a mechanism that enhances efficiency and shareholder value. However, the 
uniformly beneficial view of investor protection can be questioned, particularly in the context 
of demand for innovation, strategic risk-taking or investment under uncertainty. From this 
perspective, strong legal protections may constrain managerial flexibility and prevent 
behaviors that, while risky, are essential for generating high stock returns.

Investor protection can affect firm-level stock volatility through several channels. In weak 
legal environment, insiders face fewer constraints and are more likely to engage in 
opportunistic behaviors such as earnings manipulation, tunneling or withholding bad news 
(Johnson et al., 2000), thus increasing information asymmetry and uncertainty. In contrast, 
strong investor protection can improve disclosure, which helps lower information asymmetry 
between managers and outside investors (Zhang et al., 2017). Empirical studies support this
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logic. For example, Jain (2003) finds that shareholder rights are associated with narrower bid-
ask spreads, while Brockman and Chung (2003) and Silva et al. (2024) document a negative 
association between legal protection and stock return volatility across countries. These 
findings suggest that investor protection enhances market confidence, thereby reducing firm-
level stock price fluctuations.

H1a. Higher investor protection is associated with lower firm-level stock volatility.

Investor protection may also influence firm-level stock returns although the theoretical 
direction is less straightforward. On one hand, stronger protection reduces expropriation risk 
and increases investor confidence (Giannetti and Koskinen, 2010; Johnson et al., 2000), which 
may enhance expected returns through increased demand and capital inflows. From this 
perspective, investor protection facilitates better governance, lower risk of crash events and 
more efficient capital allocation, leading to higher stock returns (Zhang et al., 2017).

H1b. Higher investor protection is associated with higher firm-level stock returns.

On the other hand, a contrasting line of theory suggests that stronger investor protection may 
lead to lower stock returns, especially if protection lowers risk exposure and enhances 
liquidity. According to Amihud and Mendelson (1986) and Amihud (2002), less liquid assets 
command a premium; thus, if legal protections increase stock liquidity, the stock returns may 
decline. Furthermore, Albuquerque and Wang (2008) argue that investors in markets with poor 
investor protection may command higher risk premiums on stocks due to the elevated 
uncertainty and weak enforcement mechanisms. This alternative view implies that higher 
investor protection may lead to lower stock returns.

H1c. Lower investor protection is associated with higher firm-level stock returns.

2.2 Role of institutional environment and information transparency
La Porta et al. (2000) suggest that the effectiveness of investor protection is highly context-
dependent on the IE of a country. In nations with weak IE (e.g. poor rule of law and high 
corruption), investors tend to respond strongly to even a modest enhancement in investor 
protection (Klapper and Love, 2004). Institutional theory (see Meyer and Rowan, 1977; Scott, 
1987, 1995; Oliver, 1996) suggests that formal rules are only part of the picture, and 
enforcement quality and supporting governance structures are essential for laws to shape 
behavior.

In countries with weak institutions, investor protection laws may play a critical role in 
offsetting broader governance deficits. In contrast, in high-quality IE, the marginal benefit of 
investor protection may be diminished because broader legal and regulatory systems already 
constrain managerial misconduct (Klapper and Love, 2004). Therefore, we expect that the 
relationship between investor protection and firm-level stock outcomes is weaker in countries 
with strong IE.

H2. The relationship between investor protection and firm-level stock performance is less 
pronounced in countries with stronger IE.

While investor protection is primarily established at the country level, firms also differ in their 
internal governance and transparency practices. According to agency theory, firm-level 
mechanisms such as audit quality, analyst coverage and disclosure transparency can mitigate 
information asymmetry and reduce the need for external legal protections (Doidge et al., 2004; 
Haidar, 2009). When firms provide reliable financial information and are subject to regular 
monitoring by external analysts or auditors, the marginal value of investor protection may 
decline, particularly for investors concerned about insider opportunism.

From this perspective, firms with greater transparency already exhibit reduced agency 
conflicts, which may substitute for weak investor protections in the external environment

Journal of 
Economics and 
Development

235

Downloaded from http://www.emerald.com/jed/article-pdf/27/3/233/10055996/jed-06-2024-0224en.pdf by guest on 04 November 2025



(Klapper and Love, 2004). As a result, we expect the relationship between investor protection 
and stock performance to be less pronounced for firms with strong internal transparency 
mechanisms.

H3. The relationship between investor protection and firm-level stock performance is less 
pronounced in firms with greater transparency.

3. Methodology
3.1 Data
The full sample period spans from 2010 to 2019 [1] for 39 countries (the list of countries is 
provided in Table 1 of the Supplementary document). After removing countries with less than 
10 firms and firms with cross-listing, we come up with 169,501 firm-year observations. Data 
for investor protection are from the Spamann (2010) corrected ADRI. Firm-specific variables 
are calculated based on Datastream, Compustat Global and Worldscope. All firm-level 
variables are winsorized 0.5% in each tail in order to avoid the problem of outliers.

The source for collecting macro-characteristics is World Development Indicators. Control 
of Corruption is taken from the studies of Djankov et al. (2003) and Rule of Law is from the 
World Bank database.

3.2 Econometric model and variable construction
The baseline model is defined by

Stock Performance ijt ¼ α 0 þ α 1 ADRI j þ γFirm Controls ijt−1 þ δMacro jt−1 þ ε it (1)

where ADRI j is the Antidirector Right Index of country j, which is a proxy for investor 
protection. This index rates the degree of legal protection offered to minority shareholders 
from insiders’ expropriation. ADRI is supposed to be appropriate for a global sample with a 
high concentration of controlling shareholders. In the regressions, a set of firm-specific 
characteristics (Firm_Controls) that might affect stock performance is controlled. Following 
Ferreira and Matos (2008), Chen et al. (2013), Dang et al. (2018), and Vo et al. (2022), 
we include natural logarithm of the market value of equity (MV), return on assets (ROA), 
market-to-book ratio (MB), fraction of shares held by insiders and controlling shareholders 
(CH), Amihud’s (2002) illiquidity (LIQUID) and the natural logarithm of stock price at the end 
of the year (PRICE). In addition, some country’s macroeconomic variables (Macro) are 
added, including the GDP growth (GDP), market capitalization of all stocks listed on the stock 
exchange to GDP (MCAP) and the amount of private credit to GDP (PCREDIT).

Stock Performance ijt is stock performance of stock i in country j in year t. Stock 
performance variables include stock volatility and stock returns. Following Sias (1996) and 
Chen et al. (2013), the annualized standard deviation of weekly stock returns (STD) is used as a 
measure of stock return volatility. Furthermore, following Ferreira and Laux (2007), the 
idiosyncratic risk (IVOL) is employed, which is defined as the annualized standard deviation of 
the residual (ε) estimated from Eq. (2).

Stock Return ijt ¼ α þ β 1 Market Return jt þ ε it (2)

where Stock Return i;j;t is stock return of stock i in country j at time t and Market Return j,t is the 
average of weekly stock return of firms in country j at time t.

To explore the role of FT and IE in the relation between investor protection and stock 
performance, the two following models are run:
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Stock Performance ijt ¼ α 0 þ α 1 ADRI j þ α 2 FT ijt−1 þ α 3 ADRI j * FT ijt−1

þ γFirm Controls ijt−1 þ δMacro jt−1 þ ε it (3)

And

Stock Performance ijt ¼ α 0 þ α 1 ADRI j þ α 2 IE jt−1 þ α 3 ADRI j * IE jt−1

þ γFirm Controls ijt−1 þ δMacro jt−1 þ ε it
(4)

Firms’ information transparency (FT) is measured in three ways: the natural logarithm of 
one plus the number of financial analysts following a firm (ANALYST), quality of auditing 
(BIG4) and earnings management (EM). Note that while ANALYST and BIG4 directly 
measure the corporate information transparency, EM is a proxy of information
opaqueness. 

To control for country-level IE, Control of corruption as in Djankov et al. (2003), Rule of 
law (Kaufmann et al., 2011) and Creditor rights index (the revised creditor right index as in 
Djankov et al. (2007)) are used.

All regressions control for the country-, industry- and year-fixed effects and are estimated 
using robust standard errors clustered at the firm level to account for heteroscedasticity.

3.3 Descriptive statistics and correlation
To save space, we present the tables of Summary statistics and Correlation matrix in the 
Supplementary document (i.e. Tables 2 and 3, Supplementary document). The average 
volatility (STD) is 44%, idiosyncratic risk (IVOL) has a mean of 40% and the average stock 
return is 8% (RETURN). The typical firm size is 21.44 (in logs), which translates to over $2 
billion. Further, accounting performance measured by ROA is 0.02 and the average Market-to-
Book is 2.09. The investor protection level (ADRI) has a mean value of 4.08 and a maximum 
value of 6, whereas Rule of law and Control of corruption are 0.85 and 2.08 at the mean,
respectively.

ADRI is negatively correlated with both volatility measures (STD and IVOL) and positively
correlated with the stock return with the p-value <0.01. ADRI is also positively related to MV
but negatively associated with ROA.

4. Results
4.1 Investor protection and stock performance
As shown in Table 1, Columns 1–4, investor protection is inversely correlated with stock 
return volatility, measured as either STD or IVOL. More specifically, for STD models, the 
coefficient estimates on ADRI are �0.046 without controlling for the macroeconomic 
variables and �0.049 with all controls included in the model. When regressing IVOL on ADRI, 
the coefficient estimates are �0.038 and �0.040, respectively, that are also highly statistically 
significant. Thus, overall, it seems that investor protection has a diminishing effect on stock 
return volatility. The inverse relationship between the level of investor protection and stock 
return volatility indicates that in countries with strong investor protection, equity markets are 
significantly more stable (less volatile) and outside investors are exposed to lower 
expropriation risks.

These findings are supportive of the hypothesis H1a and consistent with prior studies, 
including Zhang et al. (2017), Jain (2003), Brockman and Chung (2003), etc which state that 
expropriation becomes more expensive thanks to sufficient investor protection. With the 
existence of such legal protection, the agency conflict reduces since it becomes more difficult 
for managers and controlling stockholders to tunnel the firm assets for their own interests.
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Besides, firms are required to disclose more accounting information, which helps lower 
information asymmetry between managers and outside investors.

Columns 5–6 in Table 1 show that for the models with RETURN as a dependent variable, 
ADRI is negatively associated with stock returns with coefficient estimates that are in the range 
of �0.059 (p-value <0.01) and �0.096 (p-value <0.01). This result implies that stock returns in 
countries with strong investor protection are significantly lower compared to stock returns in 
countries with weak investor protection. These findings are not in line with the hypothesis H1b 
but support the H1c. We expect that higher investor protection results in lower agency 
problems and lower risk as a consequence but might also diminish expected returns as a trade-
off. The findings are in line with the study of Low et al. (2011), which finds that markets with 
an inadequate investor protection laws have greater stock returns than markets with greater 
governance quality. The findings also support Albuquerque and Wang (2008), who 
demonstrate that inadequate investor protection level encourages higher investment, which 
in turn raises risk premiums, increases stock price volatility and then raises the expected 
return rate.

Next, to mitigate endogeneity issues like omitted variable bias and reverse causality, we re-
estimate Eq. (1) with the method of system generalized method of moments (system-GMM).

Table 1. Impact of investor protection on stock performance

Variable
STD IVOL RETURN
(1) (2) (3) (4) (5) (6)

ADRI �0.046*** �0.049*** �0.038*** �0.040*** �0.059*** �0.096*** 
(0.002) (0.003) (0.002) (0.002) (0.003) (0.004)

MV �0.156*** �0.165*** �0.154*** �0.162*** 0.069*** 0.074*** 
(0.003) (0.004) (0.003) (0.004) (0.004) (0.004)

ROA �0.040*** �0.040*** �0.038*** �0.037*** �0.018*** �0.018***
(0.001) (0.002) (0.001) (0.001) (0.002) (0.002)

MB 0.002*** 0.002*** 0.002*** 0.002*** �0.001*** �0.001***
(0.0002) (0.0002) (0.0002) (0.0002) (0.0003) (0.0003)

CH �0.040*** �0.033*** �0.034*** �0.028*** 0.112*** 0.108***
(0.005) (0.005) (0.005) (0.005) (0.007) (0.008)

LIQUID 0.010*** 0.009*** 0.013*** 0.012*** �0.018*** �0.018***
(0.001) (0.001) (0.001) (0.001) (0.001) (0.001)

PRICE �0.015*** �0.015*** �0.014*** �0.014*** �0.042*** �0.041***
(0.002) (0.002) (0.001) (0.002) (0.001) (0.002)

GDP 0.001 0.001 �0.002
(0.001) (0.001) (0.002)

MCAP �0.0001*** �0.0001*** �0.001*** 
(0.00002) (0.00002) (0.0001)

PCREDIT �0.0002** �0.0002** �0.003***
(0.0001) (0.0001) (0.0002)

Constant 1.614*** 1.634*** 1.550*** 1.562*** 0.152*** 0.842***
(0.024) (0.032) (0.024) (0.031) (0.028) (0.057)

Observations 169,501 156,982 169,512 156,993 169,030 156,523
R-squared 0.434 0.426 0.459 0.451 0.051 0.054
Fixed effects CIY CIY CIY CIY CIY CIY
Robust and
Clustered S.E.

YES YES YES YES YES YES

Note(s): This table presents the regressions results of stock performance on investor protection (ADRI). The 
dependent variable is the standard deviation of stock return (STD) for columns (1)–(2), idiosyncratic risk (IVOL) 
for columns (3)–(4), and stock return (RETURN) for columns (5)–(6). Control variables enter the regressions 
with a one-year lag. All regressions control for country, year-, and industry-fixed effects. Robust standard errors 
are in parentheses. Superscripts *, ** and *** indicate significance at the 10%, 5% and 1%, respectively 
Source(s): Authors’ own work
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The results, as shown in Table 2, are consistent with the baseline findings and again confirm 
that a higher level of investor protection leads to lower stock returns and stock risk. We also 
report the p-values of the Arellano–Bond tests for the first- and second-order autocorrelation 
(AR1 and AR2, correspondingly) and the Hansen test for the validity of the instrumental 
variables. As can be seen, the application of the system-GMM regression does not encounter 
any issues related to autocorrelation or invalid instruments.

As an additional test, we present the regression results in the COVID-19 time (2020–2021) 
in Table 4 of the Supplementary document. Basically, the results are still in line with previous 
findings.

4.2 Role of the institutional environment and information transparency
Finance theory predicts that the IE drives corporate behavior and performance (La Porta et al., 
1997, 1998). This section investigates the extent to which the relationship between investor 
protection and stock performance differs across firm-level and country-level institutions.

Table 2. Impact of investor protection on stock performance – system-GMM

Variable
STD IVOL RETURN
(1) (2) (3) (4) (5) (6)

Lag of dependent 
variable

2.171*** 2.175*** 2.150*** 2.148*** 2.109*** 0.027***
(0.027) (0.029) (0.027) (0.029) (0.142) (0.003)

ADRI �0.221*** �0.177*** �0.210*** �0.189*** �0.017*** �0.002
(0.008) (0.010) (0.009) (0.010) (0.003) (0.013)

MV 0.031*** 0.032*** 0.025*** 0.026*** �0.020*** 0.001
(0.002) (0.002) (0.002) (0.002) (0.003) (0.002)

ROA 0.189*** 0.196*** 0.182*** 0.187*** 0.027*** 0.116***
(0.007) (0.008) (0.007) (0.008) (0.010) (0.004)

MB �0.006*** �0.006*** �0.006*** �0.006*** �0.036*** �0.002***
(0.0004) (0.0004) (0.0004) (0.0004) (0.003) (0.0003)

CH 0.026*** 0.020*** 0.018*** 0.013* �0.077*** 0.090***
(0.007) (0.007) (0.007) (0.007) (0.016) (0.008)

LIQUID �0.016*** �0.014*** �0.022*** �0.020*** �0.011*** �0.015***
(0.001) (0.001) (0.001) (0.001) (0.002) (0.001)

PRICE 0.015*** 0.014*** 0.013*** 0.012*** �0.015*** �0.020*** 
(0.002) (0.002) (0.002) (0.002) (0.002) (0.002) 

GDP 0.008*** 0.005*** 0.002 
(0.001) (0.001) (0.002)

MCAP �0.0002*** �0.0002*** �0.001*** 
(0.0001) (0.0001) (0.0001)

PCREDIT �0.001*** �0.001*** �0.002***
(0.0002) (0.0002) (0.0002)

Observations 168,593 156,130 168,597 156,133 164,685 152,444
Number of firms 30,520 27,663 30,520 27,663 29,872 27,065
AR1 0.000 0.000 0.000 0.000 0.000 0.000
AR2 0.122 0.253 0.178 0.258 0.156 0.237
Hansen test 0.065 0.089 0.075 0.096 0.063 0.087
Fixed effects CIY CIY CIY CIY CIY CIY
Robust and
Clustered S.E.

YES YES YES YES YES YES

Note(s): This table presents the regressions results of stock performance on investor protection (ADRI) with 
system-GMM estimator. The dependent variable is the standard deviation of stock return (STD) for columns 
(1)–(2), idiosyncratic risk (IVOL) for columns (3)–(4), and stock return (RETURN) for columns (5)–(6). Control 
variables enter the regressions with a one-year lag. All regressions control for country, year-, and industry-fixed 
effects. Robust standard errors are in parentheses. Superscripts *, ** and *** indicate significance at the 10%, 
5% and 1%, respectively
Source(s): Authors’ own work
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Klapper and Love (2004) argue that investors in nations with poor legal systems tend to 
respond strongly to even a modest enhancement in investor protection. To gain insights into the 
role of IE on the relationship of investor protection and stock performance, the baseline 
regressions adding the interaction terms IE*ADRI are rerun, where IE stands for popular 
proxies of the quality of IE including Control of corruption, Rule of law and Creditor right
index. Columns 1–6 of Table 3 show that the estimated coefficients on all interaction terms are 
significantly positive, which supports the moderating role of the IE on the negative link 
between investor protection and stock return volatility.

The paper next examines the role of IE quality on the link between investor protection and 
stock returns. As shown in 7–9 of Table 3, the positive coefficient estimates on ADRI*IE are 
highly significant with p-values lower than 0.01, confirming the moderating role of IE on the 
negative association between investor protection and stock returns. Altogether, these results 
support the hypothesis H2, implying that in countries with strong IE, the effect of investor 
protection on stock performance is less pronounced.

Next, the potential role of corporate transparency on the documented association between 
investor protection and stock performance is tested. To this end, an interaction term FT*ADRI 
is constructed, where FT stands for FT variables including BIG4, ANALYST and EM. Columns 
1–6 of Table 4 show that the estimated coefficients on the interaction terms between FT 
variables and investor protection are positive (FT is measured by BIG4, ANALYST)/negative 
(FT is measured by EM) and statistically significant, which confirms the moderating role of 
investor protection on the negative association between FT and stock return volatility.

Further, the study examines the role of FT in the association between investor protection 
and stock returns. As reported in Columns 7–9 of Table 4, the coefficient estimates on FT are 
positive and highly significant when BIG4 and ANALYST are employed, confirming that 
corporate transparency can enhance stock returns. Besides, the estimated coefficients on the 
interaction terms between FT variables (BIG4, ANALYST) and investor protection are 
significantly negative, implying that the investor protection can substitute for the role of 
corporate transparency on stock returns. The result with EM is insignificant. Overall, these 
results are supportive of the hypothesis H3.

These findings imply that the stock performance of more transparent organizations and in 
countries with strong IE is less affected by the overall quality of investor protection. These 
results are explained by the fact that investor protection is just one facet of corporate 
governance, according to Haidar (2009). The board structure, audit quality, compensation 
scheme are additional corporate governance instruments supporting shareholder rights. 
Minority investor rights protection can be enhanced through corporate information 
transparency and a strong IE, which results in stronger stock performance and sustainable 
firm growth.

5. Discussion and conclusion
Using an international sample of publicly listed firms from 39 countries between 2010 and 
2019, the study finds evidence that investor protection decreases stock return fluctuations. 
Moreover, investor protection correlates negatively with stock returns. The outcomes imply 
that stocks in well-protected environment have lower risk but might also diminish expected 
returns as a trade-off. This suggests that investors should consider the quality of investor 
protection when making investment decisions. In countries with strong investor protection, the 
reduced agency problems may lead to lower stock risks, but investors should be aware that this 
could come at the cost of diminished returns.

This study contributes to financial theory by revisiting and refining agency theory (Jensen 
and Meckling, 1976) in the context of cross-country variation in legal protection. The agency 
theory suggests that stronger investor protection reduces agency costs, aligns interests and thus 
improves firm outcomes. However, we argue that this alignment may also reduce risk-taking 
incentives, leading to lower return volatility and, potentially, lower expected returns. This
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Table 3. Effect of investor protection and institutional environment on stock performance

Variable

STD
 

IVOL
 

RETURN
Control of 
corruption Rule of law

Creditor
right index

Control of 
corruption Rule of law

Creditor 
right index

Control of
corruption Rule of law

Creditor 
right index 

(1) (2) (3) (4) (5) (6) (7) (8) (9)

ADRI �0.683*** �0.067*** �0.095*** �0.812*** �0.058*** �0.134***
 

�0.505***
 

�0.060***
 

�0.013***
(0.069) (0.004) (0.012) (0.067) (0.004) (0.01) (0.038) (0.012) (0.005)

IE �0.275*** �0.056*** 0.002 �0.329*** �0.058*** �0.051*** �0.312*** �0.721*** �0.081***
(0.031) (0.010) (0.018) (0.030) (0.009) (0.018) (0.023) (0.038) (0.011)

IE*ADRI 0.072*** 0.012*** 0.008** 0.087*** 0.012*** 0.024*** 0.069*** 0.090*** 0.017***
(0.008) (0.002) (0.003) (0.008) (0.002) (0.003) (0.006) (0.008) (0.003)

MV �0.165*** �0.165*** �0.164*** �0.162*** �0.162*** �0.162*** �0.018*** �0.018*** 0.010*** 
(0.004) (0.003) (0.003) (0.004) (0.004) (0.003) (0.002) (0.002) (0.001)

ROA �0.040*** �0.040*** �0.040*** �0.037*** �0.037*** �0.037*** 0.074*** 0.074*** 0.072***
(0.002) (0.001) (0.001) (0.002) (0.001) (0.001) (0.004) (0.004) (0.004)

MB 0.002*** 0.002*** 0.002*** 0.002*** 0.002*** 0.002*** �0.001*** �0.001*** �0.002***
(0.0002) (0.0002) (0.0002) (0.0002) (0.0002) (0.0002) (0.0003) (0.0003) (0.0004)

CH �0.033*** �0.033*** �0.028*** �0.027*** �0.028*** �0.025*** 0.103*** 0.101*** 0.102***
(0.005) (0.004) (0.004) (0.005) (0.005) (0.004) (0.008) (0.008) (0.008)

LIQUID 0.009*** 0.009*** 0.008*** 0.012*** 0.012*** 0.012*** �0.017*** �0.017*** 0.002***
(0.001) (0.001) (0.001) (0.001) (0.001) (0.001) (0.001) (0.001) (0.001)

PRICE �0.015*** �0.015*** �0.017*** �0.014*** �0.014*** �0.016*** �0.043*** �0.041*** �0.022***
(0.002) (0.001) (0.001) (0.002) (0.002) (0.001) (0.002) (0.002) (0.001)

GDP 0.0004 0.0004 0.002*** 0.001 0.001 0.002*** �0.025*** �0.026*** 0.004***
(0.001) (0.001) (0.001) (0.001) (0.00 

0 ) (0.001) (0.001) (0.001) (0.001)
MCAP �0.0001*** �0.0001*** �0.0001*** �0.0001*** �0.0001*** �0.0001** �0.001*** �0.001*** �0.0002***

(0.00002) (0.00003) (0.00003) (0.00002) (0.00002) (0.00003) (0.0001) (0.0001) (0.00001)
PCREDIT �0.0002** �0.0001 0.0001 �0.0002** �0.0001 �0.0001 �0.004*** �0.002*** 0.0003***

(0.0001) (0.0001) (0.0001) (0.0001) (0.0001) (0.0001) (0.0002) (0.0002) (0.0001)
Constant 4.033*** 1.708*** 1.639*** 4.438*** 1.636*** 1.720*** 3.165*** 0.619*** �0.188***

(0.277) (0.027) (0.039) (0.267) (0.032) (0.038) (0.185) (0.074) (0.034)
Observations 156,283 156,982 133,686 156,294 156,993 133,697 155,835 156,523 133,259
R-squared 0.427 0.426 0.437 0.451 0.451 0.458 0.035 0.038 0.036
Fixed effects CIY CIY CIY CIY CIY CIY CIY CIY CIY
Robust and clustered S.E YES YES YES YES YES YES YES YES YES

Note(s): This table presents the effect of institutional environment on the relationship between investor protection (ADRI) and stock performance. Institutional environment (IE) variables include: Control of Corruption,
Rule of Law, and Creditor Right Index. The dependent variable is the standard deviation of stock return (STD) for columns (1)–(3), idiosyncratic risk (IVOL) for columns (4)–(6), and stock return (RETURN) for columns
(7)–(9). Control variables enter the regressions with a one-year lag. All regressions control for country, year-, and industry-fixed effects. Robust standard errors are in parentheses. Superscripts *, ** and *** indicate
significance at the 10%, 5%

 
and 1%, respectively

Source(s): Authors’ own work
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Table 4. Effect of investor protection and firm
 

transparency on stock return performance

Variable

STD IVOL RETURN
BIG4 ANALYST EM BIG4 ANALYST EM BIG4 ANALYST EM
(1) (2) (3) (4) (5) (6) (7) (8) (9)

ADRI �0.061***
 

�0.058***
 

�0.047***
 

�0.052***
 

�0.047***
 

�0.038***
 

�0.147***
 

�0.146***
 

�0.157***
(0.003) (0.003) (0.003) (0.003) (0.002) (0.002) (0.011) (0.014) (0.012)

FT �0.115***
 

0.001 0.00001*
 

�0.108***
 

0.006** 0.00001* 0.110*** 0.035*** 0.000004
(0.006) (0.003) (0.00001) (0.006) (0.003) (0.00001) (0.008) (0.006) (0.00001)

FT*ADRI 0.020*** 0.010*** �0.00001*
 

0.019*** 0.010*** �0.0001*
 

�0.014***
 

�0.005***
 

�0.000002
 

(0.001) (0.001) (0.00001) (0.001) (0.001) (0.00004) (0.002) (0.001) (0.00001)
MV �0.160***

 
�0.207***

 
�0.176***

 
�0.157***

 
�0.203***

 
�0.174***

 
�0.023***

 
�0.003

 
�0.020***

(0.004) (0.010) (0.005) (0.004) (0.010) (0.005) (0.002) (0.003) (0.002)
ROA �0.036*** �0.054*** �0.040*** �0.034*** �0.050*** �0.037*** 0.069*** 0.129*** 0.092***

(0.002) (0.002) (0.002) (0.002) (0.002) (0.001) (0.004) (0.012) (0.005)
MB 0.002*** 0.002*** 0.003*** 0.002*** 0.002*** 0.003*** �0.001*** �0.0001 �0.001***

(0.0002) (0.0002) (0.0002) (0.0002) (0.0002) (0.0002) (0.0003) (0.001) (0.0004)
CH �0.036*** �0.005 �0.034*** �0.030*** 0.004 �0.028*** 0.106*** 0.032*** 0.099***

(0.005) (0.004) (0.005) (0.005) (0.004) (0.005) (0.008) (0.009) (0.008)
LIQUID 0.009*** �0.001* 0.007*** 0.012*** 0.003*** 0.011*** �0.017*** �0.009*** �0.018***

(0.001) (0.001) (0.001) (0.001) (0.001) (0.001) (0.001) (0.002) (0.001)
PRICE �0.015*** �0.006*** �0.014*** �0.014*** �0.005*** �0.013*** �0.041*** �0.048*** �0.042***

(0.002) (0.002) (0.002) (0.002) (0.002) (0.002) (0.002) (0.002) (0.002)
GDP 0.001 0.0002 0.0003 0.001 0.002*** 0.001 �0.026*** �0.034*** �0.026***

(0.001) (0.001) (0.001) (0.001) (0.001) (0.001) (0.001) (0.002) (0.001)
MCAP �0.0001*** 0.0001*** �0.0001*** �0.0001*** 0.0001*** �0.0001*** �0.001*** �0.002*** �0.001*** 

(0.00002) (0.00002) (0.00002) (0.00002) (0.00002) (0.00002) (0.0001) (0.0001) (0.0001)
PCREDIT �0.0003*** �0.0005*** �0.0002** �0.0002*** �0.0003*** �0.0001* �0.004*** �0.004*** �0.005***

(0.0001) (0.0001) (0.0001) (0.0001) (0.0001) (0.0001) (0.0002) (0.0002) (0.0002)
Constant 1.642*** 1.647*** 1.588*** 1.569*** 1.5197*** 1.509*** 1.349*** 1.119*** 1.277***

(0.033) (0.035) (0.032) (0.032) (0.034) (0.031) (0.067) (0.067) (0.064)
Observations 156,982 84,785 148,363 156,993 84,785 148,367 156,523 84,287 147,840
R-squared 0.430 0.345 0.396 0.455 0.365 0.420 0.037 0.044 0.038
Fixed effects CIY CIY CIY CIY CIY CIY CIY CIY CIY
Robust and clustered S.E YES YES YES YES YES YES YES YES YES
Note(s): This table presents the effect of firm 

transparency on the relationship between investor protection (ADRI) and stock performance. Firm
 
transparency (FT) variables include: BIG4, ANALYST

 
and EM, 

respectively. The dependent variable is the standard deviation of stock return (STD) for columns (1)–(3), idiosyncratic risk (IVOL) for columns (4)–(6), and stock return (RETURN) for columns (7)–(9). Control 
variables enter the regressions with a one-year lag. All regressions control for country, year-, and industry-fixed effects. Robust standard errors are in parentheses. Superscripts *, ** and *** indicate significance 
at the 10%, 5%

 
and 1%, respectively

Source(s): Authors’ own work
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introduces a trade-off to the agency framework that is often overlooked: while investor 
protection curbs the exploitation behavior of managers and large shareholders, it may also 
constrain firm innovation and risk-taking, which are key drivers of returns.

Moreover, this study introduces a contextualized theoretical perspective by arguing that the 
impact of investor protection on stock performance is conditional on the broader institutional 
and information environment in which firms operate. While prior literature assumes a uniform 
relationship between investor protection and firm outcomes, we propose that these effects vary 
systematically depending on country-level institutional quality (e.g. rule of law, corruption 
control and creditor rights) and firm-level transparency (e.g. analyst coverage and audit 
quality). This expands the institutional theory (see Meyer and Rowan, 1977; Scott, 1987, 1995; 
Oliver, 1996), which emphasizes that the effectiveness of governance mechanisms is 
embedded in broader formal and informal institutional structures. In this way, we contribute to 
existing studies in the field by showing that investor protection interacts with context rather 
than exerting a uniform influence. From a theoretical standpoint, our inclusion of moderating 
variables is not merely exploratory but grounded in the idea that investor protection may be 
substituted or reinforced by institutional factors. In particular, in countries with strong rule of 
law, investor protection may be redundant, while in weaker legal environment, its marginal 
impact may be greater. Likewise, transparent firms may not rely as heavily on investor 
protection mechanisms because information asymmetry is already reduced.

The findings that the impact of investor protection is context-dependent and varies based on 
the quality of the corporate information environment have some implications. First, investors 
should prioritize companies with high levels of transparency, as these firms tend to offer lower 
risk and potentially higher returns, even in weaker investor protection environment. A focus on 
firms that emphasize openness in their financial reporting and corporate governance can be a 
wise strategy, particularly for investors in markets with less robust legal protection. Second, 
for governments, they can enhance the investment climate by improving investor protection 
and strengthening institutional frameworks. Strengthening legal protections for investors, 
reducing the potential for agency problems, and fostering greater corporate transparency can 
improve overall market efficiency. Governments in countries where investor protection is 
insufficient may focus on implementing reforms that encourage corporate transparency and 
better governance practices, which, as the study shows, can offset some of the risks associated 
with weaker investor protections. Besides, a stronger alignment between corporate behavior 
and national regulatory standards can improve investor confidence and promote more 
sustainable market growth.

Future research could extend our study by further exploring the trade-off between risk and 
returns in different market settings. Additionally, our paper does not consider the role of 
specific corporate governance mechanisms. Factors such as board composition, executive 
compensation and executive experience may significantly shape the relationship between 
investor protection and stock performance.

Note
1. At the end of 2019, the COVID-19 pandemic’s breakout caused unprecedented disruptions in global 

financial markets, with heightened uncertainty, government interventions and changes in corporate 
operations. These factors led to extremely fluctuations in stock prices (see Mazur et al., 2021; Liu 
et al., 2021; Mahata et al., 2021; etc) that are not representative of normal market conditions. Thus, 
including this period might skew our analysis and at that time the regression results may not accurately 
reflect the true relationship between investor protection and stock performance. As an extension, we 
present the regression results for the COVID-19 time in Table 4 of the Supplementary document.

Supplementary material
The supplementary material for this article can be found online.
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