How Does Law Affect Finance? An Examination of Financial
Tunneling in an Emerging Market

VLADIMIR A. ATANASOV
College of William and Mary - School of Business
BERNARD S. BLACK
University of Texas at Austin School of Law; McCombs School of Business, University
of Texas at Austin; European Corporate Governance Institute (ECGI)
CONRAD S. CICCOTELLO
Georgia State University - Department of Finance
STANLEY B. GYOSHEV
XFI Centre for Finance and Investment, SOBE, University of Exeter

September 2007

ECGI - Finance Working Paper No. 123/2006
McCombs Research Paper No. FIN-04-06
EFA 2007 Ljubljana Meetings Paper
2nd Annual Conference on Empirical Legal Studies Paper
U of Texas Law, Law and Econ Research Paper No. 80

Abstract:

We establish that one channel through which law affects financial markets is by control of
financial tunneling. We first develop a model of how legal rules affect two common forms of
financial tunneling: dilutive equity offerings and below-market freezeouts, and how these forms
affect equity valuations. We then report evidence from Bulgaria, which goes through mass
privatization in 1998, followed by extensive post-privatization tunneling. In 2002, Bulgaria adopts
securities law changes which rescue a collapsing market by limiting both forms of tunneling, and
provide a natural experiment which allows us to test the model redictions. Following the legal
changes, minority shareholders participate equally in secondary equity offers, where before they
rarely participated and suffered severe dilution; and freezeout prices quadruple (measured as
offer price/sales). After the law is adopted, valuation measures(price/earnings, price/sales, and
Tobin's g) more than double for firms at high risk of tunneling, relative to lower risk firms. We thus
present evidence from an emerging market on (i) the importance of legal rules that limit financial
tunneling, and (ii) the importance of financial tunneling risk as a factor in determining equity
prices.

Keywords: law and finance, financial tunneling, freeze-out
JEL Classifications: G34, K22, G15

Working Paper Series


http://papers.ssrn.com/sol3/cf_dev/AbsByAuth.cfm?per_id=224918
http://papers.ssrn.com/sol3/cf_dev/AbsByAuth.cfm?per_id=16042
http://papers.ssrn.com/sol3/cf_dev/AbsByAuth.cfm?per_id=58321
http://papers.ssrn.com/sol3/cf_dev/AbsByAuth.cfm?per_id=270309
javascript:void(0);
javascript:void(0);
javascript:void(0);
javascript:void(0);
javascript:void(0);




