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ABSTRACT

This paper analyzes the determinants of the difféak pricing of equity classes (the so-called etlaks
premium [DCP]) in Brazil from 1995 to 2006 with acfis on two specific corporate governance aspgdtse
granting of tag along rights, a mandatory bid riiat extends to minority shareholders the righset their
shares in case of a control transfer; and ii) theniity of the controlling shareholders, with anpémsis on
family control. We examined 87 Brazilian listednfis throughout the period, resulting in a sample,eB87
observations. We found empirical evidence that gharin Corporate Law decreased (increased) thentaba
of voting shares in terms of tag along rights rexdliéincremented) DCP. However, we did not find erogli
evidence that the voluntary granting of tag aloigipts altered DCP. We also found evidence sugggstiat
family control is positively associated with DCR/é¢ Overall, our results indicate that regulatioagarding
shareholders’ rights and the identity of contralishareholders are the two relevant corporate gavee
variables for DCP level in environments charactstiby concentrated ownership structures.
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INTRODUCTION

Two different equity classes of a single firm witke same cash-flow rights but different voting
rights should lead to equal priciflg However, a series of theoretical and empiricabigts have
shown that a price premium (the so caNeting premium or VP) could exist for voting shares over
non-voting shares of a single fin These empirical results are explained by two raaguments: 1)
that controlling shareholders can extract privagedfits of control (which would lead to a positive
relation between the amount of these private benafid VP); and 2) that voting shares could be
important in a takeover contest, seizing a fractbhe premium to be paid by eventual acquiters
(which would lead to a positive relationship betwdiee probability of voting shares being important
for acquirers and VP). Caprio and Croci (2008, ps@mmarize this discussion, arguing that well-
established literature suggests that the main m@tants of the price differential between votinglan
non-voting shares are the presence of private hemdfcontrol and the probability that the incumbe
will be dispossessed of control by someone whoraotates a larger voting block.

In the case of firms with dispersed ownership sagharge Anglo-Saxon companies, competition for
control can be intense, and marginal shareholdersracial in control contests. On the other hdod,
firms with concentrated ownership, such as all Beazfirms analyzed in this paper, marginal voting
shareholders do not play any pivotal role in cdntantests since controlling shareholders always
have a majority of outstanding voting sh&fes#\s a consequence, the differential pricing betwee
voting and non-voting shares would be solely duia¢oprobability of extraction of private benefits
control and to the difference of some observalgjatsi attached to different equity classes (such as
different dividends, mandatory bid rule, liquiddifferentials, etc.).

Corroborating the hypothesis that the relative @adti voting shares against non-voting shares can
be seen as a proxy for the level of private bemddittracted by controlling shareholders, several
previous researches have found lower VP for firmsated in countries with stronger investor
protection. Specifically, for countries considered have stronger investor protection, VP ranged
between 0-2098, whereas for countries considered to have weakegstor protection VP ranged
between 50-100%%. The negative relationship between the qualitineéstor protection and the level
of voting premium was further confirmed by Neno2®@3) after analyzing data of 661 companies
from 18 countries. Doidge (2004) also corrobordbedabove hypothesis, finding that VP is lower for
firms that cross-listed their shares in market$hwhilgher corporate governance standards, therefore
committing themselves to reducing the level of gtévbenefits to be extracted by their controlling
shareholders.

In Brazil, contrary to most equity markets, votisgares are reported to have been traded at a
discount relative to non-voting shares (Silva & imanyam, 2007). There are four main reasons
for this result: i) both papers only analyze votsiwares available for trading in the market, thereef
not taking into account the implicit voting premiumald by the shares of controlling shareholdeJs; i
non-voting shares usually have higher liquiditydisvthan voting shares; and iii) for most firmsg th
dividend paid for non-voting shares is 10% higheant for voting shares. As a result, we cannot
consider the price differential between voting and-voting shares floating in the market in Braal
an accurate measure of the voting premium. Rathemnply corresponds to a dual class premium
[DCP] between two share classes, which will betéine we will use henceforth.

In recent years, Brazilian firms have seen impdrtdmanges in the relative rights of voting shares
against non-voting shares, which could have imghBEXeP. These changes are related to the concept
of mandatory bid rule, in which minority sharehalkldhave the right to receive at least a given
percentage of the price paid by controlling shalddrs in case of selling their control stake. The
mandatory bid rule is known in Brazil as tag along right which will be the term that we will use
henceforth.
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On the one hand, firms have seen changes in ctéepasa that can be considered exogenous events.
Prior to May 1997, the acquirer of a control blag&s required to make an offer to the remaining
voting shareholders at the same price offered ntratting shareholders. Therefore, under dniginal
corporate law (Law n. 6.404, 1976), a tag alongtraf 100% for minority voting shareholders was in
place. However, Law 9.457, enacted in May 1997 rated the previous corporate law, abolishing tag
along right€. Finally, a new amendment to corporate law, LawBQ8, enacted in October 2001,
partially reinstated tag along rights for minoritgting shareholders, this time with 80% of the @ric
paid for the shares of the controlling block. Oa tither hand, since 2001 some firms have volumptaril
decided to grant tag along rights to minority shatders (even non-voting shareholders) beyond law
requirements in Brazil. This decision was takerpag of the process that some firms carried out to
adopt the so-calledest corporate governance practicé8. Therefore, we have also seen an
endogenous decision leading to a different balariceghts between voting and non-voting shares
throughout this period, which could have impact&POin Brazil.

In sum, the Brazilian case is interesting for threasons: i) the issuance of non-voting shares is
widespread; ii) there is a large wedge betweemgatights and cash flow rights held by controlling
shareholdef¥”: and, iii) the country witnessed exogenous evémis changes in corporate law) as
well as endogenous ones (voluntary granting ofalmgg rights by firms willing to improve their
corporate governance practices) that changed the & tag along rights throughout the research
period (1995 to 2006). Besides the exogenous atidgemous changes regarding mandatory bid rules,
about half of Brazilian listed firms are controlleg familie$*”, which could possibly impact DCP.
This hypothesis was recently tested by Caprio aratiG2008) in Italy. The authors argue that the
role of family control is an important factor in@aining DCP, ignored by previous literatlife

In short, we aim to answer two main questions, tigonstitute the main contributions of this
paper: 1) How do exogenous and endogenous changasspecific corporate governance device,
called tag along rights, impact DCP over time im®I?; and, 2) Does the identity of the controlling
shareholder matter for the level of DCP?

Regarding the first question, our empirical ressiiggest that the enactment of corporate laws have
a significant influence on DCP. Specifically, exngas legal changes that increased (decreased) the
relative advantage of voting shares vis-a-vis noting shares regarding tag along rights increased
(decreased) DCP in Brazil. However, we did not fiotust evidence that voluntary granting of tag
along rights (an endogenous change promoted bysYinmfluences DCP level in our sample.
Regarding the second question, we found a pogitiation between family control and DCP. This
result is in line with the results obtained regagdihe Italian market by Caprio and Croci (2008).

Besides the two main results, other results stamd)owve observed a significant variation in DGP i
Brazil during our sample period, ranging from a méaedian) of 17.97% (4.95%) in 1996 to -2.87%
(-6.93%) in 2000; ii) liquidity and dividend diffentials between voting and non-voting shares play a
significant role in explaining DCP; and, iii) themcentration of both control rights and cash flow
rights by controlling shareholders influences tieevel.

The paper is structured as follows: we initiallyegpent some background on the institutional
framework in Brazil, including the main changesnfrd995 to 2006, as well as results from recent
papers on this field of research. We then proceild the methodological detailing of the paper,
including the research model and variable defingioAfter the methodology section, we present and
discuss the main empirical results, with the feedtion providing the concluding remarks.

INSTITUTIONAL FRAMEWORK IN BRAZIL

The main differences between voting and non-vosingres in Brazil are stated by Law 6.404/1976

1~ .l o~ . e N 1 A=A NN~
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in October 2001 by Law 10.303/2001. This sectioovjgles some evidence on how the changes in
corporate law altered the balance of rights betwerimg and non-voting shares in Brazil from 1995
to 2006.

Prior to May 1997

Law 6.404/1976, enacted in December 1976, goveBnadilian corporations without changes until
1997. The Law allowed firms to issue common (vatisbares and preferred (non-voting) shares.
Non-voting shares could constitute up to two thifstotal outstanding shares, meaning that
controlling shareholders could directly own only. 7% of the total share capital in order to assure
control. Article 254 of the Law required a mandsgtoffer for all outstanding voting shares in cage o
a control transfer at the same price and termbietontrol block shares. The original Corporate Law
also set a mandatory minimum dividend payment 6628 net income. As an additional protection
for non-voting shareholders, if the company faddistribute dividends for three years in a rovg.(e.
due to losses), preferred non-voting shareholdetgiige full voting rights until the firm starts
repaying dividends.

May 1997 Amendments to the Corporate Law

To avoid likely lawsuits from minority shareholdedsiring the privatization process, Brazilian
Congress approved amendments to the Corporate Lavown as Law 9.457/1997 — in May 1997.
This new legal framework repealed Article 254, magkit no longer necessary that the acquirer had to
make a public offer to buy all outstanding votirttaes under the same terms as those offered to
previous controlling shareholders. To mitigateithpact on minority shareholders, the new regulation
entitled preferred non-voting shareholders to atitehal 10% in dividends compared to those paid to
ordinary voting shareholdét3.

October 2001 Amendments to the Corporate Law

Law 10.303/2001, enacted in October 2001, was dedigo minimize the negative impacts of the
previous legislation (Law n. 9.457, 1997). Amonbestnew clauses, it partially reinstated tag along
rights for voting shares, assuring minority votistsareholders an offer of at least 80% of the price
paid for control block shares. Furthermore, Law308/2001 reduced the maximum ratio of non-
voting shares from two-thirds to one-half of tatapital*”, and allowed firms to choose among three
different benefits to be granted to non-voting skaas a compensation for the absence of voting
rights: (a) a priority minimum dividend of 3% ofetbook value per share, (b) dividends 10% higher
than voting shares, (c) tag along rights similathe voting shares (80% of the price paid for the
controlling block). In spite of the three optiongadable for non-voting shares, the vast majority o
firms chose to maintain the differentiated divideridr non-voting shares as the extra-benefit far th
class of stock. Finally, it is important to noteatinon-voting shares have never been required by
Corporate Law to be under tag along rights in Brazi

LITERATURE REVIEW AND DETERMINANTS OF DUAL-CLASS SPREAD

Several studies have attempted to evaluate thendesnts of the dual class premium. Next, we
present the results of papers we consider more atiohg with our focus and methodology. Based on
these works, we then present the hypothesis regatdé potential determinants tested in our paper.

Nenova (2001) is the first paper to estimate tHaevaf the control block in Brazil. She found that
the control value for listed Brazilian companiesswdirectly affected by changes in the legal
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than twice with the enactment of Law 9.457/1997 i(hhweakened minority investor protection).
Two years later, control value dropped to pre-1B%#ls in response to CVM Instruction 299/1999,
which reinstated the minority protection laws sgeg by the previous legal chaffge The author
also found evidence that majority shareholders eshaome of the benefits they extracted with
minority voting shareholders in detriment of mipmon-voting shareholders.

Damodaran (2005) created a model to estimate thedlue of voting shares vis-a-vis non-voting
shares. According to this author, the differencprine between two share classes should be a @uncti
of the expected value of control. This, in turn,ukbbe a function of the probability of a change in
management at that firm and the value of changiagagement. Based on this model, the author
made several testable predictions. For our paper,niost important ones are: i) The difference
between voting and non-voting shares should go dwm 7f there is no chance of changing
management/control. This will clearly be a functminthe concentration of ownership of the voting
shares. If there are relatively few voting shahedd entirely by insiders, voting shares shouldédrat
the same price as non-voting shares. ii) Othegthiemaining equal, the smaller the number of gotin
shares relative to nonvoting shares, the higheptémium for voting shares. Since the expectedevalu
of control is divided by the number of voting stsate receive the premium, the smaller that number,
the greater the value attached to each share.

Caprio and Croci (2008) examined the dual classnpna in Italy from 1974 to 2003, a period
during which the premium fluctuated widely in theuatry, ranging from 1% to 100%. They found
that family firms have higher DCP, especially whba family owns a large stake in the company’'s
voting equity. They explain this result based oro targuments: i) that families have a higher
attachment to control (probably reacting more wigsty to potential threats of takeover by
purchasing additional voting shares); and ii) tfeamilies are more prone than other types of
controlling shareholders to expropriate the noringptlass of shareholders.

Linciano (2003) also analyzes the dual class pramiuthe Italian market, examining the effects of
changes in the mandatory bid rule introduced therd992. This rule allowed minority voting
shareholders to receive the same price per shame Ecquisition paid by controlling shareholders.
However, this right was not extended to non-votigireholders. The author found an increase of
around 2% in the premium on voting shares.

@degaard (2006) analyzed the dual class premiuforway. Differently from the majority of
papers in this line of research. But in line witteypous results found in the Brazilian market, he
found, for part of the sample period, nonvotingling at a premium to voting stock. According to the
author, this was due some unique features of Naamegorporate law that restricted the access of
foreigners only to nonvoting stocks, pushing up gthee of these shares. In short, he found evidence
that the effects stemming from market segmentagind liquidity could sometimes outweigh the
corporate governance effects.

Nenova (2003) conducted a cross-country analysi$aif companies from 18 countries. She
developed a methodology to compute the voting pemassociated with a controlling block of shares
based on the difference between the market pricdgferent classes of shares. The voting premium
ranged from -5% in Finland to 36.5% in Mexico asrti®e countries. Overall, she found that countries
with strong law enforcement, good investor promttindices and pro-investor takeover rules have
lower voting premiums.

Finally, Adams and Ferreira (2007) made a compralensurvey of the empirical economic
literature on disproportional ownership, includitige dual class premium. The authors argued that
there are two mains approaches to estimating theaidlock premium. The first one is to infer it
from the difference between the market value ofedint classes of voting shares. The second
approach is to infer the control premium from salégontrolling blocks (Dyck & Zingales, 2004,
provide an example of application of the second@ggh).
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In this paper, we measure DCP using the first aagrowhich has been the most popular in the
literature. Therefore, the dual class premium impoted as follows:

v _ pv Equation 1
DCIDI[ = Plt F)I'WPIt
it

where P/ (R") is the price of voting (non-voting) share of compain period t.

Based on the research presented and on the raialiigplayed in Table 1, we developed the
following main testable hypotheses for our papgarding the potential determinants of the dualsclas
premium:

Hypothesis 1 Law 9.457/1997, which excluded tag along righus rhinority voting shareholders,
had a negative impact on DCP.

Hypothesis 2 Law 10.303/2001, which partially reinstated téang rights only for minority voting
shareholders, had a positive impact on DCP.

Hypothesis 3 The voluntary granting of tag along rights foitbb@oting and non-voting shares, or
exclusively for non-voting shares, had a negatnpdct on DCP.

Hypothesis 4 Family control is positively associated with DCéince families have a higher
attachment to control and are more prone than dypers of controlling shareholders to expropriate
non-voting shareholders (Caprio & Croci, 2008).

Hypothesis 5 State-owned control is negatively associated VB8P since there is a lower
probability of these firms being acquired.

Besides the five main hypotheses related to thedatary and voluntary granting of tag along
rights, and the type of controlling shareholders,also developed other hypotheses usually tested in
the related DCP literature:

Hypothesis 6 The higher the dividend differential in favormdn-voting shares, the lower the DCP;
Hypothesis 7 The higher the liquidity for non-voting sharesat®ve to voting shares, the lower the
DCP; Hypothesis 8 The ratio of voting shares (control rights) hélg controlling shareholders is
negatively associated with DCP, due to the redoctibthe probability of a takeover taking place
(Damodaran, 2005), and the negative impact oniglédity of voting sharesHypothesis 9 The
ratio of total shares (cash flow rights) held bytrolling shareholders is positively associatedhwit
DCP, since it will be associated with lower levefsprivate benefits of controkypothesis 10 For
lower levels of financial leverage, the price diéfietial between voting and non-voting stock should
rise due to the potential extraction of larger ar&/benefits of control. For higher levels of finih
leverage, the relation should reverse due to aeasing risk of bankruptcy and then control chaiege
debt claimants (Saito, 2003jlypothesis 11 Firms’ size is negatively associated with DCRcsi
larger firms are less likely to experience contrahsfers.

Table 1 summarizes all the potential DCP deterntgnasted, including the operational definition of
the variables, rationale and expected sign of tledficients.
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Table 1

Summary of Research Variables, Operational Definittns, and Rationale for Expected
Coefficients’ Signs

# Code Name of Variable  Operational Definition Expeted Sign Rationale
DCP Dual class (weighted average of NA NA
premium — quarterly prices of ON (dependent
weighted average shares*— weighted variable)
of share price average of quarterly prices
of PN shares during the
quarter) / weighted
average of quarterly prices
of PN shares
LIQ_vol Liquidity difference  In (quarterly financial + Largest financial volumes
between ON and PN volume of ON shares / of ON shares relative to PN
share classes quarterly financial shares will lead to a larger
(financial volume)  volume of PN shares) dual class premium.
LIQ_neg Liquidity In (quarterly Bovespa + Largest liquidity index of
difference between liquidity index of ON ON shares relative to PN
ON and PN share shares / quarterly shares will lead to a larger
classes (Bovespa Bovespa liquidity index dual class premium.
liquidity index) of PN shares)
4 ON_conc Percentage of Sum of ON shares held - Higher concentration of voting
voting shares held by three largest shares will negatively impact
by three largest  shareholders divided by the liquidity of ON shares and
shareholders** total ON shares issued reduce the probability of a
takeover taking place
(Damodaran, 2005), thus
negatively impacting dual
class premium.
5 TS conc Percentage of totalSum of total shares held - Higher percentage of total
shares held by by three largest shares (cash flow rights) held
three largest shareholders divided by by controlling shareholders
shareholders total shares issued will be associated with lower
levels of private benefits of
control, leading to a small
dual class premium.
6 RAT_ON Ratio of ON shares Number of ON shares ambiguous  The use of non-voting shares

to the company’s
total capital

divided by the total
number of outstanding
shares (ON and PN)

in the firms’ capital enables
the controlling shareholder to
leverage resources with non-
voting shareholders.
Therefore, this shareholding
leverage implies larger
private benefits of control,
leading to higher dual class
premiums. On the other
hand, Damodaran (2005)
argues that, since the
expected value of control is
divided by the number of
voting shares to get the
premium, the smaller that
number, the greater the value
attached to each share.
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Table 1 (continued)

Name of Variable

Operational Definition

Expeted Sign

Rationale

# Code
7 DIV_DIF
8 DUM_

DIV

9 InTA
10 Lever

and
Lever_
quad

11 Ind
1...17

12 Law
6404

13 Law
9457

14 Law
10303

Difference of
dividends paid to
voting (ON) and
non-voting (PN)

shares

Dummy indicating
if ON shares

received the same orwere larger or the same as

superior dividends

(Dividends paid to ON
shares — Dividends paid
to PN shares) /
Dividends paid to PN
shares

DUM_DIV =1if ON
shares quarterly dividends

the PN shares’ quarterly

regarding PN shares dividends; O for larger PN

Firm’s size —
Natural logarithm
of total assets

Financial leverage

Set of industry
dummies

Dummy variable
for Law 6404/76

Dummy variable
for Law 9457/97

Dummy variable
for Law 10303/01

dividends

In (total assets)

Long term financial
liabilities / total assets

Seventeen binary
variables indicating the
firm’s industry

Law 6404 =1 if the
quarter of analysis is
within first quarter
1994 and first quarter
1997, prior to Law
9457 (when Article 254
of Law 6404 was in
force), 0 otherwise

Law 9457 = 1 if the
quarter of analysis is
within second quarter
1997 and third quarter
2001, prior to Law 10303
(when Article 254 was
revoked), O otherwise

Law 10303 =1 for
quarter of analysis from
fourth quarter 2001 on,
(when Article 254 was
reinstated), 0 otherwise

+

+ linear, -
quadratic

N.A.

A larger dividend differential

favoring PN shares relative to

dividends paid to ON shares

will lead to a small dual class
premium.

An absence of a positive
dividend differential
favoring PN shares relative
to ON shares will lead to a
small dual class premiums

Larger firms will have a
low likelihood of control
transfers, leading to a small
dual class premium.

Low levels of debt will
positively influence dual
class premium. However,
higher levels of financial
leverage could increase the
likelihood of control transfers
to creditors, diminishing the
voting premium.

Industry can influence the
probability of control
transfers and M&A
activity, influencing dual
class premiums

With the passing of Law
9457, the mandatory bid
rule for ON shares
prescribed in Article 254
was revoked, negatively
influencing dual class
premium. With the
approval of Law 10303,
Article 254 was reinstated,
prescribing an 80%
mandatory bid rule for ON
shares, therefore positively
influencing dual class

premium.

Continues
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Table 1 (continued)

# Code Name of Variable

Operational Definition

Expeted Sign

Rationale

Additional tag
along rights
(mandatory bid
rule) voluntarily
granted only for
PN shares

15 Tag_pn

16 Tag on  Additional tag
pn along rights
voluntarily granted
both for ON and
PN shares

17 Tag_Al Any additional tag
ong along rights
voluntarily granted

18 FAM Family Owned
Firm
19 SOE State Owned

Enterprise

Tag_pn = 1 if the firm
voluntarily grants tag
along rights only for
PN shares, without any
additional tag along for
ON shares beyond what
is required by Law
(80%), O otherwise

Tag_onpn =1 if the
firm voluntarily grants
tag along rights both for

ON and PN shares, 0

otherwise

Tag_Along=1
Tag_onpn =1 if the
firm voluntarily grants
any tag along rights
beyond what is required
by Law (sum of
Tag_onpn and Tag_pn
variables), O otherwise

FAM = 1 if a family (or
a group of families
formally united by a

shareholders

agreement) controls

more than 50% of
voting shares, 0
otherwise

SOE =1 if government
controls more than 50%
of voting shares, 0
otherwise

The granting of tag along
rights only for PN shares
diminishes the relative
advantage of ON shares,
negatively influencing dual
class premium

The granting of tag along
rights both for ON and PN
also should negatively
influence dual class
premium, since the marginal
gain for ON shares (which
start from a Law prescribed
tag along of 80%) would be
substantially smaller than
the marginal gain for PN
shares

The granting of tag along
rights in any circumstance
diminishes the relative
advantage of ON shares,
negatively influencing the
dual class premium

Family control associated
with a higher probability of
extraction of private benefits
of control (Caprio & Croci,

2008).

State owned firms having a

smaller probability of being

acquired, leading to a small
voting premium.

Note. * The average quarterly price of each share classcalculated based on the rolling weighted aweddglosing share
prices for a period of n traded days: WA = (P[fj* P[t-1] * (N-1) + P[t-2] * (N-2) + ... + P[t-N]y N + (N-1) + (N-2) + ...

+ (N - N). Where: WA = weighted average, P[t] =ashprice at date t, P[t-1] = share price at datelf N = number of
share traded days throughout the quarter. Thevidsato take into account the share price througti@uquarter, imputing
more relevance to the last days of the period. # Wily analyzed the direct ownership structureafbownership variables

(ON_conc, PN_conc, and TS_conc).
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RESEARCH METHODOLOGY

Sample and Data Collection

The sample consists of 87 financial and non-fir@rnf@ims listed at the Sdo Paulo Stock Exchange
(Bovespa) with dual class shares frothqLiarter 1995 to '8 quarter 2006. These firms are selected
after exclusions based on: i) lack of a minimaleleaf liquidity of voting and non-voting shares), ii
negative book value of equity; and, iii) incomplete unavailable market and/or accounting
information. The data is computed by quaf€rsresulting in an unbalanced panel of 3,287 firm-
quarterly observations. All data was collected gsthe Economatica datab&8e The variable
representing DCP is winsorized at 2.5% &%l

Research Model

Based on the potential determinants of DCP, wenestid the following model using Pooled OLS
and Fixed Effects panel data regressidh®etails of operational definitions of all variablpresented
below are presented in Table 1.

DCP, = ,+ BDIF _LIQ, + B,DIF _DIV, + BON _conc, + 8,TS _conc, + BRAT _ON, + S, InTA, Equation 2
+6,LEVER, + B,LEVER? + BLAW6404, + /3, L AW 9457 + 8, LAW 103Q3+ #,JAG ALONG, +

17
+BFAM, + 3,,SOE, +Z§jINDji[ +U +g,

j=1

Where:

Dual Class Premium [DCP]; DIF_LIQ — liquidity diffential between voting and nonvoting shares
(proxied by LIQ_vol or LIQ_neg variables alternatiy); DIF_DIV — dividend differential between
voting and non-voting shares; ON_conc — controlkihgreholder stake of voting shares; TS_conc —
controlling shareholder stake of total shares; RBN - ratio of voting shares to total shares
outstanding; InTA — firms’ size (proxied by Totakgets); LEVER — Financial leverage; LAW6404,
LAW9457, and LAW 10303 — dummy variables associatétl validity of tag along clauses enacted
by laws 6.404/1976, 9.457/1997, and 10.303/200dpeetively; TAG_ALONG — dummy variable
that equals 1 if the firm has voluntarily grantad along rights; FAM — dummy variable that equals 1
if the firm is family controlled; SOE — dummy vabia that equals 1 if the Government is the
controlling shareholder; IND — series of 17 indysilummies (according to Economatica® database
classification).

In Equation 2j represents the firm aridhe respective quarter (with=1,2,...,4¢). &, is the random
error term from the i-th firm in the t-th quartdihe termu, captures unobserved firm characteristics

that do not vary over time. Based on the hypothssimmarized in Table 1, we expect statistically

significant coefficients with the following signsi, Sz, £7, fo, P11, P13 >0; B, Pa, Ps, Ps, P10 Pr2, P14 <0;
Since the direction of the relationship betweenrti® of voting shares over total shares outstamndi

shares and DCP is ambiguous, we do not have anctexpeign for the coefficienfs; o are
coefficients related to several binary industrytoonvariables.
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RESULTS

Descriptive Statistics

Initially, we present in Table 2 some descriptitatistics with the evolution of DCP from 1995 to
2006 in Brazil.

Table 2

Dual Class Premium from First Quarter 1995 to LastQuarter 2006

Dual class premium

Year Mean Median Minimum Maximum Desitgt.ion F;?Err(r):s

1995 15.00% 7.29% -47.50% 111.08% 33.88% 40
1996 17.97% 4.95% -52.16% 180.32% 41.45% 44
1997 10.81% 4.37% -50.37% 165.73% 35.54% 44
1998 11.98% 2.13% -57.71% 262.66% 48.49% 53
1999 -0.30% -6.78% -77.37% 224.59% 46.63% 65
2000 -2.87% -6.93% -61.55% 200.89% 33.17% 74
2001 9.04% 1.62% -54.63% 167.21% 31.67% 79
2002 8.47% 0.30% -45.78% 122.11% 31.02% 82
2003 5.13% -1.33% -45.49% 245.20% 33.20% 83
2004 5.38% -2.32% -64.74% 181.91% 33.18% 85
2005 9.11% 0.34% -44.45% 252.75% 38.05% 87
2006 10.52% 1.07% -45.52% 239.48% 33.85% 87

1995-2006 7.68% -0.06% -77.37% 262.66% 36.78%

Note. The Dual Class Premium [DCP] is calculated as tfferdnce of stock prices of ON shares to PN shdigsled by
the price of ON shares. The table below displaysidetive statistics of annual DCP results frothquarter 1995 to '
quarter 2006, including the mean, median, minimumd maximum value found within the yearly samplewasd| as the
standard deviation. For each year, last columnalsghe number of firms evaluated (# of Firms).

According to Table 2, average dual class premiu@RPdiminished in Brazil from 1995 to 2000,
starting to increase again after that date. Ovewadl found a mean positive DCP of 7.68% for the
whole period, with a median close to zero. DCPItedar 1995-2002 are in line with those obtained
by Saito (2003). However, the overall sample penegn and median are significantly higher. This is
due to the inclusion of 2003-2006 data, a perioctr&@hwe found a positive and larger DCP. In
addition, the evolution of DCP can be graphicatigrsin Figure 1.
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Evolution of Dual Class Premium in Brazil
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-10,00% 1 100% Tag Along | No Tag Along Rights | 80% Tag Along Rights;
Rights for ON shares | for ON shares 1 for ON shares
-15,00% -
Quarter
‘—O—Dual Class Premium - Average —#=—Dual Class Premium - Median
Law 6404/76 Law 9457/97 Law 10303/01
Mean 16,4% 4,1% 8,0%
Median 6,3% -2,1% -0,2%
Standard Dev 38,6% 39,7% 34,1%
N (observ) 377 1134 1775

Test of differences between two-sample mean
Ho: mean(Law 6404/76) — mean(9457/97) = diff = 0
Ha: diff < 0 or Ha: diff > 0
T =5.2625 (P <t =1.0000)
P[diff mean(Law 6404/76) — mean(9457/97) < 0] = D0

Ho: mean(Law 9457/97) — mean(10303/01) = diff= 0
Ha: diff < 0 or Ha: diff > 0
T =2.8152 (P <t =0.9975)
P[diff mean(Law 9457/97) — mean(10303/01) < 0] =99.75

Figure 1. Evolution of Dual Class Premium in Brazil and &&in with Corporate Laws

The figure presents the evolution of the Dual CRsmmium [DCP] in Brazil from 1995 to 2006. DCP is ci#dted as the
difference ON shares stock prices to PN shareslelivby the price of ON shares. The Chart depicts/éaely mean and
median results obtained for the sample. Below thetClsaa Table comparing the mean and median DGRIteein three
different sub-periods: before the enactment of 16a#04/76, between the enactment of Law 6.404/76Lavd 10.303/01,
and after the enactment of Law 10.303/01. Subselyu¢ests of differences between two-sample meaesdisplayed in
order to compare mean results for the abovemertithree sub-periods.
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Figure 1 shows that the decrease and then incedd3€P in Brazil throughout the period can be
reasonably proxied by a positive quadratic curvengt lines on the chart for mean and median
values). The chart also displays the two legalaadks of the period: enactment of Laws 9.457/1997
and 10.303/2001. As a result, we can visually aalpe three distinct legal sub-periods. The chart
shows that mean and median DCP for the three stibggecomprised by the three laws in force from
1994 to 2006 are significantly different. Specifiga DCP is statistically larger during Law
6.404/1976 (mean of 16.04% and median of 6.3%) thamg Law 9.457/1997 (mean of 4.1% and
median of -2.1%), and is larger during Law 10303(6fean of 8.0% and median of -0.2%) than
during the previous Law 9.457/1997 period. Bothultssare consistent with the predictions based on
tag along rights granted for voting shares (100%euraw 6.404/1976, 0% under Law 9.457/1997,
and 80% and Law 10.303/2001), which changed ttadivel advantage of voting shares vis-a-vis non-
voting shares. Moreover, we also found a larger DMCiAng Law 6.404/1976 than during Law
10.303/2001. This result can occur due to two nesisip the larger relative advantage of voting ebar
during Law 6.404/1976 than during Law 10.303/20000% of tag along rights for ON shares in the
former, against only 80% in the latter); or ii) tteeent improvements in corporate governance gualit
in Brazil since 2000, resulting in smaller levefspoivate benefits of control and, consequently, in
smaller DCE?,

Besides DCP evolution, we present descriptivesiiesi of selected explanatory variables in Table 3.
Table 3

Descriptive Statistics for Selected Explanatory Vaables

Std. # of

Variable Unit Mean Median Minimum Maximum -
Deviation  Observ.

Total Assets R$'000 13,030,081 1,958,992 11,783 25353 33,271,004 3,254

Revenues R$'000 2,672,049 627,572 86,41 140,896,963118,432 2,730
ON_conc % 56.0 52.3 7.7 100.0 24.9 3,286
TS_conc % 52.1 49.1 7.7 100.0 24.4 3,284
RAT_ON % 48.0 46.0 32.6 98.3 15.9 3,286
Lever % 59.7 59.6 0.01 386.2 32.8 3,251
LIQ_vol -2.49 -2.43 -13.72 9.84 2.96 2,960
LIQ_neg -3.09 -2.73 -15.95 12.11 3.72 2,961
DIV_DIF -0.86 0 -1.00 0 0.21 3,285

Note. The table provides descriptive statistics for vale explanatory variables. Total assets and reas@we alternative
measures of a firm’s size, indicating total balasiceet assets and operational revenues, respgctgl conc and TS_conc
are the percentage of voting (ON) and total shlaeéd by three largest shareholders. RAT_ON is tlie ¢d voting shares to
the company’s total outstanding shares. Levemieasure of financial leverage of the companies, ktfpand LIQ_neg are
measures of the liquidity difference between ON &M share classes, and DIV_DIF is a measure ofliffierence on
dividends paid by voting (ON) shares against notingo(PN) shares. A detailed description of alli@ates, including their
operational definition, is presented in Table 2.

Table 3 shows four important characteristics ofzBie@n corporate governance: i) a high degree of
ownership concentration (overall mean of 56% ofingtshares directly held by controlling
shareholders); i) a low ratio of voting shareddtal outstanding shares (mean of 48% of totaltahpi
issued in the form of voting shares); iii) a largliare liquidity for non-voting shares; and, ivgker
dividends paid to non-voting shares against vosimayes.

In order to initially analyze the association betweddCP and the main explanatory variables, Table

N nracante 2 mMmatriv ~carralatinrn AfF calartad viame kI
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Table 4

Correlation Matrix between DCP and Selected Explantory Variables

DCP LIQ_ DIV_ DUM InTA ON_ TS_ Taq_ Law Law Law
vol DIF  _DIV conc conc  onpn  g404 9457 10303

0.0000

0.0206 0.5812

0.4222 0.4850 0.0000

0.0000 0.1888 0.0000 0.0000

0.0003 0.0000 0.8405 0.0000 0.0662

0.0009 0.0000 01430 0.0000 0.8848 0.0000

0.0000 0.0000 0.0831 0.6495 0.0000 0.0000 0.0000

0.0000 05716 0.0007 0.0000 0.0001 0.0000 0.0000 0.0001

0.0000 03686 0.0311 0.6553 0.0380 0.0064 0.0124 0.0000 0.0000

04870 02211 0.9054 0.0023 0.0000 0.0001 0.0000 0.0000 0.0000 0.0000

Note. The table displays the correlation matrix betw#en main variables of the study. DCP is the Duak€Rremium,
calculated as the difference of stock prices of €idres to PN shares divided by the price of ONeshdrlQ_vol and
LIQ_neg are measures of the liquidity differenceneen ON and PN share classes. DIV_DIF is a measute difference
on dividends paid by voting (ON) shares againstvaing (PN) shares. DUM_DIV is a dummy variableizating if ON
shares received the same or superior dividendsdiegaPN shares. InTA is the natural logarithmatht accounting assets.
ON_conc and TS_conc are the percentage of votirld) @d total shares held by three largest sharemald’ag_onpn.
Tag_onpn is a dummy variable indicating whetherfiire voluntarily grants tag along rights both foiN and PN shares.
Law 6404, Law 9457, and Law 10303 are dummy vagmbssuming a value equal to 1 for the three diftesub-periods
under analysis (before the enactment of Law 6.4)4/@étween the enactment of Law 6.404/76 and La®0B301, and after
the enactment of Law 10.303/01), and zero otherwAseetailed description of all variables, inclugditheir operational
definition, is presented in Table 2.
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Table 4 shows statistically significant (at 1%dBwvcorrelations of several explanatory variables
with DCP in line with our hypothesis: i) the volanty granting of tag along rights negatively
correlated with DCP; ii) Law 6.404/1976 and Law 3¥/A1997 dummies positively and negatively
related with DCP, respectively; iii) larger liquigiof voting shares vis-a-vis non-voting positively
associated with larger DCP; iv) firm size negatpvedrrelated with DCP; and, v) the concentration of
voting rights and cash flow rights held by coniral shareholders negatively correlated with DCP.

Determinants of Dual-class Share Premium

In order to analyze the potential determinants @PDin Brazil, we performed pooled OLS
regressions and Fixed Effects [FE] procedures. rékBalts from eight different model specifications
performed with OLS and FE are presented in Tabksd6, respectively.

Table 5

Determinants of Dual Class Premium [DCP] in Brazi- OLS Regressions

Dual class premium [DCP]

@ () ©) (4) ®) (6) 7 ®

L0 vo 0.011% 0.009** 0.008°* 0.008* 0.012** 0.008* 0.007**
- (4.19) (3.14) (2.94) (279) (433) (269) (2.41)
L e 0.004*
ey (1.93)
oV DIF 0.001 0,014 0006 -0.002
- (0.25) (-0.43) (-0.20)  (-0.07)
UM DIV 0004 -0.007 -0.001 -0.017
- (-0.29)  (-0.47) (0.11) (-1.09)
0.001* - . - -
ON_conc (178 0001w 0001 0.001%* 0.002%*
(442) (210 (-4.40)  (-3.63)
- - *
TS conc 0.002%++ 0.001%+ 0.001
(-3.45) (-3.42) (1.92)
AT O 0109 0.190%* 0.165%* 0.173%% 0,171+
- 4.09)  (402)  (3.47) (3.67)  (3.55)
InTA 0.026%* 0.028** 0.032%* 0.033*** 0.028* 0.020%* 0.020** 0.030***
(-6.45) (-7.06) (-7.55) (-7.98) (-6.87) (-6.80) (-6.80) (-6.95)
LEVER 0.001** 0.001** 0.001*  0.001 0.001%*
259 (317) (L79)  (1.29) (2.95)
- - N *% *k -
LEVER quad 0.001#+ (.001#+ ~0-001™ -0.001 0.001%
(-2.90)  (-3.36) (-2.37)  (-2.04) (-3.24)

Continues
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Table 5 (continued)

16

Dual class premium [DCP]

(1) (2) (3) (4) (5) (6) (1) (8)
Lo 6404 0.186** 0.178** 0.182%
(8.21) (7.93)  (6.41)
Law 9457 0.068** 0.032™
(5.15) (-2.30)
Lo 10303 0.031* 0.047%*
(2.41) (3.54)
Tag_pn -0.031
(-1.41)
Tag_onpn 0.080***
(-4.41)
Tag_Along -0.043%  -0.042*
(-2.41)  (-2.36)
AN 0.066*  0.056* 0.064** 0.061** 0.074** 0.051* 0.068* 0.070%**
(253) (2.14) (2.45) (2.33) (2.74) (1.93) (254) (2.62)
soE 0.000 -0.003 0011 0011 0015 -0.010 0011  0.012
(0.02) (-0.12) (0.43) (0.45) (0.58) (-0.40) (0.44)  (0.46)
:?]‘aﬁ‘snt"rifs YES YES YES YES YES YES YES YES
Intercept 0.287** 0.567** 0.266%* 0.527** 0.213%* 0.662%* 0.273%* (.272%
(4.09) (7.69) (3.09) (6.33) (2.47) (837) (3.09) (3.19)
R? 0.13 0.12 0.14 0.16 0.13 0.14 0.16 0.16
Prob. (F) 0.000  0.000  0.000  0.000 0000 0000  0.000  0.000
Firms (n) 2,500 2,586 2,586 2,587 2,588 2,585 2,500 2,586

Note. The Dual Class Premium [DCP] is the dependent vieii&XCP is calculated as the difference of stockgsriof ON

shares to PN shares divided by the price of ONeshak detailed description of DCP, along with opers! definition of

all explanatory variables is presented in TablBi@ary variables related to the firms’ industry (INdere included in the
regressions below, being omitted from the tablesréasons of space. The sample is comprised of02fis®-years

observations for the 1995-2006 period. Figures aneptheses indicate thestatistics. ***, ** and * correspond to
statistical significance at 1%, 5%, and 10% respelgt The coefficients were estimated through @welinary Least
Squares method [OLS] with heterocedasticity-rolstestdard errors.
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Table 6

Determinants of Dual Class Premium [DCP] in Brazil- Fixed-Effects Regressions

Dual class premium [DCP]

1)

()

®3)

(4)

(®)

(6)

7

®

LIQ_vol 0.010*** 0.009**+*  0.008*** 0.009*** 0.010*** 0.008*** 0.009***
(3.01) (2.89) (2.75) (2.97) (3.17) (2.71) (2.76)
LIO ne 0.004
Q_neg (1.27)
DIV DIF 0.085*** 0.055** 0.059**  0.057**
- (3.16) (2.07) (2.22) (2.19)
DUM_DIV 0.017 0.003 0.016 -0.003
(1.17) (0.17) (1.09) (-0.19)
ON_conc 0.002**+* -0.002*** -0.001** -0.002***  -0.001
(3.34) (-5.46) (-2.00) (-5.68) (-0.49)
TS_conc -0.005*** -0.004*** -0.004***
(-8.18) (-7.88) (4.66)
RAT_ON 0.579*** 0.381*** 0.387*** 0.385***  0.530***
(5.03) (3.42) (3.39) (3.46) (4.61)
InNTA -0.014 -0.013 -0.014 -0.017 -0.017 -0.016 -0.007 -0.009
(-1.20) (-1.10) (-0.97) (-1.17) (-1.17) (-1.11) (-0.53) (-0.64)
LEVER 0.001 0.001 0.001 -0.001 0.001
(0.84) (0.39) (0.10) (-0.55) (0.27)
LEVER_quad 0.000 0.000 0.001 0.001 0.001
(0.37) (0.24) (0.32) (0.58) (0.41)
Law 6404 0.187** 0.188***  0.078***
(10.42) (10.42) (3.38)
Law 9457 -0.083*** -0.065**
(-7.43) (-4.99)
Law 10303 0.043*** 0.051***
(3.62) (4.23)
Tag_pn -0.041
(-1.33)
Tag_onpn -0.019
(-0.57)
Tag_Along -0.026 -0.032
(-1.04) (-1.27)
Dummies NO NO NO NO NO NO NO NO
Industry
Intercent 0.311* 0.258* 0.159 0.225 0.190  0.593*** 0.095 0.187
P (2.79) (1.47) (0.76) (1.08) (0.88) (2.90) (0.49) (0.86)
R? within 0.01 0.01 0.03 0.05 0.01 0.05 0.05 0.06
Prob. (F) 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000
Obs. (n) 2,637 2,639 2,633 2,634 2,635 2,632 2,637 2,633

Note. The Dual Class Premium [DCP] is the dependent vaiddCP is calculated as the difference of stockgwmiof ON
shares to PN shares divided by the price of ONeshax detailed description of DCP, along with ofierel definition of all
explanatory variables, is presented in Table 2. §draple is comprised of 2,590 firm-years obsermatior the 1995-2006
period. Figures in parentheses indicatettisetistics. ***, ** and * correspond to statissicsignificance at 1%, 5%, and
10% respectively. The coefficients were estimabedugh the Fixed-Effects procedure [FE].
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Taking into account both OLS and FE regressionstiGodarly the results from FE procedure,
considered more robist), we observed the following results (all of them line with the
hypotheses): 1) The influence of the enactmentosparate laws on DCP: a positive association
between Laws 6.404/1976 and 10.303/2001 dummiesD&, and a negative association between
Law 9.457/1997 dummy and DCP; 2) Family controlifposdly associated with DCP; 3) A larger
relative liquidity of voting shares positively asgied with DCP; 4) A larger relative amount of
dividends paid to voting shares positively assedawith DCP; 5) The percentage of voting shares
(control rights) held by controlling shareholdeegatively associated with DCP; 6) The percentage of
total shares (cash flow rights) held by controllgigareholders negatively associated with DCP; &) Th
ratio of voting shares to total shares positivedyaziated with DCP.

For the remaining variables (firms’ size, financieverage, and voluntary granting of tag along
rights), we did not find a significant result aferforming FE regressions. Therefore, we prefétmo
be conclusive on these variables due to the palemtionometric problems that could arise in OLS
regressions. Results with the voluntary grantingagf along rights can be considered intriguing. We
hypothesized a negative impact on DCP when firnigntarily grant this mandatory bid rules for both
share classes (simultaneously raising the tag abbngting shares from 80% to 100% and the tag
along for non-voting shares from 0% to 80% or aboeewhen they grant these tag along rights only
to non-voting shares, since in both cases a pateetative advantage of voting shares would beriak
off. Although we found a negative sign for the dmiénts of tag along rights’ variables in all
specifications, we did not observe statistical $igance in FE regressions. This result could have
occurred for at least one of two reasons: i) adaéx@d in the previous section describing the
institutional framework in Brazil, firms can choose provide non-voting shares one of three
advantages determined by Law 10.303/2001. Sinceltagy rights is one of these advantages, some
firms could have exchanged the extra benefit fon-wating shares (for instance, canceling their
additional dividends when they grant tag alongtsphTherefore, the net relative gain for non-vgtin
shares would not be significant when firms voluihtagrant tag along rights, leading to a null impac
on DCP; and/or, ii) the voluntarily granting of tafpng rights started only after 2001, which could
have led to insignificant coefficients due to felservations in our sample.

Overall, our results strongly support the followimgpotheses of our study: H1 and H2 — exogenous
changes on Corporate Law do influence the relaialee of one share class against the other one; H4
— the presence of a family as a controlling shddss tends to increase the DCP, probably due to
larger private benefits of control taking place; H& higher relative payment of dividends to non-
voting shares negatively influences DCP; H7 — andiigrelative liquidity of voting shares tends to
increase DCP; H8 — companies with a higher ratieotihg shares against all outstanding shares tend
to increase the relative value of voting sharess tinhancing DCP; H9 — a higher percentage of
voting shares held by controlling shareholders $etw reduce DCP, probably due to a lower
probability of takeover contests.

On the other hand, our results do not offer comatusupport for the hypotheses that: H3 —the
voluntary granting of tag along rights negativat§liences DCP; H5 — state-owned control reduces
DCP; H10 — there is a quadratic relationship betwfeegncial leverage and DCP; and, H11 — a firm’s
size negatively influences the level of DCP.

CONCLUDING REMARKS

This paper aimed to analyze the evolution and pialedeterminants of the so-called dual class
premium in Brazil from 1995 to 2006 with a focust@r specific corporate governance aspects: the
granting of tag along rights, and the identity lo¢ tcontrolling shareholders. We consider Brazil an
interesting case since listed firms have: widegpissuance of non-voting shares; significant presen
of family control; and, have been under significeual and voluntary changes throughout this period
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Two main results stand out. Firstly, we observesigaificant influence of the enactment of two
different corporate laws on DCP. Specifically, esiogus legal changes regarding tag along rights that
increased (decreased) the relative advantage afgvehares increased (decreased) DCP in Brazil.
Secondly, we find a positive relation between fgnaibntrol and DCP in all specifications. Our first
main result is in line with results obtained by&iland Subrahmanyam (2007) in Brazil, whereas our
second is in line with results obtained by Capnia &roci (2008) in Italy. However, unlike the
previous paper recently conducted in Brazil, werthtlfind robust evidence that voluntary grantifig o
tag along rights (an endogenous choice by firmdingilto display higher corporate governance
standards) influenced DCP level in our sample. dibparity of the results may be due to the differen
methodological approaches employed. Whereas Siinh Subrahmanyam (2007) investigated the
impact of tag along rights on DCP by an event stanlglysis, we investigated the same phenomenon
by panel data techniques.

Besides the two main results, we found three athportant results: i) unlike other papers in this
line of research that have found relatively staleleels for DCP in their countries, we found a
significant variation in DCP in Brazil during ouaraple period, ranging from a mean (median) of
17.97% (4.95%) in 1996 to -2.87% (-6.93%) in 200QChigher share liquidity and dividend yields for
non-voting shares are negatively associated witR;lx0d, iii) the concentration of both control tigh
and cash flow rights by controlling shareholdees rmegatively associated with DCP level.

Overall, our paper contributes to this line of egsl in terms of: i) scope — the inclusion of the
identity of controlling shareholders as an explanafactor of DCP); ii) methodology — analysis of
recent data collected for a long time span by pdatl techniques; and, iii) results — positiveuafice
of family control on DCP and different results redjag the voluntary granting of tag along rights.

As policy implications, our results show that redigns regarding shareholders’ rights and the
identity of controlling shareholders are two crligarporate governance variables for the level of
DCP in environments characterized by concentratedecship structures and the prevalence of
agency problems between controlling and minorigreholders.

NOTES

! Based on the well accepted premise that the vdlaefinancial asset is given by the present valtigsdfuture cash flows
discounted by its appropriate opportunity costayital.

2 The theoretical arguments for the relationshipveen different equity classes are shown in Grossman & Hart, O.
(1988). One share-one vote and the market for catpaontrolJournal of Financial Economics, 20, 175-202, and Hatrris,
M., & Raviv, A. (1988). Corporate governance, votiights and majority ruleslournal of Financial Economics, 20(2), 203-
235. The models presented in both papers are defiven takeover stories, predicting a premium facks with superior
voting rights. On the empirical side, several stsdince the early 80s have analyzed the valuetofgrrights. As examples
of such studies, Leagtal. (1983), Megginson, W. L. (1990). Restricted votstgck, acquisition premiums, and the market
value of corporate controThe Financial Review, 25(2), 175-198, Zingales, L. (1994). The value of ¢lbéing rights: a study
of the Milan stock exchang®&eview of Financial Sudies, 7(1), 1047-1073. Zingales, L. (1995). What determitiee value
of corporate votesQuarterly Journal of Economics, 110(4), 1047-1073 and Cox, S., & Roden, D. (2002). Ttverce of
value of voting rights and related dividend promisleurnal of Corporate Finance, 8(4), 337-351, provide evidence for the
US market; Smith, B., & Amoako-Adu, B. (1995). Relatprices of dual class shardsurnal of Financial and Quantitative
Analysis, 30(2), 223-239, for Canada; Levy, H. (1983). Econoneigaluation of voting power of common stodkurnal of
Finance, 38(1), 79-93, for Israel; Zingales (1994), Linciar&9Q3) and Caprio and Croci (2008), for Italy, Bergstr&., &
Rydgvist, K. (1990). Ownership of equity in duahs$ firms.Journal of Banking and Finance, 14(2-3), 255-269 and
Rydgvist, K. (1996). Takeover bids and the relapiviees of shares that differ in their voting rightournal of Banking and
Finance, 20(8), 1407-1425, for Sweden; Neumann, R. (2003).eRdifferentials between dual-class stocks: votirgrpum
or liquidity discount.European Financial Management, 9(3), 315-332, for Denmark; and @degaard (2006)Norway.
Nenova (2003) presented the first cross-countryyaisaon this field of research. As an overall tegwith the exception of
Neumann (2003) and the partial exception of @dehé2006), these papers have found that sharesswilerior voting
rights really do trade at a premium.

3 Damodaran (2005. p. 50) states that “the shaggsctrry no or fewer votina riahts should be wdeaks than shares that
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voting shares should therefore be a function ofpttebability that there will be a change in managetat that firm and the
value of changing management”.

4 Listed companies in Brazil historically have a coling shareholder or a controlling group (usualnnected by a formal
shareholder agreement) holding more than 50% ohgathares. Since 2005, we have seen the emergéreceouple of
widely held firms with no controlling shareholdessich as Lojas Renner (retail) and Embraer (aermabtowever, these
firms constitute the exception, and none of theeimour sample.

5 For the U.S. market, Lease, R., McConnell, J., & Rdlkon, W. (1983). The market value of control irbjicly traded
corporationsJournal of Financial Economics, 11(1/4), 439-471, found a relatively small premium5e10% of voting over
non-voting shares. Zingales (1995) confirmed thesult, finding a premium of the same magnitude.

5 |srael (46%, Levy, 1982), Latin America (50-100&6) Italy (80%, Zingales, 1994).

7 Silva and Subrahmanyam (2007) report a negativéianedual-class premium for eight of the elevenryemalyzed by
them (1994-2004).

8 The main rationale for this change was to fad#itthe ongoing privatization program, allowing tBevernment to sell off
its controlling stakes without sharing the conpregmium with minority shareholders.

° For instance, the migration to Bovespa's speistihg segment Level 2 requires firms to grantasang rights of 100% to
minority voting shareholders and of 80% to non4vgtshareholders. On October 4, 2007, 141 firmsygaB2% of all firms
listed at Bovespa) voluntarily granted tag alongntsgoeyond the legal requirements.

10 According to Nenova (2001, p. 2), the country lalse world’s widest average wedge between couindl cash flow
rights of listed companies and 89% of all listedhpanies have issued non-voting shares.

1 1n a recent paper with around 200 listed firm$yeia, A. Di M. da, Leal, R. P. C., Silva, A. L. Ca,d& Barros, L. A. B.

C. de (2007). Evolution and determinants of firmelesorporate governance quality in Brazil [Workingpr Series]Social
Science Research Network, New York, NY. Retrieved September 5, 2009, frotp:Mssrn.com/abstract=995764, found that
in 2004, 51% of Brazilian firms were controlled @nfilies, 24.4% were controlled by a group of déferinvestors, 17.5%
were controlled by foreigners, and 6.6% were cdietidy the government.

12 The authors find that the presence of a familthadargest shareholder increases the voting pramiu

13 This requirement could not be applied to casesavtie corporate charters specified the size aamirfes of the dividend
rights of non-voting shares.

14 However, this rule only applies to new firms or fioms established before but decided to go puliier October 2001.

15 The provisions of CVM Instruction 299/1999 reinstgtminority shareholders rights were later incogted into Law
10.303/2001.

16 For share prices, we compute the closing share f the last day of the respective quarter. We the financial
statement available on the respective quarterdoounting and ownership variables. Therefore, ttemanting (firms’ size
and leverage) and ownership variables (percentbgbaves held by controlling shareholders) emplayed given quarter
are referred to the immediately previous quarter.

17 Economatica® is a database system focused on Aatgrican firms.

18 We reran all analyses without winsorizing DCP. Témults remain qualitatively the same. We thankrenymous referee
for this request.

19 We also ran Randon Effects tests. After the compariith Fixed Effects results by applying Hausrtest, we decided to
report only Fixed Effect results.

2 Silveiraet al. (2007) provide evidence of the improvement of altarorporate governance quality in Brazil from 2060
2006.

21 Since the OLS method does not account for unobdefivm characteristics that could hinder the ocrmelationship
identification between DCP and its potential deteamis, we rely on the results from the FE method.
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