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Abstract

The paper investigates the corporate valuation implications of insider trading legislation
and enforcement. First, | present a smple agency model of insider trading and corporate
valuation. Then, using standard measures of corporate valuation — Tobin's Q and the
cash flow to price ratio — and controlling for the incidence of enforcement and firm:level
sales growth, | estimate the value of insider trading law. The firm-level data used in this
paper come from a variety of firms with diverse ownership and control structures from a
cross-section of developed countries that exhibit a wide range of legal and ingtitutional
characteristics. | find that dtricter insider trading laws and enforcement are
unambiguously associated with greater corporate valuation among firms in which
ownership and control are separated — i.e., widely held firms. This finding suggests that
insider trading laws and enforcement might mitigate corporate agency costs in widely
held firms, consistent with theoretical studies that characterize insider trading as an
agency problem (e.g., Maug, 2000) and contradictory to those that characterize insider
trading as an incentive-alignment device (e.g., Carlton and Fischel, 1983; Manne, 1966).
The evidence is mixed for firms with a controlling shareholder. The results of ordinary
least squares regressions suggest that, for the latter firms, insider trading legislation might
impair corporate monitoring, consistent with Bhide (1993) and Demsetz (1986).
However, the results of instrumental variables regressions — to address the potential
endogeneity of ownership/valuation and insider trading laws — suggest thet insider
trading legidation is associated with greater corporate valuation among firms with
controlling owners as well. The paper is an important addition to both the law and
economics debate about insider trading and the empirical law and finance literature.

* John M. Olin Fellow in Law and Economics, Harvard Law School, 2000-2001; Assistant Professor of
Law, University of Michigan Law School, beginning 2003.
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“[O]ne of the most interesting [questions] in agency...istrading by corporate insiders on material information (beforeits
disclosure to the market) beneficia to investors?’ Easterbrook (1991), p. 81.

I. Introduction

In an erawhen insider trading was generally viewed as a moral aberration, Manne
(1966) raised considerable controversy by asserting that insider trading is valuable
because it increases entrepreneuria incentives and that prohibiting it is unwise policy.
Manne (1966) argues that insider trading is beneficial because insiders who are allowed
to trade on private information are motivated by the prospect of insider trading profits to
create corporate value (e.g, through new discoveries, new investments, and by becoming
lessrisk averse). Asaresult, Manne (1966) stridently opposes laws that prevent insiders
from trading on private information. Although Manne's (1966) thesisis not
overwhelmingly popular among legal practitioners, it enjoys a degree of support among
legal scholars (e.g., Carlton and Fischel, 1983).

Manne (1966) precipitated an outpouring of studies on insider trading among
legal academics, which | review elsewhere (Beny, 1999). Economists, though less

prolific on the question of insider trading, have aso produced a number of works

“ John M. Olin Fellow in Law and Economics, Harvard Law School, 2000-2001; Assistant Professor of
Law, University of Michigan Law School, beginning 2003. | am grateful to Andrei Shleifer, Raphael La
Porta, and Merritt Fox for valuable comments and suggestions. In addition, | am grateful to Steven Shavell
and the Olin Center for Law, Economics and Business at Harvard Law School for providing generous



addressing the efficiency implications of insider trading. Some of these studies address
the implications of insider trading for market efficiency (see, e.g., Seyhun, 1986; Leland,
1992; Bhattacharya and Daouk, 2000). In the spirit of Manne (1966), others address the
implications of insider trading for corporate valuation viaits effect on corporate insiders
incentives (i.e., agency costs) and adverse selection. This paper falsin the latter
category of studies.

A. Prior Economic Sudies of Insider Trading and Cor porate Valuation

Like the legal literature, the economics literature contains conflicting accounts of
the implications of insider trading for corporate valuation. Some of the studies conclude
that insider trading is associated with greater valuation, while others conclude that it is
associated with lower vauation. Starting with the first group of studies, in this section |
briefly review this literature.

Dye (1984) presents a theoretical model showing that insider trading may be
beneficial to shareholder wealth. In Dye's (1984) model, under certain assumptions, the
manager and the firm’s shareholders may achieve higher utility by permitting the
manager to have some discretion in selecting her compensation schedule. The
improvement in firm vauation stems from the role of insider trading as a mechanism to
improve on earnings-contingent contracts. 1n the context of a principal-agent model,
Bebchuk and Fershtman (1993, 1994) show that insider trading might increase
shareholder wealth. Bebchuk and Fershtman (1993) show that, under certain conditions,
insider trading might increase managers effort levels and therefore might increase

corporate value. Bebchuk and Fershtman (1994) also show that insider trading might

financial support and resources. This paper is based on Chapter 2 of my Ph.D. dissertation in Economics,
Harvard University, 2001.



cause insiders to select (more desirable) riskier investment projects that they would reject
if they were not allowed to trade on inside information, since greater volatility increases
the profitability of insider trading, making managers lessrisk averse. Finaly, Noe (1997)
argues that insider trading profits might be a substitute for effort inducing compensation
contracts. Even though insider trading might not increase insiders’ efforts, it might till
be cheaper than standard compensation contracts that involve above-reservation
payments to managers. Thus, according to Noe (1997), insider trading may increase
corporate value by reducing managerial rents.

Competing studies demonstrate that insider trading might be detrimental to
corporate value. Manove (1989) shows that insider trading might reduce firm value by
discouraging corporate investment. The cause is asymmetric information rather than
agency costs. In the presence of insider trading, prospective shareholders discount the
amount that they are willing to pay to purchase shares in a secondary equity offering to
take into account adverse selection:

at any given price, shares are more likely to be available to outsiders when, unbeknownst
to them, the economic value of the corporation islow than whenitishigh. Thisis
because insider traders are likely to buy up shares when the value is high than when it is
low. If outsiders are sophisticated and aware of the existence of insider trading, they will
take account of adverse selection in calculating expected returns. Consequently, the
willingness of sophisticated outsidersto pay for shares will be less than the unconditional
expected per share value of the company. Manove (1989), p. 823.

As aresult, incumbent shareholders support lower levels of investment, since when they
sdll their shares in the future, they will not reap the full return on their investment from
prior periods. In short, corporate insiders “with private information are able to
appropriate some part of the returns to corporate investments made at the expense of

other shareholders.” Manove (1989), p. 823. Similarly, Douglas (1989) shows that, due



to information asymmetry, insider trading transfers wealth from shareholders to insiders
in cases of both good and bad news.

Bebchuk & Fershtman (1990) show that insider trading may increase managers
incentives to “waste” corporate value, by giving them incentives to make decisions based
on maximizing their trading profits rather than corporate value. Bebchuk and Jolls
(1999), examine the effect of insider trading and other mechanisms of manageria value
diversion on shareholder wealth. Their model suggests that insider trading lowers
corporate wealth in the absence of some offsetting benefits, and regardless of whatever
compensation contracts shareholders might write to offset the wealth diversion.

Additional studies explicitly address the connection between ownership structure
and insider trading within an agency framework. Large shareholders potentialy have
incentives to monitor managers, and thereby reduce the manager-sharehol der agency
problem and increase corporate value (Demsetz, 1986; Shleifer and Vishny, 1986; Bhide,
1993). However, large shareholders must be compensated for monitoring and the risks of
holding undiversified portfolios. Trading profits are an important source of such
compensation (Demsetz, 1986; Bhide, 1993). Because greater share ownership increases
large shareholders access to inside information, they are able to make greater trading
profits than other shareholders. Curtailing this source of profits through insider trading
regulation might reduce large shareholders incentives to monitor (Demsetz, 1986; Bhide,
1993). Bhide (1993) argues that while restrictions on insider trading and disclosure
reguirements protect small shareholders and reduce the risk of dispersed shareholding,
they raise the costs and liabilities of an active shareholding role and therefore hinder

corporate governance. Demsetz (1986) makes a similar argument.



A less sanguine view of the role of large shareholders posits that, like managers,
dominant shareholders might use their influence to pursue their own interests at the
expense of outside shareholders (LLS, 1999; LLSV, 1999; and Bukart and Panunzi,
2001).} Maug (2000) presents a model in which insider trading legislation influences
large shareholders' choice between monitoring and expropriating outside investors. In
Maug's (2000) model, managers may bribe dominant shareholders by sharing private
information with them in order to discourage them from monitoring poorly performing
firms. If the firm’s stock is sufficiently liquid so that trading on private information is
profitable, large shareholders would rather trade on this information than monitor a
poorly performing firm. In essence, according to Maug (2000) when insider trading is
legal there is a greater chance that dominant shareholders collude with managers at the
expense of minority shareholders. On the other hand, when insider trading isillegal,
large shareholders prefer to monitor rather than to trade (Maug, 2000).

As the preceding literature review suggests, the debate over the desirability of
regulating insider trading is both long-standing and inconclusive.? Theoretical analyses
support both points of view.

B. Research Question and Empirical Strategy

In this paper, | present asimple agency model of insider trading that yields

severd testable hypotheses. On the basis of these hypotheses, | empirically investigate

! According to LLSV (1999), the principal agency problem in firms with controlling shareholders “is not
the failure of the Berle and Means (1932) professional managers to serve minority shareholders, but rather
the...expropriation of such minorities...by controlling shareholders.” LLSV (1999), pp. 3-4. The
implication isthat the law should be concerned not only with preventing managerial value diversion but
also with containing expropriation by large shareholders (seg, e.g., LLS, 1999; LLSV, 1999; and Bukart
and Panunzi, 2001).

2 According to Easterbrook (1991), this “subject has provoked substantial public debate, leading to
administrative regulation and judicial decisions. This debate has been carried on with either



the relationship between insider trading legislation and enforcement and corporate
valuation.

The study differs from prior agency studies of insider trading in several respects.
First, the mode explicitly incorporates insider trading law as a determinant of insiders
incentives to maximize corporate value. Second, the study is the first empirical study of
corporate valuation and insider trading law and enforcement across countries. In the
study closest to this one, Bhattacharya and Daouk (2000) investigate the effect of insider
trading legislation and enforcement on the aggregate cost of capital. In contrast, this
paper investigates the relationship between insider trading law and enforcement and
corporate valuation at the firm level. Furthermore, while Masson and Madhavan (1991)
present empirical evidence on the relationship between executives' insider trading and
the marginal value of the firm, their study is different from this one because it is based
solely on U.S. data, considers legal (rather than illegal) insider trading, and does not
address the role of the law as a determinant of insiders’ incentives to trade. Finaly, this
study is similar in spirit to LLSV (1999), which investigates the empirical relationship
between investor protection and corporate valuation. However, LLSV (1999) do not
address insider trading laws.

In the empirical analysis, | use firm-level data from 27 wealthy economies
exhibiting a variety of economic, legal and institutional characteristics. The power of the
empirical tests derives from the wide variation in legal regimes, and insider trading rules
and enforcement levels across the sample countries as well as firm-level variation in

ownership and governance structures. This enables me to assess whether insider trading

indifference or hostility toward the sparse agency literature on the subject, and the literature itself
has been inconclusive.” Easterbrook (1991), p. 81.



law and enforcement are differentially related to valuation across different types of firms,
in particular firms with and without controlling owners.®

The paper’s main findings are as follows. Among firms without a controlling
owner, there is a positive relationship between the stringency of insider trading
legislation and enforcement (under several aternative formulations) and corporate
valuation. Thisresult suggests that insider trading legidation is an important mechanism
to address the agency problem in firms in which ownership and control are separated,
contrary to Carlton and Fischel (1983). For firms with controlling shareholders, the link
between insider trading law and enforcement and corporate valuation is more tenuous.
Ordinary least squares regressions support the notion that insider trading legislation
impairs monitoring (Bhide, 1993 and Demsetz, 1986), while instrumental variables
regressions support the counterclaim (Maug, 2000).

The remainder of the paper is organized as follows. In Section 2, | present a
simple agency model of the relationship among insider trading, insider trading law,
ownership, and valuation. The model generates severa empirically testable hypotheses.
In Section 3, | describe the data and present summary statistics. Section 4 presents the
results of multivariable regression analysis of the relationship between corporate
valuation and insider trading law and enforcement across firms and countries. Section 5
concludes the paper and suggests potential avenues of future research.

I1. A Smple Agency Model and Testable Hypotheses
In this section, | present a simple model of insider trading and corporate val uation

aswell as several testable hypotheses. The model is similar to standard agency models of

3 Several commentators who advocate private contractual solutions and oppose a mandatory insider trading
prohibition do so in part on the ground that insider trading affects firms differentially, making a uniform



corporate value diversion (Jensen and Meckling, 1976). The motivation for framing the
problem thisway is as follows. The corporate insider (manager or controlling
shareholder) makes the firm’'s investment decisions. The range of investment projects
among which she must choose are associated with different levels of risk, effort, and
return (corporate value). With perfect monitoring by outside investors, the insider would
choose the projects associated with the effort/risk/return profiles that maximize firm
value.

However, if sheis alowed fregly to trade and monitoring is imperfect, the insider
might make investment decisions that do not optimize firm value. This might involve
choosing investment projects with non-optimal risk profiles (Bebchuk and Fershtman,
1994), exerting sub-optimal levels of effort (Bebchuk and Fershtman,1993), or choosing
lower-valued projects for any given level of risk and effort (Bebchuk and Fershtman,
1990). Inthe model here, | focus on the latter case, i.e., the case in which the lure of
insider trading profits might induce the insider to choose lower valued projects, holding
constant effort and risk levels as in Bebchuk and Fershtman (1990).% Bebchuk and
Fershtman (1990) refer to this as “wasting” or “throwing away” corporate value. When
insiders can freely trade, they may have an incentive to “waste” corporate value, either by
foregoing value enhancing investments or by deliberately failing to avoid value
decreasing investments. The incentive for such waste comes from the trading profits that

the insider might realize by exploiting the difference (before public disclosure) between

prohibitioninefficient. See, e.g., Carlton and Fischel (1983).

“| focus on this narrow case merely to simplify the model. In reality, insider trading islikely to affect both
insiders' choice among projects of different risk profiles (Bebchuk and Fershtman, 1994) and their choice
of effort level (Bebchuk and Fershtman, 1993).



the ‘true’ stock value (which is likely to change as a result of her invegment decision)
and the market price.

Several factors mitigate the insider’ s incentive to divert value through insider
trading. One of these factors is the extent to which the insider experiences the resulting
changes in corporate value, which in turn depends on her compensation contract and her
ownership stake in the firm. Insider trading sanctions and enforcement also constrain the
insider’ s incentives to divert value through trading. The model incorporates both of these
mitigating factors.

A. FirmValue

Outside shareholders assess the value of the firm net of the insider’s share, a

Corporate vaue, V, is given by the following:

V=(@1-a)s-ctLl) @

wheret is the amount of trading by the insider, S= sales (or return on investments), and ¢
isthe effect of insider trading which depends on the level of trading, t, and the insider
trading law, L.°

B. Thelnsider’s Utility

The insider chooses the amount of trading, t, so as to maximize her utility which

isdefined as:;

U=U(StL)=a(S- c(t,L)) +R(t,L) (2)



where, as defined above, t is the amount of insider trading engaged in by the insider, c is
the effect of insider trading on firm value, and Ris the insider’ s gross return from insider
trading, which depends on both trading volume, t, and the stringency of the law on insider
trading, L.

Equation 2 demonstrates that the insider’ s utility consists of two elements. The
first component of her utility is the part that is affected by changes in corporate value.
The relative importance of this element to her overall utility depends on her cash flow
stake in the firm. The greater her ownership stake, the more dependent is her utility on
corporate value. The second component of the insider’s utility depends on her profits
from insider trading, which in turn depend on the difference between the market price
and ‘true’ value that only she knows prior to public disclosure.

| make the following assumptions about c: ¢ >0, ¢;> 0, ¢ > 0, ¢ > 0. When
insider trading is costly (i.e., c is positive) these assumptions imply that the cost of
trading increases as the law becomes more prohibitive; the cost of trading increases as the
volume of inside trading increases; the marginal cost of trading increases as the volume
of inside trading increases; and the marginal cost of trading increases as the law becomes
more prohibitive, respectively.®

In addition, the following assumptions about Rhold: R. <0, R >0, R <0and Ry
< 0. Respectively, these assumptions imply that the insider’ s gross return from insider

trading is decreasing in the stringency of insider trading legidation and increasing in her

® The set-up hereis similar to Masson and Madhavan (1991), where firm value is an additive function of
sales net of the effect of insider trading.

10



trading volume; and her marginal gross return from insider trading is decreasing in the
stringency of the law and her trading volume.

The insider solves the following maximization problem for t:

Max ([U =a (S- c(t,L)) + R(t,L)] (3

Thisyields the following first order condition.

RELL) _, TG
it it

Equation 4 implies that when a<1, ¢; > R. In other words, when the insider does not
fully own the firm (i.e.,, a < 1), she bears only afraction of the costs of insider trading
and experiences the full private gains from insider trading. In contrast, the minority
shareholders bear afraction 1 - a of the costs of insider trading and experience none of
the private gains. This suggests that the insider will engage in too much inside trading,
since she does not internalize all of the costs. Result 6 below confirms this.

C. Comparative Satics and Testable Hypotheses

Differentiation of the first order condition (Equation 4) yields afew testable

predictions. Differentiating Equation 4 with respect to t yields:

® However, c(t) may also be negative. In that case, insider trading is beneficial to the firm, and the
coefficient on insider trading law should be negative in the regressions below, assuming that the law
effectively discouragesinsider trading.
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The sign of this derivative is negative, given my assumptions about the first and second
derivatives of c and R. This means that, other things equal, the insider engagesin less
insider trading whenthe law on insider trading is more stringent. This makes intuitive
sense, since as the law becomes more prohibitive, insider trading becomes more costly.
The costs might include litigation costs, monetary penalties, potential criminal sanctions,
and reputational harm.

Equation 5 implies the following empirical hypothesis.

Hypothesis 1: More prohibitive insider trading laws and enforcement increase firm
value, by reducing the insider’ s incentive to divert corporate value through insider

trading.

Differentiating the first order condition (Equation 4) with respect to ayields:

ﬂt*__ Ct

6
Ta ack - Ru ©)

This result implies that the insider engages in less insider trading as her ownership stake

in the firm increases. Her incentive to trade falls as she owns more of the firm because,
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as her ownership stake increases, she bears a greater share of the costs that insider trading
imposes on the firm.”

Equation 6 yields the following testable hypothesis.

Hypothesis 2: Firm value increases as the insider owns a greater share of the firm’s cash

flows, since she has less incentive to divert value through insider trading.

Insider trading law and cash flow ownership might be substitute mechanisms for
controlling value diversion through insider trading (see, e.g., Easterbrook, 1991).8
Hypothesis 2 predicts that more stringent insider trading laws deter insider trading and
are therefore associated with higher valuation. Similarly, Hypothesis 3 predicts that
greater cash flow ownership reduces the insider’ s incentive to ‘waste’ corporate value
through insider trading. To the extent that the law mitigates the agency problem, cash
flow ownership might be a less important agency-cost-control device the more restrictive

isthe law. Thisimplies athird empirically testable hypothesis.

Hypothesis 3: The more effective is the law at preventing trading, the lower is the effect
of the insider’s ownership stake on corporate value.

[11. Data and Summary Statistics

A. Data Sources and Variables

" Thisis consistent with the established insight that greater cash flow ownership by corporate insiders
(managers, large shareholders, etc.) lowers their incentives to divert corporate wealth from outside
investors. For example, see Jensen and Meckling (1976); Shleifer and Vishny (1986).

8 On the other hand, Masson and Madhavan (1991) demonstrate that (legal) insider trading lowers the
marginal value of the firm, even taking into account insiders' ownership.
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Much of the data used in this paper come from LLSV (1999). Their data consist
of valuation and ownership information on the twenty largest firms (based on market
capitalization) in twenty-seven wealthy countries (based on 1993 per capita income).
They focus on large firms because that makes it more difficult to detect the beneficial
impact of investor protection on corporate value.® The sample of firms excludes foreign-
affiliates as well as banks and other financia institutions. Most of the data are for 1995
and 1996, but afew come from 1997 and two observations are from before 1995.

| use LLSV’s(1999) definition of effective control. According to LLSV (1999), a
shareholder has contr ol if she owns over twenty percent of the voting shares. Therefore,
a shareholder has control if she owns 20 percent or more of the firm’s total voting rights.
Cash flow ownership of the controlling shareholder, a, is defined as the proportion of the
firm’s cash flow rights directly and indirectly owned by the controlling shareholder
(LLSV, 1999).

The value of afirm isinfluenced by outside shareholders’ assessment of its cash
flow returns. That assessment in turn depends on investors' *acumen, optimism, or
pessimism.” (Demsetz and Villalonga, 2001, p.4). | use two measures of valuation:
Tobin’s Q and the cash flow to price ratio. The main valuation measure is Tobin's Q,
which is the ratio of the market value of the firm to the replacement cost of its assets.°

Higher Tobin's Q signals that the market views favorably the firm’s future prospects,

9 AsLLSV (1999) point out, large firms have several alternative means by which they might constrain
expropriation of minority investors, “including public scrutiny, reputation-building, foreign shareholdings,
or listings on international exchanges.” LLSV (1999), p. 16. Consequently, the benefits of legal
constraints should be harder to detect in large firms.

10 Tohin’s Q is not a perfect measure of firm valuation since the numerator partly reflects the market value
of intangible assets, but the denominator does not include the firm’sinvestments in intangible assets. See
Demsetz and Villalonga (2001) for a more thorough discussion of the pros and cons of Tobin’s Q relative
to alternative valuation measures.
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possibly due to good management, lower agency costs, favorable market conditions,
goodwill, etc.

| also use the cash flow to price ratio, another common valuation measure. Like
Tobin's Q, the cash flow to price ratio measures investors assessment of afirm’s
prospects. The numerator is the average cash flow over the three preceding fiscal years.
LLSV (1999) set negative average cash flow values to missing, and they average cash
flows in order to smooth business cycles. The denominator equals the market value of
common equity at the most recent fiscal year’send. A higher (lower) cash flow to price
ratio implies lower (higher) valuation.** | control for sales growth using LLSV’s (1999)
measure of the annual growth rate of sales for the three most recent fiscal years.

| use two principal measures of insider trading law. The first principal measure,
ITL, consists of the substantive elements of each country’s insider trading law: whether
the law prohibits insiders from tipping outsiders; whether the law prohibits trading by
tippees'?; whether the law provides a private right of action to aggrieved investors;
whether violation of the law leads potentially to multiple damages; and whether violation
of the law is a criminal offense.® Each element takes the value zero or one, and the total
index is the sum of the individual elements. Thus, ITL equals 5 in countries with the

most prohibitive insider trading law (e.g., the United States), and 1 in countries with the

LSV (1999) note that the cash flow to price ratio raises some interpretive issues. In particular, its
meaning depends on whether cash flows are reported before or after insider trading occurs. If insider
trading is costly, the cash flow to priceratio falls as the insider trading law becomes more prohibitive,
provided that cash flows are reported before insider trading occurs. If cash flows are reported after insider
trading occurs, insider trading should not affect the cash flow to price ratio.

12 Tippees are outsiders who receive material non-public information from corporate insiders who are
prohibited from trading on the basis of such information themselves.

13 1n Beny (1999) | explain in more detail the rationale for including each element of the law in the insider
trading law index.
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least prohibitive insider trading law (e.g., Mexico and Norway).'* | also consider several
different combinations, described below, of the five elements in the regression analysis.

The second principal insider trading law measure, Enf_94, is a dichotomous
variable equal to one if the insider trading laws have been enforced at least once prior to
1994 and zero otherwise. Enf 94 is intended to address the effectiveness of the law.
Whether or not the law has been enforced at least once as of 1994 might not be the best
measure of the law’ s effectiveness since deterrence depends on both the substantive law
aswell as enforcement. For example, although the enforcement rate in a particular
country might be low, this could be due to the fact that the potential sanctions are so
prohibitively high as to reduce the incidence of insider trading. As aresult, the law
would be effective even though it is not often enforced. Therefore, in the empirical tests,
| include the interaction between ITL and Enf_94 to take into account the potentia joint
significance of the substantive insider trading law and enforcement.

Finally, | use LLSV’s (1998) measure of minority shareholder protection. Thisis
a dichotomous variable that equals one if a country’s company law or commercial codeis
derived from the common law, and zro if they are derived from the civil law. LLSV
(1998) show that common law countries are more protective of minority investors than
civil law countries, and that this influences financial development and corporate
governance in important ways.*® LLSV (1999) demonstrate that common law origin is

also associated with higher valuation.

14 All of the countriesin the sample had insider trading laws on the books as of 1994. In fact, most stock
markets have insider trading laws, but the rate and timing of enforcement varies considerably across
markets. See Bhattacharya and Daouk (2000) and Beny (2001).

15 “The reason for this finding may be the judiciary philosophy of common law countries, which allows
judgesto broadly interpret certain principles, such as fiduciary duty, and hence authorizes them to prohibit
more forms of minority expropriation. Alternatively, common law countries may protect minority
investors better because corporate owners have less political influence.” (LLSV, 1999), p. 19.
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The Data Appendix provides a detailed description of the variables used in the
paper.

B. Summary Satistics

In this section, | report summary statistics of the data used in the empirical
analysis. | consider results for the full sample of firms as well as for two sub-samples
consisting of the firms with a controlling owner and the firms without a controlling
sharehol der.

Table 1 reports medians by country, grouped according to their legal origins
(common law versus civil law). Panel A shows the median values and numbers of firms
(observations) per country. | report medians instead of means so that the countries with
significantly more observations do not overwhelm the results. The last row of Panel A
reports the median of the median (MOM) values for each legal regime. Panel B reports
test statistics of the difference in MOM between civil and common law regimes.

Table 1 demonstrates that common law countries have a higher MOM insider
trading law score than civil law countries (4 versus 3). The difference is statistically
significant at the 1% level. Common law countries also have a higher MOM value of the
enforcement variable but the difference is statistically insignificant. Firmsin common
law countries have a higher MOM Tobin's Q (1.34 versus 1.17) and the differenceis
statistically significant at the 5% level. In addition, the MOM cash flow to priceratio is
lower for firmsin common law countries (0.083 versus 0.104). This differenceis
statistically significant at the 10% level. The difference in MOM sales growth between

civil and common law countries is statistically insignificant.
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The results are qualitatively similar if | consider two subsets of the full sample.
For the sample of firms that have a controlling owner, the only difference is that the
MOM sales growth is greater in common law countries, and this difference is statistically
significant at the 5% level. For the sample of firms that are widely held (i.e., firms that
do not have a controlling owner), the only difference from the full sample resultsis that
the difference between firmsin civil and common law countries in the MOM cash flow to
price ratio is statistically insignificant, although the firms in common law countries till
have alower MOM cash flow to price ratio.

Table 2 reports median and MOM values of the same variables by insider trading
regime. Countries with an insider trading law (ITL) index of 4 or 5 are classified as High
ITL Regimes. Thosewith an ITL score of 1, 2 or 3 are classified as Low ITL Regimes.

In each of the three samples, the full sample, the sample of firms with controlling
shareholders, and the sample of widely held firms, the difference in the MOM
enforcement measure is statistically insignificant between High ITL Regimes and Low
ITL Regimes.

For the full sample, the MOM incidence of controlling ownership is greater in
Low ITL Regimesthan in high ITL Regimes. This difference is statistically significant at
the 5% level. In contrast, the difference in the MOM incidence of widely held ownership
is not statistically different between the two ITL regimes. For all of the three samples, the
difference in MOM Tobin's Q between Low ITL Regimes and High ITL Regimesis
statistically insignificant. For the full sample and the sample of firms with controlling
owners, however, the MOM cash flow to priceratio is higher in Low ITL Regimes than

inHigh ITL Regimes. The differenceis statistically significant at the 5% and the 15%
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levels for the full sample and the sample of firms with a controlling owner, respectively.
Finaly, the MOM sales growth is higher in High ITL Regimesfor all of the firms and the
firms with controlling owners; the difference is statistically significant at the 20% and the
15% levels, respectively.

Table 3 summarizes the control and ownership structures of the sample firms, by
legal originsand ITL regimes. The sample firmsin civil law countries have a higher
average rate of occurrence of owners who control 20% or more of the votes. Sixty-seven
percent of the firmsin civil law countries have a controlling owner, while only thirty
percent of the firms in common law countries have a controlling owner. This difference
is statistically significant at the 5% level. Average cash flow ownership of the
controlling owner is also higher for the firmsin civil law countries. The controlling
owners of firmsin the civil law countries own on average 25% of the cash flow as
opposed to about 10% for the controllers of firmsin the common law countries. The
difference is significant at the 5% level. Only thirteen percent of the firmsin civil law
countries are widely held, as opposed to forty-four percent of the firmsin the common
law countries. The difference is significant at the 5% level.

The distribution of ownership and control also differ significantly between High
ITL Regimesand Low ITL Regimes. (See PanelsC and D of Table 2). In particular,
firmsin Low ITL Regimes have a higher mean incidence of controlling owners, who also
tend to own a greater average fraction of the firm’s cash flow than their counterpartsin
High ITL Regimes. Also, the incidence of widely held firmsis higher in High ITL
Regimesthanin Low ITL Regimes. These results are not surprising, since thereisa

strong overlap between common law (civil law) countries and High ITL Regimes (Low

19



ITL Regimes). LLSV (1998) find that ownership concentration in large public companies
is lower in countries with poorer investor protections.

In summary, Table 3 suggests that ownership and control tend to be more
concentrated on average in firms in countries with civil law origins and weak insider
trading rules than in countries with common law origins and stringent insider trading
rules.

Table 4 presents simple correlations (and p-values) between variables for each of
the three samples. Inthe full sample, Tobin's Q is positively and significantly correlated
with al other variables, including all the measures of insider trading regulation, at the 1%
level of significance. The cash flow to price ratio is negatively correlated (significance
level 1%) with the insider trading variables in the full sample. It isinteresting that the
correlation between insider trading law and the share of cash flow owned by the
controlling shareholder is negative and significant at the 1% level, which means that in
countries with tougher insider trading laws, controlling shareholders own a smaller
fraction of the firm’s cash flows. There is also a positive and significant correlation
between the fraction of the largest firms that are widely held and the stringency of insider
trading law across countries. In other words, countries with more stringent insider
trading laws tend to have a greater prevalence of widely held firms (i.e., firms without
controlling shareholders).

For the sample of firms with a controlling owner, Tobin's Q is positively and
statistically significantly correlated with all of the other variables, except ITL. The cash
flow to priceratio is negatively and significantly correlated with ITL and the interaction

of ITL and the enforcement measure. Finally, in the widely held sample, Tobin'sQ is
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positively and statistically significantly correlated with all other variables at the 1% level.
In this sample, the cash flow to price ratio is negatively and significantly correlated with
al of the insder trading variables.

The results in this section suggest that there is significant overlap between legal
origin and the insider trading legal regime. In particular, common law countries tend to
have tougher insider trading laws. This raises the question whether insider trading laws
have an independent explanatory power beyond their correlation with legal origin. |
investigate this question in the next section, where | present the results of multivariate
regressions of valuation on the insider trading variables and legal origin.

IV. Regression Results

In this section, | report regression results for all of the sample firms, for widely
held firms, and for firms with controlling owners.

A. Hypothesis 1: Insider Trading Law and Valuation

Hypothesis 1 states that prohibitive insider trading laws increase firm value, by
reducing insiders’ incentives to divert corporate value through insider trading.

1. OLSRegressions

Table 5 presents the results of ordinary least squares regressions of valuation on
the insider trading law and enforcement variables. Panel A reports the results for the full
sample. In Panel A1, the dependent variable is the Tobin's Q vauation measure. In
column 1, I include a measure of the market’s perception of insider trading (Perception).
This variable measures how much of a problem insider trading is perceived to be, and it
ranges from O to 6. A score of 6 signifiesthat insider trading is perceived to be severe,

while a score of 0 means that insider trading is not perceived to be a problem. The
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coefficient on Perception is negative and significant at the 1% level (column 1). The
magnitude of the coefficient falls after controlling for legal origin, but remains significant
(column 9).

In the remaining regressions of Panel A1, each of the alternative measures of
insider trading law/enforcement has a positive and significant coefficient (columns 2-8).1°
Controlling for legal origin does not change these results, although it does reduce the
magnitude of the coefficients on the insider trading law measures (columns 10-16). In
Panel A2, the dependent variable is the cash flow to price ratio valuation measure. The
resultsin Panel A2 suggest that a lower perception of insider trading and more stringent
insider trading laws and enforcement are associated with higher valuation (lower cash
flow to priceratio). Thus, for the full sample, the OLS results are consistent with
Hypothesis 1.

Panel B of Table 5 reports OL S results for the firms with widely held shares (i.e.,
the firms that do not have a controlling owner). In Panel B1, the dependent variableis
the Tobin’s Q valuation measure while the dependent variable in Panel B2 is the cash
flow to price ratio measure. The results are consistent with Hypothesis 1 for both
valuation measures. That is, more stringent insider trading laws and enforcement are
associated with higher Tobin’s Q and lower cash flow to price ratio (i.e., higher
vauation).!” In Panel B1, the coefficient on insider trading law (ITL) is .31 (column2)
and is significant at the 1% level. It fallsto .20 when | control for legal origin (column
10). Theresult in column 10 of Panel B1 implies that Tobin's Q increases by .20 points

asthe insider trading law index increases from 3 to 4 (i.e., from the civil law to the

18 The only exception isITL in column 13.
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common law median), other things equal. The coefficient on Sanction (the sum of the
criminal, damages, and private components of the law) is an impressive .56 and is
significant at the 1% level after controlling for legal origin (column 11). Thisimplies
that an increase in Sanction from the civil law median of 1 to the common law median of
2 is associated with an increase in Tobin's Q of .56 points (about 34% of the overall
average of Tobin’s Q), other things equal.

Panel C presents OL S results for firms with a controlling owner. The results for
Tobin's Q are reported in Panel C1 and the results for the cash flow to price ratio
reported in Panel C2. InTable C1, the coefficient on the index of insider trading law
(ITL) is negative and significant in columns 10 and 13, suggesting that for these types of
firms more stringent insider trading laws are associated with lower valuation. The
coefficient on the insider trading law index is -.08 and is significant at the 1% level. This
implies that as the insider trading law score rises from the civil law median of 3 to the
common law median of 4, Tobin’s Q falls by about .08 points, other things equal. This
result is inconsistent with Hypothesis 1, which predicts that more stringent insider trading
laws are associated with higher corporate valuation, and supports Demsetz (1986) and
Bhide (1993). The coefficients on the remaining insider trading law measures are
insignificant. None of the insider trading law measures is significant in the cash flow to
price ratio regressions in Table C2. While the OLS results for the firms with a
controlling owner show a negative, albeit generally insignificant, association between the

insider trading law and the valuation measures, the perception measure is paradoxically

1 The coefficient on Perception is significant (and negative, as expected) only in the Tobin’s Q regression (Panel B1, column
2) but it becomesinsignificant after controlling for legal origin (Panel B1, column 9).
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associated with alower Tobin's Q and a higher cash flow to price ratio (i.e., lower
valuation) even after controlling for legal origin.
2. Random Effects Regressions

To address the possibility that corporate valuation is country-specific, | repeat the
regressions in Table 5 using random effects regression analysis. Table 6 presents the
results of random effects regressions of the valuation measures on the insider trading law
and enforcement variables for the three samples. Panel A1 reports the results for Tobin's
Q for the full sample. Most of the coefficients on the insider trading law variables are
insignificant, in contrast to the OLS regressions for the full sample. The exceptions are
Eff Law (ITL timesEnf_94) and Eff_Sanct (Sanction times Enf_94), both of which have
positive and significant coefficients in columns 7 and 8. However, they become
insignificant after controlling for legal origin (columns 15 and 16). Panel A2 reports the
results for the cash flow measure for the full sample. Only Eff Law and Eff _Sanct are
significant before and after controlling for legal origin (columns 7-8 and 15-16).
However, the coefficients are quite small.

Panel B of Table 6 presents the random effects results for the widely held firms.
Panel B1 reports the results for Tobin's Q. The coefficient on Perception is negative and
significant at the 5% level (column 1), but it becomes insignificant after controlling for
legal origin (column 9). The coefficients on al of the insider trading law measures are
positive and significant and they become more significant after controlling for legal
origin (columns 9-16). The coefficient on Sanction is .56 and is significant at the 1%
level. Thisimplies that an increase in the sanction measure from the civil law median of

1 to the common law median of 2 is associated with a .56 point increase in Tobin's Q,

24



other things equal. Switching from a regime of non-enforcement to one in which insider
trading legislation was enforced at |east once before 1994 is associated with a .52
increase in Tobin's Q, other things equal. The resultsin Table B1 are consistent with
Hypothesis 1, which predicts that insider trading law and valuation are positively related.
These results are more dramatic than the corresponding OL S results in Panel B1 of Table
5.

Panel B2 of Table 6 reports the results for the cash flow valuation measure for
widely held firms. The p-values of the Hausman specification tests suggest that random
effects regression is inappropriate for the cash flow measure and this sample, except for
columns 2, 10 and 11. In each of the latter specifications, the coefficients on the
respective insider trading law measures are negative but insignificant.

Panel C of Table 6 reports random effects regression results for the sample of
firms with a controlling owner. Panel C1 presents the results for Tobin's Q. The
coefficients on all of the insider trading law measures are insignificant. The coefficient
on Perception of insider trading is also insignificant. In Panel C2, | report the results for
the cash flow valuation measure for the firms with controlling owners. However, as for
the sample of widely held firms, the p-values for the Hausman specification tests suggest
that random effects is inappropriate for this valuation measure and sample. Overal,
therefore, the random effects results for the firms with controlling owners are inconsistent
with Hypothesis 1, which predicts a positive relationship between valuation and insider
trading law. They are also inconsistent with theories that predict a negative relationship

between insider trading law and valuation (Demsetz, 1986; Bhide, 1993).
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B. Hypotheses 2 and 3: Cash Flow Ownership, Insider Trading Law and
Valuation

Hypothesis 2 predicts that greater cash flow ownership is associated with higher
valuation, for any level of insider trading prohibition. The reason is because a greater
ownership stake reduces the insider’ s incentive to divert corporate value through insider
trading (and other means). Hypothesis 3 predicts that insider trading law and cash flow
ownership are substitutes. That is, tougher insider trading laws reduce the need for cash
flow ownership as an incentive device, and vice versa (Easterbrook, 1991). Thus, the
coefficient on the interaction term between insider trading law and cash flow ownership
should be negative for the Tobin’s Q measure and positive for the cash flow to price ratio
measure. It would be ideal to investigate Hypotheses 2 and 3 using data for both types of
firms (widely held firms and firms that have a controlling owner). However, | have
information on cash flow ownership for the controlling owners, but not for other
insiders.’® As aresult, the regressions reported here are based only on the sample of
firms that have controlling owners.

1. OLSRegressions

Panel A of Table 7 reports OLS regression results for Tobin’s Q. The coefficient
on cash flow ownership (Cash Flow) is positive in each of the specifications, but cash
flow ownership is only weakly significant. Thus, there is weak support for Hypothesis 2

using Tobin's Q as a measure of valuation.'® Consistent with Hypothesis 3, the

18 LSV (1999) are able to determine the ownership stake of controlling owners using the information
provided by WorldScope. The ownership stakes of other insiders (directors, managers, etc.) are not as
readily availablein international data. For the U.S., getting thiskind of information is not a problem, since
insiders are required by law to report their ownership. For example, Masson and Madhavan (1991) use
executive ownership in an empirical study of the effect of insider trading on corporate value for U.S. firms.
19 Similarly, LLSV (1999) report a statistically weak association between cash flow ownership and
valuation. Infact, Demsetz and Villalonga (2001) argue that the net evidence from a series of empirical
studies suggests that there is no significant relationship between ownership and value.
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coefficients on the interaction terms between the insider trading law measures and
ownership are negative. However, none of these coefficientsis statistically significant.
This result holds when | control for legal origin.

Panel B of Table 7 reports the results for the cash flow to price ratio measure. In
these regressions, cash flow ownership and the insider trading law measures are never
significant. These findings are inconsistent with Hypotheses 1 and 2. Consistent with
Hypothesis 3, the coefficients on the interaction terms between the insider trading law
measures and ownership are positive, athough none of these coefficients is significant.

| do not report random effects ownership regressions because the results of
Hausman specification tests suggest that random effects is inappropriate for this data.

C. Robust Analysis

1. Industry Adjustments

To take into account the possibility that different industries are at different
maturity and growth levels in a manner that affects their valuations, LLSV (1999) also
compute industry-adjusted measures of the valuation and sales growth variables. For
each company, they compute the difference between its sales and valuation measures and
the worldwide median sales and valuation measures for the industry to which the firm
belongs. For instance, the industry-adjusted Tobin’s Q (Ind-Q) for a given firm is the
difference between that firm's Tobin’s Q and the worldwide median Tobin’s Q for firms
in the same industry.

| run all of the regressions using these adjusted sales and valuation measures in
place of the unadjusted measures. | do not report the results since they are qualitatively

similar to those using the unadjusted valuation and sales measures. As with the
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unadjusted measures, both OL S and random effects (where applicable) regressions
support Hypothesis 1 for firms without a controlling owner. In fact, the random effects
regressions using the adjusted valuation and sales measures provide even stronger
support for Hypothesis 1 for these firms. Using the industry-adjusted measures confirms
the findings of the earlier regressions that insider trading law and enforcement are
insignificant for firms with a controlling owner and in some cases are negatively
associated with valuation.

2. Endogenous Ownership

Thus far, | have assumed that a, the insider’ s ownership stake, is exogenous.

This could bias the results if in fact a has a country-specific component. There is good
reason to believe that thisis the case, since LLSV (1998) show that ownership tends to be
more concentrated in countries with stronger investor protections (i.e., countries with
common law lega origin). Beny (1999) shows that ownership concentration is also
greater in countries with less stringent insider trading laws. LLSV address this potential
endogeneity by concentrating on within-country variationof cash-flow ownership. They
do this by taking the difference between cash flow ownership at the firm level and the
country mean. | run the ownership regressions using this demeaned ownership measure
(Demeaned Cash Flow) for the firms with a controlling owner (i.e., the firms for which
insider ownership information is available).

Table 8 reports the results of OLS regressions using this ownership measure.?°
Panel A reports the results for industry-adjusted Tobin’s Q. Compared to Table 7, the

coefficient on Cash Flow becomes more significant in some cases. Otherwise, the results

20| report only OLS results, because random effectsis not applicable to these data, according to Hausman
specification tests.
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are qualitatively similar. The coefficients on the insider trading law measures are
insignificant, with the exception of the insider trading law index (ITL) and the sanction
measure (Sanction). The coefficients on the latter two measures are negative and
significant, before and after controlling for legal origin (asin Panel C of Table 5 and
Panel A of Table 7). Thisresult isinconsistent with Hypothesis 1.

Panel B of Table 8 presents the results for the cash flow to price ratio valuation
measure. In contrast to the results in Panel B of Table 7, where none of the insider
trading law measures has a significant coefficient, the results reported in Panel B of Table
8 show that Enf_94, Eff Law (ITL timesEnf_94) and Eff _Sanct (Sanction times Enf_94)
are positively and significantly associated with the cash flow to price ratio valuation
measure for the firms with a controlling owner. This result is inconsistent with
Hypothesis 1. Asin Table 7, the interaction terms between the insider trading law
measures and ownership are insignificant.

In summary, using the demeaned ownership measure in place of the raw
ownership measure strengthens both the evidence against Hypothesis 1 ard the evidence
in support of Hypothesis 2 for firms with a controlling owner.

3. Endogenous Insider Trading Law: Instrumental Variables

It is possible that insider trading law is endogenous to ownership structure (and
hence valuation). Therefore, since there are sound reasons to believe that legal originis
exogenous to the financial system (LLSV, 1998), in this section | use legal origin asan
instrument for the insider trading law measures.

Table 9 presents the results from instrumental variables regressiors for the three

samples. In Panel A, | report the results for the full sample. For industry-adjusted
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Tobin's Q (columns 1-6), the coefficients on the insider trading law measures are
magnified relative to the corresponding coefficients in Tables 5 and 6. Moreover, al of
these coefficients are significant at the 1% level. The coefficients on the insider trading
law variables in the industry-adjusted cash flow to price ratio regressions are also larger
than the corresponding coefficientsin Tables 5 and 6.2

In Panel B, | report instrumental variables regressions for the widely held firms.
In the industry-adjusted Tobin’s Q regressions (columns 1-6), the coefficients on the
insider trading law variables are magnified relative to the corresponding coefficientsin
Tables5 and 6. The coefficient on the aggregate insider trading law index (ITL) is.78
and is significant at the 1% level. This result suggests that an increase in this variable
from the civil law median of 3 to the common law median of 4 is asociated with about a
.80 rise in industry-adjusted Tobin's Q, other things equal. The coefficient on the
sanction measure (Sanction) is even more dramatic: 1.88 and it is significant at the 1%
level. Thisresult implies that moving from the civil law median of 1 to the common law
median of 2 results in a 1.88 point increase in industry-adjusted Tobin's Q, other things
equal. The instrumental variables approach is not appropriate for the industry-adjusted
cash flow valuation measure for the widely held firms, according to Hausman
specification tests.

In Panel C of Table 9, | report the results of instrumental variables regressions for
the firms with a controlling owner. Columns 1-5 present the results for industry-adjusted
Tobin’s Q. None of the coefficients on the insider trading law measures is significant,
and at any rate, Hausman specification tests suggest that instrumental variablesis

inappropriate for this data. Columns 6-10 report the results for the industry-adjusted cash

21 However, instrumental variablesis inappropriate for the regressions in columns 8 and 10.
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flow to price ratio valuation measure. These results are consistent with Hypothesis 1
(compared to their counterpartsin Tables 7 and 8). The coefficients on several of the
insider trading law variables are negative and significant.

D. Discussion

For the firms without a controlling owner, the regression results show that insider
trading law and enforcement are strongly associated with higher valuation, consistent
with Hypothesis 1. These results are robust to the method of analysis: OLS, random
effects, or instrumental variables. Instrumental variables regressions provide the
strongest support for Hypothesis 1 for these firms. In the instrumental variables
regression of column 4 of Table 9, for example, the coefficient on enforcement is 1.459
and is significant at the 1% level. This means that industry-adjusted Tobin’s Q rises by
an extraordinary 1.459 points, other things equal, as one goes from a country in which
insider trading legislation was not enforced as of 1994 to a country that enforced the law
at least once prior to 1994. Among the firms that do not have a controlling owner, the
results suggest that insider trading law has independent explanatory power beyond legal
origin. This evidence supports theoretical claims that insider trading legisation and
enforcement are important means by which to mitigate the agency problem in firmsin
which ownership and control are separated.

In contrast, there is mixed support for Hypothesis 1 among the firms that have a
controlling owner. In most of the OLS regressions for these firms, the relationship
between valuation and insider trading law is insignificant. There are several reasons why
insider trading law and enforcement might not be associated with higher valuation for

firms with controlling owners. First, insider trading may be rare among these types of

31



firms because ownership is more concentrated in these firms and thus their stocks are
tend to be relatively illiquid.??> Georgakopoulos (1993) and Maug (2000) emphasize that
insider trading law becomes valuable when the stock market becomes sufficiently liquid,
because that is when insider trading is most profitable and thus is most likely to occur. In
Maug's (2000) model, the controlling shareholders' opportunity cost of monitoring (as
opposed to trading) increases in the stock’ s liquidity. Similarly, albeit on a broader level,
Georgakopoulos (1993) argues that insider trading legidation is efficient once the stock
market becomes sufficiently liquid, since at that point, there is adequate need and demand
for insider trading regulation.?® If the stocks of firms with controlling owners are
relatively illiquid, this could explain why we might not observe a significant association
between insider trading laws and valuation among these firms.

Second, corporate takeovers provide afertile (and common) context for illegal
insider trading.?* The more competitive the market for corporate control, the greater are
the potential profits from trading on the basis of private information about an impending
takeover, since “more competitionin the market for corporate control drives [takeover]
prices up.” (Bris, 2000), p. 3. However, the market for corporate control is less
competitive when control is closely held. In addition, hold-out problems are less severe
when ownership is more concentrated, driving down the price of corporate acquisitions
(Bris, 2000). In short, corporate takeovers might present less lucrative trading

opportunities for firms with concentrated ownership and control.

22 According to Bhide (1993), “when stockholding is fully diffuse, the firm’s stock is likely to be the most
liquid.” (Bhide, 1993), pp. 45-46. In addition, Eleswarapu and Krishnamurti (1999) show empirically that
ownership concentration and liquidity areinversely related among Indian firms.
2 Thisis consistent with Beny’ s (2001) finding that countries with liquid stock markets are more likely to
E)ass and enforce insider trading laws than countries with less liquid stock markets.

4 Bris (2000) conducts an empirical study of the relationship between the profitability of insider trading
around corporate takeovers and insider trading law and enforcement.
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In afew instances, OLS regressions for the firms with controlling owners
demonstrate a negative association between insider trading law and valuation. This result
isinconsistent with Hypothesis 1 and supports the claims of Demsetz (1986) and Bhide
(1993). Both argue that banning insider trading “impair[s] governance by encouraging
diffuse stockholding and discouraging active investing.” Bhide (1993), p. 43. On the
other hand, instrumental variables regressions in which the cash flow to price ratio is the
dependent variable provide support for Hypothesis 1 for firms with controlling owners.
Thisis consistent with Maug (2000), who argues that stringent insider trading laws
increase, rather than reduce, dominant shareholders' incentives to monitor firm
performance. According to Maug (2000), trading profits represent an opportunity cost of
monitoring; when insider trading is banned, dominant shareholders have greater
incentives to engage in value enhancing corporate monitoring.

| find weak support for Hypothesis 2, which predicts that greater cash flow
ownership by the insider (in this case the controlling owner) is associated with higher
valuation because a greater ownership stake reduces insiders' incentives to divert
corporate value through insider trading. Finally, the results yield scant support for
Hypothesis 3 that ownership and insider trading legidlation are substitute mechanisms by
which to control the agency problem.

V. Conclusion and Future Work

Whether investors value insider trading legislation and enforcement is an
important question in light of the long-standing policy and academic debate about the
desirability of legidation prohibiting trading by corporate insiders prior to public

disclosure of material information. This debate has thus far been inconclusive regarding
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investors' valuation of such legidation. The results of this paper suggest that investors
do value insider trading legislation in firms in which ownership and control are separated.
This finding supports theoretical law and economics studies that characterize insider
trading as an agency problem, and contradicts those that characterize insider trading as an
incentive-alignment device. The results for firms with controlling owners are less clear-
cut. For these firms, the results depend on the regression specification: insider trading
law is sometimes insignificant, sometimes positive, and sometimes negative.

Consequently, | am unable to conclude that insider trading trading law is
uniformly associated with valuation. As seems reasonable, insider trading legidlation
appearsto be differentially associated with valuation across different types of firms (e.g.,
firms with different degrees of ownership concentration, governance structures, and
liquidity). Nevertheless, this does not imply that individua firms should have discretion
over insider trading policy instead of a mandatory prohibition applicable to all firms.
Private contractual approaches to insider trading are unlikely to work (see, e.g., Cox,
1986).° Furthermore, an important role of insider trading legislation is to correct the
potential detrimental effects of insider trading on equity market liquidity, price
informativeness, and allocative efficiency (Goshen and Parchomovsky, 2000). Private
approaches, however, are unlikely adequately to consider these externa effects.

The work of this paper suggests several potential avenues for future research.
One of these isto investigate explicitly the role of liquidity. Isinsider trading legislation

more valuable for firms with dispersed ownership because these firms' shares are more

5 Cox argues that private contracting fails "because its central condition—a capability on the part of the
partiesto reliably estimate their respective costs and benefits— cannot be satisfied in the case of insider
trading" and because of free-rider and coordination problems among disparate shareholders. (Cox, 1986),



liquid, implying that they offer greater insider trading opportunities? Another interesting
guestion that this research raises is whether the apparent benefits of insider trading
legidation justify its costs. Finally, do more stringent disclosure rules substitute for or
complement an insider trading prohibition? How do shareholders value disclosure
relative to insider trading legidlation and enforcement? | leave these questions to future

work.

p. 657. See generally Johnson and Shleifer (1999) for an argument for the superiority of public securities
regulation over private contracting when transactions costs are prohibitive and the judicial system isweak.

35



References

L. Bebchuk and C. Jolls, 1999, Managerial Value Diversion and Shareholder Wealth,
Journal of Law, Economics, and Organization 15.

L. Bebchuk and C. Fershtman, 1994, Insider Trading and the Managerial Choice Among
Risky
Projects, Journal of Financial and Quantitative Analysis 29, 1-14.

, 1993, The Effects of Insider Trading on Insiders’ Effort in Good and Bad Times,
European Journal of Political Economy 9, 469-481.

, 1990, The Effect of Insider Trading on Insiders Reaction to Opportunities to
“Waste” Corporate Vaue, John M. Olin Discussion Paper No. 76 9/90.

L. Beny, 1999, A Comparative Empirical Investigation of Agency and Market Theories
of Insider Trading, Harvard Law School Olin Working Paper.

L. Beny, 2001, The Political Economy of Insider Trading Legislation and Enforcement:
International Evidence, Harvard Law School Olin Working Paper.

A. Berleand G. Means, 1932, The Modern Corporation and Private Property.

U. Bhattacharya and H. Daouk, 2000, The World Price of Insider Trading, Journal of
Finance.

A. Bris, 2000, Do Insider Trading Laws Work?, Yale ICF Working Paper.

A. Bhide, 1993, The Hidden Costs of Stock Market Liquidity, Journal of Financial
Economics 34, 31-51.

M. Burkart and F. Panunzi, 2001, Agency Conflicts, Ownership Concentration, and Legal
Shareholder Protection, CEPR Working Paper.

D. Carlton and D. Fischel, 1983, The Regulation of Insider Trading, Stanford Law
Review 35, 857-895.

Central Intelligence Agency (CIA), 2000.

J. Cox, 1986, Insider Trading and Contracting: A Critical Response to the Chicago
School, 1986 Duke Law Journal 628.

H. Demsetz, 1986, Corporate Control, Insider Trading, and Rates of Return, American
Economic Review 76, 313-316,

36



H. Demsetz and B. Villalonga, 2001, Ownership Structure and Corporate Performance,
UCLA Department of Economics Working Paper.

F. Easterbrook, 1985, Insider Trading as an Agency Problem, in J. Pratt and R.
Zeckhauser, eds., Principles and Agents: The Structure of Business 81.

R. Dye, 1984, Inside Trading and Incentives, Journal of Business 57, 295-313.

V. Eleswarapu and C. Krishnamurti, 1999, Liquidity, Stock Returns and Ownership
Structure: An Empirical Study of the Bombay Stock Exchange, Southern
Methodist University Business School Working Paper.

Flores, Arturo and Thomas Reynolds, 1989, Foreign Law: Current Sources of Basic
Legidation in Jurisdictions of the World.

M. Jensen and W. Meckling, 1976, Theory of the Firm: Managerial Behavior, Agency
Costs, and Ownership Structure, Journal of Financial Economics 3, 305-360.

S. Johnson, S. and A. Shleifer, 1999, Coase versus the Coasians, Harvard | nstitute of
Economics Research Paper No. 1885.

Gaillard, Emmanuel, ed., 1992, Insider Trading: The Laws of Europe, the United States,
and Japan.

N. Georgakopoulos, 1993, Insider Trading as a Transactional Cost: A Market
Microstructure Justification and Optimization of Insider Trading Regulation,
Connecticut Law Review 26.

Z. Goshen and G. Parchomovsky, 2000, On Insider Trading, Markets, and “ Negative’
Property Rights in Information, Unpublished Working Paper.

H. Leland, 1992, Insider Trading: Should it be Prohibited? Journal of Political Economy
100, 859-887.

R. LaPorta, F. Lopezde-Silanes, and A. Shleifer, 1999, Corporate Ownership Around
the World, Journal of Finance 54, 471-517.

R. LaPorta, F. Lopezde-Silanes, A. Shleifer, and R. Vishny, 1998, Law and Finance,
Journal of Political Economy 106, 1113-1153.

, 1999, Investor Protection and Corporate Valuation, Harvard Institute of
Economics Research Paper No. 1882.

H. Manne, 1966, Insider Trading and the Stock Market.

37



M. Manove, 1989, The Harm from Insider Trading and Informed Speculation, Quarterly
Journal of Economics 104, 823-845.

R. Masson and A. Madhavan, 1991, Insider Trading and the Vaue of the Firm, Journal of
Industrial Economics 39, 333-353.

E. Maug, 2000, Insider Trading Legislation and Corporate Governance, Humbol dt
University Department of Business and Economics Working Paper.

T. Noe, 1997, Insider Trading and the Problem of Corporate Agency, Journa of Law
Economics, and Organization 13, 287-318.

H.N. Seyhun, Insiders’ Profits, Costs of Trading, and Market Efficiency, Journa of
Financial Economics 16, 189-212.

A. Shleifer, and R. Vishny, 1986, Large Shareholders and Corporate Control, Journal of
Political Economy 94, 223-249.

Stamp, Mark and Carson Welsh, eds., 1996, International Insider Dealing.
World Economic Forum, 1996, Global Competitiveness Report.

WorldScope Database CD-ROM, March 1996.

38



Data Appendix

Tobin'sQ (Q)
Tobin's Q is defined as the market value of assets divided by their replacement value at

the close of the most recent fiscal year. The market value of assets is measured by the

book value of assets minus the book value equity minus deferred taxes plus the market
value of common stock. The replacement value of assets is approximated by the book

value of assets. Source: LLSV (1999). Primary source: WorldScope Database (March
1996).

Industry-adjusted Tobin’s Q (Ind-Q)

The industry-adjusted Tobin’s Q for a given firm is defined as the difference between that
firm’s Tobin's Q and the world median Tobin’s Q among firms in the same industry.
Industry reference groups are defined at the three-digit S.1.C. level if there are at least
five WorldScope firms (not including the sample firms) in the group and, if not, at the
two-digit S.I.C. level. Source: LLSV (1999). Primary source: WorldScope Database
(March 1996).

Cash flow to priceratio (CF/P)

The cash flow to price ratio is computed as the sum of earnings (net income before
extraordinary items) and depreciation. When cash flow is negative, the cash flow to price
ratio is assigned a missing value. The average cash flow to price ratio for the three most
recent fiscal yearsis reported in US dollars. Price, in US dollars, is the market value of
common equity at the end of the most recent fiscal year. Source: LLSV (1999). Primary
source: WorldScope Database (March 1996).

Industry-adjusted cash flow to priceratio (Ind-CF/P)

The industry-adjusted cash flow to price ratio is defined as the difference between the
firm’s cash flow to price ration and the world median cash flow to price ration among
firmsin the same industry. Industry control groups are defined in the same manner as for
industry-adjusted Tobin’s Q (see above). Source: LLSV (1999). Primary source:
WorldScope Database (March 1996).

Growth of sales(GS)

Sales growth is computed by the geometric average annual percentage growth in lagged
net sales for up to 3 years conditional on availability of the data. Sales are reported in US
dollars. Source: LLSV (1999). Primary source: WorldScope Database (March 1996).

Industry-adjusted growth of sales(Ind-GS)

Industry adjusted growth of salesis defined as the difference between the firm’s sales
growth (GS) and the world median GS among firms in the same industry. Industry
control groups are defined in the same manner as for industry-adjusted Tobin's Q (see
above). Source: LLSV (1999). Primary source: WorldScope Database (March 1996).
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Control rights

“Equal to the fraction of the firm’s woting rights owned by its controlling shareholder. To
measure control we combine a shareholder’ s direct (i.e., through shares registered in her
name) and indirect (i.e., through shares held by entities that, in turn, she controls) voting
rights in the firm. A shareholder has an x% indirect control over firm A if: (1) she
controls directly firm B which, in turn, directly controls x% of the votesin firm A; or (2)
she controls directly firm C which in turn controls firm B (or a sequence of firms leading
to firm B each of which has control over the next one, i.e., they form a control chain)
which, in turn, directly controls x% of the votesin firm A. A group of n companies form
achain of control if each firm 1 through n-1 controls the consecutive firm. A firmin our
sample has a controlling shareholder if the sum of her direct and indirect voting rights
exceeds twenty percent. When two or more shareholders meet our criteria for control, we
assign control to the shareholder with the largest (direct plus indirect) voting stake.”
Source: LLSV (1999).

Cash flow rights (Cash Flow)

“Ultimate cash flow right of the controlling shareholder in the sample firm. CF Rights
are computed as the product of all the equity stakes along the control chain (see
description of Control Rights for an explanation of ‘control chains’).” Source: LLSV
(1999).

Country-adjusted cash flow rights (Demeaned Cash Flow)

Demeaned cash flow ownership is calculated by taking the difference between the cash
flow ownership of the controlling owner of a given firm and the countrywide mean cash
flow ownership of controlling shareholders. Source: LLSV (1998).

Legal origin

An indicator variable of the country’s lega origin. Lega origin equals 1 if the country’s
legal origin is English common law; 2 if it is French civil law; 3 if it is German civil law;
and 4 if it isthe Scandinavian civil law. Sources: LLSV (1998); CIA (2000).

Common law (Common Law)
Common law is adummy variable that equals one if the legal origin of the country is
English common law and zero otherwise. Sources: LLSV (1998); CIA (2000).

Civil law (Civil Law)
Civil law is adummy variable that equals one if the legal origin of the country is civil law
and zero otherwise. Sources. LLSV (1998); CIA (2000).

Antidirector rights (Antidir)

“Index of antidirector rights. The index of antidirector rightsis formed by adding one
when: (1) the country allows shareholders to mail their proxy vote; (2) shareholders are
not required to deposit their shares prior to the General Shareholders Meeting; (3)
cumulative voting or proportional representation of minorities on 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
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Meseting is less than or equal to ten percent (the sample median); (6) or when
shareholders have preemptive rights that can only be waved by a shareholders' meeting.
The range for the index is from zero to six.” Source: LLSV (1998).

Insider trading law index (ITL)

An index formed by aggregating individual components of countries insider trading
laws. Theindex is constructed by adding 1 if: (1) tippees, like primary insiders, are
prohibited from trading on material nonpublic information; (2) insiders are prohibited
from tipping outsiders about material non-public information and/or encouraging them to
trade on such information for persona gain; (3) monetary penalties are proportional to
insiders' trading profits; (4) investors have a private right of action; or (5) violation of the
insider trading law isacrimina offense. The index takes the values 0 to 5, with O
representing the most lax insider trading regime and 5 representing the toughest insider
trading regme. Sources: Gaillard (1992); Stamp and Welsh (1996).

Sanctions (Sanction)

Sanction is constructed by adding 1 if: (1) monetary penalties are proportional to
insders trading profits; (2) violation of the insider trading law is a crimina offense; or
(3) investors have a private right of action. The index equals O to 3, with O representing
the most lenient potential legal sanctions and 3 representing the most stringent potential
sanctions. Sources: Gaillard (1992); Stamp and Welsh (1996).

Enforcement (Enf_94)

An indicator variable that equals 1 if the country’s insider trading law has been enforced
for the first time (i.e., at least once) by the end of 1994. Source: Bhattacharya and Daouk
(2000). Primary Sources. national stock markets and regulators.

Effectivelaw (Eff _Law)
Insider Trading Law (I TL) Index times Enforcement (Enf_94)

Effective sanction (Eff_Sanct)
Inside Trading Sanctions (Sanction) times Enforcement (Enf_94)

Subj ective assessment of insider trading (ITS

A variable measuring market participants subjective assessment of the severity of insider
trading in the country’s stock market. The minimum value of O signifies that insider
trading is viewed as a serious problem, and the maximum value of 6 signifies that insider
trading is not viewed as a serious problem. Source: World Competitiveness Report
(1996).

Per ception of insider trading (Perception)

OneminusITS. A score of O signifies the lowest possible perception of insider trading,
while a score of 6 signifies the highest possible perception of insider trading. Source:
World Economic Forum, Global Competitiveness Report (1996).
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Table 1. Medians and Medians of Medians by Legal Origin

Panel A groups countries according to their legal origins and reports medians for the full sarmple of 733
firms. Panel B shows the results of tests of the difference in medians between common law and civil law
countries.

Country N ITL Enf 94  Control Widely Q CF/P GS
Owner Held

Panel A: Medians

Australia 36 4 0 0 0 1.336 0.083 13.378
Canada 29 5 1 0 0 1.463 0.067 14.284
Hong Kong 21 3 1 1 0 1.146 0.081 10.409
Ireland 27 4 0 0 0 1.304 0.109 15.868
Israel 20 3 1 1 0 1.170 0.116 13.192
New Zealand 21 4 0 1 0 1.270 0.092 17.427
Singapore 23 4 1 1 0 1.520 0.040 21.405
United
Kingdom 65 3 1 0 1 1.640 0.088 9.033
United States 77 5 1 0 2.440 0.034 5.128
Common
Law Median 27 4 1 0 0 1.336 0.083 13.378
of Medians
Argentina 19 3 1 1 0 1.151 0.145 13.195
Austria 21 2 0 1 0 1.113 0.147 9.312
Belgium 20 3 1 1 0 1.223 0.130 8.892
Denmark 20 3 0 1 0 1.504 0.089 10.711
Finland 22 3 1 1 0 1.102 0.171 13.856
France 28 4 1 0 0 1.148 0.067 7.109
Germany 23 3 0 1 0 1.189 0.143 7.396
Greece 20 2 0 1 0 1.673 0.075 22.045
Italy 21 3 0 1 0 1.035 0.150 6.943
Japan 31 2 1 0 0 1.300 0.037 1.152
Korea(South) 28 5 1 0 0 1.062 0.068 19.318
Mexico 20 1 0 1 0 1.639 0.095 -4.004
Netherlands 26 3 1 0.5 0 1.614 0.090 12.250
Norway 21 1 1 1 0 1.146 0.105 14.603
Portugal 20 4 0 1 0 1.091 0.111 20.195
Spain 21 4 0 1 0 1.106 0.116 5.056
Sweden 2 3 1 1 0 1.212 0.103 17.357
Switzerland 31 3 0 0 0 1.203 0.081 10.528
Civil Law
Median of 21 3 0.5 1 0 1.170 0.104 10.619
Medians

Panel B: Tests of Medians (z-statistic)
Civil vs.
Common 2422%  -0.8060 15219  -2.040 -2.006°  1.80C° -0.977
Law

Notes: N isthetotal number of firms observed for each country; ITL is the index of insider trading law;
Enf_94 equals one if the country’ sinsider trading law was enforced at least once before 1994, and zero
otherwise; Control Owner equals oneif the firm has an owner who controls 20% or more of the votes, and
zero otherwise; Widely Held equals one if the firm does not have an owner controlling either 10% or 20%
of the votes; Qis Tohin's Q; CF/P isthe cash flow to priceratio; and GSis the growth of sales, expressed
in percentage terms. All variables are described in detail in the Data Appendix. The superscriptsa, b, c,
and d denote statistical significance at the 1%, 5%, 10% and 15% levels, respectively.
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Table 2: Mediansand Medians of Medians by Insider Trading Regime

The table reports medians of variables by insider trading regime. High insider trading regimes havean I TL
score of 4 or 5, while low insider trading regimes have an I TL score of less than or equal to 3.

Panel A: Full Sample Medians

N ITL Enf 94 Q CF/P GS
Argentina 19 3 1 1.151 0.145 13.195
Austria 21 2 0 1.113 .0147 9.312
Belgium 20 3 1 1.223 0.130 8.892
Denmark 20 3 0 1.504 0.089 10.711
Finland 22 3 1 1.102 0.171 13.856
Germany 23 3 0 1.189 0.143 7.396
Greece 20 2 0 1.673 0.075 22.045
Hong Kong 21 3 1 1.146 0.081 10.409
Israel 20 3 1 1.170 0.116 13.192
[taly 21 3 0 1.034 0.150 6.943
Japan 31 2 1 1.300 0.037 1.152
Mexico 20 1 0 1.639 0.095 -4.004
Netherlands 26 3 1 1.614 0.090 12.250
Norway 21 1 1 1.146 0.105 14.603
Sweden 22 3 1 1212 0.103 17.357
Switzerland 31 3 0 1.203 0.081 10.528
United Kingdom 65 3 1 1.640 0.088 9.033
Low ITL Median of 21 3 1 1.203 0.103 10.528
Medians
Austrdia 36 4 0 1 0.083 13.378
Canada 29 5 1 .336 0.067 14.284
France 28 4 1 1.463 0.066 7.109
Ireland 27 4 0 1.148 0.109 15.868
Korea (South) 28 5 1 1.304 0.068 19.318
New Zealand 21 4 0 1.062 0.092 17.427
Portugal 20 4 0 1.270 0.111 20.195
Singapore 23 4 1 1.520 0.040  21.405
Spain 21 4 0 1.106 0.116 5.056
United States 7 5 1 2.440 0.034 5.128
HighITL Median of Medians 275 4 0.500 1.287 0.076 15.076

Test of Medians (z-statistic)
Low ITL vs. High ITL -4517*  0.437  -0.050 2.008°  -1.406°

Notes: N isthe total number of firms observed for each country; ITL isthe index of insider trading law;
Enf_94 equals oneif the country’ sinsider trading law was enforced at |east once before 1994, and zero

otherwise; Q is Tobin's Q; CF/P isthe cash flow to priceratio; and GSis the growth of sales, expressed in
percentage terms. All variables are described in detail in the Data Appendix. The superscriptsa, b, ¢, and
d denote statistical significance at the 1%, 5%, 10% and 15% levels, respectively.

Continued
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Table 2: Medians. Continued.

Panel B: Medians for firmswith a controlling owner

N ITL Enf 94 Q CF/P GS
Low ITL Regime 7 3 1 1.213 0.102  11.432
High ITL Regime 10 4 0.500 1.400 0.081  16.578

Test of Medians (z-statistic)

Low ITL vs. High 1TL 4517 0437  -0.703 1.506" -1.556¢

Panel C: Medians for widely held firms

N ITL Enf 94 Q CFIP GS
Low ITL Regime 2 3 1 1.294 0088 9.012
High I TL Regime 8 4 1 1.190 0.072 12.589

Test of Medians (z-statistic)

Low ITL vs. High ITL -4,054*  0.506 1.253 0.493  -0.198

Notes: N isthetotal number of firms observed for each country; ITL isthe index of insider trading law;
Enf_94 equals oneif the country’ sinsider trading law was enforced at |east once before 1994, and zero
otherwise; Q is Tobin's Q; CF/P isthe cash flow to priceratio; and GS is the growth of sales, expressed in
percentage terms. All variables are described in detail in the Data Appendix. The superscriptsa, b, ¢, and
d denote statistical significance at the 1%, 5%, 10% and 15% levels, respectively.



Table 3: Ownership & Control Structure of Firms

Panel A groups countries according to their legal origins and reports means for the full sample of 733 firms.
Panel B shows the results of tests of the difference in means between common law and civil law countries.
Panel C groups countries according to their insider trading regimes (highITL vs. low ITL). Panel D
presents the results of tests of the difference in means between highITL and low I TL regimes.

Country N  Control Cash Flow Widely Held ITL High
Owner ITL

Pandl A: Means by Legal Origins

Austraia 36 0194 0.075 0.444 4 Yes
Canada 29 0.345 0.107 0.310 5 Yes
Hong Kong 21 0.905 0.298 0.048 3 No
Ireland 27 0.259 0.119 0.259 4 Yes
Israel 20 095 0.249 0.050 3 No
New Zealand 21 0714 0.225 0.048 4 Yes
Singapore 23  0.652 0.231 0.130 4 Yes
United Kingdom 65 0.015 0.002 0.692 3 No
United States 77 0.039 0.011 0.740 5 Yes
Common Law 0.301 0.098 0.439 4
M ean
Argentina 19 1.000 0.417 0 3 No
Austria 21  0.905 0.407 0.048 2 No
Belgium 20 0.950 0.290 0 3 No
Denmark 20 0.800 0.303 0 3 No
Finland 22 0.636 0.269 0.091 3 No
France 28 0.357 0.081 0.286 4 Yes
Germany 23 0.565 0.194 0.130 3 No
Greece 20 1.000 0.506 0 2 No
Italy 21 0.857 0.312 0.048 3 No
Japan 31 0.290 0.133 0.355 2 No
Korea (South) 28 0.357 0.107 0.286 5 Yes
Mexico 20 1.000 0.359 0 1 No
Netherlands 26 0.500 0.212 0.231 3 No
Norway 21 0.762 0.225 0.048 1 No
Portugal 20 0.900 0.447 0 4 Yes
Spain 21 0714 0.275 0.048 4 Yes
Sweden 22 0773 0.107 0.0981 3 No
Switzerland 31 0419 0.144 0.355 3 No
Civil Law Mean 0.674 0.251 0.133 2.930

Panel B: Differencein Means by Legal Origins (t-statistic)
Civil vs.
Common Law 2.210° 2.421° -2.496° -2572°

Continued
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Table 3: Ownership and Control Structure. Continued.

Panel C: Means by ITL Regime

Control Cash Widely ITL
Owner Flow Held
High ITL Mean 0.453 0.168 0.255 4,300
LowITL Mean 0.725 0.260 0.128 2.588

Panel D: Differencein Meansby ITL Regime

Low ITL 2.430° 1.84%F -1.595° -6.719%
VS.
High ITL

Notes: N isthe total number of firms observed for each country; Control Owner equals oneif the firm has
an owner who controls 20% or more of the votes, and zero otherwise; Cash Flow is the controlling owner’'s
cash flow stakein the firm; Widely Held equals oneif the firm does not have an owner controlling either
10% or 20% of the votes; ITL isthe index of insider trading law; High ITL equals oneif the country has an
ITL index of 4 or greater. All variables are described in detail in the Data Appendix. The superscriptsa, b,
¢, and d denote statistical significance at the 1%, 5%, 10% and 15% levels, respectively.
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Table 4: Correlations
The table reports simple correl ations among variablesin the full sample of firms.

A. Full Sample.
Common ITL Law_Enf Eff Law ITS GS Q CF/P Control  Widely
Law Owner  Held
Common  1.000
Law
ITL 0.498" 1.000
(0.000)
Enf_94 0.217 0.177%  1.000
(0.000) (0.000)
Eff Law 0.545 0.647% 0.764 1.000
(0.000) (0.000) (0.000)
ITS 0.158" 0.004 0.050 0.099 1.000
(0.000) (0.909) (0.191) (0.010)
GS 0.009 0.053'  -0.047 -0.028 -0.053 1.000
(0.812) (0.153) (0.204) (0.469) (0.170)
Q 0.278 0.192* 0.167 0.244% 0.137% 0.204 1.000
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
CF/P -0.245% -0.214* -0.171% -0.293% -0.128% -0.190* -0.552* 1.000
(0.000) (0.000) (0.000) (0.000) (0.001) (0.000) (0.000)
Control  -0.370% -0.346° -0.209% -0.388% -0.101* 0.126° -0.173* 0.246" 1.000
Owner (0.000) (0.000) (0.000) (0.000) (0.009) (0.001) (0.000) (0.000)
Widely 0.343 0.270  0.214 0.339 0.081° -0124* 0179 -0220* -0.616% 1.000

Held (0.000)  (0.000) (0.000)  (0.000) (0.035) (0.001) (0.000) (0.000)  (0.000)

Notes: All variables are described in detail in the Data Appendix. The numbersin parentheses are the
probability levels (p-values) at which the null hypothesis of zero correlation can be rejected in two-tailed
tests. The Superscripts a, b, ¢ and d denote the 1%, 5%, 10% and 15% statistical significance levels,
respectively.

Continued
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Table 4: Correlations. Continued.

B. Firmswith a Controlling Owner.
Common ITL Enf 94 Eff Law ITS GS Q CF/P Cash Flow
Law
Common 1.000
Law
ITL 0.410% 1.000
(0.000)

Enf_94 0.212 0.125°  1.000
(0.000)  (0.015)

Eff Law 0493 0515 0846°  1.000
(0.000)  (0.000) (0.000)

ITS 0098  -0018 0071 0085  1.000
(0.080)  (0.741) (0.206) (0.127)

GS 0115° 0153 0049 0097  -0046 1.000
(0.026)  (0.003) (0.347) (0.082)  (0.413)

Q 0108  -0021 0010 0076 0165 0.221% 1.000
(0.037)  (0.686) (0.843) (0.171)  (0.003) (0.000)

CF/P 02542 0098 0.003 -0.108° -0131° -0.256* -0.567*° 1.000
(0.000)  (0.060) (0.951) (0.053)  (0.019) (0.000) (0.000)

CashFlow -0095°  -0057 -0191° -0208° -0013 0014 0074 0013  1.000
(0.067)  (0.271) (0.000) (0.000)  (0.820) (0.780) (0.150) (0.798)

Notes: All variables are described in detail in the Data Appendix. The numbersin parentheses are the
probability levels (p-values) at which the null hypothesis of zero correlation can be rejected in two-tailed
tests. The Superscripts a b, ¢ and d denote the 1%, 5%, 10% and 15% statistical significance levels,
respectively.

Continued
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Table 4: Correlations. Continued.

C. Widely Held Firms.
Common  ITL Enf 94 Eff Law  ITS GS Q CFIP
Law
Common 1.000
Law
ITL 0.412 1.000
(0.000)
Enfo4 0.165° 0.14®  1.000

(0.021)  (0.045)

Eff Lav  0.469" 0731* 0592  1.000
(0.000)  (0.000)  (0.000)

ITS 0.341% 0086  -0227*  0.027 1.000
(0.000)  (0.233) (0.001) (0.708)

GS 0.035 0002  -0.180* -0.118° -0.078  1.000
(0.623)  (0.978) (0.012) (0.103)  (0.283)

Q 0.342° 02068 0222 0.28% 013 0239  1.000

(0.000)  (0.000) (0.002) (0.000)  (0.064) (0.001)

CF/P 0.026 -0190° -0194% 0277 0015 -0134° -0.538" 1.000
(0.719)  (0.009) (0.007) (0.000)  (0.836) (0.066)  (0.000)

Notes: All variables are described in detail in the Data Appendix. The numbersin parentheses are the
probability levels (p-values) at which the null hypothesis of zero correlation can be rejected in two-tailed
tests. The Superscripts a, b, ¢ and d denote the 1%, 5%, 10% and 15% statistical significance levels,
respectively.

49



Table5: OLSRegressions- Insder Trading Law and Valuation

Pand Al: Full Sample.

Dependent Variable: Tobin'sQ

@ @ G © ® ©) ) ® ©) (19) (11) (12) (13) (14 (15 (16)

GS 1329°  1210°  1348°  1321° 1261°  1361° 1320  1393° 1326°  1237° 1308%  1201° 1276° 1319 1300° 1.351°
(0284) (0264) (0262 (0.267) (0.264) (0.263) (0.262) (0261) (0.283) (0.333) (0.260) (0262) (0.262) (0.261) (0.26)) (0.259)

Perception -0.312% -0.1317
(0.048) (0.053)
ITL 0.148? 0.1272 -0.077 0.037
(0.032) (0.031) (0.033) (0.032)
Sanction 0.343% 0.281% 0.221% 0.174%
(0.063) (0.066) (0.058) (0.062)
Enf_94 0.308% 0.259? 0.161% 0.209* 0.203% 0.130°
(0.058)  (0.055)  (0.057) (0.054) (0.054) (0.057)
Eff Law 0.118% 0.083%
(0.017) (0.016)
Eff_Sanct 0.301? 0.228%
(0.044) (0.040)
Common Law 0.496? 0.441% 0.403? 0.445*  0.407% 0.394* 0377? 0.385%
(0.076) (0.064) (0.060) (0.061) (0.063) (0.059) (0.058) (0.058)
Constant 2.006% 09772 1.0812 1.275% 0.8832 1.0492 1.209% 1.2122 1.5022 1.128a 1.046° 1.146%  1.0422 1.021* 11222 1.109%
(0.092)  (0.106) (0.074) (0.044) (0113) (0.075) (0.044) (0.044) (0105 (0.102) (0.073) (0.050) (0.109) (0.074) (0.048) (0.048)
R-Squared 0.080 0.075 0.093 0.072 0.096 0.099 0.111 0.114 0.145 0.124 0.140 0.135 0.136 0.144 0.152 0.159
Number of
Observations 672 732 732 732 732 732 732 732 672 732 732 732 732 732 732 732

Notes: The dependent variable is Tobin's Q for the full sample of firms. The independent variables are sales growth (GS), expressed in percentage terms; the perception of insider trading (Perception);
theindex of insider trading law (ITL); potentia sanctionsfor violating the law (Sanction); an indicator variable, Enf_94, that equals oneif the country’sinsider trading law was enforced at least once by
1994, and zero otherwise; an interaction term, Eff_Law, that equals ITL timesEnf_94; an interaction term, Eff_Sanc that equals Sanction times Enf_94; and a dummy variable, Common Law, that equals
oneif the country’s legal system is derived from the English common law tradition, and zero otherwise. All variables are described in detail in the Data Appendix. Robust standard errors are reported in
parentheses. The superscripts a, b, ¢, and d denote statistical significance at the 1%, 5%, 10% and 15% levels, respectively.

Continued
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Table5: OLS Regressions. Continued

Panel A2: Full Sample.

Dependent Variable: Cash Flow to Price Ratio

@ @ (€} €} ©® ©) (@ ® © (10) (11 (12) (13) (14 (15 (16)

GS -0.070* -0.076*° -0.085" 0.083* -0.079* -0.086* -0.084* -0.008* -0.071* -0.078% 0.084* -0.082* -0.080° -0.085* -0.083* -0.087°
(0.015) (0015 (0015 (0015 (0.015) (0.015) (0015 (0015 (0015 (0015 (0.015) (0015 (0.015 (0.015) (0015 0.015
Perception 0.022?2 0.012%
(0.004) (0.004)
ITL -0.0112 -0.010% -0.006% -0.005%
(0.002) (0.002) (0.002) (0.002)
Sanction -0.0252 -0.0212 -0.019% -0.016%
(0.004) (0.004 (0.004) (0.004)
Enf 94 -0.021* -0.018* -0.01 -0.016° -0.015* -0.009°
(0.004)  (0.004)  (0.005) (0.004)  (0.004)  (0.005)
Eff Law -0.008% -0.006%
(0.001) (0.001)
Eff_Sanct -0.020% -0.016%
(0.003) (0.003)
Common Law -0.028% -0.022° -002la -0.025* -0.020* -0.021* -0.021* -0.021%
(0.005) (0.005) (0.004) (0.004) (0.005) (0.004)  (0.004)  (0.004)
Constant 0.070% 0.148° 0.139% 0.124% 0.154 0.141° 0.1272 0.128% 0.099% 0.141% 0.141a 0.132% 0.147% 0.143% 0.133% 0.134%
(0.007) (0.008) (0.005) (0.004) (0.007) (0.005) (0.004) (0.044) (0.009) (0.008) (0.008) (0.004) (0.008) (0.005)  (0.004)  (0.004)
R-Squared 0.072 0.079 0.097 0.068 0.055 0.103 0.010 0.109 0.120 0.106 0.127 0.114 0.121 0.131 0.129 0.140
Number of
Observations 656 716 716 716 716 716 716 716 656 716 716 716 716 716 716 716

Notes: The dependent variableisthe cash flow to priceratio for the full sample of firms. Theindependent variables are sales growth (GS), expressed in percentage terms; the perception of insider
trading (Perception); theindex of insider trading law (I TL); potentia sanctions for violating the law (Sanction); an indicator variable, Enf_94, that equals one if the country’ sinsider trading law was
enforced at least once by 1994, and zero otherwise; an interaction term, Eff_Law that equals I TL timesEnf_94; an interaction term, Eff_Sanc, that equals Sanctiontimes Enf_94; and adummy variable,
Common Law, that equals oneif the country’ slegal system is derived from the English common law tradition, and zero otherwise. All variables are described in detail in the Data Appendix. Robust
standard errors are reported in parentheses. The superscripts , b, ¢, and d denote statistical significance at the 1%, 5%, 10% and 15% levels, respectively.
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Table5: OLS Regressions. Continued

Panel B1: Widely Held Firms.

Dependent Variable: Tobin'sQ

(@) @) €] @) ®) G] @) ® © (10) (11) (12) (13) (14 (15) (16)
GS 2.079% 2.026% 2.433% 2.393% 2.338% 2.564% 2.458% 2.526% 1.897? 1.9222 2.250% 2.195% 2.204% 2.358% 2.260% 2.329%
(0264) (0656) (0.675) (0.699) (0.674) (0.689) (0.686) (0.690) 0.639  (0633) (0.646) (0.641) (0.644) (0.652) (0.645) (0.648)
Perception -0.4222 -0.066
(0.151) (0.142)
ITL 0.314% 0.281° 0.2012 0.183%
(0.065) (0.064) (0.070) (0.069)
Sanction 0.676% 0.556% 0.561% 0.472%
(0.143) (0.150) (0.134) (0.140)
Enf 94 0.653% 0.5472 0.358% 05172 0.279%
(0136) (0.128)  (0.133) (0.134) (0.135)
Eff Law 0.198% 0.479% 0.154%
(0.035) (0.133) (0.035)
Eff_Sanct 04712 0.391°
(0.090) (0.085)
Common Law 0.789%  0.620% 0.688% 0.730% 0.565%  0.665% 0.620* 0.673%
(0106) (0118) (0.108) (0105 (0.125) (0.109) (0.110) (0.108)
Constant 2.2822 0.4572 0.680?% 1.120% 0.118 0.5522 1.012% 1.0552 12158  0.459° 0.365°¢ 0.723% 0.163 0.276 0.722*  0.687%
(0245)  (0.241) (0.202) (0.123) (0.262) (0.206) (0.118)  (0.118) (0.232) (0.237) (0.195) (0.136) (0.262) (0.202) (0.124) (0.129)
R-Squared 0.079 0.159 0.174 0.127 0.205 0.190 0.192 0.184 0.189 0.221 0.263 0.228 0.255 0.273 0.260 0.269
Number of
Observations 192 194 194 194 194 194 194 194 192 194 194 194 194 194 194 194

Notes: The dependent variableis Tobin's Q for the widely held firms. The independent variables are sales growth (GS), expressed in percentage terms; the perception of insider trading (Perception); the
index of insider trading law (ITL); potentia sanctions for violating the law (Sanction); an indicator variable, Enf_94, that equals oneif the country’sinsider trading law was enforced at least once by
1994, and zero otherwise; an interaction term, Eff_Law, that equals ITL timesEnf_94; an interaction term, Eff_Sang that equals Sanction times Enf_94; and adummy variable, Common Law, that equals
oneif the country’slegal system is derived from the English common law tradition, and zero otherwise. All variables are described in detail in the Data Appendix. Robust standard errors are reported in
parentheses. The superscripts a, b, ¢, and d denote statistical significance at the 1%, 5%, 10% and 15% levels, respectively.
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Table5: OLS Regressions. Continued

Panel B2: Widely Held Firms.

Dependent Variable: Cash Flow to Price Ratio

(@ 2 €] @ ® G M (® © (10 (11) (12 (13) (14 (15) (16)
GS -0.051° -0.054° -0.069*° -0.065* -0.066* -0.074* -0.073® -0.073* -0.05° -0.058° -0.070° -0.066* -0.068° -0.075* -0.071® -0.074%
(0029) (0.029) (0.015) (0.026) (0.025) (0.026) (0.025) (0.025) (0.028) (0.028) (0.026) (0.025) (0025 (0.025  (0.025)  (0.025)
Perception 0.003 0.005
(0.010) (0.012)
ITL -0.009° -0.008 -0.011% -0.010°?
(0.004) (0.004) (0.003) (0.003)
Sanction -0.027% -0.023° -0.028° -0.024?
(0.006) (0.007) (0.006) (0.007)
Enf_94 -0.025° -0.022° -0.013 -0.026° -0.024*  -0.014
(0.008)  (0.008)  (0.010) (0.008)  (0.008)  (0.009)
Eff Law -0.020° -0.008%
(0.004) (0.002)
Eff_Sanct -0.020* -0.0212
(0.004) (0.004)
Common Law 0.004 0.012°  0.008 0.007 0.015°  0.009 0.011°  0.009
(0.009) (0.008) (0.007) (0.008)  (0.008) (0.008)  (0.008)  (0.007)
Constant 0079 0121° 0124®° 0.105* 0.134* 0129° 0110° 0110° 0074° 0120° 0120° 0101* 0.134° 0124° 0102  0.104%
(0015) (0015 (0.010) (0.007) (0.014) (0.010) (0.006) (0.006) (0.020) (0.015) (0.011) (0.008) (0.014) (0.011)  (0.008)  (0.008)
R-Squared 0.019 0.059 0106 0066 0094 0116 0.097 0.120 0.020 0.069 0.111 0.070 0111 0.123 0.108 0.127
Number of
Observations 185 187 187 187 187 187 187 187 185 187 187 187 187 187 187 187

Notes: The dependent variable isthe cash flow to price ratio for the widely held firms. The independent variables are sales growth (GS), expressed in percentage terms; the perception of insider trading
(Perception); theindex of insider trading law (I TL); potential sanctions for violating the law (Sanction); an indicator variable, Enf_94, that equals oneif the country’ sinsider trading law was enforced at
least once by 1994, and zero otherwise; an interaction term, Eff_Law, that equals I TLtimes Enf_94; an interaction term, Eff_Sanc, that equals SanctiontimesEnf_94; and adummy variable, Common

Law, that equals one if the country’s legal system is derived from the English common law tradition, and zero otherwise. All variables are described in detail in the Data Appendix. Robust standard
errors are reported in parentheses. The superscripts a b, ¢, and d denote statistical significance at the 1%, 5%, 10% and 15% levels, respectively.

Continued

53



Table5: OLS Regressions. Continued

Panel C1: Firmswith a Controlling Owner.

Dependent Variable: Tobin'sQ

GS

Perception
ITL

Sanction
Enf_94

Eff Law
Eff_Sanct
Common Law
Constant
R-Squared

Number of
Observations

2
1.149°
(0.331)

-0.040
(0.035)

1.449°
(0.117)
0.052

375

)
1.112*
(0.330)

-0.029
(0.067)

1.357°
(0.082)
0.049

375

)
1.107*
(0.334)

-0.001
(0.072)

1.333%
(0.055)
0.049

375

Q)
1.148a
0.332

-0.041
0.035

0.009
0.072

1.446a
0.121
0.052

375

®)
11112
(0.332)

-0.033
(0.069)
0.013

(0.076)

1.355°
(0.082)
0.049

375

U]
1.100*
(0.333)

0.008
(0.022)

13212
(0.056)
0.049

375

®
1.101°
(0.690)

0.029
(0.057)

13172
(0.056)
0.049

375

©
1.029°
(0.375
-0.16
(0.069)

0.162
(0.131)
1.642°
(0.142)
0.081

322

(10)
1115
(0.333)

-0.077
(0.033)

0.207°
(0.094)
1.512¢
(0.114)
0.065

375

(11)
1.064%
(0.334)

-0.064
(0.065)

0.159°
(0.093)
1.356%
(0.081)
0.058

375

(12
1.060°
(0.336)

-0.027
(0.071)

0.144°
(0.092)
1.317¢
(0.057)
0.056

375

(13)
11172
(0333

-0.077°
(0.033)

-0.021
(0.070)

0.212°
(0.093)
1.520°
(0.116)
0.065

375

(14
1.065%
(0.335)

-0.063
(0.068)
-0.003
(0.075)

0.159°
(0.092)
1.356%
(0.081)
0.058

375

(15)
1.059°
(0.336)

-0.003
(0.021)

0.141¢
(0.089)
1.309°
(0.057)
0.056

375

(16)
1.058°
(0.336)

0.008
(0.055)
0.135

(0.090)
1.301%
(0.057)
0.056

375

Notes: The dependent variableis Tobin's Q for the firms with a controlling owner. The independent variables are sales growth (GS), expressed in percentage terms; the perception of insider trading
(Perception); theindex of insider trading law (I TL); potential sanctionsfor violating the law (Sanction); an indicator variable, Enf_94, that equals oneiif the country’ sinsider trading law was enforced at
least once by 1994, and zero otherwise; an interaction term, Eff_Law, that equals I TLtimes Enf_94; an interaction term, Eff_Sanc, that equals SanctiontimesEnf_94; and adummy variable, Common
Law, that equals oneif the country’slegal system is derived from the English common law tradition, and zero otherwise. All variables are described in detail in the Data Appendix. Robust standard

errors are reported in parentheses. The superscripts a b, ¢, and d denote statistical significance at the 1%, 5%, 10% and 15% levels, respectively.
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Table5: OLS Regressions. Continued

Panel C2: Firmswith a Controlling Owner.

Dependent Variable: Cash Flow to Price Ratio

@ @ (€} @ ® ©) (@) ® © (19) (11) (12 (13) (14 (15 (16)

GS -0.089° -0.103* -0.106° -0.107* -0.103* -0.107* -0.107* -0.107* -0.081* -0.098* -0.097* -0.097° -0.098° -0.097° -0.097° -0.096
(0.024) (0022) (0022) (0022) (0022 (0022 (0022 (0.022) (0.023) (0.021) (0.021) (0.021) (0.021) (0.021) (0.021)  (0.021)
Perception 0.017° 0.008"
(0.005) (0.005)
ITL -0.004 -0.004 0.002 0.002
(0.003) (0.003) (0.003) (0.003)
Sanction -0.003 -0.004 0.004 0.002
(0.006) (0.006) (0.006) (0.006)
Enf_94 0.002 0.003 0.003 0.008 0.008 0.007
(0.006)  (0.006)  (0.006) (0.008)  (0.006)  (0.006)
Eff_Law -0.000 0.002
(0.002) (0.002)
Eff Sanct -0.001 0.005
(0.005) (0.005)
Common Law -0.042*  -0.033* -0.032* -0.033* -0.035° -0.033" -0.033" -0.033
(0.007) (0.007) (0.007) (0.007) (0.007) (0.007) (0.007)  (0.007)
Constant 0095 0140 0132° 0129° 0139° 0131° 0130° 0130° 0117°  0130° 0132* 0132° 0127 01317 0133 01347
(0.011) (0.010) (0.007) (0.005) (0.010) (0.007) (0.005) (0.005) (0.012) (0.010) (0.007) (0.005) (0.010) (0.007)  (0.005)  (0.005)
R-Squared 0.080 0.069 0.066 0.066 0.070 0.067 0.066 0.066 0.149 0.118 0.118 0.121 0.122 0121 0.120 0.119
Number of
Observations 318 371 371 371 371 371 371 371 318 371 371 371 371 371 371 371

Notes: The dependent variable is the cash flow to price ratio for the firms with a controlling owner. The independent variables are sales growth (GS), expressed in percentage terms; the perception of
insider trading (Perception); the index of insider trading law (ITL); potential sanctions for violating the law (Sanction); an indicator variable, Enf_94, that equals oneif the country’ sinsider trading law
was enforced at least once by 1994, and zero otherwise; an interaction term, Eff_Law, that equals ITL timesEnf_94; an interaction term, Eff_Sang that equals Sanctiontimes Enf_94; and a dummy
variable, Common Law, that equals one if the country’s legal system is derived from the English common law tradition, and zero otherwise. All variables are described in detail in the Data Appendix.
Robust standard errors are reported in parentheses. The superscripts a, b, ¢, and d denote statistical significance at the 1%, 5%, 10% and 15% levels, respectively.
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Panel Al: Full Sample.

Table 6: Random Effects Regressions- Insider Trading Law and Valuation

Dependent Variable: Tobin'sQ

GS
Perception
ITL
Sanction
Enf_94

Eff Law
Eff_Sanct
Common Law
Constant
R-Squared
Number of

Observations
Hausman

Specification
Test Prob Chi®

(3

1.836°
(0.217)
-0.216

(0.126)

1.667°
(0.233)
0.072

672

0.154¢

@)
1.759°
(0.202)

0.038
(0.068)

1.161°
(0.233
0.054

732

0.035°

(€)
1.763
(0.202)

0.143
(0.128)

1139°
0.150
0.071

732

0.227

@
1.764°
0.202

0.130
0.143

1.210%
0111
0.059

732

0.068°

©)
1.762°
0.202

0.030
0.070

0.122
0.145

11178
0.242
0.068

732

0.045°

©®
1.766
0.202

0.114
(0.142)
0.077
0.158

1.1242
(0.155)
0.075

732

0.239

1.760
(0.201)

0.057¢
(0.037)

11772
(0.102)
0.087

732

0.054°

(8
1.764
(0.201)

1.176°
(0.099)
0.093

732

0.252

C)

1.821°
(0.217)
-0.127
(0.129)

0.307°
(0.165)
1.425°
(0.256)
0.127

672

0.074°

(10)
1.749°
(0.202)

-0.020
(0.072)

0.326°
(0.158)
1.2728
(0.226)
0.099

732

0.019°

(11)
1.748°
(0.201)

0.079
(0.125)

0.270°
(0.146)
1.115°
(0.142)
0115

732

0.077°

(12
1.747°
(0.201)

0.089
(0.135)

0.281°
(0.142)
1.141%
(0.110)
0.113

732

0.019°

(13)
1,753
(0.202)

-0.033
(0.074)

0.092
(0.138)

0.026°

(14
1.751°
(0.202)

0.055
(0.138)
0.066

(0.149)

0.266°
(0.149)
1.103°
(0.147)
0118

732

0.086°

(15)
1.745
(0.201)

0.040
(0.037)

0.254°
(0.143)
1125
(0.102)
0128

732

0.017°

(16)
1.748°
(0.201)

0.123
(0.091)
0.255°
(0.141)
1.116°
(0.010)
0.137

732

0.098°

Notes: The dependent variable is Tobin’s Q for the full sample of firms. The independent variables are sales growth (GS), expressed in percentage terms; the perception of insider trading ( Perception);
theindex of insider trading law (I TL); potential sanctionsfor violating the law (Sanction); an indicator variable, Enf_94, that equals one if the country’sinsider trading law was enforced at least once by
1994, and zero otherwise; an interaction term, Eff_Law, that equals ITL timesEnf_94; an interaction term, Eff_Sang, that equals Sanction times Enf_94; and adummy variable, Common Law, that equals
oneif the country’slegal system is derived from the English common law tradition. All variables are described in detail in the Data Appendix. Robust standard errors are reported in parentheses. The
superscripts , b, ¢, and d denote stetistical significance at the 1%, 5%, 10% and 15% levels, respectively.
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Table 6: Random Effects. Continued.

Panel A2: Full Sample.

Dependent Variable: Cash Flow to Price Ratio

@ @ (€} () ® ©) @ ®) ©) (19) 11) (12) (13) (14) (15) (16)

GS -0.094* -0.106* -0.106* -0.106* -0.106* -0.106* -0.106* -0.106*% -0.094®° -0.105* -0.106* -0.106* -0.106° -0.106* -0.106*° -0.106°
(0015) (0.014) (0.014) (0.014) (0.014) (0.014) (0.014) (0.014) (0015 (0.014) (0.014) (0.014) (0.014) (0.014) (0.014)  (0.014)
Perception 0.018° 0.010
(0.010) (0.010)
ITL
-0.007 -0.006 -0.003 -0.002  -0.010
(0.005) (0.005) (0.006) (0.006)  (0.011)
Sanction -0.018° -0.014 -0.013 -0.008
(0.010) (0.011) (0.010) (0.012)
Enf 94 -0.015 -0.014  -0.009 -0012  -0.012
(0011) (0.011) (0.012) (0011)  (0.011)
Eff Law -0.008° -0.004°
(0.003) (0.003)
Eff_Sanct -0.016° -0.013°
(0.007) (0.007)
Common Law -0.027% -0.022° -0.020° -0.022 -002¢" -0.019° -0.019° -0.020°
(0013) (0013) (0.012) (0.011) (0.013) (0.012) (0.001)  (0.011)
Constant 0.085%  0143* 0138* 0129° 0148% 0140° 0.131° 0131° 0106° 0.136° 0140* 0135° 0.141% 0142° 0135  0.136°
(0018) (0018) (0.012) (0.009) (0.019) (0.012) (0.008) (0.008) (0.020) (0.018) (0.011) (0.009  (0.019) (0.012) (0.008)  (0.008)
R-Squared 0.067 0.069 0.009 0.063 0.090 0.095 0.093 0.103 0.117 0.098 0.120 0.108 0.113 0.124 0.123 0.135
Number of
Observations 656 716 716 716 716 716 716 716 656 716 716 716 716 716 716 716
Hausman

Specificdion
Test Prob Chi* 0521 0.083°  0.505 0.219 0.101° 0526 0.184 0.569 0.368 0.067° 0.327 0.106" 0.083° 0.347 0.097°¢ 0.373

Notes: The dependent variableisthe cash flow to priceratio for the full sample of firms. The independent variables are sdes growth (GS), expressed in percentage terms; the perception of insider
trading (Perception); theindex of insider trading law (I TL); potential sanctions for violating the law (Sanction); an indicator variable, Enf_94, that equals one if the country’sinsider trading law was
enforced at least once by 1994, and zero otherwise; an interaction term, Eff_Law that equals I TL timesEnf_94; an interaction term, Eff_Sanc, that equals Sanctiontimes Enf_94; and adummy variable,
Common Law, that equals oneif the country’ slegal system is derived from the English common law tradition. All variables are described in detail in the Data Appendix. Robust standard errorsare
reported in parentheses. The superscripts a, b, ¢, and d denote stdistical significance at the 1%, 5%, 10% and 15% levels, respectively.
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Table 6: Random Effects. Continued.

Pand B1: Widely Held Firms.

Dependent Variable: Tobin'sQ

@ @ Q3 @ ©) © U ®) © (19 (11) (12) (13) (14) (15) (16)

GS 2079  2654% 2743  2678%  2686° 2757° 2681 2715 1897 2011° 2251  2195%° 2204 2.358% 2260%° 2.329°
(0573) (0517) (0520) (0520) (0518) (0521) (0517) (0519) (0.541) (0525 (0521) (0536) (0527) (0523) (0.523) (0.521)
Perception -0.42 -0.066
(0.210) (0.210)
ITL 0.169° 0.157° 0.172° 0.183%
(0.112) (0.106) (0.075) (0.069)
Sanction 0.364° 0.275 0.5602 0.472%
(0.212) (0.232) (0.127) (0.138)
Enf 94 0.378° 03407  0.241 0517  0479* 0.279°
(0.224)  (0.228)  (0.256) (0.163)  (0.161) (0.173)
Eff Law 0113 0.154?
(0.051) (0.036)
Eff_Sanct 0.249° 0.391°
(0.132) (0.085)
Common Law 0.789° 0612  0688* 0730° 0565° 0665 0620 0.673°
(0157) (0.165) (0.144) (0.146) (0.157) (0.144) (0.148) (0.143)
Constant 2282° 0673 08197 1049 0492 0769  1025° 1053%  1215° 0542° 0366° 0722° 0163 0276  0.722° 0.687°
(0317)  (0430) (0.307) (0.202) (0425) (0.309) (0.183) (0.184) (0.366) (0.277) (0.213) (0.180) (0.277) (0.219) (0.158) (0.158)
R-Squared 0.079 0.131 0.147 0.112 0.178 0.162 0.167 0.156 0189  0.220 0.263 0.228 0255 0273 0260  0.269
Number of
Observations 192 194 194 194 194 194 194 194 192 194 194 194 194 194 194 194
Hausman
Specification

Test Prob Chi®  0.481 0.053° 0.258 0.058° 0.070° 0.286 0.067° 0.224 0.000®  0.000% 0.001*  0.000% 0.000* 0.003*  0.000* 0.002°

Notes: The dependent variableis Tobin's Q for the widely held firms. The independent variables are sales growth (GS), expressed in percentage terms; the perception of insider trading (Perception); the
index of insider trading law (ITL); potentia sanctions for violating the law (Sanction); an indicator variable, Enf_94, that equals oneif the country’ sinsider trading law was enforced at least once by
1994, and zero otherwise; an interaction term, Eff_Law, that equals ITL timesEnf_94; an interaction term, Eff_Sang that equals Sanction times Enf_94; and adummy variable, Common Law, that equals
oneif the country’slegal system is derived from the English common law tradition. All variables are described in detail in the Data Appendix. Robust standard errors are reported in parentheses. The
superscripts a, b, ¢, and d denote satistical significance at the 1%, 5%, 10% and 15% levels, respectively.
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Table 6: Random Effects. Continued.

B2: Widely Held Firms.

Dependent Variable: Cash Flow to Price Ratio

@ @ (€} €Y ©®) ©) (@) ®) © (19) 11) (12) (13) (14 (15 (16)

GS -0.086* -0.084° -0.088° -0.086" -0.087° -0.089" -0.087% -0.087* -0.087* -0.086* -0.090° -0.008° -0.090 -0.091* -0.089° -0.089
(0.026) (0.026) (0.026) (0.026) (0.026) (0.026) (0.026) (0.026) (0.026) (0.026) (0.026) (0.026) (0.026) (0.026) (0.026)  (0.026)
Perception 0.001 0.006
(0.017) (0.019)
ITL -0.001 0.001 -0.002 -0.001
(0.006) (0.006) (0.007) (0.007)
Sanction -0.013 -0.005 -0.014 -0.006
(0.012) (0.013) (0.012) (0.013)
Enf 94 -0.026° -0.026°  -0.024° -0026° -0.026° -0.023
(0.013)  (0.013)  (0.014) (0.013)  (0.014)  (0.015)
Eff Law -0.006° -0.006
(0.003) (0.003)
Eff_Sanct -0.016’ -0.016’
(0.007) (0.008)
Common Law 0011 0009 0009  0.008 0.008 0.008 0.011 0.009
(0.015) (0.015) (0.013) (0.012) (0.014) (0.013) (0.012) (0.012)
Constant 0.090* 0091 0108*  0109° 0106 0114*  0105* 0106° 0078 0093° 0104* 0105 0107°  0110°  0101*°  0.102°
(0.027) (0.024) (0.017) (0.011) (00250 (0.017) (0.011) (0.010) (0.033) (0.026) (0.018) (0.013) (0.026) (0.018) (0.012) (0.012)
R-Squared 0.018 0.020 0.079 0.065 0.060 0.083 0.092 0.115 0019 0030 0080  0.068 0.073 0.089 0.100 0.120
Number of
Observations 185 187 187 187 187 187 197 187 185 187 187 187 187 187 187 187
Hausman
Specification

Test Prob Chi*  0.337 0.081° 0.424 0.160 0.189 0.479 0.161 0.443 0.418 0135  0080° 0.219 0.262 0.584 0.239 0.543

Notes: The dependent variable is the cash flow to priceratio for the widely held firms. The independent variables are sales growth (GS), expressed in percentage terms; the perception of insider trading
(Perception); theindex of insider trading law (I TL); potential sanctionsfor violating the law (Sanction); an indicator variable, Enf_94, that equals oneif the country’ sinsider trading law was enforced at
least once by 1994, and zero otherwise; an interaction term, Eff_Law, that equals I TLtimes Enf_94; an interaction term, Eff_Sanc, that equals Sanctiontimes Enf_94; and adummy variable, Common
Law, that equas oneif the country’slega system is derived from the English common law tradition. All variables are described in detail in the Data Appendix. Robust standard errors are reported in
parentheses. The superscripts a, b, ¢, and d denote statistical significance at the 1%, 5%, 10% and 15% levels, respectively.
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Table 6: Random Effects. Continued.

C1: Firmswith a Controlling Owner.

Dependent Variable: Tobin'sQ

GS
Perception
ITL
Sanction
Enf_94

Eff Law
Eff_Sanct
Common Law
Constant
R-Squared
Number of

Observations
Hausman

Specification
Test Prob Chi?

(@)

1.040°
0.277)
-0.293
(0.184)

1.97
(0.345)
0.071

322

0.099°

@)
1.040°
(0.245)

-0.002
(0.102)

14312
(0.342)
0.049

375

0.042°

€]
1.036°
(0.244)

0077
(0.195)

1.351°
(0.222)
0.043

375

0.070°

@
1.034%
(0.244)

0153
(0212)

1.343
(0.160)
0.039

375

0.03¢°

G)
1.035%
(0.245)

-0.011
(0.104)

0.156
(0.215)

1.376
(0.355)
0.40

375

0.053°

©®)
1.032°
(0.245)

0.024
(0.218)
0.146

(0.238)

1.326
(0.230)
0.038

375

0.080°

0
1.031°
(0.244)

0.049
(0.058)

1.339%
(0.152)
0.041

375

0.094°

(®
1.034%
(0.244)

0.128
(0.148)

1.343°
(0.146)
0.043

375

0.084°

C)

1.024°
0.277)
-0.201
(0.197)

0.358
(0.272)
1.7147
(0.393)
0.076

322

0.183

(10)
1.028°
(0.244)

-0.089
(0.1112)

0.421°
(0.248)
1578
(0.343)
0.056

375

0.102°

(11)
1.020°
(0.244)

-0.005
(0.204)

0.341
(0.240)
1.328°
(0.223)
0.048

375

0.165

(12)
1.017°
(0.244)

0112
(0.215)

0322
(0.232)
1.269°
(0.169)
0.043

375

0.184

(13)
1.024°
(0.245)

-0.093
(0.113)

0.119
(0.210)

0.410°
(0.254)
1.532¢
(0.359)
0.051

375

0.114¢

(14
1.016°
(0.244)

-0.054
(0.224)
0136

(0.244)

0.340
(0.244)
1.305%
(0.230)
0.044

375

0.182

(15)
1.017°
(0.244)

0.209
(0.060)

0.310
(0.238)
1.282°
(0.159)
0.045

375

0.187

(16)
1.018°
(0.244)

0.088
(0.152)
0311
(0.234)
1.276°
(0.155)
0.046

375

0.181

Notes: The dependent variableis Tobin’s Q for the firms with a controlling owner. The independent variables are sales growth (GS), expressed in percentage terms; the perception of insider trading
(Perception); theindex of insider trading law (I TL); potential sanctionsfor violating thelaw (Sanction); an indicator variable, Enf_94, that equals oneif the country’ s insider trading law was enforced at
least once by 1994, and zero otherwise; an interaction term, Eff_Law, that equals I TLtimes Enf_94; an interaction term, Eff_Sanc, that equals Sanctiontimes Enf_94; and adummy variable, Common
Law, that equas oneif the country’slega system is derived from the English common law tradition. All variables are described in detail in the Data Appendix. Robust standard errors are reported in
parentheses. The superscriptsa, b, ¢, and d denote statistical significance at the 1%, 5%, 10% and 15% levels, respectively.
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Table 6: Random Effects. Continued.

C2: Firmswith a Controlling Owner.

Dependent Variable: Cash Flow to Price Ratio

@ @ (€} @ ® ©) (@) ® © (19) (11) (12 (13) (14 (15 (16)

GS -0.082 -0.097*  -0.098° -0.098* -0.097* -0.098° -0.098" -0.098* -0.079° -0.096" -0.095* -0.095° -0.096* -0.095*° -0.095° -0.095%
(0022) (0020) (0020) (0020 (00200 (0.020) (0.020) (0.020) (0.022) (0.020) (0.020) (0.020) (0.020) (0.020) (0.020)  (0.020)
Perception 0.022° 0.011
(0.012) (0.010)
ITL -0.005 -0.005 0.003 0.002
(0.006) (0.006) (0.006) (0.006)
Sanction -0.006 -0.007 0.002 0.001
(0.012) (0.013) (0.012) (0.012)
Enf 94 -0.000 0.001 0.003 0.005 0.004 0.004
(0.013) (0.013)  (0.014) (0012) (0.012) (0.013)
Eff Law -0.001 0.001
(0.004) (0.003)
Eff_Sanct -0.003 0.002
(0.009) (0.008)
Common Law -0.041* -0.037* -0.036* -0.036* -0.038® -0.036* -0.036* -0.036°
(0014) (0.014) (0.013) (0.013) (0.014) (0.013) (0.013) (0.013)
Constant 0.082% 0.1412 0.131% 0.125% 0.140°% 0.130% 0.1272 0.126% 0.111°% 0.128 0.133% 0.133% 0.126% 0.132% 0.133% 0.134%
(0021) (0.021) (0.014) (0.010) (0.022) (0.014) (0.009) (0.009) (0.020) (0.019) (0.012) (0.009) (0.020) (0.013)  (0.009)  (0.009)
R-Squared 0.078 0.069 0.065 0.066 0.069 0.066 0.065 0.065 0.148 0.117 0.117 0.120 0.120 0.120 0.119 0.118
Number of
Observations 318 371 371 371 371 371 371 371 318 371 371 371 371 371 371 371
Hausman
Specification

Test Prob Chi*  0.387 0.470 0.375 0.336 0.466 0.367 0.366 0.356 0.797 0.812 0.877 0.855 0.783 0.851 0.843 0.875

Notes: The dependent variable is the cash flow to priceratio for the firms with a controlling owner. The independent variables are sales growth (GS), expressed in percentage terms; the perception of
insider trading (Perception); the index of insider trading law (ITL); potential sanctions for violating the law (Sanction); an indicator variable, Enf_94, that equals oneif the country’ sinsider trading law
was enforced at least once by 1994, and zero otherwise; an interaction term, Eff_Law, that equals ITL timesEnf_94; an interaction term, Eff_Sanc, that equals Sanction times Enf_94; and a dummy
variable, Common Law, that equals one if the country’slegal system is derived from the English common law tradition. All variables are described in detall in the Data A ppendix. Robust standard
errors are reported in parentheses. The superscripts a, b, ¢, and d denote statistical significance at the 1%, 5%, 10% and 15% levels, respectively.
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Table7: OL SRegressions - Cash Flow Ownership, Insider Trading Law and Valuation

Pand A: Firmswith a Controlling Owner.

Dependent Variable: Tobin'sQ

(@) 2 (©) @) 5 (6) (1)
GS 1048°  1022*  1021*  1104®°  1117°  1.053*  1.059°
(o.s%g) (0375) (0375  (0.332) (01'343333) (0334  (0.334)
0.

Cash Flow 0.27 0.276 0.506 0.263 0.255 0.646°
(0.189)  (0.214) (0.790) (0.189) (0.569) (0.183)  (0.377)
Perception -0.16 -0.119
(0.068)  (0.134)
Perception* Cash Flow -0.125
(0.376)
ITL -0.076°  -0.009
(0.033)  (0.068)
ITL*Cash Flow -0.189
(0.175)
Sanction -0.050 0101
(0.064)  (0.125)
Sanction* Cash Flow -0.427
(0.329)
Enf 94
Enf_94* Cash Flow
Eff Law
Eff_Law*Cash Flow
Eff_Sanct
Eff_Sanct*Cash Flow
Common Law 0151° 0167 0.168 0219® 0219° 0166°  0.170°
(0.092) (0132) (0132) (0.094) (0.095)  (0.093)  (0.093)
Constant 1.206°  1546°  1458%  1412°  1203% < 1251° @ 1.104°
(0.079) (0.149) (0290) (0.126) (0.221) (0.102)  (0.151)
R? 0.062 0.087 0.087 0.071 0.074 0.063 0.067
Number of Observations 375 322 322 375 375 375 375

®

(0.336)
0.268
(0.194)

-0.006
(0.072)

0.152°
(0.092)
1.210°
(0.092)
0.062
375

C)
1.049
(0.336
0.290
(0.197)

0.039
(0.142)
-0.122
(0.382)

0.152°
(0.091)
1.180°
(0.110)
0.062
375

(19)

(0.336)
0.274
(0.194)

0.003
(0.021)

0.147°
(0.089)
1.201%
(0.090)
0.062
375

(11)

(0.336)
0273
(0.194)

0.013
(0.041)
-0.028
(0.112)

0.148°
(0.089)
1.180°
(0.107)
0.062
375

(12
1.046°
(0.336
0.281'
(0.192)

0023
(0.055)

0.143°
(0.090)
1.191%
(0.088)
0.062
375

(13)

(0.336)
0.378"
(0.244)

0.073
(0.098)
-0.147
(0.252)
0.145°
(0.090)
1.154%
(0.104)
0.063
375
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Table 7 Notes. Continued.

Notes: The dependent variableis Tobin's Q for the sample of firmswith a controlling owner. The independent variables are sales growth (GS), expressed in percentage terms; cash flow ownership of
the controlling shareholder (Cash Flow); the perception of insider trading (Perception); the interaction between perception and cash flow ownership (Perception* Cash Flow); the index of insider trading
law (ITL); the interaction between insider trading law and cash flow ownership (I TL* Cash Flow); potential sanctions for violating the law (Sanction); the interaction between potential sanctions and cash
flow ownership (Sanction* Cash Flow); an indicator variable, Enf_94, that equals oneif the country’ sinsider trading law was enforced at least once by 1994, and zero otherwise; the interaction between
enforcement and cash flow ownership (Enf_94* Cash Flow); an interaction term, Eff_Law that equals I TL times Enf_94; the interaction between Eff_Law and Cash Flow, Eff_Law* Cash Flow; an
interaction term, Eff_Sanc, that equals Sanction times Enf_94; the interaction between Eff_Sanct and Cash Flow, Eff_Sanct* Cash Flow; and adummy variable, Common Law, that equals oneif the
country’s legal system is derived from the English common law tradition, and zero otherwise. All variables are described in detail in the Data Appendix. Robust standard errors are reported in
parentheses. The superscripts a, b, ¢, and d denote statistical significance at the 1%, 5%, 10% and 15% levels, respectively.
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Table 7: Ownership and Insider Trading Law (OLS). Continued

Pand B: Firmswith a Controlling Owner.

Dependent Variable: Cash Flow to Price Ratio

(€N @) [€) @) ® (6) (1 ® C) (10) (11) (12) (13)
GS -0.096* -0.081° -0.081* -0.098° -0.098" -0.097* -0.097* -0.097* -0.096®° -0.097* -0.097° -0.096" -0.096%
(0.021)  (0.024) (0.024) (0.021) (0.021) (0.021) (0.021) (0.021) (0.021) (0.021) (0.021) (0.021)  (0.021)
Cash Flow -0.001 -0.003 0.067 -0.001 -0.020 0.000 -0.011 0.002 -0.015 0.001 -0.011 0.001 -0.010
(0.014) (00150 (0.049) (0.014) (0.042) (0.014) (0.026) (0.015  (0.023) (0.014) (0.021) (0.014) (0.020)
Perception 0008  0021°
(0.005)  (0.011)
Perception* Cash Flow -0.035
(0.025)
ITL 0.002 0.000
(0.003)  (0.006)
ITL*Cash Flow 0.006
(0.013)
Sanction 0.005 0.000
(0.006)  (0.011)
Sanction* Cash Flow 0.012
(0.025)
Enf 94 0.008 -0.003
(0.006)  (0.012)
Enf_94*Cash Flow 0.028
(0.030)
Eff Law 0.002 -0.000
(0.002)  (0.003)
Eff_Law*Cash Flow 0.006
(0.008)
Eff Sanct 0.005 -0.001
(0.005)  (0.009)
Eff_Sanct* Cash Flow 0.016
(0.022)
Common Law -0.031* -0.042° -0.042* -0.033® -0.033* -0.032* -0.032* -0.033* -0.033% -0.033* -0.033% -0.032* -0.033%
(0.006)  (0.007) (0.007) (0.007) (0.007) (0.007) (0.007) (0.007) (0.007)  (0.007) (0.007)  (0.007)  (0.007)
Constant 0.136% 0.116% 0.091% 0.130° 0.137% 0.132% 0.136° 0.132% 0.138% 0.133% 0.138% 0.133% 0.137%
(0.007) (0.013) (0.021) (0.011) (0.018) (0.008) (0.012) (0.008) (0.010)  (0.007) (0.010) (0.007)  (0.009)
R? 0.117 0.149 0.155 0.130 0.118 0.118 0.119 0.121 0.123 0.120 0.121 0.119 0.120
Number of Observations
371 318 318 371 371 371 371 371 371 371 371 371 371
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Table 7 Notes. Continued.

Notes: The dependent variableis Tobin’s Q for the sample of firms with a controlling owner. The independent variables are sales growth (GS), expressed in percentage terms; cash flow ownership of
the controlling shareholder (Cash Flow); the perception of insider trading ( Perception); the interaction between perception and cash flow ownership (Perception* Cash Flow); the index of insider trading
law (ITL); the interaction between insider trading law and cash flow ownership (I TL* Cash Flow); potential sanctions for violating the law (Sanction); the interaction between potential sanctions and cash
flow ownership (Sanction* Cash Flow); an indicator variable, Enf_94, that equals oneif the country’ sinsider trading law was enforced at least once by 1994, and zero otherwise; the interaction between
enforcement and cash flow ownership (Enf_94* Cash Flow); aninteraction term, Eff_Law that equals I TL times Enf_94; the interaction between Eff_Law and Cash Flow, Eff_Law* Cash Flow; an
interaction term, Eff_Sanc, that equals Sanction times Enf_94; the interaction between Eff_Sanct and Cash Flow, Eff_Sanct* Cash Flow; and adummy variable, Common Law, that equals oneif the
country’s legal system is derived from the English common law tradition, and zero otherwise. All variables are described in detail in the Data Appendix. Robust standard errors are reported in
parentheses. The superscripts a, b, ¢, and d denote statistical significance at the 1%, 5%, 10% and 15% levels, respectively.
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Panel A: Firmswith a Controlling Owner.

Table 8: OL S Regressions - Demeaned Owner ship, Insider Trading Law and Valuation

Dependent Variable: Industry-Adjusted Tobin’'sQ

(@

0.992°
(0.304)
0.291°
(0.170)

Ind-GS

Demeaned
Cash Flow
Perception

Perception* Demeaned
Cash Flow
ITL

ITL* Demeaned
Cash Flow
Sanction

Sanction* Demeaned
Cash Flow
Enf 94

Enf_94* Demeaned
Cash Flow
Eff_Law

Eff_Law*Demeaned
Cash Flow

Eff_Sanct

Eff_Sanct* Demeaned
Cash Flow

0.100
(0.087)

Common Law

@]
0.929°
(0.354)
0.154
(0.189)
-0.113°
(0.068)

0.153
(0.122)

€]
0.926
(0.349)
1.251¢
(0.658)
-0.063
(0.064
-0.61
(0.311)

0.139
(0.122)

@

1.103%
(0.316)
0.354°
(0.173)

-0.096
(0.032)

0.182°
(0.089)

®)
1.101°
(0.316)
0.091
(0.498)

-0.104%
(0.031)
0.085

(0.143)

0.178°
(0.088)

(6)

1.045°
(0.316)
0.349°
(0.172)

-0.144

(0.061)

0.142°
(0.088)

@
1.041°
(0.316)
0217
(0.308)

-0.157%
(0.059)
0.141

(0.243)

0.143°
(0.088)

(®

1.031°
(0.319)
0.288°
(0.169)

-0.029
(0.067)

0.104
(0.086)

C)
1.022°
(0.322)
0.192
(0.213)

-0.045
(0.066)
0.163

(0.333)

0.110
(0.089)

(10)

1.032°
(0.319)
0.290°
(0.169)

-0.008

(0.019)

0.106
(0.085)

(11)
1.024°
(0.322)
0.208
(0.209)

-0.013
(0.020)

0.043
(0.091)

0.111
(0.088)

(12
1.029°
(0.321)
0.246
(0.198)

-0.021
(0.050)

0.104
(0.086)

(13)
1.025°
(0.321)
0.246
(0.198)

-0.030
(0.053)

0.069
(0.205)
0.107

(0.088)
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Table 8: Panel A. Continued.

@ @ ©) Q) ©® © () ® © (19) (11) (12) (13)

Constant 0064° 0309 02077 0254  0277° 0109 0119° 0014 0023 0011 0020 0010 0015
(0038) (0136) (0.133) (0.105) (0.100) (0.074) (0.073) (0.055) (0.055) (0.055) (0.054)  (0.054)  (0.054)

R? 0059 0067 0081 0079 0079 0074 0074 0063 0064 0063 0064 0063 0063

Number of Observations 375 322 322 375 375 375 375 375 375 375 375 375 375

Notes: The dependent variable is industry -adjusted Tobin’s Q for the sample of firmswith a controlling owner. Theindependent variables are sales growth (GS), expressed in percentageterms;
demeaned cash flow ownership of the controlling shareholder (Demeaned Cash Flow); the perception of insider trading (Perception); the interaction between perception and demeaned cash flow
ownership (Perception* Demeaned Cash Flow); theindex of insider trading law (I TL); the interaction between insider trading law and demeaned cash flow ownership (1 TL* Demeaned Cash Flow);
potential sanctionsfor violating the law (Sanction); the interaction between potential sanctions and demeaned cash flow ownership (Sanction* Demeaned Cash Flow); an indicator variable, Enf_94, that
equals oneif the country’sinsider trading law was enforced at least once by 1994, and zero otherwise; the interaction between enforcement and demeaned cash flow ownership (Enf_94* Demeaned Cash
Flow); an interaction term, Eff_Law, that equals I TLtimes Enf_94; the interaction between Eff_Law and Demeaned Cash Flow, Eff_Law* Demeaned Cash Flow; an interaction term, Eff_Sanc, that
equals Sanctiontimes Enf_94; the interaction between Eff_Sanct and Demeaned Cash Flow, Eff_Sanct* Demeaned Cash Flow; and a dummy variable, Common Law, that equals oneif the country’s
legal system is derived from the English common law tradition, and zero otherwise. All variables are described in detail in the Data Appendix. Robust standard errors are reported in parentheses. The
superscripts , b, ¢, and d denote stetistical significance at the 1%, 5%, 10% and 15% levels, respectively.
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Table 8: Demeaned Ownership (OLS). Continued.

Panel B: Firmswith a Controlling Owner.

Dependent Variable: Industry-Adjusted Cash Flow to Price Ratio

@ @ (€] @] ®) (©) () ®) ©) (10) (11) (12) (13)
Ind-GS -0.093* -0.077* -0.077° -0.095* -0.095° -0.094* -0094* -0.093* -0.093* -0.093* -0.093° -0.093* -0.092°
(0.021)  (0.024) (0.024) (0.021) (0.021) (0.021) (0.021) (0.021) (0.021) (0.021) (0.021) (0.021)  (0.021)
Demeaned -0.009 0.004 -0.014 -0.011 -0.012 -0.003 -0.009 -0.010 -0.009 -0.006 -0.010 -0.002
Cash Flow (0.014) (0.016) (0.047) (0.015) (0.014) (0.028) (0.014) (0.022) (0.014) (0.021) (0.024)  (0.020)
Perception 0.007 0.007
(0.006)  (0.006)
Perception* Demeaned 0.010
Cash Flow (0.025)
ITL 0.002 0.002
(0.003)  (0.003)
ITL* Demeaned 0.001
Cash Flow (0.014)
Sanction 0.007 0.008
(0.006)  (0.007)
Sanction* Demeaned -0.010
Cash Flow (0.026)
Enf 94 0.010°  0.010°
(0.006)  (0.007)
Enf_94* Demeaned 0.002
Cash Flow (0.029)
Eff Law 0.003"  0.003°
(0.002)  (0.002)
Eff_Law*Demeaned
Cash Flow -0.002
(0.008)
Eff_Sanct 0007  0.009°
(0.005)  (0.006)
Eff_Sanct* Demeaned
Cash Flow -0.012
(0.022)
Common Law -0.030° -0.041* -0.040° -0.032* -0.032* -0.032* -0.032* -0.032* -0.032* -0.033* -0.033® -0.032* -0.033"
(0.007)  (0.007) (0.007) (0.007)  (0.007) (0.007) (0.007) (0.007) (0.007)  (0.007) (0.007)  (0.007)  (0.007)
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Table8. Panel B. Continued.

@ @ ©) @ ©® © @ ® © (10) (11) (12) (13)

Constant 0082 0064 0066 0075° 0076° 0076° 0076° 0077 00777 007/8° 007/8° 0079° 0078
(0004) (0012) (0012) (0.010) (0.010) (0.006) (0.007)  (0.005) (0.005) (0.005) (0.005)  (0.004)  (0.005)

R 0106 0130 0130 0107 0107 0110 0110 0113 0113 0112 0112 0111 0112

Number of Observations 371 318 318 371 371 371 371 371 371 371 371 371 371

Notes: The dependent variable is the industry-adjusted demeaned cash flow to priceratio for the sample of firmswith a controlling owner. The independent variables ae saes growth (GS, expressed in
percentage terms; demeaned cash flow ownership of the controlling shareholder (Demeaned Cash Flow); the perception of insider trading (Perception); the interaction between perception and demeaned
cash flow ownership (Perception* Demeaned Cash Flow); theindex of insider trading law (ITL); the interaction between insider trading law and demeaned cash flow ownership (I TL* Demeaned Cash
Flow); potential sanctionsfor violating the law (Sanction); the interaction between potential sanctions and demeaned cash flow ownership (Sanction* Demeaned Cash Flow); an indicator variable,
Enf_94, that equals oneif the country’sinsider trading law was enforced at least once by 1994, and zero otherwise; the interaction between enforcement and demeaned cash flow ownership

(Enf_94* Demeaned Cash Flow); an interaction term, Eff_Law, that equalsI TL timesEnf_94; the interaction between Eff_Law and Demeaned Cash Flow, Eff_Law* Demeaned Cash Flow; an interaction
term, Eff_Sanc, that equals Sanctiontimes Enf_94; the interaction between Eff_Sanct and Demeaned Cash Flow, Eff_Sanct* Demeaned Cash Flow; and a dummy variable, Common Law, that equals one
if the country’slegal system is derived from the English common law tradition, and zero otherwise. All variables are described in detail in the Data Appendix. Robust standard errors are reported in
parentheses. The superscripts a, b, ¢, and d denote statistical significance at the 1%, 5%, 10% and 15% levels, respectively.
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Table 9: Instrumental Variables Estimation

Panel A: Full Sample.

Dependent Variables: Industry-Adjusted Tobin’s Q (columns 1-6) and Cash Flow to Price Ratio (columns 7-12)

(€] @) €] @) ©®) (6 U ® ©) (10) (11) (12)
Ind-GS 1.2492 11212 14972 1.4352 1.456% 1.688% -0.065% -0.072% -0.100% -0.086% -0.094% -0.1122

(0.076) (0.253) (0.263) (0.143) (0.276) (0.149) (0.015) (0.016) (0.018) (0.016) (0.017) (0.019)
Perception -0.365% 0.020%

(0.076) (0.004)
ITL 0.375% -0.027%

(0.054) (0.004)
Sanction 0.959% -0.076%
(0.148) (0.011)
Enf 94 1.149°% -0.047%
(0.224) (0.015)
Eff Law 0.323% -0.020%
(0.048) (0.003)
Eff Sanct 0.949% -0.066%
(0.149) (0.011)

Constant 0.856% -1.034*  -0.851* -0.491° -0.490* -0.569° 0.021% 0.151% 0.144% 0.088% 0.103% 0.114%

(0135)  (0181) (0.170) (0143)  (0.111)  (0.131) (0007)  (0.014) (0.013) (0010) (0.008)  (0.010)
P-value of Hausman
Tes 0.134¢ 0.000% 0.000% 0.004% 0.000% 0.000% 0.003% 0.935 0.162 0.503" 0.159 0.006%
Number of
Observations 672 732 732 732 732 732 656 716 716 716 716 716

Notes: The dependent variables are industry -adjusted Tobin’s Q (in columns 1-6) and the industry-adjusted cash flow to priceratio (in columns 7-12) for the full sample of firms. The independent
variables are industry-adjusted sales growth (Ind-GS), expressed in percentage terms; the perception of insider trading (Perception); the index of insider trading law (ITL); potential sanctionsfor
violating the law (Sanction); an indicat or variable, Enf_94, that equals oneiif the country’ sinsider trading law was enforced at least once by 1994, and zero otherwise; an interaction term, Eff_Law, that
equals ITL timesEnf_94; an interaction term, Eff_Sanc, that equals Sanctiontimes Enf_94. Instruments for the insider trading variables are the legal origins: English common law, French civil law,
German civil law, and Scandinavian civil law. All variables are described in detail in the Data Appendix. Robust standard errors are reported in parentheses. The superscripts a, b, ¢, and d denote
statistical significance at the 1%, 5%, 10% and 15% levels, respectively. * signifiesthat the coefficient is not systematically different from OLS.
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Table 9: Instrumental Variables. Continued.

Panel B: Widely Held Firms.

Dependent Variables: Industry-Adjusted Tobin’s Q (columns 1-6) and Cash Flow to Price Ratio (columns 7-12)

[@) @ [€) €]
Ind-GS 2.200% 2.248° 3.344° 2.883%
(0696) (0.709) (0.868)  (0.766)
Perception -1.836"
(0.435)
ITL 0.776%
(0.164)
Sanction 1.867%
(0.518)
Enf 94 1.4592
(0.553)
Eff Law
Eff_Sanct
Constant 3.101°% -2.588*  -2.258° -0.761°

(0638)  (0645) (0.742)  (0.452)
P-value of Hausman

Test 0.002% 0.001% 0.026° 0471
Number of
Observations 192 194 194 194

®
327°
(0.807)

0.472°
(0.126)

-1.102%
(0.418)
0.455

194

®
35142
(0.882)

1.230°
(0.3%4
-1.11

(0.501)

0.343

194

™
-0.046"
(0.030)
0.016
(0.030)

0.011
(0.042)

185

(®
-0.004°
(0.030)

0.000
(0.008)

0.032
(0.032)

0.827

187

()
-0.037
(0.040)

0.009
(0.025)

0.020
(0.036)

*%

187

(10)
-0.027
(0.038)

0.027
(0.027)

0.012
(0.023)

0.370°

187

(11)
-0.032
(0.038)

0.004
(0.006)

0.020
(0.021)
0.270°

187

(12)
-0.026
(0.043)

0.014
(0.019)
0.016

(0.024)

0.231"

187

Notes: The dependent variables are industry -adjusted Tobin’s Q (in columns 1-6) and the industry-adjusted cash flow to priceratio (in columns 7-12) for the firms that are widely held. The independent
variables are industry-adjusted sales growth (Ind-GS), expressed in percentage terms; the perception of insider trading (Perception); the index of insider trading law (ITL); potential sanctionsfor
violating the law (Sanction); an indicator variable, Enf_94, tha equals oneif the country’ sinsider trading law was enforced at least once by 1994, and zero otherwise; an interaction term, Eff_Law, that
equals ITL timesEnf_94; an interaction term, Eff_Sanc, that equals Sanctiontimes Enf_94. Instruments for the indder trading variables are the legal origins: English common law, French civil law,
German civil law, and Scandinavian civil law. All variables are described in detail in the Data Appendix. Robust standard errors are reported in parentheses. The superscripts a, b, ¢, and d dencte
statistical significance at the 1%, 5%, 10% and 15% levels, respectively. * signifiesthat the coefficient is not systematically different from OLS. ** signifiesthat the model estimated on these datafails

to meet the asymptotic assumptions of the Hausman test.
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Table 9: Instrumental Variables. Continued.

Pane C: Firmswith a Controlling Owner.

Dependent Variables: Industry-Adjusted Tobin’s Q (columns 1-5) and Industry-Adjusted Cash Flow to Price Ratio (columns 6-10)

® ) ©) @ @] © (1 ® 9 (10
Ind-GS 0.8922 0.955% 1.018° 0.980% 0.991° -0.068% -0.080° -0.100% -0.090% -0.093%

(0.345) (0.327) (0.299) (0.310) (0.315) (0.026) (0.03(3) (0.022) (0.025) (0.028)
Demeaned 0.205 0.151 0.302° 0.276" 0.234 0.013 0.031' -0.012 -0.005 -0.014
Cash Flow (0.196) (0.226) (0.168) (0.172) (0.186) (0.017) (0.021) (0.014) (0.016) (0.014)
ITL 0.123 -0.0322

(0.093) (0.007)
Sanction 0.328 -0.096°

(0.277) (0.025)
Enf 94 0.106 -0.032°
(0.193) (0.019)
Eff Law 0.071 -0.0212
(0.066) (0.006)
Eff_Sanct 0.290 0.002
(0.246) (0.005)

Constant -0.265 -0.184 0.032 -0.024 -0.067 0.167% 0.155% 0.0922 0.108% 0.075%

(0.257) (0.224) (0.106) (0.105) (0.129) (0.022) (0.022) (0.012) (0.012) (0.005)
P-value of
Hausman Test - 0.383 - 0.797 0.815 0.000? - 0.231* 0.000? -
Number of
Observations 375 375 375 375 375 371 371 371 371 371

Notes: The dependent variables are industry -adjusted Tobin’s Q (columns 1-5) and the industry-adjusted cash flow to priceratio (columns 6-10) for the firms with a controlling owner. The independent
variables are industry-adjusted sales growth (Ind-GS), expressed in percentage terms; demeaned cash flow ownership (Demeaned Cash Flow); theindex of insider trading law (I TL); potential sanctions
for violating the law (Sanction); an indicator variable, Enf_94, that equals oneif the country’ sinsider trading law was enforced at least once by 1994, and zero otherwise; an interactionterm, Eff_Law,
that equals I TL times Enf_94; an interaction term, Eff_Sanc, that equals Sanctiontimes Enf_94. Instruments for the insder trading variables are the legal origins: English common law, French civil law,
German civil law, and Scandinavian civil law. All variables are described in detail in the Data Appendix. Robust standard errors are reported in parentheses. The superscripts a, b, ¢, and d denote
statistical significance at the 1%, 5%, 10% and 15% levels, respectively. * signifiesthat t he coefficient is not systematically different from OLS. ** signifiesthat the model estimated on these datafails
to meet the asymptotic assumptions of the Hausman test.
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