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Abstract

This paper examines legal rules covering protection of corporate shareholders and
creditors, the origin of these rules, and the quality of their enforcement in 49 countries. The
results show that common law countries generally have the strongest, and French civil law
countries the weakest, legal protections of investors, with German and Scandinavian civil law
countries located in the middle. We aso find that concentration of ownership of sharesin the
largest public companiesis negatively related to investor protections, consistent with the
hypothesis that small, diversified shareholders are unlikely to be important in countries that fail to

protect their rights.



1. Overview of the issues.

In the traditional finance of Modigliani and Miller (1958), securities are recognized by
their cash flows. For example, debt has a fixed promised stream of interest payments, whereas
equity entitles its owner to receiving dividends. Recent financial research has shown that thisis
far from the whole story, and that the defining feature of various securities is the rights that they
bring to their owners (Hart 1995). Thus shares typically give their owners the right to vote for
directors of companies, whereas debt entitles creditors to the power, for example, to repossess
collateral when the company fails to make promised payments.

The rights attached to securities become critical when managers of companies act in their
own interest. These rights give investors the power to extract from managers the returns on their
investment. Shareholders receive dividends because they can vote out the directors who do not
pay them, and creditors are paid because they have the power to repossess collateral. Without
these rights, investors would not be able to get paid, and therefore firms would find it harder to
raise externa finance.

But the view that securities are inherently characterized by someintrinsic rightsis
incomplete as well. It ignores the fact that these rights depend on the legal rules of the
jurisdictions where securities are issued. Does being a shareholder in France give an investor the
same privileges as being a shareholder in the United States, India, or Mexico? Would a secured
creditor in Germany fare as well when the borrower defaults as onein Sri Lankaor Italy,
assuming that the value of the collateral isthe samein all cases? Law and the quality of its

enforcement are potentially important determinants of what rights security holders have and how
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well these rights are protected. Since the protection investors receive determines their readiness
to finance firms, corporate finance may critically turn on these legal rules and their enforcement.

The differencesin legal protections of investors might help explain why firms are financed
and owned so differently in different countries. Why do Italian companies rarely go public
(Pagano, Panetta and Zingales 1998)? Why does Germany have such a small stock market, but
also maintains very large and powerful banks (Edwards and Fischer 1994)? Why isthe voting
premium -- the price of shares with high voting rights relative to that of shares with low voting
rights -- small in Sweden and the United States, and much larger in Italy and Israel (Levy 1982,
Rydquist 1987, Zingales 1994, 1995)? Indeed, why were Russian stocks nearly worthless
immediately after privatization -- by some estimates one hundred times cheaper than Western
stocks backed by comparable assets -- and why did Russian companies have virtually no access to
external finance (Boycko, Shleifer and Vishny 1993)? Why is ownership of large American and
British companies so widely dispersed (Berle and Means 1932)? The content of legal rulesin
different countries may shed light on these corporate governance puzzles.

In recent years, economists and legal scholars have begun to examine theoretically the
costs of benefits of aternative legal rules regarding investor rights (e.g., Bebchuk 1995, Gromb
1993, Grossman and Hart 1988, Harris and Raviv 1988). Thetrouble s, there have been no
systematic data available on what the legal rules pertaining to corporate governance are around
the world, how well these rules are enforced in different countries, and what effect these rules
have. There is no systematic knowledge, for example, of whether different countries actually do
have substantially different rules that might explain differences in their financing patterns.

Comparative statistical analysis of the legal underpinnings of corporate finance -- and commerce



more generdly -- remains unchartered territory.

In this paper, we attempt to explore this territory. We examine empirically how laws
protecting investors differ across 49 countries, how quality of enforcement of these laws varies,
and whether these variations matter for corporate ownership patterns around the world.

Our starting point is the recognition that laws in different countries are typically not
written from scratch, but rather transplanted -- voluntarily or otherwise -- from afew legal
families or traditions (Watson 1974). In general, commercial laws come from two broad
traditions: common law, which is English in origin, and civil law, which derives from Roman law.
Within the civil tradition, there are only three mgjor families that modern commercial laws
originate from: French, German, and Scandinavian. The French and the German civil traditions,
as well as the common law tradition, have spread around the world through a combination of
conquest, imperialism, outright borrowing, and more subtle imitation. The resulting laws reflect
both the influence of their families and the revisions specific to individual countries. Asaresult of
this spread of legal families and the subsequent evolution of the laws, we can compare both the
individual lega rules and whole legal families across alarge number of countries.

To this end, we have assembled a data set covering legal rules pertaining to the rights of
investors, and to the quality of enforcement of these rules, in 49 countries that have publicly
traded companies. For shareholders, some of the rules we examine cover voting powers, ease of
participation in corporate voting, and legal protections against expropriation by management. For
creditors, some of these rules cover the respect for security of the loan, the ability to grab assets
in case of aloan default, and the inability of management to seek protection from creditors

unilaterally. In effect, these rules measure the ease with which investors can exercise their powers
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against management. We also consider measures of the quality of enforcement of legal rulesin
different countries and of the quality of their accounting systems.

We show that laws vary alot across countries, in part due to differencesin legal origin.
Civil laws give investors weaker lega rights than common laws do, independent of the level of per
capitaincome. Common law countries give both shareholders and creditors -- relatively speaking
-- the strongest, and French civil law countries the weakest, protection. German civil law and
Scandinavian countries generaly fall between the other two. The quality of law enforcement is
the highest in Scandinavian and German civil law countries, next highest in common law
countries, and again the lowest in French civil law countries.

Having shown that law and its enforcement varies across countries and legal families, we
ask how the countries with poor laws or their enforcement cope with this problem. Do these
countries have other, substitute mechanisms of corporate governance? These adaptive
mechanisms may be in fact incorporated into the law, or they may lie outside the law. One
potential adaptation to fewer laws is strong enforcement of laws, but as we pointed out above this
does not appear to be the case empirically. Another adaptation, sometimes referred to as "bright
line" rules, isto legally introduce mandatory standards of retention and distribution of capita to
investors, which limit the opportunities for managerial expropriation. We find that only French
civil law countries have mandatory dividends, and German civil law countries are the most likely
to have legal reserve requirements of al the lega families.

A further response to the lack of legal protections that we examine is high ownership
concentration. Some concentration of ownership of afirm's sharesistypically efficient to provide

managers with incentives to work, and large investors with incentives to monitor the managers
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(Jensen and Meckling 1976, Shleifer and Vishny 1986). However, some dispersion of ownership
isalso desirable to diversify risk. Asargued by Shleifer and Vishny (1997) and explained further
in section 6, very high ownership concentration may be a reflection of poor investor protection.
We examine ownership concentration in the largest publicly traded companies in our sample
countries, and find a strong negative correlation between concentration of ownership, as
measured by the combined stake of the three largest shareholders, and the quality of legal
protection of investors. Poor investor protection in French civil law countries is associated with
extremely concentrated ownership. The data on ownership concentration thus support the idea
that legal systems matter for corporate governance, and that firms have to adapt to the limitations
of the legal systems that they operatein.

The next section of the paper describes the countries and their laws. Sections 3 and 4 then
compare shareholder and creditor rights, respectively, in different countries and different legal
traditions. Section 5 compares the quality of law enforcement and accounting standards in

different countries and legal traditions. Section 6 focuses on ownership. Section 7 concludes.

2. Countries, Legal Families, and Lega Rules.
Countries

Most studies of corporate governance focus on one, or afew, wealthy economies (see,
e.g., Rgan and Zingales 1995, Berglof and Perotti 1994, Gorton and Schmidt 1995, Kaplan and
Minton 1994). However, corporate governance in all of the three economies that scholars
typically focus on -- the United States, Germany, and Japan -- is quite effective. To understand

better the role of legal protection of investors, we need to examine alarger sample of countries.
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To this end, we have assembled as comprehensive a sample as possible of countries that have
some non-financial firms traded on their stock exchanges. The sample covers 49 countries from
Europe, North and South America, Africa, Asia, and Australia. There are no socialist or
“transition” economies in the sample. A country is selected for inclusion if, based on the
WorldScope sample of 15,900 firms from 33 countries and the Moody’ s International sample of
15,100 non-U.S. firms from 92 countries, that country had at least five domestic non-financial
publicly traded firms with no government ownership in 1993. We restrict attention to countries
that have publicly traded firms since our primary focus is on protecting investor rights, and
without public shareholders a discussion of investor rights would be limited. Having at least five

non-financial private firmsis also essential for construction of ownership data.

Legal Families

Comparative legal scholars agree that, even though no two nations' laws are exactly alike,
some national legal systems are sufficiently ssmilar in certain critical respects to permit
classification of national legal systemsinto mgjor families of law. Although there is no unanimity
among legal scholars on how to define legal families, “among the criteria often used for this
purpose are the following: (1) historical background and development of the lega system, (2)
theories and hierarchies of sources of law, (3) the working methodology of jurists within the legal
systems, (4) the characteristics of legal concepts employed by the system, (5) the legal institutions
of the system, and (6) the divisions of law employed within a system” (Glendon et al. 1992, pp. 4-
5). Based on this approach, scholars identify two broad legal traditions that pertain to matters

discussed in this paper: civil law and common law.!
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The civil, or Romano-Germanic, legal tradition is the oldest, the most influential, and the
most widely distributed around the world. It originates in Roman law, uses statutes and
comprehensive codes as a primary means of ordering legal material, and relies heavily on legal
scholars to ascertain and formulate its rules (Merryman 1969). Legal scholarstypically identify
three currently common families of laws within the civil law tradition: French, German, and
Scandinavian. The French Commercial Code was written under Napoleon in 1807, and brought
by his armies to Belgium, the Netherlands, part of Poland, Italy, and Western regions of Germany.
In the colonia era, France extended her legal influence to the Near East and Northern and Sub-
Saharan Africa, Indochina, Oceania, and French Caribbean islands. French legal influence has
been significant as well in Luxembourg, Portugal, Spain, some of the Swiss cantons, and Italy
(Glendon et a. 1994). When the Spanish and Portuguese empiresin Latin America dissolved in
the 19th century, it was mainly the French civil law that the lawmakers of the new nations looked
to for inspiration. Our sample contains 21 countries with laws in the French civil tradition.

The German Commercial Code was written in 1897 after Bismarck’s unification of
Germany, and perhaps because it was produced several decades later, was not as widely adopted
asthe French Code. It had an important influence on the legal theory and doctrine in Austria,
Czechodovakia, Greece, Hungary, Italy, Switzerland, Yugoslavia, Japan and Korea. Taiwan's
laws came from China, which borrowed heavily from the German Code during its modernization.
We have 6 countries from this family in our sample.

The Scandinavian family is usually viewed as part of the civil law tradition, athough its
law isless derivative of Roman law than the French and German families (Zweigert and Kotz

1987). Although Nordic countries had civil codes as far back as the 18th century, these codes
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are not used any more. Most writers describe the Scandinavian laws as similar to each other but
“distinct” from others, so we keep the 4 Nordic countries in our sample as a separate family.

The common law family includes the law of England and those laws modeled on English
law. The common law isformed by judges who have to resolve specific disputes. Precedents
from judicia decisions, as opposed to contributions by scholars, shape common law. Common
law has spread to British colonies, including the United States, Canada, Australia, India, and many
other countries. There are 18 common law countries in our sample.

To classify countriesinto legal families, we rely principally on Reynolds and Flores (1989).
In most cases, such classification is uncontroversial. In afew cases, while the basic origin of laws
is clear, laws have been amended over time to incorporate influences from other families. For
example, Ecuador is a French civil law country, which revised its company law in 1977 to
incorporate some common law rules; Thailand' sfirst laws were based on common law, but since
received enormous French influence; and Italy is a French civil law country with some German
influence. Most importantly for our study, after World War 11, the American occupying army
“Americanized” some Japanese laws, particularly in the company law area, although their basic
German civil law structure remained. In these -- and several other -- cases, we classify a country
based on the origin of theinitial laws it adopted, rather than on the revisions.? In the United
States, states have their own laws. We generaly rely on Delaware law because a significant
fraction of large US companies are incorporated in Delaware. In Canada, our data come from

Ontario laws, even though Quebec has a French civil law based system.

Legal Rules
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We look only at laws pertaining to investor protection, and specifically only at company
and bankruptcy/reorganization laws. Company laws exist in al countries, and are concerned with:
(2) the legal relations between corporate insiders (members of the corporation, i.e., shareholders,
directors) and the corporation itself; and (2) the legal relations between the corporation and
certain outsiders, particularly creditors. Bankruptcy/reorganization laws apply more generaly
than just to companies, but deal specifically with procedures that unfold in the case of failure to
pay back debt. All these laws are part of the commercia codesin civil law countries, and exist as
separate laws, mainly in the form of Acts, in common law countries.

There are several conspicuous omissions from the data set. First, this paper says little
about merger and takeover rules, except indirectly by looking at voting mechanisms. These rules
are spread between company laws, anti-trust laws, security laws, stock exchange regulations, and
sometimes banking regulations as well. Moreover, these rules have changed significantly in
Europe as part of EC legal harmonization. Until recently, takeovers have been an important
governance tool only in afew common law countries, although the situation may change.’

Second, this paper also says little about disclosure rules, which again come from many
sources, including company laws, security laws, and stock exchange regulations, and are also
intended for harmonization across the European Community. We do, however, look at the
quality of accounting standards, which to alarge extent is a consequence of disclosure rules.

Third, we do not in this paper use any information from regulations imposed by security
exchanges. One instance where thisis relevant is exchange-imposed restrictions on the voting
rights for the shares that companies can issue if these shares are to be traded on the exchange.

Finally, a potentialy important set of rules that we do not deal with here is banking and
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financial institution regulations, which might take the form of restricting bank ownership, for
example. Much has been made of these regulations in the United States by Roe (1994).

An inspection of company and bankruptcy laws suggests numerous potentially measurable
differences among countries. Here we focus only on some of the most basic rules that observers
of corporate governance around the world (e.g., Paul Vishny 1994, Investor Responsibility
Research Center 1994, Institutional Shareholder Services 1994, White 1993, American Bar
Association 1989 and 1993) believe to be critical to the quality of shareholder and creditor legal
rights. Moreover, we focus on variables that prima facie are interpretable as either pro-investor
or pro-management, since thisis the dimension along which we are trying to assess countries and
legal families. There are obvious differencesin rules between countries, such as for example tier
structures of boards of directors, that we do not examine because we cannot ascertain which of
these rules are more sympathetic to shareholders. Investor rights, as well as the other variables
we use in this paper, are summarized in Table 1. We discuss individual variablesin more detail in
the sections where they are analyzed, and present all the data on individual rights that we usein

the paper in the relevant tables.

Some Conceptual 1ssues

Our goal isto establish whether laws pertaining to investor protection differ across
countries and whether these differences have consequences for corporate finance. This research
design immediately poses some conceptual problems. To begin, some scholars, such as
Easterbrook and Fischel (1991), are skeptical that legal rules are binding in most instances, since

often firms can opt out of these rules in their corporate charters, which effectively serve as
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contracts between entrepreneurs and investors. Indeed, in many countries, firms can opt out of
some of the rules we examine. Asa practica matter, however, it may be costly for firms to opt
out of standard legal rules since investors might have difficulty accepting non-standard contracts
and, more importantly, judges might fail to understand or enforce them. The question of whether
legal rules matter is fundamentally empirical: if opting out were cheap and simple, we would not
find that legal rules matter for patterns of corporate ownership and finance.

A closely related question is whether more restrictive rules, which reduce the choices
available to company founders, are necessarily more protective of shareholders than the
alternative of greater flexibility. Inan environment of perfect judicia enforcement, the benefits of
flexibility probably outweigh the risks that entrepreneurs use non-standard corporate charters to
take advantage of investors, since investors can appeal to a court when they are expropriated in
an unanticipated way. However, with imperfect enforcement, smple, restrictive, “bright ling”
rules, which require only aminimal effort from the judicial system to enforce, may be superior
(Hay, Shleifer, and Vishny 1996). Again, the question does not have a clear theoretical answer,
and the issue of how legal rules affect corporate finance is ultimately empirical.

Even if we wereto find that legal rules matter, it would be possible to argue that these
rules endogenously adjust to economic reality, and hence the differences in rules and outcomes
simply reflect the differences in some other, exogenous conditions across countries. Perhaps
some countries chose to have only bank finance of firms for political reasons, and then adjusted
their laws accordingly to protect banks and discourage shareholders. Some individual rules are
probably endogenous. However, thisis where our focus on the legal origin becomes crucial.

Countries typically adopted their legal systems involuntarily (through conguest or colonization),
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and even when they chose alegal system freely, asin the case of former Spanish colonies, the
crucial consideration was language and the broad political stance of the law rather than the
treatment of investor protections. The legal family can therefore be treated as exogenous to a
country's structure of corporate ownership and finance. If we find that legal rules differ
substantially across lega families, and that so do financing and ownership patterns, we have a

strong case that legal families, as expressed in the legal rules, actually cause outcomes.

3. Shareholder rights.

We begin by considering shareholder rights from company laws. The rights measuresin
this section are refined versions of those presented in our working paper (La Porta et. al. 1996).*

Because shareholders exercise their power by voting for directors and on major corporate
issues, experts focus on voting procedures in evaluating shareholder rights. These include: voting
rights attached to shares, rights that support the voting mechanism against interference by the
insiders, and what we call remedial rights. To begin, investors may be better protected when
dividend rights are tightly linked to voting rights, i.e. companies in a country are subject to one-
share-one-vote rules (Grossman and Hart 1988, Harris and Raviv 1988).> When votes are tied to
dividends, insiders cannot have substantia control of the company without having substantial
ownership of its cash flows, which moderates their taste for (costly) diversion of cash flows
relative to payment of dividends. There are many ways out of the one-share-one-vote principle
that laws in different countries accommodate. Companies can issue non-voting shares, low and
high-voting shares, founders shares with extremely high voting rights, or shares whose votes

increase when they are held longer, asin France. Companies can aso restrict the total number of
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votes that any given shareholder can exercise at a shareholders' meeting, regardiess of how many
votes he controls. We say that a country has one-share one-vote if none of these practicesis
allowed by law. In our sample, only 11 countries impose genuine one-share one-vote rules.

The next six rights, which we refer to as anti-director rights, measure how strongly the
legal system favors minority shareholders against managers or dominant shareholdersin the
corporate decision making process, including the voting process. First, in some countries,
shareholders must show up in person, or send an authorized representative, to a shareholders
meeting to be able to vote. In other countries, in contrast, they can mail their proxy vote directly
to the firm, which both enables them to see the relevant proxy information and makes it easier to
cast their votes. In Japan, for example, annual shareholder meetings are concentrated
overwhelmingly on asingle day in late June, and voting by mail is not allowed for some
shareholders, which makes it difficult for shareholders to exercise their votes.

Second, in some countries, law requires that shareholders deposit their shares with the
company or afinancial intermediary several days prior to a shareholder meeting. The shares are
then kept in custody until afew days after the meeting. This practice prevents shareholders from
selling their shares for several days around the time of the meeting, and keeps shareholders who
do not bother to go through this exercise from voting.

Third, afew countries allow cumulative voting for directors, and a few have mechanisms
of proportional representation on the board, by which minority interests may name a proportional
number of directors. The effect of either rule, in principle, is to give more power for minority
shareholders to put their representatives on boards of directors.

Fourth, some countries give minority shareholders legal mechanisms against perceived
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oppression by directors (in addition to outright fraud, which isillegal everywhere). These
mechanisms may include the right to challenge the directors’ decisionsin court (asinthe
American derivative suit), or the right to force the company to repurchase shares of the minority
shareholders who object to certain fundamental decisions of the management or of the assembly
of shareholders, such as mergers or asset sales.

Fifth, some countries grant shareholders a preemptive right to buy new issues of stock,
which can only be waved by a shareholder vote. Thisright isintended to protect shareholders
from dilution, whereby shares are issued to favored investors at below market prices.

Sixth, we look at the percentage of share capital needed to call an extraordinary
shareholders’ meeting.® Presumably, the higher this percentage is, the harder it is for minority
shareholders to organize a meeting to challenge or oust the management. This percentage varies
around the world from 3 percent in Japan to 33 percent of share capital in Mexico.

For each of the first five anti-director rights measures, a country gets a score of 1 if it
protects minority shareholders according to this measure, and a score of zero otherwise. We also
give each country a1 if the percentage of share capital needed to call an extraordinary shareholder
meeting is at or below the world median of 10 percent. Finally, we add up these six anti-director
rights scores into an aggregate score, which ranges from 0 for Belgium to 5 for Canada and the
United States, for example.

The last shareholder rights measure, which we treat differently from others, is the right to
amandatory dividend. In some countries, companies are mandated by law to pay out a certain
fraction of their declared earnings as dividends. Because earnings can be misrepresented within

the limits allowed by the accounting system, this measure is not asrestrictive as it looks. The
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mandatory dividend right may be alegal substitute for the weakness of other protections of
minority shareholders.

Table 2 presents the data on shareholder rights, where the values of all variables are listed
by country, and countries are organized by legal origin. Columnsin Table 2 correspond to
particular legal provisions concerning shareholder rights, and the values in the tables are dummies
egual to 1 if the country has shareholder protectionsin that particular area. Table 2 also presents
equality of meanstests for all the variables by origin.

An examination of world means of the variables in Tables 2 suggests that relatively few
countries have legal rules favoring outside shareholders. Only 22 percent of the countries have
one-share one-vote, only 27 percent allow cumulative voting or give minorities aright of
proportional board representation, only 18 percent alow voting by mail, only 53 percent have
some oppressed minorities mechanism, and only 53 percent give minority shareholders a
preemptive right to buy new shares.

The other clear result in Table 2 is that, for many variables, the origin of laws matters.
The means of shareholder rights variables are statistically significantly different between legal
families. The two variables where most lega families are Smilar are one-share one-vote, which is
an uncommon restriction everywhere (and never happens in Scandinavia, which is therefore
different), and cumulative voting/proportiona representation, which is also uncommon
everywhere (and again never happensin Scandinavia). For the other variables, the differencesin
shareholder rights between legal origins are more substantial.

Specificaly, two major findings emerge from Table 2. First, dlong a variety of

dimensions, common law countries afford the best legal protections to shareholders. They most
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frequently (39%) allow shareholders to vote by mail, they never block shares for shareholder
meetings, they have the highest (94%) incidence of laws protecting oppressed minorities, and they
generaly require relatively little share capital (9%) to call an extraordinary shareholder meeting.
The only dimension on which common law countries are not especialy protectiveis the
preemptive right to new share issues (44%). Still, the common law countries have the highest
average anti-director rights score (4.00) of al legal families. Many of the differences between
common law and civil law countries are statistically significant. In short, relative to the rest of the
world, common law countries have a package of laws most protective of shareholders.

Second, along a broad range of dimensions, French civil law countries afford the worst
legal protections to shareholders. Although they look average on one-share-one-vote (29%) and
cumulative voting (19%), and better than average on preemptive rights (62%), they have the
lowest (5%) incidence of alowing voting by mail, alow (57%, though not as low as German civil
law countries) incidence of not blocking shares for shareholder meetings, alow (29%, though not
as low as Nordic countries) incidence of laws protecting oppressed minorities, and the highest
(15%) percentage of share capital needed to call an extraordinary shareholders meeting. The
aggregate anti-director rights score is the lowest (2.33) for the French civil law countries. The
difference in this score between French civil law and common law is large and statistically
significant. Interestingly, France itself, except for allowing proxy voting by mail and having a
preemptive right to new share issues, does not have strong legal protections of shareholders.
These results suggest that shareholders in the two most widely-spread legal regimes. common law
and French civil law, operate in very different legal environments.

The German civil law countries are not particularly protective of shareholders either.
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They have arelatively high frequency of one-share one-vote rules (because of East Asia), require
few votesto call an extraordinary meeting, and offer preemptive rightsin athird of the cases. But
they usually block shares before shareholder meetings, never alow voting by mail, and have
oppressed minority mechanismsin only half of the countries. The average anti-director score for
this family is 2.33 -- exactly the same as that for the French family. In Scandinavia, no country
has oppressed minority protections, a one-share one-vote restriction, or a cumulative voting/
proportional representation mechanism, and only Norway alows voting by mail. At the same
time, no country blocks shares before a shareholder meeting, and three out of four give
shareholders preemptive rights. The average Scandinavian anti-director rights scoreis 3.

The one remedial measure in Table 2, namely mandatory dividend, shows that mandatory
dividends are used only in French civil law countries. Thisresult is broadly consistent with the
rest of our evidence, and suggests that mandatory dividends are indeed aremedial lega protection
for shareholders who have relatively few other legal rights.

The resultsin Panel B of Table 2 suggest that the differences in the various measures of
shareholder rights between different legal families are often significant, and almost aways
significant when common and civil law families are compared. One further question is whether
the difference in scores by legal origin just reflects differences in per capitaincome levels. To
address this question, Table 4 divides all countries into the bottom 25%, middle 50%, and top
25% by GNP per capita. The results show, in particular, that anti-director rights scores are
independent of per capitaincome, rejecting the notion that legal rules that are more protective of
investors are a reflection of higher per capitaincome.

In sum, common law countries have the relatively strongest, and the French civil law
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countries the weakest, protections of shareholders, independent of per capitaincome. A minority
shareholder in Australia can vote by mail, can trade his shares during a shareholders meeting, is
protected from certain expropriations by directors, and needs to organize only 5% of the votesto
call an extraordinary meeting. A minority shareholder in Belgium, in contrast, cannot vote by
mail, has his shares blocked during the shareholder meeting, is not protected from expropriation
by directors and needs 20% of share capital to call for an extraordinary meeting. The differences

between legal families come out clearly from this analysis of shareholder rights.

4. Creditor Rights.

Conceptually, creditor rights are more complex than shareholder rights, for two reasons.
First, there may be different kinds of creditors, with different interests, so protecting rights of
some creditors has the effect of reducing the rights of others. For example, in case of a defaullt,
senior secured creditors may have a simple interest in getting possession of collateral no matter
what happens to the firm, whereas junior unsecured creditors may wish to preserve the firm asa
going concern so that they can hope to get some of their money back if the firm turns a profit. In
assessing creditor rights, we take the perspective of senior secured creditors, in part for
concreteness, and in part because much of the debt in the world has that character.

Second, there are two general creditor strategies of dealing with a defaulting firm:
liquidation and reorganization, which require different rights to be effective. The most basic right
of asenior collateralized creditor is the right to repossess -- and then liquidate or keep -- collateral
when aloan isin default (see Hart 1995). In some countries, law makes it difficult for such

creditors to repossess collateral, in part because such repossession leads to liquidation of firms
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which isviewed as socially undesirable. In these countries, creditors may still have powers
against borrowers, namely their votes in the decisions for how to reorganize the company. The
debate between the wisdom of reorganization and liquidation from the social viewpoint has been
extensive (Aghion, Hart, and Moore 1992, Baird 1995, White 1993), and has raised the question
of whether both procedures or just one are needed to protect creditors. Thus a country with a
perfect liquidation procedure but totally ineffective reorganization might be extremely protective
of creditors simply because reorganization never needs to be used. We score creditor rightsin
both reorganization and liquidation, and add up the scores to create a creditor rights index, in part
because amost all countries rely to some extent on both procedures.

We use five creditor rights variablesin thisanalysis. First, in some countries, the
reorgani zation procedure imposes an automatic stay on the assets, thereby preventing secured
creditors from getting possession of loan collateral. This rule obviously protects managers and
unsecured creditors against secured creditors and prevents automatic liquidation. In Greece, for
example, secured creditors have the right to foreclose on their property when their claim matures
and not when the borrower defaults (Guide to Insolvency in Europe 1989, p. 112). In other
countries, in contrast, secured creditors can pull collateral from firms being reorganized without
waiting for completion of reorganization, aright that is obviousy of value to them.

Second, some countries do not assure the secured creditors the right to collateral in
reorganization. In these, admittedly rare, countries, secured creditors are in line behind the
Government and workers, who have absolute priority over them. To use Mexico as an example,
various social constituencies need to be repaid before the secured creditors, often leaving the

latter with no assets to back up their claims.
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Third, management in some countries can seek protection from creditors unilaterally by
filing for reorganization, without creditor consent. Such protection is called Chapter 11 in the
United States, and gives management agreat deal of power, since at best creditors can get their
money or collatera only with adelay. In other countries, in contrast, creditor consent is needed
to file for reorganization, and hence managers cannot so easily escape creditor demands.

Finally, in some countries, management stays pending the resolution of the reorganization
procedure, whereas in other countries, such as Malaysia, management is replaced by a party
appointed by the court or the creditors. Thisthreat of dismissal may enhance creditors power.

As with shareholder rights, we use one remedial creditor rights measure, namely the
existence of alegal reserve requirement. This requirement forces firms to maintain a certain level
of capital to avoid automatic liquidation. It protects creditors who have few other powers by
forcing an automatic liquidation before all the capital is stolen or wasted by the insiders.

The results on creditor rights are presented in Table 3. In genera, the protections of
creditor rights analyzed here occur more frequently than the protections of shareholder rights.
Nearly half of the countries do not have an automatic stay on assets, 81 percent pay secured
creditorsfirst, over half restrict the managers right to seek protection from creditors unilateraly,
and 45 percent remove management in reorganization proceedings.

Asin Table 2, we see that, for many creditor rights, the legal origin matters. Common law
countries offer creditors stronger legal protections against managers. They have the highest
(72%) incidence of no automatic stay on assets; with two exceptions, they guarantee that secured
creditors are paid first (the German civil law and Scandinavian families have no exceptions); they

frequently (72%, behind only Scandinavia) preclude managers from unilaterally seeking court
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protection from creditors; and they have far and away the highest (78%) incidence of removing
managers in reorganization proceedings. The United Statesis actually one of the most anti-
creditor common law countries: it permits automatic stay on assets, allows unimpeded petition for
reorganization, and lets managers keep their jobs in reorganization. The average aggregate
creditor rights score for common law countriesis 3.11 -- by far the highest among the four
families, -- but this scoreis only 1 for the United States.

The French civil law countries offer creditors the weakest protections. Few of them
(26%, tied with Scandinavia) have no automatic stay on assets; relatively few (65%) assure that
secured creditors are paid first; few (42% -- still more than German civil law countries) place
restrictions on managers seeking court protection from creditors; and relatively few (26%)
remove managers in reorganization proceedings. The average aggregate creditor rights score for
the French civil law countriesis 1.58, or roughly half of that for the common law family.

On some measures, countries in the German civil law family are strongly pro-creditor. For
instance, 67 percent of them have no automatic stay, and secured creditorsin al of them are paid
first. On the other hand, relatively few of these countries (33%) prevent managers from getting
protection from creditors unilaterally, and most (67%) alow managers to stay in reorganization.
One view of this evidenceis that the German civil law countries are very responsive to secured
creditors by not alowing automatic stay and by letting them pull collateral. As a consequence of
making liquidation easy, these countries rely less on reorganization of defaulting firms, and hence
being soft on such firms by letting managers stay may not be a big problem. The overall average
creditor rights score of 2.33 for the German family may therefore understate the extent to which

secured creditors are protected.
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Finally, Scandinavia has an overall average score of 2.00, which abit lower than the
German family but higher than the French.

The evidence on the one remedial pro-creditor legal rule in the sample, the legal reserve
requirement, shows that it is amost never used in common law countries, where other investor
protections presumably suffice, but more common in all civil law families. Since this requirement
islikely to protect unsecured creditorsin particular, it is not surprising that it is relatively common
in the German civil law countries, which tend to be as unprotective as the French civil law
countries of unsecured creditors. The evidence suggests that, for creditors as well, remedial
rights are used as a substitute for the weakness of other investor protections.

From Table 3, we see that the ranking of legal familiesis roughly the same for creditor and
shareholder protections. It isnot the case that some legal families protect shareholders and others
protect creditors. This result can be confirmed formally by looking at the (unreported)
correlations of creditor and shareholder rights scores across countries, which are generally
positive. The one possible exception is that German civil law countries are protective of secured
creditors, though generally not of shareholders. A final interesting result in Table 4 is that
creditor rights are, if anything, stronger in poorer than in richer countries, perhaps because poor
countries adapt their laws to facilitate secured lending for lack of other financing opportunities.

To summarize the results thus far, laws differ a great deal across countries, and in
particular they differ because they come from different legal families. Relatively speaking,
common law countries protect investors the most, and French civil law countries protect them the
least. German civil law countries are in the middle, though closer to the civil law group. The one

exception is the strong protections that German civil law countries afford secured creditors.
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Scandinavian countries are in the middle as well. The evidence also indicates that these results are
not a consequence of richer countries having stronger investor rights; if anything, the results for
creditors are the reverse.’

If poor investor protections are actually costly to companies in terms of their ability to
raise funds, then do countries compensate for these shortcomings in other ways? We have already
shown that French civil law countries have a higher incidence of remedial legal protections, such
as mandatory dividends and legal reserves. But there may be other strategies to compensate, at
least in part, for investor-unfriendly laws. One of them -- examined in section 5 -- is strict and
effective enforcement of the laws that do exist. The other -- examined in section 6 -- is

concentrated ownership.

5. Enforcement.

In principle, a strong system of legal enforcement could substitute for weak rules, since
active and well-functioning courts can step in and rescue investors abused by the management.
To address these issues, we examine proxies for the quality of enforcement of these rights, namely
estimates of “law and order” in different countries compiled by private credit risk agencies for the
use of foreign investors interested in doing business in the respective countries. We use five of
these measures: efficiency of the judicial system, rule of law, corruption, risk of expropriation --
meaning outright confiscation or forced nationalization -- by the government, and likelihood of
contract repudiation by the government. The first two of these measures obvioudly pertain to law
enforcement proper; the last three deal more generally with the government's stance toward

business. Some of these measures have been previously shown to affect national growth rates
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(Keefer and Knack 1995).

In addition, we use an estimate of the quality of a country’s accounting standards.
Accounting plays a potentially crucia role in corporate governance. For investors to know
anything about the companies they invest in, basic accounting standards are needed to render
company disclosures interpretable. Even more important, contracts between managers and
investors typically rely on some measures of firms income or assets being verifiable in court. If a
bond covenant stipulates immediate repayment when income falls below a certain level, this level
of income must be verifiable for the bond contract to be even in principle enforceable in court.
Accounting standards might then be necessary for financial contracting, especidly if investor
rights are weak (Hay, Shleifer and Vishny 1996). The measure of accounting standards we use,
like the rule of law measures, is a privately constructed index based on examination of company
reports from different countries. Unfortunately, it is available for only 44 countries, 41 of which
arein our sample.®

Table 5 presents country scores for the various rule of law measures, as well asfor their
accounting standards. It arranges countries by legal origin, and presents tests of equality of means
between families. The table suggests that quality of law enforcement differs across legal families.
In law enforcement, Scandinavian countries are clearly on top, with German civil law countries
close behind. These families have the highest scores of any group on the efficiency of the judicia
system, the rule of law, corruption, risk of expropriation, and risk of contract repudiation by the
government. On al the measures of rule of law, common law countries are behind the leaders,
but ahead of the French civil law countries. The statistical significance of these results varies from

variable to variable.
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With quality of accounting, Scandinavia still comes out on top, though common law
countries are second, (statistically significantly) ahead of the German civil law countries. The
French family has the weakest quality of accounting.

These results do not support the conclusion that the quality of law enforcement substitutes
or compensates for the quality of laws. Aninvestor in a French civil law country is poorly
protected by both the laws and the system that enforces them. The converseistrue for an
investor in acommon law country, on average.

An inspection Table 5 suggests that, for the enforcement measures, the level of per capita
income may have a more important confounding effect than it did for the laws themselves. In
Table 6, we investigate whether quality of enforcement is different in different legal families
through regression analysis across countries, controlling for each country’s level of per capita
income. The omitted dummy in the regressions is for common law countries.”

By every single measure, richer countries have higher quality of law enforcement.
Nonetheless, even controlling for per capitaincome, the legal family matters for the quality of
enforcement and the accounting standards. A great deal of the cross-sectional variance in these
rule of law scores is explained by per capitaincome and the legal origin. In some cases, these
variables together explain around 80 percent of the cross-sectional variation in rule of law scores,
with the lion's share of the explanatory power coming from per capitaincome.

Once income is controlled for, French civil law countries still score lower on every single
measure, and statistically significantly lower for almost al measures, than the common law
countries do. However, German civil law countries now tend to score lower than the common

law countries on all measures other than repudiation of contracts by government, although the
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effect is significant only for the efficiency of the judiciary and the accounting standards.
Scandinavian countries are similar to common law countriesin rule of law measures. The
regression results continue to show that legal families with investor-friendlier laws are also the
ones with stronger enforcement of laws. Poor enforcement and accounting standards aggravate,

rather than cure, the difficulties faced by investors in the French civil law countries.

6. Ownership.

In this section, we explore the hypothesis that companies in countries with poor investor
protection have more concentrated ownership of their shares. There are at least two reasons why
ownership in such countries would be more concentrated. First, large, or even dominant,
shareholders who monitor the managers might need to own more capital, ceteris paribus, to
exercise their control rights and thus to avoid being expropriated by the managers. Thiswould be
especialy true when there are some legal or economic reasons for large shareholders to own
significant cash flow rights as well as votes. Second, when they are poorly protected, small
investors might be willing to buy corporate shares only at such low prices that make it
unattractive for corporations to issue new shares to the public. Such low demand by minority
investors for corporate shares would indirectly stimulate ownership concentration. Of coursg, it is
often efficient to have some ownership concentration in companies, since large shareholders might
monitor managers and thus increase the value of the firm (Shleifer and Vishny 1986). But with
poor investor protection, ownership concentration becomes a substitute for legal protection,
because only large shareholders can hope to receive a return on their investment.

To evaluate this hypothesis, we have assembled a data base of up to 10 largest by market
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capitaization non-financia (i.e., no banks) domestic (i.e., no foreign multinationals) totally private
(i.e., no government ownership) publicly traded (i.e., not 100% privately held) companiesin each
country in our sample. For some countries, including Egypt, India, Nigeria, Philippines, and
Zimbabwe, we could not find 10 such companies and settled for at least five.

For each company, we collected data on its three largest shareholders, and computed the
combined (cash flow) ownership stake of these three shareholders. We did not correct for the
possibility that some of the large shareholders are affiliated with each other, or that the company
itself owns the shares of its shareholders. Both of these corrections would raise effective
concentration of cash flow ownership. On the other hand, we also did not examine the complete
ownership structure of firms, taking account of pyramidal structures and the fact that corporate
shareholders themselves have owners. Doing thisislikely to reduce our measure of ownership
concentration. Last, we could not distinguish empirically between large shareholders who are the
management, affiliated with the management, or separate from the management. It isnot clear
that a conceptual line between management and, say, a 40 percent shareholder can be drawn.

Subject to these caveats, it is possible to construct measures of ownership concentration
for 45 of our 49 countries. For each country, we took the average and the median ownership
stake of the three largest shareholders among its 10 largest publicly traded companies. This
measure resembles measures of ownership concentration used for American companies by
Demsetz and Lehn (1985) and Morck, Shleifer and Vishny (1988).

Table 7 presents, by legal origin, this concentration variable for each country. Inthe
world as a whole, the average ownership of the three largest shareholdersis 46 percent, and the

median is 45 percent. Dispersed ownership in large public companiesis smply amyth. Evenin
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the United States, the average for the 10 most valuable companiesis 20 percent (which is partly
explained by the fact that Microsoft, Walmart, Coca-Cola, and Intel are on thelist and al have
significant ownership concentration), and the median is 12 percent. The average concentration
measure we use is under 30 percent only for the United States, Australia, United Kingdom,
Taiwan, Japan, Korea and Sweden. Presumably, if we looked at smaller companies, the numbers
we would get for ownership concentration would be even larger. The finance textbook model of
management faced by multitudes of dispersed shareholdersis an exception and not the rule.

Table 7 aso shows that ownership concentration varies by legal origin. By far the highest
concentration of ownership isfound in the French civil law countries, with the average ownership
by the three largest shareholders of awhopping 54 percent for the 10 largest non-government
firms. The lowest concentration, in the German civil law countries, is 34 percent. This puzzlingly
low concentration comes from East Asia, where as we already mentioned company law has been
significantly influenced by the United States, rather than from Germany, Austria, or Switzerland.
Scandinavian countries are also relatively low, with 37 percent concentration. Finally common
law countries are in the middle, with 43 percent average ownership concentration. The
differences between the French and other legal families are statistically significant, although other
differences are not. 1n sum, these data indicate that the French civil law countries have unusually
high ownership concentration. These results are at least suggestive that concentration of
ownership is an adaptation to poor legal protection.

In Table 8, we examine empirically the determinants of ownership concentration, in two
steps. First, we regress ownership concentration on legal origin dummies and severa control

variables, to see whether origin matters. The controls we use are: (the logarithm of) GNP per
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capita on the theory that richer countries may have different ownership patterns; (the logarithm
of) total GNP on the theory that larger economies have larger firms which might therefore have
lower ownership concentration; and the Gini coefficient for a country'sincome on the theory that
more unequal societies have higher ownership concentration. Second, we add to the first
regression several measures of legal protections, including accounting standards, enforcement
quality, shareholder rights, creditor rights, and the remedial rights. Given the large number of
variables collected for this paper, we cannot estimate all the possible regressions, and we need to
make some choices. We pick "rule of law" as our measure of quality of enforcement, and use
aggregate anti-director and creditor rights scores from Tables2 and 3. The results we present
are representative of other specifications.

Thefirst regression in Table 8, with all 45 observations, has an adjusted R-squared of 56
percent. It shows that larger economies have lower ownership concentration, and more unequal
countries have higher ownership concentration, consistent with the conjectured effects of these
controls. In addition, this regression confirms the sharply higher concentration of ownership in
the French civil law countries. The second regression in Table 8 adds investor rights, rule of law,
and accounting standards. It has only 39 observations because the data on accounting standards
are incomplete. Still, the adjusted R-squared rises to 73 percent. The coefficient on the logarithm
of GNP remains significant, but not that on the Gini coefficient. The coefficient on the French
origin dummy turnsinsignificant, which suggests that our measures of investor protections
actually capture the limitations of the French civil law system. Indeed, countries with better
accounting standards have a (marginally) statistically significantly lower concentration of

ownership, though rule of law isinsignificant. A 20 point increase in the accounting score



32

(roughly the distance between the common law and French civil law averages) reduces average
ownership concentration by 6 percentage points. Countries with better antidirector rights, as
measured by our aggregate variable, aso have a statistically significantly lower concentration of
ownership. A 1.6 pointsincrease in the anti-director rights score (roughly the distance between
common law and French civil law averages) reduces ownership concentration by 5 percentage
points. In contrast, one-share-one-vote is not significant.

The creditor rights score is insignificant. One could argue that when creditor rights are
good, bank borrowing becomes more common, and small shareholders can free ride on the
monitoring by banks, making dispersed ownership possible. One could alternatively argue that,
easier bank borrowing enables firms to finance their investment through debt rather than equity,
leading to higher ownership concentration in equilibrium.

Finally, the regression shows a large positive effect of the mandatory dividend rule, and a
large negative effect of the legal reserve requirement, on ownership concentration. The former
variable is correlated with the French origin, and the latter with the German origin.

Some of our independent variables, but particularly accounting standards, might be
endogenous. Countries that for some reason have heavily concentrated ownership and small
stock markets might have little use for good accounting standards, and so fail to develop them.
The causdlity in this case would be from ownership concentration to accounting standards, rather
than the other way around. Since we have no instruments that we believe determine accounting
but not ownership concentration, we cannot reject this hypothesis. More generally, the only truly
exogenous variable in these regressions is the legal origin, and hence the result that is most

plausibly interpreted as causdl is the positive effect of French origin on ownership concentration.
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In sum, the message of this section is that the quality of legal protection of shareholders
helps determine ownership concentration, accounting for the higher concentration of ownership in
the French civil law countries. The results support the idea that heavily concentrated ownership
results from, and perhaps substitutes for, weak protection of investors in a corporate governance
system. The evidence indicates that weak laws actualy make a difference and may have costs.
One of these costs of heavily concentrated ownership in large firmsis that their core investors are
not diversified. The other cost is that these firms probably face difficulty raising equity finance,

since minority investors fear expropriation by managers and concentrated owners.

7. Conclusion.

In this paper, we have examined laws governing investor protection, the quality of
enforcement of these laws, and ownership concentration in 49 countries around the world. The
analysis suggests three broad conclusions.

Firgt, laws differ markedly around the world, though in most places they tend to give
investors arather limited bundle of rights. In particular, countries whose legal rules originate in
the common law tradition tend to protect investors considerably more than do the countries
whose laws originate in the civil law, and especially the French civil law, tradition. The German
civil law and the Scandinavian countries take an intermediate stance toward investor protections.
Thereis no clear evidence that different countries favor different types of investors; the evidence
rather pointsto arelatively stronger stance favoring al investorsin common law countries. This
evidence confirms our basic hypothesis that being a shareholder, or a creditor, in different legal

jurisdictions entitles an investor to very different bundles of rights. These rights are determined
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by laws; they are not inherent in securities themselves.

Second, law enforcement differs a great deal around the world. German civil law and
Scandinavian countries have the best quality of law enforcement. Law enforcement is strong in
common law countries as well, whereas it is the weakest in the French civil law countries. These
rankings also hold for one critical input into law enforcement in the area of investor protections:
the accounting standards. The quality of law enforcement, unlike the legal rights themselves,
improves sharply with the level of income.

Third, the data support the hypothesis that countries devel op substitute mechanisms for
poor investor protection. Some of these mechanisms are statutory, as in the case of remedial
rules such as mandatory dividends or legal reserve requirements. We document the higher
incidence of such adaptive legal mechanismsin civil law countries. Another adaptive response to
poor investor protection is ownership concentration. We find that ownership concentration is
extremely high around the world, consistent with our evidence that laws, on average, are only
weakly protective of shareholders. In an average country, close to half the equity in a publicly
traded company is owned by the three largest shareholders. Furthermore, good accounting
standards and shareholder protection measures are associated with lower concentration of
ownership, indicating that concentration is indeed a response to poor investor protection.

The ultimate question, of course, is whether countries with poor investor protections --
either laws or their enforcement -- actually do suffer. Recent research has begun to provide
partial answersto this question. King and Levine (1993) and Levine and Zervos (1997) find that
developed debt and equity markets contribute to economic growth. Inasimilar vein, Rgan and

Zingales (1997) find that countries with better developed financial systems show superior growth
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in capita-intensive sectors that rely particularly heavily on external finance. Levine (1998)
confirms the King-Levine findings that financial development promotes economic growth using
our legal origin variable as an instrument for his measures of financial development. And finally,
LaPortaet al. (1997) show that countries with poor investor protections indeed have significantly
smaller debt and equity markets.® Taken together, this evidence describes a link from the legal
system to economic development. It isimportant to remember, however, that while the
shortcomings of investor protection described in this paper appear to have adverse consequences
for financial development and growth, they are unlikely to be an insurmountabl e bottleneck.

France and Belgium, after al, are both very rich countries.
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Tablel: Thevariables

This table describes the variables collected for the 49 countries included in our study. Thefirst column gives the name of the
variable. The second column describes the variable and gives the range of possible values. The third column provides the sources
from which the variable was collected

Variable

Description

Sour ces

Origin

One share - one vote

Proxy by mail

Shares not blocked
before meeting

Cumulative voting
or proportional
representation

Oppressed minorities
mechanism

Preemptive rights

Percentage of share
capital to call an
extraordinary
shareholders’ meeting

Anti-director rights

Mandatory dividend

Restrictions for going
into reorgani zation.

No automatic stay on
secured assets

Secured creditors first

Identifies the legal origin of the Company Law or Commercial Code of each country. Equals 1
if the origin is English Common Law; 2 if the origin is the French Commercial Code; and 3 if
the origin is the German Commercia Code.

Equals one if the Company Law or Commercial Code of the country requires that ordinary
shares carry one vote per share, and zero otherwise. Equivalently, this variable equals one
when the law prohibits the existence of both multiple-voting and non-voting ordinary shares
and does not allow firms to set a maximum number of votes per shareholder irrespective of the
number of shares she owns, and zero otherwise.

Equals one if the Company Law or Commercial Code allows shareholders to mail their proxy
vote to the firm, and zero otherwise.

Equals one if the Company Law or Commercial Code does not allow firms to require that
shareholders deposit their shares prior to a General Shareholders Meeting thus preventing
them from selling those shares for a number of days, and zero otherwise.

Equals one if the Company Law or Commercial Code allows shareholders to cast al of their
votes for one candidate standing for election to the board of directors (cumulative voting) or if
the Company Law or Commercial Code allows a mechanism of proportional representation in
the board by which minority interests may name a proportional number of directors to the
board, and zero otherwise.

Equals one if the Company Law or Commercial Code grants minority shareholders either a
judicia venue to challenge the decisions of management or of the assembly or the right to step
out of the company by requiring the company to purchase their shares when they object to
certain fundamental changes, such as mergers, assets dispositions and changes in the articles
of incorporation. The variable equals zero otherwise. Minority shareholders are defined as
those shareholders who own 10 percent of share capital or less.

Equals one when the Company Law or Commercial Code grants shareholders the first
opportunity to buy new issues of stock and this right can only be waved by a shareholders
vote, and zero otherwise.

It is the minimum percentage of ownership of share capital that entitles a shareholder to call
for an Extraordinary Shareholders’ Meeting. It ranges from one to 33 percent.

An index aggregating the shareholder rights which we labeled as “anti-director rights.” The
index is formed by adding 1 when: (1) the country allows shareholders to mail their proxy vote
to the firm; (2) shareholders are not required to deposit their shares prior to the General
Shareholders' Meeting; (3) cumulative voting or proportional representation of minoritiesin
the board of directorsis 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 10 percent (the sample median); or (6)

sharehol ders have preemptive rights that can only be waved by a shareholders' vote. The
index ranges from 0 to 6.

Equals the percentage of net income that the Company Law or Commercial Code requires
firms to distribute as dividends among ordinary stockholders. It takes a value of zero for
countries without such restriction.

Equals one if the reorganization procedure imposes restrictions, such as creditors’ consent, to
file for reorganization. It equals zero if there are no such restrictions.

Equals one if the reorganization procedure does not impose an automatic stay on the assets of
the firm upon filing the reorganization petition. Automatic stay prevents secured creditors to
gain possession of their security. It equals zero if such restriction does exist in the law.

Equals oneif secured creditors are ranked first in the distribution of the proceeds that result
from the disposition of the assets of a bankrupt firm. Equals zero if non-secured creditors,
such as the Government and workers, are given absolute priority.

Foreign Law Encyclopedia
Commercial Laws of the

World.

Company Law or
Commercial Code

Company Law or
Commercial Code

Company Law or
Commercial Code

Company Law or
Commercial Code

Company Law or
Commercial Code

Company Law or
Commercial Code

Company Law or
Commercial Code

Company Law or
Commercial Code

Company Law or
Commercial Code

Bankruptcy and
Reorganization Laws

Bankruptcy and
Reorganization Laws

Bankruptcy and
Reorganization Laws



Variable

Description

Sour ces

Management does not
stay

Creditor Rights

Lega reserve

Efficiency of judicia
system

Rule of law

Corruption

Risk of expropriation

Repudiation of
contracts by
government

Accounting standards

Ownership, 10 largest
private firms

GNP and GNP per
capita

Gini coefficient

Equals one when an official appointed by the court, or by the creditors, is responsible for the
operation of the business during reorganization. Equivalently, this variable equals one if the
debtor does not keep the administration of its property pending the resolution of the
reorganization process, and zero otherwise.

An index aggregating different creditor rights. The index is formed by adding 1 when: (1) the
country imposes restrictions, such as creditors' consent or minimum dividends to file for
reorganization; (2) secured creditors are able to gain possession of their security once the
reorgani zation petition has been approved (no automatic stay); (3) secured creditors are ranked
first in the distribution of the proceeds that result from the disposition of the assets of a
bankrupt firm; and (4) the debtor does not retain the administration of its property pending the
resolution of the reorganization. The index ranges from 0 to 4.

It is the minimum percentage of total share capital mandated by Corporate Law to avoid the
dissolution of an existing firm. It takes a value of zero for countries without such restriction.

Assessment of the “efficiency and integrity of the legal environment as it affects business,
particularly foreign firms’ produced by the country-risk rating agency Business I nternational
Corporation. It “may be taken to represent investors' assessments of conditionsin the
country in question”. Average between 1980-1983. Scale from 0 to 10, with lower scores
lower efficiency levels.

Assessment of the law and order tradition in the country produced by the country-risk rating
agency International Country Risk (ICR). Average of the months of April and October of the
monthly index between 1982 and 1995. Scale from 0 to 10, with lower scores for less
tradition for law and order.(We changed the scale from its origina range going from 0 to 6).

ICR’ s assessment of the corruption in government. Lower scores indicate “ high government
officials are likely to demand specia payments’ and “illegal payments are generally expected
throughout lower levels of government” in the form of “bribes connected with import and
export licenses, exchange controls, tax assessment, policy protection, or loans’. Average of
the months of April and Octaober of the monthly index between 1982 and 1995. Scale from O
to 10, with lower scores for higher levels of corruption. (We changed the scale from its
original range going from O to 6).

ICR’ s assessment of the risk of “outright confiscation” or “forced nationalization”. Average of
the months of April and Octaober of the monthly index between 1982 and 1995. Scale from 0 to
10, with lower scores for higher risks

ICR’ s assessment of the “risk of a modification in a contract taking the form of arepudiation,
postponement, or scaling down” due to “budget cutbacks, indigenization pressure, a change in
government, or a change in government economic and social priorities.” Average of the months
of April and October of the monthly index between 1982 and 1995. Scale from 0 to 10, with
lower scores for higher risks.

Index created by examining and rating companies’ 1990 annual reports on their inclusion or
omission of 90 items. Theseitemsfall into 7 categories (general information, income
statements, balance sheets, funds flow statement, accounting standards, stock data and specia
items). A minimum of 3 companiesin each country were studied. The companies represent a
cross-section of various industry groups where industrial companies numbered 70 percent
while financial companies represented the remaining 30 percent.

The average percentage of common shares owned by the three largest shareholdersin the ten
largest non-financial, privately-owned domestic firmsin a given country. A firm is considered
privately owned if the State is not a known shareholder init.

Gross National Product and Gross National Product per capitain constant dollars of 1994.

Gini coefficient for income inequality in each country. When the 1990 coefficient is not
available, we use the most recent available.

Bankruptcy and
Reorganization Laws

Bankruptcy and
Reorganization Laws

Company Law or
Commercial Code

Business International
Corporation.

International Country Risk
Guide

International Country Risk
Guide

International Country Risk
Guide

International Country Risk
Guide

International Accounting
and Auditing Trends,
Center for International
Financial Analysis &
Research, Inc.

Moodys Inter national,
CIFAR,, EXTEL,
WorldScope, 20-Fs, Price-
Water house and various
country Sources.

World Bank and IMF

Deininger and Squire
(1996); World Bank




Table 2: Shareholder rightsaround the world

Thistable classifies countries by legal origin. Definitions for each of the variables can be found in Table 1. Panel B reports the test of means for the different legal origins.

Panel A: Shareholder rights (1=investor protection isin the law)

Country Oneshare- Proxy by mail Sharesnot blocked Cumulativevoting/  Oppressed  Preemptive right % of share capita  Anti-director Mandatory
one vote allowed before meeting proportional reptn. minority o new issues to call an ESM rights dividend
Australia 0 1 1 0 1 0 0.05¢ 4 0.00
Canada 0 1 1 1 1 0 0.05 5 0.00
Hong Kong 0 1 1 0 1 1 0.10 5 0.00
India 0 0 1 1 1 1 0.10 5 0.00
Ireland 0 0 1 0 1 1 0.10 4 0.00
Israel 0 0 1 0 1 0 0.10 3 0.00
Kenya 0 0 1 0 1 0 0.10 3 0.00
Malaysia 1 0 1 0 1 1 0.10 4 0.00
New Zealand 0 1 1 0 1 0 0.05 4 0.00
Nigeria 0 0 1 0 1 0 0.10 3 0.00
Pakistan 1 0 1 1 1 1 0.10 5 0.00
Singapore 1 0 1 0 1 1 0.10 4 0.00
South Africa 0 1 1 0 1 1 0.05 5 0.00
Sri Lanka 0 0 1 0 1 0 0.10 3 0.00
Thailand 0 0 1 1 0 0 0.20° 2 0.00
UK 0 1 1 0 1 1 0.10 5 0.00
us 0 1 1 1 1 0 0.10 5 0.00
Zimbabwe 0 0 1 0 1 0 0.05 3 0.00
English origin avg. 0.17 0.39 1.00 0.28 0.94 0.44 0.09 4.00 0.00
Argentina 0 0 0 1 1 1 0.05 4 0.00
Belgium 0 0 0 0 0 0 0.20 0 0.00
Brazil 1 0 1 0 1 0 0.05 3 0.50
Chile 1 0 1 1 1 1 0.10 5 0.30
Colombia 0 0 1 1 0 1 0.25 3 0.50
Ecuador 0 0 1 0 0 1 0.25 2 0.50
Egypt 0 0 1 0 0 0 0.10 2 0.00
France 0 1 0 0 0 1 0.10 3 0.00
Greece 1 0 0 0 0 1 0.05 2 0.35
Indonesia 0 0 1 0 0 0 0.10 2 0.00
Italy 0 0 0 0 0 1 0.20 1 0.00
Jordan 1 0 1 0 0 0 0.25 1 0.00
Mexico 0 0 0 0 0 1 0.33 1 0.00
Netherlands 0 0 0 0 0 1 0.10 2 0.00
Peru 1 0 1 1 0 1 0.20 3 0.00
Philippines 0 0 1 1 1 0 open 3 0.00
Portugal 0 0 1 0 0 1 0.05 3 0.00
Spain 0 0 0 1 1 1 0.05 4 0.00
Turkey 0 0 1 0 0 0 0.10 2 0.00
Uruguay 1 0 0 0 1 1 0.20 2 0.20
Venezuela 0 0 1 0 0 0 0.20 1 0.00
French origin avg. 0.29 0.05 0.57 0.29 0.29 0.62 0.15 2.33 0.11
Austria 0 0 0 0 0 1 0.05 2 0.00
Germany 0 0 0 0 0 0 0.05 1 0.00
Japan 1 0 1 1 1 0 0.03 4 0.00
South Korea 1 0 0 0 1 0 0.05 2 0.00
Switzerland 0 0 0 0 0 1 0.10 2 0.00
Taiwan 0 0 0 1 1 0 0.03 3 0.00
German origin avg. 0.33 0.00 0.17 0.33 0.50 0.33 0.05 2.33 0.00
Denmark 0 0 1 0 0 0 0.10 2 0.00
Finland 0 0 1 0 0 1 0.10 3 0.00
Norway 0 1 1 0 0 1 0.10 4 0.00
Sweden 0 0 1 0 0 1 0.10°® 3 0.00
Scandinavian origin avg. 0.00 0.25 1.00 0.00 0.00 0.75 0.10 3.00 0.00
Sample average 0.22 0.18 0.71 0.27 0.53 0.53 0.11 3.00 0.05
Panel B: Tests of means (t-statistics)
Common vs. civil law -0.72 3.032 4972 0.15 5592 -0.91 1.48 5.00? -2.55°
English vs. French origin -0.87 2.822 3.872 -0.05 5.45 2 -1.08 -2.53° 4732 -2.67°
English vs. German origin -0.85 3.29? 5.00? 0.00 2.832 0.46 2.54° 3.592 0.00
English vs. Scand. origin 1.84¢ 0.50 0.00 2.55° 17.002 -1.09 -1.00 191¢ 0.00
French vs. German origin -0.22 1.00 -1.78° -0.22 -0.96 1.23 2.64° 0.00 2.67°
French vs. Scand. origin 2.83° -1.37 -3.872 2.82° 2.83 -0.48 2.43° -1.06 2.67°
German vs. Scand. origin 1.58 -1.00 -5.002 1.58 2.23° -1.27 -4.62°2 -1.08 0.00

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

d=as a percentage of votes; e= as a percentage of the number of shares



Thistable classifies countries by legal origin. Definitions for each variable can

Table 3: Creditor rignréts around the world

found in Table 1. Panel B reports tests of means for the different legal origins.

Panel A: Creditor rights (1 = creditor protection isin the law)

Country No automatic Secured creditors Restrictions for Management does not Creditor Legal reserve required
stay on assets first paid going into reorganization  stay in reorganization rights as a% of capital
Australia 0 1 0 0 1 0.00
Canada 0 1 0 0 1 0.00
Hongkong 1 1 1 1 4 0.00
India 1 1 1 1 4 0.00
Ireland 0 1 0 0 1 0.00
Israel 1 1 1 1 4 0.00
Kenya 1 1 1 1 4 0.00
Malaysia 1 1 1 1 4 0.00
New Zealand 1 0 1 1 3 0.00
Nigeria 1 1 1 1 4 0.00
Pakistan 1 1 1 1 4 0.00
Singapore 1 1 1 1 4 0.00
South Africa 0 1 1 1 3 0.00
Sri Lanka 1 0 1 1 3 0.00
Thailand 1 1 0 1 3 0.10
UK 1 1 1 1 4 0.00
us 0 1 0 0 1 0.00
Zimbabwe 1 1 1 1 4 0.00
English origin avg. 0.72 0.89 0.72 0.78 311 0.01
Argentina 0 1 0 0 1 0.20
Belgium 1 1 0 0 2 0.10
Brazil 0 0 1 0 1 0.20
Chile 0 1 1 0 2 0.20
Colombia 0 0 0 0 0 0.50
Ecuador 1 1 1 1 4 0.50
Egypt 1 1 1 1 4 0.50
France 0 0 0 0 0 0.10
Greece 0 0 0 1 1 0.33
Indonesia 1 1 1 1 4 0.00
Itay 0 1 1 0 2 0.20
Jordan na na na na na 0.25
Mexico 0 0 0 0 0 0.20
Netherlands 0 1 1 0 2 0.00
Peru 0 0 0 0 0 0.20
Philippines 0 0 0 0 0 0.00
Portugal 0 1 0 0 1 0.20
Spain 1 1 0 0 2 0.20
Turkey 0 1 1 0 2 0.20
Uruguay 0 1 0 1 2 0.20
Venezuela na 1 na na na 0.10
French origin avg. 0.26 0.65 0.42 0.26 1.58 0.21
Austria 1 1 1 0 3 0.10
Germany 1 1 1 0 3 0.10
Japan 0 1 0 1 2 0.25
South Korea 1 1 0 1 3 0.50
Switzerland 0 1 0 0 1 0.50
Taiwan 1 1 0 0 2 1.00
German origin avg. 0.67 1.00 0.33 0.33 2.33 0.41
Denmark 1 1 1 0 3 0.25
Finland 0 1 0 0 1 0.00
Norway 0 1 1 0 2 0.20
Sweden 0 1 1 0 2 0.20
Scandinavian origin avg. 0.25 1.00 0.75 0.00 2.00 0.16
Sample average 0.49 0.81 0.55 0.45 2.30 0.15
Panel B: Tests of means (t-statistics)
Common vs. civil law 2652 1.04 1.86° 4132 3.612 -4.822
English vs. French origin 3.062 1.75° 1.89°¢ 3552 3612 -5.752
English vs. German origin 0.25 -1.46 1.74°¢ 2.10° 1.43 5212
English vs. Scand. origin 1.83° -1.46 -0.11 7712 1.71°¢ -5.902
French vs. German origin -1.85°¢ -3.202 0.37 -0.32 -1.29 -2.14°
French vs. Scand. origin 0.05 -3.202 -1.18 2.54° -0.60 0.59
German vs. Scand. origin 1.27 0.00 -1.26 1.58 0.63 137

a=Significant at 1% leve ;

b =Significant at 5% level ;

¢ =Significant at 10% level.



Table 4: Development and investor rights

The table shows the basic data of previous tables but it is divided in three groups according to GNP per capitalevels.

Panel A: Means

Countries sorted by GNP per Oneshare-  Anti-director Mandatory Creditor Legal reserve
GNP per capita capita onevote rights dividends rights as a% of capital
Bottom 25% 705 0.17 292 0.08 318 0.15
Mid 50% 9,465 0.32 3.16 0.05 213 0.16
Highest 25% 25,130 0.08 2.75 0.00 183 0.15
Total average 11,156 0.22 3.00 0.05 2.30 0.15
Panel B: Tests of means (t-statistics)
Bottom 25% v. Mid 50% -4.592 -0.97 -0.56 054 2.08° -0.20
Bottom 25% v. Top 25% -18.632 0.60 0.30 148 2.49° -0.05
Mid 50% v. Top 25% -7.442 158 0.85 202¢ 0.69 0.16

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



Table 5: Rule of
Thistable classifies countries by legal origin. Definitions for each of the vanaégles can ﬁeyouné)i n Haﬂ e 1. Panel B reports the tests of means for the different legal origins.

Panel A: Enforcement variables Accounting GNP per
capita
Country Efficiency of Rule of law Corruption Risk of Risk of contract Rating on accounting U.s9)
judicial system expropriation repudiation standards
Australia 10.00 10.00 8.52 9.27 8.71 75 17,500
Canada 9.25 10.00 10.00 9.67 8.96 74 19,970
Hong Kong 10.00 8.22 852 8.29 8.82 69 18,060
India 8.00 417 458 7.75 6.11 57 300
Ireland 8.75 7.80 852 9.67 8.96 na 13,000
Israel 10.00 4.82 8.33 8.25 7.54 64 13,920
Kenya 5.75 5.42 4.82 5.98 5.66 na 270
Malaysia 9.00 6.78 7.38 7.95 7.43 76 3,140
New Zealand 10.00 10.00 10.00 9.69 9.29 70 12,600
Nigeria 7.25 2.73 3.03 533 4.36 59 300
Pakistan 5.00 3.03 2.98 5.62 4.87 na 430
Singapore 10.00 857 8.22 9.30 8.86 78 19,850
South Africa 6.00 4.42 8.92 6.88 7.27 70 2,980
Sri Lanka 7.00 1.90 5.00 6.05 525 na 600
Thailand 325 6.25 5.18 7.42 7.57 64 2,110
UK 10.00 857 9.10 9.71 9.63 78 18,060
us 10.00 10.00 8.63 9.98 9.00 71 24,740
Zimbabwe 7.50 3.68 5.42 5.61 5.04 na 520
English origin avg. 8.15 6.46 7.06 7.91 7.41 69.62 9,353
Argentina 6.00 535 6.02 591 491 45 7,220
Belgium 9.50 10.00 8.82 9.63 9.48 61 21,650
Brazil 5.75 6.32 6.32 7.62 6.30 54 2,930
Chile 7.25 7.02 5.30 7.50 6.80 52 3,170
Colombia 7.25 2.08 5.00 6.95 7.02 50 1,400
Ecuador 6.25 6.67 5.18 6.57 5.18 na 1,200
Egypt 6.50 417 3.87 6.30 6.05 24 660
France 8.00 8.98 9.05 9.65 9.19 69 22,490
Greece 7.00 6.18 7.27 7.12 6.62 55 7,390
Indonesia 2.50 3.98 215 7.16 6.09 na 740
Italy 6.75 8.33 6.13 9.35 9.17 62 19,840
Jordan 8.66 435 5.48 6.07 4.86 na 1,190
Mexico 6.00 535 4.77 7.29 6.55 60 3,610
Netherlands 10.00 10.00 10.00 9.98 9.35 64 20,950
Peru 6.75 2.50 4.70 554 4.68 38 1,490
Philippines 4.75 2.73 292 522 4.80 65 850
Portugal 5.50 8.68 7.38 8.90 857 36 9,130
Spain 6.25 7.80 7.38 9.52 8.40 64 13,590
Turkey 4.00 5.18 5.18 7.00 5.95 51 2,970
Uruguay 6.50 5.00 5.00 6.58 7.29 31 3,830
Venezuela 6.50 6.37 4.70 6.89 6.30 40 2,840
French origin avg. 6.56 6.05 5.84 7.46 6.84 51.17 7,102
Austria 9.50 10.00 857 9.69 9.60 54 23,510
Germany 9.00 9.23 8.93 9.90 9.77 62 23,560
Japan 10.00 8.98 852 9.67 9.69 65 31,490
South Korea 6.00 535 5.30 831 8.59 62 7,660
Switzerland 10.00 10.00 10.00 9.98 9.98 68 35,760
Taiwan 6.75 852 6.85 9.12 9.16 65 10,425
German origin avg. 854 8.68 8.03 9.45 9.47 62.67 22,067
Denmark 10.00 10.00 10.00 9.67 9.31 62 26,730
Finland 10.00 10.00 10.00 9.67 9.15 77 19,300

Norway 10.00 10.00 10.00 9.88 9.71 74 25,970



Sweden 10.00 10.00 10.00 9.40 9.58 83 24,740
Scandinavian origin avg. 10.00 10.00 10.00 9.66 9.44 74.00 24,185
Sample average 7.67 6.85 6.90 8.05 7.58 60.93 11,156
Panel B: Testsof means (t-statistics)

Common vs. civil law 1.27 -0.77 0.39 -0.46 -0.51 3.12° -0.94
English vs. French origin 2652 0.51 1.79°¢ 0.90 1.06 4.66 2 0.85
English vs. German origin -0.41 -1.82¢ -0.93 -2.19° -2.79°2 2.22° -2.86°
English vs. Scandinavian origin -3.78°2 -15.572 -5.38¢ -2.06" -2.26" -1.05 -3.242
French vs. German origin -2532 -2552 -2.492 -3.20% -3.90? -2.10° -3.792
French vs. Scandinavian origin -9.342 -20.80% -9.772 -2.942 -3.172 -3.322 -4.282
German vs. Scandinavian origin -2.06 ¢ -11.29% -2.882 -0.63 0.10 -2.66° -0.36

a=Significant at 1% level; b=Significant at 5% level; c=Significant at 10% level \



Table 6: Legal origins, rule of law and accounting regressions

Ordinary least square regressions of the cross-section of 49 countries around the world. The dependent variables are: %1)
efficienCy of the judiciary ?stem; (2) rule of law; (3) corruption; (4) risk of expropriation; (5) repudiation of contracts by

overnmient: and (6) accounting standards in each country. The independent variables for the first regression in each panel are

elognof GNP per capitaand the set of “legal origin” dummies (French, German, Scandinavian and the omitted dummy being
Englisn). The second regression in the panel of each dependent variableincludesthe log of GNP per capitaand adummy variable
“Civil Law™ which takes a value equal to 1 when the country belongs to the civil [aw tradition (i.e. all French, German and
Scandinavian codes), and O when the country belongs to the Common law tradition (i.e. English Common law). Robust standard
errors are reported in parentheses.

Independent variables

Logrof GNP  Cjvil law French German  Scandinavian  Intercept
p origin

Dependent variables capita  dummy  origin  origin
UchQarssy e Oy 0898 o8B 8FH 0 4B/ NP B
fudidarysygem 0158 04 Q%% Nl = 2les
Ruleo faw o018 0288 B85y @adh %Y AYLEARPZ P
Ruleo faw OBy G450 R508T)  NTARP = PBos
Corruption oM O3B G OB 0 B8 NI e
Corruption G0%63) o3 @87 AR = 8356
Ris of expropriation 33083 03508 8%8% 0% QR NP I f
Risk of expropriation @673y 83133 G980 ATANP = 308
RomraqaBy govmnt. @08 T 6%%) OBR OX® 8B MW I
Comracis by Govmnt. 00754 (833%%) 089y AT = Bao
Accountingstandards 3338 GO Wi 8% By AT S s
Accountingstandards 30668y (Badhy (Pidty) MR = Sha

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



Table 7: Large shareholders around theworld

The following table provides ownership of firms by large shareholders in the cross-section of 49 countries. The first column shows the average percentage of common shares
owned by the 3 largest shareholders in the ten largest non-financial, privately-owned-domestic firmsinagiven country. A firmis considered prlvatglc}/ owned if the State is not
aknown shareholder in it. The fourth column gives the median ownership of the 3 largest shareholdersin the 10 largest non-financia privately-owned-domestic firms. Thelast
two columns provide average market capital of the 10 firms in each of the two samples of firms respectively.

Panel A: Ownership (10 large firms)

Ownership by the three largest shareholders Market capitalization of firms
Country 10 largest non-financial domestic 10 largest
private firms private
means medians

Australia 0.28 0.28 5,943
Canada 0.40 0.24 3,015
Hong Kong 0.54 0.54 4,282
India 0.40 0.43 1,721
Ireland 0.39 0.36 944
Israel 0.51 0.55 428
Kenya na na 27
Malaysa 0.54 0.52 2,013
New Zeadand 0.48 0.51 1,019
Nigeria 0.40 0.45 39
Pakistan 0.37 0.41 49
Singapore 0.49 0.53 1,637
South Africa 0.52 0.52 6,238
Sri Lanka 0.60 0.61 4
Thailand 0.47 0.48 996
UK 0.19 0.15 18,511
us 0.20 0.12 71,650
Zimbabwe 0.55 0.51 28
English origin avg. 0.43 0.42 6,586
Argentina 0.53 0.55 2,185
Belgium 0.54 0.62 3,467
Brazil 0.57 0.63 1,237
Chile 0.45 0.38 2,330
Colombia 0.63 0.68 457
Ecuador na na na
Egypt 0.62 0.62 104
France 0.34 0.24 8,914
Greece 0.67 0.68 163
Indonesia 0.58 0.62 882
Italy 0.58 0.60 3,140
Jordan na na 63
Mexico 0.64 0.67 2,984
Netherlands 0.39 0.31 6,400
Peru 0.56 0.57 154
Philippines 0.57 0.51 156
Portugal 0.52 0.59 259
Spain 0.51 0.50 1,256
Turkey 0.59 0.58 477
Uruguay na na na
Venezuela 0.51 0.49 423
French origin avg. 0.54 0.55 1,844
Austria 0.58 0.51 325
Germany 0.48 0.50 8,540
Japan 0.18 0.13 26,677
South Korea 0.23 0.20 1,034
Switzerland 0.41 0.48 9,578
Taiwan 0.18 0.14 2,186
German origin avg. 0.34 0.33 8,057
Denmark 0.45 0.40 1,273
Finland 0.37 0.34 1,980
Norway 0.36 0.31 1,106
Sweden 0.28 0.28 6,216
Scandinavian origin avg. 0.37 0.33 2,644
Sample average 0.46 0.45 4,521

Panel B: Tests of Means (t-statistics)

Common vs. civil law -1.10 -0.91 1.00
English vs. French origin -3.242 -2.68? 1.22
English vs. German origin 1.38 131 -0.20
English vs. Scandinavian origin 1.05 122 0.46
French vs. German origin 3.872 3.292 -2.61°
French vs. Scandinavian origin 3.93° 3327 -0.61
German vs. Scandinavian origin -0.24 -0.06 1.05

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



TABLE 8: Ownership Regressions

Ordinary least squares regressions of the cross section of 49 countries around the world. The dependent variable is "Ownershi P whichis
the average percentage of common shares owned by the three largest shareholders in the ten largest privately-owned-domestic firms given
inagiven country. A firm is considered privately owned if the state is not a known shareholder Tn it. The independent variables are (1) log
of GNP per capitg; 2).I031 of GNP; (3) Gini Coefficient; %4) therule of law in the country which refersto an index of law and order tradition
in the country; (5t)t € index for accounting standards in the country; (6) French Ieg]al origin; 7& German legal origin; (S%Scandlnawanll

origin; (9) thie anti-directors shareholders™ rights index (calculated as indicated in"Table1); (10) “one share-one vote™ that equals oneif the
C_omJ)an&/ Law or Commercial Code of the country requires that ordinary shares carry one vote per share, and 0 otherwise; (11) mandatory
dividend which equal sthe percentage of net incomie that the Company L aw, or the Commercial Code of the country requiresfirmsto distribute
as dividend among_ordinary stockholders; (12) “creditor rights’ index is calculated as indicated in Table 1; an 1:3} the legal reserve
requirement which'is the minimum percen a%e of total share Capital mandated by Company Law or the Commercial Code of the country to

0l

avoid the dissolution of an existing firm. Robust standard errors are shown in parenthesis.

Dependent variable: mean ownership
Independent variables Basic regression Shareholder & creditor rights

Lo of GNP 88855, 6285
Log of GNP ICAEL) GLEEY
Gini coefficient RS 8:38%5,
Rule of law [CAEL)
Accounting ko)
ccnor - 5,
— o 950
Scandinavian origin OB 8649

Anti-director rights (88%&8;
One share - one vote (8818%)
Mandatory dividend (%%]1 ?),)C
Creditor rights (8831%?)
Legal reserve required (%%%%76;
- o ey
Number of observations 45 3
Adjusted R? 0.5582 0.7348

&= Significant at 1% level; b= Significant at 5% level; c= Significant at 10% level.
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1.Thereligious traditions, such as Jewish law, Canon Law, Hindu law, and Muslim law, appear to
be less relevant in matters of investor protection. "Thus the Arabian countries unquestionably
belong to Islamic law as far as family and inheritance law is concerned, just as India belongs to
Hindu law, but economic law of these countries (including commercia law and the law of
contract and tort) is heavily impressed by the legal thinking of the colonial and mandatory powers
-- the Common Law in the case of India, French law in the case of most of the Arab States"

(Zweigert and Kotz 1987, p. 66). We focus on the principal secular legal traditionsin this study.

2.The European Community is currently attempting to harmonize West European laws, including
those pertaining to corporate governance, by issuing directives (Andenas and Kenyon-Slade 1993,
Werlauff 1993). Several countries have changed parts of their laws to adhere to EC directives.
However, in most instances, the directives are not mandatory, and the countries are given some
time to change their laws. Moreover, the EC directives accommodate a great deal of diversity
among countries. As of 1993-1994 -- the point in time when we examine the legal rules of the
countries in our sample -- EC harmonization has not generally affected the legal rules that we
focus on. The one area where the EC impact has been large, namely mergers and acquisitions, is

not an area that we examine in this paper (see below).
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3.Severa readers have pointed to the US state anti-takeover laws as evidence of an anti-minority-
shareholder position in the US legal system that our data do not capture. Even with al these anti-
takeover laws, the US (and the UK) still have by far the most takeovers of any country in the

world, so their laws are evidently not nearly as anti-takeover as those el sewhere.

4.We made two significant changes: we redefined the cumulative voting variable to also cover the
right of minority shareholders for proportional board representation, and we added a variable on
preemptive rights of minority shareholders to buy new issues of stock (see below). Inthisand the

following sections, al dummies have been defined so 1 means more protective.

5.0ne of the European Community directives recommends the adoption of one-share-one-vote
rules throughout the Community. It does not appear that this directive is being incorporated into

national laws too rapidly.

6.For the United States, our reliance on Delaware presents a problem, since the state leaves the
percentage of shares needed to call an extraordinary shareholder meeting up to corporations. We

use 10 percent for the US because the majority of U.S. states (27) use this number.

7.We have aso examined whether investor rights are a consequence of geography, by dividing the

world into Australia, Europe, Africa, Asia, and America. They do not appear to be.

8.The measure of accounting standards we use was published in 1991. At around the same time,
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European countries began to harmonize their accounting standards under the pressure from the
EC. Over time, accounting standards may converge in Europe. However, for the purposes of our
analysis of country differences, and of determinants of ownership, historical differencesin the

quality of standards are obviously more important than the future convergence.

9.We have aso estimated these equations using Tobits, with very similar results. One difference
is that the Tobit procedure does not produce a standard error on the Scandinavian dummy

because al Scandinavian countries have the same values for some of the variables.

10.La Portaet a. (1997) use the original La Porta et a. (1996) data. We have reconfirmed their

results using the refined measures presented in this paper.



