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This paper examines legal rules covering protection of corporate
shareholders and creditors, the origin of these rules, and the qual-
ity 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-civillaw countries located in the mid-
dle. We also find that concentration of ownership of shares in the
largest public companies is negatively related to investor protec-
tions, consistent with the hypothesis that small, diversified share-
holders are unlikely to be important in countries that fail to protect
their rights.

I. 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
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owner to receive dividends. Recent financial research has shown that
this is far from the whole story and that the defining feature of vari-
ous 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 direc-
tors 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 external finance.

But the view that securities are inherently characterized by some
intrinsic rights is incomplete as well. It ignores the fact that these
rights depend on the legal rules of the jurisdictions in which securi-
ties are issued. Does being a shareholder in France give an investor
the same privileges as being a shareholder in the United States, In-
dia, or Mexico? Would a secured creditor in Germany fare as well
when the borrower defaults as one in Sri Lanka or Italy, with the
value of the collateral assumed the same in all cases? Law and the
quality of its enforcement are potentially important determinants
of what rights security holders have and how 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 differences in legal protections of investors might help ex-
plain why firms are financed and owned so differently in different
countries. Why do Italian companies rarely go public (Pagano, Pa-
netta, and Zingales 1998)? Why does Germany have such a small
stock market but also maintain very large and powerful banks (Ed-
wards and Fischer 1994)? Why is the voting premium—the price of
shares with high voting rights relative to that of shares with low vot-
ing rights—small in Sweden and the United States, and much larger
in Italy and Israel (Levy 1983; Rydquist 1987; Zingales 1994, 1995)?
Indeed, why were Russian stocks nearly worthless immediately after
privatization—by some estimates 100 times cheaper than Western
stocks backed by comparable assets—and why did Russian compa-
nies 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 con-
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tent of legal rules in different countries may shed light on these
corporate governance puzzles.

In recent years, economists and legal scholars have begun to ex-
amine theoretically the costs and benefits of alternative legal rules
regarding investor rights (e.g., Grossman and Hart 1988; Harris and
Raviv 1988; Gromb 1993; Bebchuk 1994). The trouble is, 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 statisti-
cal analysis of the legal underpinnings of corporate finance—and
commerce more generally—remains uncharted territory.

In this paper, we attempt to explore this territory. We examine
empirically how laws protecting investors differ across 49 countries,
how the 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 coun-
tries are typically not written from scratch, but rather transplanted—
voluntarily or otherwise—from a few 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 major families that modern commercial laws originate
from: French, German, and Scandinavian. The French and the Ger-
man 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. As a result of this spread of legal families
and the subsequent evolution of the laws, we can compare both the
individual legal rules and whole legal families across a large 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 enforce-
ment of these rules, in 49 countries that have publicly traded compa-
nies. For shareholders, some of the rules we examine cover voting
powers, ease of participation in corporate voting, and legal protec-
tions 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 a loan default, and the inability of management
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to seek protection from creditors unilaterally. In effect, these rules
measure the ease with which investors can exercise their powers
against management. We also consider measures of the quality of
enforcement of legal rules in different countries and of the quality
of their accounting systems.

We show that laws vary a lot across countries, in part because of
differences in legal origin. Civil laws give investors weaker legal
rights than common laws do, independent of the level of per capita
income. Common-law countries give both shareholders and credi-
tors—relatively speaking—the strongest, and French-civil-law coun-
tries the weakest, protection. German-civillaw and Scandinavian
countries generally 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 low-
est in French-civil-law countries.

Having shown that law and its enforcement vary across countries
and legal families, we ask how the countries with poor laws or en-
forcement cope with this problem. Do these countries have other,
substitute, mechanisms of corporate governance? These adaptive
mechanisms may in fact be 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 ap-
pear to be the case empirically. Another adaptation, sometimes re-
ferred to as “bright-line” rules, is to legally introduce mandatory
standards of retention and distribution of capital 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 all the legal families.

A further response to the lack of legal protections that we examine
is a high ownership concentration. Some concentration of owner-
ship of a firm’s shares is typically efficient to provide managers with
incentives to work and large investors with incentives to monitor the
managers (Jensen and Meckling 1976; Shleifer and Vishny 1986).
However, some dispersion of ownership is also desirable to diversify
risk. As argued by Shleifer and Vishny (1997) and explained further
in Section VI, a very high ownership concentration may be a reflec-
tion of poor investor protection. We examine ownership concentra-
tion 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-civillaw countries is associated with
extremely concentrated ownership. The data on ownership concen-



LAW AND FINANCE 1117

tration 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 operate in.

Section II of the paper describes the countries and their laws.
Sections III and IV then compare shareholder and creditor rights,
respectively, in different countries and different legal traditions.
Section V compares the quality of law enforcement and account-
ing standards in different countries and legal traditions. Section
VI focuses on ownership. Section VII presents concluding re-
marks.

II. Countries, Legal Families, and Legal Rules
Countries

Most studies of corporate governance focus on one or a few wealthy
economies (see, e.g., Berglof and Perotti 1994; Kaplan and Minton
1994; Rajan and Zingales 1995; Gorton and Schmidt 1996). How-
ever, corporate governance in all of the three economies that schol-
ars 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 a larger sample of countries. To this
end, we have assembled as comprehensive a sample as possible of
countries that have some nonfinancial 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, on the basis of 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 do-
mestic nonfinancial publicly traded firms with no government own-
ership 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 nonfinancial private firms is
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
similar in certain critical respects to permit classification of national
legal systems into major families of law. Although there is no una-
nimity among legal scholars on how to define legal families,
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among the criteria often used for this purpose are the fol-
lowing: (1) historical background and development of the
legal system, (2) theories and hierarchies of sources of law,
(3) the working methodology of jurists within the legal sys-
tems, (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,
Gordon, and Osakwe 1994, pp- 4-5]

On the basis of this approach, scholars identify two broad legal tradi-
tions that pertain to matters discussed in this paper: civil law and
common law.!

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 scholars typically identify three currently common families of
laws within the civillaw tradition: French, German, and Scandina-
vian. 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 colonial
era, France extended its legal influence to the Near East and North-
ern and sub-Saharan Africa, Indochina, Oceania, and French Carib-
bean islands. French legal influence has been significant as well in
Luxembourg, Portugal, Spain, some of the Swiss cantons, and Italy
(Glendon et al. 1994). When the Spanish and Portuguese empires
in Latin America dissolved in the nineteenth century, it was mainly
the French civil law that the lawmakers of the new nations looked
to for inspiration. Qur sample contains 21 countries with laws in the
French civil tradition.

The German Commercial Code was written in 1897 after Bis-
marck’s unification of Germany, and perhaps because it was pro-
duced several decades later, was not as widely adopted as the French
code. It had an important influence on the legal theory and doctrine
in Austria, Czechoslovakia, Greece, Hungary, Italy, Switzerland, Yu-
goslavia, Japan, and Korea. Taiwan’s laws came from China, which

' The religious 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 commercial 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 traditions in this study.
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borrowed heavily from the German code during its modernization.
We have six countries from this family in our sample.

The Scandinavian family is usually viewed as part of the civil-law
tradition, although its law is less 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 eighteenth cen-
tury, these codes are not used anymore. Most writers describe the
Scandinavian laws as similar to each other but “distinct” from oth-
ers, so we keep the four 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 is formed by judges
who have to resolve specific disputes. Precedents from judicial deci-
sions, as opposed to contributions by scholars, shape common law.
Common law has spread to the British colonies, including the
United States, Canada, Australia, India, and many other countries.
There are 18 common-law countries in our sample.

To classify countries into legal families, we rely principally on
Reynolds and Flores (1989). In most cases, such classification is un-
controversial. In a few cases, while the basic origin of laws is clear,
laws have been amended over time to incorporate influences from
other families. For example, Ecuador, a French-civil-law country, re-
vised its company law in 1977 to incorporate some common-law
rules; Thailand’s first laws were based on common law but since re-
ceived enormous French influence; and Italy is a French-civil-law
country with some German influence. Most important for our study,
after World War II, 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 on the basis of the origin of the
initial laws it adopted rather than on the revisions.? In the United
States, states have their own laws. We generally rely on Delaware law
because a significant fraction of large U.S. companies are incorpo-
rated in Delaware. In Canada, our data come from Ontario laws,
even though Quebec has a system based on French civil law.

? The European Community is currently attempting to harmonize West European
laws, including those pertaining to corporate governance, by issuing directives (An-
denas and Kenyon-Slade 1993; Werlauff 1993). Several countries have changed parts
of their laws to adhere to E.C. directives. However, in most instances, the directives
are not mandatory, and the countries are given some time to change their laws.
Moreover, the E.C. directives accommodate a great deal of diversity among coun-
tries. As of 1993-94—the point in time for which we examine the legal rules of the
countries in our sample—E.C. harmonization has not generally affected the legal
rules that we focus on. The one area in which the E.C. impact has been large, namely
mergers and acquisitions, is not an area that we examine in this paper (see below).
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Legal Rules

We look only at laws pertaining to investor protection, and specifi-
cally only at company and bankruptcy/reorganization laws. Com-
pany laws exist in all countries and are concerned with (1) the legal
relations between corporate insiders (members of the corporation,
i.e., shareholders and directors) and the corporation itself and (2)
the legal relations between the corporation and certain outsiders,
particularly creditors. Bankruptcy/reorganization laws apply more
generally than just to companies but deal specifically with proce-
dures that unfold in the case of failure to pay back debt. All these
laws are part of the commercial codes in civil-law countries and exist
as separate laws, mainly in the form of acts, in common-law coun-
tries.

There are several conspicuous omissions from the data set. First,
this paper says little about merger and takeover rules, except indi-
rectly by looking at voting mechanisms. These rules are spread be-
tween company laws, antitrust laws, security laws, stock exchange reg-
ulations, and sometimes banking regulations as well. Moreover,
these rules have changed significantly in Europe as part of E.C. legal
harmonization. Until recently, takeovers have been an important
governance tool in only a few 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 a large extent
is a consequence of disclosure rules.

Third, in this paper we do not use any information from regula-
tions imposed by security exchanges. One instance in which this is
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 potentially important set of rules that we do not deal
with here is banking and 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).

* Several readers have pointed to the U.S. state antitakeover laws as evidence of
an anti-minority shareholder position in the U.S. legal system that our data do not
capture. Even with all these antitakeover laws, the United States and the United
Kingdom still have by far the most takeovers of any country in the world, so their
laws are evidently not nearly as antitakeover as those elsewhere.
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An inspection of company and bankruptcy laws suggests numer-
ous potentially measurable differences among countries. Here we
focus only on some of the most basic rules that observers of corpo-
rate governance around the world (e.g., American Bar Association
1989, 1993; White 1993; Institutional Shareholder Services 1994; In-
vestor Responsibility Research Center 1994, 1995; Vishny 1994) be-
lieve to be critical to the quality of shareholder and creditor legal
rights. Moreover, we focus on variables that prima facie are interpret-
able as either pro-investor or pro-management since this is the di-
mension along which we are trying to assess countries and legal fami-
lies. There are obvious differences in 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 vari-
ables we use in this paper, are summarized in table 1. We discuss
individual variables in more detail in the sections in which they are
analyzed and present all the data on individual rights that we use in
the paper in the relevant tables.

Some Conceptual Issues

Our goal is to establish whether laws pertaining to investor protec-
tion differ across countries and whether these differences have con-
sequences 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 contracts
between entrepreneurs and investors. Indeed, in many countries,
firms can opt out of some of the rules we examine. As a practical
matter, however, it may be costly for firms to opt out of standard
legal rules since investors might have difficulty accepting nonstan-
dard contracts and, more important, judges might fail to understand
or enforce them. The question of whether legal rules matter is fun-
damentally 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 flex-
ibility. In an environment of perfect judicial enforcement, the bene-
fits of flexibility probably outweigh the risks when entrepreneurs use
nonstandard corporate charters to take advantage of investors, since
investors can appeal to a court when they are expropriated in an



apod [en
-12wwod 10 me[ Auedwon)

9pod [ED
-1owrwiod 10 me| Auedwon

3pod e

-1owwod 10 mMe[ Auedwon)
2pod [en

-1owwio) 10 me| Lueduwon

2poo [eD
-1owrwod 10 me| Auedwon

$§9[
10 endes areys Jo 1usd1ad [ UMO OYM SIIP[OYDIRYS ISO SB PIUYIP 31
SI9p[OYaTeys ALIOUTJ "3SIMIaYI0 0192 sfenba a[qewrea oy, ‘uoneiodioou
Jo sapnre ap ut safueyd pue ‘suonisodsip 1asse ‘srafrow se yons ‘sadueyd
[BU3WepUN] UIE112) 03 193[qo Aoyl uaym sareys o aseydind o3 fued
-wod atp Suwnnbai 4q Auedwos ay1 yo o dais o1 ySu o 10 A[quuSsse a3
J0 10 1PuRdeurw Jo suoIsHIP Ay Jud[reyd 01 anuaa reppnl € YIS sI19
proyareys Auouru sueld apod [enIdwwod Io me[ Auedwiod ay1 J1 suo spenby
ISIMIIYIO OIIZ pue ‘preoq
3 01 s1030311p Jo Jaquinu [euontodoid e sureu Aewr §1s3IUT HLIOUTUW
oym £q preoq syt ut uonejuasardar reuontodosd jo wstureydrsw e smojre
9po9 [eRISW WD 10 me[ Auedwod 2yl J1 10 (SUNOA ATIRWIND) SIOIIIIIP
JO pIeOq 31 0) UONII[ JOJ Surpuels EPIPUERD IUC I0F SII0A Y] [[€ I5ED
01 SI19P]OYaIeys SMO[[e IP0d [eIdWWOod Jo me| Auedwod 3y i suo sfenby
ISIMIIYIO 0192 pue ‘skep
JO Jaqunu e Joj sareys asoy Surpes woiy way Sunuaasid snyp ‘Sunssw
s1ap[oyaeys [e1ouad & 03 Joud sareys 112yl Asodap siapjoyareys ey 1mb
-21 0} SULIY MO[[E 10U S0P 9P0d [EIdIdWWIOd 10 me| Auedwiod ayp Ji suo srenby
3SIMISYI0 0I3Z pUE ‘ULIY Y 01 N0A Axoxd xoy! [rew
01 SI3P[OYaIeys SMO[E SPOd [ELIIWWOd 10 My Auedurod ayp Ji Suo sfenby
ISIMIOYIO 0IIZ PUE ‘PIUMO SITeYs JO Iaq
-wnu 93 Jo 2and3dsain apjoyareys 1ad $310A JO JoqUINU WNWIXEUI € 198
01 SULI} MO[[E 10U S30p pue sareys Areutpio Sunoauou pue Jupos-sidnmuw
10q JO 2ouAsIX3 a3 sqyoxd mel 3y UdYM duo sfenba djqerrea sip ‘Apus]
-eambq ‘asmIsyI0 019z pue ‘areys 12d 3104 U0 ALred sareys Lreurpio reyl
saxmba1 Anunod ay3 Jo apod [eIsWWOod 10 me[ Auedwod ayp Ji Suo spenby
ME[ [IAID URABUIPURDS ST UISLIO Y1 JI InOj pue ‘9poo [er
-IWWOD UBWLIS:) 3Y) 1 UISLIO 21} JI 321y} ‘9POD [BIDISUIWIOD YOUIL] Y} ST
wSuo a3 1 oMy ‘me] uowrwod ystSuy st urduio syl Ji suo srenby Anunod

wIsTuRY W
sonuouww passarddo

uonEIUIS
-21ds1 peuonxodoid
10 Sunoa sanenuny)

Bunoaw siojaq
PaY20[q 10U sareyg

pomole [rew 4q Axoid

910A JUO—3IRYS 2UQ)

(6861) SoIO[] pue spjouday o2 Jo apod perIawwod Jo me] Auedwod 2y jo uiduo [e33] ay) sAYNUIP] uuo
$92INn0g uondusacy S[qeLe
STTAVIAVA

[ II9V.L

1122



sme| uon
-eziue8ioar pue ndnrjueg

sMe| uon
-eziue8ioar pue Andnnjuegq

sme] uon
-eziue81021 pue Lndnnjueg

sme] uon
eziue81021 pue Lndnnjueg

2pod [e
-Iwwod 10 me| Auedwio)

2pod e
-Iowiwod 10 me] Auedwon

9pod e
-rowwod 10 mef Auedwon

9pod [eD
-1owwod 10 me[ Aueduion)

ISMIPO 019z sfenby
‘ssa001d uoneziuel1021 oy Jo uonnjosal 2y Sutpuad Liadoid st jo uon
—ensturpe oy doay 10U s20p 101qap 2y JT suo sfenba aqeLrea sip ‘Apud]
-eambyq ‘uoneziue8ios1 SuLmp ssoutsng 2y Jo uonerado sy 10§ sjqisuods
-9 ST ‘SIONPaId> A 4q Jo “unod oy Aq parurodde [epyjo ue uaym suo spenby
ALuoud anjosqe usad are
‘SIYIOM PUR JUIWUIIA0S Y} SB YONS ‘SIONPIID PIIMIISUOU JI 019z sfenby
-uuy 3dnjueq e Jo s1asse oy Jo uonisodsip Y1 WO IMNSII TRy} SPID
-01d 211 JO UOHINQLOSIP Y3 UI 1S1Y PIYUERI SIe SIOHPIId PaIndas J1 auo spenby
ME[ SY1 Ul ISIXD S90P UONDLIS3I € yons J 019z spenba 11 -lu
-n2os 1Ay Jo uoissassod Surured woy s10Mpa1d paindas siusasxd Aexs onew
-0y ‘uonnad uvoneziue81oa1 ay1 Suny uo LY I JO §1IsSE YR UO Lers
snewoine ue asodut j0u sa0p ampadoxd uoneziueSioax ayy J1 suo spenbyg
suonoLNs
-31 yons OU 318 213y} JI 0197 s[enbo ‘uoneziueSIoal 10J 3[gY 01 YUISUOD $IO
-Ipald se Yons ‘suonainsax sasodunt ampasoxd uoneziueSiosrx 2y Ji suo sjenby
UONDLISII B YONS INOYIM SILNUNOD JOJ OIZ JO InJeA B $aNEl 1]
“SISpOOIs Areurpio Suoure spUIPIAIP Se AnqLISIP 0) suiry saxmbax apod
[enWwWod Io0 mef Auedwod s Jeyn swodul 19u Jo dFeruadrad ayz senby
XIS 0) 0132 woy safuex
Xapul 3y "310A SIIPOYaIeys ¢ 4q A[uo pastem 3q uwed rey siydu aandwo
-o1d aney s1apoyareys (9) Jo ‘(uerpaw a[duwres o) 1uadzad o1 01 [enba
10 uey) ssI ST Sunssw sIpoyaleys AreulpIoenxa Ue Joj [[ed O1 Iap[oy
-oreys ® sapnua tey fetdes areys jo s8erusdiad wmwirutu ay (g) ‘eoerd
ut sI wistueyoaw sanuounu passaxddo ue () ‘pamo[Ie SI S1010311p Jo pieoq
211 w1 sanuourw Jo uoneuasaxdar euonzodoxd ro Sunoa aanemumnd (g)
‘Sunasw siapoyareys [e1ouad oy o1 Joud sareys oy usodap 01 paxmbax
10U 2JE SI9P[OYIIeyS (Z) ‘WLIYy SYI 0] 3104 Ax01d JIOYL [rew 01 SISP[OYTeys
smo[e Anunod oy (1) uaym [ Surppe Aq pauLioy st xapul ayJ, ,'sySu
Jo1anpnue,, se pajaqe] om siydu tspjoyareys oy Sunedaidie xopur uy

1u921ad ¢¢ 03

[ wouy sa8uel 11 ‘Bunssw sidp[oyaieys AIeulpIoenxa Ue 10§ [[ed O} I3p[oy
-areys & sapnud 18y [ended areys jo diysioumo jo sferuadiad wmwutw sy7,

ISIMISYIO 019z s[enba (3104 siaployareys e £q AJuo pasrem

2q ued 1y3u sty pue “Yools Jo sansst mau Anq 01 Arumroddo 151y o1
sIap[oyareys sjueLd 3pod [en1dwwod Jo me| uedwod oy usym suo srenby

Aeys
10U s90p JuswASeuey

ISIY SIOP3ID Palndag

$19SSE Pa.andas
uo Aels d[EWOINE ON

uoneziuedioax oyl
Buro8 103 suondinsay

puapup bOuNUENS

siy3u so12a1pRUY
Bunosow
Sslapjoyareys Areu
“pIoeNX3 U [[e2 0] [el
a1des a1eys Jo 98eIuadIay

s1y8ux aanduaaag

1123



apmi
sy Anunon) [euonewIAu]

apm3
ysTy Anunoy) [euoneuINU]

-d10p)
[euonewIAU] ssauisng

3pod [eD
-1owuwod 10 me| Aueduro)

smey uon
-eziue31031 pue Andnnjueg

(x1s 01 013z woly Surof s8uer rewrduo s11 wouy I1ers Yy padueyd am) uon
-dnuioo 3o spaad) 19yS1y 10§ $9100S ISMO] YIM Q] O1 OISZ WO 8IS ‘G661
PUE Zg6[ U29MI2Q XIpUL A[puowt 31 Jo 13qo1d pue udy Jo sypuowt oy
Jo a8e1oay  'sueo 1o ‘uondatoad Lorjod qusussasse Xe) ‘sonuod 3Jueyoxa
‘s9su201] Wodxa pue Lodwr PIM PIIDIUUOD $IGLIG,, JO ULIOY Y} UL JUdW
w2408 Jo s[9a3] Jamo] InoySnory paradxa Lrersuald ore syuowded e3a)
-1, pue , stuswded ferads puewap 03 APy1) 2re spenyyo 1udwursod ydry,,

JBY) ILIIPUIL $I0DS ISMOTT “TUSWUIAA0F Ul uondniiod 3y Jo JUaWssIsse s YOI

(x15s 01 019z woy SutoS s8uer feurBuo s woly dress 2y paSueyd am) JapIo
pUE ME[ JOJ UONIpen ss3] JOJ SAI0IS IIMO] IM ‘(] Ol OIdZ WOy 3[ed§ G661

PUE Z86T UIaMISq Xapul A[(puow oY) Jo 13qo1d() pue [udy Jo syiuour
s Jo a8e1aay “(¥DI) ISTY £nunoy) [euonewrayu] Ausde Juner ysu Anunod

ay) £q paonpoid £nunod oY1 ur uonipen ISPIo pue M| Y} JO JUIWSSISSY

S[2A3] Aoualdy

-J3 J9MO] ‘S31038 IIMO[ IM ‘)] O OIIZ WIOIJ I[eIS "E86] PUC 086 UIIMISq
s8e1say  'uonsonb ur A11unod 3Y) Ul SUOITIPUOD JO SIUIUISSISSE SIOISIA

-ut yuasaxdar 01 uaes aq Aew,, 31 *diop) euonewsnug ssouisng Louae Jur
-Jeu ysu Lnunod aya £q paonpoiad | suuy uiaioy Aremonred ‘sssuisng s109)

e 1 e Judwuonud [eSa] ap Jo AuSaur pue LHUSYYS,, Yl JO TUIUWSSISSY

uonoILISII € Yons JNOYIIM saLN
-unod JOJ 0IIZ JO INJea € $IYel 1] "Wy SunSIXs Ue JO UOTN|OSSIP Y3 ploae

o1 me| ANerodiod 4q parepuew reades areys (2101 Jo 93erusorad wnururw oy g,

Inoj 01 019z woyy saduel Xapul AY L

-uoneziue81031 31 Jo uonnjosas oy Surpuad Lisdoid st Jo uonensiurw
-pe 3y} UIRIaI 10U S30p JOIGIP 2 () pue ‘uuy idnnjueq e Jo sjasse oyl
3o uonisodstp 2y1 wioyy NS 1ey spaddosd Iyl JO uONNLISIP Y1 UL ISIY
PaYURI 31 SIONPAID PaIndas (g) ¢ (Aers onewoine ou) pasordde uaaq sey
uonnad voneziue81051 sy3 29U0 ALMO3s I Jo uorssassod ured o1 s1qe
91 SIONPIID PAINdIs (Z) ‘uoneziueS1091 I0J 3[Y 01 SPUIPIAIP WnuIuiw I0
1USSUOD SIOYPIID SB yons ‘suonansar sasodwr nunod ayp (1) usym | Sur

-ppe 4q pauLIof st xaput 3y, IySL1 103pad> 1dragtp Sunedardde xopur uy

uondniion)

me| Jo amy

wa1shs
rewtpnf jo Husnyyy

2419531 [eSo

Sy I0NpaID

$221MN0¢

uvondusaq

S1qeLrep

(panuyuo)) 1 A1AVL

1124



(26661 2€661)
yueq plIom (9661)
a1mbg pue 1o8uruag
punj Are)ouojy [euon
-eWISIU] pue Juey PLIOM
$304n0s ANUNOJ SNOLIRA
pue ‘OsNOYINEM-0ULJ
‘s1-0g ‘>doagpriom
“TALXA YVAID
‘feuonewrnu] sApoop

yoreasay
puE sisd[euy [epueul]
[eUONEBUWISU] JOJ 121U
‘spusn Sunipne pue
Sununodoe reuonewrnu]

opm3

JsTY Anunon) feuoneuraiu]

apmn8
jsry Anunoy) feuonewIa Y]

J[qe[reAr 1U931 JSOW IY) IS IM ‘JqR[IRAR 10U ST JUIID

-JJ302 0661 U Uy "Anunod yoed ur Arenboaur swodur 103 JudtdYFe0d UL
¥661 JO sxe|

-op 1ueisuod ut eides 13d 1onpoid [euoneu ssoid pue 1npoid [euoneu $50I)

11 U JI9p[oyareys umouy
© 10U ST 1¥1s a1 J1 poumo Apieaud pasapisuod st uly y Anunod usAld
® UI suLly Jnsawop paumo Areaud ‘qerdueuyuou 1s381e] O I UL SISP[OY
-oxeys 15981e] 92113 3 4q PaUMO SITRYS UOWIWIOD Jo AFruadiad adersse Ay
1uaoiad g
Sururewa1 a1 paruasazda satuedwiod [erdueuy pue uadiad (f, paIussal
-doa soruredwos reunsnput ‘sdnoid Ansnpur snoLrea Jo UOMIIS SSOID € JUISII
-dai saruwedwos oy "patpnis 1am Anunod yoed ur satuedwod 221 Jo wnw
U v (swiadi [eads pue ‘ejep Yo03s ‘sprepuels Sununodde ‘quawdlels
MO[J SPUNJ ‘S133Ys SJUB[Eq ‘SIUSWIIIEIS JWODUI ‘UOTIRULIOJUI [2I3udS) sau
-089182 U2A3S O)UT [BJ SWIT ISIY ], ‘SWAII (6 JO UOISSIWIO IO UOIST2UL JIY)
uo suodai [enuue (661 soruedwod Suner pue Jurunurexs £q pareaId XIpuy
SYSLI I19YS1Y JOJ $2I00§ I9MO] YIM ‘0] O1 0z
woyy 9[edS ‘G661 PUB 86T U2aMISq Xapul A[puow Y3 JO 13012 pue
1udy Jo sypuow 3y jo 28erday ,'sonuotd [E100S pUE JIWOUO0ID JUIWUID
-a08 ur a8ueyd © 10 JuswwrasoS ur afueyd e ‘arnssaid uoneziuadipur ‘syoeq
ano 128pngq,, 01 anp ,, umop Surress 1o quawauodisod ‘wonerpndar ® jo
w03 31 Sun{e) 19enU0d B Ul UONEIYIPOW € JO YSU,, 9Y} JO JUIWISSISSE S, ¥D]
SYSLr
J1oySty 107 52105 IIMO] UM ‘O] 01 OISZ WIOI] 3[BDS "G66] PUB G861 UIIMIIQ
xapui A[iiuow 3y jo 13qo1Q pue [udy jo syiuow ) Jo a3eiasy ,‘uon
-ezI[RUONEU PIDIO,, JO , UONEISYUOD 1YSLONO,, JO YSLI Y3 JO JUIWSSISSE S YD

JUIDYJI0I tuI)
endes
Jad gNO pue INO

suny Jreatd
1s08re] o1 ‘diysioumQ

sprepuels 3ununodny

JudwwIaA03 4q
s1oenuod jo uonerpnday

uvonerdordxa Jo ysny

1125



1126 JOURNAL OF POLITICAL ECONOMY

unanticipated way. However, with imperfect enforcement, simple,
restrictive, bright-line rules, which require only a minimal effort
from the judicial system to enforce, may be superior (Hay, Shleifer,
and Vishny 1996). Again, the question does not have a clear theoreti-
cal answer, and the issue of how legal rules affect corporate finance
is ultimately empirical.

Even if we were to 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 prob-
ably endogenous. However, this is where our focus on the legal ori-
gin becomes crucial. Countries typically adopted their legal systems
involuntarily (through conquest or colonization). Even when they
chose a legal system freely, as in 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 legal families and that financing and
ownership patterns do as well, we have a strong case that legal fami-
lies, as expressed in the legal rules, actually cause outcomes.

III. Shareholder Rights

We begin by considering shareholder rights from company laws. The
rights measures in this section are refined versions of those pre-
sented 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. They include voting rights attached
to shares, rights that support the voting mechanism against interfer-
ence 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, that is, when companies in a country are
subject to one-share—one-vote rules (Grossman and Hart 1988; Har-

* We made two significant changes: we redefined the cumulative voting variable
to also cover the right of minority shareholders for proportional representation,
and we added a variable on preemptive rights of minority shareholders to buy new
issues of stock (see below). In this and the following sections, all dummies have
been defined so that 1 means more protective.
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ris and Raviv 1988).°> When votes are tied to dividends, insiders can-
not have substantial control of the company without having substan-
tial 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 ex-
tremely high voting rights, or shares whose votes increase when they
are held longer, as in France. Companies can also restrict the total
number of votes that any given shareholder can exercise at a share-
holders’ meeting, regardless of how many votes he or she controls.
We say that a country has one share—one vote if none of these prac-
tices is allowed by law. In our sample, only 11 countries impose genu-
ine one-share—one-vote rules.

The next six rights, which we refer to as antidirector rights, mea-
sure how strongly the legal system favors minority shareholders
against managers or dominant shareholders in the corporate deci-
sion-making process, including the voting process. First, in some
countries, shareholders must show up in person or send an author-
ized 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 infor-
mation and makes it easier to cast their votes. In Japan, for example,
annual shareholder meetings are concentrated overwhelmingly on
a single 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 a financial intermediary several
days prior to a shareholder meeting. The shares are then kept in
custody until a few days after the meeting. This practice prevents
shareholders from selling their shares for several days around the
time of the meeting and keeps from voting shareholders who do not
bother to go through this exercise.

Third, a few 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 di-
rectors. The effect of either rule, in principle, is to give more power
for minority shareholders to put their representatives on boards of
directors.

® One of the E.C. directives recommends the adoption of one-share—one-vote rules
throughout the Community. It does not appear that this directive is being incorpo-
rated into national laws too rapidly.
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Fourth, some countries give minority shareholders legal mecha-
nisms against perceived oppression by directors (in addition to out-
right fraud, which is illegal everywhere). These mechanisms may in-
clude the right to challenge the directors’ decisions in court (as in
the 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 be waived only by a shareholder vote.
This right is intended 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 antidirector rights measures, a country
gets a score of 1 if it protects minority shareholders according to
this measure and a score of 0 otherwise. We also give each country
a 1 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 antidirector rights scores into an aggre-
gate 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 a mandatory 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 misrepre-
sented within the limits allowed by the accounting system, this mea-
sure is not as restrictive as it looks. The mandatory dividend right
may be a legal substitute for the weakness of other protections of
minority shareholders.

Table 2 presents the data on shareholder rights. The values of all
variables are listed by country, and countries are organized by legal
origin. Columns in table 2 correspond to particular legal provisions
concerning shareholder rights, and the values in the tables are dum-

® For the United States, our reliance on Delaware presents a problem since the
state leaves up to corporations the percentage of shares needed to call an extraordi-
nary shareholder meeting. We use 10 percent for the United States because the
majority of U.S. states (27) use this number.
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mies equal to one if the country has shareholder protections in that
particular area. Table 2 also presents equality of means tests for all
the variables by origin.

An examination of world means of the variables in table 2 suggests
that relatively few countries have legal rules favoring outside share-
holders. Only 22 percent of the countries have one share—one vote,
only 27 percent allow cumulative voting or give minorities a right
of proportional board representation, only 18 percent allow voting
by mail, only 53 percent have some oppressed minorities mecha-
nism, 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 in which most legal families are similar are one share—one
vote, which is an uncommon restriction everywhere (and never hap-
pens in Scandinavia, which is therefore different), and cumulative
voting / proportional representation, which is also uncommon every-
where (and again never happens in Scandinavia). For the other vari-
ables, the differences in shareholder rights between legal origins are
more substantial.

Specifically, two major findings emerge from table 2. First, along
a variety of dimensions, common-law countries afford the best legal
protections to shareholders. They most frequently (39 percent)
allow shareholders to vote by mail, they never block shares for share-
holder meetings, they have the highest (94 percent) incidence of
laws protecting oppressed minorities, and they generally require rel-
atively little share capital (9 percent) to call an extraordinary share-
holder meeting. The only dimension on which common-law coun-
tries are not especially protective is the preemptive right to new
share issues (44 percent). Still, the common-law countries have the
highest average antidirector rights score (4.00) of all 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 coun-
tries afford the worst legal protections to shareholders. Although
they look average on one share—one vote (29 percent) and cumula-
tive voting (19 percent) and better than average on preemptive
rights (62 percent), they have the lowest (5 percent) incidence of
allowing voting by mail, a low (57 percent, though not as low as
German-civil-law countries) incidence of not blocking shares for
shareholder meetings, a low (29 percent, though not as low as Nor-
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dic countries) incidence of laws protecting oppressed minorities,
and the highest (15 percent) percentage of share capital needed to
call an extraordinary shareholders’ meeting. The aggregate antidi-
rector rights score is the lowest (2.33) for the French-civil-law coun-
tries. The difference in this score between French civil law and com-
mon law is large and statistically significant. It is interesting to note
that France itself, except for allowing proxy voting by mail and hav-
ing 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. They have a relatively high frequency of one-
share—one-vote rules (because of East Asia), require few votes to call
an extraordinary meeting, and offer preemptive rights in a third of
the cases. But they usually block shares before shareholder meetings,
never allow voting by mail, and have oppressed minority mecha-
nisms in only half of the countries. The average antidirector 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/propor-
tional representation mechanism, and only Norway allows voting by
mail. At the same time, no country blocks shares before a share-
holder meeting, and three out of four give shareholders preemptive
rights. The average Scandinavian antidirector rights score is 3.

The one remedial measure in table 2, namely mandatory divi-
dend, shows that mandatory dividends are used only in French-civil-
law countries. This result is broadly consistent with the rest of our
evidence and suggests that mandatory dividends are indeed a reme-
dial legal protection for shareholders who have relatively few other
legal rights.

The results in 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 always significant when
common- and civil-law families are compared. One further question
is whether the difference in scores by legal origin just reflects differ-
ences in per capita income levels. To address this question, table 3
divides all countries into the bottom 25 percent, middle 50 percent,
and top 25 percent by gross national product per capita. The results
show, in particular, that antidirector rights scores are independent
of per capita income, rejecting the notion that legal rules that are
more protective of investors are a reflection of higher per capita
income.

In sum, common-law countries have the relatively strongest, and
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the French-civil-law countries the weakest, protections of sharehold-
ers, independent of per capita income. Minority shareholders in
Australia can vote by mail, can trade their shares during a sharehold-
ers’ meeting, are protected from certain expropriations by directors,
and need to organize only 5 percent of the votes to call an extraordi-
nary meeting. Minority shareholders in Belgium, in contrast, cannot
vote by mail, have their shares blocked during the shareholder meet-
ing, are not protected from expropriation by directors, and need 20
percent of share capital to call for an extraordinary meeting. The
differences between legal families come out clearly from this analysis
of shareholder rights.

IV. Creditor Rights

Conceptually, creditor rights are more complex than shareholder
rights, for two reasons. First, there may be different kinds of credi-
tors, with different interests, so protecting rights of some creditors
has the effect of reducing the rights of others. For example, in the
case of a default, 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 as a 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 con-
creteness 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 dif-
ferent rights to be effective. The most basic right of a senior collater-
alized creditor is the right to repossess—and then liquidate or
keep—collateral when a loan is in default (see Hart 1995). In some
countries, law makes it difficult for such creditors to repossess collat-
eral, in part because such repossession leads to liquidation of firms,
which is viewed 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 view-
point has been extensive (Aghion, Hart, and Moore 1992; White
1993; Baird 1995) and has raised the question of whether both pro-
cedures or just one is needed to protect creditors. Thus a country
with a perfect liquidation procedure but totally ineffective reorgani-
zation might be extremely protective of creditors simply because re-
organization never needs to be used. We score creditor rights in
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both reorganization and liquidation and add up the scores to create
a creditor rights index, in part because almost all countries rely to
some extent on both procedures.

We use five creditor rights variables in this analysis. First, in some
countries, the reorganization procedure imposes an automatic stay
on the assets, thereby preventing secured creditors from getting pos-
session of loan collateral. This rule obviously protects managers and
unsecured creditors against secured creditors and prevents auto-
matic 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 (Houghton and Atkinson 1993,
p- 112). In other countries, in contrast, secured creditors can pull
collateral from firms being reorganized without waiting for comple-
tion of reorganization, a right that is obviously of value to them.

Second, some countries do not assure the secured creditors the
right to collateral in reorganization. In these, admittedly rare, coun-
tries, secured creditors are in line behind the government and work-
ers, who have absolute priority over them. In Mexico, for example,
various social constituencies need to be repaid before the secured
creditors, often leaving the latter with no assets to back up their
claims.

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 a great deal of power, since at best creditors
can get their money or collateral only with a delay. In other coun-
tries, in contrast, creditor consent is needed to file for reorganiza-
tion, and hence managers cannot so easily escape creditor demands.

Finally, in some countries, management stays pending the resolu-
tion of the reorganization procedure, whereas in other countries,
such as Malaysia, management is replaced by a party appointed by
the court or the creditors. This threat of dismissal may enhance cred-
itors’ power.

As with shareholder rights, we use one remedial creditor rights
measure, namely the existence of a legal 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 4. In general,
the protections of creditor rights analyzed here occur more fre-
quently than the protections of shareholder rights. Nearly half of
the countries do not have an automatic stay on assets, 81 percent
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pay secured creditors first, over half restrict the managers’ right to
seek protection from creditors unilaterally, and 45 percent remove
management in reorganization proceedings.

As in table 2, we see that, for many creditor rights, the legal origin
matters. Common-law countries offer creditors stronger legal protec-
tions against managers. They have the highest (72 percent) inci-
dence of no automatic stay on assets; with two exceptions, they guar-
antee that secured creditors are paid first (the German-civil-law and
Scandinavian families have no exceptions); they frequently (72 per-
cent, behind only Scandinavia) preclude managers from unilaterally
seeking court protection from creditors; and they have far and away
the highest (78 percent) incidence of removing managers in reorga-
nization proceedings. The United States is actually one of the most
anticreditor common-law countries: it permits automatic stay on
assets, allows unimpeded petition for reorganization, and lets man-
agers keep their jobs in reorganization. The average aggregate credi-
tor rights score for common-law countries is 3.11—by far the highest
among the four families—but this score is only 1 for the United
States.

The French-civil-law countries offer creditors the weakest protec-
tions. Few of them (26 percent, tied with Scandinavia) have no auto-
matic stay on assets; relatively few (65 percent) assure that secured
creditors are paid first; few (42 percent—still more than German-
civil-law countries) place restrictions on managers seeking court pro-
tection from creditors; and relatively few (26 percent) remove man-
agers in reorganization proceedings. The average aggregate creditor
rights score for the French-civillaw countries is 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 auto-
matic stay, and secured creditors in all of them are paid first. On the
other hand, relatively few of these countries (33 percent) prevent
managers from getting protection from creditors unilaterally, and
most (67 percent) allow managers to stay in reorganization. One
view of this evidence is that the German-civil-law countries are very
responsive to secured creditors by not allowing automatic stay and
by letting them pull collateral. As a consequence of making liquida-
tion 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.

Finally, Scandinavia has an overall average score of 2.00, which is
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a bit lower than that of the German family but higher than that of
the French.

The evidence on the one remedial pro-creditor legal rule in the
sample, the legal reserve requirement, shows that it is almost never
used in common-law countries, where other investor protections
presumably suffice, but is more common in all civil-law families.
Since this requirement is likely to protect unsecured creditors in
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 sug-
gests that, for creditors as well, remedial rights are used as a substi-
tute for the weakness of other investor protections.

From table 4, we see that the ranking of legal families is roughly
the same for creditor and shareholder protections. It is not 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 ex-
ception is that German-civil-law countries are protective of secured
creditors, though generally not of shareholders. A final interesting
result, presented in table 3, 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.

In summary so far, laws differ a great deal across countries, and
in particular they differ because they come from different legal fami-
lies. Relatively speaking, common-law countries protect investors the
most, and French-civil-law countries protect them the least. German-
civiHlaw countries are in the middle, though closer to the civil-law
group. The one exception is the strong protections that German-
civiHlaw countries afford secured creditors. Scandinavian countries
are in the middle as well. The evidence also indicates that these re-
sults are not a consequence of richer countries’ having stronger in-
vestor 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

7 We have also 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.
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there may be other strategies to compensate, at least in part, for
investor-unfriendly laws. One of them—examined in Section V—is
strict and effective enforcement of the laws that do exist. The
other—examined in Section VI—is concentrated ownership.

V. 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 invest-
ors 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 mea-
sures obviously 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 na-
tional growth rates (Knack and Keefer 1995),

In addition, we use an estimate of the quality of a country’s ac-
counting standards. Accounting plays a potentially crucial 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 the veri-
fiability in court of some measures of firms’ income or assets. 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 enforceable in court even in principle. Account-
ing standards might then be necessary for financial contracting, es-
pecially if investor rights are weak (Hay et al. 1996). The measure
of accounting standards we use, like the rule of law measures, is a
privately constructed index based on examination of company re-
ports from different countries. Unfortunately, it is available for only
44 countries, 41 of which are in our sample.®

® The measure of accounting standards we use was published in 1991. At around
the same time, European countries began to harmonize their accounting standards
under pressure from the European Community. Over time, accounting standards
may converge in Europe. However, for the purposes of our analysis of country differ-
ences and of determinants of ownership, historical differences in the quality of stan-
dards are obviously more important than the future convergence.
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Table 5 presents country scores for the various rule of law mea-
sures, as well as for their accounting standards. It arranges countries
by legal origin and presents tests of equality of means between fami-
lies. 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 judicial system, the rule of law, corruption, risk of expropriation,
and risk of contract repudiation by the government. On all the mea-
sures of rule of law, common-law countries are behind the leaders
but ahead of the French-civil-law countries. The statistical signifi-
cance of these results varies from variable to variable.

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.
An investor in a French-civil-law country is poorly protected by both
the laws and the system that enforces them. The converse is true for
an investor in a common-law country, on average.

An inspection of table 5 suggests that, for the enforcement mea-
sures, 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 differ-
ent legal families through regression analysis across countries, con-
trolling for each country’s level of per capita income. The omitted
dummy in the regressions is the one for common-law countries.’

By every single measure, richer countries have higher quality of
law enforcement. Nonetheless, even when one controls for per cap-
ita income, the legal family matters for the quality of enforcement
and the accounting standards. A great deal of the cross-sectional vari-
ance in these rule of law scores is explained by per capita income
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 capita income.

Once income is controlled for, French-civil-law countries still
score lower on every single measure, and statistically significantly

® We have also 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 all Scandinavian countries have the same values
for some of the variables.
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lower for almost all 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 effect is significant only
for the efficiency of the judiciary and the accounting standards.
Scandinavian countries are similar to common-law countries in rule
of law measures. The regression results continue to show that legal
families with investorfriendlier 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-civillaw countries.

VI. Ownership

In this section, we explore the hypothesis that companies in coun-
tries with poor investor protection have more concentrated owner-
ship 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. This would
be especially 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 for corporate shares by minority investors would
indirectly stimulate ownership concentration. Of course, 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 database of up
to the 10 largest (by market capitalization) nonfinancial (i.e., no
banks or insurance companies), domestic (i.e., no foreign multina-
tionals), totally private (i.e., no government ownership), publicly
traded (i.e., not 100 percent privately held) companies in each coun-
try in our sample. For some countries, including Egypt, India, Nige-
ria, Philippines, and Zimbabwe, we could not find 10 such compa-
nies and settled for at least five.

For each company, we collected data on its three largest share-
holders and computed the combined (cash flow) ownership stake
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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 com-
plete ownership structure of firms, taking account of pyramidal
structures and the fact that corporate shareholders themselves have
owners. Doing this is likely to reduce our measure of ownership con-
centration. Finally, we could not distinguish empirically between
large shareholders who are the management, are affiliated with the
management, or are separate from the management. It is not 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 coun-
try, 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 Mgrck,
Shleifer, and Vishny (1988).

Table 7 presents, by legal origin, this concentration variable for
each country. In the world as a whole, the average ownership of the
three largest shareholders is 46 percent, and the median is 45 per-
cent. Dispersed ownership in large public companies is simply a
myth. Even in the United States, the average for the 10 most valuable
companies is 20 percent (which is partly explained by the fact that
Microsoft, Walmart, Coca-Cola, and Intel are on the list and all 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 shareholders is an exception and not the
rule.

Table 7 also shows that ownership concentration varies by legal
origin. By far the highest concentration of ownership is found in the
French-civil-law countries, with the average ownership by the three
largest shareholders a whopping 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



TABLE 7

OWNERSHIP OF 10 LARGEST NONFINANCIAL DoMESTIC FIRMS BY LARGE
SHAREHOLDERS: CROSS SECTION OF 49 COUNTRIES

OWNERSHIP BY

AVERAGE MARKET

THREE LARGEST CAPITALIZATION
SHAREHOLDERS OF FIRMS
(Millions
COUNTRY Mean Median of US. §)
A. Ownership
Australia 28 .28 5,943
Canada .40 24 3,015
Hong Kong .54 54 4,282
India 40 .43 1,721
Ireland .39 .36 944
Israel 51 .55 428
Kenya na na 27
Malaysia 54 52 2,013
New Zealand .48 51 1,019
Nigeria .40 .45 39
Pakistan 37 41 49
Singapore 49 53 1,637
South Africa 52 .52 6,238
Sri Lanka .60 .61 4
Thailand 47 48 996
United Kingdom .19 .15 18,511
United States 20 .12 71,650
Zimbabwe 55 51 28
English-origin average 43 42 6,586
Argentina .53 .55 2,185
Belgium 54 .62 3,467
Brazil .57 .63 1,237
Chile 45 .38 2,330
Colombia .63 .68 457
Ecuador na na na
Egypt .62 .62 104
France 34 .24 8,914
Greece .67 .68 163
Indonesia .58 .62 882
Italy .58 .60 3,140
Jordan na na 63
Mexico .64 67 2,984
Netherlands .39 31 6,400
Peru .56 57 154
Philippines 57 .51 156
Portugal .52 .59 259
Spain 51 50 1,256
Turkey .59 .58 477
Uruguay na na na
Venezuela 51 .49 423
French-origin average .54 .55 1,844
Austria .58 51 325
Germany 48 .50 8,540
Japan .18 .13 26,677
South Korea .23 .20 1,034
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TABLE 7 (Continued)

OWNERSHIP BY AVERAGE MARKET
THREE LARGEST CAPITALIZATION
SHAREHOLDERS oF FIrRMs
(Millions
COUNTRY _ Mean Median of US. §)
A. Ownership
Switzerland 41 48 9,578
Taiwan .18 14 2,186
German-origin average 34 .33 8,057
Denmark 45 40 1,273
Finland 37 .34 1,980
Norway .36 31 1,106
Sweden .28 .28 6,216
Scandinavian-origin average 37 33 2,644
Sample average .46 45 4,521

B. Tests of Means (¢-Statistics)

Common vs. civil law -1.10 =91 1.00
English vs. French origin —38.24* —2.68* 1.22
English vs. German origin 1.38 1.31 -.20
English vs. Scandinavian origin 1.05 1.22 .46
French vs. German origin 3.87* 3.29% —2.61%*
French vs. Scandinavian origin 3.93* 3.32% -.61
German vs. Scandinavian origin —.24 —.06 1.05

NoTe.—A firm is considered privately owned if the state is not a known shareholder in it.
* Significant at the 1 percent level.

** Significant at the 5 percent level.

*** Significant at the 10 percent level.

relatively low, with a 37 percent concentration. Finally, common-law
countries are in the middle, with a 43 percent average ownership
concentration. The differences between the French and other legal
families are statistically significant, although other differences are
not. In 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 concentra-
tion on legal origin dummies and several control variables to see
whether origin matters. The controls we use are (the logarithm of)
GNP per capita on the theory that richer countries may have differ-
ent ownership patterns; (the logarithm of) total GNP on the theory
that larger economies have larger firms, which might therefore have
a lower ownership concentration; and the Gini coefficient for a
country’s income on the theory that more unequal societies have a
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TABLE 8
ORDINARY LEAST SQUARES REGRESSIONS: CROSS SECTION OF 49 COUNTRIES
Dependent Variable: Mean Ownership

Shareholder and

Independent Variable Basic Regression Creditor Rights
Log of GNP per capita .0077 .0397
(.0097) (.0242)
Log of GNP ~.0442* —.0428*
(.0119) (.0118)
Gini coefficient L0024 %% .0027
(.0014) (.0023)
Rule of law —.0143
(.0115)
Accounting —.0029***
(.0016)
French origin .1296* .0733
(.0261) (.0802)
German origin —.0113 —.0025
(.0666) (.0728)
Scandinavian origin —.0496 —.0430
(.0871) (.0473)
Antidirector rights —.0315%*
(.0150)
One share—one vote —.0497
(.0406)
Mandatory dividend 2197k
(.1113)
Creditor rights —.0128
(.0171)
Legal reserve required —.2237%*
(.0766)
Intercept .7785* .8686*
(.1505) (.2952)
Number of observations 45 39
Adjusted R? 5582 7348

NOTE.—Variables are defined in table 1. Robust standard errors are in parentheses.
* Significant at the 1 percent level.

** Significant at the 5 percent level,

*** Significant at the 10 percent level.

higher ownership concentration. Second, we add to the first regres-
sion several measures of legal protections, including accounting
standards, enforcement quality, shareholder rights, creditor rights,
and 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 antidirector and credi-
tor rights scores from tables 2 and 4. The results we present are
representative of other specifications.

The first regression in table 8, with all 45 observations, has an
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adjusted R? of 56 percent. It shows that larger economies have a
lower ownership concentration and more unequal countries have
a 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? rises to 73 percent. The coefficient on the logarithm of GNP re-
mains significant, but not that on the Gini coefficient. The coeffi-
cient on the French-origin dummy turns insignificant, which sug-
gests that our measures of investor protections actually capture the
limitations of the French-civil-law system. Indeed, countries with bet-
ter accounting standards have a (marginally) statistically significantly
lower concentration of ownership, though rule of law is insignifi-
cant. A 20-point increase in the accounting score (roughly the dis-
tance between the common-law and French-civillaw averages) re-
duces average ownership concentration by six percentage points.
Countries with better antidirector rights, as measured by our aggre-
gate variable, also have a statistically significantly lower concentra-
tion of ownership. A 1.6-point increase in the antidirector rights
score (roughly the distance between common-law and French-civil-
law averages) reduces ownership concentration by five 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 com-
mon, and small shareholders can free-ride on the monitoring by
banks, making dispersed ownership possible. One could alterna-
tively argue that easier bank borrowing enables firms to finance their
investment through debt rather than equity, leading to a higher
ownership concentration in equilibrium.

Finally, the regression shows a large positive effect of the manda-
tory 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 causality in this case would go from ownership concentra-
tion 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.
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More generally, the only truly exogenous variable in these regres-
sions is the legal origin, and hence the result that is most plausibly
interpreted as causal is the positive effect of French origin on owner-
ship concentration.

In sum, the message of this section is that the quality of legal pro-
tection 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 concen-
trated ownership results from, and perhaps substitutes for, weak pro-
tection of investors in a corporate governance system. The evidence
indicates that weak laws actually make a difference and may have
costs. One of these costs of heavily concentrated ownership in large
firms is 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.

VII. Conclusion

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

First, laws differ markedly around the world, though in most
places they tend to give investors a rather limited bundle of rights.
In particular, countries whose legal rules originate in the common-
law tradition tend to protect investors considerably more than the
countries whose laws originate in the civil-law, and especially the
French-civillaw, tradition. The German-civillaw and the Scandina-
vian countries take an intermediate stance toward investor protec-
tions. There is no clear evidence that different countries favor differ-
ent types of investors; the evidence rather points to a relatively
stronger stance favoring all investors in 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 by laws; they
are not inherent in securities themselves.

Second, law enforcement differs a great deal around the world.
German-civi-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 stan-
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dards. The quality of law enforcement, unlike the legal rights them-
selves, improves sharply with the level of income.

Third, the data support the hypothesis that countries develop sub-
stitute 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 mechanisms in civillaw
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 com-
pany is owned by the three largest shareholders. Furthermore, good
accounting standards and shareholder protection measures are asso-
ciated with a lower concentration of ownership, indicating that con-
centration 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 answers to this
question. King and Levine (1993) and Levine and Zervos (1998)
find that developed debt and equity markets contribute to economic
growth. In a similar vein, Rajan and Zingales (1998) find that coun-
tries with better developed financial systems show superior growth
in capital-intensive sectors that rely particularly heavily on external
finance. Levine (1998) confirms the King-Levine findings that fi-
nancial development promotes economic growth using our legal ori-
gin variable as an instrument for his measures of financial develop-
ment. And finally, La Porta et 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 is important to remem-
ber, 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 insur-
mountable bottleneck. France and Belgium, after all, are both very
rich countries.
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