The Choice of ADRs

N ARJESS BOUBAKRI JEAN - CLAUDE COSSET ANIS SAMET
HEC MONTREAL HEC MONTREAL HEC MONTREAL
narjess.boubakri@hec.ca jean -claude.cosset@hec.ca anis.samet@hec.ca

March 2008

We would like to thankleanYves Duclos,Art Durnev, Laurent Fresard, Andrew Karolyi,
lwan Meier Sergiy Rakhmayjland Sergei Sarkissiafor helpful comments. Our research
has also benefited from comments froparticipants at the 2007 Northern Finance
AssociationMeeting in Torontpthe December 2007 Paris Finance International Meeting
and the February 2008 Midwest Finance Associationfé@ence in San AntonioNe are
indebted to Chloé Jacob and Andreea Strachinescu for excellent research asgisiance.
Sametacknowledges the financial support of theovernment of Tunisia


mailto:narjess.boubakri@hec.ca
mailto:jean-claude.cosset@hec.ca
mailto:anis.samet@hec.ca

The Choice of ADRs

Abstract

We study the determinants of a firmbés decisio
(Level I, Level II, Level Ill, and Rule 144A). We find that the firm's attribuigge, income,

asset growth, leverage, privatization, ownership structurecamiltryof-origin) and the firm's
homecountry institutional variablegaccounting rating and legal protection of minority
shareholdersyondition this choice. We also examine the issuing activity and the determinants of

the ADR choice before and after taeactment of the Sarbar@sley (SOX) Act. Following this

structural change, we provide evidence of a reallocation between ADR programs. Compared to

the preSOX period, firms from emerging marketnd those from countries with we#gal

protection of mmority shareholdersare more likely after SOX to chooBaile 144A and Level
[, respectively.

JEL: G15, G32, G34, KOO0

Keywords: ADR; bonding; governance; Sarbaedey Act



1. Introduction

Crosslistings on U.S. markethave become a major phenomenon over the past two decades
(Karolyi, 2006). Thes crosslistings can be achieved via a direct listing, New York Registered
shares,global registered sharesr American Depositary Receipts (ADR$jrms that crosdist

under ADR programs come from a wide array of developed and developing counlriles,
thoseunder direct crosksting are mostly CanadidnFocusing on ADRs thus alls us to bring

to light the impact of homeountry variables on the creBsting decision.

Any firm that crosdists via an ADR habasicallyfour optionsto choose from: Level I, Level I,

Level Ill, and Rule 144A programs, all of which have distiamtibutes.For instance, Level llI

and Rule 144A offer an access to U.S. primary capital markets (i.e., raising capital), whereas
Levels | and Il allow an access to U.S. secondary markets only. Moreover, the governance and
disclosure requirements vary acrtiss four ADR programs, and are more restrictiveéwels |l

and 11l (listed programs) than in Level | and Rule 144A (unlisted prograhfi€r theenactment

of the Sarbane®xley Act (SOX hereafter)in 2002 these governance and disclosure
requirements &ve become more stringent and costly for listed firh§. and foreign alike
Finally, Rule 144A allows foreign firmsto target onlyU.S. privateinstitutionalinvestors while

Lewels|, Il, and Ill give access tpublic as well as privatd.S.investors.

The main objectives of this paper dveofold: first, we analyze the choice of a specific ADR
among all four options. Second, we examine whether, and to what exteenattimenbf SOX

affects such a choice.

In the first part of the analysis, vgpecifically examineghe choice of particularADR based on
firm-level variables (financial characteristics, governance, and ownership structure) and home
country institutional variables. To date, no previous study on -tistegy has distinguished
between the four different ADRs. Instead, available studies generally oppose listed to unlisted
programgle.g., Reese and Weisbach, 2002; Doidge et al., 2@@¥dge et al., 2007b; Piotroski

and Srinivaan, 2007). Distinguishing among ADR programs accordmgheir listed/unlisted
nature is important, but does not take into account other differences thawigxistthese two

! Karolyi (2006) reports thani2003the United Kingdom, Australia, and Japan accounted for 17%, 10%, and 6% of
the ADR listings in U.S., while, South Africa, Mexico, and Brauiére respectively home to 6%, 5%, and 4% of
the firms issuing ADRs. In the same year, ADRs accounted fo?@8f2he U.S. croshstings.



categories. For instanceithin unlistedprograms Rule 144A (private placements) provides
access to primary U.S. capital marketsjlerhevel | does not. Similarlyyithin listed programs

Level Il provides no access to primary capital markets, while Level Il does so through public
offerings. These differences will naturally condition the choice of a particular ADR, and we

consequenyl consider all four options on an individual basis

The choice of a specific ADRs of primary importancdor both practical and theoretical
grounds:In practice, this choice hasimplications fort he f i rmés future fin
corporate governancand U.S. investor basMore precisely(l)itaf f ect s t he f i r mo
U.S. capital (i.e., its financing decisiomy private placements (Rule 144A) or public offerings

(Level 111). (2) The choice of a particular ADR (listed versus unlisted) alfoeat t s t he f i
corporate governance, hsted programs (i.e., Level Il or Level Jlcommitthe firmsto higher
governance, disclosure, and accounting stand&Bii$/loreover by choosing.evels |, Il, and

lll, foreign firms develop and broaden theirfSUinvestorbase by using either their existing

shares or by issuing nesmes(Level III).

On theoretical groundsour study contributes to the debate on the convergence of functional
corporate governance, also called the bonding hypothesis (Coffee,2D829,and Stulz, 1999).

This hypothesis posits that firms voluntarily crdiss on marketsvith more stringent legal and
regulatory conditions than in tineespectivehomecountry. Controlling shareholders/managers
thusbond themselves to limihe expropriationof minority shareholders (i.e., private benefits of
control) as shown byreese and Weisbach, 2002; Doidge, 2004; Doidge et al., 2004; Doidge et
al., 2007a; Doidge et al., 20074nd Lel and Miller, 2006 To cross listunder Levels Il and 1|

t he fexpecradbenefitsmustoutweigh theexpectedcostsrelated tothe compliances with
U.S. and maj or e x AAlhauglglewldl pregrams virtgadyrduacethe same s .
costs as Level 11l listings, tirerespective expectebenefitsare quite different given that the
former does not allowJ.S. capitatraising activities.Additionally, the compliance to more
stringent rules after SOX increased the costs of choosing Level Il and Level lll programs. As a
result, a new tradeff emergesandsome foreign firms may find thétis more costlyto choose

Level Il after SOX Based on these arguments, we offer an additional test for bonding as a

2 However, the effectiveness of the crdissings on major U.S exchanges in limiting expropriationcbptrolling
shareholders/manageassnd i n providing compliances wi tquestidheds . and e
some recent studies (e.g. Siegel, 2005; and Lang et al., 2006)



motive to crosdist on U.S. marketdy considering the four levels of ADRas theyhave

differentcorporate governance implications (Coffee, 2002)

The results of our empirical investigation of the choice of an ADR program #stedwapitat
raising Level Il attracts large firmgirms with high pretax income,thosewith high growth
opportunities, pratized firms,and firms from weak investor protection environments. This
latter resultis consistent with the bonding hypothesis. WWewise find that firms from weak
investor protection environmenare attracted by Rule 144A progranisnally, we docurant
that firms with high ultimate control rights and excess control rigiitd those fronemerging

markets are less liketp choose Level Il and more likely to choose Level .

In the second part of the paper, @@mine whether, and to what extent, ititeoduction ofSOX

in 2002 had an impact on the choice of a particular ABBX represents a structural change in
the regulatory and legal environment surrounding ADR listings, particularly Level Il and Level
[l programsas itintrodues more stringentorporate governancand disclosuregequirements

for the firmsthatlist on the major U.S. exchangdsis may lead to a new tradéf between the
costs and the benefits from choosing a particular ADR program, making for exduenzé ||
ADRsless attractive in this respect

After we control for SOXin our multinomial logit estimatignwe find that foreign firms are
indeedless likelyto choose Level Il ADRafter SOX We also find that after SOX, foreign firms
are moreattracted byRule 144Aprograms which allow them to circumvethie new stringent
SOX rules and tap the U.S. primary marketis latter result i€onsistent with Zingalég2006)

evidence

Furthermorea closer look at thdistribution of firms across the four ADR prograafter SOX
showsthat here isindeedan interprogram reallocatiothat cannot be explained by a change in
firmsd c h &Mora preciealyj adtdr IS@Xs firms are more attracted by caiising
programs, either Level Il or Rule 144A, and are maeictant to issue Level.llThus, the
possibility to raisefresh capital on U.S. markets seemsdtove crosslisting after SOX. By
choosing Level 1l programs, firms subject themselves to more stringent rules but also benefit
from the access to U.S. ctdiresources through public offeringshich is consistent with more
bondingand more generallyenhanced bonding benefadter the implementation of SOXor

those foreign firmghatwant toavoid such restrictive listingsut still raise capital144A private



placementsallow them to do soas thisunlisted program exempts them from governance and

disclosure requirements and from compliance to U.S. GAAP (Zingales, 2006).

Finally, the results of a restimation of our multivariate model over the pagd postSOX

periods suggest that some attributes have a larger impact on the ADR choice decision iA the post
SOX period than in the pr80X. For instance, beingn emerging markdirm heightens the
probability of choosing Rule 144A. Similarly, coming frartountry with weak legal protection

of minority shareholders increases the likelihood of chssig under Level Il in the possOX

period as compared to the X period. This latter result is consistent witbre bondingand

the enhanced bonding Hefits after the implementation of SOXOverall, our evidence
contributes tdhe ongoing debaten theimpact of SOX on U.S. crodistingsand the enhanced
bonding benefits following SOXe.g, Coffee, 2007 Doidge et al., 2007bPiotroski and
Srinivasan2007).

The rest of the paper is organized as follows: the second section presents the literature related to
crosslistings and the key hypotheses. The data and descriptive statistics are presented in section
3. Section 4 describes the different variablehkile section 5 presents the empirical analysis.
Section 6 analyzes the SOX Act and its implications on ADRs, and section 7 concludes.

2. Related literature and hypotheses

In this section, we review the literature avhat drivesforeign firms to crossist. We also
describe the four ADR programs availablehese firms, andelelop our hypotheses about the
determinants of the choice of a specific ADR program.

2.1.Why do firms crossHlist?
An extensive literature examines the motivations that lead companies tdisto$be most

important ones can be summarized as follows:

Raising capital: Crosslisting allows firms to rais@ew capitalat lower costsin fact, aftertheir
U.S. listings,foreign firms increase their capiedising activitybothat home and abroad (Reese

and Weisbach, 2002; Lins et al., 2005; and Doidge et al., 2007b), especially emerging market



firms (Lins et al., 2005)-oreignf i r ms expl i ci tly amemtdami ttahleiaom

and to access external capital marketen they list in the U.SLins et al, 20055,

Protecting minority shareholders by renting higher disclosure and governance standards:

A strand of literatureGoffee, 1999; 2002; Stulz, 1998)istains that firms intentionally crekst

on markets that have more stringent legal and regulatory requirements than the firms' home
markets in order to limit expropriation of minority shareholders by managers or controlling
shareholders (i.e., privateenef i ts of control ), which shoul d
capital marketé.This is called the bonding hypothesis. Empirical evidence on boriwipiged

by crosslistings onthe major U.S. exchangeappears irReese and Weisbach (2002)ifge

(2004), Doidge et al. (2004), Doidge et al. (2007a), Doidge et al. (208@8)Lel and Miller

(2006) However, the effectiveness BES. crosslistings inbonding foreign firmss questioned

by some recent studieSor instanceSiegel (2005)documents dow level of SEC enforcement
againstADR listed Mexican firms andargues that firms crodist to bond themselves to protect
minority shareholders order to builda positive reputation that will subsequently allow them to
raise capital on U.Snarkets According to the author, this is evidence of reputational bonding,
rather thanlegal bonding In the same veinl.ang et al. (2006) find that foreign firnthat
originate fromweak investor protection countriemd crosslist on the major U.S. eghanges

have dower qualityaccounting dataompared to their U.S peers.

Reducing the stake held by existing shareholder®agano et al. (2002) note tla@bsslisting
may raise the market value of the stakes helduosent shareholdethat want to sellout This is
particularly relevant in privatization transactions in whithe government is the divesting
shareholderVery often, especially hen local stock markets are neither developed nor liquid
enough, governments choose liquid foreign stock marketsell stateowned firms and
maximize privatization proceedBortolotti et al., 2002)

Improving liquidity and broadening the shareholder basePagano et al. (2002) argue that

firms may crosdist to draw foreign investors so as to broaden their sb&tehbase and to

®Further, foreign firms benefit from a decline in their cost of capital following the announcement of their U.S.
listing, as documented by Miller (1999), Foerster and Karolyi (1999), Errunzi®idied (2000), and Hail and Leuz

(2005). sarkissian and Schill (2006) also examine global listings and report a decrease in the cost of capital around
the foreign overseas listing date.

* Benos and Weisbach (2004) and Karolyi (2006) offer a thoroughtliter review on private benefits and cross
listings in the U.S.



increase their stock liquidity. Managers also mention improving stock liquidity as the main

motivation for crosdisting (Karolyi, 2006).

All the abovementioned objectives put forward to explain the decision to disisare not
mutually exclusive: in other words, firms that crdsg their shares could pursue either one or
several of these objectives. For example, firms that distsen U.S. markets could do so to
simultaneously raise capital, improve their stock liquidity, broatieir shareholder base, and

commit themselves tbigherdisclosure and governance standards.

2.2. How do firms crosslist on U.S. markets?

Non-U.S. firms can crosbst on U.S. markets via a direct listing, New York Registered Shares,

or an American Depositafigeceipt (ADR). In this paper, we focus on ADRs which are dollar
denominated negotiable certificates that represent &Jnors . companyo6s publicl
or debt ADRs carry the corporate and economic rights, such as dividend and voting rights, of

its underlying share.

There are four types of ADRs: Level |, Level Il, Level lll, and Rule 144A. Level Il and Level I
ADRs can be traded on the New York Stock Exchange (NYSE), the National Association of
Securities Dealers Automated Quotation System (NAQRD or the American Stock Exchange
(AMEX). Level | ADRs are traded Over The Counter (O @hile Rule 144A ADRs, that are
initially sold as a private placement, are traded through Automated Linkages (PORTAL) among

Quialified Institutional Buyers (QIBS).

The four types of ADRs have different featyrasdiscusseaearlier,and which we summarize in
Table 1 For instance, they differ according to their ability to raise fresh capital on U.S. capital
marketsand to their degree of compliance with governanoe disclosure requirement#\s
argued in section 2, firms that choose to crodist on U.S. markets via an ADR, will select an

ADR type that allows them to achieve their objectivies date, previous studies treat the choice

® An ADR can be sponsored or unsponsored. A sponsored ADR is issued with the agreement and the approval of the
underlying firm which works with a designated depositary bank. However, an nsspd ADR is issued in
accordance with market demand and without the agreement of the underlying firm. Since 1980, new ADR programs
listed on the major U.S. exchanges must be sponsBesl ADR reference guide, JPMorgan, February 2005, page

13.

® In March 2006, a new trading platform for Level | ADRs, named international OTCQX, was also offered to
foreign firms that are considering listing on OTC or the U.K. Alternative Investment Market, Cromwell Coulson,
president and CEO of Pink Sheet LLC (OTCQX wehsitww.otcgx.con.


http://www.otcqx.com/

of a given type of ADR from global perspective by regrouping different ADR types in one
categoryReese and Weisbach (2002) put, on the one tiang, listed on NYSE and NASDAQ
together(which includes Level Il and Level )il and, on the other, Level | and Rule 144A firms

in order to examine the probability that a firm crbists in the U.S. Similarly, Doidge et al.
(2007a) assess the marginal effect of fiand homecourtry variables on the probability of (1)

not being oosslisted, (2) choosing LSE (London Stock Exchange), (3) selecting 144A/Level |
ADR, and (4) being listed on the major U.S. exchanges (which include Level Il and Level Il
ADRSs). More recently, Piotroski and Srinivasan (2007) and Doidge et al. (2007hinexd.S.

and U.K. foreign listings. For U.S. listings, they consifilens that crossist on the major U.S.

exchanges, which includeevel Il and Level Il ADRs.

Since, as discussed above, each ADR type (1) has distinct attributes, (2) offers difaedits
to firms, and (3) bears different castse seek to examine why a foreign issuer chooses a
particular ADR from amonghe four optionscontrolling for the firng and their homeountry

characteristics.

Insert Table 1 about here

2.3. Hypothesesdevelopment

We conjecture that the choice of a specific
attributes (e.g., size, profitability, growth opportunities, leverag®over volumeand country

of origin), its corporate governance (privatization, ownership structure, and SOX), and home
country institutional attributes (accounting standards and investor proted#lors. precisely,

we derive thdour hypotheses presented in the following paragraphs.

2.3.1.Firm attrib utes and ADR Programs

Larger and more profitable firms are more likelyctoooselLevel 1l and Level Ill because these

two ADR programs require that (1) firms pay large continuing fees and (2) meet size and
earnings requirements to crdsd. Firms with hgh turnover volumdrelatively to their local
market turnover volumeare more likely to opt for Level Il and Level Itb enhance their

liquidity and circumvent their local market financial constraiftsnce,



H1: Larger, firms with higter relativeturnover volumeand higher earning firms are more likely

to choose listed ADR (Level Il or Level IlI)

Firms with higher growth opportunitiegenerally need additionaquity capital. More indebted
firms are also more likely to issue equity offeringdit@ncetheir operations Given that only
Level Ill and Rule 144A allow capitahkising, we expect that the higher the leverage ratio and
the higher the growth opportunities of foreign firms, the more likely they will choose Rule 144A
and Level Ill. In tke same vein, privatized firms are more likely to choose Rule 144A or Level Il
than Level | or Level Il. The aim of privatization through ADRs is usually to raise capital for
firms, and is typically done through primary issues. Since Level | does notnffdiquidity and

does not allow thdirms to raisenew capital on U.S. markets, we conjecture that privatizing
governments are less likely to choose this ADR. Similasg,do not expect governments to
choose Level Il to privatize their stadevned firmsasLevel Il does not allow these governments

to raise capital, and to divest gradually through subsequent primary offerings.

Firms from emerging markets are relatively more capital constrained, and have higher needs to
raise external capital (Lins et ,aR005). Therefore, these firms are more likely to choose Rule
144A and Level lll. They are also less likely to choose Level Il since it is costly in terms of
compliance and does not allow the raising of new capital. We summarize our expectation in the

following hypothesis:

H2: Firms with higher growth opportunities, more indebted firms, privatized fiand firms
from emerging market@re more likely to choose Rule 144AL@vel Ill ADRsEmerging market

firms are less likely to choose Level l.

The enatment of SOX is likely to have an impact on the issuer's ADR choldter SOX,we
expect firms to be more likely to issue Rule 144A ADRs which allow firms to raise capital on
U.S. markets, and require no particular compliance with SEC, U.S. GAAP, SOWK\Ct.

The implementation of SOX raised the costs of cross listing by imposing compliance to more
stringent new rules; it particularly affected the costs related to the choice of Level Il and Level
lll programs alikeKeeping in mind that onlizevel 1l allows firms to raise fresh capital on U.S.
markets we expectforeign firmsto find it less interesting to list under Level dfter SOX

Accordingly, we enunciate the following hypothesis:



H3: Firms issuing ADRs after SOX are more likely to choose Ri#é and less likely to select

Level Il.

According to Doidge et al. (2007a), when controlling shareholders have tighter control (greater
voting rights) of the firm, they are more reluctant to list their firms on a U.S. major stock
exchange because the t0sf the extraction of private benefits of control exceed the benefits of
such listings. Doidge et al. (2007a) find evidence for this conjectherefore we would expect

that controlling shareholders who control a large stake (voting rights) in aneafg more
reluctant to relinquish their private benefits of control anel thus more likely tehoose less
restrictive programsAdditionally, when the separation between control and cash flow rights is
less pronounced this means, according to Claesseatsal. (2002), that it idess likely that
controlling shareholders extract private benefits of control from minority shareholders. Doidge et
al. (2007a) find that the higher this separation is in a firm, the less likely it is that this firm will
list on major U.S. exchanges. Hence, we expect that the tighter the control in a firm and the
larger the difference between the control and cash flow rights, the less likely it is that the firm
will choose a listed ADR program, (i.&.evels Il or lll) as these twlevels increase the costs of

extractingprivate benefits. Thus,

H4: Firms where the largest controlling shareholder holds greater control rights, and firms with
a high separation between control and cash flow rights are less likely to be listed umdkHl Le

or Level Ill, and more likely to select Rule 144A and Level I.

2.3.2.Home-country institutional attributes and ADR programs

In line with the bonding hypothesis introduced by Coffee (1999, 2002) and Stulz (1999), and
discussed above, firms from countriesthwva lower level of investor protection and weak
accounting standards are more likely to choose a listed ADR (i.e., Level Il and Level lll) to
protect mi nority shar ehdoelad e rnsg 0a gaanidn sptr i fivnaat nea gbe
(Karolyi, 2006). Therefore, firms from countries with poor investor protection and weak
accounting standards are more likely to choose a listed ADR program, as they offer an additional
protection for minority shareholders compared to the two other unlisted programs I(laenel

Rule 144A). However, to avoid the stringent compliances and disclosure requirements,
especially those related to SOféreign firmsfrom countries with poor investor protection and

weak accounting standardsgy bemore willing tochoose an unlisteDR program (i.e.Level



| and Rule 144AYyatherthananexchangdisted one. Based on these tammpetingarguments,
we cannotput forwardany directional hypothesis and we leave this issue to be resolved by

empirics

3. Data

The Bank of New York (BNY), Cibank (CB), the Deutsche Bank (DB), and JP Morgan (JPM),

are the major depositaries of ADRs, although BNY alone accounts for 64% of the ADR fnarket.
We downloaed valuable information from these depositaries' websitegarding ADRS,
namely the type, theeffective issuance date, the market where the ADR is traded, the
sponsorship status (whether the ADR is sponsored or not), the underlying share and its country
of origin, the Committee on Uniform Securities Identification Procedures (CUSIP) number of the

ADR, and the International Securities Identification Number (ISIN) of the underlying share.

OQur sample includes only sponsored ADRs becau
initiatives  (primarily institutional investors), independently from theanager/controlling
sharehol derds preferences for a particular AD
that change from their initial levels. More precisely, we exclude the firms that upgrade,
downgrade, or delist from their initial programs as waenot obtain full information about these

changes, whichs the first ADR type and the first date of issuance. We also disregard the
subsequent ADRs that the firm may have issued. Moreover, we eliminate the ADRs that have a
debt as an underlying securitgt her t han equity. Finally, we ¢
programs, which were introduced in 1991. Under this program, the company establishes a public
Level | ADR program as well as a private Rule 144A ADR for the same class of stock. This
structure Bows companies to combine the benefits of publicly traded programs with the

possibility of raising capital without comply
(SEC) and the exchanges6é standards. Asve Rul e
consider only programs which were issued aft

usingLexisNe xi s, NASDAQ, NYSE, and the firmsdé webs

'See AThe depositary r ece?20p6 BankoffNeveYok: The year in revie
8 The respective websites are as folloltsp://www.adrbny.com/ http://wwss.citissb.com/adriwww{Universal
Issuance Guidehttp://www.adr.db.com/and http://www.adr.com/

1C
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We obtain the accounting and financial information on the sample firms one year before the
ADR issuancedate from different sources which we describe in Appendix 1. The final sample
consists of 647 ADRs and spans the period from 1990 through 2006. We present summary
statistics on this sample in Table 2.

Panel A of Table 2 indicates that most ADRs, namely(2874%), are issued by firms from the
Asia/Pacific region. European firms follow with 263 (40.6%) ADRs.

Panel B of Table 2 shows that firms from high income countries dominate the sample with 442
(68.3%) ADRs. Panel C presents the industry classificg@ampbell, 1996) of the ADR firms,

and shows that financial and real estate firms issue most ADRs with 100 (15.5%) programs.
Basic industries, consumer durables, and utilities follow with 98 (15.1%), 91 (14.1%), and 85

(13.1%) ADRsrespectively.

Our sanple includes 130 (20.1%) Rule 144A, 326 (50.4%) Level I, 106 (16.4%) Level I, and 85
(13.1%) Level Il ADRs. The NYSE attracts more programs than NASBAD6 (22.6%)
versus 45 (7%) ADRs respectively)he distribution of ar sampleacross ADR programs is
closeto the universe of sponsored ADR8#)ce over our study period, Rule 144A accounted for
26.1% of ADRs, Level | for 44.2%, Level |l for 17.1%, and Level Il for 12.6%.

Insert Table 2 about here

4. Variables

We consider two caories of variables to examine the choice of an ADR program: those
applying to the underlying firm@&ection 4.1)and to the home country's institutiaisection 4.2)
Appendix 1 describes the data sources for these variables.

4.1. Firm attributes
1 SIZE: The ratural logarithm of the total assets (in thousands of U.S. dollars) of an ADR
firm. As previously argued, larger firms are more likely to be listed on Level Il and Level
1.

° Appendix 2 presents the distribution of ADRs by country of origin, and shows that, in our sample, 72 (11.1%)
ADRs are issued by the United Kingdom. Hong Kong and Australia follow with 52 (8%) and 47 (7.3%) ADRs,
respectively.

19 Note that our sample doestrinclude firms listed on the AMEX because of the unavailability of data for these
firms. The Bank of New York reports that only four ADRs are traded on the AMEX.

11



INCOME: The pretax income (in billions of U.SJollars) of the ADR firm. Firmsvith a

higher pretax income are more likely to choose Level Il or Level Ill ADR programs.

ASSETGR The annual asset growth rate of the ADR firm. This variable is a proxy for
the firmdéds growth opportunities, anhe may ¢
grounds that when growth opportunities are greater, there is a greater need to raise new

capital, and thus it is more likely that a firm will choose Level Ill or Rule 144A.

LEV: The leverage ratio is defined as total debt divided by total assetsdUaertheir
leverage and to decrease their cost of capital, firms need to raise new capital. As only
Level 1l and Rule 144A allow firms to do this, we expect that the higher the leverage

ratio, the more likely foreign firms will choose either one of theseprograms.

RELTOV: The underlying firmds annual turnov
or i gi n éteckmarket turdver volume. We expect that firms with a relatively high
turnover volume ratio wilopt for Level Il or Level Il to enhance theliquidity and

circumvent their local market financial constraints.

EMC: A dummy variable that is equal to 1 if the home country is an emerging market
(using the Standard and Poor 6s Emer ging
otherwise. Firms from emging markets are more capital constrained and have greater
need to raise external capital (Lins et al., 2005). Therefore, they are more likely to choose
Rule 144A and Level lll. Additionally, firms from emerging markets are less likely to

choose Level Il.

PRIVA: A dummy variable that is equal to 1 when a government privatizes absiatsl
firm using an ADR program and O otherwise. As discussed above, governments are less
likely to choose Level | or Level Il since they offer no possibilities for privatfrets to

raise new capital, and are more likely to choose Level Ill or Rule 144A instead.

ULOW: The percentage of total ultimate control rights of the ADR firm. This variable
measures the ability of the controlling shareholder to extract private bewfetitstrol
(Doidge et al., 2007a). Accordingly, the higher are the ultimate control rights, the less
likely it is that this firm will choose a listed ADR (i.e., Level Il or Level Ill) which makes

consuming private benefits more costly compared to Levad IRule 144A.

12



1 ULOWDIF: The percentage point difference between the ultimate control rights and the
ultimate cash flow rights of the underlying firm, i.e., the excess control rights. This is a
proxy of the separation between control and cash flow rigtdskyethe ultimate owner,
which measures the controlling sharehol de
control (Doidge et al., 2007a). Accordingly, we expect that the 1a3g€@WDIF is, the

less likely it is that the firm will choose a listed AD#RRogram, i.e., Level Il or Level
.+

1 SOX The SOX dummy variable is equal to 1 if the firm issues its ADR after April 24,
2002 and 0 otherwise. This date corresponds toepertof the Oxley bill in the House
(Litvak, 2007) We expect that firms whiclssue ADRs after SOX are more likely to
issue Rule 144A programs since they allow firms to raise capital on U.S. markets and do
not require any compliance with SEC, U.S. GAAP, or the SOX Act. Moreover, we expect

that foreign firms are less likely to issuevel Il after SOX.
4.2.  Home-country institutional attributes

1 SELFDEAL: The difference in the angelf dealing indexes of the ADR home country
and the United States. This index, introduced by Djankov et al. (2006), measures the legal
protection of minorig shareholders against insider expropriation and allows us to test the
bondinghypothess. If bonding prevalils, the controlling shareholders/managers who wish
to offer more protection for their minority shareholders will sebattexchangdisted
program.If, instead,controlling shareholders/managers wish to avoid the U.S. and major

exchangesd stringent corporate governance

1 ACRAT: The difference in the accounting ratings of &@R country of origin and the
United States. On the one hand, under the bonding hypothesis, controlling
shareholdevsnanagersvho are willing to follow the strict disclosure and high accounting
standards of the U.S. will chooaa exchangdisted program to offer more protection for
their minority shareholders. On the other hand, those that wish to avoid such

requirements will select Rule 144A or Level | instead.

1 To calculate the ultimate cash flow rights and ultimate control rights, we follow La €aata(1999), Claessens
et al. (2000), and Faccio and Lang (2002).
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In short, our model takes the following form:
ADR Choice = F (firm attributes and horgeuntry institutional variables),

wherethe firm attributes areSIZE, INCOME, ASSETGR, LERELTOV EMC, PRIVA, ULOW,
ULOWDIF,andSOX The homecountry institutional variables arSELFDEAL andACRAT

5. Empirical analysis

In Table 3, we summarize the predicted relations between thenakpia variables and the
probability of choosing a given type of ADR.

Insert Table 3 about here

In Section 5.1, we examine whether the explanatory variables differ across the four ADR
programs. We then perform a multivariate analysis in Section 5.prasdnt sensitivity tests in
Section 5.3.

5.1. Univariate analysis

Table 4 presents the mearof the explanatoryvariables for the different types of ADRs
Differences in the means of gevariablesbetweenthe threetypes of ADRs and Level | (the

base outcome) atbentested usingtwo-tailed ttest of means

Table 4 shows that Level Il and Level Il firms are larger and have a highéaphnecome than

those choosing Level I. This result, significant at the 19éljas expected since both the NYSE

and NASDAQ impose minimum size and earnings requirements felJr®nfirms that list on

U.S. exchangesAlthough they are smaller than Level Il and Level Ill, Rule 144A firms are

larger, at the 5% level, than Levelilnis. These results are consiste
(2007a) evidence that foreign firms that choose unlisted programs (Rule 144A/Level I) are

smaller than those that are listed on a U.S. exchange.

Rule 144A and Level lll firms have higher asset growdates than Level | firms. This result
supports our prediction presented in Table 3. In fact, as Rule 144A and Level Il allow firms to
raise new capital on U.S. markets, firms with relatively high growth opportunities will opt for
these two programs. Moreer, Rule 144A firms have a higher leverage than Level | firms, a
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result which is in line with the predicted relatiaa Rule 144A allows firms to raise capital on

U.S. markets.

Non-U.S. firms that choose Level IlI exhibit a high relative turnover radimgared to Level |
firms, a difference that is significant at the 1% le&lch a result is expected for these firms,
which are more likely to seek an ADR that allows them to circumvent the narrowness and

illiquidity of their home market (i.e., the finaimg constraints).

Privatizing governments are more likely to choose Rule 144A, Level Il, and Level Il than Level
|. Of the first three, privatizing governments are more likely to choose Rule 144A and Level lli
than Level II*? These results are consistemith the predicted relatigrpresented in Table, 3
since Rule 144A and Level lllare the two ADR programs thatlow governments to divest

gradually through subsequent primahareofferings

A total of 57% of the Rule 144A ADRs are issued after the implgation of SOX. This result

is consistent withZingale® (2006) evidence He points out the large increase in the number of
144A regqistrations by foreign firms after SOX which, by allowing them to avoid U.S. legal
liability, helps them tap the U.S. matkss vi a t he fAback door . o

Firms that list undeRule 144A and Level lll have larger ultimate control rights compared to
those opting for Level I. In contrast, Level Il firms have lower ultimate control rights than Level

| firms. As argued previously, the tighter the control of the firm, the more likelyctmtolling
shareholders will extract private benefits of control, and hence the less likely that these
shareholders will choose a listed program. In this respect, the univariate results for Level lli
appear somewhat surprisirig.an attempt to provide axplanation for these results, we take a
closer look at the datand fird thatthe largest shareholder of many firms listed under Level Il is
the State. To the extent thgovernmentpursue different objectives from private controlling
shareholders, wexclude firms with theState as the largest shareholder from our sample. We
find that the ultimate control rights of Level | firms are larger than Level Il firms and lower than
Rule 144A firms.Moreover, we find that level Il firms no longer have highk#mate control

rights than Level | firmsThis result is consistent witbvidence inDoidge et al. (2007a) who

find that firms that crosBst on the major U.S. exchanges have lower ultimate control rights than

those that choose Level | or Rule 144A.

12 This result is statistically significant at the 1% level.

15



Emeging market firms are more likely to choose Rule 144A and less likely to choose Level I
than Level I. This is in keeping with evidence in Lins et al. (2005) that firms from emerging
markets are capital constrained, and seek access to U.S. markets thicamtalraising issue

that is not allowed under Level Il.

Furthermore, as described previously in section 4.3;safftidealing SELFDEAL represents the
difference in the ants e | f dealing indexes of t he ADRGOGS
differenceis generally negative since the U.S has a higher index. We find that firms choosing
Rule 144A, Level 1l, and Level Ill ADRs present a higher difference in thesatftidealing

index than firms which choose Level I, i.e., these firms originate from cesntith poorer
investor protection compared to the U.S. This result is consistent with Reese and Weisbach
(2002) who document that firms from French civil law countries are more likely to list on the
NYSE/NASDAQ than those from English common law countrMsreover, the difference in

the accounting ratingsACRAT) (between the home country and the U.S.) is higher for Rule
144A and Level Il firms than Level | firms, i.e., firms from countries with weaker accounting
standards than the U.S. opt for Rule 1444l Level Ill.

Insert Table 4 about here

5.2. Multivariate analysis

5.2.1. Model presentation

Once the decision of cro$si sti ng via an ADR is taken, t he
type of ADR program to choose. His set of choices includes thedftiarent ADR programs,

namely Rule 144A, Level |, Level Il, and Level Ill.
As the choice set has more than two outcomes, we opt for the multinomial choice model.
Suppose that the utilityf the individuali from choosing the alternative j is as follsw
U, =X;b+e, j=01,2,..7 (2)
Where
Xj: is 1*K vector that differs acrossdividualswith first-element unity.

g: j: 0, 1, hsendhles dffeciingthetastee non
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Let Y; denote the choice diie individuali that maximizes his/her utility:
Yi=argmax (G, Ui, Up, éiy) ()
McFadden (1974) shows that if tgg j =0, Jdare inflgpendently and identically

distributed (IID hereafter) with a cumulative distribution function F(a) = -expica)], then the
response probabilities are as follows:

p(Y, = /%) =P 0)
[g expX;0)]

(4)

The 11D hypothesis for the unobserved teepsas an equivalent behavioral property which is

known as the Independence of Irrelevant Alternatives (ll1A, hereafter). The IIA implies that
adding another alternative or changing the characteristics of a third alternative does noteaffect th
relative probability for any two alternatives. In other words, the IIA implies that all pairs of
alternatives are equally similar or dissimilar (Hensher et al., 2005).

To test the IIA hypothesis, Hausman and McFadden (1984) (noted hereafter as Haudfanan)

test which compares the es t,useagtdifferamt sabfets bfh e p a

alternatives. If the IIA is true, the use of any subset of alternatives will consistently egtimate

In a multinomal logit model, we cannot estimate all the coefficients for all the choices. In other
words, the model is unidentified. To remove this indetermifideye have to assume a base
outcome or a base choice for which all the coefficients are set to 0, andhtbget the
estimated coefficients as measuring the change relative to the base outcome for the same
variable. The choice of the base outcome is arbitrary and does not affect the predicted
probabilities (Greene, 2003).

5.2.2. Estimation results
The results of the Hausman test suggest that we cannot reject the [IA assumption for all the
specifications; we therefore estimate multinomial logit models, correcting for clustering at the

country level.

13 See Greene (2003), page 721.
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To gauge the power and fit of each estimated moaselrely on two characteristics, namely
Mc Fadd e n 6 s-squarece anmdl dhe percentage of the correctly classified observations

predicted by each mod¥iTable 5 summarizehe results obur estimations.

Panel A of Table 5 shows that larger firn®4E) are more likely to choose Level Il and Level

[Il and less likely to select Level I. These results are respectively significant at the 10%, 5%, and

1% levels. More specifically, an increase ohe unitin the log of total assets increases the
probability of choosing Level Il by 0.0203 and selecting Level Il by 0.0168, and decreases the
probability of c¢choosing Level I by 0.0373. Mo
pretax income INCOME), the more likely that it will choose Level Il. Mopecisely,a one

billion U.S. Dollar increase in ptax incomeincreases the probability of choosing Level Il by

0.0344. These results are consistent with the predicted relations shown in Table 3. Indeed, to be

listed as Level Il or Level Ill, firms hawe meet minimum size and earnings requirements.

Results in Panel A of Table 5 also suggest that hitgMgraged firmsL(EV) are more likely to

issue a Rule 144A ADR that allows them to raise new capital. Furthermore, having a high asset
growth rate ASSHGR) increases the probability of selecting Level Il and decreases the
probability of choosing Level I. More precisely, because firms with high growth in their
investment opportunities generally need to raise fresh capital to finance them, they #eljess |

to choose Level | since it does not offer this possibility.

The fact that a firm comes from an emerging marke¥C) decreases the probability of
choosing Level Il by 0.1591, and increases the probability of choosing Rule 144A by 0.2993.
This resultstems from the fact that Level Il ADRs require that listed firms observe partial
compliance with U.S. GAAP and SEC rules, and does not offer the possibility of raising fresh
capital. Therefore, choosing Level 1l is costly for firms from emerging marketsdaas not

allow them to raise capital on U.S. markets.

Issuing a privatization ADRRRIVAT) increases the probability of choosing Level Il and Rule
144A by 0.3181 and 0.3103, respectively, and decreases the probability of choosing Level | and
Level 1l by 0.5509 and 0.0775respectively. These findings bear out our prediction that
governments are less likely to choose Level | and Level Il to privatize their firms on U.S.

markets. In addition, by privatizing the firm under Level Ill or Rule 144A ADRs, the

14 See Hensher et al. (2005).
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government provides firms with the option of raising capital on U.S. markets, which is
particularly valuable in the case of gradual privatization, where subsequent equity issues are

needed.

The Sarbane®xley dummy variableFO)X in Panel A of Table 5 shws that a firm that issues

an ADR after April 24, 2002 is more likely to issue Rule 144A and less likely to choose Level I,

which is in line with our predicted relatioRlore preciselyjssuing an ADR after April 24, 2002

increases the probability of seting Rule 144A by 0.1055 and decreases the probability of
selecting Level 1l by 0.0616. These results are significant at the 5% level. The first result is also
consistent with Zingalesdéd (2006) <claim that f
144A ADRs than previously so as to avoid U.S. legal liability and tap the U.S. primary market
via the dbaditin, SOXdancréased the costs of issuing Level Il programs as they
require complying with the new stringent rules of this Act, withtbet benefit of raising capital

on the U.S. markets. Therefore, SOX has brought about a switcharpghetedcosts/benefitin

issuingLevel Il ADRs that leads to reluctancegelectthis program after SOX,

In Panels B and C, we report two specificasidhat control for the level of investor protection,

and, to this end, we respectively introduce the accounting ratiG@@RAT and the antself

dealing variablesSELFDEAL. Panel B shows that a unit decrease in the accounting rating
difference increasethe probability of choosing Level Il by 0.0081. Panel C shows that a unit
decrease in the ardelf dealing difference increases the probability of choosing Rule 144A and
Level Il by 0.2477 and 0.2292, respectively, and decreases the probability oinchbesel |

by 0.4323. The results for Level Ill angkvel | corroborate the bonding hypothesis, while the
Rule 144A resulshowst hat t here are some foreign firms t
requirementsby choosing a private placement prograRrevious studies test bonding by
regrouping listed versus unlisted programs. We demonstrate here the importance of considering
each program individually, since, within listed programsly Level Il supportsthe bonding
hypothesis The rest of the varidds in Panels B and C exhibit virtually the same results as in
Panel A.

In panel D, we introduce the relative turnover raRELTOV for which we have a smaller
number of observations We f i nd t hat a unit i ncreaases i n a

the probability of choosing Level Il by 0.5524. This result is consistent with the argument that
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firms which dominatetheir local capital markets, and therefore being faced with the financial
constraints of their markets of origin, choose U.S. ligudrkets in order to improve their
liquidity.

Panels E and F control for the firm ownership structure. They add the ultimate control rights
(ULOW) and the difference between the ultimate control rights and the ultimate cash flow rights
(ULOWDIF) to the spcifications reported in Panels B and C. Panel E shows that firms with high
ultimate control rights are more likely to choose Level I. This result is expected and supports our
prediction since Level | virtually does not increase the costs of extractvatgbenefits, and

does not require compliance with SEC and U.S. GAAP. In fact, a one percent increase in the
ultimate control rights increases the probability of choosing Level | by 0.0032. Moreover, Panel
F shows that a one percent increase in the udimantrol rights increases the probability of
choosing Level | by 0.0026, and decreases the probability of selecting Level Il by 0.0020.

In Panel G and H, we add the relative turnover ratio vari@ie. TOVj to panels E and F. Panel

H shows that the higin the relative turnover ratiRELTOV in a firm is, the less likely it is that

this firm will opt for Rule 144A. More precisely, a one percent increase in the relative turnover
ratio decreases the probability of selecting Rule 144A by 0.0044.resultis consistent with

the predicted relations in Table 3.

Moreover, Panel H shows that the higher the percentage point difference between the ultimate
control and cash flows rights, the lower the probability of choosing Level Il and the higher the
probabilty of choosing Level I. These results are in line with the literature on private benefits of
control in so far as the higher the control stake held by the ultimate owner and the higher the
difference between the ultimate control and cash flow rights laeelotver the probability that

the controlling shareholder will choose a listed program. The rationale behind this result is that
the higher regulatory and governance standards required by these programs will increase the

costs of extracting private bensfiby controlling shareholders from minority ones.

In general, the results of the multinomial logit models corroborate the evidence from the
univariate analysis as well as the predicted relations between the explanatory variables and the
probability of ch@sing a given type of ADR.

Insert Table 5 about here
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5.2.3. Sensitivity tests
a- Sample composition and corporate governance

Our initial sample includes financial and real estate firms whose financial characteristics may be
different from those of nofinancial firms (e.g., leverage). Therefore, we perform a sensitivity
test that excludes the former firms byestimating the kseline model of Table 5, Panel A. The
reported results in Table 6, Panel A that exclude financial and real estate firms are generally the

same as those that we find in Table 5, Panel A for the whole sample.

In addition, since we have ownership data fo8 #8ns (out of an initial sample of 647 firms),

one may question whether the results that we find for the entire sample still hold for the sub
sample for which we have ownership data. Accordingly, westenate in Table 6, Panel B the
same model as in D& 5, Panel B, but only for those firms with data on ownership. The
estimated model shows that the results for thisssubple are generally consistent with those of

the whole sample.

The univariateresults, shown in Panels A and B of Table 4, suggest that the ultimate control
rights of Level Il firms are higher than those under Level I, which stems from the fact that there
are some statewned firms that are listed under Level Ill. We therefordgoer an additional

test in Table 6, Panel C, by excluding those firms in whichStla¢eis the largest shareholder.
After we reestimate the same model as in Table 5, Panel H, we find that higher ultimate cash
flow rights increase the probability of chamg Level |, and decrease the probability of selecting
Level Il. These results are consistent with the predicted relations in Table 3, and are in line with

those that we found previously.
Insert Table 6 about here

The literature on private benefits sugget$tat the presence of a second blockholder in the firm
could limit the consumption of private benefits by the largest shareHdldsra result, minority
shareholders can fregale on the protection that is offered by the presence of this second
blockholcer. This, in turn, could affect the choice of a given ADR program. More precisely, we

expect that the presence of a second blockholder increases the probability of choosing Level i

15 Note that the second blockholder could also, in some cases,ssitae private benefits of control with the largest
shareholder. Bennedsen and Wolfenzon (2000) and Gomes and Novaes (1999) discuss the role of the escond larg
shareholders.
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and Level lll, and decreases the probability of choosing Level | and1Rdke. To examine this
conjecture, we restimate the models that appear in Panels E and F of Table 5 by adding a
dummy variable ZBLOQ which is equal to 1 if there is a second blockholder who holds more
than 10% in the firm. The unreported results shoat 2BLOCdoes not significantly affect the
choice of any given ADR prograffi.

Finally, we test whether the type of the largest shareholder may have an impact on the future
consumption of private benefits of control, and then the choice of the ADR proNfare.
precisely, we introduce a dummy variablIBHTYPE which is equal to 1 if the largest
shareholder is either a family or management or unlisted firm, and then-estimate the
models of Panel E and F of Table 5. The unreported results sho&HRAtPEdoes not affect

the choice of a given ADR program. The presence of a foreign largest shareholder does not seem
to alter our previous results either. When we add a new dummy varkkBRGN which is

equal to 1 if the largest shareholder is foreign, O retise, we find thatFORGN does not
significantly affect the probability of choosing any given ADR program.

b- Visibility and transparency

In this section, we seek to examine whether visibility or transparency have any explanatory
power in the choice of aADR program.According to Baker et al. (2002), international cross
listing increases the visibility of firms by increasing analyst and media coverage. Lang et al.
(2003, 2004), Doidge et al. (2007a), and Bailey et al. (2006) find that after foreign foass c

list on U.S. markets, the number of analysts who follow these firms increases and their forecast
accuracy improvedNe first consider analyst following as a proxy for visibility. Indeed, one may
argue that whether or not the firm has been followedraaditored by analysts prior to ADR
issuance may affect its choice of a given ADR program. We verify this conjecture by matching
our sample with the 1 /B/E/S (Institutional B
some firms in our sample were falled by analysts before they issued an ADR. We therefore
re-run our tests that appear in Table 5, Panel A, and add a dummy vaiBewhich is equal

to 1 if a firm had analyst coverage before issuing an ADR, and zero otherwise. The unreported
results Bow thatIBES has no significant effect on the probability of choosing any given ADR

program.

1 The unreported results that we discuss in this section are available framttibes upon request.
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We then test for a potenti al effect of t he
progam We wuse the auditor <c¢hoi cney. Pae stwiesphave x y
shown that large international auditors have a higher quality of audit. We thus expect that firms
that choose international auditors before cidgig are more willing to choose an ADR
program that requires high accounting staddanamely Level Il and Level Ill. To do so, we re
estimate our baseline model in Table 5, Panel A, and add a dummy vaB&B® {hich is

equal to 1 if the firm had one of the big four auditbtefore issuing its ADR, and 0 otherwise.

The unreportedesults show thaBlG4 has no significant impact on the probability of selecting

any given ADR program.

In the next section, we provide a moredepth analysis of the impact of SOX on the ADR

issuing activity.

6. Does SOX affect ADR issuance?

A number ofrecent studies focused on the costs and benefits associated with SOX compliance.
For instance, Engel et al. (2007) report that 94% of the respondents of a March 2005 survey of
217 public companies by the Financial Executives Institute believe that the afoSOX

compliance exceed its benefits.

As a result of the additional costs associated with SOX compliance, a considerable number of

f

f

0

U.S. public firmsdel i sted from U. S. exchanges, deregi s

(Leuz et al., 2006; Engel al aR007). Similarly, voluntary delistings of foreign firms that are
listed on U.S. markets increased significantly after 2002 (Marosi and Massoud, 2007; Witmer,
2006). In contrast, the inflow of ADR cresstings showed no signs of slowing down in the
postSOX period, compared to the gB®x period?® SOX may have however led to a
reallocation among the four ADR programs since this new regulation did not affect all ADR
programs alike. Only firms issuing Level Il and Level Il ADR programs, which require a

registration with the SEC, have to comply with the new SOX rules of disclosure and governance.

" The big four auditors are as follows: Deloitte Touche Tohmatsu, Ernst & Young, KPMG, and
PricewaterhouseCoopers. This dummy variable is also equal to 1 if the audit company is one offdhe big
affiliates or one of the former aitdr firms that merged together to constitute one of these big four firms (example:
Price Waterhouse and Coopers & Lybrand merged together in July 1998 to form PricewaterhouseCoopers).

See AThe post SOX challenge for ADRs, 06 JPMorgan, Marct
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Level | and Rule 144A ADRs, which are both unlisted programs, are exempt from SOX

requirements.

In what follows, we examine whether and to what extent SOX affette ADR issuance
activity. Specifically, we investigate the following issues: (1) Did SOX lead to a reallocation
across ADR programs? (2) Di d t he i ssuing
implementation of SOX?3) Did the determinants of the ékhood of choosing one type of
ADR in the period before SOX differ from the period aft8ifice oursample spans the period
1990 through 2006 and includes the four ADR programs, it provides us with a unique

opportunity to examine these issues.

In the following sections, we investigate the impact of SOX on ADR activity, the choice of a
given ADR program, and the determinants of the probability of choosing a specific ADR

program.

6.1. Is there any reallocation between the different ADR programs
before and dter SOX?

We draw from the universe of ADRs those that were issued between 1998 and 2001- (the pre
SOX period), and between 2003 and 2006 (the-$&X period), and we compare the
percentage of each ADR program from these two periods. We find that theo$teapitat

raising programs (i.e., Rule 144A and Level Ill) increases in the103t compared to the pre

SOX period. Indeed, in the peSOX period, 30.4% of all ADRs are issued as Rule 144A as
compared to 12.7% in the p8OX period, and Level Ill progms attract 15.7% of the total
ADRs in the posSOX period compared to 10.3% in the 94@®X. We also find that the
proportion of Level Il ADRs decreased in the pS&tX period, dropping from 27.1%0 14.4%.
Likewise, firms issue relatively fewer Level IDRs in the posSOX period, decreasing from
41.9% to 39.5%.

This evidence suggests that SOX induced a reallocation among ADR programs, as firms tend to
issue more Rule 144A and Level Il and fewer Level Il ADRs in the-80s{ than in the pre

SOX period.Zingales (2006) also documents a significant increase in the number of 144A
registrations after SOX. The advantage of Rule 144A is that it allows issuing firms to raise
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external capital on U.S. markets among Qualified Institutional Buyers, without haviagnply

with the full SEC disclosure, accounting obligations, and public offering requirements. In other
words, they are exempt from the mandatory governance and accounting requirements imposed
on the major U.S. exchanges after SOX, and still benefit fiooess to U.S. external capital
resources via Athe back dooro (Zingales, 2006
as this program requires virtually the same compliances as Level Ill without the access to new
capital, hence explaining theluctance of firms to seek Level || ADRand therefore@pting for

Level 1l in the postSOX period.This result is in line with what we discussed previously.
Indeed, SOX switabsthe expectedcosts/benefitaissociated wittevel I, therefore somérms

find that thér benefits no longer outweigh tineostsin issuing Level 1IADR after SOX Level

[l result is consistent with more bonding and enhanced bonding benefits followinglS@ve.
following paragraph, we examine whether tievel Il resut is an artifact and is simply due to a

change in firmsé characteristics that | eads t

6.2. Are the characteristics of issuing firms different before and
after SOX?

We rely on our sample firms to discuss this isStahle 7 reports theesults of the univariate

anal ysis that <compar es t handposi3OXNpaiiods hha resultst er i s
show that firms issuing Rule 144A in the p&DX period have lower growth opportunities
(ASSETGR and relative turnover ratiqgRELTOV than before SOX. After SOX, firms from
emerging markets issue more Rule 144A programs than before. The absolute value of the
difference in accounting rating standa(@&RAT) in the postSOX period is higher than in the

pre-SOX period for those fins issuing Rule 144A. More precisely, firms that opt for Rule 144A

after SOX originate from countries that present weaker investor protection. Moreover, Rule
144A firms present a lower wedge between the ultimate control and cash flow rights in the post
SOX period.

Firms that choose Level | after SOX are smaller, and have lower growth opportunities
(ASSETGR leverage I(EV), andrelative turnover ratiqRELTOV. The results folSIZE and

LEVare <consistent wi th Doi dge eentagelof.etnerging 200 7 Db
market firms selecting Level | is smaller in the p8&X period. The absolute values of the
differences in accounting rating&@QRAT and investor protectionSELFDEAL indices are
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higher. Finally, the ultimate control rights and th&elence between the excess control rights

are unexpectedly smaller for firms that choose Level | after SOX.

Level Il firms have a higher priax income INCOME), a higher difference in accounting ratings
and lower leverage ratios after SOX compared topdeod before SOX. These results are

statistically significant at the 10% level.

Finally, for Level I 11 firms, the only differ
postSOX than in the prSOX period.

Insert Table 7 about here

Overall, thee univariate results suggest tlggnerally firm$ attributes, except for leverage

(LEV), do not change between the period before and after &0oés the four ADR programs

Moreover the decrease in Level Il programafter SOX is notdue to a change ini fr ms 0
characteristics because stily, contrary to Level Il programs, we assist in an increase in Level Il
ADRsintheposS OX peri od, and s e c oespediafyhosdrdégerreditber ms 6 a
listed onthe majorU.S. exchangegenerallydo not change for Levels Il and Ibetween the

periods before and after SONX the next section, we perform a multivariate analysis that allows

us to simultaneously control for all these determinants.

6.3. SOX and ADRs: multivariate analysis

To examine whether the impact of our explanatory variables on the probability of choosing a
given ADR program differs across the prand postSOX periods, we Frestimate the
multinomial logit models (reported in Table 5) for each-pebod independentlyWe separately
re-estimate Panels A, E, and F of Table 5 for eachpsuiod. The results of these estimations

are summarized in Table 8.

Table 8 shows that, generally, the estimated marginal effects are in accordance with those that
we report in Table Sand are consistent with the predicted relations in Table 3. We find that the
Level | marginal effects for the asset growth varialASSETGIR exhibit a significant and

different sign.

Table 8 shows that while they have the same sign, some marginas effedtigher or lower in

the postSOX period compared to the pgOX. When we examine, for example, the emerging
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market country dummy, firms from emerging market countries are more likely to choose Rule
144A in the posSOX period. More precisely, Panels B, and C of Table 8 show that being an
emerging market firm increases the probability of choosing Rule 144A in th&@ostperiod

by, respectively, 0.6869, 0.3913, and 0.6729. In theS@¥ period, this variable is statistically
significant only in Pael A, and the increase in the probability of choosing Rule 144A for an
emerging market firm is only 0.1191 The evidence that firms from emerging markets are more
willing to issue Rule 144A ADRs after SOX was enacted is consistent with Lins et al.'g (2005
and Zingalesd (2006) findings that emer ging
constraints than are developed country firms need to raise more external capital on U.S markets,
and are able tdo so through Rule 144A (private placements) evél Il (public offerings). As

Level Il becomes costly after SOX, especially for emerging markets firms, these latter become
more inclined to issua Rule 144A ADR (a relatively less costly program), and raise external

capital on U.S. markets among Qfialil Institutional Buyers.

For the difference in anself dealing index3ELFDEAL), Panel C shows that a unit decrease in
this difference increases the probability of choosing Level 11l by 0.1904 and 6°28@Re pre
and postSOX periods respectively. This resultis consistentwith more bonding andhe
enhanced bonding benefitdter the implementation o8OX. More preciselyfirms from
countries where the legal protection of minority shareholders is weak (compared to Jrerd).S.
more willing to issue Level Il programs in the p&DX period than in the pi80OX one,
despite the additional costs implied by the SOX Act for this level.

Insert Table 8 about here

7. Conclusion
I n this paper, we e Xx antecsiens to s®ie ahedf the four avadlable s o f
ADR programs on an individual basis (Level I, Level Il, Level Ill, and Rule 144A). These four

options have distinct attributes. On the one hand, only Level lll and Rule 144A offer an access to

¥ For Panel A, Table 8, we test whether the estimated marginal effect of the emerging market Bv@nip the
postSOX period is higher than in the p8X period using a Wald test. This test shows that the difference between
the estimated marginal effect statistically significant at the 1% level.

? For Panel C, Table 8, we test whether the estimated marginal effect of tselad#aling variableSELFDEAL)

in the postSOX period is lower than in the p&0OX period using a Wald test. This test shdkat the difference
between the estimated marginal effects is statistically significant at the 1% level.

27






