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Abstract

We present amodel of the effects of legal protection of minority shareholders and of cash
flow ownership by a controlling shareholder on the valuation of firms. We then test this model
using a sample of 371 large firms from 27 wealthy economies. Consistent with the model, we find
evidence of higher valuation of firmsin countries with better protection of minority shareholders,
and weaker evidence of the benefits of higher cash flow ownership by controlling shareholders for
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1. Introduction.

Recent research suggests that the extent of legal protection of investorsin a country isan
important determinant of the development of its financial markets. Where laws are protective of
outside investors and well enforced, investors are willing to finance firms, and financial markets
are both broader and more valuable. In contrast, where laws are unprotective of investors, the
development of financial marketsis stunted. Moreover, systematic differences among countriesin
the structure of laws and their enforcement, such as the historical origin of their laws, account for
the differences in financial development (La Portaet a. or LLSV 1997, 1998).

How does better protection of outside investors (both shareholders and creditors)
promote financial market development? When their rights are better protected by the law, outside
investors are willing to pay more for financial assets such as equity and debt. They pay more
because they recognize that, with better legal protection, more of the firm’s profits would come
back to them as interest or dividends as opposed to being expropriated by the entrepreneur who
controlsthe firm. By limiting expropriation, the law raises the price that securities fetch in the
marketplace. In turn, this enables more entrepreneurs to finance their investments externally,
leading to the expansion of financial markets.

Although the ultimate benefit of legal investor protection for financial development has
now been well documented, the effect of protection on valuation has received less attention. In
this paper, we present atheoretical and empirical analysis of this effect.

To understand the law’ s ability to limit the expropriation of investors, it isimportant to
recognize the differences in the structure of ownership and control among firms both within and

across countries, since these differences influence the power as well as the incentives of the



controlling shareholders to expropriate minority shareholders. In most countries, large publicly
traded firms are generally not widely held, but rather have controlling shareholders (La Porta,
Lopez-de-Silanes and Shleifer or LLS, 1999), who are entrenched at the helm and have the ability
to designate and monitor corporate managers. As a consequence, these shareholders have the
power to expropriate minority shareholders, as well as creditors, within the constraints imposed
by the law. The centra agency problem in such firmsis not the failure of the Berle and Means
(1932) professional managers to serve minority shareholders, but rather the -- often legal --
expropriation of such minorities, as well as of the creditors, by controlling shareholders.

The power of the controlling shareholders to expropriate outside investors is moderated
by their financial incentives not to do so. An important source of such incentivesis equity or cash
flow ownership by the controlling shareholder. In general, expropriation is costly (Burkart,
Gromb, Panunzi 1998), and therefore higher cash flow ownership should lead to lower
expropriation, other thingsequal. Thisis exactly the incentive effect of manageria cash flow
ownership emphasized by Jensen and Meckling (1976) and modeled in this paper.

Our empirical analysis evauates the influence on corporate valuation of investor
protection and ownership by the controlling shareholder using company data from 27 of the
wealthiest economies around the world. We use Tobin’s Q and the price to cash flow ratio to
measure corporate valuation. We use the origin of a country’s laws and the index of specific legal
rules as indicators of shareholder protection. To understand the effects of ownership, we focus
on companies which have controlling shareholders, thereby hoping to keep the power to
expropriate relatively constant. Thisrestriction isin line with the evidence and the theoretical

work (Zingales 1995, LLS 1999, Bebchuk 1999) suggesting that, in countries with poor investor



protection, it is efficient for the entrepreneurs to retain control of their firms. Among these
companies, we consider cash flow ownership by the controlling shareholder as a measure of
incentives. Thisempirical strategy allows us to assess the effect of investor protection on
corporate valuation holding both the power and the incentives to expropriate constant, as well as
to shed light on the Jensen-Meckling effect in anew context.

Our basic finding is that, consistent with theory, better shareholder protection is associated
with higher valuation of corporate assets. This finding provides support for the quantitative
importance of the expropriation of minority shareholdersin many countries, as well asfor the role
of the law in limiting such expropriation. We also find some evidence that higher incentives from
cash flow ownership are associated with higher valuations.

This research continues a number of strands in corporate finance. First, this paper relates
to the “law and finance” literature, summarized recently in LLSV (1999). In addition to
identifying the effects of investor protection on financial market development, this literature also
shows how law influences corporate ownership structures (LLSV 1998, LLS 1999, and Claessens
et a. 1999a), dividend policies (LLSV 2000), the efficiency of investment allocation (Rgjan and
Zingales 1998, Wurgler 2000), economic growth (Demirguc-Kunt and Maksimovic 1998, Beck,
Levine, and Loayza 2000), and even the susceptibility of a country’sfinancial marketsto a crash
(Johnson et al. 1999). Our study of valuation also relates to the work that examines the voting
premium in different countries, and tends to find higher voting premiain countries with inferior
shareholder protection (e.g., DeAngelo and DeAngelo 1985, Zingales 1994, Nenova 1999).

This paper also continues alarge literature on the effects of corporate ownership

structures on valuation. Demsetz and Lehn (1985), Morck, Shleifer and Vishny (1988),



McConnell and Servaes (1990), Holderness, Kroszner and Sheehan (1999), among others, study
the effect of managerial ownership on the valuation of firmsin the United States. Morck, Shleifer
and Vishny (1988) distinguish between the negative control effects (which they call entrenchment)
and the positive incentive effects of higher ownership. These studies of U.S. data generally find
that valuation is both positively affected by incentives, and negatively affected by entrenchment.
More recently, Gorton and Schmid (1999) find some evidence of positive effects of bank
ownership on the valuation of German firms. In astudy closely related to ours, Claessens et al.
(1999b) separate the effects of entrepreneuria control and cash flow ownership on the valuation
of firmsin several East Asian countries. They find that stronger entrepreneurial control adversely
affects valuation, while cash flow ownership affects it positively.

Section 2 of the paper presents our model. Section 3 describes the data and some of the
measurement issues. Section 4 presents a preliminary analysis of the data, and in particular
demonstrates the basic findings of the effect of investor protection on valuation. Section 5

presents the more complete regression analysis. Section 6 concludes.

2. A smple mode.

In this section, we present amodel of afirm fully controlled by a single shareholder, called
the entrepreneur. There is now a sizable theoretical literature that deals with optimal ownership
structures of firms depending on the levels of “private benefits of control” (Grossman and Hart
1988, Harris and Raviv 1988, Bebchuk 1999, Bennedsen and Wolfenzon 1999, Wolfenzon 1999).
Some of this literature argues that high private benefits of control, which typically accompany low

levels of shareholder protection, lead to heavy consolidation of control in equilibrium (Grossman



and Hart 1988, Zingales 1995, LL S 1999, Bebchuk 1999). Expropriating outside investors --
even legally -- may require some secrecy, which mediates against shared control (LLS 1999).
Alternatively, an entrepreneur who gives up control invites hostile takeover bids from raiders who
themselves wish to expropriate minority shareholders (Zingales 1995, Bebchuk 1999).
Empirically, LLS show that, in most countries, control isindeed heavily concentrated, usualy in
the hands of afounding family. Our assumption that there is one controlling shareholder is thus
consistent with the available theory and evidence.

We assume that this controlling shareholder has cash flow or equity ownership « in the
firm. Although the entrepreneur’ s voting rights may be below 50%, they would typicaly be
higher than his cash flow rights « because he owns shares with superior voting rights, has
constructed an ownership pyramid, or simply controls the board (LLS 1999). For now, we
assume that « is exogenous and do not consider the sale of equity by the entrepreneur. There
may be many elements from the history and the life-cycle of the firm determining .. We discuss
the extension of the model to endogenous « after presenting the basic case.

The firm has the amount of cash I, which it investsin a project with the gross rate of
return R. The firm has no costs, so the profitsare RI. In this simple model, the scale of
investment does not matter. Not all of the profits are distributed to shareholders on a pro rata
basis. Asabenefit of controlling the firm, the entrepreneur can divert a share s of the profits from
the firm to himself, before he distributes the rest as dividends. This diversion can take the form of
salary, transfer pricing, subsidized personal loans, non-arms-length asset transactions, and it some
cases outright theft. In most countries, much of such diversion short of theft islegal. However,

unless the entrepreneur can ssimply steal profits with impunity, he has to engage in costly but legal



maneuvering to divert profits, such as setting up intermediary companies, taking risks of possible
legal challenges, and so on (Burkart, Gromb and Panunzi 1998).

As a consequence of the costs of such legal expropriation, when the entrepreneur diverts
share s of the profits, he only receives sRI - c(k,s)RI, where c(k,s) is the share of the profits that
he wasteswhen sisdiverted. We call ¢ the cost-of-theft function. Here k denotes the quality of
shareholder protection; the better protected are the shareholders, the more has to be wasted to
expropriate a given share of profits. Thusif the law accommodates something close to outright
theft, then k islow and c is close to zero, but when the law is very stringent, then k is high and
significant resources must be wasted to expropriate a given share of profits. Formally, we assume
that ¢>0, c>0, c>0, and ¢, >0. Thefirst inequality means that stealing is costlier in amore
protective legal regime; the second means that the marginal cost of stealing is positive; the third
means that the marginal cost of stealing rises as more is stolen; and the final -- crucia -- inequality
means that the margina cost of stealing is higher when investors are better protected. We assume
that the cost ¢ is borne by the entrepreneur rather than by all the shareholders®.

Under these assumptions, the entrepreneur maximizes
(1) a @ 9sRI+sRI-ck,9RI,
where the first termis his share of after-theft cash flows (or dividends), and the remaining two
terms are his benefits from expropriation. Since the solution for optimal s is independent of R,
the scale of the firm, we can assume that the entrepreneur maximizes:

(2 U=a(l- 9)+s c(k,s)

The first order condition for this problem is given by:

2This assumption does not affect any of our principal results.
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R U,=-a+1 c,(k,9)=0,
which can be rewritten as:

(4 c.(k,9=21a.

The last expression is the counterpart of the Jensen-Meckling (1976) condition for the
consumption of perquisites by the entrepreneur. It states that the higher is the cash flow
ownership by the entrepreneur, the greater are his incentives to distribute dividends in a non-
distortionary way rather than expropriate minority shareholdersin a distortionary way, and hence
the lower is the equilibrium level of expropriation for agiven k. High cash flow ownership
reduces minority expropriation.

We can now examine this first order condition to derive severa testable implications of the

model. Differentiating the first order condition with respect to k, we get

(5) cks(k,s)+css(k,s)2—i:0

We can rearrange terms and recall our assumptions on the function c to obtain:

ds* ¢ (k.9
dk  co(k,9)

(6)

Result 1: In countries with better shareholder protection, there is less expropriation of minority

shareholders.



Next, we differentiate the first order condition with respect to « to obtain.
ds*
7 C (ks —=-1
(7) «(K,S) da

Under our assumptions on the cost-of-theft function c, condition (7) implies:

ds* 1

® G e (ke) O

This gives us another important comparative static (Jensen and Meckling 1976):

Result 2: Higher cash flow ownership by the entrepreneur is associated with |ess expropriation of

minority shareholders.

But what about the implications of this model for valuation? The most natural way to
measure vauation is this model iswith Tobin’s Q, whichisgivenby Q=(1-s*)R. The

comparative statics results are then given by:

9 d_Q— d_s*R>O
O kT
dQ  ds
(19 da _ da R>0,

daQ
(11 dR>O'



We summarize these calculations as hypotheses to be tested in the empirical part of the paper.

Result 3: Other things equal

H1: Firmsin more protective legal regimes should have higher Tobin’s Qs,

H2: Firms with higher cash flow ownership by the controlling entrepreneur should have higher
Tobin's Qs,

H3: Firms with better investment opportunities should have higher Tobin’s Qs.

In our empirical work, we use the ratio of cash flow to price, CF/P, as an aternative
measure of valuation. The theoretical interpretation of CF/P is somewhat ambiguous. |If cash
flows are reported after expropriation takes place, than CF/Pisidentically equal to 1 in this
model, and is independent of investor protection. If CF/P is reported before expropriation takes
place, then expropriation of the minority shareholders will be reflected in alower price relative to
these reported cash flows, and hence CF/P declines as investor protection gets better. This
ambiguity should be kept in mind when interpreting our evidence.

The model can be used to address one further interesting question: does the marginal
benefit of stronger incentives from cash flow ownership decrease as shareholder protection

improves? That is, isit the case that:

d’Q
dadk

(12 <0?

In principle, this would be a plausible result, since, with good shareholder protection,
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expropriation might be so costly that cash flow ownership hardly matters. Unfortunately, in the
genera case this result depends on a number of difficult to sign third derivatives. Specificaly,
differentiation yields the following conditions:

d?Q d?s

dadk Rdadk

(13)
Differentiating equation (8) with respect to k, we obtain:

ds*
drse CakS)ren(ks) o

W Gadk™ (co(ks))?

In general, we cannot be sure that the numerator of the last expression is positive. However, in

the specia case of a quadratic cost-of-theft function, we obtain thisresult. Specifically, let
(15) c(k,s*)=%ksz.

In this case, al our assumptions on the function ¢ hold and differentiation yields:

(16) cy (k,s*)=1>0, and

(17) c(k,s)=0
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In this case, expression (13) is negative, and we have another testable prediction.

Result 4:
H4: For the quadratic cost-of-theft function, the effect of the entrepreneur’ s cash flow ownership

on valuation is lower in countries with good investor protection.

Before examining the hypotheses H1-H4 empirically, we briefly consider the case of the
endogenous determination of cash flow ownership, o.°. In line with both the empirical and the
theoretical work in this area, we continue to assume that the entrepreneur retains control of the
firm, and only examine his choice of cash flow ownership. For the purposes of this discussion, we
also continue to use the quadratic cost-of-theft function used in Result 4, although Result 5
presented below holds more generally.

Suppose that the entrepreneur tries to raise funds F to finance | by selling equity. Since
equity ownership gives him an incentive not to expropriate minority shareholders, the terms on
which the entrepreneur is able to raise funds depend on the equity share heretains, o.

Specificaly, if the entrepreneur invest |, then the amount of funds he can raise, F(«), is given by
what shareholders with a required rate of return of zero (as a normalization) can expect to get
back on their investment, after expropriation takes place:

(l-a)p

K BRI

(18 F(@)=(la)® s)RI=(La )gel-

3We are grateful to Daniel Wolfenzon for the calculations presented below.
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The second equality follows from the calculation of the optimal theft level for the
quadratic cost-of-theft function. Figure 1 presents the function F(«), which is quadratic in o
when the cost-of-theft function is quadratic. To finance investment |, the entrepreneur must raise
F(x) that is at least equal to 1. Figure 1 illustrates that any « in the interval [a,b] brings revenues
sufficient to cover the investment cost. The entrepreneur would however sell the least equity he

can to finance hisinvestment: in equilibrium o = b, and is the highest solution to the equation:
19 F@)=I

The reason for thisis that a higher retained equity stake reduces expropriation, and in equilibrium
the entrepreneur pays for inefficient expropriation out of his own pocket by receiving alower
price for the shares. He wants to commit to the least expropriation, which he does by retaining

the highest feasible ownership stake compatible with raising enough finance for his investment.

We note that the revenue function reaches its maximum at

which means that in equilibrium,

(2) a3l E
2
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Figurel

Revenuesraised by the entrepreneur as a function of retained owner ship.

Fla) 4
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a 1-k/2 b 1 a

These calculations lead to the following straightforward result

Result 5: The poorer isinvestor protection, the smaller is the set of projects that can be financed.

Proof: The maximum amount that can be raised is RIk/4, which isincreasing in k.

Thisresult iseasy to explain. Fix «. Inferior shareholder protection means that the
entrepreneur expropriates more in equilibrium. The price of the sharesis then lower and the
entrepreneur raises fewer dollars. Since thisistrue for al «, the maximum obtained with weak
protection must be below that obtained with good protection. This result is broadly consistent
with the findings that capital markets are broader (LLSV 1997) and firms tend to be larger in
countries with better investor protection (Kumar, Ragjan and Zingales 1999).

The specific model we present here aso yields one counterintuitive and not particularly

general result, namely that, when afirm goes public, an entrepreneur retains a higher fraction of
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the cash flows in countries with better investor protection. The reason is that, in this model, the
entrepreneur sells just enough shares to cover the set up costs . Since good investor protection
leads to higher share prices, the entrepreneur needs to sell a smaller fraction of the company to
raisel. When entrepreneurs have other reasons to sell equity, such as diversification, better

investor protection reduces their residual cash flow ownership (Shleifer and Wolfenzon 1999).

3. Data.
Construction of the sample

Our main ownership sample is based on firms previoudy studied by LLS (1999). We
collect valuation and ownership data for the largest twenty firms (by market capitalization of
common equity) in each of 27 countries. Using the largest firms makes it harder to find the
benefits of investor protection for corporate valuation, since large firms have access to substitute
mechanisms for limiting their expropriation of minority shareholders, including public scrutiny,
reputation-building, foreign shareholdings, or listings on international exchanges. We generaly
use the richest countries based on 1993 per capitaincome, but exclude a number of them that do
not have significant stock markets (e.g., Kuwait, United Arab Emirates, and Saudi Arabia).

Like LLS (1999), the ownership sample studied here excludes all affiliates of foreign
firms. A firmisdefined as an affiliate of aforeign company if at least 50 percent of its votes are
directly or indirectly controlled by a single foreign corporate owner. Unlike LLS (1999), we here
exclude banks and financial firms (S.1.Cs. 6,000 through 6,999) because valuation ratios for
financia firms are not comparable to those of non-financia firms. Finally, because the model

makes predictions for the valuation of firms that have controlling shareholders, we focus on the
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subsample of firmsthat are not widely-held (as defined below). This means that some countries
(such asthe UK and the US, for example) have considerably fewer than twenty observationsin
the ownership sample. The final ownership sample in this paper consists of 371 firms.

Asarule, our companies come from the WorldScope database®. For Argentina,
WorldScope coverage is limited and we use other sources to add five firmsto the sample. We
generdly rely on annual reports, 20-F filings for companies with American Depositary Receipts
(ADRs), proxy statements, and -- for several countries -- country-specific books that detail
ownership structures of their companies. We use the Internet because many individual companies
(e.g., in Scandinavia), as well as ingtitutions (e.g., the Paris Bourse and The Financial Times)
have Websites that contain information on ownership structures. Virtually al of our data are for
1996 and 1995, though we have two observations where the data come from the earlier years, and
afew from 1997. Because ownership patterns tend to be relatively stable, the fact that the
ownership data do not all come from the same year is not a big problem.

For several countries, our standard procedures do not work because disclosure is so
limited. For Greece, we take the 20 largest corporations for which we could find ownership data
(mostly in Bloomberg). For Mexico, we take the 20 largest WorldScope firms that have ADRs.
For Isradl, we rely almost entirely on 20-Fs, Lexis/Nexis and Internet sources. For Korea,
different sources offer conflicting information on corporate ownership structures of chaebols. We
were advised by Korean scholars that the best source for chaebols (2 cases) contains information
as of 1984, so we use the more stale but reliable data

To describe control of companies, we identify all shareholders who control over 20

“See Appendix A for more details on data sources.
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percent of the votes. In many cases, the principal shareholdersin our firms are themselves
corporate entities and financia institutions. We then try to find the mgjor shareholders in these
entities, the maor shareholders in the major shareholders, and so on, until we find the ultimate
controllers of the votes. We say that a corporation has a controlling shareholder (ultimate owner)
if this shareholder’ s direct and indirect voting rightsin the firm exceed 20 percent. A shareholder
has x% indirect control over firm A if: (1) it controls directly firm B which, in turn, directly
controls x% of the votesin firm A; or (2) it controls directly firm C which in turn controls firm B
(or asequence of firms leading to firm B each of which has control over the next one, i.e., they
form a control chain), which directly controls x% of the votesin firm A. Table| provides amore
precise definition. The idea behind using 20 percent of the votesis that thisis usualy more than
enough to have effective control of afirm?.

In addition to defining control, we need to compute cash flow ownership of the
controlling shareholder (or family), the « from the model. We measure « as the fraction of the
sample firm’s cash flow rights owned directly and indirectly by the controlling shareholder. The
shareholder may hold the cash flow stake o directly. If dternatively afraction x of the cash flows
in the sample company is owned by another corporation which the controlling shareholder
controls, and if he owns the fraction y of the cash flows of this corporation, then « is equal to the
product of x andy. If there are severa chains of ownership between the controlling shareholder
and the sample company, we add his cash flow ownership across all these chains.

Table | summarizes al the variables. We use two rough proxies for protection of

°As arobustness check, we also considered a dightly larger sample of 421 firmsin which
the control of 10 percent of the votesis taken as sufficient for effective control. The results for
this sample were statistically weaker, but very similar to those we present here.
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minority shareholders, the theoretical k of the model. Thefirst isadummy equa to oneif a
country’s company law or commercia code is of common law origin, and zero otherwise.
Because we have data on fewer countries than LLSV (1998), we do not distinguish between
French, German, and Scandinavian civil law originsin this paper. LLSV (1998) show that
countries with the common law legal origin have better protection of minority shareholders than
do countries with civil law legd origins. The reason for this finding may be the judiciary
philosophy of common law countries, which allows judges to broadly interpret certain principles,
such asfiduciary duty, and hence authorizes them to prohibit more forms of minority
expropriation. Alternatively, common law countries may protect minority investors better
because corporate owners have less political influence. The second measure of investor
protection is the index of anti-director rights, also from LLSV (1998). Thisindex reflects such
aspects of minority rights as the ease of voting for directors, the freedom of trading shares during
a shareholders meeting, the possibility of electing directors through a cumulative voting
mechanism or proportional representation of minorities on the board, the existence of a grievance
mechanism for oppressed minority shareholders, such as a class action lawsuit or appraisa rights
for major corporate decisions, the existence of a preemptive right to new security issues by the
firm, and the percentage of votes needed to call an extraordinary shareholder meeting. LLSV
(1997) find that the anti-director rights score predicts stock market development across countries.
Our principal measure of valuation is Tobin's Q, which has been used in similar analyses
since Demsetz and Lehn (1985) and Morck et a. (1988). We compute it for the most recent
fiscal year available, typically 1995. The numerator of Tobin’s Q is the book value of assets

minus the book value of common equity and deferred taxes plus the market value of common
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equity. The denominator isthe book value of assets. We also compute the cash-flow-to-price
ratios as ameasure of valuation®. Its numerator isthe average cash flow over the three most
recent fiscal years, with negative (average) cash-flows set to missing. We average cash flow to
smooth the business cycles’. The denominator is the market value of common equity at the end
of the most recent fiscal year. To minimize the weight of outliers, we cap the two valuation
measures at both the 5" and 95™ percentile.

For each firm, we also compute its annual sales growth rate over the most recent three
fiscal years. Thisis our rough proxy for the expected rate of return on investment, R. We cap
growth in sales at both the 5™ and 95" percentiles to avoid problems with outliers. We use sales
rather than earnings growth to avoid dealing with the volatility and manipulability of earnings.

For our two measures of valuation and the sales growth rate, we also compute industry
adjusted measures. For each company in a given industry, we make this adjustment relative to the
world-wide rather than country-wide average for that industry (i.e., we take out world-wide
industry effects rather than country-industry effects). Asan example, consider the computation of
the industry-adjusted growth in sales.  We first find the world-wide median growth in real sales
for each industry using all WorldScope (non-sample) firms in the twenty seven countries of our
sample. The industry-adjusted growth in sales for a company is the difference between its own

sales growth and the world median sales growth initsindustry.?  Theideaisthat different

®As checks of robustness, we also tried the (less theoretically clearcut) earnings-to-price
and the sales-to-price ratios; and obtained results similar to those reported in the paper.

"We obtain the results similar to those reported here when cash flows are not averaged.

8 Industry is defined at the three-digit S.I.C. level whenever there are at least five
WorldScope non-sample firmsin the control group (363 cases) and at the two-digit S.I.C. level
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industries might be at different stages of maturity and growth that determine their valuations.

In addition to the ownership sample, we present some of the raw statistics on the effect of
investor protection on valuation for a broader sample of March, 1996 Worldscope firms, for
which we do not have ownership data. In this sample, we restrict attention to firms from the same
27 countries covered in the ownership sample, and exclude financial firms for which standard
valuation measures are inappropriate.  This sample consists of 8,513 firms.

Onefina issue that needs mentioning is the differences in consolidation rulesin financial
statements among countries, which can in principle severely distort our measures of valuation.

We have examined this issue in some detail, and summarize our findingsin Appendix B. Based

on this analysis, we do not adjust the reported accounting data.

4. Preliminary results on investor protection and valuation.

Table Il presents the basic results from the broad Worl dscope sample on the relationship
between legal origin (common vs. civil law) and valuation across 27 countries. For each country,
we compute the median Tobin’s Q and the cash-flow-to-price ratio for the relevant Worldscope
firmsin that country. We aso present the number of observationsin each country, the country’s
antidirector rights score, and the median sales growth rate of the sample firms from that country.
Finally, we compute the median of medians of each variable among civil law and common law
countries separately, and compare them.

Two points should be noted. First, in the Worldscope sample, countries like the U.S,, the

U.K., and Japan have alot more firms than most other countries do. Aswe argued in LLSV

when the previous condition is not met (8 cases).
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(1997), broad stock markets reflect high levels of minority shareholder protection in these
countries. By focusing on country medians, however, we do not give these countries any higher
weight. Second, Table Il confirms the findings of our earlier papers, namely that common law
countries have sharply higher antidirector rights scores than civil law countries do. The median
anti-director rights scoreis 2 for civil law countries, and 4 for common law countries.

The principal result of Table Il isthat companiesin common law countries have higher
valuations than do companiesin civil law countries. The median of medians (MOM) Tobin'sQ is
1.23 for common law, and 1.10 for civil law countries (t = -2.06). The MOM cash flow to price
ratio is higher in civil law countries (.12 vs. .10, athough the significance level is only 10%).
These results are consistent with the prediction that better shareholder protection is associated
with higher corporate valuation. At the same time, the growth rate in salesin also higher for
common law countries, suggesting that the investment opportunities their companies face may be
better. Without controlling for such opportunities as well as differences in industrial composition
and ownership structures, these results must be regarded as preliminary.

Table Il presents the same calculations as those in Table 11, except on the “ ownership
sample’ -- the firms for which we have computed ownership and which have controlling
shareholders. The number of firms from the U.S., U.K., and Japan, countries with relatively
dispersed ownership structures (LLS 1999), falls dramatically in this sample. Despite a very
different sample, the findings of Table Il are confirmed. The MOM Tobin's Q in common law
countriesis 1.48 compared to 1.21 in civil law countries (t=2.16). The differences across legal
systemsin MOM cash flow to priceratio is aso large and statistically significant (t=2.88).

Differences in sales growth rates, however, continue to favor common law countries.
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Table 1V examines the robustness of these results. In Panel A, welook at the
Worldscope sample, but sort countries on the basis not of legal origin but of the anti-director
rights score, which can be low (0, 1, 2, or 3) or high (4 or 5). Although qualitatively the results
of Table Il are preserved, the statistical significance of the difference in MOM Tobin's Q'sis how
lower. Still, the MOM Tobin's Q remains higher, and cash flow to price ratio lower, in countries
with high anti-director rights score (the latter is statistically significant). Panel B presents avery
similar result for the ownership sample. In the regressions presented below, we do not find as
sharp a difference between the legal origin and the anti-director rights results.

In summary, Tables 11-1V document that firms in countries with better shareholder
protection have higher valuations relative to some measure of their “fundamentals,” such as
assets or cash flow, than firmsin countries with inferior shareholder protection. Thisresultis
broadly consistent with the main prediction of our model. At the same time, the model generates
additional predictions, which may also mean that a smple comparison of medians omits important
confounding effects. In the next section, we turn to the regression analysis to reexamine

Hypothesis 1 and to address the additional predictions.

V. Regression analysis.

For most of the analysis in this section, we follow the literature on the relationship
between ownership and valuation in treating o as exogenous. At the end of the section, we
consider some of the issues posed by the possible endogeneity of o.

Table V presents our basic tests of the hypotheses developed in Section 2. All the

regressions are run on 371 firms from 27 countries. Since valuations may be country-specificin
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ways not captured by our investor protection variables, all the regressions are run with country
random effects. Hausman tests fail to reject the hypothesis that random effects is the appropriate
specification. In all regressions, we control for the past growth rate in sales as a measure of
investment opportunities for each firm. There are two panelsin Table V corresponding to the
two measures of valuation we use: Tobin’s Q and cash flow to priceratio.

Each panel contains 4 regressions. In the first two we use the common law dummy as the
measure of shareholder protection, and in the second two the antidirector rights score. For each
measure of shareholder protection, we present two specifications. First, we use shareholder
protection as the only independent variable, besides the sales growth rate. From the point of view
of the model, this corresponds to regressing Q on k and R. Second, we aso include in the
regression the cash flow rights of the controlling shareholder as well as an interaction term
between that measure and the investor protection variable. This corresponds to testing the full
model, since we are regressing Q on k, R, «, and kec.. Recall that Hypotheses 2 and 4 predict
that incentives from cash flow ownership should exert a positive influence on valuation, and that
this influence should be greater in countries with inferior protection of shareholders.

Panel A of Table V presents the results for Tobin's Q as a measure of valuation. Note
first that growth in sales has a positive coefficient in all specifications. When the common law
dummy is used as a measure of shareholder protection and isincluded aone, it is significant at
only 15% level. But when it isincluded along with the cash flow rights and the interaction term,
its coefficient is significant at the 10% level, and implies that Tobin’s Q rises by an impressive .34
as one moves from civil to common law origin, other things equal. The coefficient on the cash

flow rightsis significant at the 10% level also, athough the coefficient on the interaction term is
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not. These parameter estimates imply that, as cash flow ownership rises from 20% to 30%,
Tobin'sQ risesby .27 in civil law countries, and not at al in common law countries.

When included aone, the antidirector rights score isinsignificant. But when cash flow
rights and the interaction term are added to the regression, the coefficient on antidirector rights
becomes significant at the 10% level and suggests that an improvement in the score by 2 points
(from the civil law to the common law median) raises Tobin's Q by about .2. The coefficient on
the cash flow rights variable is .6 and significant at the 5% level. The coefficient on the
interaction termis -.15, and very marginally significant, although its sign is consistent with the
prediction of the theory. These resultsimply that as cash flow ownership rises from, say 20% to
30%, Tobin's Q increases by about .03 when the anti-director scoreis 2, and not at al when the
anti-director score is4. The incentive effect issmall evenin civil law countries.

Panel B of Table V presents the results for the cash flow to priceratio. The growth in
saesis significant with apredicted sign in al specifications. The results using both the common
law dummy and the anti-director score as measures of shareholder rights are also extremely
strong: in all four regressions better shareholder protection is associated with sharply higher and
statistically significant valuation, consistent with Hypothesis 1. The results on incentives are not,
however, significant, although the signs of coefficients are generally consistent with the theory.

Table VI presents the results with industry adjusted data. The conclusion that investor
protection is associated with higher valuation is if anything statistically stronger than in Table V.
The result that incentives are associated with higher valuation when investor protection is poor
also holds up for Tobin's Q, but not for cash flow to price. The results are thus similar to those

without the industry adjustment. In particular, the evidence continues to support Hypothesis 1.
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A discussion of results on incentives.

In the empirical analysis so far, we have assumed that « is exogenous. Although this
assumption follows most of the literature in this area, it may be questioned. Our defense of this
assumption is that, generally speaking, ownership patterns are extremely stable, especialy outside
the United States, and are shaped largely by histories of the companies and their founding
families. Still, we next consider some ways to get around this assumption, and some empirical
implications of endogenous ownership. We aso discuss the incentives results more broadly.

According to the theory in Section 2, there may be a country-specific effect in our
measure of cash flow ownership. The incentive effect we are picking up is then a cross-country
rather than a cross-firm effect. Lacking instruments, we can address this problem by focusing
solely on within-country variation of cash flow ownership, which is arguably more exogenous to
thelegal regime. In Table VIl we use as our cash flow rights variable for each firm the measure
relative to the country mean. This adjustment reduces the magnitude and significance of the
investor protection results. The common law dummy remains marginally significant in some
specifications. The incentive effects show up at about 15% significance level, indicating that our
earlier findings are not driven solely by differences between countries.

A possible reason for this fragility of the evidence on incentives may come from our
assumption that the degree of control by the controlling shareholder is constant (effectively nearly
absolute) as long as he has over 20% of the votes. If the degree of control rises as the voting
rights increase, and if moreover cash flow rights are correlated with voting rights, then our
incentive measure may be capturing greater control by the dominant shareholder rather than

greater incentives. And if greater control is associated with greater expropriation, then valuation
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should fall with greater control rights. Our finding of only aweak incentive effect may come from
this confounding of incentives and power. Put differently, the same problems that plague U.S.
data in separating incentive and control effects also plague the international data.

We explore thisissue in Table VIII, which presents country medians of cash flow and
control rights. The last column of Table V111 computes, for each country, the median ratio of
cash flow rights to control rights held by the controlling shareholder in the ownership sample,
which we call the wedge. The wedge close to 1 points to small deviations from one-share-one-
vote (through pyramids or multiple classes of stock), whereas a small number pointsto alarge
deviation. We aso compute the MOM for common and civil law origins. The clear message of
Table VIl isthat in this sample the deviations from one share one vote are small. Although in
some countries such as Sweden and Isragl the median wedgeislow (i.e., the deviations are large),
on average they are relatively small (see LLS 1999 for a further discussion of thisissue). The
world-wide MOM wedge is .93; it is 1 for common law, and .92 for civil law countries. Perhaps
the reason for our finding a weak incentive effect, then, is the problem of separating
econometrically cash flow ownership from control. Nonetheless, we see no plausible aternative
to our specification in this data set, since the theoretical model makes the sharp prediction that all

the variables that we have included in the regressions should actually be there.

V1. Conclusion.
In this paper, we presented a simple theory of the consequences of corporate ownership
for corporate valuation in different legal regimes. We have aso tested this theory using data on

companies from 27 wealthy countries around the world. The results generally confirm the crucial
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prediction of the theory, namely that poor shareholder protection is penalized with lower
valuations. This evidence supports the importance of expropriation of minority shareholders by
controlling shareholders in many countries, and for the role of the law in limiting such
expropriation. Assuch, it adds an important link to the explanation of the consequences of
investor protection for financial market devel opment.

The evidence is more mixed on some of the other implications of the theory. On the
incentive effects of cash flow ownership, the evidence provides some support for the theory, and
is consistent with the findings of Claessens et al. (1999b) on alarger sample of companies from
Asia  The evidence expands our understanding of the role of investor protection in shaping
corporate finance, by clarifying the roles which both the incentives and the law play in delivering

value to outside shareholders.
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Tablel: TheVariables
This table describes the variables collected for the twenty seven countries included in our study. The first
column givesthe nameof thevariable. The second column describesthe variable and providesthe sourcesfrom
which the variable was collected.

Variable Description

Common Law Equals oneif the origin of the Company Law or Commercial Code of the country
isthe English Common Law and zero otherwise. Source: La Porta et al. (1998).

Civil Law Equals oneif the Company Law or Commercial Code of the country originatesin
Roman Law and 0 otherwise. Source: La Porta et al. (1998).

Antidirector Rights Index of antidirector rights. Theindex of antidirector rightsisformed by adding
one when: (1) the country allows shareholders to mail their proxy vote; (2)
shareholders are not required to deposit their shares prior to the General
Shareholders' Mesting; (3) cumulative voting or proportional representation of
minorities on the board of directors is allowed; (4) an oppressed minorities
mechanism isin place; (5) the minimum percentage of share capital that entitles
a shareholder to call for an Extraordinary Shareholders' Meeting is less than or
equal to ten percent (the sample median); (6) or when shareholders have
preemptive rights that can only be waved by a shareholders meeting. The range
for theindex isfrom zero to six. Source: La Porta et al. (1998).

Tobin'sQ Theratio of the market value of assetsto their replacement value at the end of the
most recent fiscal year. The market value of assetsis proxied by the book value
of assets minus the book value of equity minus deferred taxes plus the market
value of common stock. The replacement value of assets is proxied by the book
value of assets. Source: WorldScope Database (3/96).

Ind-Tobin's Q Industry-adjusted Tobin’s Q ratio. Ind-Tobin’s Q is computed as the difference
between Tobin's Q and the world median Tobin's Q for the firm’s industry.
Industry control groups are defined at the three-digit S.I.C. level whenever there
are at least five WorldScope firms (excluding sample firms) in that group and at
the two-digit S.1.C. level otherwise. Source: WorldScope Database (3/96).

CF/P The cash-flow-to-price ratio. Cash flow is defined as the sum of earnings (net
income before extraordinary items) and depreciation. We set the ratio to missing
when cash flow is negative. It is expressed in US dollars and averaged over the
three most recent fiscal years. Price is defined as the market value of common
equity, expressed in US dollars, at the end of the most recent fiscal year. Source:
WorldScope Database (3/96).

Ind-CH/P Industry-adjusted cash flow-to-priceratio. Ind-CF/Piscomputed asthedifference
between CF/P and the world median CF/Pfor thefirm’sindustry. Industry control
groups are defined at the three-digit S.1.C. level whenever there are at least five
WorldScope firms (excluding sample firms) in that group and at the two-digit
S.I.C. level otherwise. Source: WorldScope Database (3/96).

GS Geometric average annual percentage growth in lagged (net) sales for up to 3
years depending on data availability. Sales are expressed in (US$) dollars.
Source: WorldScope Database (3/96).
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Variable

Description

Ind-GS

Control Rights

CF Rights

Wedge
CF Rights* Antidirector

CF Rights* Common

Average annual Industry-adjusted growth in lagged (net) sales for up to three
years depending on data availability. Ind-GS is computed as the difference
between GS and the world median GS for the firm’s industry. Industry control
groups are defined at the three-digit S.1.C. level whenever there are at least five
WorldScope firms (excluding sample firms) in that group and at the two-digit
S.I.C. level otherwise. Source: WorldScope Database (3/96).

Equal to the fraction of the firm's voting rights owned by its controlling
shareholder. To measure control we combine ashareholder’ sdirect (i.e, through
shares registered in her name) and indirect (i.e, through shares held by entities
that, in turn, she controls) voting rights in the firm. A shareholder has an x%
indirect control over firm A if: (1) she controls directly firm B which, in turn,
directly controls x% of the votes in firm A; or (2) she controls directly firm C
which in turn controls firm B (or a sequence of firms leading to firm B each of
which has control over the next one, i.e. they form acontrol chain) which, inturn,
directly controls x% of thevotesin firm A. A group of n companiesform achain
of contral if each firm 1 through n-1 controls the consecutive firm. A firmin our
sample has a controlling shareholder if the sum of her direct and indirect voting
rights exceeds twenty percent. When two or more shareholders meet our criteria
for control, we assign control to the shareholder with the largest (direct plus
indirect) voting stake.

Ultimate cash flow right of the controlling shareholder in the sample firm. CF
Rights are computed as the product of all the equity stakes along the control chain
(see description of Control Rights for an explanation of “control chains’).

The ratio of Cash Flow Right over Control Rights.
Equal to the product of CF Rights and Antidirector Rights.

Equals CF Rights if Common Law is equal to one and O otherwise.
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Tablell: The WorldScope Sample
Panel A classifies countries by legal origin and presents medians by country for al WorldScope firms in our
27 sample countries. N is the number of firmsin each country. Definitions for the remaining variablesarein
Tablel. Panel B reports tests of medians for civil versus common legal origin.

Country N Antidirector Tobin'sQ CF/P GS (%)
Rights

Panel A: Medians

Argentina 32 4 1.0861 0.1485 10.17
Austria 52 2 1.1088 0.1716 10.56
Belgium 73 0 1.1021 0.1362 8.43
Denmark 114 2 11671 0.1147 10.03
Finland 72 3 1.0812 0.1934 14.09
France 457 3 1.0904 0.1458 7.37
Germany 333 1 1.2359 0.1300 6.65
Greece 73 2 1.4218 0.0831 11.49
Italy 137 1 1.0156 0.1723 2.84
Japan 1836 4 1.3020 0.0410 -0.98
Korea 185 2 1.0663 0.0726 11.05
Mexico 68 1 1.3365 0.0949 -4.95
Netherlands 146 2 1.2213 0.1402 9.45
Norway 73 4 1.1450 0.1021 10.60
Portugal 52 3 0.9577 0.1109 941
Spain 100 4 1.0691 0.1161 5.59
Sweden 119 3 1.0875 0.1209 14.08
Switzerland 125 2 1.0550 0.1073 10.52
Civil Law Median 107 2 1.0963 0.1185 9.74
Australia 181 4 1.2345 0.0998 15.17
Canada 348 5 1.1510 0.1262 9.55
Hong Kong 159 5 1.0424 0.1373 11.93
Ireland 47 4 1.2862 0.0972 14.71
Israel 21 3 1.1672 0.1141 13.50
New Zealand 47 4 1.1949 0.0970 15.94
Singapore 125 4 1.4001 0.0523 17.07
United Kingdom 1157 5 1.4257 0.0812 10.27
United States 2381 5 1.3950 0.0808 8.24
Common Law Median 159 4 1.2345 0.0972 13.50
Sample M edian 119 3 1.1510 0.1141 10.27

Panel B: Test of Medians (z-statistic)

Civil vs Common Law -3532 -2.06° 1.80° -2.52°

a=Significant at 1% level; b=Significant at 5% level; c=Significant at 10% level; d=Significant at 15% level.
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Tablelll: The Ownership Sample
Panel A classifies countries by lega origin and presents medians by country for the sub-sample of 371 firms
that have a controlling shareholder at the twenty percent level. N isthe number of firmsin each country with
a controlling shareholder at the twenty percent level. Definitions for the remaining variables arein Table .
Panel B reports tests of medians for civil versus common legal origin.

Country N Antidirector  Tobin'sQ CF/P GS (%)
Rights
Panel A: Medians

Argentina 20 4 1.1494 0.1467 14.07
Austria 19 2 11131 0.1502 9.31
Belgium 19 0 1.2181 0.1326 8.95
Denmark 16 2 1.5695 0.0851 11.43
Finland 14 3 1.0457 0.2045 11.85
France 10 3 1.2176 0.1022 9.36
Germany 13 1 1.1842 0.1537 8.62
Greece 20 2 1.6734 0.0748 22.05
[taly 18 1 1.0320 0.1503 7.33
Japan 7 4 1.3665 0.0462 0.84
Korea 9 2 1.0580 0.1232 13.72
Mexico 20 1 1.6388 0.0949 -4.00
Netherlands 13 2 1.9258 0.0754 12.25
Norway 16 4 1.1443 0.1130 14.16
Portugal 18 3 1.1367 0.1067 22.00
Spain 15 4 1.2061 0.1104 5.05
Sweden 17 3 1.2130 0.1023 15.05
Switzerland 13 2 1.4645 0.0782 10.78
Civil Law Median 16 2 1.2096 0.1086 1111
Australia 6 4 1.4823 0.0696 14.08
Canada 10 5 15738 0.0779 11.88
Hong Kong 19 5 1.1842 0.0811 11.32
Ireland 7 4 1.3228 0.0738 10.25
Israel 19 3 1.1669 0.1189 12.88
New Zealand 15 4 14771 0.0839 21.32
Singapore 14 4 1.6874 0.0398 26.59
United Kingdom 1 5 3.3825 0.0306 39.59
United States 3 5 2.2638 0.0561 24.30
Common Law Median 10 4 1.4823 0.0738 14.08
Sample Median 15 3 1.2181 0.0949 11.88

Panel B: Test of Medians (z-statistic)

Civil vs Common Law -3532 -2.16° 2.88? -2.21°




a=Significant at 1% level; b=Significant at 5% level; c=Significant at 10% level; d=Significant at 15% level.
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TableV: Robustness of the Univariate Results
The table presents results of two robustness tests. Panels A and B present medians of medians for the
WorldScope and ownership samples, respectively, for countries sorted according to antidirector rights. N is
the median number of firms. Definitions for the remaining variablesarein Table .

Country N Antidirector  Tobin'sQ CF/P GS (%)
Rights
Panel A: WorldScope Sample by Antidirector Rights
Low Antidirector Median 114 2 1.1021 0.1209 10.03
High Antidirector Median 142 4 1.2147 0.0985 10.43
Z-stat Low vs. High Antidirector -4.50° -1.51¢ 1.90° -1.07

Panel B: Ownership Sample by Antidirector Rights

Low Antidirector Median 17 2 1.2130 0.1067 11.43
High Antidirector Median 12 4 1.4218 0.0758 14.08
Z-stat Low vs. High Antidirector -4.50° -1.56¢ 2.68% -1.37

a=Significant at 1% level; b=Significant at 5% level; c=Significant at 10% level; d=Significant at 15% level.
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TableV - Random Effects Regressionsfor Raw Data
Random effects regressions for the cross-section of 371 firmsin 27 countries. Table | provides definitions for the variables. The dependent variables
are: (1) Tobin'sQinPanel A; and (2) CF/Pin Panel B. The independent variables are: (1) GS, the three-year geometric average annual growth ratein
sales; (2) Common Law, adummy variable that equals oneif thelegal origin of the Company Law or Commercial Code of the country in which the firm
is incorporated is Common Law and zero otherwise; (3) Antidirector Rights, the Index of Antidirector rights of the country in which the firm is
incorporated; (4) CF Rights, the fraction of the cash flow rights held by the firm’s controlling shareholder; (5) the interaction between CF Rights and
Common; and (6) the interaction between Antidirector Rights and CF Rights. Standard errors are shown in parentheses.

Independent Variables

Constant GS Common Law Antidirector CF Rights CF Rights* CF Rights* Overdl R?
Common Antidirector
Panel A: Tobin'sQ
1.34172 0.5945% 0.2578° 0.0369
(0.0967) (0.1861) (0.1688)
1.2404% 0.6095" 0.3425° 0.2733° -0.2702 0.0471
(0.1061) (0.1868) (0.1820) (0.1608) (0.2991)
1.2211* 0.6016" 0.0681 0.0224
(0.1876) (0.1862) (0.0574)
1.0150% 0.6299* 0.1135° 0.6160° -0.1519° 0.0383
(0.1974) (0.1867) (0.0603) (0.3045) (0.0969)
Panel B: Cash-flow-to-price Ratio
0.1360% -0.0767° -0.0368° 0.1036
(0.0072) (0.0191) (0.0124)
0.1371* -0.0776° -0.0456° -0.0025 0.0257 0.1040
(0.0096) (0.0191) (0.0164) (0.0164) (0.0305)
0.1598* -0.0782° -0.0118° 0.0937
(0.0136) (0.019) (0.0042)
0.1620* -0.0786° -0.0133" -0.0064 0.0045 0.0945
(0.0179) (0.0192) (0.0055) (0.0312) (0.0099)

a=Significant at 1% level; b=Significant at 5% level; c=Significant at 10% level; d=Significant at 15% level.

37



Table VI - Random Effects Regressonsfor Industry-Adjusted Data
Random effects regressions for the cross-section of 371 firmsin 27 countries. Table | provides definitions for the variables. The dependent variables
are: (1) Ind-Tobin's Q in Panel A; and (2) Ind-CF/P in Panel B. The independent variables are: (1) GS-Ind, the three-year geometric average annual
growth rate in industry-adjusted sales; (2) Common Law, adummy variable that equals oneif the legal origin of the Company Law or Commercia Code
of the country in which the firm is incorporated is Common Law and zero otherwise; (3) Antidirector Rights, the Index of Antidirector rights of the
country inwhich thefirm isincorporated; (4) CF Rights, the fraction of the cash flow rights held by the firm’ s controlling shareholder; (5) the interaction
between CF Rights and Common; and (6) the interaction between Antidirector Rights and CF Rights. Standard errors are shown in parentheses.

Independent Variables

Constant GS-Ind Common Law Antidirector CF Rights CF Rights* CF Rights* Overdl R?
Common Antidirector

Panel A: Industry - Adjusted Tobin's Q

0.0924 0.5767% 0.1967° 0.0377
(0.0777) (0.1785) (0.1398)

0.0203 0.5934° 0.3229 0.2990° -0.3770 0.0517
(0.0915) (0.1787) (0.1607) (0.1543) (0.2875)

-0.0065 0.5837° 0.0535 0.0287
(0.1525) (0.1785) (0.0472)

-0.1809 0.6058° 0.0892° 0.5230° -0.1200 0.0446
(0.1686) (0.1791) (0.0521) (0.2940) (0.0935)

Panel B: Industry - Adjusted Cash-flow-to-price Ratio

0.0398° -0.0742° -0.0293 0.0787
(0.0064) (0.0193) (0.0116)

0.0455° -0.0757° -0.0467° -0.0153 0.0510° 0.0827
(0.0091) (0.0193) (0.0159) (0.0165) (0.0308)

0.0604° -0.0755° -0.0100° 0.0819
(0.0123) (0.0193) (0.0038)

0.0685° -0.0763° -0.0129 -0.0233 0.0084 0.0836
(0.0170) (0.0193) (0.0053) (0.0316) (0.0100)

a=Significant at 1% level; b=Significant at 5% level; c=Significant at 10% level; d=Significant at 15% level.
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Table VII: Random Effects and Demeaned Owner ship
Random effects regressions for the cross-section of 371 firmsin 27 countries. Table | provides definitions for the variables. The dependent variables
are: (1) Tobin'sQinPanel A; and (2) Industry-adjusted Tobin’sQ in Panel B. Theindependent variables are: (1) GS, the three-year geometric average
annua growth ratein sales; (2) Common Law, a dummy variable that equals one if the legal origin of the Company Law or Commercial Code of the
country in which the firm isincorporated is Common Law and zero otherwise; (3) Antidirector Rights, the Index of Antidirector rights of the country
in which the firm is incorporated; (4) CF Rights, the deviations from the country mean of the fraction of the cash flow rights held by the firm’s twenty
percent controlling shareholder (defined in Table1); (5) the interaction between CF Rights and Common; and (6) the interaction between Antidirector
Rights and CF Rights. Standard errors are shown in parentheses.

Independent Variables

Constant GS Common Law Antidirector CF Rights CF Rights* CF Rights* Overdl R?
Common Antidirector
Panel A: Tobin'sQ

1.3459* 0.5936" 0.2581¢ 0.0350
(0.0977) (0.1866) (0.1705)

1.3450% 0.6002* 0.2600° 0.2580° -0.1828 0.0398
(0.0992) (0.1868) (0.1730) (0.1620) (0.3005)

1.2213* 0.6008* 0.0685 0.0207
(0.1896) (0.1867) (0.0580)

1.2179* 0.6195% 0.0687 0.5436° -0.1211 0.0275
(0.1908) (0.1869) (0.0583) (0.3041) (0.0971)

Panel B: Industry-Adjusted Tobin's Q

0.0923 0.5734* 0.2027° 0.0363
(0.0781) (0.1816) (0.1408)

0.0915 0.5851* 0.2067 0.4305° -0.0893 0.0419
(0.0813) (0.1816) (0.1464) (0.2963) (0.0959)

-0.0124 0.5818* 0.0560 0.0276
(0.1530) (0.1815) (0.0474)

-0.0165 0.5934* 0.0574 0.4305° -0.0890 0.0331
(0.1578) (0.1816) (0.0488) (0.2968) (0.0960)

a=Significant at 1% level; b=Significant at 5% level; c=Significant at 10% level; d=Significant at 15% level.
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Table VIII: Ownership, Control, Wedge
Panel A classifies countries by legal origin and presents medians by country for the sub-sample of 371 firms
that have a controlling shareholder at the twenty percent level. N isthe number of firmsin each country with
a controlling shareholder at the twenty percent level. Definitions for the remaining variables are in Table I.
Panel B reports tests of medians for civil versus common legal origin.

Country N CF Rights Control Rights Wedge
Panel A: Medians

Argentina 20 0.4062 0.4640 0.8767
Austria 19 0.5000 0.5190 1.0000
Belgium 19 0.3019 0.3653 0.8431
Denmark 16 0.3765 0.5287 1.0000
Finland 14 0.4325 0.5820 0.9256
France 10 0.2195 0.3133 0.6574
Germany 13 0.2930 0.3490 0.9172
Greece 20 0.5303 0.5303 1.0000
[taly 18 0.3078 0.5113 0.6354
Japan 7 0.5250 0.5250 1.0000
Korea 9 0.2610 0.2960 1.0000
Mexico 20 0.3419 0.5264 0.7706
Netherlands 13 0.3820 0.6935 1.0000
Norway 16 0.2465 0.3288 0.8723
Portugal 18 0.5100 0.5100 1.0000
Spain 15 0.3700 0.4898 0.9036
Sweden 17 0.0950 0.4100 0.2571
Switzerland 13 0.3100 0.5225 0.9156
Civil Law Median 16 0.3559 0.5107 0.9164
Australia 6 0.3518 0.3641 1.0000
Canada 10 0.2322 0.4926 0.6601
Hong Kong 19 0.2807 0.3500 1.0000
Ireland 7 0.5220 0.5220 1.0000
Israel 19 0.2023 0.3820 0.5000
New Zedland 15 0.2818 0.3093 1.0000
Singapore 14 0.3077 0.3227 1.0000
United Kingdom 1 0.1212 0.3093 0.3918
United States 3 0.2370 0.2370 1.0000
Common Law Median 10 0.2807 0.3500 1.0000
Sample Median 15 0.3078 0.4640 0.9256

Panel B: Test of Medians (z-statistic)

Civil vs Common Law 1.85° 2.32° -0.60

a=Significant at 1% level; b=Significant at 5% level; c=Significant at 10% level; d=Significant at 15% level.
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Appendix A
Table A.1 describes the type of ownership source data for each country aswell as the year for which we have
ownership data for the 540 firms in the sample (the twenty largest firms in each of the 27 countries). It
presents the total number of firmsin each country that have ownership data from a particular type of source
as well as the total number of firms that have ownership datafor any given year. Primary sources include
annual reports, proxy statements, 20-Fs, and prospectuses. A detailed list of booksand Internet resourcesused
for each country is presented on Table A.2.

TableA.1l
Data Sources Y ear of Data

Country Primayy Book Lexis Internet Other | Pre-1995 1995 1996 1997
Argentina 10 6 0 0 4t 2 12 5 1
Austria 1 18 0 0 12 0 16 1 3
Belgium 0 20 0 0 0 0 0 20 0
Denmark 5 0 8 4 3B 3 6 6 5
Finland 9 0 2 9 0 1 2 16 1
France 14 4 0 2 0 3 12 5 0
Germany 0 20 0 0 0 0 20 0 0
Greece 0 0 3 0 174 0 2 14 4
Itay 1 17 2 0 0 0 0 3 17
Japan 0 20 0 0 0 0 8 0 12
South Korea 0 19 0 0 1° 2 0 16 2
Mexico 16 0 1 0 3* 0 3 15 2
Netherlands 5 14 0 0 17 0 4 16 0
Norway 19 0 1 0 0 0 2 18 0
Portugal 1 0 5 6 88 2 3 15 0
Spain 15 0 0 5 0 0 10 10 0
Sweden 0 20 0 0 0 0 0 20 0
Switzerland 2 17 1 0 0 0 1 19 0
Total Civil law 101 175 22 26 36 13 101 199 47
Australia 17 0 0 0 3P 1 16 3 0
Canada 2 18 0 0 0 0 20 0 0
Hong Kong 11 1 0 0 8w 0 4 16 0
Ireland 4 1 0 12 3t 0 4 13 3
Israel 11 0 7 0 212 0 5 15 0
New Zedland 7 11 0 0 28 1 0 19 0
Singapore 9 10 0 1 0 0 19 1 0
UK 0 17 0 2 1% 0 0 18 2
us 20 0 0 0 0 0 0 5 15
Total Common Law 81 58 7 15 19 2 68 90 20
Sample Total 182 233 29 41 55 15 169 289 67

Three from Shareholder Record Meeting, one from Bloomberg.
WorldScope, 1996.

WorldScope, 1996.

Thirteen from Bloomberg, and four from WorldScope.
WorldScope, 1996.

Bloomberg.

o A W N P
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" Moody’s International Company Data, 1997.

8 WorldScope, 1996.

® WorldScope, 1996.

1 WorldScope, 1996.

" Two from WorldScope, one from Irish Times, April 4, 1997.
2 WorldScope, 1996.

3 WorldScope, 1996.

4 Worl dScope, 1996.
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TableA.2

Country Source
Panel A: Civil Law Countries

Argentina Argentina Company Handbook 1995/96, Rio de Janeiro, Brazil:IMF-Editora, 1996

Austria Hoppenstedt Companies and Executives in Austria, Darmstadt, Germany:
Hoppenstedt, 1997

Belgium Actionnariat des Sociétés Belges cotées a Bruxelles, Brussels, Belgium: Banque
Bruxelles Lambert, Departement Etudes et Stratégie, June 1996

Denmark http://www.huginonline.com/

Finland http://www.shh.fi/ffrn/
http://www.huginonline.com/

France French Company Handbook 1997, Paris, France: The Herald Tribune, SFB-Paris
Bourse, 1997
http://www.bourse-de-paris.fr/bourse/sbf/emett/acemet.fcgi ?GB

Germany Hoppenstedt Aktienfiihrer, Darmstadt, Germany: Hoppenstedt, 1997

Greece Bloomberg.

Italy Taccuino Dell’ Azionista, Milan, Italy: Il Sole 24 Ore Radiocor, 1997

Japan Japan Company Handbook, Japan: Tokyo Keizai Inc., Spring 1997
Industrial Groupings in Japan, The Anatomy of the “ Keiretsu” , Tokyo, Japan:
Dodwell Marketing Consultants, 1996-97

Korea Korea Investors Service Inc., Seoul, Korea, 1990
Zaebols in Korea, Seoul, Korea: Bankers Trust Securities Research: Korea, 1989

Mexico 20-Fs.

Netherlands Handboek Nederlandse Beursfondsen, Het Financieele Dagblad/HFD Informatie,
1997

Norway http://www.huginonline.com/

Portugal http://mww.ft.com

Spain The Maxwell Espinosa Shareholder Directory, Madrid, Spain: S.P.A. Unién
Editorial, 1994

Sweden Agarna Och Makten i Sveriges Borsforetag, Stockholm, Sweden: Dagens Nyheter,
1996
http://www.huginonline.com/
http://www?2.fti.se/foretag/#i

Switzerland Swiss Stock Guide, Zurich, Switzerland: Union Bank of Switzerland, 1996

Panel B: Common Law Countries

Australia ASX all Ordinary Index. Companies Handbook, Sydney, Australia: Australian Stock
Exchange, Sydney, N.S.W., 1997

Canada Survey of Industrials, Toronto, Canada: The Financial Post Datagroup, 1996
Survey of Mines, Toronto, Canada: The Financial Post Datagroup, 1996

Hong Kong http://mww.ft.com/
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Country

Source

Ireland

Isragl
New Zedand

Singapore

UK

us

Price Waterhouse Cor porate Register, London, United Kingdom: Hemmington Scott
Publishing, 1997
http://www.hemscott.co.uk/equities/

Lexis-Nexis.

The New Zealand Company Register, Christchurch, New Zealand: Mercantile
Gazette Marketing, 1996
http://www.nzse.co.nz/companies/

Stock Exchange of Sngapore Ltd., Companies Handbook, Singapore: Stock
Exchange of Singapore Research and Publications Department, 1996

Price Waterhouse Corporate Register, London, United Kingdom: Hemmington Scott
Publishing, 1997
http://www.hemscott.co.uk/equities/

http://www.sec.gov/




Appendix B
Problems Created by Consolidation Rules

In principle, our valuation indicators could be severally distorted by accounting rulesregarding the consolidation
of financial statements. In particular, accounting procedures can result in excessive consolidation of balance sheet items
when partially-owned subsidiaries are treated as if they were fully-owned subsidiaries. In contrast, excessive
consolidation does not affect the earnings figures that we use since they are net of “minority interest” which capturesthe
component of earnings that accruesto outside shareholders. The opposite phenomenon (i.e., insufficient consolidation)
can take place when companies use the “cost” method of consolidation. Under the cost method of consolidation, the
parent company includes its pro-rata share of the assets of the subsidiary in its balance sheet as well as any dividends
received from thesubsidiary initsincome statement. Accordingly, the cost method of consolidation distorts earnings (but
not balance sheet items) by neglecting any earnings of the subsidiary that are not paid out as dividends to the parent
company.

Companiestypically usethe cost method of consolidation when thefraction o of thesubsidiary’ scash flow rights
owned by the parent is under 20 percent and fully-consolidate subsidiaries when they own amajority of their cash-flow
rights or have effective control over them. For intermediate levels of ownership, firms often use either the proportiona
or the equity methods of consolidation. Fortunately for us, neither of the latter two consolidation procedures distort the
valuation ratios we are interested in. To address the problems created by consolidation procedures, we collect data on
the consolidation procedures followed by sample firms regarding their subsidiaries with asset values of at least U$S 10
million. In addition, we collect data on the stock price of publicly-traded subsidiaries and on the book value of privately-
held subsidiaries (Ps,,). Finally, we perform the following computations:

Vauation Measure Excessive Consolidation Insufficient Consolidation
Tobin'sQ Debt + P + (1-a)*P
(1-a)*Psyb No adjustment
Book Vaue of Assets
Cash-flow-to-price ' Cash flow - Divgy,
No adjustment "

where, Debt isthe book-val ue of debt of the parent company, Divg,, isthedividend paid by theinsufficiently-consolidated
subsidiary to the parent company, and all accounting figures are expressed in terms of shares of the parent company.

Asit turns out, excessive and insufficient consolidations have limited practical importance. The correlation
coefficient for the adjusted and unadjusted valuation measures is 0.8279 for the case of Tobin’s Q and 0.9830 for the
case of the cash-flow-to-price ratio. Because our results are unaffected by the choice of valuation indicators, we only
report results using unadjusted valuation measures in the body of the paper.
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