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Traditiona finance assumes that al common stock has been created equal and each shareholder receives
the same payoff per share owned. In the last twenty years, however, a different view has dowly gained
acceptance. According to this new view, a controlling shareholder can obtain some benefits that are not shared
by other shareholders (the so-called private benefits of control). From a modeling device (Grossman and Hart,
1980) the idea of private benefits of control has become a centerpiece of the recent literature in corporate
finance, both theoretical and empirical. In fact, the focus of the literature on investor protection and itsrolein
the development of financia markets (La Porta et a., 2000) is not on manageria agency problems, but on the
amount of private benefits that controlling shareholders extract from companies they run.

In spite of the importance of this concept, there are remarkably few estimates of how big these private
benefits are, even fewer attempts to document empirically what determines their size, and no direct evidence of
their impact on financial development. All of the evidence on this later point is indirect, based on the
(reasonable) assumption that better protection of minority shareholdersis correlated with higher financia
development viaiits curbing of private benefits of control (La Porta et d. (1997)).

The lack of evidence is no accident. By their very nature private benefits of control are difficult to
observe and even more difficult to quantify in areliable way. A controlling party can appropriate value for
himself only when this value is not verifiable (i.e., provable in court). If it were, it would be relatively easy for
non-controlling shareholders to stop him from appropriating it. Thus, private benefits of control are intrinsically
difficult to measure.

To betrue, there are two methods to try to quantify them. The first one, pioneered by Barclay and
Holderness (1989), focuses on privately negotiated transfers of controlling blocks in publicly traded companies.
The price per share an acquirer pays for the controlling block reflects the cash flow benefits from his fractiona
ownership and the private benefits ssemming from his controlling position in the firm. By contrast, the market
price of a share after the change in control is announced reflects only the cash flow benefits non-controlling
shareholders expect to receive under the new management. Hence, as Barclay and Holderness (1989) have
argued, the difference between the price per share paid by the acquiring party and the price per share prevailing

on the market reflects the differentia payoff accruing to the controlling shareholder. In fact, after an



adjustment, this difference can be used as a measure of the private benefits of control accruing to the controlling
shareholder.

The second method relies on the existence of companies with multiple classes of stock traded, with
differentia voting rights. In this case, one can easily compute the market value of avote (Lease et al. 1983 and
1984, De Angelo and De Angelo, 1985). On anormal trading day market transactions take place between non
controlling parties, who will never have direct access to the private benefits of control. Hence, the market value
of avote reflects the expected price a generic shareholder will receive in case of acontrol contest. Thisin turnis
related to the magnitude of the private benefits of control. Thus, if one iswilling to make some assumptions on
the probability a control contest will arise, the price of avoting right can be used to estimate the magnitude of
the private benefits of control (Zingaes (1994) and (19953)).

In this paper we use the Barclay and Holderness (1989) method to infer the value of private benefits of
control in alarge (39) cross section of countries. Based on 412 control transactions between 1990 and 2000 we
find that that on average corporate control is worth 14 percent of the equity vaue of afirm, ranging from a—4
percent in Japan to a +65 percent in Brazil. Interestingly, the premium paid for control is higher when the buyer
comes from a country that protects investors less (and thus is more willing or able to extract private benefits).
This and other evidence suggest that our estimates capture the effect the institutional environment has on private
benefits of contral.

Given the large number of transactions from countries with different levels of financial development in
our dataset, we are able to provide a direct test of several theoretical propositions on the effects private benefits
of control have on the development of financial markets. Theory predicts that where private benefits of control
are larger, entrepreneurs should be more reluctant to go public (Zingales, 1995b) and more likely to retain
control when they do go public (Zingdes (1995b) and Bebchuk (1999)). In addition, where private benefits of
control are larger a revenue maximizing Government should be more likely to sell afirm through a private sale
than through a share offering (Zingales, 1995b, Dyck ,2001).

We find strong evidence in support of al these predictions. A one standard deviation increase in the size

of the private benefits is associated with a 48 percent reduction in the ratio of external market capitaization of



equity to GNP, a 6 percent reduction in the percentage of equity held by non-controlling shareholders, and a 35
percent increase in the number of privatized companies sold in private negotiations rather than through public
listing. This evidence gives support to the prominent role private benefits have come to play in corporate
finance.

While the existence of private benefits is not necessarily bad, their negative effect on the devel opment
of security markets raise the question of what affects their average size across countries. Thus far, the literature
has emphasized the law as the primary mechanism to curb private benefits by giving investors leverage over
controlling shareholders. The right to sue management, for instance, limits the discretionary power of
management and, with it, the ability to extract private benefits (Zingales (1995a)) and so does any right
attributed to minority shareholders (La Porta et a. (1997)). A common law legal origin is likewise argued to
constrain management by lowering the standard of proof in legal suits and increasing the scope of management
decisions subject to judicia review (Johnson et al (2000)). Empirical examinations have consequently focused
amost exclusively on the presence of laws, their enforcement and information that makes it possible for
investors to use legal mechanisms to penalize abusive behavior.

While we consider the importance of legal ingtitutions, we depart from this literature in not assuming
that legal ingtitutions are the only or necessarily the most binding constraints controlling shareholders face in
extracting private benefits. In fact, business decisions have a degree of arbitrariness difficult to eliminate, which
constrains courts willingness and ability to interfere in decisions that can produce private benefits. Therefore, it
is possible that reputational or moral considerations (Coffee (2001), Dyck (2000)), or institutions not focused on
shareholder rights, play arole in limiting the consumption of private benefits.

Accordingly, we analyze whether extralegal ingtitutions, which theory suggests could limit private
benefits, are al so associated with lower measured private benefits, both by themselves and after controlling for
legal institutions. We begin our analysis by focusing on three extra-legd ingtitutions prominent in the literature:
the potential to limit private benefits through external product market competition, through internal pressures
from organized labor, and through the internal policeman of moral norms.

Shleifer and Vishny (1997), for example, recognize the potential for product market competition to limit



private benefits by reducing rents available to be diverted. As Roe (2001) notes, the extent of rentsis not driven
just by industrial characteristics but by national characteristics, such as the enforcement of competition laws,
that leave firms within a country with more rents to be distributed.

Others have looked inside the firm for constraints on controlling shareholders, with labor attracting
some attention as a potential policeman to monitor controlling shareholders and stop diversionary activities.
Labor iswell positioned to monitor having non legal leverage over the controlling shareholder through the
ability to penaize insiders through threats of work stoppages and in some cases direct channels to stop activities
through their position on the board. But labors' incentives and ability to reduce private benefits cannot be
assumed, as labor could combine with the controlling shareholder against the interests of outside investors
(Pagano and Volpin (2000)) and may not have access to information to identify many diversionary practices.

Y et others have seen potential restraint on private benefits coming neither from legal punishment for
appropriation, nor penalties from other interest groups delivered through non-legal channels, but rather from
mora concerns of the controlling shareholder. Coffee (2001), for instance, highlights the potential internal
policeman of moral norms, suggests that they account for the fact that Scandinavian countries have well
functioning financia markets in spite of weak formal protections for investors. Stulz and Williamson (2001)
make a related argument about the possibility that culture, defined as “a system of beliefs that shape the actions
of individuals in society,” may aso play arole in determining manageria actions.

We test for the association with these extra legal institutions and private benefits and go further to
examine the potential impact of the press, and the government through its role in enforcing corporate taxation
laws.

Reputation is a powerful source of discipline, and being ashamed in the press might be a powerful
deterrent (Zingales, 2000), especialy where the pressis more diffused. The potential role of the press has been
highlighted in severa notable success stories for investor activists in both developed and developing countries

but has, to our knowledge, largely been ignored in empirical examinations of corporate governance.

! Djankov et a (2001) analyze media ownership and its correlation with the performance of several macro ingtitutions, but they do not
look at the diffusion of the press, nor at its effect on corporate governance. 4



The government also has powers beyond the ability to pass and enforce protections for investors that
might limit diversion. We think the taxation system plays an important, and thus far ignored, role. Tax authority
and minority shareholders have a common objective: to verify the income produced by a corporation. In
performing this verification role, the tax authority can directly reduce private benefits by identifying and
disallowing diverting practices, such as the notorious examplesin Russia where companies have sold ail to
offshore companies completely controlled by controlling shareholders at below market prices (Black, Kraakman
and Tassarova (2000), Federov (2000)). In short, effective tax enforcement has features of a public good in that
it can reduce private benefits of control.

We test these alternative theories, both separately and one against the other, at least within the scope
alowed by the limited degrees of freedom available. We provide direct support for the contention that legal
protections can limit private benefits, finding that a high degree of statutory protection of minority shareholders
and high degree of law enforcement are associated with lower levels of private benefits of control. This direct
evidence complements the existing body of evidence that is primarily anecdotal (Zingales (1995a), Johnson et a
(2000)) or indirect (LaPortaet a., 1997).

But we also find that extra-legal protections are associated with lower private benefits of contral,
particularly ahigh level of diffusion of the press, a high rate of tax compliance, and a high degree of
enforcement of competition laws. A crude R-squared test suggests that these extralegal mechanisms have at
least as much explanatory power as the ones commonly mentioned in the literature. In fact, in amultivariate
analysis newspapers circulation and tax compliance seem to be the dominating factors.

While the multi collinearity of our institutional variables limits our ability to disentangle the institutional
forces in a definitive way, it does suggest that there are no empirical grounds for ignoring extra lega
mechanisms and their potentia to limit private benefits. Our results aso suggest that the contention arising from
the existing literature that legal reform is a necessary step for financial market to flourish might be premature.
Extralega mechanisms appear to be at least asimportant as legal ones. While changing the legal system might
require along period of time, improving the corporate taxation system is well within the range of feasible

reforms. If thisisindeed an alternative mechanism by which private benefits of control can be curbed and



financial markets fostered, the benefits of financia development might be within reach for many more countries.

Our paper complements and expands the existing work in this area that focuses on the voting premia
such as Zingales (1998), who assembles estimates of the voting premium across seven countries, and Nenova
(2000), who uses the price of differential voting shares in 18 countries. We complement the existing work by
providing an aternative estimate of the private benefits of control, available for a broader cross section of
countries. While in afew cases our estimates differ from Nenova s (she finds that both Brazil and Australia have
aratio of vaue of control to value of equity equal to 0.23, while we find only 0.02 for Australiaand 0.65 for
Brazil), overal our estimates are remarkably similar. Moreover, we are able to understand the differences
between the two sets of estimates in terms of a sample selection bias present in estimates based on differential
voting shares. These findings give confidence that the extraction of private benefitsis areal phenomenon,
which can be consistently estimated.

Our paper aso expands the existing work. The estimates for 39 countries alow usto test severa
theoretical propositions on the effects private benefits of control have on the development of financial markets.
While Zingales (1998) focuses on the correlation of private benefits with accounting standards and Nenova
(2000) focuses on lega protections, our larger sample of countries enable us to test alternative theories of the
major factors driving the magnitude of private benefits of control and to identify some new ones.

The rest of the paper proceeds as follows. Section Il discusses how the measure devel oped by Barclay
and Holderness (1989) relates to the magnitude of the private benefits of control. Section |11 describes the data
used and presents our estimates. Section 1V uses these estimates to test several theoretical predictions regarding
the effects private benefits of control have on the development of markets. Section V anayzes the correlation
between the magnitude of the private benefits of control and the various institutional characteristics. Section VI

discusses our findings and concludes.

Il — Theoretical Framework

[1.1 What are private benefits of control?

The theoretical literature often identifies private benefits of control as the "psychic* value some



shareholders attribute smply to being in control (e.g., Harris and Raviv, 1988; Aghion and Bolton, 1992).
Although thisis certainly a factor in some cases, it is hard to justify multimillion dollars premia with the pure
pleasure of command. Another source of private benefits of control is the perquisites enjoyed by top executives.

The use of acompany's money to pay for perquisitesis the most visible but not the most important way
in which corporate resources can be used to the sole (or main) advantage of the controlling party. If the law does
not effectively prevent it, corporate resources can be appropriated by the large shareholder through outright
theft. Fortunately such activities, while documented in afew cases, are generally rare.

Nevertheless, there are several reasons why more moderate versions of these strategies might be more
pervasive. Educated economists can legitimately disagree on what isthe "fair" transfer price of a certain asset or
product. Asaresult, small deviations from the "fair" transfer price might be difficult or impossible to prove in
court. If these small deviations are applied to large volume trade, however, they can easily generate sizeable
private benefits. Similarly, it is easy to disagree over who is the best provider of an asset or product when the

relationship might involve considerations of quality and price.

Or consder the value of the information a corporate executive acquires thanks to his or her rolein the
company. Some of thisinformation pertains directly to the company's business while some reflects potentia
opportunities in other more or lessrelated areas. It isfairly easy for a controlling shareholder to choose to
exploit these opportunities through another company he or she owns or is associated with, with no advantage for

the remaining shareholders. The net present value of these opportunities represents a private benefit of control.

The common feature of al the above examplesisthat some value, whatever the source, is not shared
among all the shareholders in proportion of the shares owned, but it is enjoyed exclusively by the party in

control. Hence, the name private benefits of control.

Control does not only confer benefits: sometimes it involves costs as well. Maintaining a controlling
block, for instance, forces the largest shareholder to be not well diversified. As aresult, it might value the
controlling block less. At the same time, a fledging company might inflict aloss in reputation to the controlling

party and, in some extreme cases, even some legal liabilities. For this reason we do not necessarily expect al our



estimates to be always positive. In particular, we expect a higher frequency of negative value of control for

financially distressed companies (see also Barclay and Holderness, 1989).

Note that the existence of private benefits of control is not necessarily inefficient. First of al, private
benefits might be the most efficient way for the company to capture some of the value created. Imagine, for
instance, that a corporate executive acquires valuable information about investment opportunities in other lines
of businesses, which the company cannot or does not want to pursue. The executive could sell this information
in the interest of shareholders. But the price she will be able to fetch is probably very low. Thus, it might be
efficient that the executive exploits this opportunity on her own. Second, even if the extraction of private
benefits generate some inefficiency, their existence might be socially beneficial, because their presence makes

vaue-enhancing takeovers possible (Grossman and Hart (1980)).

Given the difficulties in distinguishing whether private benefits are socialy costly, consistently in this
analysis we will shy away from any welfare consideration. Even the implications of the effects of private
benefits on the development of security markets should be interpreted as a positive statement, not a normative
one. Infact, in at least one of the models from where these implications are derived (Zingaes, 1995b), the level

of private benefits has no efficiency consequences, but only distributional ones.”
I1.2 Howto measure private benefits?

Unfortunately, it is very difficult to measure the private benefits directly. As argued above, a
controlling party would find it possible to subtract corporate resources to his or her benefit only when it is
difficult or impossible to prove that thisis the case. In other words, if private benefits of control were easily
quantifiable, then those benefits would not be private (accruing only to the control group) any longer because

outside shareholders would claim them in court.

Nevertheless, there are two methods to try to assess empirically the magnitude of these private benefits
of control. The first one, pioneered by Barclay and Holderness (1989), is smple. Whenever a control block
changes hands, they measure the difference between the price per share paid by the acquirer and the price

quoted in the market the day after the sal€'s announcement. As we will show momentarily, this difference



(which we shall call the control premium) represents an estimate of private benefits of control enjoyed by the

controlling party.

The second method of estimating the value of private benefits of control uses the price difference
between two classes of stock, with similar or identical dividend rights, but different voting rights. If contrd is
valuable, then corporate votes, which alocate control, should be valuable as well. How valuable? It depends on
how decisive some votes are in alocating control and how valuable control is. If one can find a reasonable
proxy for the strategic value of votesin winning control - for example in forming awinning coalition block -
then one can infer the value of control from the relationship between the market price of the votes and their

strategic role. Thisis the strategy followed by Rydqvist (1987), Zingales (1994 and 1995a) and Nenova (2000).

Both methods have pluses and minuses. We choose the first one for two main reasons. First, dual class
shares are not allowed in every country. Thus, choosing the second method would severely limit the number of
countries that can be included in the study. Second, the number of companies that choose to have dual class
shares in the countries that alow them to is not equal across countries. Thus, the estimates obtained using the
second method represent a different universe of companies. Since the decision to have dua class stock isa

company’ s choice, the sample available is selected. This bias can distort international comparisons.

Last but not least, the estimates obtained with the first method are more modd free. If we are careful in
isolating only the transactions that transfer control, we do not have to worry about the proper model of how

private benefits will be shared among different parties and what is the probability of a takeover.
[1.3 Theoretical relation between control premium and size of the private benefits of control
Let |, ontheinterva [0,1], be the bargaining power of the controlling shareholder selling out, B, the

level of private benefits extracted by the seller (buyer), and Y, the level of security benefits generated by the

sdller (buyer), then the price P paid for a controlling block of shareswith a cashflow rights, on the interval

[01], is

2 Bebchuk and Joll's (1999) discuss additional issues associated with awelfare evaluation of private benefits. 9



(1) P = l (Bb +aYb) + (1_ I )(Bs +aYs)
and the per share price of the controlling block equals

2 E:'BDJ’(l'')BS+|\4,+(1-|)YS.

a a

To compute the control premium Barclay and Holderness (1989) subtract from (2) the price prevailing in the

market after the announcement that control has changed hands, which should equal to Y. Thus, they obtain

1B, +(1- 1)B

©) =- (- )% - Y0).

They then multiply this price difference by the size of the controlling block a. Hence, their estimate of private

benefits of control gis
) B=1B, +(1- 1)B,-a(- 1 )(Y,-Y,).

In a perfectly competitive market (I =1) B collapses toB and thus the control premium is alegitimate estimate

of the private benefits of control the buyer expects to enjoy. When the market is not perfectly competitive, B
represents a weighted average of the private benefits of the seller and those of the buyer, adjusted for the
difference in their security value.

To grasp the sense of this correction, let consider the extreme situation where the buyer has al the
. . . P _ B
bargaining power and thus buys the controlling block at the seller reservation value (— =—+Y,). Insucha
a a

case the proper adjustment factor would be the market price before the announcement of the change in control.

Asaresult,  calculated asin (4) will tend to underestimate the average private benefits of control enjoyed by

10



the controlling party whenever Y >Y. Hence, the need for a correction.

|11 — Data and Descriptive Statistics

An example motivates our sample selection strategy and definition of our dependent variable. In
January 1999 Ofer Brothers Investment limited, an investment vehicle for Sami and Y uli Ofer of Israel, bought
53% of the shares and control of Isragl Corporation limited from the Eisenberg family. The price per share for
the control block was reported to be 508 shekels per share while the exchange price after announcement of the
transfer was 363 shekels per share. The price premium paid per share for the controlling block over the post
announcement price in this case is 40 percent. A better measure of the value of the private benefits of control is
the total premium paid divided by the equity vaue of the firm. In this example, the Ofer brothers paid a40
percent premium relative to the post announcement price for 53% of the firms' equity, which produces an
estimate of private benefits as a percentage of equity of 21%. This example turns out to be fairly typica of
Israeli deals where we calculate a mean private benefit as a percentage of equity of 27% and a median value of

21%.

As suggested by this example, to construct a measure of private benefits we need to identify transactions
that meet at least three criteria. First, the transaction must involve atransfer of ablock of shares that convey
control rights. Second, we need to observe the price per share for the control block. Third, we have to observe
the exchange price after the market has incorporated the identity of the new acquirer in its expectation of future
cash flow. We aso add afourth criteria, implicit in this choice of an Isragli deal — both the control and the post
announcement market prices should not be restricted by regulation. Many countries do not follow the Isragli
(and US) approach of alowing buyers and sellers to determine their own prices but impose some link between

the exchange and the control price. Aswe will explain, we will eliminate al these cases from our sample.
[11.1  ldentifying transactions

To identify transactions that convey contral rights we use the SDC international mergers and

acquisitions database. SDC describes its sources as: “Over 200 English and foreign language news sources, SEC

11



filings and their international counterparts, trade publications, wires and proprietary surveys of investment
banks, law firms and other advisors.” The database provides extensive information on transactions that involve
transfers of blocks of shares that may convey control, including details of the parties to the transaction, the value
of the transaction, and the date of announcement and conclusion of the transaction. SDC provides extensive
international coverage with 7,144 transactions in 1990 (including 396 transactions from non OECD countries)
and steadily increasing numbers over the decade, including 21,881 transactions in 1999 (including 3,300 from
non-OECD countries).

To identify candidates for control sales we began with the complete set of control transactions from
1990- 2000 and then restricted our attention to completed purchases of sizable blocks in publicly traded
companies that could convey control. In particular, we define as potential candidates for control transfers any
transaction that results in the acquiror moving from a position where they hold less than 20 percent of the shares
to a position where they have assembled more than 20 percent of the shares. We exclude all transactions that
were conducted through open market purchases and were identified by SDC as tender offers, spinoffs,
recapitalizations, self-tenders, exchange offers, repurchases and acquisitions of remaining interest. We further
restricted ourselves to transactions where there was a reported transaction value or price per share in the control

block.

We refined our sample by exploiting additiona available qualitative data to screen out transactions that
do not involve control transfers (e.g. transfer of shares among subsidiaries of common parent, where acquiror is
not the largest shareholder) or were problematic for other reasons (e.g. involved related parties, reported price
per share based on securities that could not be valued objectively, transfer involved the exercise of options).
This step involved reading multiple news stories for every transaction resulting from searches of Lexis-Nexis
and Dow-Jones Interactive to confirm the details of the transaction collected by SDC and collecting ownership
information through use of company annual reports and other sources. This process significantly increased our
confidence in the observations included in the dataset but inevitably involved greater use of discretion in

determining whether an observation was included in our data set.

12



To ensure the availability of exchange prices we restricted ourselves to transactions involving
companies available in the Datastream Internationa database. To implement the criterion that the difference
between the control price and the exchange price not be driven by legal requirements, we excluded observations
driven by lega requirements. We first excluded all instances where the controlling block was purchased as part
of apublic offer, asin this circumstance there are usualy laws that require all shareholders be treated equally.
We researched rules regarding mandatory tender offers across different countries and only include transactions
where thereis no forced linkage between prices for the control block and prices on the exchange. For example,
in Britain where the city code on takeovers requires that those who purchase a stake greater than or equal to 30%
of the shares make an equal offer to all remaining shareholders on the same terms as the block sale, we restrict
our attention to block sales less than 30 percent. As an illustration of the importance of this legal threshold, more

than one quarter of our observations are between 29 and 30 percent, with a median block size of 25 percent.

Table | summarizes our variable definitions and sources. The data appendix provides a more complete
description of the construction of our sample. Appendix Table 1 lists countries and rules regarding control
transactions. Appendix Table 2 lists the number of equities available for Datastream in each sample year from

each of our countries.
1.2 Descriptive Satistics of the Raw Control Premium

Table Il presents descriptive statistics of the block premia from our sample by country in which the
acquired firm is located. After imposing our criteria we have an unbaanced pand of 412 observations from 39
countries for the time period 1990-2000. % The sample includes more than 40 observations from active equity
markets such as the United Kingdom and the United States. For some countries despite looking at the full
population of control transactions available in SDC we have relatively few observations as a result of the
combination of weak coverage by Datastream, few reported prices for control sales, and limited observability of

control premia as aresult of laws regarding tender offersin case of control sales. The rank ordering of countries

3 We only include countries in our analysis if there were 2 or more transactions over our sample period. Thefinal sampleis based on all
of the data available over the 10 year sample period for every country aside from the US. For the US, there were many more potential
observations and we limited ourselves to an initial sample based on the first 20 transactions for each calendar year over our 10 year
sample period that met our sample selection criteria. 13



by control premiais very smilar using mean and median values suggesting that our results are not driven by a

few outliers. Table |11 reports severa characteristics of the deals that we will use later in our empirical anaysis.

Thefirst column of Table IV presents the average control premium ( E calculated asin (5) normalized
by ) by country. Overall the average control premium is 14 percent if each country has an equal weight and 10

percent if each observation receives equa weight. In 10 of our 39 sample countries we find that the control
premia exceeds 25 percent of equity value. These high private benefit countries include Argentina, Austria,
Colombia, the Czech Republic, Israd, Italy, Mexico, Turkey, Venezuela, and Brazil, which has the highest
estimated value of 65 percent. At the other extreme, we have 14 countries where private benefits are 3 percent
of the value of equity or less. These low private benefit countries include Australia, Canada, Finland, France,
Hong Kong, Japan, Netherlands, New Zealand, Norway, Singapore, South Africa, Taiwan, the United Kingdom,

and the United States.

As Table Il shows, the difference between the security value produced under the buyer and under the

sdller on average is a positive 6 percent. Hence, according to equation (5), B underestimates the value of private

benefits. Table IV (column 2) presents our estimates of the control premium after adjusting for the differencein

security benefits (_B_(l_mw ). Inthisexpression only | isunobservable. In principle, | isatransaction-
Y ¥

specific variable that depends upon the buyer’s and of the seller’s characteristics. In order to estimate it,
however, we restrict it to be equal across all transactions. Our estimate of (1- 1 ) is0.368, statistically different
form zero at the 10 percent level. Not only does this estimate lie in the [0,1] interval, as predicted by the model,
but it is aso very reasonable. It suggests that the on average the seller captures two thirds of the gains from

trade.

After we make this adjustment, a few countries see the average estimated private benefits of control
increase. For example, the estimate for the United States goes from 1.8 to 3.5 percent. The overal ranking,

however, remains substantially unchanged.
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1.3 Differencesin deal and firm characteristics

Cross-country differencesin the level of private benefits could be driven by systematic differencesin
deal characteristics and firm characteristics. To increase confidence that our estimates of block premia reflect
country differences rather than other characteristics, we generate revised estimates based on a regression of our

raw data against firm and deal characteristics.
Differencesin the extent the block carries control

First of al, we assume that all transactions transfer absolute control. Thisis probably incorrect. The
transfer of a 20% block does not carry the same amount of control as the transfer of a’51% block. Similarly, the
transfer of a 30% block when there is another shareholder controlling 20% carries less control than the transfer
of the same block when the rest of the shares are dispersed. Thus, per given size of private benefits control
blocks above 50% are likely to fetch a higher price. Similarly, the presence of another large shareholder (a stake
in excess of 20 percent) should reduce the premium.*

In our sample 27 percent of the transactions involve sales that exceed 50 percent of the votesand in 16
percent of the cases the acquirer has to deal with another large shareholder with more than a 20 percent stake?
Asshownin Table IV, ceteris paribus an absolute mgjority of votes increases the vaue of a controlling block by
9.6 percent of the total value of equity, significant at the 1 percent level. Contrary to expectations, the presence
of another large shareholder has a positive effect on the premium, but thisis not statisticaly significant.

Differences in the extent of the seller’ s bargaining power

In estimating the private benefits of control, we assumed that the seller’ s bargaining power is constant
across dedls. Variation in the seller’ s bargaining power will affect our estimates of the private benefits of
control: per given size of private benefits of control, the lower the seller’ s bargaining power, the lower our

estimates® We try to control for these differences with three proxies.

4 |n Canada and Australiawe used 15 percent since exceeding 20 percent would trigger a mandatory offer for remaining shares.

® An dlternative approach to identify the likelihood that a stake brings control isto calculae a Shapley value associated with control.
Unfortunately, we were not able to collect information on a consistent basis of the ownership status of other shareholders. For example,
some countries might report the presence of all shareholders with stakesthat exceed 5% while other countries might only report holdings
that exceed 10 percent or higher.

® The higher the seller’ s bargaining power, the more she will be able to extract per given value, thus the higher will be the price per share
paid for the controlling block and, hence, our estimate of the private benefits of control. 15



Firg, if the company isin financia distress, the seller is more likely to be forced to sell. Hence, her
bargaining power is smaller. Asaproxy for financia distress, we create adummy variable that takes value 1 if
earnings per share are zero or negative in the year of the block trade or the year preceding the block trade.” In
our sample 26 percent of the firms arein financial distress in the year of the block trade and 22 percent in the
year preceding the block trade. As expected, firmsin financial distress exhibit a control premium that is 5.5
percentage points lower. This effect is statistically significant at the 5 percent level.

Similarly, that the acquisition of a controlling block takes the form of an equity infusion probably
indicates that a company needs to raise equity, asign of aweak bargaining position. We insert adummy if the
block was formed by newly issued equity (16 percent). This method is particularly diffused in Japan wherein a
majority of cases control istransferred by afinancially distressed company via a private placement of newly
issued equity. This clustering underscores the importance of controlling for industry firms and deals
characteristics, to avoid attributing to the Japan ingtitutional framework a feature due to the particular economic
phase Japan has been going through during our sample period. Contrary to expectations, the fact a block was
created through a new equity offering has a positive effect on the premium, but thisis not statistically
significant.

Finally, foreign acquirers generally face more competition (at the very least because the fact they are
involved implies the transaction is open to foreign buyers and thus there is a larger pool of potential acquirers).
Thus, the bargaining power of the sdller in these transactions is likely to be bigger. We find that foreign buyers
pay apremium of 6 percent that is statistically significant at the 10 percent level.

Estimates of private benefits controlling for differencesin deals and firms' characteristics

At the bottom of column 3 of Table IV we report the estimates of the country average level of private
benefits after we control for the above differences in deal and firm characteristics. Since many of the control
variables included capture part of the value of control, the country fixed effects alone are not any more a good
estimate of the absolute level of private benefits. Hence we focus on the relative rankings. Including these

controls dramatically lowers the ranking for countries characterized by higher than average incidence of foreign

" While other measures of cash flow are preferable, earnings per share is one of the few data items consistently reported in Datastream for
the companies in our database. 16



acquirors and sales of mgjority stakes like Germany, Switzerland, Egypt, and Poland. Inaway thisisan

improvement over our raw data, for it keeps constant deal characteristics.

On the other hand, these estimates suffer from an econometric problem. To estimate the impact of these
deal and firm characteristics we had to impose that this impact is constant across countries. In some cases this
assumption might be untenable. Imposing a similar effect throughout the results reported in column 3 might
underestimate differences across countries. In fact, the difference between acquiring a 51 percent stake rather
than a 30 percent one might be huge in a country where private benefits of control are large, but it might be
small or even irrdevant in a country where the private benefits of control are very tiny. ® The regression,

however, imposes the same effect to al the countries.

In the rest of the paper, where we explore the effects and causes of these cross-country differences, we
focus on a refined measure that incorporates controls to keep constant deal (and other) characteristics. But
recognizing that these deal characteristics may not be constant across countries, we also test and report results

without controls.
[11.4  Differencesinindustry and buyer/seller characteristics

Cross country differences could also arise because of other differencesin industry and deal
characteristics. Private benefits might differ across industry. The media industry, for instance, is often
mentioned (Demsetz and Lehn (1985)) as an industry where private benefits are larger. Similarly, individuals
might value opportunities to consume prerequisites more highly than corporate blockholders (see e.g., Barclay
and Holderness, 1989). We want to make sure our cross country comparison is not affected by any systematic
difference in the industry characteristics of the deals or the nature of the seller and the buyer. For this reason we
re-estimate the country averages, controlling for differences in industry characteristics and idertity of the

controlling party.

8 Since we have enough observations for the United States (47), we can assess the realism of our assumption by estimating the same
specification restricted to U.S. data. While the other coefficients are very similar to the ones reported in Table IV, the coefficient of the
majority block dummy is small and insignificant. “Imposing” to the Unites States the same magjority dummy effect than other countries,
thus, will distort its average level of private benefits upward. 17



To capture industry differences we introduce an industry dummy based on the two-digit SIC code of
the acquired firm. About three quarters of our transactions are accounted for by manufacturing (39 percent),
finance insurance and real estate (23 percent) and services (10 percent). In a crude way these controls capture
differences in private benefits linked to product market competition. Second, we construct a measure of
tangibility of assets (percentage of total assets that are fixed) based on the three digit SIC code the acquired firm
belongsto. The argument for this control is that insiders will have more difficulty diverting resources if assets
are tied down and easily observable, asis the case with tangible assets. To avoid potential endogeneity
problems we use US averages (see Rgjan and Zingales (1998))°.

Table IV column 4 shows that firms with more tangible assets have lower private benefits and the
industries of wholesale trade, finance( financial, insurance, and real estate sector) and transportation and utilities
have higher level of private benefits than firms in manufacturing, although these results are not significant.
Including both types of industry controls in a sense overcontrols for industry effects, with tangibility (coefficient
=-.11, pvaue=.033) and financia industry (coefficient = .076, pvalue=.019) being significant in regressions that
include these industry variables separately (not reported).

We aso collected information on the identity of the acquirer and the seller. To identify characteristics of
the sdller, we focus exclusively on the news stories, identifying whether the seller is an individual, the company
itsalf (through new share issues), a corporate entity, or unknown. Here we find the most common seller to be a
corporation, followed next by individuals (18 percent), new share issues (16 percent), unidentified (8 percent)
and the government (3 percent). We use SDC data to identify whether the acquirer is a public company,
subsidiary, the government, or a private company. The typical transaction in our sample involve a public
acquirer (42 percent), although private acquirers are al'so very common (40 percent). We provide afurther
classification using news stories and the SDC synopsisfield. We identify 13 percent of our transactions
involving an individua acquirer, using as our criteria whether the stories mention the name of an individud or if
the private company involved is identified with a particular individual. We also identify 4 percent of

transactions involving afinancia intermediary who purchases the shares and then resells the shares to

% We derive US measures in a two-step procedure. First, we computed the average ratio of fixed assets (property plant and equipment) to
total assetsfor all companiesthat in each three digit SIC-code for the period 1990-1999. Then we took the median value across all
companies. We then impute thisvalue for all of the companiesin our sample. 18



ingtitutional investors. We interpret these acquisitions as the dispersal of the controlling stake. None of these
buyer or seller characteristic turns out to be significant.

At the bottom of column 4 of Table IV we report the estimates of the country average level of private
benefits after we control for the above differencesin level of private benefits across industries. The relative

ranking, however, does not seem to be affected very much by these industry controls.
1.5  Alternative Interpretations

Thus far, we have interpreted block premia as indicative of private benefits. Y et, there are alternative
interpretations that we need to consider. The most important alternative interpretation, already considered and
rejected by Barclay and Holderness (1989) in the U.S. sample, isthat control premia arise from a systematic

overpayment, possibly due to awinner’s curse problem.

Asin Barclay and Holderness (1989) we check for this possibility by looking at the announcement
effect on the stock price of the acquiring company. If these premia reflect overpayments, acquiring firms should
experience negative returns at the announcement of the transaction. In our sample we have 203 observations
where the acquirer is a publicly traded company and the stock price is reported in Datastream for 125 of those.
Table V presents the results of our analysis. Inconsistent with the overpayment hypothesis, the mean va ue of

the announcement effect is dightly positive (0.5 percent) and not statistically different from zero.

Another implication of the overpayment hypothesis is that the buyer’s announcement return should be
negatively related to the size of the control premium. In Table V, panel B we regress the acquirors cumulative
abnormal returns around the transaction on the raw control premium. We focus on a 16 day event window (t-8 to
t+7) to allow for information about the transaction to be leaked in advance or to be communicated sowly ot the
market although results are not significantly affected by the choice of window. The coefficient isindeed

negative, but is neither economically nor statistically significant (coefficient of —0.018, p-value of 0.64).

The results above regject the hypothesis that on average the control premium is due to overpayment. It is
still possible, thus, that this might be true in some countries. In particular, we are concerned that in less

developed countries, where there is more uncertainty about the value of a company, the winner’s curse is more
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severe leading to a higher apparent premium and distorting our international comparisons. While such a
behavior is inconsistent with a rationa bidding process (Milgrom and Weber, 1982), we still want to ensure it is
not present in the data.'® As a measure of the degree of company-specific information available we use the
synchronicity measure developed by Morck, Yeung and Yu (2000). Thisis a measure of how much stock prices
move together. The more they move together, the less company-specific information is revealed. If there is more
overpayment in less developed markets, we should observe that the control premium is more negatively
correlated with the acquirer’ s return in country with a high level of synchronicity. In fact, the interaction
coefficient is positive and not statistically significant.

A second alternative interpretation that could potentially explain alarger premiain underdeveloped
markets is that the buyer has superior information and there is adelay in incorporating new information. On
average delays in adjusting will spurioudy inflate our estimates of private benefits. To test for this possibility
we re-estimated the private benefits using the market price 30 days after the announcement rather than 2 days
after. The results (nor reported) are virtually identical. If anything, the average premium in developing countries
like Brazil go up rather than down. We aso examined the cumulative abnormal returns to shareholders in target
firms from 2 days to 30 days after the announcement and tested whether theinitial level of private benefits was
related to the subsequent cumulative abnorma returns. We found no such effect with an insignificant

relationship between contrd premia and post announcement returns (coefficient=.009, pvalue=.80).

Another aternative interpretation focuses on liquidity differences between developed and less
developed markets. Differencesin liquidity cannot explain our findings either. While alack of liquidity reduces
the willingness to pay for shares on the exchange and this effect is more pervasive in less developed markets, the
lack of liquidity also impacts the price that is paid for large blocks. Large non-controlling blocks generally sell
a adiscount to the exchange price (Holthausen et a., 1990) and the more so the more illiquid is the market for
the underlying stock. Thus, if the control value were zero there would be a bigger discount in less liquid markets
for large blocks. Thus liquidity differences suggest that if anything more underdevel oped countries should have

smaller block premia, not larger ones.

10'A rational bidder knows that if he bids his valuation he will overpay, the more so the more uncertainty there is about the fundamental
value of the asset. Thus, the more uncertainty thereis, the more he will shade his bid. 20



Findly, we are concerned of a possible distortion due to selective non-disclosure. In fact, one of the
criteriawe had to impose to obtain our estimates was the observahility of the price paid for the controlling
block. A worrisome possibility is that in countries with better protection of investors, controlling parties are
more fearful to disclose large premia. In such a case, we would estimate |lower private benefitsin the United

States, not because they are indeed lower, but because large premia are less likely to be disclosed.

To check for this possibility we compute the percentage of deals we have to drop because the terms are
not disclosed. On average, 33 percent of the deals do not disclose the terms, going from O percent in Taiwan and
other countries to 70 percent in Austria and 82 percent in the Czech Republic. Contrary to the selective
nondisclosure argument, we find that countries with higher premium tend to have a higher percentage of dedls
that are not disclosed (correlation 0.2, not statistically significant). Similarly, if we use as a proxy of
shareholders protection the antidirector rights index constructed by La Porta et a. (1997), we find (not
surprisingly) that in countries that protect shareholders a greater percentage of deals are disclosed. In sum, if
selective non disclosure biases our results it biases them in the direction of attenuating the cross country

differences rather than amplifying them.
1.6 Are We Really Estimating Private Benefits?

While we can rgject these alternative interpretations, what evidence do we have that our estimates

indeed capture private benefits of control?

At the anecdotal level, we have papers documenting the pervasiveness of self-dealing transactionsin
countries like Italy (Zingales, 1994) and the Czech Republic (Glaeser et al., 2000). It is reassuring, thus, that our
estimated private benefits for these two countries are very high (respectively 37 percent and 58 percent). It is
particularly interesting to stress the difference between Poland and the Czech Republic. Both of them are former
socialist countries, with asimilar level of GDP per capita. Nevertheless, our estimates are very different (11

percent for Poland, 58 percent for the Czech Republic).

At amore systematic level, if our measures reflect the different ability to extract private benefitsin

different countries, they should be affected in predictable ways by country-specific institutions that restrict the
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ability to extract private benefits. We will explore these implicationsin section V. One limitation with this
approach, however, isthat it is difficult to separate specific ingtitutions from a broad ingtitutional context. A
more subtle test of whether these estimates really reflect the ability to extract private benefits is whether our
estimated private benefits depend not only upon the institutional variables of the country of the company whose
control has been acquired, but also on those of the country of the acquiring company (when thisis different).™*
In other terms, an acquirer coming form a country with less investor protection is better able to siphon out
corporate resources from a subsidiary than a company coming from a country with very rigid rules. This should
reflect in a higher willingness to pay and, in a non-perfectly competitive market, in a higher price. Thus, we
should observe higher estimated private benefits when the foreign acquirer comes from a country with poor

protection of investors.

For this reason in Table VI we re-estimate our basic specification (see Table IV) inserting as an
additiona explanatory variable the difference between the level of anti-director rights of the country of the
acquiring company and that of the target company. As Table VI shows, companies coming from more investor
friendly countries pay on average 2.6 percent less for control, and this effect is statistically significant. In the
bottom of table VI we present country fixed effects with this control. In the next sections when we incorporate

controls we will use al of the controls included in this specification.

Thefinding is interesting per se within the context of the debate on corporate governance convergence.
Coffee (1999) predicts that companies from countries with better protection of investors will end up buying
companies from countries with weaker protection. Our result suggests that in the presence of controlling blocks
this might not be the case. Companies from countries with better investor protection are more limited in their
ability to extract private benefits and thus ceteris paribus are able to bid less for the controlling block. This
engenders the risk that controlling blocks may end up in the hands of companies from the countries with the

worst rules, not the best ones.

This finding that the owners' identity (as reflected in the home country of the acquiror) is associated

with the extent of private benefits also provides one rationale for the approach in many privatizations of not

1 Eor example, Doidge et a. (2001) argue that foreign companies list in the United States to precommit themselves to extract less privgg



smply selling to the highest bidder and for the consistent finding in central and eastern Europe (Djankov and
Murrell (2000)) of superior returns for firms sold to foreigners (most from countries with higher levels of anti-

director rights than in the transition countries) after controlling for possible selection issues.

Comparing control premia measures

Another check that our estimates measure the value of control comes from comparing them with
estimates of the value of control obtained using different methods. The largest set of dternative estimatesis
provided by Nenova (2000). By using differential voting shares, she estimates the value of control across 18
countries. Table VII (panel A) reports both her numbers and our numbers. In spite of the different method used,
there isaremarkable similarity in findings. Our estimates for countries like the United States, Switzerland and
Germany are identical, and the overall correlation between our measures is .59 for the raw measure and .55 for
the refined measure.'” There are, however, notable exceptions. Nenova finds that both Brazil and Australia have
aratio of value of control to value of equity equa to 0.23, while we find only 0.02 for Australia and 0.65 for
Brazil. What can explain these differences?

One possibility is the sample selection in Nenova sample mentioned in the introduction. Companies are
more likely to issue dual class shares when private benefits of control are large (Grossman and Hart (1988),
Zingales (1995b)). Hence, a measure of private benefits of control based on the voting premium of companies
that issued dua class shares tends to overestimate the value of control. Most importantly, this upward bias is not
homogeneous across countries, but it is more severe the fewer the percentage of dual class companiesin the
population of traded companiesin a country. And this percentage varies widely across countries.

Thefina column in Table VII reports the percentage of dua class firms with prices available by
Datastream as a percentage of the total population of Datastream firms in the country in that year. In countries
that allow dual class shares, on average only 14 percent of the firms have two classes of sharestraded. Thereis
awide cross-sectiona variation: Brazil has 59 percent of such firms, while Australia and the United Kingdom

have only 1 percent.

benefits of control.
121 we exclude Brazil, an outlier, the correlation increases to .69 usi ng the raw data and .81 using the refined data. 23



We test the possible effects of the sample selection described above by regressing the difference
between Nenova's estimates and our estimates against the percentage of companies with two classes traded. If
there exists a bias, we expect Nenova's estimates to exceed ours in countries with few dual class-stocks like
Australia and the United Kingdom (i.e., a negative coefficient in the regression). Thisis indeed what we find. In
countries where dud class shares are more rare Nenvova s number significantly exceeds ours. The effect is
economically very important. A one standard deviation increase in the percentage of dua class shares leads
Nenova's estimates to exceed ours by 22 percentage points.® This variable alone explains 76 percent of the
difference in raw estimates and 57 percent of the difference in refined estimates.

Overall, these results give confidence that the Barclay and Holderness method to estimates private
benefits measures indeed private benefits (and not overpayment) and it does so introducing smaller biases than
the aternative method. That the two set of estimates differ in the way predicted by theory is aso a strong
indication these estimates are indeed measuring the value of private benefits of control.

Having established some degree of confidence in our estimates, we now move to use themin

international comparisons.

|V — Effects of Private Benefits on Financial Development

IV.1 Theoretical Predictions
We have shown that the magnitude of private benefits of control varies greatly across countries. We have
not shown, however, that larger private benefits are necessarily more inefficient. Can we derive any implication
on the effects of larger private benefits of control on the development of financial markets that is independent of

their characterization as efficient of inefficient?

The answer is yes. In countries where a controlling party can appropriate alarger share of the value of a
company, entrepreneurs will be more reluctant to take their companies public. If they sell aminority position,

outside investors will be willing to pay less for it than what it is currently worth it to the entrepreneur, because

18 Using differential voting shares to estimate the value of control can induce also another bias. When ownership is highly concentrated,
the price of voting shares tends to underestimate the value of votes, because control is securely held in the hands of the largest
shareholder. There is some weak evidence this might be the case if we use Nenova's (2000) raw estimates. Nenova (2000), however, is
aware of this problem and in her regressions she controls for ownership concentration. Consistently, her refined measure seems
completely unaffected by this bias. 24



they factor in the possibility a new acquirer will dilute the value of the company in the future. As aresult,
entrepreneurs are reluctant to sell (Zingales, 1995b). At the same time, when control value is high they do not
want to sell amajority of votesin the market because they will not receive an adequate compensation for it.
Atomistic shareholders will pay for the voting rights they expect to receive in a future tender offer. If, asitis
likely to be the case, the market for corporate control is not perfectly competitive, atomistic shareholders will
receive less in atender offer than what a controlling shareholder would have obtained in a private negotiation

(Zingales, 1995b). Hence, three implications follow:

1) Sincefewer companies will list, in countries with high private benefits of control the importance of the

equity market relative to GDP should be smaller;

2) Sinceincumbents are more likely to retain control after they take their company public, in countries with

high private benefits of control the percentage of companies widely held should be smaller;

3) Sinceit ismore profitable to sell control in a private negotiation, in countries with high private benefits of
control a revenue maximizing Government should prefer to sell control in private transactions rather than in

public offerings.

All these predictions are independent of the direct welfare implications of private benefits of control. In
fact, they are derived from Zingales (1995b), where private benefits of control have no efficiency consequences,
but only distributional ones.

V.2 Test

In table V11 we test these three predictions using our private benefits measure as an independent
variable. We focus on our estimated country fixed effects from table VI. Since our explanatory variableis
estimated, OL S estimates are biased and inconsistent. Thus, we aso report instrumental variable (1V) estimates,
where we use the family of origin of a country’slegal system as an instrument for the extent of private benefits.
Aswe show below in table X1, lega origin is highly correlated with our private benefit measure. All of the
reported results are robust to using the raw measure of private benefits from table 11 in place of the estimated

country fixed effects.
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We begin by focusing on the relation between the size of private benefits and ownership concentration
(column 1). As ameasure of ownership concentration that is available for aimost dl of the countriesin our
dataset we use the percentage of equity controlled by the 3 largest shareholders in the 10 largest non financia
firms where the state is not a shareholder (La Porta et al. 1998). To control for other possible factors we insert in
all the regressions the log GDP per capita.

As predicted, countries with higher private benefits have more concentrated ownership. A one standard
deviation increase in the size of private benefits trandates into 6 percent more of the equity held by the largest
three shareholders. This simple specification seems to have also a very high explanatory power (R**2 = 0.47).

In column 2 we test the effect of private benefits on the way firms are privatized. Our dependent
variable is the percentage of privatizations that took place as a private asset sale, rather than as a share offering
from Megginson, Nash, Netter and Poulsen, 2000. Asset sales ailmost always involve the sale of amajority (or
100 percent) of the shares to a controlling shareholder or group. Share offerings disperse ownership to a greater
extent. To control for other factors we include not only the per capita GDP, but also the importance of the
equity market, on the basis that governments are more likely to sell sharesin a public offerings if the market is
more developed. *

We find that in countries with large private benefits governments are more likely to divest companies
through private sales. A one standard deviation increase in the size of private benefits trandates into 35 percent
more firms being privatized through private negotiations. These results are consistent with evidence from
privatizations in specific countries. In Brazil, for example, government interest in receiving the control premia
at the time of privatization led them to weaken existing protections for minority investors so that minority
holders of voting shares no longer had the right to an equal offer at the same price as the control block. In
Mexico, Lopez-de-Silanes (1997) reports that the price per share for sales that did not involve control were just
one quarter of the prices for sales of control blocks, helping to explain the fact that 87 percent of all salesin his
sample of Mexican firms involved sales of control.

In Table VIII, pandl B we test the link between private benefits and capital market development,

beginning with the various aggregate indicators of financial development introduced by LaPorta et a (1997):
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number of |POs/population, the number of listed firms/population, the external market capitalization relative to
GDP, and the level of debt/GDP. Private benefits a so explain a significant fraction of the cross sectiona
variation in these measures. Our measure of private benefits is significant in al regressions with the exception
of the OL S specification with the number of listed firms, where the single data point of Isragl, with an unusually
high level of number of firms, reduces our level of significance. All the regressions include log per capita GDP
as aregressor, to control for other possible factors.™ A one standard deviation increase in private benefits

trandates into a 48 percent decline in the percent of external equity capitalization/GNP.

V - What Curbs Private Benefits of Control?

V.1 Theoretical Predictions
Since the extent of private benefits of control seem to matter for security market development, the
guestion of what curbs them becomes of central importance for any attempt to foster security market

development.

The prominent place of lega institutions in the current discussions on the causes of financial
development owes much to the influential survey of Shleifer and Vishny (1997) and the subsequent empirical
work by LaPorta et al. (1997, 1998,1999). Whereas the traditional law and economics literature suggested that
legal institutions were unlikely to influence firm behavior, as sophisticated investors and entrepreneurs could
anticipate difficulties and craft localized solutions to these problems (including opting out of nationa laws), this
new law and economics literature redirected attention to national institutions. Echoing a theme found in the new
ingtitutional economics, the ingtitution of legd rulesis a constraint that can complement markets rather than

limit market transactions by affecting the bargaining over competing claims on the wealth of the corporation.

The evidence of systematic differencesin legal rules and the correlation between these rules and
features of financia development has reinforced belief in the importance of institutions in general and lega

ingtitutions in particular. We follow the literature and examine empirical proxies for the three most important

1% The results are robust to excluding this variable.
15 Simiilar results obtain if we follow LaPorta et al 1997 and include GDP growth to capture future growth prospects and log GDP to
capture any economies of scale in financial development. 27



institutional dimensions of lega protections. legal leverage for minority shareholders, information to identify

abuse of legal protections, and expectations of enforcement where legal protections have been identified.
Legal ingtitutions

i) The legal environment The ability of a controlling shareholder to appropriate some of the value generated is
limited by the possibility of being sued. Thus, a greater ability to sue should trandate into smaller private
benefits of control (Zingaes (1995d)). The same reasoning applies to any legd right attributed to non-
controlling shareholders (La Porta et a., 1997). Accordingly, we examine the explanatory power of legal rights
that give minority investors leverage over insiders in firms focusing on the so-called anti- director rights index
developed by La Portaet a., 1997 and used by Pistor et al., 2000 for the transition countries. We focus our
attention on the level of shareholder rights in the country of the target firm. As seen above, we aso examine the
impact of shareholder rightsin the acquiror’s country based on the hypothesis that these might also constrain

private benefits (Dyck (2000)).

i) Disclosure standards. Disclosure standards regulate the information available to non-controlling
shareholders. The more accurate this information is, the more difficult it is for a controlling shareholder to
appropriate value without incurring legal pendties or, at least, reputationa costs. Thus, measures of quality of

disclosure should be negatively correlated with the size of private benefits of control.

iii) Enforcement The strength of legal protections depends upon the expectations of speedy and predictable
enforcement. Thus, we include as one of our contractual variables a measure of the strength of a country’s law
and order tradition as measured by the country risk rating agency International Country Risk. Thisrule of law

index is sca