Corporate Ownership & Control / Volume 1, Issue 4, Summer 2004

CROSS-LISTING AND CORPORATE GOVERNANCE: BONDING
OR AVOIDING?

Amir N. Licht”
Abstract

... In their seminal survey of corporate governance, Shleifer and Vishny distill the issue into a blunt

question: "How do [the suppliers of finance] make sure that managers do not steal the capital they
supply or invest it in bad projects?" The Enron/Arthur Andersen debacle and the ensuing waves of
scandal vividly proved that American investors may face this question in the most acute form. ... To
the extent that corporate governance issues play a role in the cross-listing decision, it is a negative
role. ... Generally speaking, the foreign issuer regime "cuts corners” exactly on the issues of corpo-
rate governance relating to corporate insiders. ... The notion that issuers may want to improve their
corporate governance by subjecting themselves to a better regulatory regime through cross-listing--
say, on an American market--is appealingly elegant. ... If an American firm could use an NYSE list-
ing to bond its insiders to better governance standards, why couldn't foreign firms do the same? In an
oft-cited 1999 article, Jack Coffee argues that they do just that:

In other cases, however, the cross-listing may not entail corporate governance improvements. ...
The cross-listing literature refers to differences in investor protection in three separate respects. ... In
practice, however, foreign issuers can easily obtain an exemption from corporate governance listing
requirements. ... The notion that corporations can self-improve their corporate governance by opting
into a foreign country's legal and regulatory regime through cross-listing has made considerable in-

roads into the legal and finance literature. ...
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1. Introduction

In their seminal survey of corporate governance,
Shleifer and Vishny distill the issue into a blunt
question: "How do [the suppliers of finance] make
sure that managers do not steal the capital they sup-
ply or invest it in bad projects?” (see endnote 1). The
Enron/Arthur Andersen debacle and the ensuing
waves of scandal vividly proved that American in-
vestors may face this question in the most acute
form. Yet even today, many would argue that in a
global comparison, American securities markets pro-
vide public investors with a more hospitable and
protective environment than most other markets
around the world. American markets still fare better
in terms of the legal rules governing them, the legal
professionals that work to enforce the regime, and a
sophisticated court system that provides the neces-
sary infrastructure for a well-functioning corporate

governance system. The 2002 wave of scandal tar-
nished the reputation of the American market, but
has not eroded it completely (see endnote 2).

The American governance environment is out
for rent. Foreign firms wishing to enjoy the benefits
of being subject to the American regime can readily
do so by cross-listing their securities on an American
market--even without raising capital in the United
States. The idea that foreign firms actually engage in
cross-listing with a view towards improving their
corporate governance is often attributed to Jack Cof-
fee (see endnote 3). Bernard Black generalized this
insight in several dimensions and coined the meta-
phor "piggybacking" to describe such renting of a
country's corporate governance system by foreign
corporations (see endnote 4). In this view, cross-
listing on a foreign stock market can serve as a bond-
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ing mechanism for corporate insiders to commit
credibly to a better governance regime. Cross-listing
could thus become a vehicle for international con-
vergence towards globally desirable governance re-
gimes.

This article questions the bonding role of cross-
listing. Based on a comprehensive survey of the lit-
erature, | argue that this role has been greatly over-
stated. A large body of evidence, using various re-
search methodologies, indicates that the bonding
theory is unfounded. Indeed, the evidence supports
an alternative theory, which may be called "the
avoiding hypothesis." To the extent that corporate
governance issues play a role in the cross-listing de-
cision, it is a negative role. The dominant factors in
the choice of cross-listing destination markets are
access to cheaper finance and enhancing the issuer's
visibility. Corporate governance is a second-order
consideration whose effect is either to deter issuers
from accessing better-regulated markets or to induce
securities regulators to allow foreign issuers to avoid
some of the more exacting domestic regulations.
Overall, the global picture of cross-listing patterns is
best described by a model of informational distance,
which comprises elements of geographical and cul-
tural distance.

A key weakness in some bonding-by-cross-
listing theses--common among finance scholars--is
that they are insensitive to crucial features of the US
securities regulation regime (see endnote 5). As it
happens, the regulatory regime that is out for rent by
foreign issuers differs markedly from the regime that
applies to domestic American issuers. The shortcom-
ings of the domestic American regime that recently
came to light notwithstanding, the regime that gov-
erns foreign issuers is inferior to the former regime
in significant respects. Generally speaking, the for-
eign issuer regime "cuts corners" exactly on the is-
sues of corporate governance relating to corporate
insiders. The Securities and Exchange Commission
("SEC™) has cut these corners on purpose. Evidence
further suggests that the SEC complements this strat-
egy with a "hands-off" informal policy of nonen-
forcement toward foreign issuers (see endnote 6).
The evidence surveyed in this article indicates that
cross-listings in the US fail to reflect positive effects
that could be attributed to corporate governance im-
provements.

2. Bonding

The notion that issuers may want to improve their
corporate governance by subjecting themselves to a
better regulatory regime through cross-listing--say,
on an American market--is appealingly elegant. But
cross-listing on an American national market is not a
cost-free transaction (see endnote 7). In order to list
on the New York Stock Exchange ("NYSE"), for
instance, a non-US issuer must pay various fees that
range in the hundreds of thousands of dollars (see
endnote 8). These are direct costs, to which one
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needs to add the expected costs of managerial time,
underwriting, and professional fees (lawyers, ac-
countants, printing), potential legal liability, and so
forth. The reasons for bearing such considerable
costs, therefore, should be quite compelling. This
Part reviews the bonding paradigm against the gen-
eral backdrop that surrounds it.

Why cross-list?

Interest in cross-listing has been growing since the
mid-1980s, in parallel with the growing number of
foreign issuers listed on various American markets.
Scholars advance several independent theories on the
reasons that might motivate companies to cross-list
their securities on foreign markets (see endnote 9). It
is possible to identify a certain evolution in these
theories and in studies that purport to test them. The
first theories to appear were about the financial as-
pects of cross-listing. Starting in the early 1990s,
studies about other business motivations for cross-
listing also emerged. It was only toward the late
1990s that theories about governance motivations
were first articulated in detail. | consider these lines
of thought in turn.

Financial Gains. Cross-listings were originally
thought of as a means for lowering firms' cost of
capital--that is, for enabling firms to get more money
from investors when they offer their stock to the
public (see endnote 10). This effect could stem from
two related sources--diversification gains and seg-
mentation gains. Segmentation occurs when similar
assets in different markets have different prices, bar-
ring transaction costs. The popularity of investing in
emerging market stocks largely lies in potential seg-
mentation gains. Such markets often exhibit barriers
to foreign investment due to regulatory limits on
foreign holdings in domestic corporations, informa-
tional barriers, and so forth. Cross-listing brings for-
eign stocks closer to investors and offers several
other straightforward advantages that stem from
lower transaction costs.

Liquidity. Cross-listing may contribute to share
value by increasing stock liquidity. Expected returns
positively correlate with liquidity, measured in terms
of the bid-ask spread. Narrower spreads following
cross-listing generate improved liquidity, which in-
creases share value (see endnote 11). Enhanced inter-
market competition might lower the spread and
therefore improve liquidity, but multi-market trading
might also decrease liquidity by fragmenting order
flows among the markets. The net result depends on
the circumstances of each security (see endnote 12).

Increased Shareholder Base. By cross-listing its
stocks, a firm could expand its potential investor
base more easily than if it traded on a single market.
As cross-listing brings foreign securities closer to
potential investors, it increases investor awareness of
the securities. This familiarity could lower expected
returns (see endnote 13). In business management
terminology this aspect is called "firm visibility"--a
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broad notion encompassing frequent mentioning of
the firm in the financial press and closer monitoring
of its securities by securities analysts.

Visibility. The putative benefits of increased
visibility in the host country go well beyond the ex-
pected increase in shareholder base. In addition to
greater demand for its stock, listing abroad provides
a firm with greater access to foreign money markets
and makes it easier to sell debt there. A firm be-
comes more credible by providing information to the
local capital market, and, in turn, this continuous
flow of information allows the capital market to
make faster, more accurate decisions (see endnote
14).

Marketing Motivations. Using cross-listings for
marketing reasons relates to the visibility rationale.
According to this reasoning, foreign listing can boost
corporate marketing efforts by broadening product
identification among investors and consumers in the
host country. The listing, it is claimed, creates
greater market demand for the firm's products as well
as its securities (see endnote 15).

Technical Issues. Effecting a securities transac-
tion abroad, even where feasible, is still more com-
plicated and expensive than effecting it domestically.
Cross-listing can improve a firm's ability to effect
structural transactions abroad such as foreign merg-
ers and acquisitions, stock swaps, and tender offers
(see endnote 16). Relatedly, cross-listing also facili-
tates and enhances the attractiveness of employee
stock ownership plans ("ESOPs") for employees of
large multinational corporations. Local listing in the
foreign market provides foreign employees with an
accessible exit mechanism for their stocks.

Why bond?

"At first glance," aver Shleifer and Vishny, "it is not
entirely obvious why the suppliers of capital get any-
thing back. After all, they part with their money, and
have little to contribute to the enterprise afterward.
The professional managers or entrepreneurs who run
the firms might as well abscond with the money"
(see endnote 17). The challenge for investors, in fact,
is twofold: they need to ensure that corporate insid-
ers do not derive private benefits from the corpora-
tion beyond previously agreed levels, and that insid-
ers put the investment capital to the best available
use. Corporate governance mechanisms are supposed
to minimize these risks, or, more technically, to
minimize the adverse effects of the agency problem.
The costs of such mechanisms are called "bonding
costs." The idea of using stock exchange listing as a
mechanism for bonding to a different, arguably bet-
ter, governance regime first appeared in a fully do-
mestic context in the United States. In a 1988 article
titled Ties that Bond, Jeffrey Gordon presented this
argument with regard to listing on the NYSE (see
endnote 18). Thus, "insiders who seek to lower the
cost of capital will find it valuable to bond a promise
that the firm's single class capital structure will not
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be renegotiated. ... The NYSE [one-share-one-vote
listing] rule is the only secure bond available for
such a promise" (see endnote 19). Later develop-
ments in the saga of the one-share-one-vote rule have
proven, however, that stock exchanges' bonding
function is rather flimsy. America's national markets
failed to live up to the challenge of preferring inves-
tor-protecting rules to management-friendly ones
(see endnote 20).

If an American firm could use an NYSE listing
to bond its insiders to better governance standards,
why couldn't foreign firms do the same? In an oft-
cited 1999 article, Jack Coffee argues that they do
just that:

Large firms can choose the stock exchange or
exchanges on which they are listed, and in so doing
can opt into governance systems, disclosure stan-
dards, and accounting rules that may be more rigor-
ous than those required or prevailing in their jurisdic-
tion of incorporation. ... The most visible contempo-
rary form of migration seems motivated by the ...
impulse ... to opt into higher regulatory or disclosure
standards and thus to implement a form of "bonding"
under which firms commit to governance standards
more exacting than that of their home countries (see
endnote 21).

Coffee further claims that as foreign issuers mi-
grate to list in US markets, and so become subject to
US standards, the relative importance of variations
between the corporate laws of different countries
should decline. Moreover, “the application of U.S.
securities law, or some 'harmonized' model largely
based on it, would instead impose transparency and
significantly constrain opportunism by controlling
shareholders™ (see endnote 22). As a result of such
trends, markets in countries whose laws provide bet-
ter protection to minority shareholders--for example,
the United States and the United Kingdom--will at-
tract firms with dispersed ownership, while markets
in low-corporate governance countries will trade
shares of firms with concentrated ownership (see
endnote 23). Edward Rock pointed out the structure
of the American securities regulation regime as such
a potential bonding mechanism. Rock argues that it
has a characteristic "lobster trap” structure: easy to
enter voluntarily, hard to exit. These features are
necessary if disclosure regulation is to serve as a
device that aids issuers in making a credible com-
mitment to continuously disclose complete informa-
tion into the future (see endnote 24).

Any theoretical model that relies on choice of
regulatory regimes immediately raises the problem
of regulatory arbitrage--a process by which competi-
tion among regulators causes erosion in regulatory
standards below a desirable, optimal level. This is
the subject of extensive literature that cannot possi-
bly be covered here. The issue often boils down to
whether the competition would lead to a "race for the
top" or a "race for the bottom." The situation is more
complex in my mind: By cross-listing, the issuer
may opt into another securities regulation regime,
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but without severing its legal ties to its home coun-
try. The outcome is a rather complex legal regime in
which some components might bring about an im-
provement in the composite regime governing the
issuer but other components might erode its effec-
tiveness (see endnote 25).

Both Coffee and Rock are well aware of the
race-for-the-bottom problem. Rock argues that the
SEC (as opposed to the NYSE) is the only entity that
is able credibly to commit to enforcing its own regu-
lations. This is due to its monopoly over criminal
sanctions in the US and a history of enforcing high
disclosure requirements (see endnote 26). Coffee
assumed that a race for the bottom is unlikely, be-
cause issuers will not delist from the NYSE to avoid
the SEC's exacting regulatory regime and move to
another stock exchange--say, Milan's--in a country
with an inferior regime (see endnote 27). The issuers
will not delist, because they would then lose the
great advantages of listing on the NYSE as the mar-
ket to which issuers from all around the world "herd"
to" (see endnote 28).The SEC could correspondingly
exploit the dominance of U.S. markets to protect the
dispersed shareholder" (see footnote 29). But if this
were true, then the entire theory is turned on its head.
Foreign issuers do not cross-list for the improved
regulation but rather despite such regulation. "For-
eign issuers will pay some price in increased regula-
tion in order to obtain the advantages of the domi-
nant market" (see endnote 30).

Recently, Coffee repeated his theory and revised
it in light of developments in international stock
markets and further empirical research (see endnote
31). This version likewise envisions the possibility of
a dual-equilibrium global environment. In this envi-
ronment, "high disclosure" exchanges would serve as
regional "supermarkets," providing bonding services
to high-quality issuers, while firms less interested in
attracting minority investors (but still desiring some
degree of liquidity) might trade only on lower-
disclosure exchanges (see endnote 32). The crucial
point in such a theory is identifying what mechanism
could support the high disclosure, race-for-the-top
equilibrium. The theoretical answer is, again, market
liquidity: Uninformed public investors would flock
to markets where they are better protected, creating
large liquidity pools as a result.

3. The problem of managerial opportunism

In parallel with the development in theoretical analy-
sis of cross-listing, empirical testing is undergoing a
similar evolution. Empirically testing these theories
is difficult since the theories are not mutually exclu-
sive. Early studies of cross-listings tended to be
oblivious to the numerous factors that could affect
the observed findings. Sophisticated studies that try
to disentangle multiple effects, or to isolate the effect
of a particular factor while holding other factors con-
stant, are a very recent phenomenon.

VIRTUS,

Until recently, both theoretical and empirical re-
search on cross-listing concentrated on firms and
stock exchanges as the actors in the global market
for cross-listings. Such analyses are misleadingly
partial, since management integrity cannot be pre-
sumed. Nevertheless, little attention has been paid to
the role managerial opportunism may play in the
decisions companies face on whether to make cross-
listings, as well as the choice of particular destina-
tion markets. More recent analyses are more atten-
tive to these issues (see endnote 33). The central in-
sight here is that corporate decisions--in this case,
with regard to cross-listing--are made by agents.
Agency theory implies that insiders in decision mak-
ing positions--namely, managers in widely held
companies, or controlling shareholders--are expected
not to remain indifferent to legal duties pertaining to
them individually, but to actively seek their own
benefit. For example, agency theory may be impli-
cated in relation to regulation of self-dealing and
affiliated party transactions, disclosure of top execu-
tive remuneration on an individual basis, and oppor-
tunities to engage in insider trading with impunity
(see endnote 34).

The upshot of this reasoning is that cross-listing
and bonding may not overlap. In some cases, when a
foreign market effectively imposes better corporate
governance on foreign issuers, managers may choose
to cross-list their firms on this market with a view to
exploiting the financial and other business benefits
that such a transaction could bring about, foregoing
their expected private benefits. In other cases, how-
ever, the cross-listing may not entail corporate gov-
ernance improvements. Indeed, cross-listing could
then be used to avoid a more stringent regime. Pig-
gybacking could take the direction of a race for the
bottom.

4. Assessing investor protection

To substantiate the bonding hypothesis, one needs to
show (1) that the destination market's regime is bet-
ter than the regime in the origin country and that the
former regime effectively applies to foreign cross-
listed firms and (2) that the course of cross-listing
transactions is "upward"--in other words, that firms
choose destination markets with more stringent re-
gimes. Recent research now suggests that upon
closer scrutiny, neither of these elements receives
support. To keep the discussion tractable, | will con-
centrate on element (1) in this Part; element (2) will
be dealt with the later part.

Let us, therefore, examine in what sense certain
markets--in particular, American markets--can be
perceived as more investor-protective than others.
The cross-listing literature refers to differences in
investor protection in three separate respects. First,
legal and regulatory requirements apply to all issuers
under American law, but presumably not under other
countries' laws. Second, different levels of disclosure
apply to foreign issuers under American law, due to
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variations in the applicability of SEC rules and US
accounting standards. Third, there are differences in
the protection granted to public minority sharehold-
ers under various countries' laws around the world.
These aspects are discussed in turn.

US corporate governance provisions

US securities laws include several provisions that
appear to be uncommon in other countries, but that
protect public shareholders from certain abuses by
dominant shareholders and managers (see endnote
35). Some of these measures may be applicable in
principle but are irrelevant or ineffective in practice.
For instance, some rules under Sections 13 and 14 of
the Exchange Act are tailored to American corpora-
tions. These companies are widely held, and can thus
be vulnerable to hostile takeover bids, which absent
regulation can lead to remaining minority sharehold-
ers being squeezed out at an unfairly low price. In
contrast, European and Asian corporations are nearly
always controlled by a large shareholder--often a
family or the state (see endnote 36). As a result, hos-
tile bids for these companies are practically unheard
of, and minority public shareholders are exploited by
majority shareholders with impunity (see endnote
37). A serious threat to insiders--and, therefore, an
effective corporate governance improvement--is the
potential antifraud liability under Rule 10b-5 (see
endnote 38) and other provisions of the Securities
Acts. A recent study by Jordan Siegel indicates,
however, that the SEC has adopted a "hands-off"
enforcement policy toward foreign issuers (see end-
note 39). For the entire period since the enactment of
the Securities Acts, Siegel was able to find virtually
no reports regarding public enforcement steps, even
when egregious misconduct was involved and had
been publicized in the issuer's home country. SEC
officials informally confirmed that this is indeed the
case, inter alia, due to difficulties in extraterritorial
enforcement. The big threat, it seems, is largely illu-
sory (see endnote 40).

Finally, the national stock markets in the US
have found it necessary to supplement federal and
state laws with additional requirements intended to
improve corporate governance in their listed compa-
nies.

These requirements include, for example, nomi-
nating independent directors and creating audit and
remuneration committees. These requirements in
principle apply to foreign issuers and could enhance
their own corporate governance. In practice, how-
ever, foreign issuers can easily obtain an exemption
from corporate governance listing requirements (see
endnote 41). The SEC has approved of this practice
(see endnote 42). This is fully in line with the SEC's
policy to relieve foreign issuers of corporate govern-
ance requirements in order to attract them to the US
and is also consistent with the avoiding hypothesis.

40
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US foreign issuer disclosure regime

During the 1970s and 1980s, American stock mar-
kets faced intensified competition from foreign ri-
vals. The SEC then promulgated Form 20-F, which
applies to foreign private issuers (see endnote 43).
Form 20-F includes several exemptions from the
disclosure regime applicable to domestic American
issuers under Form 10-K. The United States thus has
two securities regulation regimes: one for domestic
issuers and one for foreign ones. The more signifi-
cant differences between the two regimes pertain to
corporate governance. Apparently, the SEC correctly
analyzed how the foreign listing decision is reached
and purposefully watered down the provisions that
bothered insiders most (see endnote 44). The US
foreign issuer regime at best curbs managerial slack
through more detailed accounting requirements, but
it purposefully shies away from regulating self-
dealing.

The biggest gap, perhaps, concerns the thorniest
issue: disclosure of conflicts of interest. Form 20-F
permits foreign private issuers to disclose aggregate
remuneration and aggregate options to purchase se-
curities, unless the issuer already discloses data for
individually named directors and officers. Foreign
issuers are further exempted from disclosing data
concerning material transactions with officers, direc-
tors, and control persons, unless the issuer already
makes such disclosure. According to Loss and
Seligman's authoritative treatise, "these requirements
significantly compromise the more demanding con-
flict of interest requirements found in Items 402 to
404 of Regulation S-K" (see endnote 45).

Form 20-F requires foreign issuers to disclose
the names of persons known to own more than 10
percent of the issuer's voting securities. Foreign issu-
ers are only required to disclose the total amount of
voting securities owned by the officers and directors
as a group, without naming them. In contrast, the
threshold for US issuers is 5 percent, and issuers
must disclose individual holdings of their officers
and directors (see endnote 46).

While foreign issuers' financial statements must
be substantially similar to those filed by domestic
issuers, the former can, in certain circumstances,
avoid the requirement to disclose business segment
information (see endnote 47). Lowenstein, among
others, considers this duty an important corporate
governance tool and identifies additional accounting-
related issues with a similar effect (see endnote 48).

Rule 3a-12 exempts foreign private issuers from
several duties with regard to proxy statements under
Section 14 of the Exchange Act. As a result, the
shareholder voting mechanism of these issuers, in-
asmuch as proxies are involved, is not subject to the
same disclosure regime that applies to domestic US
issuers. Rule 3a-12 further exempts foreign private
issuers from Section 16 of the Exchange Act,
namely, from the prohibition on short sales and
shortswing profits by corporate insiders. While these
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insiders remain subject to disclosure duties regarding
their shareholdings under Section 13 and to the gen-
eral antifraud prohibition under Rule 10b-5, the ex-
emption from Section 16's short-swing sales prohibi-
tion does allow them more room to trade on inside
information.

Foreign issuers using Form 20-F can file an an-
nual report within 6 months after the end of the fiscal
year covered, while domestic issuers must include
financial statements that are within 135 days of the
filing date.

Finally, Regulation FD, which prohibits prefer-
ential distribution of nonpublic information (hence
its title, "Fair Disclosure"), excludes foreign issuers
from its ambit (see endnote 49). Although strictly
speaking, this Regulation may be considered unre-
lated to corporate governance, trading in foreign is-
suers' stocks has become potentially less fair than
trading in domestic issuers' stocks following the
Regulation's promulgation (see endnote 50).

It should be noted that the Sarbanes-Oxley Act
of 2002 (see endnote 51) has caused only minor
changes with regard to foreign issuers' disclosure. By
the end of 2002, the SEC had promulgated three ma-
jor regulatory measures to implement the Act. Of
these, only one measure applies to foreign issuers.
Thus, the acceleration of periodic report filing dates
by large companies, and of ownership and trading by
reports officers, directors, and principal security
holders under Section 16(a) of the Exchange Act,
does not apply to foreign issuers (see endnote 52).
The third measure, requiring certification of periodic
disclosures by issuers' directors, does not exempt
foreign issuers (see endnote 53). Whether the SEC
will vigorously pursue foreign directors who breach
these rules remains to be seen. The SEC's record in
this regard is not encouraging.

Shareholder protection indices

In comparing legal investor protection under various
national laws, recent finance studies rely on La
Porta, Lopez-de-Silanes, Shleifer, and Vishny's
groundbreaking approach to operationalizing legal
rules (see endnote 54). La Porta et al constructed
indices of investor rights and related them to a tradi-
tional classification of legal families. The methodol-
ogy was simple yet bold: La Porta et al surveyed the
laws of forty-nine countries and filled out a virtual
scorecard for each country, adding one to a country's
score for every legal right that its laws included--up
to a maximum of six on an "anti--director rights"
index. A similar procedure was followed for legal
provisions that protect secured creditors. This
method enabled statistical tools to be implemented
for analyzing legal phenomena in a multinational
sample.

In considering the use of these indices to study
cross-listing, one must bear in mind that these indi-
ces and their underlying methodology suffer from
certain limitations beyond their obvious (and inevi-
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table) crudeness. First, La Porta et al's anti-director
rights index does not cover securities laws or stock
exchange listing rules. Inasmuch as the index scores
do reflect the content of countries' corporate laws,
they might be useful for judging investor protection
in issuers' countries of origin. Being part of private
law, corporate law applies to corporations according
to their nationality, which--at least in common law
jurisdictions--is determined by the country of incor-
poration (see endnote 55). Consequently, the corpo-
rate laws of cross-listing destination countries do not
apply to foreign issuers (see endnote 56). One, there-
fore, cannot assess improvements in investor protec-
tion due to cross-listing based on comparing these
index scores for origin and destination countries.

Second, the anti-director rights index also does
not cover the core issue of corporate governance--
namely, the regulation of self-dealing by directors
and control persons (see endnote 57). To be sure,
devising a numerical representation for this aspect is
a difficult challenge. Yet from the standpoint of mi-
nority shareholders, this is the most disturbing prob-
lem.

Third, La Porta et al's indices only purport to
gauge the level of investor protection as it is re-
flected in statutory law. These indices are insensitive
to the actual role that the law on the books plays in
practice in regulating insiders' misconduct. The level
of legality--in other words, the degree to which the
law is adhered to and is being enforced--has been
shown to be a critical aspect of corporate governance
(see endnote 58). A number of bodies now produce
indices that gauge perceived levels of legality (also
referred to as "rule of law" or "law and order"). Such
indices are emerging in recent cross-listing studies as
well. While these indices do reflect the quality of the
general social infrastructure in origin and destination
countries, they say nothing about the nature or qual-
ity of corporate governance in these countries.

The evidence

Do issuers seek markets that offer better governance
regimes? Do regulators and stock exchanges race for
the top in promulgating corporate governance provi-
sions when trying to attract top managers and con-
trolling shareholders? The proposition that they do is
debatable. But empirically resolving this question
involves considerable challenges. The fact that a
number of motivations may affect the cross-listing
decision makes it difficult to discriminate between
the effects of each motivation. This Part, therefore,
looks at the available body of evidence. An objective
analysis, especially of recent studies, indicates that
the bonding hypothesis is not supported by extant
empirical evidence.

Early impact studies

As already mentioned, early investigations of the
causes and effects of cross-listing transactions
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largely overlooked the problem of managerial oppor-
tunism. The focus was instead on the overall finan-
cial impact of cross-listing. In particular, researchers
looked at changes in expected returns and liquidity
following a cross-listing transaction. The findings of
these past studies are inconclusive and vary across
samples (see endnote 59). A number of the studies
find a small positive reaction to a listing or the an-
nouncement of a listing on a US exchange, which is
interpreted as an indication of a decline in a firm's
cost of capital. This effect is consistent with several
of the financial and business motivations for cross-
listing mentioned above: segmentation, liquidity,
shareholder base, visibility and marketing, and ac-
cess to additional financing. Corporate governance
improvement due to increased disclosure is men-
tioned as a possible factor in a careful study by
Darius Miller, but its role is ambiguous at best in
light of concomitant segmentation gains in Miller's
sample (see endnote 60).

A recurring and rather puzzling finding in these
studies is that cross-listed firms experience a sub-
stantial and negative cumulative abnormal stock re-
turn in the year subsequent to the cross-listing. In
other words, the immediate positive effect is short-
lived and is more than eroded in the medium term.
Cross-listing by US firms on foreign markets was
repeatedly found to be an outright negative-value
transaction or to have a nonsignificant effect--
something that calls into question at least the judg-
ment of the firms' managements.

Survey studies

A number of studies have taken a direct approach to
investigating motivations for cross-listing. H. Kent
Baker surveyed NYSE firms listed on one or more of
the Tokyo, London, and Frankfurt stock exchanges.
The results highlight visibility and market presence
as the primary motivations and downplay financial
considerations such as cost of capital, liquidity, and
stock price stability (see footnote 61). Executives of
non-US companies whose securities are listed or
traded in the United States mentioned the following
reasons for a US listing: (1) business reasons (facili-
tating a US acquisition, business expansion, publicity
for products, prestige, visibility); (2) financial rea-
sons (better price, liquidity, size of transaction,
status); (3) industry specific reasons (listing of com-
petitors, opinions of analysts); and (4) expansion of
US shareholder base (see endnote 62).

With regard to disadvantages of cross-listing in
the United States, managers of non-US firms are
single-minded. In practically every study, respon-
dents cite disclosure requirements as the major ob-
stacle. These findings are incompatible with the
bonding hypothesis. Under this paradigm, submitting
to a more exacting regime with a view to using it as a
bonding mechanism should be perceived as a posi-
tive-value aspect of cross-listing. In reality, the sur-
veys consistently indicate that if increased disclosure
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levels under US regulations play any role, this role is
definitely a negative one. Managers do not even pre-
tend to mention increased disclosure as a plus. In
their mind, the US disclosure regime is a liability
more than an asset. This observation is all the more
striking when one recalls that foreign issuers are ex-
empt from many corporate governance disclosure
duties. For the people who make the foreign-listing
decision, piggybacking on the American regulatory
regime is not among the reasons for coming to
America.

Migration studies

Survey studies may be vulnerable to the objection
that what people do matters more than what they say
about reasons that led them to do it. "Migration stud-
ies," that is, studies that look into regularities in the
destination markets of choice for cross-listed firms,
should, therefore, be a valuable source. Migration
studies investigate two aspects of cross-listing pat-
terns: characteristics of cross-listing firms and char-
acteristics of destination markets.

Early migration studies have found that firms
are more likely to cross-list on stock exchanges with
lower disclosure levels and in countries that repre-
sent larger markets for the firms' products, in line
with the visibility rationale (see endnote 63). During
the 1990s, there was an increase in the number of
cross-listing transactions, coupled with higher diver-
sity of origin countries due to privatization trends in
emerging economies. Another development has been
the tremendous growth of the high-tech, high-risk,
high-growth sector around the world, but mostly in
the United States. Until mid-2000, this trend was
accompanied by a soaring stock market in the US. A
number of studies in the early 2000s shed more light
on the characteristics of cross-listed firms and their
preferred destination markets in the wake of these
trends.

Pagano, Roell, and Zechner find that, for cross-
listed European companies, US exchanges appear to
be especially suited to the needs of high-growth,
export-oriented, and high-tech European companies
(see endnote 64). Doidge, Karolyi, and Stulz studied
a broader sample of cross-listings in the United
States in 1998 (see endnote 65). In comparison to
non-cross-listed firms, cross-listed firms turn out to
be worth more. Doidge et al relate this premium to
lower agency costs. Perhaps the reconciliation with
US-GAAP led to lower managerial slack in these
firms. But whether having an American Depositary
Receipt ("ADR") in itself should lead one to expect
lower agency costs due to opportunism is debatable,
as pointed out above. It should also be noted that this
is not the only possible explanation for the cross-
listing premium.

Doidge et al concede that the greater valuation
of cross-listed firms may simply result from the US
bull market at the time of the sample (in the midst of
the bubble). The higher valuation could also stem
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from the increased visibility and analyst coverage,
which need not be related to corporate governance
(see endnote 66). Moreover, another simple explana-
tion consistent with the results may be called "signal-
ing-not-bonding": Better firms signal their business
quality by listing in the US and joining their peers
there, without much corporate governance improve-
ment (see endnote 67). Investors prefer investing in
better firms, irrespective of their being foreign-listed,
but respond to the US listing as a signal of firm qual-
ity. Evidence from several countries that supports the
latter stories thus calls the bonding story into ques-
tion (see endnote 68).

Pagano, Randl, Roell, and Zechner in another
study investigate how the actual cross-listing choices
of European companies correlate with specific fea-
tures of exchanges and countries (see endnote 69).
Consistent with the visibility rationale for cross-
listing, companies are found to be attracted to larger
markets than their home exchanges, and to markets
on which other firms from the same industry are
listed. Destination countries have on average lower
accounting standards than origin countries, thus con-
firming earlier findings and the survey studies' re-
sults. In terms of regulatory environment, companies
tend to cross-list in markets with higher anti-director
rights index scores, enforceability of contracts, and
faster bureaucracy. This finding is presented as sup-
porting the bonding story, but such a conclusion may
be overstated. These variables of destination coun-
tries--particularly the anti-director rights index
scores--do not reflect higher anti-director protection
as applied to foreign, cross-listing firms. Reflecting
the dominance of the NYSE, NASDAQ, and the LSE
in the cross-listing business, these results simply
show that the US and UK provide their residents
with a better business environment.

Using an extensive dataset of nearly the uni-
verse of foreign listings in 1998, Sarkissian and
Schill find strong evidence that cross-listing activity
clusters regionally, with firms cross-listing in host
countries that are close to their home countries (see
endnote 70). Geographic proximity and other vari-
ables of familiarity such as trade, common language,
colonial ties, and similar industrial structure play an
important role in the choice of overseas host market-
-more important, in fact, than financial factors. In the
secondary market, Portes and Rey show that cross-
border equity transaction flows are explained by a
"gravity model," in which market size, efficiency of
the transaction technology, and distance are the most
important determinants (see endnote 71). Portes and
Rey surmise that geographical distance hinders eco-
nomic exchanges because of informational friction
that results from a relative lack of cultural affinities
with distant markets. These results indicate that the
geography of information and informational friction
dominate other factors--including financial motiva-
tions--in the distribution of cross-border securities
transactions.

Finally, a recent study by Nuno Martins presents
a theoretical model in which information asymme-
tries between investors drive the foreign listing deci-
sion (see endnote 72). Strikingly, the model predicts
that as information asymmetries increase, an interna-
tional listing will benefit better-informed domestic
traders. With cross-listing of the firm, these domestic
traders can trade in higher volumes, and thereby
multiply their earnings vis-a-vis less informed inter-
national traders. Martin's evidence strongly confirms
this prediction. It is also consistent with other studies
surveyed here, as well as with the managerial oppor-
tunism argument.

Recent impact studies

There is now evidence for managerial opportunism
(that is, insider rent-seeking) with regard to the tim-
ing of listing: Firms tend to list during periods of
peak performance and may even accelerate their list-
ings in order to meet listing requirements before an-
ticipated poor performance must be disclosed (see
endnote 73). If the timing of listing were affected by
managerial self-interest, why wouldn't the location of
the listing be similarly affected?

Before turning to sophisticated techniques, con-
sider Siegel's study, which paid special attention to
Mexican firms (see endnote 74). Siegel examined the
correlation between a Mexican issuer having an
ADR facility and the likelihood of an insider of the
issuer engaging in asset-taking. The results fly in the
face of the bonding hypothesis. It was found that
having an ADR was associated with a substantially
greater likelihood of having an insider engage in
asset-taking, whether it was illegal or legal (that is,
not formally prohibited by law). The simple interpre-
tation of this finding is that cross-listing in the US
might have encouraged self-dealing in some way,
which is diametrical to the common wisdom about
cross-listing.

Other studies take different novel approaches to
isolate the impact of various factors that might influ-
ence stock price behavior (see endnote 75). Russino,
Cantale, and Bris consider a unique sample of firms
with dual-class shares, where one class of shares is
listed only in the domestic market, and the other
class is dual-listed (see endnote 76). Following the
cross-listing, the bid-ask spread for the dual-listed
stock decreases in the domestic market, while the
spread for the domestically-listed stock does not.
These results are consistent with a financial motiva-
tion for cross-listing (improved liquidity) but are
inconsistent with a signaling (bonding) hypothesis.
Bailey, Karolyi, and Salva evaluate the impact of the
increased disclosure faced by non-US firms when
they list their shares on certain US markets (see end-
note 77). Their results provide little support for the
theoretical prediction that firms who "race for the
top" in terms of bonding to an increased disclosure
regime should experience beneficial effects. If any-
thing, the evidence is consistent with a contrary hy-
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pothesis, suggesting that investors perceive firms'
choice of destination markets as a "bad signal." It is
as if the cross-listing provides greater leeway for
insiders to engage in self-serving conduct.

Against this backdrop, a study of foreign listings
on US markets by Reese and Weisbach may appear
to provide support for the bonding hypothesis (see
endnote 78). Non-US firms with US-listed ADRs are
found to have received more outside investment than
did comparable firms without US-listed ADRs for
two years following the issue of the ADR. The addi-
tional financing arguably reflects outside investors'
higher trust in issuers' managements. Cross-listings
are more common from firms with strong investor
protection at home (measured with the anti-director
rights index of La Porta et al). Also, among firms
that have US-listed ADRs, those firms from coun-
tries with strong minority shareholder protection are
more likely to issue subsequent equity in the US,
while firms from countries with weak shareholder
protection are more likely to issue subsequent equity
outside the US. "Each of these findings," Reese and
Weisbach submit, "is consistent with the shareholder
protection [bonding] arguments” (see endnote 79).

Not so. Most of these findings, in fact, are in-
compatible with a cross-listing-as-bonding story.
Consider the fact that subsequent equity issuances of
firms from certain countries (typically emerging
economies) do not take place in the United States.
This is puzzling. Recall that access to external fi-
nance is among the main reasons cited by managers
for cross-listing in the US. The fact that US-listed
issuers prefer (or are driven) not to re-tap the Ameri-
can capital market actually suggests that US inves-
tors are not impressed by the alleged positive signals.
Otherwise, American investors would have partici-
pated equally in subsequent financing rounds. The
fact that they do not is consistent with an interpreta-
tion of cross-listing by American investors as a neu-
tral or negative signal with regard to corporate gov-
ernance, in line with Bailey et al's argument. Like-
wise, Reese and Weisbach's finding, that cross-
listing firms from emerging markets tend to avoid
the high-disclosure NYSE and NASDAQ, is in line
with findings of numerous other studies reviewed
above. Their finding is consistent with the avoiding
hypothesis as concerns corporate governance and
with the other potential motivations for cross-listing,
but is inconsistent with a bonding story. Indeed,
Reese and Weisbach's own conclusion from their
migration analysis offers strong support for the
avoiding hypothesis:

Overall, these results are consistent with the
view that managers in weak protection countries are
reluctant to cross-list in the US because of the poten-
tial loss of private benefits. In other words, theory
suggests that the private-benefit effect and the pub-
lic-value effect work in opposite directions. ... The
results ... suggest that the private-benefit effect is the
larger of the two (see endnote 80).
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The case of Israel

Of the numerous origin countries of cross-listed
firms, Israel stands out as a case that may deserve
special attention. Notwithstanding the small size of
its economy, Israel was among the major suppliers of
foreign-listed stocks to US markets--by some ac-
counts, second only to Canada--with over a hundred
companies listed on various US markets. Israeli US-
listed issuers are an anomalous group. Unlike their
counterparts from other countries, most of the Israeli
issuers were listed only in the US, without having
previously listed on the Tel Aviv Stock Exchange.
Several commentators have cited Israel as supportive
evidence for the bonding hypothesis. An Israeli leg-
islative reform project around 2000 proved, however,
that the opposite is the case: As | have shown else-
where in a detailed case study (see endnote 81). Is-
raeli US-listed issuers staunchly resisted any increase
in their corporate governance-related disclosure be-
yond the sub-optimal level they are subject to in the
US. In a paraphrase of Brandeis' timeless maxim,
listing in the US gave Israeli issuers an opportunity
to avoid the disinfecting sunlight of their home coun-
try's securities laws--an opportunity they were un-
willing to forego.

Conclusion

This article has critically examined the bonding hy-
pothesis about cross-listing. The notion that corpora-
tions can self-improve their corporate governance by
opting into a foreign country's legal and regulatory
regime through cross-listing has made considerable
inroads into the legal and finance literature. If true,
this hypothesis may entail practical implications for
both issuers and investors. This hypothesis also bears
important implications for policymakers, be they in
origin countries or in potential destination countries.
Proving or disproving whether the bonding hy-
pothesis correctly describes the dynamics in interna-
tional securities markets is a difficult task. Many
factors are simultaneously at play, and the environ-
ment intertwines complex financial and legal ele-
ments. The body of evidence that has accumulated in
recent years indicates that as a positive empirical
matter, the bonding hypothesis is unfounded. In real-
ity, cross-listing may be pursued by issuers for a
number of good reasons, but for the majority of issu-
ers, corporate governance self-improvement appar-
ently is not among them. Instead of bonding, most
issuers may actually be avoiding better governance.
Beyond this, preliminary evidence suggests that
the overriding factors in this complicated setting are
distance and cultural proximity. All the players in
this game--from issuers to stock exchanges to regula-
tors--understand this and make their moves accord-
ingly. The upshot of the insights advanced in this
article is not that cross-listing should be curbed.
These transactions will continue to take place as long
as they allow companies to expand their business and
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improve their financing. Improvements in issuers'
corporate governance can be achieved primarily
through sustained efforts by lawmakers and regula-
tors in firms' home countries. Cross-listing is no
quick fix.
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